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REVENUE ACT OF 1962

WEDNESDAY, APRIL 11, 19062

U.S. SERATh,
ComumI ~mF ox FINANCE,

Waehingtom D.6.
The committee met pursuant to recess at 10:15 a.m., in room 2221,

Now Senate Office Building, Senator Aarry F. Byrd (chairman)
presiding.

Present: Senators Byrd, Kerr, Long, Anderson, Douglas, Gore,
Hartke, Williams Bennett Curtis, and Morton.

Also present: Eizabeth h. Springer, committee clerk; and Colin F.
Stain and L. M. Woodworth, of the Joint Committee on Internal
Revenue Taxation.

The CHIAm1R3AN. The committee will come to order.
The first witness is Joseph Welman, of the American Bankers Asso.

ciation. Come around and take a seat.

STATEMENT OF IOSEPH C. WELMAN, PRESIDENT, BANK OF KEN.
NETT, KENNETT, MO., APPEARING ON BEHALF OF THE AMERICAN
BANKERS ASSOCIATION; ACCOMPANIED BY CHARLES WALKER,
EXECUTIVE VICE PRESIDENT OF THE AMERICAN BANKERS AS.
SOCIATION; AND CHARLES MoNEILL, DIRECTOR OF THE WASH-
INGTON OFFICE OF THE AMERICAN BANKERS ASSOCIATION

Mr. WELMAz. Mr. Chairman and gentlemen of the committee, thank
you very much for the privilege of appearing before you today.

My name is Joseph C. WeTman. I am president of the Bank of
Kennett, Kennett, Mo., and I am a past president of the American
Bankers Association.

My bank is a small country bank, with total assets of $18 million
and located in a town of 9,000 people. I am appearing-today to pre
sent the views of the American Bankers Association on H.R. 105O,
the Revenue Act of 1)62.

Our association represents 18,142 commercial banks, or 98 percent
of all commercial banks in the country. I might note that the great
majority of commercial banks are of relatively small size, with four.
fifths having less than $10 million in deposits.

I have accompanying me and I should like to present Dr. Charles
Walker, executive vice president of the American Bankers Asscmiation
and Mr. Charles McNeill, director of the Washington office of the
American Bankers Association.

Senator AimpRsoz;. Did you say you were not now president of the
ABAI
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REVENUID ACT OF 1902

Mr. WELMAN. No, sir; I am a past president.
Senator ANDUsON. How far past?
Mr. WJMAN. 1957, 1958.
Senator ANDErSON. Who is the present president?
Mr. WrTMAN. Mr. Sam Fleming of Nashville, Tenn.
Senator ANDERSON. How large is his bank?
Mr. WEN, MA1N. I think, sir, it is about $200 million.
Senator ANDERsoN. Is there any signiflcance in the fact they picked

out a rather small bank to present the attitude of rather large banks?
Mr. WLMAN. I don't know, sir.
Senator ANDimisow. It iS a good psychology problem.
Mr. WELMAN. Perhaps so.
This bill reflects a great amount of dedicated effort on the part of

many persin. Although there are sections which we believe should
be amended, we commend the members of the House Ways and Means
Committee, and the other individuals and agencies concerned, for the
work which has been done.

I will direct my remarks to the two sections of H.R. 10050 which are
of particular interest to commercial bankers: first, section 19, dealing
with tax withholding on dividends and interest; second, section 8,
dealing with the proposed taxation of savings and loan associations
and mutual savings banks.

With respect to the latter section, I should point out that rep resenta-
tives of the five banker organizations which will be heard on this issue
have divided the subject matter so that your committee may have
before it, at the conclusion of the testimony, the full story with respect
to taxation of the mutual institutions.

Mr. Albig, representing the Independent Bankers Association, will
discuss this matter with primary reference to community banks; Mr.
Stoddard, representing fie Roth committee, will analyze the effect
upon housing of the taxation of mutual Institfttions; Mr. Tark, repre.
seating the bankers Committee for Tax Equtity, will discuss the
appropriateness of the bad-debt formula provided for i this bill; and
Mr. Freeman, representing the Association of Reb rve City Bankers,
will summarize the commercial bank position on section 8 of this bill.

SECTION 10

The American Bankers Association fully recognizes the imperative
necessity of reaching all taxable income and the fact that some interest
and dividends are now unreported and escape taxation.

We believe that all reasonable measures should be taken to collect
income taxes due on interest and dividend receipts.

However, we do not believe that it has been demonstrated that the
withholding proposal incorporated in section 19 is the necessary or
best means of accomplishing this result at thi time.

The association believes failure to report interest and dividends is,
in most instances, not deliberate; that such failure arises tluough
misunderstanding of the law or inadvertence on the part of taxpayers.

Most savings account depositors In commercial banks and most
shareholders li mutual financial institutions elect to have their interest
or dividends retained in their accounts rather than paid to them.
In this manner they augment their savings. It is quite easy; there.
fore, for some of them to overlook'reporting this type of income.

1188



REVEIU ACT OF 1 962

As Internal Revenue Commissioner Caplin pointed out recently
during a television appearance, "much" of t ie Treasury's loss of reve-
nue in this area is "due to sheer ignorance."

The American Bankers Association believes that the problem can
largely be solved by education. Consistent with this view, the Ameri-
can Bankers Association, the State bankers associations, and other
associations representing payers of interest and dividends have co-
o)erated with the Treasury Department by urging their members to
notify their depositors and shareholders that interest and dividends
paid or credited constitute taxable income and should be reported.

This educational program was started early in 1960 and continued
in 1901 and 1962.

Results of an educational program of this kind are necessarily
cumulative, and we are convinced that this program will substantially
reduce the failure to report and the consequent revenue los.

We earnestly believe that your committee and the Congress should
have the benefit of the results of several years of the educational pro-
grain before forcing the financial community and millions of taxpayers
to adjust to the complicated requirements of interest and dividend
withholding

Another d evelopmnent which should lead to substantial improvement
in the reporting of interest. and dividend Income is the application of
automatic data processing, which Internal Revenue is now putting
into operation.
Our association supported the Treasury's request for legislative

authority to provide account. numbers to taxpayers, and we tre 9lso
cooperatIng in putting such an account numbering system into effect.

I his will be a costly and time-consuming operation for banks and
other Ipyers of interest and dividends, but we do not question the
need for it. We believe, however, that automatic data processing,
together with taxpayer account numbers, will enable Internal Revenue
to imike effective use of information returns supplied by payers of
interest anl dividends, and that such ue will obviate the need for
withholding.

Withholding will create severe operating and cost problems for the
banks, particularly the smaller banks throughout the country, in
dealing with both the Government and their customers with respect
to saving accounts, Government and corporate bonds, trust accounts,
and!stock transfer and dividend paying operations.

In addition, tnxpayers. will encounter difficulties In complying with
this intricate system.

Of even greater significance are the hardship for savers, holders of
Government and corporate bonds, beneficiaries of trusts, and hare-
holders of corporations which would result from overwithholdng.

A detailed statement setting forth the position of the American
Bankers Association is being prepared, and I request the permission
of the chairman to submit tifs statement for Insertion in th6 record
at the time that your committee hears witnesses testifying on section
19 of this bill.

The CHI IRMAN. Without objection the insertion will be made at the
time section 19 is considered.

Mr. WELMAv. To summarize, the American Bankers Associatln be.
lives that taxpayer education combined with the use of automatic

1189



REVENUE ACT OF 1002

data processing and other measures available to the Treasury will
close the reporting gap without subjecting millions of individuals to
the many difficulties and hardships resulting from a cumbersome
withholding system,

Senator Loo. Might I ask a question at that point, Mr. Chairman?
The CHAIRMAN. Senator Long.
Senator LoNo. Might I ask whether you people might not be able

to come up with a proposal of your own as to a way that this thing
could be administered without the kind of burden that you anticipate
on the banks? The kind of thing I have in mind is perhaps before
you ever compute what the interest will be on each, what the tax
will be ot interest on each account, that you just take your overaU
amount that is going to be paid on interest and make, let us say, a
20-percent deduction and then have the account reflect what the pay-
ment is after interest has been withheld on everything.

So doing that you would be in position of having made a single
adjustment. Then one would just put an asterisk on a receipt that
you send to him on any interest payments. They have 20 per-
cent coming to them and let them worry about getting that with the
internal revenue collector.

That is just one thought that occurred to me, but have you people
undertaken to study all alternatives along that line or would you say
that this might be handled with a minimum burden on the banksI

Mr. WELMAN. Yes, sir, Senator.
The association has been working with the Treasury Department.

We have had numerous conferences and numerous committee meet-
ings in an attempt to find all of the means we can to make withholding
simpler if it is adopted, and what you are saying is, of course, a pro-
vision in the bill.

We can't however, avoid the necessity of computing the interest. on
each individual savings account. It eventually has to be entered in
their books and many of us, particularly in the small banks1 believe we
are dutybound, even if not Iegally so, to inform the depositors of the
deduction and the amount of the gross interest and tile amount de-
ducted, and I suspect we will probably do that.

Senator LoNe. Well, the thought occurs to me in the absence of any.
body doing anything about it ff I have an account in that bank for
my;daughter, that your statements in the absence of any application
on her part f6r a refund, would entitle her to a tax credit.

Mr. WkIrMAN. Yes sir.
Senator Lowv. In the amount of 20 percent of everthing paid her

on interest durbig the period of tune that that money had been with.
held by the Government. The money is on saving anyhow and on
behalf of my daughter I am not going to apply for that providing we
don't lose the money by not applying.

It Is a savings that is there as far as I am concerned, I am satisfied
with the Government owing it to me providing the fellow is there
when the time for payment comes, and It--

Mr. WFJmJ. think we are more concerned with the question of
overwithholding than with those who may owe that much or more
tar.

We think we still will have the problem of advising all of our 52
million saves in the commercial banking system of fhls deduction.
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REVENUE ACT OF 1902

In addition, we would still hove the problem of the gross-up that is
contemplated in the various proposals which would cause much con-
fusion t many of them, and since they will only receive a net credit
on their book they will have to compute what the gross interest was.

Senator LoNG. The thought that occurs to me instead of giving 4
percent that you might give, let's say, 8.2 and as far as you are con-
cerned tie other eight-tenths of 1 percent could be taken out before
you ever start computing on the individual account at all.

It is taken off the gross.
Mr. WL3[Ar. Taken off a net rate I
Senator LoNo. Yes.
If you are going to pay on 4 percent just make a simple calculation

and take out 20 percent, then you are paying on 8.2.
Mr. WEILMAN. Of course, we will be paying on various rates. Some

savings accounts are 81h and some are 4, and it will be complicated.
There will still be some exemption certificates.

Senator LoNe. If you bunch them up you are still making 2 com-
putations instead of 200,000.

Mr. WELMUzA. Approximately 15 percent of our savers in the com-
mercial banking system will be minors and they will be able to file
an exemption certificate.
. Senator LoNG. You can do it that way. What I am talking about
is there are other ways of doing it instead of computing on each
account. You could simply have it so that you take out what the
withholding is before you ever make the next computation.

So far as a minor is concerned any minor who has a saving account
in that bank does not represent a person who has an income that
he has to spend in the next quarter and the result would be for the
Government merely to owe the money to them.

Mr. WELMAN. We are very much interested in working with the
Treasury in any way we can to make this chore easier and to accom.
plish the collection of tax. We just feel that this particular proposal
is very burdensome and we unfortunately have no good alternative
to offer to them.

We are exploring every possibility of it.
Senator Lzo. If you become convinced this proposal is going to

become law I hope you will put your best minds to work in admin.
istering it in the bst way.

Mr. WE MAN. I assure you we will.
We believe, therefore, that legislative action is not necessary at this

time.
If however, your committee and the Congress should conclude that

withholding on dividends and interest is necessary at this time, we
suggest certain amendments to -.RA 10650 which we believe would
behelpful in reducing the problems and expense of such a system.

These amendments, several of which I shall mention briefly will
be covered in detail in the supplemental statement to which I referred
which will be submitted for fnsertion in the record when section 19
is under consideration.

First the bill provides that exemption certificates filed on the basis
of nonliability for tax must be renewed each year; we strongly believe
that such certificates should be good until revoked by the taxpayer.

i11



REVENUE ACT OF 1902

Otherwise, the burden of administration would be signflcantly in-
creased.

Second, we suggest that the provision of the bill which permits
individuals to ile exemption certificates for dividend income be broad-
ened to include charities, colleges, and other tax-exempt organizations.

Third, we believe that exemption certificates should be made avail-
able to tax-exempt organizations and to nontaxable individuals regard-
less of whether they hold their investments directly or through a trust
or other fiduciary relationship.

If corporate fiduciaries and other trustees could be authorized by
Treasury regulations to file exemption certificates with payers of
interest and dividends, the trustee could act as withholding agent in
each case and remit to the Treasury on behalf of taxable henefclaries
but provide for full exemption for nontaxable individuals or tax-
exempt beneficiaries.

Fourth inasmuch as institution of a comprehensive withholding
system will be a complicated and time-consuming operation, we be-
lieve that it is essential that a reasonable time be afforded before with.
holding would become effective.

.I.This section slidiTcbecome law, many of the equipment and person-
nel changes could not be made, until regulations were issued by the
Treasury spelling out certain withholding requrenents.

Payers of interest and dividends would need at least, 1 full year to
prepare for withholding. We therefore urge that, the effective (late
for section 19 should be not earlier than January 1,1964.

In this connection, we note that commercial banks and other financial
Institutions will incur substantial expenses this year in preparing
their records to include account numbers for income tax reporting
purposes.

Those amendietns would ease to some extent the burdens which
withholding would place upon the payers of intera4t and dividends.
However, their adoption would not remove the basic difficulties in.
lerent in the withholding proposal, nor would it alter our original
conclusion that withholding is neither the necessary nor the best
method of accomplishing the objective of complete reporting of inter-
est and dividends.

Section 8 of this bill removes the virtual exemption from Federal
income taxes now enjoyed by savings and loan associations and mutual
savings banks and substitutes Instead of formula which would tax, at
a maximum, 40 percent. of the net income of these institutions at
regular corporate rates.

While the American Bankers Asciation believes that such a pro-
vision is a definite improvement, we are nevertheless firmly of the
opinion that this measure falls far short of the goals of removing tax
Inequities and of providing adequate tax revenues from mutual savings
banks and savings and loan associations.

This mutual savings Industry is large; and rapidly growing larger.
Its total assets at the end of 1981 were $1 billion.

It had total savings of $109 billion, far more, Inoidentafly, than the
$76 billion of savings and time deposits (excluding Government and
Interbank deposits) held by commercial banks. I

Savings and loan associations have increased their total assets 827
percent over the past decade; mutual savings bank assets have risen
88 percent.
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REVENUE ACT OF 1902

In contrast, commercial bank assets have grown during this periodby only 12 percent. In short, the mutual savings industry is neither
underprivileged nor struggling, and there is no reason why it should
continue to escape Its tax responsibilities.

Under existing law, savings and loan associations and mutual say.
ings banks pay only a negligible amount of Federal income tax.
While you are aware of the tax shelter enjoyed by the mutual institu-
tions, perhaps a few illustrations might be helpful.

In 1960, the 4,700 savings and loan associations which are members
of the Federal Homo Loan Bank system reported a net income after
the payment of dividends of $504 million, but paid Federal income tax
of only $4 million, or seven-tenths of 1 percent of not income.

Insured mutual savings banks had net income of $169 million in
1900, but paid Federal -income tax of only $447,000, or about one-
quarter of 1 percent of net income. This contrasts sharply with the
commercial banks, which in 1900 paid $1.3 billion in Federal income
taxes on a net income of $3.8 billion.

Senator LoNG. Let me ask this question if I might.
Mr. Wr,.MAN. Yes.
Senator LONo. What, if any is the reason for distinction of the two

types of taxation I Does the Federal home loan system stand on any
basi a a taxpayer different from the commercial banks?

Ar . WEULAN. The difference, sir is, of course, in reserves for bad
debts that have been permitted in t!o past. That of the mutual sav-
ings institutions being 12 percent of their share accounts or deposits
which has provided virtually complete tax exemption for their net.
income, whereas commercial banks have about a 2.4-percent bad debt
reserve on uninsured loans permitted them on the average.

Senator LoNe. How do thie losses compare on the two? Are their
loss i her than yours

1E. .1"'MAN. No. sir; we don't think so. I think the figures will
appear in our suppienientary memorandums.

Senator LoNG. All right.
Mr. W rAxt,4 . The extent of the mutual's tax advantage is perhaps

more readily seen in figures for individual cities.
For example, not one penny of Federal income tax was paid in 1960

by any member savings and loan association in Richmond, Va.; New
Orleans, La. eMiami, Fla.; Topeka, Kans.; Nashville, Tenn. ; Augusta,
Ga.; South Bend, Ind,; Little Rock, Ark.; Duluth, Minn.; Wilming-
ton, De.; or Louisville, .y., to mention only a few of the 46 major
metropolitan areas in which this was the case.

In most other metropolitan areas the average tax paid by each mom-
ber association was negligible.

For example: In Oklahoma City, the average tax paid by member
associations was $182; in Salt Lake City, $6,5600; in Omaha, $429; in
Chicajo, $188; and in Baltimore, $580.

Perflaps the best illustration which I can give of the favored tax
position of the mutual institutions is one basedon my own experience.

My bank is, as I noted, a relatively small institution with $18 million
in assets. In 1000, we paid Federal income tax of $92,801.

This tax was 9 times m~eater than the total combined Federal income
tax paid in 1960 by all 2 member savings and loan associations in the
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State of Missouri, though these associations had combined savings of
$1.4 billion and net income after dividends of more than $14 million.

As a matter of fact, if you include all the member savings and loan
associations in the neighboring States of Arkansas, Iowa, Nebraska,
and Tonnessee, our small bank would still have paid 21/q times more
Federal income tax than the total paid by all of these associations
combined.

The reason the mutual institutions pa only negligible taxes was
the inclusion, in 1951, of a provision in the revenue act of that year,
permitting them to transfer tax free to bad debt reserves all income
remaining after the payment of dividends so long as their total re-
serves, surplus, and undivided profits do not exceed 12 percent of
share accounts or deposits.

That is the point that you asked about, Senator, This 12-percent
limit is not predicated upon loss experience nor upon the amount of
risk assets, but, instead, applies to total share accounts or deposits. It
permits the mutual institutions to treat virtually all of their net in-
come as tax.free additions to reserves and thus provides a major tax
shelter for one of the most profitable and fastest growing industries
in the United States.

Senator ANDERSON. Could I ask a question there?
Mr. WELrMAN. Yes.
Senator ANDEnsoN. If you did not allow the building and loan asso-

elation to transfer this 12 percent to reserves, it would be available for
dividends; wouldn't itI

Mr. WELMAzN. A certain portion.
Senator ANDERSON. What do you mean by "a certain portion"?
Mr. WELMAN. Well, I think, of necessity, with supervision of the

sort they have, they would have to set aside some of it.
Senator ANDERSON. That is what I was going to ask you. If you

want to free them all why don't you also provide that they can also
pay all of this out in dividends, the maximum amount in earnings?
As I understand it, the Federal Government wouldn't lot them pay
more than a certain amount because the banks don't like that kindof
competition; isn't that right ? They can pay all of it.

Ar. WmtJAN. There are perhaps some regulations for a minor por-
tion of it to be withheld for bad debts.

Senator ANDRnsoN. I bring you bad tidings. I am told they are not
allowed to pay out more. If you have other information, I would like
to have it because we have some building and loans in my hometown.
I don't happen to have any interest in any of them so I can speak very
freely.

The bi Albuquerque Federal Savings & Loan has deposits, I think
of $50 mI lion; there are three fair-sized banks in our community 1
think the Albuquerque Federal Savings & Loan retains more proAts
than all of them-all of the three put together and probably a good
many others.

But they now have a dividend, I think, of some kind, of 41, percent,
if they didn't have this they might go up to 5,

Do you think the Federal Government would permit them to go
up to 5?

Mr. WELMAN. Could I refer this question to Mr. McNeill who is
mbre familiar with the technical details as to.what they are' per-
mittedI
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Senatoi ANDznox. You can refer it to anybody you want to. All
I am told is that the building and loans are told that the Federal of
Albuquerque was setting the policy and they couldn't pay more even
though they wanted to pay more.

Mr. WzrMAN. Would you answer that, Mr. McNeill?
Senator ANDERSON. I just want to know if the bank earnings po-

sition is you would have to have this 12 percent made available or
dividends, you would have no objection no matter how large the
dividend went.

Mr. MONEILL. Senator Anderson, as a matter of law I think it
is clear that the Federal savings and loan associations are not limited
in the amount they can pay out.

Senator ANDERON. I didn't say as a matter of law. As a matter
of regulation they are, aren't they?

Mr. McNru.L. Not as a matter of regulation; no, sir.
Senator ANDP.RsoN. What keeps them from it I
Mr. MCNEILL. Their own business management, knowing what they

can pay.
Senator ANDERSON. Pardon me for 1 minute.
Are you telling us here the Home Loan Bank, that the bank over

in Little Rock, doesn't tell the bankers association in Albuquerque
how much they can pay out I

Mr. MCNEILL. They make recommendations and suggestions but
they have no authority by law or regulations.

Senator ANr.nSON. And those regulations have the force of law ?
Mr. McNEtLL. They haven't so far, sir,
Senator ANDERSON. Can you name any building and loans that

are violating the instructions of the Federal Reserve group
Mr. MONEILL. They are not violating instructions. Suggestions

hove been made that appeared In the press on frequent occasions that
the Home Loan Bank Board did not like to see dividend rates of the
savings and loan associations increasing. But you hove seen report
in th press on frequent occasioiis, particularly from the west coast,
and in the local area, increases of a quarter and a half percent within
the last few months.

Senator ANDERsoN. Then the American Bankers Association would
have no objection to taking this 12 percent and paying it out in
dividendsI

Mr. MONEL. Senator Anderson, we don't believe that would be
the result. As a matter of sound management---

Senator ANDP.RSoN. What would you do, just leave it there to be
taxes? As long as it is paid out in dividends you can't tax 52
percent of it.

Mr. MONEILT. They also have to have sound management to run
a sound institution.

I wouldn't want them to endanger the safety of their associations
byspaying it all out In dividends.

Senator ANDvn8so. Which side are you on ? Do you want it kept
in there for safety or do you want it taxed out?

Mr. MON LL,. Some has to be retained but we say that can be done
after payment of taxes, sir.

Senator AnnysoN. You want to tax the whole amount that is
available for dividends?
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Mr. MONxim. No, sir.
Senator ANrnnsoN. But this reserve is available for dividends.
Mr. MoNm.iLb. No, sir. Whatever amount is retained after a rea-

sonable bad debt reserve, however that reserve is determined, there
also should be a further retention, but that can be done after payment
of Federal income taxes.

Senator ANDMRsON. Two percent would be sufficient, wouldn't it?
Mr. McN, u4. The Treasury report to the Ways and Means Com-

mittee indicated that they considered an adequate bad debt reserve on
the basis of experience would be Fomewhere between 2 and 8 percent.

Senator ANDmsoN. Well, I didn't know that. I just guessed id
percent would be sufficient.

Now, they have 12?
Mr. MON'ELL,. The Treasury estimated an average of about ds,2 per.

cent overall.
Senator A.nD:nsox-. If they have 2 percent and they put that, and

th l have 12 you wouldn't mind the other 10 percent being put out in
dilvdends? '

Mfr. McN I.r,. They would be able as far as the law is concerned,
if they decided.

Seiator Axmr.nsox. I didn't say able to, would you mind them doing
it?

Mr. MoNrr,. No; we wouldn't like that.
S4nntor Ax':so-. That is ill I want to get at.
mr. I I. n', The imituals, like other liisines es, should be per-

mitted an ade inte bad-debt reserve to which reasonable additions
can be made. tax free: they should, like other businesses, provide for
the remainder of their suirplus anid reserve needs out of after-tax
lllnin e.

The bill would permit then to choose, between adding to bad-debt
Ieserves in each year an amount equal, in effect, to 3 percent of their
net. loan growth or n0 percent of their net income.

Even though the 3 percent of loai growth i.s more than can be justi-
fied by industry experience (and, incidentally, is more than is per-
itted the average commercinl bank), it is apparent that most insti-

tultions will choose to be taxed on the still more favorable basis of 40
percent o fnet income.

Thn allownpce of 60 percent tax-exempt. iticnme as provided in this
bill has no relationship to the ndequacy of lind-debt reserves, nor is it
predicated upon actun lozs experience.

To illustrate, if this bill had been law in 1060, member savings and
loan associations could have placed $338 million to reserves tax free,
yet their net losq, s were legs than $10 million.

Similarlv, insured mutual savings banks could have placed 101 mil.
lion tax-free dollars to reserves for bad debts In 19), yet their net
loses during the year were less than $2 million.

At present growth rates, the mutual institutions in the first 2 years
of taxation tinder this bill would be able to make tax-free additions to
reserves of approximately $1.2 billion, an amount which would sub-
stantially exceed the total losses taken by all operating and failed
savings and loan associations and by all operating and closed mutual
savings banks for the last third of a century, including the entire pe-
riod of the great depression .V
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Although there can be no justification for tax-free loss reserves of
this magnitude, one argument is nevertheless advanced to justify the
formula nbw containedin section 8.

It is claimed that to subject the mutual institutions to fair taxation
might cause them to reduce dividend rates and thus reduce the flow of
funds to the mortgage market, in which they are major lenders.

This argument is not valid. Because of the rapid growth in net
income of the mutual institutions there is little reason to expect a
downward adjustment in dividend rates if an equitable tax formula
were adopted.

This was pointed out, for example, in a recent Treasury statement to
Representative Keogh, at which time it was also noted that oven if
taxed the rising net income of these institutions would permit many to
continue to raise dividend rates.

Certainly, taxation will have some impa,'t on the mutual institit-
tions; it has an impact. on any profitmnkin' l,-iines, but wve doubt that
most mutuals will reduce dividend rates 11s 11 res.ilt of being taxed.

Second, with respect to the housing issue, it, is notable that there is
neither a present nor anticipated shortage of housing funds.

The Housing and Home Finance Agency has estimated that, during
the decade of the 1900's the siipply of funds available for housing wil
exceed the demand by more than 20 billion.

E';ven savings anl lonn spolcesmen have expressed concern over the
fact. that. the, have not been able to find a sufficient volume of mort.
ga es in whi .h to invest, their funds.

This is reflected in reports of the Federal Home Loan Bank Boarid
which indicate that for much of the past. year savings and loan associ-
ation haflve been invest ing on increasing proportion of their savings inl
lcniq for purposes other than the pur'hasne or construct ion of homes.

There is. in fact. no reason to be concerned over housing if this pros-
perout mutual savings industry pays its fair shnre of taxes.

Certainly, other Iusinees, are able to serve the needs of their cus-
tomers and still pay taxes. I am confident that an industry as large
and as vigorous as the mutual savings industry will be able to pay
taxes a nd prosper.

In short, the housing argument is nothing more thain an attempt to
frighten tie public and the Congress into permitting the mutual insti.
tutions to continue to enjoy almost complete freed om from Federal
income taxes.

It is an emotional argument which is dissil)ated when the facts are
examined. It should not divert attention from the real question, which
is: The amount, of tax which should reasonably be paid by a $125
billion industry.

An equitable tax formula would provide that the mutual institutions
be given no greater bad-debt allowance than can be justified to the
Treasury on the basis of loss experience.

In our opinion a bad-debt formula so determined probably would
not differ significantly from that now applicable to the commercil
banks.

However, determination of the formula should be a matter for the
Treasury and the mutual institutions to work out, and we could not
object if the mutual institutions were able to justify, on the basis of

8210-62-pt. 4--2
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experience, more favorable reserve allowances than are now permitted
the commercial banks.

As noted previously the bill provides that the mutual institutions
may elect each year to have their bad-debt reserve allowance based on
either 8 percent of loans or 60 percent of net income.

We have no particular quarrel with the 8-percent-of-loans approach,
although it appears to us to be more than experience would jusify.

However, fo permit 60 percent of income to go tax free to reserves
and tax only 40 percent of income is clearly inappropriate.

There is no question that if nondiscriminatory tax treatment is to be
obtained inaccordance with President Kennedy's recommendation a
larger percentage of the mutual institutions' net income should be
taxed.

We note that in his testimony before your committee last week Secre-
tary Dillon suggested that taxation of two-thirds of the mutuals' net
income, after payment of dividends, would be a more equitable ap-
proach.

We agree with this conclusion and regard his recommendation as a
signifcant improvement over the formula now incorporated in the bill.

The Treasury proposal, as the Secretary noted-
would permit tax-free additions to reserves of amounts well in excess of bad.
debt reserve needs and would allow, in effect, substantial tax-free additions to
capital.

It is clear, therefore, that the formula proposed by the Treasury,
while approaching tax uniformity, is nevertheless still quite favor-
able to the mutual institutions. We believe that it represents' the ir-
reducible minimum of net income which can be taxed and still ap-
proach the twin goals of adequate tax revenues and equity among
nnancial institutions.

This, gentlemen, concludes my formal statement and I would like
to request permission to submit several supporting memorandums and
tables to be included in the record with my testimony. These memo-
randums and tables cover, respectively, annual loss data of commercial
banks and mutual savings institutions from 1030 to 1960, the analysis
of the effect of availability of mortgage funds of the taxation of
mutual savings institutions, and Federal income tax p aid by Federal
Home Loan Bank members and loan associations in metropolitan
areas in 1960.

The American Bankers Association is also interested in section 3 of
the bill relating to the allowance of reductions for income tax purposes
of expenses incurred in making appearances, submittingmaterial and
communicating with respect to legislative matters and 1 request per-
mission to submit a separate statement In the record setting forth the
association's position in support of this section.

The COAIRMAN. Without objection.
Mr. WELMAN. Yes sir.
Senator Loo. Do'I understand that these statements will be.printed

in the record?
The CHAMIMAN. Yes.
Senator Arxnisoq. Will we have a chance to come back and ques-

tion them on them?
Suppose he files a statement saying lobbying is a wonderful Institu-

tion. Would we be able to question hiM?
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The CAI MAN. Do you want him to come back later on?
Senator AND nsON. I think we ought to have the opportunity of

having him come back.
The CHAIRMAN. I am certain he would be glad to come if the com-

mittee desires him to come and if Senator Anderson wants him to
come.

Senator ANDEnSoN. Why did you leave it out ?
Mr. WLMAN. I have it here.
Senator ANDERSON. Why don't you submit it?
Mr. WsL. MAN. I will submit it now.
Sunator ANDEnsRON. The lobbying statement ?
Mr. WELMAN. May I read it, sir?
Senator ANDMISON. As far as I am concerned, I will be glad to haveit.
Would the Chairman object to his reading it?
The CHIAIRMAN. I have no objection to his reading it.
Mr. WELUAN. Section 8 of H.R. 10050 amends section 162 of the

Internal Revenue Code-
Senator BENNE-r. Mr. Chairman, can we identify the location in

the statement?
Senator ANDERsoN. The very last part, the very last two pages.
Mr. WELUAN. The very last part of the supplementary material.
Senator BENNETr. Oh, yes, thank you.
Mr. WEL-HAN. Section 8 of H.R. 10050 amends section 162 of the

Internal Revenue Code to make it clear that ordinary and necessary
expenses incurred in making appearances, submitting material, or
communicating with respect to legislative matters at the National,
State or loct level will be allowed as deductions for Federal income
tax purposes and that the portion of dues paid or incurred with respect
to any organization of which a taxpayer is a member which is attrib-
utable to the expenses of such activities will likewise be deductible by
the taxpayer.

Current regulations of the Treasury Department relating to ex-
penses incurred with respect to legislative matters require the disal-
lowance of a deduction for the portion of dues and other payments to
any organization, a "substantial part" of the activities of which consist
of lobbying to the extent that such amounts are "attributable to" these
activities.

The determination as to whether activities of this type are a sub-
stantial part of the overall activities of a multipurpose organization
is most -difficult, as the term "substantial" is a term of uncertain
application.

Xlso, segregating and classifying expenses incurred in connection
with such activties present serious difficulties.

The report of the Committee on Ways and Means point out that:
It Is also desirable that taxpayers who have information bearing on the Im-
pact of present laws or proposed legislation, on their trades or businesses, not
be discouraged in making information available to the Members of Congress
or legislators at other levels of government.

The report further states that:
In many cases making sure that legislators are aware of the effect of proposed
legislation may be essential to the very existence of a business.
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Therefore, it is the view of the American Bankers Association that
this is desirable and needed legislation and is in the public interest.

The CHURMAN. Mr. Welman, in your statement you say:
We believe, however, that automatic data processing, together with taxpayer

account numbers, will enable Internal Revenue to make effective use of Infor-
mation returns, supplied by payers of Interest and dividends, and that such
use will obviate the need for withholding.

Now, I had the privilege of handling the bill that established the
so-called numbering process, and I was authorized by the Treasury
to say to thei6enate that if the bill passed that I could say that it would
bring on to the tax rolls $5 billion which is not now taxed, and I am
concerned about this particular question as to what extent the number-
inj process will avoid the withholding.

would like to ask you, as a representative of the American Bankers
Association, when you submit your statement on section 19, to give
to the committee your justification for the statement you have made
here: namely, that the numbering process, combined with the auto-
matic data processing, will bring about a situation where there will be
no evasion of taxes with respect. to the banks both in dividends and
in interest. As I understand it, of course, you report your dividends
now.

Mr. WEL31AN. YeS. sir.
Tie CHAIRM1AN, Wlt about the interest, the savings accounts, and

so on?
Mr. WETMAN. The interest paid in amounts of more than $600 to

any one person or individual are reported, but not below this figure.
he CHAIRMAN. I mean the individual who has a savings account:

is that reported, the earnings on that. savings account or is it ndded
to the account I

Mr. Wzr.,,Nc. No, sir: not unless they are more than $000.
The CITAIRM AN. T mean do you make reports now on the interest

before it is paid to the owner of the savings account?
Mr. W.L'MAN. No. Some banks do report to the individual, and

some don't. The depositors come in and got the information. But to
the Government we report only when the interest amounts to more
than $000.

The CTAI RMAN. Well, you think you can sustain by a report in
detail your statement here -

Mr. WVPr-.. Well, may I say, sir, that our thinking is that we are
also relying upon the educntional efforts that have been made and
are nowv being made. together with nationwide publicity that has
been given to this entire' matter of paying on interest and dividends.
The various periodicals are now showing pictures of automatic data
processing machines: there are a great many articles and discussions
on radio and television. The effectiveness of this publicity together
with the automatic data processing and our educational dorts only
started in 1060, have not yet been fully evaluated. For example we
don't know the results of the past year or how much improvement there
has been.

We believe it is substantial and we believe that cumulative effects of
that. education along with this automatic data processing and the ef-
forts being made by the Government, the Treasury itself, and the
publicity that is nationwide; all of those things combined will go 11
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long w, toward closing the gap between the amount which has been
paid and which should lhave been paid on dividends and interest.

The CHrAMAN. I am more concerned, not by the propaganda and
so forth, but with your statement that you have a system whereby you
can report to the'rTreasury those taxable items, bot in dividends and
interest, and whereby he Treasury then can take that list and assign
it to the numbers and avoid any evasion of taxes V

Mr. WELMAN. It certainly would be far easier for us to report than
it would be to go through the withholding exemption certificates and
all of tle processing necessary in that connection.

We are not now reporting amount of interest paid unless it is more
than $600.

The ChAIRUAN. I am not speaking about the $600 figure. If a per-
son has a savings account, is it added to his account or is the money
paid to the person who has a saving account?

Mr. WE1JMAN. It is generally added to the account, Senator, and
some banks do require a fee for handling it but it is not reported
unless the amount of interest involved is $600 for the year.

The CIAJIBAN. Well, that is taxable under the law when it is added
to tie account, is it not V

Mr. WMAN A. Yes sir; that is correct, sir.
The CHAIRMAN. There is no report made of that by the banks to

the Internal Revenue?
Mr. WHL31AN. No, sir; that is correct.
In my own bank we send each year, at the end of the year or the

fist month of the new year, a notice to these people calling attention
to the fact that the interest that has been credited to their account
or paid to them on time or savings deposit is taxable and should be
reported. We believe that we are Just now beginning to see the effects
of that.

The CIAIIMAN. I am not talking about the propaganda, the pub.
licity, or anything else. I am asking you, as a banker, whether you
can make such reports to the Internal Revenue that will enable the
Internal Revenue to combine this income on the basis of the number-
ing bill, and thereby not have tax evasion.

Mr. WIMAN. I believe that the American Bankers Association
recommends one alternative which would substantially lower this
$600 reporting and I don't know that it is-

The CHAIRMAN. The $000, that is one thing. But T am correct in
the fact that you do not report the interest?

Mr. W:LMAN. That is correct.
The CHARMAN. The savings interest?
Mr. WELMAN. That is correct.
The ChATRMAN. Can you male those reports in such a way that

the numbering process wIll operate and thereby it will be added to the
income of the person who has a particular number?

Mr. WMMAN. I should say it would be possible and that it would be
preferable to the withholding of tile sort proposed but we would be
glad to submit any further information you would like to have.

The CHADIMAX. Would you care to make up a study of whether
or not tie taxation that should be paid in dividends and in interest
that accrue through the banks can avoid tax evasion by the numbering
system?
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Mr. W^MAN. May I ask Dr. Walker to answer that questionI
The CHIATtMAN. I mean escape from taxation.
Mr. WmJIZA. If I may, sir, I would like to ask Dr. Walker to

answer that question.
Mr. WALim. Yes, sir; we shall be glad to do so, Senator, and we

will attempt to include it in our supplemental statement that you
have permitted to be submitted.

The CHArRMZAW. Make it inclusive and leave all this talk about
propaganda out; I want to know actually whether it can be Incor.
porated by the Internal Revenue on the numbering basis, and thereby
prevent any recipient of interest of the banks or dividends from
evading taxes; is that clear?

Mr. WALTxn. Yes, sir.
Senator KEn. Would the Senator yield?
The CHAIRMAN. Yes.
Senator KEnR. I apologze for not having been here sooner.
Would it be all rig&t with the chairman if he went ahead and put

the propaganda in and put it in in an appendix? [Laughter.]
After all Mr Chairman, it seems to be a rather harsh rule to entirely

exclude it, but if it is added as an appendix and properly identified,
would that be acceptable ?

The CIAwuN. It would be entirely acceptable, but give the other
information first. [Laughter.J

Put the propaganda at the bottom.
I have no further questions.
You have a very clear statement, sir.
Senator?
Senator Kklau, No questions.
The ChTAIRMAN. Senator Williams?
Senator WILLIAMS. I have no questions at this time.
The CHAIRMAN. Senator Anderson?
Senator ANDERSON. The newspaper carries a story of the fact that

United States Steel is going to increase the price of steel. I judge
from your statement you approve all parts of this bill except the two
things to which you take exception. You say the bill reflects a great
amount of dedicated effort.

You are generally in approval of it then ?
Mr. WELmAN. Senator, we have no official position on the other

sections of the bill except these two that we have testified about.
Senator ANDnnsoN. Wouldn't it be helpful if you did have a

position on them?
Mr. WEHr. . Well, sir, possibly.
Senator ANDERsoz. Here is United States Steel saying they are

going to raise the price of steel.
The investment credit would give them maybe a hundred million

dollars the first year on plans they have already drawn up and had
approved by the board of directors last year.

Why give them a hundred million dollars for incentive to do what
they have already planned to do. .

Doesn't the American Bankers Association have a feeling on that?
Mr. WELHAN. May I ask Dr. Walker to give you any information

he has? I don't bhlire we have any position on the other sections,
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Senator ANDERSON. Don't you have any feeling, I said ? I didn't
say position. (Laughter.]

Senator IKnn. Or a little propaganda? [Laughter.]
Senator ANDERSON. Thank you, Senator Kerr. (Laughter.]
Mr. WELMAN. I am sure various bankers have various feelings on it.
Senator ANDERsoN. The bankers have been writing me with great

regularity and they have feelings on a great many things.
Why don't they have some feelings on this?
Mr. WALKER. If I might supplement Mr. Welman's comment.

Other parts of the bill have ben discussed at least informally by vari-
ous committees of the association. But as he stated, no formal posi-
tion has been taken on sections of this bill other than section 8 and
section 19. I think one reason for this is that the association in the
past has concentrated its policy positions upon items of very direct
interest to banking such as section 8 and such as section 19.

However, the association is in the process of broadening its policy
positions, and we were pleased to resent a position on the trade
bill last week to the House Ways ans Means Committee but we have
not been able to work out positions on the other parts of the tax bill.

We hope in the future to be able to broaden out in that respect.
Senator ANDERSON. Certainly the use of investment credit is as

much down in the line of banking as a trade policy, isn't it?
Mr. WALrR. It is a matter of which one we got to first, Senator.

Investment credit is important and it was discussed.
I would report that there is a considerable divided view on this

portion of the bill among bankers throughout the country.
Senator ANmmRsoN. The New York Times of April 8 carried a news

story:
Bell System sets new high. Its profit was $1,843,870,000 a year.
Now, this investment credit would give them, as a regulated utility,

only getting 8 percent, only about $104 million. Their profits were
up a hundred million dollars above lastyear.

Does the Bankers Association believe that is a good or a bad
thing?
Mr, WALKE. I think the association would be reluctant to com-

ment on the profits of a particular industry. I think the associa-
tion-

Senator ANDEnsox. The telephone company has a deposit in every
town, hasn't it? [Lauhterom

Mr. WALKER. I wouldthin we would be reluctant to comment even
on those that don't have deposits.

Senator ADm ESON. Let me get down to whether or not they have;
they may have. The bill as it passed the House gives a man who
acquires a breeding bull investment credit for his assistance to pro-
ductivity: If he pays $50,000 for a breeding bull, and if his profits
are sufficient, he can take off $8,500 of that cost because he has con-
tributed to productivity.

Have you got any feeling on that? fLaughter.]
Mr. WALKER. No, sir' Ihaveno feelingon it.
Senator ANDxsnao. I have, I think it is a bad provision. [Laughter.]
I was very much touched when they were telling how much taxes

the Bank of Missouri paid. Some of us subscribe to devices that tell

1208



REVENUE ACT OF 1902

us what we ought to do to watch our taxpayments, and I spend money
for one or two of these services. In one that I got, dafed April 0,
it says:

Dollar savings tax credit on the way. Big new investment credit passes
House. It can touch your tax bill by thousands of dollars.

Now along with trying to get out of paying taxes, don't you think
we ought to try to avoid these things that reduce these amounts by so
much money? Doesn't the Bankers Association watch that?

Mr. WELMAN. Certainly the Bankers Association favors everybody
paying a fair share of the taxes. I don't feel I am personally capa-
ble of having a very profound opinion on this investment credit because
I simply don't understand it.

Senator ANDER86N. Well, I probably shouldn't have gotten into
it, but I iust remember that bankers write me regularly about low
thingsgeJ out of hand back hero. I do not have any stock in a build-
ing and loan association or mutual savings bank. I do have a little
bank stock that I hang on to, and they write me fully and I just hoped
that the American Bankers Association might come in and say that a
tax bill designed to plug loopholes which loses revenue is a bad bill.

Mr. WE.L !AN. Well, sir, I want to agree with Dr. Walker's com-
ment that the association should take a more active position on a
great many more things than they have, and I am very pleased to
see him moving in that direction in his official position with the
association.

Senator Ax,,:nsoN. Well, I appreciate it, too. I think that is fine,
because there is a furniture amendment in this bill, investment credit
for buying furniture for a new motel or hotel.

I see new signs up every day where new motels are being created.
The old motels change because they are having a hard time getting
along with the new ones. Yet they are setting up new competitors
in this investment credit by telling them to build a new motel.

Don't the investment bankers think that is bad?
Mr. W VE.LMAN. I didn't know that was in the bill.
Senator ANDpnsoiq. That is one of the real flne things in the bill

reprsenting this dedicated effort that you are talking about. I have
no other questions.

Senator KXnR. May I make an observation, Mr. Chairman?
The CTAIIfIM AN. Senator Kerr.
Senator Knn. I would say to the representatives of the American

Bankers A&sociation thlat I find myself in disagreement with the
distinguished Senator from New Mexico more o en than not, but
I can understand how the American Bankers Association might feel
that they could tend to their own business better if they didn't try
to tend to everybody else's also.

Mr. WELMtAN. Yes, sir; that is correct, sir.
I thifik there is a very fine line between what does and, does not

very strongly involve the public interest.
the CHAIRMAN. If I might be permitted to make the. statement

there, I think the Amerian Bankers Association is very much inter-
ested in any provision of the tax bill that will lose $1 400 million
annually In revenue, that is what this 8-percent credit will do.
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Senator KXan. I will tell the chairman how we can recover that
is to compel the bankers to pay 5 percent interest on savings and
not let municipals be eligible for purchase by banks. [Laughtor.]

We could recoup more than that amount of money Just like that.
Couldn't we, Mr. Witness?
M r. WELN AN. I am sure we could, sir.
Senator ANDERSON. Mr. Chairman, if we are going to get Into

this question, I only want to point out I want you to comment on
lobbying

You think this lobbying is a good thing and ought to be permitted
particularly this communicating with respect to legislative matters
We have a taxpayers association in my State of New Mexico. When
I was a newspaper reporter 40-some years ago up at the State capital,
I think the taxpayers association was solely supported by the Santa
Fe Railroad and the Southern Pacific Railroad.

Now, they broadened the base, they take in all the banks and a lot
of other individuals in it. They are conducting a steady campaign
of lobbying on bills that are now pending In the Congress.

If you think that it is a good thing that they stay in their own
field, perhaps they should.

W'hy did you get into the lobbying field; why do you think that is so
good?

Mr. WELMAN. We, of course, are not affected by this bill because we
have been checked regularly and only a minor poltion of our expenses
are for lobbying.

Senator ANDEiSON. That. is exactly what Senator Kerr said, you
should attend to your own business. Now you get off into somebody
else's business. Why are you off in that ?

Mr. WELMAN. We felt this represented the public interest by making
it. clear that expense for presentation of testimony and gathering of
data and furnisalina it to the Congress in an effort to clarify various
itrns of legislation is a deductible it em.

Senator AmERsoN. Did you ever check how many hotel suites in
this town are regularly reserved by certain groups?

Mr. WELMAN. No, sir- I haven't.
Senator ANDERsoN. Well, do you think they all have to have people

here all the time entertaining Members of the Congress?
Mr. WELMAN. I wouldn't think so.
Senator ANnEnsoN. That is why I don't understand why you think

this lobbying provision Is such a good provision ?
Mr. WELMAN. Our desire was that it be clarified and perhaps it is

too broad in the sense we stated it. As I say we are not affected di-
rectly, We thought the problems would be clarified, and we think
we should have proper regulations to keep It within bounds and It
should be within bounds.

The CIIAMAN. Senator WilliamsI
Senator WILAMS. No questions.
The CHAIRMAN. Senator CurtisI
Senator Cuins. I am glad to have your statement and I won't try

to touch on everything that is in it but in reference to the withhold-
ing on dividends and interest, you oppose the withholding on both
dividends and interest, do you not?

M4.11WELMAX. YeR, sli',
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Senator Cvn'TS. Now, I wonder if your technical staff has made
any computation in reference to a college endowment fund, its own-
ership of stock with a corpus of a mullion dollars, some of them
may be a lot more and some it lot less, but an illustration of a million
dollars.

If the withholding tax is applied to those dividends, and then it is
refunded afterwardlbecause as I understand there is no provision for
them to be exempt from withholding, at average rates ot earnings, on
stock and average rates of earning on the money they are deprived
of here, I would ike to know how much loss would be suffered by a
college endowment fund on the basis of a million dollars of stock for1 year?

Mr. WH,.MA4 N. Senator Curtis, may I ask Dr. Walker to answer
that since it involves study and some effort on the part of the
association?

Mr. WALKER. We will be glad to prepare it.
Senator Cuims. I want tile mathematics on it if he will submit it

at a later time.
i'. WALKER. Yes, sir.

(The information referred to was later received for the record as
follows:)

A common stock portfolio of $1 million at current prices yields about $80,000
r or year. Of this amount, $0,000 (20 percent) would be withheld by the payers.

the portfolio were held by a tax-exempt organization, such as a college,
exemption certificates would not be available. Assuming refunds were avail.
able by the end of the quarter In which the dividends were payable, the organ.
Ization would be deprived of the use of $0,000 for one-fourth of the year, or an
average of $1,500 during each quarter. It could have earned, at present stock
yields, an additional $45 per year on this amount, If the Income withheld had
been Intended for reinvestment. The organization would also have the addl.
tional expense of filing four times each year for refund of the amounts withhold.

Senator CURTIS. Now, in reference to savings and loan associations,
do you make a distinction between the mutuals and the stocks?

M[r. W Jr.fAN.-. No, si: we have not, sir.
Senator Cris. Is it then your position that they should be treated

exactly the same?
M[r. Wm,. x. Yes, sir.
Senator C't'nVzs. Now, in reference to the figures you quoted upon

the earnings of savings and loan associations, is that before the pay-
ment, of dividends?

Mr. W rMA. No. sir: that is after the payment of dividends,
Senator Cun'rIs. A after the payment of dividends?

r. W1LMAN.. Yes, sir.
Senator Crnns. And what is the tax status of the amounts of in-

terest, paid k, banks, not. the amount of interest but what is the tax
status?

Mr. WELMAN. It is deductible, the same as savings and loan and
the interest paid by mutual savings banks.

Senator Ctirris. For the purpose of taxation you feel' that they
should be so regarded, both of them alike?

AMr. WELMAN. Yes, sire that its correct, sir.
Senator Ctnrris. Yes. Wow, in reference to a bad debt reserve, if the

formula ultimately agreed upon would be based solely upon new loans
made as it was suggested at one time, would that not be inflationaryI
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Mr. WELMAN. I don't believe it would, sir.
Senator CUR'rS. What I mean, if yOu put an association ill a posi-

tion that the more loans they made in a given year the less their
tax would be we would be penalizing the conservative operation as
against the other one, would it not?

Mr. WEL.,x. On the other hand, sir,, the more income there would
be; the more it would generate income which would be taxed.

Senator CuRTIs. My question does not quarrel with the imposition
of the tax. I think the tax should be increased, but my question is
in writing the formula it was suggested at one time that it be based
upon the new loans. Wouldn't it follow that savings and loan asso-
ciations would have an inducement to make more loans in order to
lower their tax?

Mr. WEL.-M.4 N. Perhaps. There might be a small element of that
existing. However, I would still depend primarily on the manage-
ment, the supervision, and the record o lending in the mutual
industry.

Senator CrTIs. But net profit probably would be a better thing
to ear the taxation to than how much was loaned; is that correctly

M1r. 1Er1r.'. We believe, sir, that loss, bad debt reserves geared
to actual experience, would be preferable to the percent of profits.
A bad debt reserve shoul be more applicable to the risk taken on the
amount of loans.

Senator Cui'ris. You think the bad debt reserve for commercial
banks, the country's banks, should be increased or do you think it isadequate? 63f. .. There again we have quite a divided opinion among

our members. I personuhly think that with the supervision and the
earning power of the l)an ks that it is adequate. A great many of
my friends disagree with me.

Senator CYrIS. We do have a problem in agricultural areas where
farming has become so expensive, agricultural loans to individual
family-sized operations have become so large, they have to go out-
side of th r community for banking credit, ;isn't that true?

Mr. WI:L it. in some areas, yes; that is correct. In some areas,
country banks are obtaining the participation of city banks and getting
their help in expan(ling agriculture.

In my own case we are doing that. WVe are making a great many
larger loans than we used to make in this kind of thing and, of course,
we contend that our loans made to farmers on cottonpickers and corn-
Iickens and combines, tractors, and equipment, and sometimes mules
and thing of that sort, are just as risky, if not more so, than the
mortgage loans made by a mutual institution. And we do think we
are subjected to as much risk as the mutuals. I personally, feel tile
bad debt reserve we have and the ability to replace them when we
have had losses is adequate. In addition, we still protect the banks
with supervision.

Senator Curs. But your community is a community of 0,000?
Mr. WF ,4 Xt,%. Yes, sir"; that is correct, Si'.
Senator Ctms. I do not know what the average size of the com.

inmities served by our country banks in Nebraska is but I am sure
it is muih much less than that.

Mr. VIELMAN. The average, yes, sir, would be less.
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Senator CnrIis. Even our county seat. banks serve a territory of a
lemer population than 9,000.

I will not take more time but I would appjreeiate that tabulation
with reference to the college endownlent flim dS.'4,l. W~' V'I,.. Yes, sir'.

, 'hP C l ,ICr., X. Senator )DOlghas ?
Senator 1)omti.s. Mr. Welman, could you tell ic the approximate

total amount of loans by commercial banks on hom mortgages?
Mr. WE.M. ., May 1 isk Mic. MeNeill or Dr. Walker if he has that

i format ion, please, sir ?
Mr'. W'..L :r. it i right at $20 billion for residential and S-29 million

for total llortgalges, s,. 1 will got lhe exact figil'e for yoll.
Senator Dotoi.As. Wht would be the \'olnme of loans on homes of

the savinlgS al] loan associatios and the mutual savings banksA Mr. !WAIKIn'I1. 1 will get those figllres ill jlSt a omelt, nator. At
the 1111d of 1961, savings and loan asso.lotions had almost $69 billion
ill total mortgage loalls: FITA, VA, and conventional.

SeIlltor 1)olva;I,.\s. An thole millUil savings banks?
Mr. W.1.1 rn. For tlhe savings banks as of the latest Federal Reserve

lDulhht ill at td end of Septellber 1l(11, the figure was almost $06
billion in h,sideultial inmo'lgilges.

Senator 1)Dot(,,s. The two together Ils , r) billion or approxi-nat clv five times thle volume of loans of the commercial banks.
.i'.: 1 .ln. A nd tile commercial bank figure is almost $21 billion
ther Ihan $20 billion I stated.
Senator T)oum,..%s. It is still almost five times. So thl the Iuvings

altd lon)i lsso'ialtions. and mutual .snvings bnuik. ,,re bearing some
80 perceuit of the burden or business of providinge for individual
homeow nership; isn't that true ?Mu'r. W,~u1,ur. Of those three t\'pes of institltiols. There fire alsoM illr. 11 O f hs il
at tiu1ber. of other lenders in t l home m ortgage field. pai'tieularly
insurance eonpannies fnld indlividuals.

Senator Doum..%s. Now, what is the total investment of the banks
of the country excludinge mutual savings banks in State and municipal
bonds?

Mr. WAV I.ur. I would say close to $20 billion but I would like to
('hek that figure.

Senntoir D)oum.,s. I tllink that is approximately accurate. I will
accept that figure: Now. when a blank sells as ,tate or municipal
hon f nit loss, how is tiis loss treated for tax pillrpose.0
Mr, WI.r. Is thisa non-edleral Gtovernment bond?
Seitito' l)Doum'..%s. Yes : that is right.
Mr. WIr. l would have to ask Milr. MeNeill.
Senator I)ontio..s. If you sell a State and municipal bond at a loss,

how is this handled for tax purpose?fr. WaLnt. Ordina'ry los s (ledlt .iouu .
Senator Douol,.,s. Anl. therefore. You save A2 percent of the loss:

i. tlit correet ?
M'P. WAI~a,%i. If you are ill that tax bracket, yes: we have a umber

of banks -
Senator Dottoi..%s. I mean as a corporation yon would pay 52 per-

ent : isn't that trt'ue, except if you were n very small bank?
Mr I AtK i, That. Is correct. IF
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Senator DouoLAS. Or take all average flgur, say, 51 percent?
Mr. WALKER. Forty-nine. I
Senator DOUOLAS. So if you have a loss, this reduces the ordinary

amount of corporate tax which you otherwise would pay and you
effect a saving of 51, 52 percent of the loss?

Now, suppose you tsll a Government bond at a gain, is this treated
as income or as capital gains?

Mr. WALKEa. Capital gains sir.
Senator )OtObAs. Anf in this event you pay only a maximum of

25 percent; isn't that true?
Mr. WALKEa. Tat is correct sir.
Senator Kimn. To the Federal Government.
Now, then, do you think this is tax equality, getting 52 percent or

51 percent credit on a loss on Governments, or other losses but only
paying 25 percent upon a gain i ?

Mr.W lAKEr. This is a provision, as I am sure the Senator is aware,
that was introduced in the Internal Revenue Cole in 1942 under the
support of the Treasury, Mr. Randolph Pal, in part ieutlar, supported
this provision, to add to the brde efth-ai'rh Q ormance particularly
of the Government Iarket, it was i'ltognition of tile
fact, that commercial bprs rather than being long-tein investors in
these types of instrit fents, more often are leading inst ions a1d(1
these are held as see fidary reserves. .

With respect t 9I0 tax tn rfo n't aspect, niuld point o~t that
the institutions vhich we a sing hero todiy, the savin and
loan and mutj I savings, -anks ha e ie stuone'il of tax treatfi ent
provided to ti m. it,.a . isi of

Senator D uUL, A. I 1 nrie'S3tit eennlv theI -isis of 1 2
has been re loved. At, that tiplil t, ias vei'y Import nt to get a
inarket for (overnIet bonds a jt was quite eleir that Ihe politic I
situation wit such t h t ui%,voul hI, qt ti4ice the', ar by taxation, anll I
a large por lon of it iad to flitane(d: ky-boPds: -So__Aie Goveri -
nlent wanted to prom to a in tket for tlho ltids such as Secretai
Chase did (i ring the 'ivil Wr\when ie'l-eatd4he banking system I.

Now, that, nergencyis ot.4
If you beli ye In tax fialnty', shpddu..l~h(re not be ecjlty in to

treatment of 1oas iaswella sg ains?
Mr. WAK, 1. 1I think, sirij--f'l (1ue i ,spe(eCwe might disagr&4 on

the deficit ion of t- x uniform ilt.Senator DouoLA EquaIlty ..
Mr. Al"AyiEII Tax ualit. 

/

Senator Dour,As. e uality.
Mr. WVALCER. But I wo s y tht the Treasury.D6,artent with

respect to this rather signf a . ' ev!.uprorisal 1101 rV tile
committee has not seen fit to ask for a change in thi. icular
provision.

Senate' DOT'OLA8. I know.
You are stifficientl acquainted with the legislative process, aren't

you, l)r. Walker, to hnow that Senators are not mere robots. They
are privileged to have ideas of their owU and even thoull h the
Treasury has not suggested it, I am raising the quest ion as to 1w, leher
it, would not be a very good thing in the interest of tax equality to
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have equal treatment given to losses on Government, bonds as well as
to gains.

Ar. WALKER, Wiell, our view of tax equality is for competing in.
st.itutions to have equal treatmeint. under the tax laws and they do
on this provision.

Senator Douri,41s Well of course, there is a question as to the pIo-
portion of the savings and loan funds which are invested in State and
municipal bonds as compared to the proportion of banking funds.

Now, you say the commercial banks have approximately $20 billion
in State and municipal bonds.

What, percentage of total bank loans and investments are in this
cateforv

A71'. "AICVHz.. Of total bank loansand inve-stments?
Senator I)ouDOILs. Yes; I think that. is right..
1'r. WALIE11. I would have to check that. It. looks to be approxi-

mately 10 percent but I would like to check it for the record. (The
witness later supplied the figure as 9 percent as of June 30, 1901.)

Senator )u'ouss. "What about Federal honds?
Mr. WA.K :n. Federal bonds amount to $82 billion out of a total

loans and securities of $200 billion or about close to 30 percent
Senator Dol'ul,.%s. Now, do you have the same tax treatment in the

('se of Fdeira] bonds ?
Mr. WJj,sKf:n. That, i:i correct, and that. was the nmjor reason for

that amendimenit to the code in 1942, as we noted.
Senator Doumo.ss. So thot the combination of the Federal bonds

-and the State fhonds form $78 million out of $200 billion or approxi-
nately .40 percent ?

Mr. A. u'Il. Yes, sir.
Senator I)oU'lmA\. And on these you get a credit of 5.2 percentt on

losses and only pay 25 Iercent on gains?
M r. A"W m{id. 'lhat. is correct.
Senator Dot'o,,s. Isn't this quite a tax privilege which is given to

bhe ban kinig system ?
Mr. WIAxiF.M. I would say it is a difference in tax treatment and it,

certainly contributes to the, stability of the performance of the Gov-
ernment. securities market which I i'hink is highly important..

Senate' I)ot or,As. Do you know what proportion of the funds of
the building and loan associations are invested in national bonds and
Stato and local bonds?

Mr. WALICR. Well, I can answer the St.te and local bonds rather
quickly. They would hold a very negligible proportion of those be.
cause, of their'tax position, they would not. be interested in tax-exempt,
income.

Senator DOvOLAS. And what about the Federal bonds?
Mr. WAtLmR. The Federal bonds, I think were approxinmately 7 or

8 poeent of their assets.
-That, I would like to check.
(Thto following was later received for the record:)

Qn December 31, 1901, savings and loan associations had total assets of
$82,001 million, of which $5,181 million, or 0.8 percent, consisted of U.8. govern.
neat obligations.
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Senator Dovmjs, So that this favorable treatment on taxation of
bonds affects 40 percent of the loans of private banks but only 7 or 8
percent of the loans of the building and loan associations?

Mr. Wacirnz. Well, we would look at their portfolio distribution
as a matter of choice on their part-, and I would think that in part or
sign leanty, it has been influenced by their overall favorable tax
treatment w ith respect to all of their operations.

Senator J)oly, .s. I am for the general principle of tax equality
moderated by the principle of mutuality. But since the question of
tax equality has been raid, here is a treatment which certainly favors
the private banks of the country as compared to the building and
loan associations and the mutual savings banks so that the difference
in taxation of profits is not all one way, that is the point I am trying
to make.

Mr. WALKER~a. We would have no objection to their building up their
portfolios of Government and/or State and local securities.

Senator, DOMLAS. Woud you have any objection to changing the
tax provision so that the gains on the sale of Government blonds would
lb taxed as income?

Mr. W1.mrP. Yes, sir; we w
Senator D)ot'reas. Sinee 'is credited as a loss would yoi-bave any

objeetion to having the g 'his taxed as income?
Mr. Wa I, ALi. aeCs, si w would.
Senator DouoJJas. SVell, now, wwrih't-iw't t-id-objection a 'o-

ation of the princip 6of tax equ)ry? J,
Mr. Wa1,iumi. Nt as I arrspeakin of tax equality here today,

Senator.
1 do believe t.h t it is fair amoii T641Pinfinancial'. isitut ions.
Senator 1ol'om AS. 111)1o0.0 the sa I/%bs anid loan associate 4ns were

to Conme il and s y they wp id be will, jig to have the gains treated as
ordinllry income would y no Nie t.

Mr. WALK . It, is thii right liaynwhtat1fliy like iii that respect.
I would not a reo with -hem, th t. it is proper f9 l' that to be done;

110. ISenator)orL.s. DayI s ,ion. Mai? I ,
You are an Xl) X 'ionced st tdelit 01 inoii'ta1rr1'ftters, both academic /

1111( ractical-can anks create credit - . /
ii'. , 1,ALKE. Th, can create lpomTky; yes, s1..
Senator D~OUGLA4 S. hey canl croa4tQt-jnoney. J1 nin #lad that is est"ab-

lished. [Laughter.] . /
Adinmitted. -What, is t reserve that you have to have againAt this

muo ey in termsof Govern in bonds; what proportion? -'
Mr. War"AICE. Well, there is io revervo requiremex.t~for Fedral

Reserve member banks in terms oftivmantr-b~ids. Thi a
cash re'sere requirement of-

Senator l)o'oras. We have a fractional reserve system.
N r. W,.%,ttm. Correct.
Senator JOIVOtLAs. What is that fraction; approximately about one-

sixth?
Mr. WArAmLn. About 15 percent. It varies for location of banks,
Senator DovalAs. So that on the purchase of $15 of Government

bonds you can create a hundred dollars of credit or money; is that
rights
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Mr. WVALxEn, No, sir.
Senator DouGLAS. I m an the system as a whole?
Mr. WALKEn. No, sir; it doesn't relate to your purchase of Gov.

ermnent bonds.. It means for every dollar of extra cash or reserves a
member bank has or can get hold of, it can expand Its own loans and
investments----

Senator DOUGLAS. How do you get that reserve?
Mr. WALER:n. You get that reserve from certain basic sources such

as an increase in your gold stock, a decline in currency in circulation
or an increase in Federal reserve purchases of securities from the
banking system, or loans to the banking system.

Senator Door0,AS. That is not credited to your accounts?
Mr. ALKER. It is credited to the bank's account. If Mr. Welman's

hank, or let's say some other bank, were to borrow directly from a
Federal Reserve bank, yes, that would be credited to the account of
that particular bank.

Senator DoroL4As. Precisely so.
r11r. WALKER. But Government securities are not, necessarily in.

evolved in that transaction?
Senator DOUGLAS. No; but I mean that is credited to your account;

isn't that true?
Mr. WALKER. Yes, sir.
Senator Dovoi..s. And if you have a credit of $15 or $15 million,

that permits you to create a hundred dollars or a hundred million
dollars of credit, isn't that true?

M1. WALKEn. Yes, sir1; the banking system can create it.
Senator DOUGLAS. The banking system.
This is quite a. privilege. You are acquainted with the clause in the

Constitution which says Congresq shall have the power to coin money
and regulate the value thereof. That is in the Constitution, isn't it?

Mr. WALKFR. That is correct, sir.
Senator DoroLAs. This is a privilege which we delegate to the pri.

vate banking system with the rationing of the total amount in the
hands of the Federal Reserve System; isn't this true?

M r. WALKER. Yes, sir.
Senator DoGLAS. That is the major portion of the business which

the priva te banks in the country do; isn't that true?
M1r. WALKFR. Well sir, I am not sure how to interpret-
Senator DoUGLAs. The major portion of the commercial bank sys-tem.
Mr. WALKER. This is part of the bank's operation.
Senator DOUGLAS. And a large part of the deposits in the savings

banks are derivative from the accounts of the commercial banks; isn't
that true?

M[r. WALKER. Derivative from money-creation activity: yes.
Senator DOUGLAS. That is right.
Do the savings and loans associations have this privilege?
Ir. Wr,%Lr.R. Not to create anything that circulates as money.

They can create obligations which are close to money.
Senator DOUGLAS. I understand.
But it is verv different from a checking account and I want to con-

gratulate you. Dr. Walker, for the frankness with which you have
identified the creation of commercial credit and "money."
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Now, I think it is Ivery important that this fact is established. ,and
I want to congratulate you on the honesty and frankness vith which
you answered the question and now I want to ask Is there any.coin-
parableprivilegoyhich isgiven* to the savings and loan associations?

Mr. WALKER. The pivilege of creating money V
Senator DouoLAs. Credit.
Mr. WALKER. I like the term "money.".
Senator DouOLAs. All right. You dentified credit as money.
Mr. WALKE. I think of credit in terms of an individual's ability to

borrow.
No, sir; they don't have that comparable privilege because they are

not subjected to the comparable responsibility and requirements of
banks.

Senator Dovouls. I understand.
In other words, the mutual savings system and the building and

loan associations are in the nature ofsavings banks where the deposit
comes first and the loan is made later.

Whereas in the commercial banking system the loan comes first,
and the deposit comes later, or the two take place simultaneously, isn't
that true I-But it is the loan that creates the deposit.

Mr. WALKmR. Throughout the banking system with respect to the
demand deposit operation; but we are more concerned with respect
to tax uniformity of that portion of the commercial banking business
which is directly comparable with the mutual institutions, namely,
the more than $80 billion of time and savings accounts. Commercial
banks are department stores of finance andte demand deposit opera.
tion, while it is the majority of our operation, this other $6 billion is
highly important.

Senator DouolAs. I understand; I understand.
But so far as the commercial banking is concerned Congress has

given you the power of creating money, and, with the Federa serve
System etting a commission of 15 cents on the dollar; isn't that true ?

Mr. WALKR. I would question the commission aspect. The Federal
Reserve actually creates and controls those reserves which provide the
basis for monetary creation.

Senator DouvlAs. It creates the credit which you use to draw inter.
est upon* isn't that true ? I!

Mr. WAM R. Which we use in the process of the lending function.
Senator Dovoas. Which you lend and draw interest upon; isn't

that trueI
Mr. WALKx. We draw interest upon our assets, our earning assets

which result in part from that.
Senator DouoaLs. Yes
Those are based at 63% times of the amount of Government bonds

credited to your account in the Federal Reserve banks; isn't that trueI
Mr. WALKE The total demand deposits; es. But what I would

point out in that respect Senator, is that the demand deposit function
Is often viewed, particularly for claisroom purposes, in the way you
and I are discussing it this morning. But in the actual -day-to-day
workaday operations of the commercial banking system it is a highly
competitive atmosphere with respect to the extent of which banks
will e able to attract and hold these funds.

8210-42-pt, 4---
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Senator Dooms. I understand that. But the banking system as a
whole is given this great privilege

Mr. WALrm. But most of the activity has to do not with the rising
amount of demand deposits but with the allocations of deposits among
the existing institutions. That is the main function commercial banks
serve in the money system.

On that side of it.
Senator DouaLAs. I am not proposing to abolish the commercial

banking system lot me make that clear; but I do think that in decid-
ing, in passing judgment, on the relative taxation of savings and loan
institutions, on the one hand, and the private banking system, on the
other that these two differences should be kept very clearly in mind.
Ve should not concentrate our attention entirely upon this 52 percent

for the banks on the one hand, and the reserves which are tax exempt
on the other which are set up for the savings and loan institutions,
wouldn't you say that ?

Mr. WALKZU. No, sir; we would disagree with that. Our demand
deposit function, Senator, if I might point it out, is the most expensive
operation of a commercial bank. Commercial banks as a group are
involved with administering the demand deposit accounts, the clerks,
the amount of bookwork and paperwork.

Senator DouoLAs. Wait a minute, I am not suggesting that you
don't have expenses in allocating who is to get the total amount that is
created. I understand that and I am not saying that your gross
profit is a net profit by any means.

I simply say that Congress and the Government has conferred a
great favor upon you. Of course, if you don't want to be in the
banking business you can resign and give it up but I always thought
a bank was quite attractive to a considerable number of people and,
therefore, Cngress has done very well by you.

Mr. Waxz. . Well, sir, I think the bankers would say that if you
compared their rate of profits on capital with practically all other
business they come out toward the low end of the spectrum.

Senator DouwLs. I see. I would be very interested in knowing
that.

Mr. WALwxot. I would, too.
Senator DouoaLs. That is all.
The CuAnuuz;. Senator Bennett.
Senator Bzwvim. Thank you, Mr. Chairman.
Earlier this morning, the Senator from New Mexico raised a very

interesting problem that I would like to pursue a minute or two. le
raises the question as to whether or not savings and loan associations
couldn't escape the tax if it were increased by simply payig more to
their depositors, and I would like to get some spific information in
the record in order that the committee may understand whether this
is a real prospect or not.

Can you put back into the record, if they are not contained in your
testimony or these various exhibits, the approximate relationship
between the volume of time deposits that go into the savings and loan
and mutual savings areas as compared with the time deposits that go
into the commercial banks.

Mr. Wuau.x . May I see if Dr. Walker can answer that?
Mr. WALKER. The total figures at the end of 19061 were: for the

mutual institutions, $109 billion of total savings accounts and deposits,
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and if you would like the breakdown, about $71 billion In savings
and loan associations, and $88 billion In mutual savings banks,

For commercial banks the figure for savings and time deposits of
individuals, partnerships, and corporations at the end of 1961 was
approximately $76 billion which includes, unfortunately, some non-
savings accounts; that is, some deposits of business corporations
and so on.

Senator BErNN'r. Do you have any idea what proportion of the
$76 billion would be represented by those nonthrift accounts?

Mr. WALKER. Our latest figures indicate that. roughly $10 billion
or so, we will get a more exact fiure for the record.

(The witnessi later supplied the figure as $11 billion of nonindivid-
ual savings held in total savings and time deposits of individuals,
partnerships, and corporations as of June 30,19061.)

Senator B.ENNF.. So roughly $05 or $66 billion are going into
the commercial savings. So their volume of business is not double
yours but it is considerably higher.

For the record, have you any estimate as to the average or the
current or the traditionally higher rates the savings and loan asso-
ciations have paid compared with those that the lanks have paidI
How much more have they been able to pay than you?

Mr. WALKER. Yes, sir; we have figures on that. Here we get into
statistical difficulty with respect to what they offer and what is the
effective rate paid.

Senator BENWmIT. Yes.
Mr. WALKER. The average effective return to savers for savings

and loan associations-the latest figures we have are for 1960-was
3.86 percent, and the rate for commercial banks was 2.56 percent
in 1960.

Both of those figures have gone up considerably since then and
we will be glad to get the latest and submit it for the record.

Senator -zP.,v~r.r. But on the basis of that they have been able to
offer a rate approximately 50-percent higher than yours and have
attracted something less than double the amount of the savers' moneyI

Mr. WAt.zr. And growing at a very rapid rate over the past 10
years; yes, air.

Senator Bvqmr. Has the relationship of rate been such that they
have been growing ata much more rapid rate than you have?

Mfr. WAlXER. Yes, sir.
Senator Bzxxmr. So that we could expect before too long that

their deposits would be double yours, and this is a prospect?
Mr. WALKER. Yes, sir.
Senator Bzxrvm. So they have been able to compete effectively?
Mr. WALKER. Yes, sir.
Senator B".' rr. The next question is going to be a little more

difficult to answer: According to your testimony, they had, the 4,700
savings and loan associations had, net income after the payment of
dividends of $564 million. Suppose we were to follow 1he idea of
the Senator from New Mexico and assume that in order to protect
themselves if the bill only required them or only permitted them to
set uP a 3-percent reserve tax free instead of 10 percent, so they
would now then have that additional amount, how much could they
increase their payment to savers out of that differences I assume
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the whole difference-no; they would have to take some of this $564
million and put it into reserves. Under the present situation, they
are free to do what they please as long as it doesn't. exceed 12 percent.Can you do a calculation for us and give us an impression of how
much they could increase this effective rate and still not be subject to
taxation I

Mr. WALKRI. And still not be subject to taxation?
Senator BENNTrr. Yes. As I understood the approach of my friend

from New'Mexico it was that they could pay this out as dividends or
as-

Senator ANDERSON. Dividends.
Senator BzSNimr. Yes; as dividends. They are now paying 50

percent more as dividends than you can pay as interest.
This was the effective situation in 1960. Now, by how much could

tley increase that rate if they decided to go this route and avoid
taxation by paying more out in dividends ?

Mr. WLKR. Well, you ask how much. First of all you can ask
how much of net income they could pay out and avoid paying any
taxes. They would have to pay out all.

Senator BziNm, r. They would have to pay out all of the $560
million?

Mir. WAKmz. Except that which went under the 8 percent provision.
Senator Bzmxzm. That is the point I wanted to get at. Assuming

the decided to go that route by how much would they raise this rate,
on the average, they are paying the depositorsI

Mr. WALEZ. We can figure that quickly if we can get earning
before dividends and see how much this would increase their dividend
payout.

Senator Bw rr. I am trying to estimate the magnitude of this
prospect.

Mr. WATzKE. Member savings and loan associations had about $2.7
billion of earnings before dividends and paid out about $2.2 billion in
dividends

If you paid out an extra $500 million you would increase the rate by
about 25 percent. That is horseback f g .

Senator BNNrrr. Yes. So roughly callng this 8.86, a 4-percent
rate for easy figuring, they could go up to 5 percent, increase the rate
25 percent and on the average pay out 5 percent before they began to
run into difficulty.

Mr. WALxzR. I would like to be able to check that, but it seems to
be accurate.

(The following was later received for the record:)
In 1960 member savings and loan associations had net income of $2,743 mll-

lion. of which $2,184 million was paid in dividends and $55 million was retained
in reserve or surplus accounts. Average savings capital for the year was
$50,614 million, so that the effective dividend rate was 3.86 percent. If all funds
retained were paid out In dividends, the effective rate would have been 4.85
percent. If an amount equal to 3 percent of loan growth were retained ($208
million) and the remainder ($351 million) paid out In dividends, the effective
rate would have been 4.48 percent.

Senator Bxvr.mrT. I am just trying to get an approximation of this
business.

It would be interesting to try to speculate as to how many more
savers they wonld attract on that basis since they already have a 50
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pecent advantage over you now. There has been some substantial
nreaso in the rates offered by savings and loan amociations since the

Federal Reserve permitted, you to raise your rate to 4 percent.
Do you know of any that have reached 5 percent?
Mr. WALMUM I do not believe I know of any federal insured

associations that have reached 5. I know of 4.75, and I think I
heard of some 4.8s. There may be some 6s. There are a number of
6s In the nonfederally insured Institutions.

Senator Binonrr. So some of these are now approaching this
limit?

Mr. WALKER. Well, we would have to look at the particular
institutions.

Senator BrNNMVr. Yes; I realize that. We are talking generalities,
and these would not necessarily be borne out, and obvioqusy the man-
agement of each institution is going to make its own decision on the
basis of its own local situation and its own basio attitude toward its
re.p onsibllty.

Do you want me to yieldI
Senator AXDM'RsoN. Just 1 second.
Could you supply us a list of those paying 4.8? The highest I know

is 4.6. Where is it located?
Mr. W,%rAxrn. In California, I know a number have gone to 4.75

in the last weeks but I think there is a 4.8.
(The following was later received for the record:)

The New York Times of Sunday, April 8, 1062, carried in its financial section
advertisements from the following savings and loan associations, with the Indi-
cated dividend rates: Percent

Rio Hondo Savings & Loon Association, South Gate, Calif ------------- 4, 75
First Western Savings & Loan Association, LAs Vegas, Nov ------------ 4.75
United Savings & Loan Association, Inglowood, Calif .................... 4.75
Mutual Savings & Loan Association of Alhambra, Alhambra, Calif ...... 4.75
Fidelity Federal Savings & Loan Association, Glendale, Calif --------- 4. 76
Atlantic Savings & Loan Association, Los Angeles, Calif ----------. 4.8
State Mutual Savings & Loan Association, LOs Angeles, Calif ........... 4.75
Mountain Savings & Loan Association, Boulder, Col .... . . . 4.75
World Savings & Loan Association, Los Angeles, Calif ---------- --- 4.7
San Diego Federal Savings & Loan Association, San Diego, Calif-------4.60
Claremont Savings & Loan Association, Claremont, Calif .............. 4.75
Southern Federal Savings & Loan Association, Los Angeles, Calif ------- 4. 70
World Savings & Loan Asoclatlon, Denver, Colo ....................... 4.75
Peoples Federal Sawings & Loan Association, Inglewood, Calif .......-.-- 4.75
Trans-World Savings & Loan Association, Ontario, Calif ------- 4.76
Victory Savings & Lean Association, North Hollywood Calf-............ 4.75
American Savings & Ioan Association, Whittier, Cai .................. 4.75
Citrtm Belt Savings & Loan Association, Riverside, Calif .............. 4.78
San Gorgonlo Savings & Loan Association, Banning, Calif-----..... 4.75
l Dorado Savings & Loan Association, Placerville, Calif --------------- 4. 7h
Pioneer Investors Savings & 1oan Association, San Francisco, Calif-..-. 4.75
Home Mutual Savings & Loan Association, San Francisco, Callf -------- 4. 74
Berkeley Savings & Loan Assc..ation, Berkeley, Calif .................. 4.75
Sacramento Savings & Loan Association, Sacramento, Calif ....... . .... 4.75
.'evada Savings & Loan Assoc'ation, La Vegas, Ner---------------4.75
Lytton Savings & Loan Association, Hollywood, Calif----------.. 4.80
Ventura Savings & Loan Association, Ventura, Calif--------------4.75
Broadway Federal Savings & Loan Association, Lfs AngeleS, Calif ...... 4.75
Sterling Savings & Loan Association, La Jiabra, CaIf".......... ... m me4.75
Mutual Savings & Lan Association-Pasadena, Pasadena, Calif ....... 4.75
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Senator ANDEsON. Since this was in the last, few weeks I wouldn't
know it. Thank you.

Senator BzNNmr. I have been happy to yield. It becomes an in-
teresting question for management as to whether they are going to
pay money to the stockholder or to pay more taxes, aid mixid up in
hat i the question of how much additional business can they attract I
It would seem to me that, faced with the responsibility of prudent

management, with an advantage already 50 percent, that they might
create more problems for themselves than they would confer benefits
on their depositors if the rates generally began to push upward toward6 preent.

would think this would have a tendency to push the mortgage
rates up. Even though they had this margin theoretically, this miglf
tend to push the mortgage rates up and might defeat the very purpose,
because it is pretty hard to understand how an institution can pay 5
percent on deposits and loan the money for 6. Since the Federal
Reserve raised the rate for commercial banks, and the savings and loan
associations lmve responded and raised their rates, has this tended
to ut pressure upward on the rates for mortgages?
9r. WALKE. Our most recent figures indicate the contrary. As

many commercial banks have entered the home mortgage market in
order to pay the higher rates there actually has been some softening
of rates on conventional mortgages.

Fractionally these rates are in the first few days of Marh and there
has been some softening down in the last couple of months,

Senator BzNNm'r. Has this been influenced by the fact that these
Increased rates on deposits have caused banks to turn very sharply
toward tax-free bonds and thus reduced the amount of money that is
available for mortars? I

Mr. WALKER. Well, no, sir; I would disagree with that. They have
turned somewhat toward tax-free bonds and this is indicated by the
favorable performance of the municipal bond market as yields have
tended to decline and prices rise. But I know a number of banks
that have turned strongly into the mortgage area. They are looking
for mortgages all over the country. They are looking for new per-
sonnel tohandle the mortgages they will be making. And at the same
time the American Bankers Association is conducting studies and
participating in studies to propose legislation which we think will
improve the mortgage market so more banks and other lenders can
enter into it.

Now I think it is this aggressive entry into the market by com-
merciai banks which has been a very significant factor in the easing
off of the conventional morgage rate.

Senator BEoNNEr. That is all I have, Mr. Chairman.
The C AMAN. Senator Morton I
Senator Mom r. No questions.
The CH^AMAN. Senator Hartkef
Senator HF rF,. In regard to that last statement, you say an ag-

gressive entry; to what extent?
Mr. WAtP R. Senator Hartke, we have no precise figures on the

extent and we will not have until the banking data start becoming
available in the weeks ahead. I could speak of individual banks that
I know of that are aggressively seeking loans, and-
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Senator HARTza. I would like to have them.
Mr. WALKER. Yes sir.
Senator HAT=E. t would like to have the names of those, yes.
Mr. WALKER. I could give you the names, yes. I know ofpartic-

ular banks being very aggressive.
Senator HARTKE. You could supply those.
Mr. WALKER. Yes, sir, I could and I would like also to point to a

statement by the current president of the U.S. Savinp and Loan
Lea a e, who has stated recently that "competition from the commer-
cialbanks in the home mortgage field may be a more serious threat to
associations than the new bank savingsrts"maigt the co-
petition is going to be so severe that It is going to be hard to find good
inortgages to put the savers' money in. That drives rates down.

(Te following was later received for the record:)
The following list of banks was submitted for the record. Since It would

be Impractical to list all the commercial banks which, as of April 1, 1962, had
evidenced an increasing Interest In mortgage Investment as a result of their
ability to make higher Interest payments, the banks listed below were selected
on the basis of geographical location to reflect the wide national extent of this
Interest in mortgage lending. It should be emphasized that this Is only a
partial compilation, with banks chosen at random and should not be considered
representative of anything but a small fraction of banks In this category.

Union Trust Co., Washington, D.C.
First American National Bank, Nash-

ville, Tenn.
Citizens and Southern National Bank,

Atlanta, Ga.
Merchants National Bank & Trust Co.,

Indianapolis, Ind.
Manufacturers National Bank, Detroit,

Mich.
First National Bank, Little Rock, Ark.
Northwestern National Bank, Minne-

apols, Miinn.
First National Bank & Trust Co., Okla.

homa City, Okla.
Third National Bank, Nashville, Tenn.
Chase Manhattan Bank, New York,

N.Y.
Commerce Trust Co., Kansas City, Mo,
Denver United States National Bank,

Denver Colo.

State National Bank, El Paso, Tex.
Fort Worth National Bank, Fort

Worth, Tex.
National Bank of Toledo, Toledo, Ohio
North Carolina National Bank, Char-

lotte, N.O.
Marine National Bxchange Bank, Ml-

waukee, Wis.
City National Bank & Trust Co., Kan.

sas City, Mo.
Peoples National Bank, Seattle Wash.
Walker Bank & Trust Co., Salt Lake

City Utah
First kNtlonal Bank of Chicago, Chi.

cago, I11.
First National City Bank of New York,

New York, N.Y.

The list of banks aggressively entering the mortgage market is in-
cluded in the appendix.

Senator HART . I am not opposed to driving interest rates down.
I want you to know that; it is all right with me. I would like to see
that competition get a little tougher, I would like to see more homes
built.

You said many have turned strongly into the mortgage area, and
I just wondered upon what basis you make the statement?

Mr. WALKER. This Is primarily on the basis of discussions with
individual bankers and we can support this not only -with reference
to individual banks but we can also support that with articles from
the press and journalists which are pointing this out.

I remember articles in the last couple of months in the New York
Times, the Wall Street Journal , and various other papers about how
banks are moving more aggressively into this field.
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Senator HARtTRE. Unfortunately, for the benefit of those people
who are getting mortgages on their homes, statements by newspapers
are not'loans, are they?
. Mr. WALKER. Yes, sir; but that is reflected in the rate they pay
which is going down according to official Government figures.

Senator HARTKE. You have no estimate whatsoever of the extent to
which the commercial banks since the first of the year have entered into
the mortgage field I

Mr. W.LKER. All I can say now is that it has been considerable and
we will have figures as these banking data are compiled to indicate
this; we will certainly supply them to you as they become available.

Senator HAUTKE. W.That if I would say as an assumption it is about
$200 million, would it be far from wrong--increase in the mortgages
that have been done by commercial banks since the first of the year?

Mr. WALKPR. I would not want to say, sir.
Senator HARTKE. Assuming that that statement is correct for themoment, and subject to your ierflation-I think you will find out it

is pretty close to right-will you tell me what has been the extent of
the increase in time and savings deposits by the commercial banks
since the first of the year?

Mr. WALKER. Those have been ,ery substantial, and I can get some
recent figures for you. We don't have specific figures on that.' We do
know that both in commercial banks and in savings and loan associa-
tions there has been a substantial increase in time and savings ac-
counts, and I understand in January the increase in commercial Lnks
is believed to be very substantial.

Senator HARTE. "You have no estimate as to that amount?
Mr. WALXRR. As to that amount, no, sir, I do not, but I will cer-tainly get it.(Whe following was later received for the record:)

Data for all commercial banks showing savings and time deposits of indj-
vidualo, partnerships, and co operations, real estate mortgages, and municipal
obligations are not yet available for the first quarter of 1062. However, these
data are available for weekly reporting Federal Reserve member banks.

Savings and time depo Its of individuals, partnerships, and corporations in
weekly reporting Federal Reserve member banks In lending cities Increased
from $88,038 million on December 27, 1001, to $80,248 million on March 28, 1962,
or by $8,215 million. Of this increase only $1,657 million consisted of regular
savings deposits, while $1,658 million consisted of "other time" deposits, much
of which may not be suitable for mortgage Investment.

Weekly reporting member bank Investments in real estate mortgages Increased
from $18,89 million on December 27, 1961, to $18,020 million on March 28, 1002,
or by $n21 million. "Other securities" Increased from $12,240 million to $18,204
million, or by $1,054 million.

As noted, these data do not cover all, commercial banks. So far as real estate
mortgages are concerned, the data above do not show total mortgage loato made
by commercial banks during this period, but simply the net increase In port-
folios. Nonfarm mortgage recordings of $20,000 or less In commercial banks
exceeded $400 million in Natuary alone, and were probably well In excess of
$1 billion during the first 8 mont'ths of 1962. Further, real estate loan data do
not include other loans made to finance the acquisition of mortgages, such as
those to mortgage lending companies, nor do they Include installment repair and
modernization loans, or loans made directly to the home building industry, such
as construction loans.

Senator HiTKE. If I would give a statement that it is approxi-
mately $8. to $8.6 billion, would you think that would be far from
wrong, the increase I
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,fr. 1W1AxEn. I have heard figures in that range.
Senator HARTIE. That has been a reported flgure, is that right?
Mr. WALKxEn. Yes.
Senator HARKIR. Now, what has been the increase in the amount of

investment by commercial banks in line with what Senator Douglas
was talking about a few moments ago, in investment in tax exempt
securities?

Mr. WALKER. I am sorry, I don't have the figures.
Senator HARTiE. If I Would say, make the assumption that was in

the neighborhood of about $1 billion, would you feel that would be
fairly accurate ?

Mr. WALKER. I could not criticize it until the actual figures are
released.

Senator HARTEE. You could not. So what we have in substance
here since the first 8 months of the year, then, is an increase in about
$8.5 billion in increase in time and savings deposits by the banks;
an increase in investment in tax exempt securities of about a billion
dollars an increase in commercial by the commercial banks in the
field of mortgages for homes of aiout $200 million, not billion but
million; then I wonder how I can take this statement, there is no fact,
no reason, to be concerned over housing.

If the prosperous mutual savings industry pays its fair share of
taxes, I am frank with you, I can't see how it has any relation to hous-

Ur. WALKER. Cannot see what I How this statement has any rela-
tion to housing?

Senator HARTKE. Yes.
Mr. WALKER. Well, we simply point out the development in the

housing market, the statement by leaders in the housing industry,
and statements from the lending industry that they are looking ag-
gressively for loans, tMat the housing market is not suffering because
of the lack of availability of credit. Quite the contrary because of a
decline in family formations and other factors, the actual demand for
housing has slackened up.

Senator HAmE. Then in this statement here, you don't mean ex-
actly what, you say, at least what I understood you to say; that is,
that there is, in fact, no reason to be concerned about housing.

Mr. WALKER. We don't mean that at all. We mean that if this tax
which we recommend, fair tax treatment of competing institutions is
passed that there is no reason to be concerned that the housing mar-
ket will suffer as a result.

Senator HARTmK. But there is an estimate by Senator Sparkman, I
believe, that we are going to need about how many houses--are you
familiar with these estimates every year, say for the next 10 years.

Mr. WALmm . I don't remember his especially, I do remember
some that were worked up by the Housing and Home Finance Agency
and submitted to his committee, I think, last year.

Senator HARnmK. That is right, and it was estimated we would need
about a million and a half to 2 million homes every year, is that
correct ?

Mr. WA ER. It was a little under that. It wasn't a million and a
half to two, it- was an average of a little more than a million and a
half.
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Senator HARTHE. Let's assume a million and a half.
Where is the money going to come from for the million and a half

homes?
Mr. WALKER. The Housing and Home Agency as part of that par-

ticular study also analyzed the sources of mortgage funds and con-
cluded that over that decade as a whole there would be a substantial
surplus of mortgage funds for that period.

There would be $112 billion needed to finance the homes that they
saw as necessary over that period but there would be $134 billion avail-
able for that purpose.

Senator HAnTrK. Yes, but you have increased here in the commer-
cial banks in this field alone by the fact these time and savings depos-
its over $31/2 billion, and instead of going into housing it is going
into tax-exempt securities.

I don't think that. is going to produce many homes.
Mr. WATACER. Well, I would make two "points in that respect, sir.

First of all, .when you have an overall increase in saving deposit
rates at commercial 'banks as you did in 1962, and as you did in early
1957, you often get a. quick shift of funds in the same bank from
demand deposits to savings accounts.

These are not necessarily true long-term funds for investment in
residential mortgages.

Tn the second place, we would point out very strongly, that it takes
a great deal more than a residential mortgage to make a house a home
in the strict sense of the term. Commercial bank and other institu-
tions purchases of municipal securities is highly important because a
very large portion of these securities are used to finance schools, sew-
age systems, roads and the other components that g' into the making
of homes.

Finally, we would point out that to stock a home with the goods
that are needed for comfortable living, commercial bank consumer
credit is very important. So we would take issue with the argument
thlt simply because in a given period of time our time and savings
deposits went up so much but mortgages didn't that the homebuildingor homeownership industry was heing

Senator HAnTxr,. I am not being crit ieal. I am merely trying to
find out how you come to the conluson on the housing and taxation
statement,.section 6, in saving this offer looks to the fact that the recent
chnnge of interest rate ceilings for commercial bnnks will substantially
increase the flow of fhnds to the mortgage market and I didn's see how
an increase of $200 million out of an increase of, say, time and savings
deposits of $32 billion roughly is substantially increasing the flow of
funds to the mortgage market.

Mr. W'rt.cr.n. Well. sir, if I might put it this way: The flrires I
have seen for the first' couple of months of the year Indicate that our
competitors hAve suffered no loss of Inflow of savings.

Now, finth amount of money is still available for mortgages. Evi-
dently this increase in commercial banks was a. net increase, and if you
add that to what the others are doing, you hav'e a net Increase In total
mortgage loans.

Senator -TATRE. But you are talking about something else now.
That is not what von said in the statement, You didn't say anything
here about what the.y were doing in this business. You said here this
would substantially increase the flow of funds to the mortgage market.
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I don't think that anyone is going to contend that $200 million is a
substantial portion of $8/2 billion.

Mr. WALKER. But it is a substantial Increase in the flow of funds to
the mortgage market.

Senator HA'RKE. $200 million.
Mr. WALKER. $200 million net total in 1 month is substantial.
Senator HAnTRE. Three months.
Mr. WALKER. That is substantial too.
Senator HARTE. Out of $31/ billion increase in time and savingsdeposits IMr. WALKE.. Let me say first of all the one figure that I would

have to look at closely is the $200 million. These figures on bank
mortgage loans and residential loans are usually only available on the
call dates and we won't have those figures for the first quarter of this
year until the end of this year.

Senator HARTK. In your supplemental statement you say:
Many commercial banks, faced with higher costs because of increased savings

rates, are being compelled to move more aggressively into the residential mort-
gage area In order to obtain the needed higher yields.

Don't you think a more informative statement would be that they
have ben compelled by virtue of this to move into the tax-exempt
field?

Mr. WALKERJ. NO, sit' all I can say on that is when the actual figures
are finally available, I think you wif1 see a combination of an increase
both in bank holdings of munIcipals and in bank residential mortgages.

I am convinced of-that.
Senator HARtTKE. Well, the investments so far have been about one-

fifth of the investment into mortgages and four-flfths into tax-exempt
securities, isn't that true I

Mr. WALKER. Sir, I would have to look at the mortgage figures, I
would like to know the source of your figures because so far as 1 know
we have not been able to obtain figures on the first quarter.

Senator H-ARTN. What I am really driving at is this increase in the
interest rate for time and saving deposits for commercial banks have
not, in fact, resulted in an increase fn mortgages, isn't that true I

Mr. WALKER. No, sir; I think it has. You say it hasn't resulted.in
it large increase, as large as you would expect.

Senator TIARiXE. Substantial.
Mr. Wrxm. I say it has resulted in a substantial increase.
Senator ITAn.rK. All right.

I I think that is fair, as long as we just understand we differ on what
i substantial. I just think $200 million out of $81/2 billion is not
substantial compared to $1 billion out of $31/2 billion.

I think we can agree upon that, that $200 million is at least one-fifth
the size of $1 billion.

Mr. WAr.MR. I would agree on that and I would also emphasize that
T think we are performiffg a service not only to the economy, but to
homeownership in buying municipal securities.

Senator HARTR. I am not, in any way, I hope, inferring that you
don't perform services t the country. Let me ask you one other
question.

Suppose this tax bill is phssed either in the form in which it is tiow
or in the form of the tax the Treasury or you suggest on a 66%-percent

1223



REVENUE ACT OF 1962

basis, do you think this will have any effect upon the establishment of
any new savings and loan institutions I

Mr. WA^tm. I would think that on a judgment basis, to the extent
that you have a tax provision such as they now enjoy, that there would
be the continued rapid establishment of those when the chartering
authorities permit.

It has been a rapidly growing and profitable industry, and it is
obvious that it will tend to be more profitable the more the tax escape
involved.

Senator HARTRE. One final question on a different matter.
In view of all of the attempts we have had in the field of govern-

nental support of housing, of FHA, and so forth, a substantial portion
is yet done by conventional mortgage loans without support of the
Government.

Do you know what that percentage is ?
Mr. WALKER. I think I could get it, for you in just a moment. I

would say over'50 percent, but I would just be guessing at it. I would
have to check it. very substantial proportion; yes.

You see the savings and loan are primarily conventional lenders,
for example. They Iend relatively very little now in FHA and GI.

Senator HARTKE. It might be as high as 66%
Mr. WArRcm. Well, I would expect it probably would.
Senator HARTKE. Fine.
How do you account for this fact?
fr. WALKER. How do you account for the fact?

Well, without stepping on any particular toes, I think that the,
first of all, there is not so much, shall I say, complication involved
from the standpoint of meeting the Government's requirements, rel-
tape, to go through the conventional route as perhaps the FHA route.

Secondly you have a question of competitive interest rate levels
when you iave controlled rates, regulated rates, under the GI and
FHA.

Thirdly, in this prosperous economy we have had since the depres-
sioni of the 1930's, a good conventional mortgage properly amortized.
It. is a very safe investment for a lending institution.

-U a consequence the guarantee and insurance of the FHA and the
GI is not nearly so attractive as it would be. The total figures you
are asking for on one- to four-family property at the end of last
September was $150 billion in mortgage loans of which $59 billion
was Government underwritten, FIA or GI, and $92 billion was con-
ventional; 92 out of 150 is the proportion.

Senator HAwm. All right; thank you.
Would you agree with the statement of our distinguished chairman

that it apper that the interest rates are going to be pegged for a
long time in the future at a very high rate?

Mr. WAr~m. On what, sir?
Senator H1Amn. Overall interest rates in tle United States.
Afr. WALKER. I disagree that they are pegged.
Senator HAmrKE. Wuld you agree then that time interest rates

themselves, which are going to-I -do not know what word you want
to use, I do not want to get into a question of semantics with you as
you did with Senator Douglas on money and credit-
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Mr. WALKE-. Well, I would say if we have a prosperous, rapidly
growing economy, which we hope to have, and which this tax bill is
Tiled at in many respects, that there will, in the future, be a strong
demand for savings, and the interest rate is simply the reaction of
the supply and demand for savings.

So if we have a prosperous economy, I think we will tend to have
somewhat higher rates than we had in the 1980's, when we had a de-
pressed economy. Low interest rates express a depressed condition.

Senator HA~mnr. Our distinguished chairman--I do not want to
get off this too far-but he said the increase in the governmental bond
rate, extending it over a considerable period of time by the present
action of repurchase of those which are not presently due, extending
them to a greater time, is, in fact, an underwriting of a long-term in-
crease in Interest rates.

Would you agree with that statement?
Mr. WALKEi. As much as I respect the chairman-and the chair-

man remembers, I think, that I was part of the official family that
devised this sort of operation in 199-it is my judgment that ad-
vance refunding, judiciously used under the provisions provided by
the Congress and this committee, can help lengthen out the Federal
debt which ist to me, the first pressing problem of debt management.
I do not think, that a debt, properly managed that way will result
in any higher interest rates than you would have normally.

Senator-HARTKE. Thank you.
The CHAIRMAN. Senator Hartke, the Chair is not conscious that he

has made any prediction that we will always have high interest rates.
Senator HARTKE. I did not mean to infer that.
The CIARMAN. That is what I understood you to say.
Senator HAnTiKE. I said I understood the chairman's position-I

understood the chairman's position was by this action. what you were
doing was putting a floor on the long-term rate of interest.

The CHAIRMAN. I assume you are referring to refunding; advance
refunding.

Senator HARTHE. That is right.
The CITAIIIMAN. That is an entirely different question.
The Chair took the position, and still takes it, that you cannot pre-

dict 10 years from now or 20 years from now what the interest rate
will be and, in his judgment, interest is more or less a commodity and
is governed by the law of supply and demand of the money.

Do you agree with that I
Mr. WALKXR. I agree with that, that the interest rate is a reflection

of supply and demand for money.
The CUI!AMAzi. The Chair was opposed to or was critical of this

refunding whereby you take bonds that were 2.5 percent, and before
they were due, 10 years before they were due, ancl replace them with
bonds that paid 3.5 percent, and then you could do the same thing
with these particular-bonds 10 years from now, and the Chair thought
if they purchased the bonds at 2.5 percent, that that figure should
continue until the bonds matured. That was the basis for what I said.

I am not looking forward with any anticipation or any desire for
higher interest rates any more than the law of supply and demand
will require. That is what the Senator understood.

Senator HAWrIKE. I understood.,

1225



REVENUE ACT OF 1962

The CHAIRMAN. Any further questions?
Senator KERR. I would like to ask one question. The Senator from

Illinois was talking to you about the reserves a bank had to have with
the Federal Reserve in order to determine the amount or the extent
of its lending capacity. The question was asked as to the relationship
of the Federal bonds owned by the banks, and, I believe, you answered
that they had no relationship to the reserves.

Mr. WALKER. Not legally; no, sir.
Senator KERR. And the deposit of Federal bonds by a member

bank with the Federal Reserve System does not increase its reserve
which determines its lending capacity or limits?

Mr. WA LKER. No, sir. I did not say that or did not mean to imply
that. The member banks can, among other methods borrow from the
Federal Reserve banks and get extra reserves, and Federal bonds can
serve as security for such loans.

Senator KERR. I understand that.
Mr. WALKER. So can commercial-
Senator KERR. I was not referring to that operation.
IIr. WALKER. No, sir.
Senator KERR. I was referring to what I understood him to say,

that the deposit of the bonds by the member banks with the Federal
Reserve would in some way affect its effective reserves, and if it did
I wanted to know about it. I did not know about It.

Mr. WALKER. I did not understand that from the Senator's state-
ment.

Senator KER. The only way that I understand that a bank can
have a reserve in the Federal Reserve System is to make a deposit of
funds that it has or borrow from the Federal Reserve by discounting
notes that it has.

Mr. WALKER. Or on Government securities.
Senator KEmR. Sir?
Mr. WALKER. Excuse me, or on Government securities as collateral.
Senator Km. Or borrowing money from the Federal Reserve with

Federal bonds as collateral.
Mr. WALKE. Yes, sir.
Senator KERR. Are those the three ways that create reserves? Is

there any other way they can create a reserve ?
Mr. WALKE. They cannot overtly create a reserve. They have

reserves created partly-
Senator KERR. Is there any other way they can get a reserve?
Mr. WALKER. Yes, sir. If their customers decide to hold less cash,

less $20 bills, and so on, and deposit those in the bank and build up
their bank accounts, the commercial banks will send those funds to
the Federal Reserve bank, and the reserves will be increased.

Senator Kzw. Well, they deposit it 4n the Federal Reserve.
Mr. WALKMR. That is correct.
Senator KERR. Well, that is what I said; they deposit funds in the

Federal Reserve and met reserves; they discount notes to the Federal
Reserve, which constitutes reserves, or they borrow money from it
directly.

Mir. 'WAu . Yes, sir.
Senator Km. And there is no other way to get a reserve?
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Mr. WALKER. No, sir. They may have more to lend if the Federal
Reserve reduces the percentage requirements.

Senator KI. I understand it, but they would lend it on the basis
of their reserves and the relationship the Federal Reserve prescribes
the reserves shall have to their lending capacity.

Mr. WAi , . Yes, sir. .
Senator KERR. Now, you said the. banks could create money, not

credit. Did I understand you to say that?
Mr. WALKER. Yes, sir. But I would not push this. It is mainly a

definitional distinction.
Senator HxRn. I just wanted you to define money.
Mr. WALKER. I define money as that which is generally acceptable

in exchange for goods and services. That would include both bank
demand deposits and the currency which is issued by the Federal
Government.

Senator KERR. Do you happen to have any currency in your pocket?
Mr. WALKER. Yes, sir.
Senator KERR. I wonder if you would lay a piece or two of it up

on the table and see what it says.
Mr. WALKER. Yes, sir.
Senator KERR. Maybe a $1 and a $5 and a $10 and a $20.
IMr. WIVALK. Well, they say different things.
Senator Kuma. Lot us see what they say.
Mr. VALKER. The $5 bill states-this particular $5 bill Is a silver

certificate.
Senator KERR. What does it say I
Mr. WALKER. It says that-
This certifies thore is on deposit in the Treasury of the United States of Amer.

tea $5 In silver payable to the bearer on demand.
Senator KniR. Is that correct?
Mr. WALKER. 'Yes, sir.
Senator KERR. Wasn't there an action taken recently that changed

that situation some?
Mr. WALCER. I do not believe so with respect to these particular $5

bills. There are still five silver dollars or $5 of bullion there valued
at the official price. They discontinued their sales of silver, I believe,
which-

Senator KERR. But you can still go down and get five silver dollars
for that?

Mr. WALKER. Yes, sir.
Senator KXnR. And that is what you could get with that?
Mr. WALKER. Yes, sir.
Senator KERR. Then that is a piece of paper with reference to which

you could get what is sometimes called hard money or hard cash
oit?
Mr. WALKER. Yes sir.
Senator KIrEn. All right. Now, what other kind of notes are there

what other kinds of cash or bills do you have ?
Mr. WALKER. I think I have a Federal Reserve note for $10; yes.
Senator KERR. What does it say?
Mr. WALKER. It says--
The United States of America will pay to the bearer on demand $10.
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Senator KERR. Suppose you took that down to the U.S. Treasury
and demanded the $10. What would you get?

Mr. WALKER. They could give me any sort of legal tender. I think
legally they could give me my note eight back.

Senator KERR. Well, could they give you anything else except that
or another one like it?

Mr. WALKxI. They could give me pennies, nickels, dimes, silver
certificates U.S notes.

Senator km. If they had them.
Mr. WALKER. Yes, sir.
Senator KERR. There is a very limited amount of silver certificates,

is there not?
Mr. WALKER. Yes, sir; they are limited. I do not remember the

total figure,
Senator Kvnr. Well, the total currency outstanding is how muchI
Mr. WALKER. It is around $80 billion in circulation. I would have

to check the exact figures.
Senator KERR. Wsat percentage of it is in the form of silver cer-

tificates?
Mr. WALKER. The percentage in value is very small. The percent-

age of the number of pieces because of the number of $1 and5 cer-
tificates is very large.

Senator KIRn. I understand. I am talking about the total.
Mr. WALKER. I would have to check that. It is small.
Senator IERR. It is not over 10 percent, is it?
Mr. WALKER. I would doubt that it is over 10 percent.. We will

have it in just a moment.
2 currency outstanding, silver certificates are a little better than$2 ihon.

Senator KERR. It is about 6% percent.
Mr. WALKER. Yes, sir.
Senator KERR. Now outside of Federal Reserve notes, what other

kinds of currency are there?
Mr. WALKER. he only other kind of current currency, you.might

call It, I think, is the U.S. note, the old greenback of the Civil Warda a.deniator KRmR. That is what Lincoln issued during the Civil War.

It is still outstanding.
Mr. WALKER. Yes, sir; in the amount of-
Senator KERR. That is something under $100 million, is it not ?
Mr. WALKER. No, sir. I believe it is larger than that, $347 million

maximum.
Senator KERR. $847 million. U.S. notes?
Mr. WALKE. Yes, sir.
Senator KERR. Have you got one of them ?
Mr. WALKER. I do not know. They 'are red seal $5 bills; also $2

bills are U.S. notes.
Senator RRmR. Here is one of them, Mr. Reporter, be sure that I get

it back.
Mr. WALKER. Yes, sir.
Senator KIRR. What does it say ?
Mr. WALKER. It says the same as the others. It says:

The United States of America will pay to the bearerlon demand $5.
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Senator KERR. Now, what other kind of currency is there I
Mr. WALKER. Well, there are still technically in circulation some

old types of currency which are obsolete, but have not been pulled out
of circulation.

Senator KRR. Which have not been sent in for exchange, such as
national bank notes.

Mr. WALKER. National bank notes.
Senator KERR. I saw one the other day, and what did they say f
Mr. WALKER. Sir, I do not know what the national bank notes

say.
Senator KERR. Well, the point I am getting around to is this: Is

that anything but a demand note ?
Mr. VALKER. NQ, sir. I would say you are right. It is a demand

note.
Senator KERR. And nothing else?
Mr. WALKER. Yes, sir.
Senator KERR. And, therefore, if that is money it is a form of credit,

is it not?
Mr. WAuxm. Yes, sir.
Senator Kmut. So that actually neither the Federal Reserve bank

nor any member of It can create anything but credit.
Mr. WALKER. I would not quarrel with that.
Senator Kym. Because even if it could create money of the kind that

they put out, that within itself is a form of credit.
Mr. WALKER. Yes.
Senator K Pn. And is nothing but a demand note; isn't that correct?
Mr. WALKER. YMs, Sir.
Senator Kxz. Non-interest-bearing demand notes.
Mr. WALKER. Yes, sir.
Senator KtER. That and nothing more.
Mr. WA~xER. Yes, sir.
Senator HERR. That is all.
Senator DovuLAs. Will the Senator yield?
Senator KEn. Yes.
Senator DoUms. I am alad to have the Senator from Oklahoma

establishing the particular 'Identity of what is currency and what is
credit.

May I say if the Senator from Oklahoma will pay me in rettirn for
a sale of goods, I will be alad to accept a check for $100 and deposit
it and treat it just as I would five $20 bills.

Senator Kr. I appreciate that vote of confidence but I would say
this to him, that if I wrote a check on a bank, and it were valid, it
would be because the bank owed me the money, which is credit, and
if I gave the check to the Senator and he accepted it, it would be -a
form of credit, and if he took it down to the batik and got five $20
bills for it, that would just be another form of credit. If he got a
deposit slip for it from the bank that would be just another form of
credit.

Senator Dotlows. The Senator from Illinois, does not dispute the
position of the Senator from Oklahoma.

Senator Kmtn. So that actually we operate our economy on the basis
of a managed system of credit, the fountainhead of which Is the red-
eral Reserve System, correct?

82190- 2--,pt. 4-4
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Mr. WALKER. Yes, sir. Our monetary system is a credit system
under the Federal Reserve System.

Senator KERP. Well, our monetary system is a credit system. Our
bank deposit system is a credit system; our savings and loan deposit
system is a credit system; our economy, the life, the stream of or flow
of that which keeps this economy operating, is managed credit.

Mr. WALKER. Yes, sir.
Senator Kznn. Created, managed credit, and the fountainhead of

that is the Federal Reserve System.
Mr. WALKER. Senator, I know you do not want to get into a long

discussion of the finer points of this. That portion of the credit sys-
tem which is reflected in, say, bank demand deposits is definitely
under the influence of the Federal Reserve or montetary authorities.
But each year the amount of credit that changes hands and, in a
sense, is created in other institutions such as the savings and loans and
so on and the' insurance companies, the man hundreds of billions
of dollars of credit of that type are not under the direct influence
or control of the Federal Reserve System.

Senator KmE. But it is the use of credit which was created by
the Federal Reserve System.

Mr. WAKER. It was created at some stage as a basis of money.
Senator Kmtn. In the record of the operations of the Federal Re-

serve System.
Mr. WALKER. Yes, sir.
Senator 1ERR. And that is the only way it was created; that is

the only way it retains its identity as credit, and the only way it can
be augmented is by the operation of the Federal Reserve System
and its member banks, of course. But they operate in accordance
with the rules and decisions of the Federal Reserve System.

Mr. WAL.ER. With respect to the monetary portion yes. Credit
can come into existence, though, without action of the Federal
Reserve.

Senator KEm. Well) how I
Mr. WALum. Well, ar, you and I could draw notes on each other

and endorse them and agree to sell them to somebody who trusted
your credit or my credit,

Senator KEm. All right. What would we agree to pay ?
Mr. WAtLxn. We could agree to pay these paper dollars we were

talking about.
Senator K=R. Or we could agree to pay dollars. When we went

to get them to pay them we would have to get them with what was
made possible by the credit of the Federal Reserve operation, wouldn'twe?

Mr. WALKtR. In that respect I agree fully.*
Mr. WLmmAN. Mr. Chairman, may I make only one point for the

record, that when I speak of banks creating ,money that is strictly
in the sense of money that is used in exchange normally. A legal
definition of money would be confined to paper money and coin.

The CnmAnw. The Chair thanks the witnesses. They have been
frank and well-informed.

Senator MonToN. Could I ask one question, very briefly?
The CAMMAN. Yes.

I
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Senator MoRoN. Pursuing the point Senator Hartke made, when
was this change made in commercial banksI

Mr. WAL .. Effective January 1.
Senator MoRTN. January 1. So really you have only had 8 months

in which to get this mortgage operation going I
Mr. WALaKR. Yes.
Senator MomRoN. Isn't it a fact that many banks have not been ag-

gressive because they can find adequate earnings to meet their costs,
interest costs and dividend requirements, elsewhere? But I just
wanted to say I agree with you thoroughly that many barks-I know
of many in Kentuky--are really becoming aggressive in the home
mortgage fleld, and 3 months is a short time to get going. Most of
them-have had to go out and hire a specialist or find a man who was
knowledgeable in this field.

Don't you think that according to the head of the savings and loan
association and others that this is going to be a growing factor,
and isn't it your judgment it will be if this rate structure continues
as it is, it will be quite a growing factor ?

Mr. WALKER. Very definitely, and in the ABA we are emphasizing
this and trying to improve the flow of information to banks so they
can do better in investing in mortgages.

Senator MoRToN. Also since -he tax-free municipals are not as
attractively priced as they were 3 or 4 months ago, has not this sharp
move into tax-free bonds been just because the yield is not as at-
tractive gone down, diminished ?

Mr. WALxER. I am not certain what has happened to the yield, but
there is certainly a self-corrective there that would take place.

Senator MonToN. That is all Mr. Chairman.
(The supplemental material on section 8 of Mr. Welman's state.

ment follows:)

MEMORANDUM RE ANNUAL LOSe DATA, COMMERCIAL BANKS AND MUTUAL FINANCIAL
INSTuoTsO, 193040

In discussions relating to the appropriate level of bad-debt reserves for
mutual financial institutions considerable use has been made of aggregate loss
data, particularly for the period 1980-45. Thus, the fact that mutual institu.
tions took losses equal to approximately 15 to 20 percent of their loan portfolios
during this period is frequently cited as Justification for the present statutory
bad-debt reserve allowance.' However, little or no Information has been pro.
vided on an annual basis, apart from the suggestion that annual averages
based on the full period are Inappropriate because the losses of mutual institu-
tions are concentrated In a few years of the cycle.* This memorandum provides
annual data for the period 1980-45, as well as for the most recent 10-year period,
in an effort to throw light on: (1) the comparative loss of commercial banks and
thA mutual Institutions; and (2) the extent to which losses are bunched In the
case of each type of institution.

Loss data , 1980-465.--The attached schedule A provides comparative loss data
on loans, annually, for the three principal types of financial Institutions compet.
ing for savings. For commercial banks and savings and loan associations the
data were obtained from the authoritative study by Raymond W. Goldsmith "A

t "Taxation of Mutual vge Banks and Savin and Loan Associations : Hearings Be.
for# the Ways and Meno, I1 A.. 9 and IT ee particularly the statement
by hry A. Bubb.S. SaUn9 s an ague, p. 7i, and ward P. clark, Nationa Asso.
cation of Mutual avn , p. 1

See, for examp e, t e Itatements y harles A We llmapI ational League of Insured
Savings Associatione (hearin op# cit., p. 828), ana by Mr. I ark? "Losses are usually con.
centrated In a few years of along cycle. Reserves must be built up In good years to meet
the large losses which we know will occur In the depression years of the cycle" (hearings,
op. cit., p. 148).
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Study of Savings in the United States"; for mutual savings banks data were ob-
tained from Prof. John Lintner's "Mutual Savings Banks in the Savings and
Mortgage Market," a study proposed and financed by the Mutual Savings Banks
Association of Massachusetts.'

The tabulations relate only to operating institutions and, so far as possible, to
losses on loans. Thus, the loss picture is not complete, particularly for commer-
cial banks in view of the thousands of failures during the depression and the
very heavy losses taken at that time on securities.' Nevertheless, the annual
loan loss figures for operating institutions probably provide the most accurate
measure of the needed bad-debt reserve today.

It will be noted that for the full period 1080-45 losses taken by commercial
banks were equal to 18.8 percent of the average loan portfolio, whereas the losses
of the mutual Institutions, on the same basis, are somewhat higher; 15.2 percent
for savings and loan associations and 17.5 percent for mutual savings banks.'
Differences among the three types of institutions are slight when the data are
placed on an annual average basis for the full period 1980-45; losses were 0.0
percent of loans for commercial banks; 0.9 percent for savings and loan associa-
tions; and 1.1 percent for mutual savings banks.

The most revealing piece of information shown In schedule A is the concen-
tration of losses in the case of commercial banks, contrasted with the ability of
the mutual institutions (particularly the mutual savings banks) to spread their
losses over a much longer period of time. Thus, during the 5 worst years of the
perlod-180 to 1934--commercial bank losses were equal to 8.0 percent of the
average loan portfolio whereas for savings and loan associations the loss dur-
ing this period was 4.6 percent, and for mutual savings banks only 2.1 percent.
Indeed, the heaviest losses were not taken by mutual savings banks until 1042-48,
almost a full decade after the bottom of the depression.

It should also be noted that in no single year-including the worst years of
the depression-did the mutual institutions suffer a loss In excess of 2,9 percent
of loans. The worst loss year for savings and loan associations was 1085, when
losses were equal to 2.2 percent of mortgage loans. For mutual savings banks
the largest loss ratio was 2.9 percent, in 1948. In no year of this period from
1980 to 1045 did the losses of the mutual institutions ever approximate the bad-
debt reserve level presently provided by statute- equal to 12 percent of deposits
or, expressed in terras of loans, about 12.5 percent of savings and loan associa-
tion loans and 16 percent of mutual savings banks loans in 1960. By way of
contrast, in each of 2 years--1988 and 1084--commercial bank losses on loans
were larger, relative to the loan portfolio, than the bad-debt reserve of 2.4 per-
cent now permitted, on the average, for all commercial banks.

It is clear that the needed size of a bad-debt reserve depends on both the
magnitude and timing of the losses it must absorb. Thus, for example, when
Professor Lintner concluded that the depression experience might Justify a loss
reserve for mutual savings banks of from 5 to 8 percent of uninsured loans (a
level far below the present statutory bad-debt limit), he qualified his conclusion
by pointing out that the length of the real estate cycle made it unnecessary to

8 Raymond W. Goldsmith, "A Study of Savings in the United States" (Princeton, 1955).
vol. " John Lintuer, "Mutual Savings Banks n te Savings and Mortgage Market" (Bos-
ton, 1648).

S'Durintg the 4 years 1080-88 almost commercial banks suspended operations, most
of which remained permanently closed (FD1(7 Annual Report for 196 0, p. 82). Failures
or mutual savios banks were nes.l Ible totaling 10 during this period (Ftederd Reserve,
"Banking and Mon tattatler," p 2 and fdlures of saving and loanda oclatlons
duro the 4 yea 1. er ( 5 n and Loan Annals," 108., 867).
Failed commetalbaoaks honrng se year hes about 18 percent of depositsin ai oer.
ating banks at the bennn o, th Perod and losses to depositors alone totaled p1.4
billion (FDIC Annual report for lOJS., 64). * 1loees wIere probably.twice this
amou:. Judaing from the taet that, ftr the toll nrlod 1921-88, losses to -stocholder in
closed bands were somewhat ater than losses ta deposItors (1 TO Annual Report for
1940, p. 68). During the 4-year period 1980-88, operating commercial banks bad net
losses of $1 billion on securities, accounting for about 86 peorent of total net losses (Gold-

t w.l be noted hat mutual savings bank data relate only to Massachusetts savings
banks. Annual data provided n the Goldsmith study fQr all mutual saving banks are not
considered reliable by Goldsmith, who states "Nq~speclal significance should be attached to
[them)" (Goldsmith, ov. cit., vol. 1, p. 258). sn Masnachusetts data should be reason-
ably representative of the Industry.



REVENUE ACT OF 1062 1283
have the full amount of oven this reserve on hand at the beginning of the cycle.*
It Is, therefore, quite apparent from schedule A that the bad-debt reserve now
provided for the mutual Institutions Is excessive. Put another way, If a reserve
limit of 12 percent of deposits can be Justified for the mutual institutions on
the basis of the foregoing data, then a considerably larger bad-debt reserve Is
Justified for the commercial banks, who took very heavy loan losses over a brief
period of time.

Loss data, 1851-40.--Schedule B shows losses on loans taken by Insured com-
inercial banks and insured mutual savings banks during each of the 10 years
1951 to 19060.' Comparable data are not available for savings and loan asso-
ciations.

Loan losses have been extremely small during this period, averaging about
one-tonth of 1 percent of loans, per year, for insured commercial banks and three
one-thousandths of 1 percent of loans for Insured mutual savings banks. How-
ever, although small for both types of Institutions, It Is apparent that losses
taken by commercial banks are substantially larger, relative to total loans than
Is the case for mutual savings banks. This is true for the period as a whole and
for each year within the period.

Schedule B also shows long" as a percentage of total deposits. It is of Interest,
therefore, that whereas mutual savings banks are permitted a bad-debt reserve
which can be as large as 12 percent of deposits, the average annual loss on
mortgage loans taken by these institutions has been only two one-thousandths
of 1 percent. The largest loss year was 1952, when losses were equal to only
five one.thousandths of 1 percent of deposits,

Hot'szxo AND TAXATION

An analysis of the effect on the availability of mortgage funds of the taxation of
mutual savings institutions

During the past year, spokesmen for the mutual savings industry have asserted
that regular taxation of the savings and loan associations and mutual savings
banks will have serious adverse effects on the availability of funds for resi-
dential mortgages. As signs multiply that the Congress and the administra-
tion are determined to enact long-needed tax reforms, this housing argument has
been pushed to the forefront almost to the exclusion of the traditional argu.
ments advanced to protect the mutuals from assuming their share of the Nation's
tax burden.

In capsule form, the mutuals' argument Is as follows: Payment of taxes by
savings and loans and mutual savings banks will require a substantial reduce.
tion In the dividend or Interest rate; the figure most frequently cited Is one-half
of a percentage point. Such a reduction, It is alleged, will make mutual instItu.
tion accounts relatively les attractive and thus will divert a substantial volume
of now savings from these Institutions to other savings media. The amount of
the diversion is roughly estimated by mutual spokesmen at upward of $6
billion per year. Almost all of the amount diverted will be lost to the housing
Industry, the argument continues, since It will go either to savings media which
do not invest In residential aortgages--such as U.S. savings bonde.-or to com-
mercial banks which Invest, according to mutual spokesmen, only about 80 per-
cent of savings In residential mortgages. Finally, and most recently, mutual
spokesmen have claimed that the recent increase In maximum permissible rates
which banks can pay on savin has already begun to divert funds from their in.
stitutions, so that the Impact of taxation will have an even greater adverse Impact
on the availability of mortgage money.

Commercial bankers reject the foregoing argument entirely, believing honestly
that It represents nothing more than an attempt to frighten the Congress Into

* Lintner, op. Cit., p. 826. *
fLoan data for mutual savings banks relate to mortgage loans, which comprise more

than 09 percent of total loans In mutual tvinsq books.
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taking no action on the administration's proposal for fair taxation of the mutual
savings industry. The mutuals' argument--

(1) Is an undisguised plea for continued subsidy through the tax mecha.
nismIt

(2) Exaggerates the effect of taxation on the mutual thrift institutions;
(8) Ignores the relationship between housing and economic activity

generally;
(4) Ignores the fact that there Is no present shortage of housing funds,

nor Is there any anticipation of a shortage;
(5) Understates the contribution which commercial banks make to the

housing industry; and
(0) Overlooks the fact that the recent change In interest rate ceilings

for commercial banks will substantially Increase the flow of funds to the
mortgage market.

This paper discusses briefly each of these points.
1. Tam subeifd.-Reduced to its essentials, the mutual argument with respect

to housing is simply a demand for the continued subsidy of certain types of
financial institutions. Thus, the argument could be restated, as follows: "We
enjoy a Government subsidy to the extent that we are permitted to operate
virtually tax free. In return for this subsidy, we operate In such a manner
as to divert a large part of the Nation's savings to ourselves and then Into
real estate mortgages. If our subsidy Is taken away, we either will not or
cannot carry out our part of the bargain."

Subsidies for various purposes are not unsual and in some cases may be
warranted. But If so, they should be open and aboveboard; not hidden in the
tax structure. Certainly, a subsidy which favors some but not all of a group
of competitive institutions Is inequitable.

S. ffeot on dividends and eavfngs.-Taxation will have some effect on the
mutual institutions just as it affects any profitmaking business. However, all
available evidence indicates that the mutual Institutions will be able to adjust
to taxation without the need for drastic cuts in dividend rates. As a matter of
fact, because net income of these institutions Is increasing faster than savings
(due to reinvestment of maturing mortgages at currently higher yields), it Is
unlikely that taxation will have any noticeable effect on dividend rates paid by
most institutions.

This conclusion as to the impact of taxation on mutual institution dividends
was recently confirmed by Treasury Department analysts. In a letter to Repre-
sentative Keogh on February 7, the Treasury, in discusslong the effect of an
equitable tax formula on mutual institutions, stated:

"The possible effects on dividends and interest rates do not appear to be
large enough to affect appreciably the growth In savings and share accounts,
Moreover, given the anticipated Increase over the next few years in average
rate of return on mortgages, i it very likely that any effeot on interest or
diWdend rates will appear as a smaller inorease in yields to depositors rather
than a, an absolute decline in yields." [Italie added.]

8. Relate hip between hotsing and general eoonotmto aotlvit.-The mutual
arument pays no attention to the fact that a complex economic system must,
if it is to be prosperous, depend on financial institutions for prompt and effective
allocation of funds. It further ignores the fact that the housing industry Is an
integral part of the economy; that it can only prosper when the economy is
prosperous and growing. The crucial fault of the present method of taxing
financial institutions Is that, by permitting the mutual institutions to operate
virtually tax free, it promotes the diversion of savings from sectors of the
economy which funds may be badly needed to those institutions 1vhich, for the
most park can only invest In a specific type of obligation. Thus, tax favoritism
enjoyed by the mutual institutions Is basically detrimental to housing and to
every other industry, since it introduces rigidities and distortions Into the
working of our free enterprise system. I

4. AvallablIft of housing ffts.--When opposing tax reform and raising the
specter of a shortage of housing funds, mutual spokesmen often neglect to point
out that, if anything, there Is a surplus of money available for housing at the
present time and, Indeed, a surplus Is anticipated over the next decade. This

. , . '... il . If
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is due in part to the fact mentioned above: that the tax systems operates in such
a manner as to artifically divert a portion of the Nation's savings into certain
industries, regardless of the need for funds.

Projects prepared by the Housing and Home Finance Agency indicate that
during the decade of the 1060's there will be an excess supply of mortgage
funds in each year and that for the full 10 years, the excess supply will amount
to more than $20 billion. Recently the president of the U.S. Savings & Loan
League noted that, "the real, basic housing demand has been satisfied for the
present. * * * [Savings and loan associations face the] * * * question of
where the loans are going to come from to keep our money invested."

For much of the past year, savings and loan associations have been investing
an increasing proportions of savings in real estate loans other than those for
the construction or purchase of home, indicating again the ready avallablity
of home mortgage funds. The Federal Home Loan Bank Board has repeatedly
called attention to this fact as, for example, in its January 1002 release:

"The most accelerated gain in mortgage activity during the opening month
of 1902 was reported for miscellaneous lending, a pattern evident since the sum-
mer of.1000. Loans for a variety of purposes, such as financing alterations or re-
financing of existing home loans, financing apartments or land development,
etc., together increased by almost three-fifths over January 1001 and comprised
one-third of overall lending contrasted with 20 percent in the previous year."

It is ironical that the mutual spokesmen feel compelled to raise the specter
of a shortage of housing funds as a time when they, themselves, are seeking
outlets for the investment of their savings.

5. Oornnierolai bank aotivity ht& the housing field.-Because commercial banks
are not special purpose lenders, Investing almost entirely in residential mortgages,
the mutual savings Institutions have claimed that any diversion of savings to
the commercial banks will be detrimental to the housing industry. What Is
overlooked in their argument is the fact that commercial banks engage in a
variety of activities which are of direct concern to the welfare of the housing
Industry and to the well-being of American homeowners.

The commercial banks have Invested $20 billion In residential real estate
mortgages and, in addition, have placed a substantial volume of funds In farm
mortgages and In other types of real estate mortgages. Also, commercial banks
are making an Increasing volume of residential repair and modernization
Installment loans. But, beyond this, commercial banks serve as an important
source of funds for Institutions and agencies directly concerned with the housing
industry. For example: The major share of the $10 billion invested by the
commercial banks in State and municipal obligations goes for such things as
streets, schools, and sewage systems; commercial banks provide a substantial
portion of the working funds used by mortgage companies who originate a large
percentage of residential mortgages, particularly VA and FHA mortgages; the
construction industry depends to an important degree on commercial banking for
its financing.

6. Chatige in commorota bank interest tate celling.-Despite claims of the
mutual spokesmen that the recent change in the maximum permissible rates
that commercial banks can pay on savings will adversely affect the mutuals'
ability to attract savings, recent reports from the Federal Home Loan Board
show that savings and loan associations are continuing to maintain a rapid rate
of growth. In January and February, the first 2 months following the change in
commercial bank rate ceilings, new savings capital received by savings and loan
associations reached successive peaks. Net savings growth (i.e., after giving
effect to withdrawals) was substantial in January, although down from the
preceding January. In February, according to the Federal Home Loan Bank
Board net savings growth reached an estimated $560 million, 5 percent greater
than that reported for the same month last year, and the largest amount for any
February of rates.



1236 REVENUE ACT OF 1982

If mutual savings spokesmen are sincerely concerned over the availability
(if funds for housing, they should welcome the recent action by supervisory
authorities In raising maximum permissible rates which commercial banks can
pay on savings. Far from adding to the supposed "problem," this action should
provide significant additional funds for residential mortgages, Many commercial
banks, faced with higher costs because of Increased savings rates, are being com-
pelled to move more aggressively into the residential mortgage area in order to
obtain the needed higher yields.

This conclusion is based on more than theory. The American Bankers Assocla.
tion has received numerous reports of commercial banks actively seeking ways
and means of investing a larger proportion of savings In mortgages. The flnan-
clal press is now beginning to reflect this story which, as a matter of fact, may
be the most dramatic development in the residential mortgage market 1In 1062.
Thus. the Wall Street Journnl commented on the impact of higher rates on
savings in the following manner:

"Commercial banks, paying in some cases a full percentage point more now
th, n they were lost year, are themselves looking for higher yielding investments
to compensate for this increase. As a result, many banks are moving much
deeper into the mortgage market than they ever ventured before" (Jan. 8, 1062).

In another report, a large New York City bank was described as expanding
its home mortgage loan service by accepting, for the first time, applications for
home mortgages at the personal credit department at each of the bank's 00
branches. As the Journal pointed out: "The bank said it is stepping up its
mortgage lending to channel for use by homeowners a larger position of its
savings deposits. * * * Mortgages yield higher returns than most other long-
term Investments of banks; returns uvill be applied to the bank's increasing
Interest costs" (Jan. 11, 1902).

But perhaps the most convincing evidence of the real Impact of the recent
charge In bank interest rates is the reaction of savings and loan associations.
In a speech on March 1, 1002 before savings and loan executives, the president
of the U.S. Savings and Loan League conceded that "associations did not do too
badly" In the competition for savings since the change ts permissible in commer-
(nl bank notes. He then went on to point out that commercial banks were
aggressively seeking mortgages and stated: "Competition from the commercial
bnnks In the home mortgage field may be more serious to associations than the
new bank savings rates" (American Banker, Mar. 2, 1962).

('onclualo.-The housing argument advanced by mutual spokesmen has no
Justification on economic grounds and, In fact, has no relevance to the tax
question. In essence, it is a last-ditch effort to avoid taxes, based on an exag-
gerated appraisnl of tax Impact and a gross understatement of the very signifl.
cant contribution which commercial banking makes to the prosperity and vitality
of the housing industry. It should not be permitted to obscure the basic ques-
tion: How much longer should a $125-billion Industry operate virtually tax ftee?
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Federal Mncome tax' pahl by FHLB member savings and loan assoeiations It

metropolitan area* with 5 or more assoolations, 1060
(Full dollar amounts)

Federal income tax paid

State and metropolitan area Number of Net income I
aociations Per Inslltu-

Total tion
(average)

Alabama: Birmingham ........................ 10 $1, 6 000 $1,000 $100
Arizona: Phoenix .............................. , 1,601,000 5,000 1,000
Arkansas:

Fort Smith ............... . 804,000 0 0
Little flock-North Little ock. ................. 0 623,000 0 0
California:

Los A ngeles-Long Beach ................... 105 74,069,000 301,000 2,807
Sacramento .............................. 7 2, 224, 000 8,000 1,143
San Bernardino.lversilde-Ontarlo ......... 1 2,97,000 67, 000 3,
San Diego.i..M o 23001 68Sm Francisco- a nd.................... 13 8,60,000 1300 19
San Jose .................................. 10 8. , 000 s, OO o,000
Stockton ................................... 5 780,000 23,000 4,000

Colorado: Denver .............................. 19 , 437,000 0,000 310Connecticut:Brdleprt ................................. a 149,000 2,000 400

Hartord ............ 8 1,1,5,000 1,000 125Delaware: Wilmington, De... . .. 0 414,0 0 0
District of Columbia: Washington, ). ,.

Md.. Va ....................... ........ 44 ,402, 000 (3)
Florida:

Fort Lauderdale.Hollywood ............... 5 3,483, 000 0 0
Jacksonvllle ................................ 7 1,222,000 0 0
Miami ..................................... 15 10,84 000 0 0
Orlando .................................... 7 2717,000 1, 000 143
Tampa-St, Peterpburg ..................... 12 3, 162, 000 1,000 83
West Palm Beach .......................... 7 1,914,000 0 0

Georgia:
Atlanta.... ............................ 10 4,748,000 20,000 1,063
Augusta, a.O .......................... 6 437,000 0
Columbus aaAla........................ 5 427,000 12,000 2,400

Hawaii: Honolulu ............................ 7 1, M 000 0 0
Illinois:

Cha mpaign-Urbana ........................ 7 282,000 1,000 143
Chicago .................................... 266 3, 1, 000 50,000 1M
Peoria ...................................... 15 1,980,000 5,000 933
Springfield ................................. 10 379,000 11,000 1,100

Indiana:
Evansville, Ind..Ky ........................ 9 00, 000 5,000 &W
Oans.IInd. ast Chicago ............. 18 1, 349,000 45,000 2,500
Indana s .. ..... 16...................... to 1,690,000 17,000 1,003
South ind .........- -........ .......... 7 681,000 0 0
Terre Haute ............................... 6 233, 000 0 0

Iowa:
Davenport-Rock Island-Moline, Iowa-Ill... 0 788,000 0 0
Des Moines ................................ 9 1,683,000 0 0
Waterloo ................................... 6 b79, 000 0 0

Kansas:
Topeka .................................... a 2, 360,000 0 0
Wichita ................................. 9 443,000 10,000 1,778

Kentucky: Louisville, Ky..Ind ................ 11 2,141,000 0
Louisiana:

Baton Rouge ............................... 7 448,000 0 0
Now Orleans ............................... 32 4,3s,.000 0 0

Maine: Portland ............................... 8 209,000 0,000 8,375
Maryland: Baltimore ......................... 60 7,51 000 35,000
Massachusetts:

Boston ..................................... 101 , 998, 000 65,000 645
Brockton ................................... 7 507,000 0 0
Lawrenoe.Haverhill has.9N.H ........... 9 335,000 0 0
Spring eld-Chloopeelolyoke .............. 10 345,000 0 0

Michgla.: Detroit ............................. 21 8,58,000 2,000 95
Minnesota:

Duluth-Superor MinnWls .. ..... 50...... a 0, 000 0 0

M I nneopolsSt. I aul ...................... 18 420,000 46.000 Z,556

Kansas City, Mo.-Kanses .................. 28 3,497,000 33, 00) 1.170
St .louis Mo.-Ill .......................... .7 is 7. ,000 2,000 27
Springfield ....... 1. .................... 81,000 0 0

Nebraska: Omaha, Nebr..owa ................ 7 1,118,000 3,000 429
New Jersey:

Atlantic City............................. a 49000 0 0
Jersey City............................. 14 2,82,000 0 0

ewark ................................ 73 7, 3 0300 0Paterson.Cllfton.Pass.aic................... 52 5, 4A7, 000 1,0. 19

Trenton .................................... , 18 484 000 7,o00 8
See footnotes at end of table.
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Federal income tas paid by PHLB member savings and loan aeeootatlons in
metropolitan areas with s or more aesookatione, 1960--Cntinued

(Pull dollar amounts)

Federal income tax paid
State and metropolitan area Number of Net income I

associations Per Institu.
Total tlion

(average)

Now York:
Aihany.Schenectady.Troy ......... I 97,000 $0,00 0581
lutffalo ................................ 1 1 000 $10 .000 0611

New York City ............................ 102 28, 045, 000 57.000 559
Rochester ................................ 0 10580,000 0000 1,000

racuo.................................. 7 ,4, Oo 1,000 143
UlticalRome ............................... a 387,.0001 I, 187

North Carolina: (Orconsboro.Iligh Point 8 688000 0 0
North Dakota: Fargo.Moorhead, N. Dak..

MInn ........................................ a 01,000 1,000 200
Ohio:

Akron ...................................... 10 1, 8,0( 62,000 5,200
Canton.......... IS 1,485,000 13,000 1.000
Cincinnati, Oho.Ky....................... 197 P 347, 000 138, 000 701
Cleveland .................................. 40 13,81.9000 8.0 00 1, &50
Columbus................................. 20 3,433,000 87,000 4,3.50
Dayton .................................... 23 2,5 8. 000 7,000 304
lramilton.Mlddletown ......... 8 90 000 0

Steubenville.Wolrton, O iWV ......... 5 48 000 36, 11,000
Toledo .................................... 8 1,954,000 0 0
Yongstown.Warren ....................... 8 2. 019, 000 13,000 1,625

Oklahoma:
Oklahoma City ............................ it 1,929,000 2,000 182
Tulsa.............. . .................. 8 10 00 375

Oregon: 2oo,. 3...................
Pennsylvania:

Allentown-Bethlehem.Easton, Pa,.NJ...... 14 324,000 10,000 714
Altoona .................................... 9 337,000 1,000 ti1
Harrisburg ................................. 6 , 000 0 0
Johnstown ................................ 8 401,000 0 0
Philadelphia, Penn.-NJ ................... 237 11, 6, 000 44,000 171
Pittsburgh ................................. 142 8,844,000 25,000 176
Reading. .5 370.000 0 0
Wilkes-8 83,000 0 0

Rhode Island: Providenoe.Pawtucket, ,I,.-Mas............................. 0 I 116, 000 0
8outh Carolina: 0.0

Columbia .................................. 7 753,000 0 0
Oreenville .................................. 8 641,000 0 0

Tennessee:
Memphis .................................. a 1,020,000 0 0
Nashville .................................. 6 1,4,000 0 0

Texas:
lleaumont.Port Arthur .................... 7 604,000 27,000 3,857
Dallas ...................................... 2 3,03000 5000 2,200
Fort Worth ................................ 7 911,000 9&,000 11,571
Houston ................................... 18 2,336,000 1000 000
8an Antonio ............................... a 1,12%,000 8,0 16,00
Wichita Falls .. 8......................... 6 203, 0000 0

Utah: Bait Lake City ......................... 8 2, 57 000 52,000 6, 00
Virginia:

Norfolk.Portsmouth ....................... 8 1,137, 000 2,000 250
Richmond ................................. a 862,000 0 0

Washington:
Seattle ..................................... 20 2,831, 00 20,000 1,000

o e................................... a , 49,0 0 0Ram .................................... a, 1,614, 000 0 0
West V1r Inla:Runtington.Ashland, W. Va.-Ky..Ohio.... 10 637,000 5,000 500

Wheeling, W. Va.Ohio ..................... 10 681,000 101,000 10,100
Wisconsin:

Madison ................................... 6 1,317,000 0 0
Milwaukee ................................. 83 10,822,000 11,000 175
Racine ..................................... 6 8,000 0 0

Total (member associations In metropoll.
tan areas with five or more member
assWocl!lonq) .......................... 2, 58 419,537,000 2,47& 000 90

Total (all member assoclations In the
United States) ......................... 4,894 663,703,000 4,180,000 888

I Net income before Federal Inoome ta but after payment of dividends.
I Less than $S00.
Nor.-Components will not add to totals due to rounding,
Source: Federal Rome Loan Bank Board, "Combined Financial Iftatements, 100."
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SCHEDULE A.-LoaSe on loane--t0omnerotal bank, savings and loan asaoolatione,

and mutual saInVQ banks, 1930-45
[Operating Institutions)

Savings and loan auso. Mutual savings banks
Commercial banks, elationS, net losses, (Massachusetts) net
net losses on loans total joes on mortgageloans

Year or period
Amount Percent Amount 4 Percent of Amount I Percent of
(millions) of total (millions) mortgage (thousands) ortg~ae

loans s loans I loans f

1930 ........................... $ 0.7 . 0.03 1$2,1 0.2
1931 ........................... 8s 1.2 4 .7 8-,4 .8
132 ........................... 498 2.2 84 1.5 5,932 a
1933......................... .8.# 15 2.8 88 1.8 6
1934 ........................... 810 3.8 48 1.2 , .

Total, 1930-4 1 ......... 2,121 8.9 266 4.9 25,878 2.1

1935 ........................... 243 1.8 70 2.2 8,390 .8
13 ........................... 148 .9 62 o 8,718 .8
1937 .......................... 63 .8 32 1.0 ,

3 .......................... 98 .0 24 .7 ,8 .,
1939 ........................... 72 .4 68 1.4 14,296 1.4

Total, 135-39 ......... 80 3.7 237 6.9 49,886 4.8

,#40 ........ ....... 49 .3 69 1.8 10,630
1941 .......................... 34 .2 43 1.0 19,01
102 ........................... 12 .1 3 .8 25,069 2. 7
104........................... ,_23 +. 0,9RN .9
1044 ........................... 11 .8 18,175 1.8

Total, l040-45o .9 .3 177 8.9 100,918 11.8

Total, , #A. ........... 2,780 1 8.8 079 11..2 182,472 17.

1 Raymond W. Goldsmith, "A Study of Savings in the United States" (Princeton University Prem;
105) voll, "Capital Gains and Loses of Operating Commercial Banks p. 861. Goldsmith's estimatesvery possibly understate commercial bank net losses. For example, 1DIb data on net chargec of o rat-
Ing commercial banks from 1930 through 1940 show total net chargeoffs of 1.5 billion whereas goldsmltb's
estimates of capital losses for the same period total $4 billion The difference may be attributable to the
fact that Goldsmith relied on Federal Reserve member bank loss data in preparing his estimates and these
banks maynhave had a wore favorable loss experience than nonmember binks. (See Annual Report of
FDIO for 1940, p. G, and Goldm 1th, o. cit.,p. 60.)

' Percent based on average of beglnng and-end of year total loans. Data from Goldsmith, op cit., p.
409.

s Goldsmith op. cit. "Capital Gains and Losses of Operating Savings and Loan Associatlon," p. 446,
Figures includes $76,O0,000 of surplus of closed assoclatlons and these overstate somewhat totl losses for
operating institutions. All losses are assumed here to be applicable to real estate loans since no breakdown
is prortded-es in the casn of losses of commercial banks-of losses arising out of other assets

'Percent based on average of beginning and end of year mortgage loans. Data from Goldsmitb, op.

'ohn Llntner, "Mutual Savings Banks In the Savings and Mortgae Market" (Harvard University:
1048), %P. 83 and 304. Data relate only to Massachusetts mutual savIngs banks and represent amount
shownby Lintner (p. 283) as "Total net losses on foreclosed real estate recognized durln year" plus losses
on loans not In foreclosure, The latter amount totaled $27,800,000 for the period 1931-46 (p,304) and has been
distributed here by year In the same annual proportions as losses on foreclosod real estate, for which annual
duta are available.

'Percent based on beginning and end of year rjal estate loans. Data from Lintner, op. cit., p. 278.
Includes an estimated amount of losses on real estate not In foreclosure

, Percentages computed by relating total losses for the period indicated to the annual average of loans
outstanding during the period.

NOT g.-Memorands: Average annual percent loss: Percent
Commercial banks ........................................................................... 0.86
Savings and loan associations .............. ........................... .98
Mutual savings banks ............................................. 1.00
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SCHEUVLE B.-Loats loss cxporlenoe of insured comnereoal bank. and injured
mutual savings banks, 1951-90

[Amounts In thousands)

Insued commercial banks I Insured mutual savings beauks

I.et losses as percentt of-I. et realized Net losses L er(nt of-year Net loses losses on
and charge. Real estate

ofs on Total loans Total de. mortgage Total real Total de.
loans I and dis- posits t  loans t estate mort. positF s

coun,,s I gage loansI

Pe've rI Prrcenl Pcent I'nreesnt
194 ........................... PA,249 0.18 0.0D $,20 0.003 0.004
1W.5 ........................... 3,4! w .03 170 .001 . l19,5 ........................... 61,066 (A5 .03 ffm 04 3 .002
1957 ........................... (,4 .( .74 73 .06-5 003
198 ........................... 92.068 Il .s 422 .03 .(jQ2
1 9 ........................... 49,403 .07 . 3 424 .003 .AM1
193 ............. t .............. 366 07 ! .03 *(122)

192.........................34. .02 837 .01
1951 .......................... 8 .02_ 4212)....................

Total, 1961-40....... I 7I08,6re8 -. .04f ,9 3. M ~ 02

I Losses and ehar, ofis on loans (including loves charred to reserve ccKounts) minus recOveries in loas
(1cludinr recoverties credited to reserv# accounts).

'Averages of figures reported ast beginning, middle and end of year.
I Realized losses on real estate mortgage loans rinludljw lol.ts CLarved to valuation adjustment provl.

sions) plus direct writedowns on real estate mortgages, minus realized profits and recoveries on real estate*
mortgtae loans (including reoveries credited to valuation adjustment provisions) plus negative wrltel owns
on real estate mortgages.

'Realized profits and recoveries exceeded realized los.
Nog.-Comparb annual daa ar not available for savings and loan associations.

Source: Annual Reprxts of the Federal Deposit Inswance Cormoration W-f0. Data on dlrKt whit'.
downs for insured mutual savings banks provided by FDIC in a spial tabulation.

The Culuux. The committee will ree.-s until 2:30 this afternoon.
(Whereupon, at 12:30 p.m., the committee dressed, to reconvene

at "2:30 p.m., this Same day.)

.AItRNCK(aN SESSION

The CU.URMA-. The committee will come to order.
The first witness is 31r. Reed 11. Albig, Independent Bankers

Association.
Take a seat, sir.

STATEMENT OF REAED H. ALBIG, PRESIDENT, INDEPENDENT
BANIES ASSOCIATION; ACCOM'ANIED BY RALPH L ZAUN,
CHAIRMAN, COMMITTEE ON SAVINGS AND LOAN ASSOCIATIONS;
AND PAUL D. LAGOKARCINO, ATTORNEY, COUNSEL TO THE OX.
MITTEL ON SAVINGS AND LOAN ASSOCIATIONS

Mr. ALmo. Thank you, Mir. Chairman.
May I present my associates who are with me. Mir. Ralph L. Zaun,

who is executive vice president of the Grafton State Bank, in Grafton,
Wis.; he is chairman of our Committee on Sarings and Loan As&o-
ciations: and Mr. Paul D. Lagomarcino. who is counsel to that corn-
mittee, attorney in Washington.

My name is*Reed H. Albig. I am president of the National Bank
of MeKeesport, Pa. I appear before you today as president of the
Independent Bankers A-,ociation.

• The Independent Bankers Association is a nationwide association
of 6,000 independent community banks. Since 1930, the association
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I represent has been the spokesman for the Nation's smaller banking
institutions, presenting the thinking of American bankers at the grats.
roots level.

Mypresentat!on shall be directed to two subjects:
A. The withholding provisions of .R. 10064r establilhed an un.

necessarily complex and unwieldy inanhinrty to correct a problem
better solved by simpler means. 6'

13. It is unfair virtually to exempt the mutual institutions--the
savings and loan associations and mutual savings bankw-from Fed.
eral income tax or to tax them, as would 13R1. W50, as if they some.
how earned a dollar containing only 40 cents, when the bunks with
which they compete pay a heavy tax load on a dollar containing a
full 100 cents. Furthermore, the virtual tax exemption of the mutual
re.stricts the ability of the commercial banker to mirve the varied
credit needs of his community and thereby limits flexibility in the
financial structure of the Nation.

No matter has higher priority among the community bankers than
achieving tax equality with the mutual institutions with which the
bankers compete.

A. Let me discuss briefly the withholding of interest under M1.1R.
16P0.

The withholding on interest creates many problems for the blank.
ing industry-the segregation of accounts, special treatment of ac-
counts not withheld for those under 18 accounts not withheld for
tax-exempt groups, accounts not withheld where no tax will be due
for the year-although it may !ave to be withheld the year follow-
ing-accounts of persons growing out of the under 18 group--to
name a few.

All of these require a great amount of special and personal handling,
and accordingly, time and expense-not only to set up the tavings
accounts to comply with the law initially, but attention and han-
dling on a continuing day-to-day basis as the character of the accounts
and the depositors change with the passage of time.

To any bank and especially to the small community bank where
income and sta dare also small--sometimee a literal handful of employ-
'e" only--the requirements of withholding constitute a sufmtantial
burden. Our member banks are extremely vocal in their oppositioM
to it

They feel that other alternatives exist which should be explored be-
fore withholding is imposed upon then. One alternative wuld be asimple question on the tax form req uiring the taxpayer to indicate
"Yes" or "No" if he had declared is income from interest. This
would eliminate the argument that this income had not been declared
due to oversight or ignorance. This method is currently us1 in the
tax form in schedule C which asks the taxpayer if he clairi ed a uld',jc-
tion for expenses in connection with a pleasure boat, a filshing camp or a
hunting large, or the like. Another question asiks if a df .,litirm was
claimed for the attendance of the taxpayer's family at a tbLsinr-s meet-
ing or convention. This tedmique--which both makes the taxpayer
aware of a possible tax problem and also flags the attention of the
Internal Revenue Service to the manner in which it was handHle-eoin.
stitutes a less complicated answer to taxing interest than withholding.

We do not quarrel with the poition taken by the Trea.mury Del, rt-
ment that interest income should be effectively taxed. We do feel
that other forms of income should be effectively taxed as wel, however.
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B. The income of the mutual savings banks and the savings and loan
associations should be effectively taxed too-just as the few dollars of
interest income of the factory worker, the farmer, and the clerk. Wly
should these persons pay tax on 100 cents of every dollar of their small
income when the savings and loans and mutual savings banks-a
$125 billion industry--will have to pay tax on only 40 cents of every
dollar of their two-thirds of a billion dollars a year income?

Furthermore, how can you expect the banker to welcome the prospect
of being saddled with withholding on the one hand, and, on the other
hand, in the very some bill find himself sorely discriminated against by
having his competitor pay tax on only 40 cents of each dollar of his
incomeI

HIl . 10650 in this respect is unjust and it is unrealistic in its present
form,

None of the community banks are asking this committee to reduce
the Federal income tax that the low requires them to pay. They do
ask, however, that these requirements of the law be nmde to apply to
their competitors as well as to themselves. Other financial institutions
by their experience have shown it is possible to pay income tax on
earnings, to build adequate reserves, and yet to pay attractive rates
to savers.

It is our position that prompt action is necessary to correct the in.
equities which exist in the comparative tax positions of the commercial
banks and the mutual institutions with which they compete for sav-
ings and for loans.

This fact was recognized by the Congress in 1951. The Revenue
Act of 1951 was being considered under circumstances remarkably
similar to those today. The 1951 act was drawn to increase revenues
to help pay for national defense expenditures, then in Korea, instead
of the global cold war commitments and Vietnams of today. The
Congress then decided that the mutuals should pay tax as everyone
else did.

However, the 1951 act did not achieve its goal. The revenue raised
has been insignificant-only $6 million in 1960 from loan associations
and less than one-half million from savings banks.

Today the need for revenue is as strong. if not more so, than it was
10 years ago. The Treasury estimate of -July 1961 that tax equality
would return over $400 million additional revenue in 1963 and over
$500 million additional revenue in 1965 would go far to help meet
that revenue need.

Furthermore, the discrimination is more in need of correction now
than it was then because since 1950 share accounts in savings and
loan associations have more than quadrupled. This increase has been
the. result of the ability of the associations to pay higher rates for
savings than to commercial banks ond this in turn has been made
possible largely by the associations' virtual -freedom from paying
income tax.

In the 10-year period between 1951 and 1960, the insured commercial
banks paid total Federal tax of $9 billion, or at an effective rate of
40.8 percent of taxable income. In contrast, all insured mutual
savings banks in this entire 10-year period paid total Federal income
tfax of only $10 million, or an effective rate of 0.8 percent of their tax-
able income.

During the same period, all savings and loan associations paid
total Federal incomq tax of only $47 million on taxable income of $8.7
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billion, or at a rate of 1.8 percent of taxable income. The combined
tax paid by both types of mutual institutions during this 10-year
period as a percent of their combined taxable income, averages only
a little over 1.1 percent, as against the 40.8 percent paid by the com-
mercial banks.

As the Treasury report of July 1961 on "The Taxation of Mutual
Savings Banks and Savings and Loan Associations" states, this dis.
crimination is not justified on any of the grounds which have been
historically urged as the bases for continuing the tax exemption ofthe mutual institutions. Today, of all major financial institutions,
the mutual savings banks and the savings and loan associations-with
combined assets of $125 billion in 1961-were the only ones not paying
their share of the Federal tax burden.

The competitive impact of the tax exemption of the mutuals can
be measured by a comparison of their growth in assets with the growth
in assets of commercial banks. Since the end of World War II, the
savings and loan industry has doubled its assets approximately every
5 years-from $8.7 billion in 1945 to $16.8 billion in 1960, to $37.5
billion in 1955, to $82 billion at the end of 1961. In 1901 mutual
savings banks had assets of $42.8 billion. Total assets for both types
of institutions at the end of 1961 were about $125 billion.

Let us turn to the chart entitled "77 Times More Tax Is Paid by
Banks" which is designated "Appendix A." You will recognize on
the back of your papers that chart by the blue cover.

This chart provides important data at both the National and the
Stato level.

At the national level, the chart. shows that in the year 1960, the
loan associations had a resource growth of 12.7 percent as against 3.9
percent for commercial banks. Asy ou have been told, in 1960 ,iem-
)or loan associations in the country paid total Federal income tax of

only $4.2 million, as against $1.3 billion by commercial banks.
Let us next consider this question of competitive impact at the

State level. The chart shows that in 23 States out of 50 in 1960-
or almost half-the average savings and loan was larger than the
average commercial bank. -I am certain that, by now, in a majority of
States, the average savings and loan is larger than the average commer-
cial bank.

From the standpoint of Federal income tax, the tabulation shows
that in some States the savings and loans paid no Federal income tax
whatever. This was so in Alaska, Delaware, Hawaii, Idaho, Montana,
and Rhode Island.

All loan associations paid total Federal income tax of $1,000 or
less in Alabama, Oregon, South Dakota, and Vermont.

The average savings and loan in Iowa paid a Federal income tax
of only $25 and it was almost twice the size of the average bank; in
Missouri it paid $80 and it was about one-third larger than the aver.
age bank; in Mississippi it paid a Federal tax bill-in total-of $118
and it was also larger than the average bank; in Connecticut, $150,
and in New Jersey, $70.

Closer to the immediate experience of all of you the 24 loan asso.
clations and their many branches here in the District of Columbia at
the end of 1960 had resources totaling $1.25 billion, had an average
size of $52 million, and yet paid not I-single cent in Federal income
tax.

1243



REVENUE ACT OF 19062

How has this tax exemption of the mutuals affected their growth
at the community levels The answer is that it has enabled them to
maintain it rate of growth many times that of banks in the same com-
mnunity.

The attached tabulation designated "Appendix B" contains a list
of savings and loan associations and commercial banks and their as-
sets in various communities in both 1954 and 1059. In most cases, the
assets of these competing institutions were very similar in 1954. I
might say that was the principal area of selectivity in choosing these
institutions at random from the services, to select institutions which
were of approximately the same size in 1954 and then compare them
with the most recent figures and see how this came out.

By 1959, however, the similarity no longer existed; the assets of
the loan associations far outdistawod their taxpaying commercial
bank competitors.

Senator BE,,vrr. Is that true for all of them as well as for the
average? Were there any that dropped behind?

Mr. ZAUX. We know of none.
Mr. L.mIo MacIRNo. I put the appendix in, and I know of none where

that is true.
Senator WILLIAMS. When you speak of the assets of these associa-

t ions, are you speaking of the deposits or of the net worth, book value ?
Mr. ALIIG. Both, total aSetS.
Senator WILLIAs. There is a difference.
Mr. ALnio. Total assets in banks, total assets of the savings and

loan associations.
Senator WMuLtus. Yes. But are you referring to the total assets

as representing the amount on hand fn deposits, including that?
Mr. ALBin. In the case of the banks, the amount of deposits plus

the capital.
Senator WuLums. Yes.
Mr. ALBIO. In the case of savings and loans, the amounts of their

share accounts plus their reserve accounts.
Senator WLLt.S. If you subtract the deposits and take the net of

each, how would they compare?
M r. ALBO. I have not tried that calculation, so I do not know.
The CHAMMA.'. I would like to ask, have you got a table which

shows the comparison with the taxes as compared to what the House
bill had on the building and loans? These figures you have given do
not compare with the House bill, which is--ao they or do they not?
The House bill increased the building and loan tax, did it not? The
figures you give, are they on a basis of the past or are they--

Mr. ALine. These are on the basis of the past, Mfr. Charnman.
The Cunt.LUAX. Have you got a table comparing it to the House

bill?
Mr. AxLxo. Have we worked a table comparing it to the House bill?

No. sir.
Mr. LAGoo AR.C'o. These are historical data based on the as-et

growths from 1954 to 1959, and what we have attempted to show were
situations where you had a savings and loan association and a com-
mercial bank of roughly compara-e size in 1954 and then we have
attempted to show what has happr*ned under 5 years of virtual tax
exemption on the part of the savings and loan ass6iations.
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111 CU1AJBAN'. I just wondered if you had a figure here, a table
here, showing the tax on banks as compared to the Iouse bill on build.
inahiA loans.

. ALBRJ. No, sir.
T110 ('HAIRM A. You have not got it?
Mr. ALio. No, sir; we hav not.
S(,1to1 BEN N'rV. May I, just. at this point, Mr. Albig, inquire, in

your testimony I think you made it statement that is an inadvertence,
wld I do not think you would want it to stand.

You said that. from 1951 to 1960 the commercial banks paid tax at
the rate of 40.8 percent.

Mr. Ar.nRo. Of taxable income.
Seiiator T3:. x';'rr. Taxable income.
Mr. Auio. Yes, sir.
Senator BE.,'rxr. Don't vou mean their total income?
M r. ZA V'X. No; net taxable income, sir.
Senator BENx:.'rr. That is the net taxable income.
Mr. ZAUN. Yes, sir. That is the tax rate as applied to the net tax-

able income.
Senator BEwNrr. OK.
Senator Cuvrrs. What rate is that of the net income?
Mr. Z,%V.N. Senator Curtis, would you give me that question again?

Did you relate it to gross income?
Senator CUrTIs. No. I think my term which I want is total net

income as contrasted to taxable income, I mean the income after all
e nses are deducted, but not the deduction of any tax exemptions,

M1. Zv... The figure you are trying to get at would be the figure
we used as net income plus tax-exempt income which would be munie-
ipal bonds. I think the figure that you are asking about would be
the equivalent of that figure. We do not have that in our calcula.
tions. However, it would not be difficult to get it.

Senator Cv'wrs. You can supply It at a later time.
M r. ZVX. Yes; we could indeed.
It would include capital gains income, yes.
(The information referred to follows:)

Earnings, ezpensee and Federal Income tax, paid by insured commereial banti
in the United lates in 1960

tin thwimands of dollar|
1. Current operating earnings, total ---------------------- 10, 7,41, 545
2. Current operating expenses, total ---------------------- 6, 932, 820

3. 'et current operating earnings --------------------- 3, 0, 72.5
4. Recoveries, transfers from reserve accounts, profits ------------- t174, 820

Total --------------------------------- ------- 4,36, 1
o - Lo."es, ehargeoffs and transfers to reserve accounts ............. 078, 422

0. Set profits before Income taxes -------------------- 3, 387, 129
7. Federal income tax paid...-------------------.-- - 1,00. 410

Federal income tax paid as a percentage of net profits before taxes
(7+6) -------------------- ......... .... 8.4
Senator WMnJu3s. This 40 percent which you figure as, the tax

rate on your taxable income, is that arrived at bj an averaging
process of what portion of your income would be in capital gains and
the rest in 52 percent I
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This 40 percent was arrived at as an averaging process, is that
correct I

Mr. ZAtYW. That is correct. It is an average of all of the States that
are here shown. It is the national average.

Senator WILLIAAS. I think the question they were trying to estab-
lish is how you arrived at this 40 percent. when there is no such figure
in the rate. It is an averaging of the h5-pereont capital gains and
62 percent of the other, and en forcing the manner in which you pay
it.

Senator BNN;!.T. Plus an averaging of those banks which earned
only enough money to be in the 25- or 30-percent bracket.

Mr. ZAVN. Yes. Actually we did not average rate. We applied to
get the 40.8, we applied the dollars paid to the amount of net operat-
ingincome which arrives at that percentage figure.

Senator W1JAJAMS. You mean your net taxable income.
Mr. ZAVN. Yes sir.
Now, that would, of course, include the capital gains.
Senator WrLLIAMS. That would include your capital gains and a

portion of which you paid a 62-percent rate or a 80-percent rate if it
is in a smaller institution.

Mr. ZAUN. Yes, sir.
Senator WILLIA MS. One other question while we are at it.
Do you have the figures here which would show the comparison

of the assets with your institutions on a net worth basis, or would
they be available, after the deposits are checked off as against your
liabilities?

Mr. ZAUN. We can furnish those.
Mr. ALrie. We can furnish those.
Senator IVxIAASs. I wish you would. You can furnish it later,

just go ahead.
(The information referred to follows:)

Comparison of capital accounts of all commercial banks and general and tinallo.
cated rcacrvcs of all saving8 and loan associations for tho Iicars 1955-60

(Dollars In millions)

1935 1950 1957 1958 1959 1960 percentage
Increase

Commercial bank capital accounts I ...... $18,300 $1,302 $17,30 $18,480 $19,65 $20,98 87.2
Savings and loan general and unallocated

reservesI ............................... 1 2,87 21 90 3 3031 3,845 4,887 4,982 194.8

1 Source: Federal tesrvo bulletins.
I Source: U.S. Savings and Loan League facts books.
8 This poroentago would be substantiAlly higher, except for the fact that the savings and loan associations

allocated 29.8 percent of net income to serves In 195 -but In the years following allocated deoreas ng per-
oentages, so that only 23.4 percent of net income was allocated to reserves In 1900.

Mr. A,nM. May I proceed?
Senator WILLIAMs. Yes.
Mr. ALrnIo. I would point, out on appendix B, gentlemen, if I

may digress from the testimony for a second, to indicate a few of
these examples, I will not undertake to read all of them, you may
pick any of them at random that you would like, but take No.8,
(lutardian Savings & Loan Association in Denver was in 1954 a $16
million institution. In 1060 it had grown to $44.million, a growth
rate of 174 percent. The Colorado State Bank in the same city, a

'1246



REVENUE ACT OF 1902

$15 million institution, by 1959 had grown to $18 million, a growth
rate of 20 percent.

I will not read more of these. They all reflect the same kind of
comparative growth pattern.

These examples are not unique nor are they isolated ones. The
examples were picked at random, but they are representative of the
situation throughout the entire country.

In the case of the smaller community bank or the country bank,
the mutual institution which competes with It is usually not even
located in the town or village where the bank is located. The com-
petition is nonetheless 'ust as real; the dollar still leaves the com-
inunity. By means of save-by-mail plans, giveaway advertising
campaigns, and account brokers, mutuals in large cities are able to
compete for and to draw savings deposits from small communities
hundreds of miles away.

These savings deposits are of vital importance to the entire com-
inercial banking system, and particularly to the smaller community
bank. On December 31, 1900, time deposits constituted 32.0 percent
of all deposits in all insured commercial banks and 88.5 percent in
insured commercial banks with deposits of under $10 million. The
sayings deposit is, therefore, particularly important to the smaller
commercial banks with assets under $10 million, which constitute
82 percent of all commercial banks in the Nation. In the country
banks with assets of only $1 or $2 million, this percentage is fre-
quently much higher than'the 38.5-percent average.

Since the nonmetropolitan banks rely more heavily upon savings
deposits for their lending and investment activities than do the metro-
po1itan banks, the loss of these deposits is especially injurious to them.
When the community banker does not have savings deposits, his abil-
ity to serve the many and varied credit needs of his community is
impaired. If you do not have the funds, you cannot make loans.

ITe community bank operating outside the metropolitan centers is
very likely to have in its note case more loans which are made in the
starting of a business or to expand, or to add machinery, or perhaps
fixtures or a new building, as well as those for working capital pur-
poses. The banker makes such loans from available savings deposits
which because of their stability traditionally encourage tWis type of
loan.

The virtual tax exemption accorded the mutual institutions not
only limits the ability of the banker to serve the community but it also
impedes balanced economic growth. Our citizens have tUe right to
expect that we will serve all their economic needs: a home mortgage,
home improvement loan, commercial loan, consumer loan or other
installment loan, term loan to a smaller business, construction loan
automobile loan or in fact, any type of loan which the people and
the community need. It is our job and our duty to be a source of credit
for every person and for every aspect of community life.

However, in order to promote vigorous growth in every area of
the community's economy, the banks must obtain sufficient funds to be
able to channel credit into those areas which need it the most at the
particular time.

This can be assured only when competition for savings money.is on
a more equitable basis.
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CONCLUSION

In considering the question of an appropriate bad debt reserve for
Inutual savings banks and savings and loan associations, sight is too
often lost of one very important factor, and I direct your attention
to it. It is this: operating under the umbrella of the existing 12-per-
cent formula, these institutions over the last 10 years have been able
to accrue vast dollar reserves bearing no relation whatever to their
actual loss experience, which, in fact, has been negligible.

The competitive importance of these reserves to the loan associa-
t ions has been made clear in the remarks of Dr. Husband, General
Manager of the Federal Savings and Loan Insurance Corporation:

Everybody believes In having a healthy reserve position, but all too ofton
something seems to stand in the way. Either the reserves are used to absorb
losses or real estate sold or rapid growth makes the goal difficult to achieve. Ad.
nutting the Influence of both these factors, It may be sald in all frankness that
the rate of dividendIs paid on savings IN probably th chief barrier. Proud of
their tradition of paying a higher rate, many savings and loan associations have
hold fast to the practice.

Analyzing the value of a strong reserve position, there Is a tendency to recog.
nize its use only for purposes of absorbing losses. Without minimizing In any
way the Importance of this particular benefit, there is leed to recognize the car-
rying power which largo reserves give to current operations. Providing a source
of free capital, reserves may well be a factor of great marginal significance In
the competitive struggle which Is now going on and which will Intensify In the
days ahead. There are Institutions today whose reserves earn enough to pay all
operating expenses-a comforting advantage of no means proportion. (Federal
Home Loan Bank Board Digest, January 1001, p. 0.)

At tile present time these reserves bear no relation to the loss expe-
rience of the mutual institutions. According to the Treasury Depart-
ment Report of J'uly 1901 the reserves of the mutual savings banks are
24 percent of uninsured loans and the reserves of the savings and loan
associations are 9.4 percent of their uninsured loans. By way of eorn-
parison, the average commercial bank is allowed a bad debt reserve of
approximately 2.4 percent of uninsured loans.

Have said the losses of savings of savings and loan associations are
negligible and I base this on the testimony of E. Norman Strunk,
executive vice president of the U.S. Savings & Loan League, in tile
hearings before the Treasury Department's Inter-Agency Comimittee
in May 1901. Mr. Strunk tetified that losses have been "very nominal
in the last 20 years" and also there have been "virtually no losses in the
last 15 years." At another point, it was stated that there has been "an
unusually long period of low real estate foreclosure experience."

In the light of these statements, what possible justifleation exists
for exempting 00 percent of the income of the loan associations from
income tax?

We can find no reason based in experience-and we seriously doubt
if anyone can-for permitting the savings banks and savings and loan
awociations to be taxed as if they earneN.a dollar containing less than
100 cents, when no other financial institution, no business, and no
person is accorded any such tax bonanza.

What is so unique about these institutions that everyone else in the
country, down to the smallest wage earner, should have to pay more
tax than he otherwise would, because this great $125 billion industry
resists as strenuously as it possibly can the payment of its proportion-
ate share of the national tax bill. -#
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These institutions should be given an annual deduction for a bad
(lebt reserve based upon their actual loss experience. But, there is no
justification whatever for the unfair tax preference shown in I.R.
10650.

(The appendixes referred to follow:)

APPmNDIX A

JUSTICE? ....-
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1960 - COMPARISON OF OPERATING RESULTS OF .COMMER

NO. lesource Orals Orals Not o . '
*I ToNI Average Orowth Operating Inc. as Incomo , Tom to Dividnk

BMlW Itesorees Sile 160.'5 Income ol ar* .a . . Net Inc. Pi'
Reore$4 owo

AlaskaAliotioArlzoao
Arkansas
California

Colorado
Connecticut
Delaware
D. of Columbia
Florida
Georgia
Howall
Idaho
Illinois
Indiana
Iowa
Kansas'
Kecntucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mlsslslppl
Vlsorl

Monlano
Nebraska
Nevada
New Hampshire
New Jersey
Now Mexico
Now York
No. Carolina
No. Dakota

Oklahoma
Oregon
Pennsylvania
Rhode Island
So. Carolina
So. Dokofo
Tennessee
Texas
Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming

United Stales

238 2,259,547 9,494 4.5%
9 187.665 20,852 10.6%
9 1,332,087 148,01 11.1%

232 1,351,476 5,825 5.3%
112 26,158.878 233,561 3.4%
162 2,112,903 13,043 3.9%
61 2,579,035 42,279 3.4%
19 776,531 40,870 8.8%
12 1,636,204 136,350 0.9%

304 5,220.379 17,172 3.6%
-363 3,180,466 8,762 5.2%

7 722,401 103,200 93.8%
32 694.532 21,704 2.0%

960 18,768,382 19.550 3.1%
437 5,104,475 11,681 3.8
635 3,295.549 5,190 0.4%
583 2,525.097 4,331 3.9%
345 2,473,766 7,170 2.1%
189 3,168,103 16,762 2.6%
42 695,761 16.566 4.6%

132 2,486,788 18,839 4.3%
166 5,975,206 35,995 4.0%
378 9,430,437 24,948 4.4%
679 4,520,389 6.657 2.4%
191 1,427.395 7,473 5.4%
610 6,528,368 10.702 2.5%
119 873,883 7.344 1.4%
392 1,753.492 4.473 0.7%

7 462,201 66,029 9.1%
70 448,257 6,404 9.3%

250 7,709,435 30,838 4.8%
55 749,138 13,621 3.5%"

390 40,971,695 125.568 4.4%
182 3.098,170 17,023 4.6%
153 702.419 4,591 0.5%
584 12,279.262 21,026 4.2%
386 2,867,449 7,429 4.0%
49 2,184,813 44,588 1.8%

691 15,755,784 22,801 3.2%
8 962,023 120,253 4.0%

139 1,105,826 7,956 4.4%
174 794,517 4,566 1.1%
291 3.503,700 12.040 4.6%
990 12,806,270 12,936 .. 3.4%

46 1,047,927 22,781 5.0%
55 440,303 8,006 3.4%

305 3,537.536 11,598 3.0%
85 2,978,652 35.043 2.3%

181 1,410,661 7,794 3.1%
554 4,893,264 8,833 4.0%
55 440,911 8.017 3.0%

13.18 16,310 4 08100Y,4 4'A 3,38,35 i,005 1

I Lnsured commercial banks havin 97% oft reeourxe of all commercial blkt.
Compiled by Committee on Sovlngs& Loan Assoclolloit.
Independent Bankers Assoctlllon. Ralph L. Zoun, Cholrmon.

101.533 4.5% :3 8,0*8 ;O.1 ". 31.9%
10,782 5.7% "241. 1' f84, 38.0%
72,050 5.4% 12,212"- , 43.9%
55,864 4.1% ,,15,45. ,224< 26.8%

1.252,373 4.8% 8;'77 "137.0B2- 39.3%
98,967 4.7% *39. 11,8 5,7,;Sj 36.9%

125.249 4.9% "S.577 ' l 0,94' t 34.7%
36,154 4.7% 167A. . .7.1 46.6%
67,791 4.1% ' C.ll", u 6

1 . 48.6%
230,537 4.4% 58,640. "211, A 36.9%
157,552 5.0% l, 48' ". 30 1 38.9%
34,587 4.8% "'10429, A" 42.0%
33644 4.8% ' 30.4%

752,475 4.0% 2 4 ) .94,7 38.3%
212,597 4.2% 6  ,5 1' " 24" I55.\ 39.9%
141,696 4.3% 41 3 l"t , it" -28.9%
105,146 4.2% S 92. 30.1%
101,178 4.1% .40,129 37.1%
129,275 4.1% 59 1, 038 "36.4%
34,021 4.9% 7*13 ". 0 39.6%

104,748 4.2% 29,$1 12 IO' 41.4%
286,102 4.8% I 1,486 4Y4 .. :41.0%
414.892 4.4% "0674 -34, • 34.0%
209.596 4.6% ,.6u 20.93 .34.5%
63.459 4.4% i4406 ,. ," '30.0%

254.536 3.9% - 2490 , 42.2%

41.265 4.7% 17430.5%74.071 4.2% ,=O '+: +.' 34.7X
23.854 5.2% A, .-' ,42.7%
20,986 4.7% 8 Z,40 142' • 26.3%

330.863 4.3% 44,?69 10 79 28.3%
3S,103 4.7% 1) 39.6%

2,029.303 4.1% *fia,2., .84 40.5%
140,197 4.5% 41,26 1.,7 t 1 38,I%
33,723 4.8% 1052 2 1 9 6j 31.3%

518.154 4.2% "16 ,6 41.9%
120,001 4.2% v4k S , Mi 36.7%
99,761 4.6% i 37.4%

694,521 4.4% 94 110 37.0%
48,349 5.0% 12141.1
5 1.053 4.6% ,. U24, . ,8 ~ 35.6%
38,049 4.8% :5 + 32.8%

148,571 4.2% 4492'..8~9 40.3%
516,781 4.0% 1?0>~ ~4~ 39.1%49,645 4.7% i I'!A4 39.5%
21,259 4.8% , f. ,,, 26.1%

161,746 4.6% 47 198 40.4%
143,136 48% 144. , l2t.*g2 45.5%
59,121 4.2% " ,P '4#'i. 40.0%

195.439 4.0% 5#,07 1 ( % p " 28.7%
19.599 4.4% 6*4 W 'i37.0%

5,903
427

5,018
4,226

96.879
6,301
8.273
4,730
5,579

11,278.
11,320
2,127
2,331

47,482
11,831
9,174
6,648
7,244
6,607
2,269
7.326

26.686
26.737
13,506
4,040

19,351
2.922
5,524
2,203
1,1$8

21,141
1.910

211,786
9,137
2.599

32,718
8,168
6,479

64,74
4,379
3.647
2,375 '
9,419

42,650
4,207

1,149
11,321
9,368
4,114

12.554
1,278
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CIAL BANKS AND SAVINGS AND LOAN ASSOCIATIONS - 1960

Resource Gross Oross Inc. %oNelisome" '" 01Total Average Growth Op-ne F'0, , Tr t d No.e o#@source Size New Oe~o ao '- L Ie ,d i MA.t POWdm
'60.'59 Income lkWe sa ,. .. -'o " NaGie a i

resource , . . + . ...

465.451 11,352
14.423 4,808

282,369 31.374
312,850 6,257

10,752.230 44,067
838,728 16,129
700,289 17,507
31,841 3,980

1,257,127 52,380
3.231,494 29,113
1.077,583 11,87

136,064 19,438
160,266 17,807

6,678,968 14,363
1,799,755 10,525

777,884 9,724
826,144 8,606
804,260 9,139
942,500 10,959
101,183 4,047

1,308,052 15,210
2,004,782 11.588
1,841,572 27,082
1.483,759 24,729
282,257 8,302

1,750,922 13,896
125,872 8,99
394,823 10,390
53,667 13,417
160,743 7.654

2,686,745 11,385
172,987 8,237

4,754,306 22,748
1.349,061 8.328

196,745 16.395
6,146,774 13,276
721,151 13,355
466,004 17,923

3,530,818 7,418
264,751 29,417
638,630 9,123
82,653 6,358
743,103 14,021

2,508,872 10,768
334,672 22,311
44,458 5,557

685,409 12,693
1,275,956 20,580
219,173 7,306

1,749,263 12,148
77 tiA 7 719

15.6%
19.21
16.9%
16.3%
18.3%
14.7%
9.2%
7.4%

10.9%
14.5%
10.8%
17.5%
8.7%

11.2%
11.3%
14.1%
13.6%
14.2%
10.3%
12.0%
5.6%
6.5%

12.5%
12.3%
13.4%
12.8%
6.7%
18.4%
15.71

10.8%
11.5%
14.3%
11.4%
14.7n
14.7%
9.6%

12.5%
16.3%
11.2%

7.1%
11.4%
15.0%
15.5%
17.0
10.0%

4.2%
16.5%
10.7%
16.7%
9.3%

IA IN

25,524
911

16,379
15.619

641,420
45,837
33,589

1,592
62,308
177,711
57,832
8,065
8,199

341,278
91.399
37,842
41,769
40,751
49.550

4,839
65.992
90,836
92,285
73.867
14,447
91,705
6,340
18.673
3,143
7,730

127,430
9,046

225,525
68,260
9.836

316.034
36,930
24,617

173,148
12,367
32,361
4,037
38.034

129,365
18,833
2,152
34,277
65,297
11,226
87,017
1 7AA

5.5% 944 1 0.00!
6.3% . 578 Non
5.8% . 10,64 ' 0,061
5.0% 1.,:44 -1 i9 0.151
6.01 488,704 '1044 ' 0.211
5.5% ~3,6 4 06
4.8% 111 ,419 41 0.03%
5.0% , . None None
5.0% .47597 No. 4 None
5.5% 11t,2t - : 0.02%
5.4% 44,90" 43 0.101
5.9% %: ",921 .Non,' None

.None

5.1% 1 0.53%
5.1% 4. , .: . 0.20%
4.9% 248 .,\ 0.007
5.1% " ,f4 -, 71- j. 0.22%
.1% .3,5 0.12%

5.3% , ,U 4 ~0.37%
4.8% i: 3,582_ ' b .+. 2.43%
5.0% V9*7 5 0.07%
4,5% ' 49,9k ot 0.14%
5.o0 y ... , Z4 0.031
5.0O% ~~5,t 1 009%
.o% .,I,,' 0:03%

5.2% ... l I q 0.01%
5.0% >,9" ot' None
4.7% '471> iR 0.12%
5.9% j.Z2 i4* 197%

4.8% -,S.0 1'" 0.54.7% P-A0 0i.+: x+ .1 . 0.0211

5.2 n ." .\.". , 0.04%
4.7% ~'~I2l 2~ 0.14%
5.1% .,$4, $. .,0101
5.0% &' 04:9:: , 0.03%
5.1% E40. 6-0 ' 984" 0.40%

5.3% , ' ' None

4.7% + ,07O :' Non.' + None
5.1% +,13,. 4i . 0.34%
4,.9% > '1#.1 -- :, ., 003%

5.2% 0 ,., .38%
5.6% .-. "z,4* '.7 1 0.55%
4.8% "'"18z",.I0.0%

5.0% 53~. 2. 0.11%
5,1% :1 4A),l -1--.: ,, 40 ?-3:: 0,34%

5.0 ,,. 6- .. 0 .,:.: . . 02.,,

4.9% -*+0+ .. '' 6
.'

? 0.20%

15.169
399

8,1739,995
364,928
27,332
19,647

927
39,965

103.292
34,772
3,934
5,196

205,725
56,302
24,444
25,837
27,215
30,949
3,036

41,691
58,337
$3,097
48,514

9,246
55,939
3,$26
12,362

1,677
4,792

79,854
5,853

138,276
43,172
5,756

194,220
23,526
14,129

105,571
7,929
20,456
2,504

23,991
80,838
9.870
1.302

21,782
41,385
6,806

54,848
2,392

41 - Alabama
3 Alaska
9 Arizona

50' Arkansas
244 California
52 Colorado
40 Connecticut
8 Delaware
24 D. of Columbia
Ill Florida
93 Georgia
7 Hawaii
9 Idaho

465 Illinois
171 Indiana
80 Iowa
96 Kansas
88 Kenlucky
86 toulslano
25 Malne
86 Maryland
173 Massachusetts
68 Michigan
60 Mnnesota
34 MississippI
126 Missouri
14 Montano
38 Nebraska
4 Nevada

21 New HompshIre
236 New Jersey

21 New Memco
209 New York
162 No. Carolina

12 Norlh Dakota
463 Ohio
54 Oklahoma
26 Oregon

476 Pennsylvania
9 Rhode Island
70 So. Carolina
13 South Dakota
53 Tennessee

233 Texas
15 Utah
8 Vermont

54 Virginia.
62 Wohington
30 West Virginia

144 Wisconsin
10 Wyoming

United States

I Members of Home Lon Bank System having 91% of resources of all Federal and late Savlp and Loan Aaaoclatla,

* Less than $00.
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APPENDIX 1

fIn millions of dollars

institutio and city

I. Southern Fede-ral Savings & Loan Association, Pine Bluff,
Ark .....................................................

National flank of Commerce, Piue Bluff, Ark .........
2. West Coast Ravings & Loan Association, Saeramento,

Calif ....................................................
Merchants National Bank, Sacramento, Calif .............

3. Colorado Frderal Savings & Loan Associatlon, Denver,
Colo., and Guardian Savlnvs & Loan Assoclatlon, Den.
ver, Colo ...............................................

Colorado State. flank, Denver, Col..............
4. Kankake.v Federal Savings & Loan Association, Kanka.

City nationall fank, Kankakee, I................
5. Munie Federal Savings & Loan Amsociatlon, Munle, End

Merchants Trnest Co., Muncie, Ind ...............
6,. i'erpr-tual Savings & Loan Assolatlon, Cedar Rapids,

Iowa ............................ ....
Oiuaranty flank & Trust Co., Crdar Rapids, owa...
First Federal Savings & Loan Aseociation of Lexington,

ton, Ky ...............................................
Central flank of Lexington, Ky ..................
Second National flank & Trust Co. of Lexington, Ky ......
First Federal Savings & Loan Asctciatfon of Frankfort,

Ky .....................................................
State National Bank of Frankfort, Ky ..................

9. Lafayette Building Association, Lafayette, La ...........
lome. Building & Loan As.ociation, Lafayette, La .......

First National Bank of Lafayette, La ......................
10. lien Frtinklin Federal Savings & Loan Association, St. I

Paul, Mlnn .............................................
Northern Federal Savings & Loan Association, St. Pa il,

Mirn ...........................................
Commercial State flank, St. P'aul, MInn .............. 
First Grand Avenue State flank, St. Paul, Minn ...........

W1. OmIdental Building & Loan A.wx-:iation, Omaha, Nehr...
Commercial Savings & Loan Association, Omaha, Nebr. -
North Side Bank, Omaha, Nehr ..........................
Packers National flank, Omaha, Nebr ..............

12. Chaves County Savings & Loan Association, Rosweil,
N. M-x .................................................

Roswell State Bank, Roswell N. Mex ....................
First National Bank, Roswell, N. Me ....................

13. First Federal Savines & Loan Asocation and Hancock
Sa'rins & Loan Co., Findlay, Ohio ..............

Ohio Bank and Savinis Co., Findlay, Ohio .......
!1. Pioner Feleral Savings & Loan Atyoiation, Baker Ores.

First Federal Savings & LJoan Asyocatlon, The Dalles,'
Or ....................................................

'alley National Bank, Milton-Freewatar, Oreg .......
I.I. First Fedferal Savings & Loan Asodiation and William.i-

m, rt Fk-eral Savin~s & Loan Association, Williamsport,
Pa ... .... ...........................................

Savings Institution of Williamss'rt, Wlliamsport, Pa....
16. Home Federal Savings & Loan A&sociation, Knoxville,

Tenn ....................................................
flank of Knoxville, and Tennesee Valley flank, Knox.

ville, Tenn ..............................................
Il. Owlden Federal Building & Loan Association, Ogden,

O.gden Fir.st Federal Savinis & Loan As. odatlon, Ogde.n,
Utah ....................................................

flank f Utah. Ogden, Utah ...............................
rnom rei f evrfty Bank, Ogden, Utah ............. ...

13, Firt Federal Savinrs & Loan Asociation, Mltdion, Wii.$
MadLvn Bank & Trnst Co., Madison, WIs4 ...........

1. Oihkosh Savings & Loan Aavxiaton Oshkosh, W6 ......
(Jshkosh 'National Bank, Oshkoah, % L .................

A s.wts up of A stq nq of percentt of
June 30, 1931 Juno 30, 19.1/ growth
- I1

8,717.8

19.0

16.4
15.0

2.5. 023.1
18.916.9

10.6
12.8
6.9

6.7

8.8

3.2
.2

10.7
7.0

23.31

10.7

12.1
16.4
7.9
9.6! .3
9.9

11.5

3.6
6.2

26.6

10.,10. 4
2.2 1

1.3
2.6

4.2

31.1

10 11

P. 4
7.2

29.4
8.26.2

10,7

19.3
23.1

30.221.3

44.9
18.0

46.3
2.5.6a
29.5
20.0
20.0
13.7

11.6

14.0
9.4

12.0

7.3
7.3

27.9
21.4
31.0

22.6
28,.
20.4
11.6
16.0

13. 1
15.71
0.3

10.1
27.90

15.8
13.3
5.4
2. 12.9

9.3
4. 45'
f.3, 0

20. S
1.5. 1

12.2
42. 111.5
10, 7
23.7
12.4

122.0
32.0

6-55.0
12.0

174.0
20.0

85.0
11.0
,9 8
18.2

89.0
7.0

4 3. 0
36.0

128.0
40.0161.5h

2Wt. 2
32. 7

1101r

119.4
21.3
4.5.r
67.0

I96. 4
32.5
37.1

61.3
.4

28.0

62.0
12.0

94.0
81.06'o

103.0

26.0

102.2

79. 7
% 8
42.4

72.0
117.0
16 0

Mr. ALBo. Mr. Chairman, with your permission. I would like to
insert into the record our rebuttal testimony before the Inter-Agency
Committee inasmuch as I do not believe it will be in the record of the
House proceedings on this, and also a letter dated August 19, 1961.
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directed to Chairman Mills of the Committee on Ways and Means,
following the hearings before the Ways and Means Committee.

The CHAIRMAN. Without objection, the insertion will be made.
(The documents referred to follow:)

INDEPENDENT BANKERS ASSOCIATION

REBUTTAL TO REMARKS OF THE SAVINGS AND LOAN ASSO0IATIONS AND MIUTUAL
SAVINGS BANKS BEFORE THE INTER-AGENCY COMMITTEE

A. TIHE MUTUAL INSTITUTIONS DID NOT PROVIDE THE CANDID TYPE OF TESTIMONY
DEMANDED IN HEARINGS OF THIS NATURE

A reading of the transcript of the presentation of the mutual institutions be.
fore the Inter-Agency Committee shows that a true rebuttal on the facts has
been made virtually impossible. The presentation was characterized by a com-
plete failure to supply concrete facts in those areas where the mutual should
have the facts and where the facts would be of vital importance to the establish-
juent of an appropriate tax formula. The hearings were also marked by a failure
to supply any information upon the effects of the Harrison.Curtis bills on these
operations or to consider any alternatives to them. The transcript does not show
the candid and open type of testimony the Treasury has a right to expect in pro.
ceedings called to assist in preparing important legislation.

Thus, the transcript shows that in connection with the question of the probable
percentage of bad debt losses in any future depression, it would "be ditlicult to
estimate that with precision" (196). It was not known "with precision what
our loan losses were In the thirties according to the Treasury tax foemula" (196).
As a matter of fact, no detailed depression-dollar experience of any kind was
ever supplied, despite the fact their whole case rests upon building a reserve for
some future depression. The mutuals did not think they could make any real
estimate "on the possible percentage of loss on FHA-insured or VA-guaranteed
loans" (179-180).

As to how much it might be necessary to reduce dividends or interest rates
and yet maintain additions to reserves, the transcript shows that this, too, is
a "difficult question to answer with any precision" (183). As to the effect of a
rate reduction on their deposit and share account growth, "it would be varied"
(184). And, despite the fact they resist the Harrison-Curtis bills vigorously,
they purport not to know the effect of the bills upon them (212-214).

Moreover, although Assistant Secretary Surrey repeatedly warned that the
burden was upon these institutions to establish their right to further tax exemp-
tion or to come up with an alternative proposal, no support was given to any
measure other than the existing 12-percent reserve provision (200, 201, 211, 214,
218, 227, et al.).

R. IIE 12-PERCENT BAD-DEBT RESERVE IS EXCESSIVE, BOTH IN THE LIGHT OF PAST
EXPERIENCE AND FOR ANY FUTURE DEPRESSION

The transcript contains no record whatever of the bad-debt dollar loss of the
mutuals. According to Mr. Strunk, executive vice president of the U.S. Savings
& Loan League: "I don't know where the records would be to permit you to
go back and study, because our institutions haven't kept records of that kind
that would be needed to make that kind of a determination" (340). This
astounding statement must be measured in the light of the fact that loan associa.
tons have filed Federal tax returns for almost 10 years, this bad-debt reserve
is the one single factor responsible for the virtual tax exemption of these Insti-
tutions and for their vast growth due to their ability to pay higher rates than
oher institutions, and the almost certain knowledge this entire area of tax law
must eventually be subject to review by the Treasury Department and the Con-
gress. In the light of these facts, this statement Is incredible.

1. There has been virtually no bad-debt losses of mutual in recent years

Although exact data is not provided, general statements in transcript indicate
bad-debt losses of the mnituals have been insignificaut for a substantial period of
time. Mr. Strunk says losses have been "very nominal in the last 20 years"
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(322) and there have been "virtually no losses in the last 15 years" (347). At
another point, it Is stated that there has been "an unusually long period of low
real estate foreclosure experience" (248).

Certainly, this is borne out by facts available elsewhere. In the period
1955-59, inclusive, member savings and loan associations allocated an average
of $435 million in tax-free income to reserves; during the same period, the actual
charges against these reserves averaged under $4 million per year. This means
that their actual loss experience charged against reserves-bad debt and from
other sources-was less than 1 percent of the amount allocated.

These reserves. under existing law have no relationship to their bad.debt ex.
perlence. At the present time, the reserves of mutual savings banks are 22
percent of risk assets and, under the 12-percent formula, that reserve can be
built to 281/2 percent of risk assets. For the savings and loans, the reserves
constitute 9 percent of risk assets and can be built as high as 18 percent (25).
By way of comparison, the average commercial bank Is allowed a bad-debt re-
serve of approximately 2.4 percent of risk assets.

This difference cannot be Justified by the different natures of the two types
of institutions. The bad-debt losses of savings and loans, for example, are not
completely unrelated to those of commercial banks. According to Mr. Struck,
speaking of the 20-year period upon which commercial banks are permitted to
base their bad-debt formula: "Our average annual losses apparently in that
period are not much different from commercial banks, as I understand what
somebody said the figures are" (821). No such figures have been supplied and,
in fact, we are told elsewhere they do not exist.

The transcript does show that the loss experience of both a small commercial
bank and one stock savings bank, which performs essentially the same functions
as the mutual savings banks, has been virtually ill (62, 65, 109).
2. Depression experience in the 1930's will not support continuance of the

12-percent reserve provision
Since there is no basis whatever in the actual loss experience of the mutuftls

going back over a period of 20 or 25 years to justify the vast amouht (if
reserves they have built up, the mutuals base their argument largely on de-
pression experience in the early 1930's.

The savings and loan associations attempt to justify a 12-percent bad-debt
reserve largely upon a study of the loss experience of mutual savings banks in
Massachusetts between 1Q30 and 1945. This study was made by Professor
Lintner of Harvard University and the results of it appear in his book, "Mutual
Savings Banks in the Savings and Mortgage Markets" (1948). Professor
Lintner reported a 17.4-percent loss on average mortgage portfolio by those
Massachusetts institutions in those years.

This loss figure does not support the present 12-percent reserve provision.
The 17.4-percent loss figure is an aggregate loss figure for the full 15-year period
involved. On an annual basis, the loss rate would be 1.10 percent.

Moreover, Professor Lintner's recommendation of a maximum mortgage
evaluation reserve was:
"* * * the maximum mortgage evaluation reserve which would be required

over another depression might be on the order of 5 percent to 8 percent of
outstanding uninsured portfolios" (at p. 811).
It is important to recognize also that this recommended reserve is based on

uninsured portfolios. It Is also important to compare this data with com-
mnercial banks loss experience of approximately 15 percent during only 3 years
of the depression period, according to Mr. Greensides of the FDIC (297).

If depression experience of the 1930's was a completely valid comparison,
it would show injury to all segments of the banking business. Economic injury
is not limited to one type of institution or to one type of loan. If the 2.4-
percent reserve of risk assets of commercial banks today is adequate to see
them through any period of financial depression, why are the mutual insti-
tutions so different that they need a reserve on risk assets of between four
and nine times greater. A depression is not that selective.

3. The economic setting today provides more safeguards against depression
than that which preceded the depression of the 1930's

The depression experience is not a sound measure of any future depression
experience, because the facts today are just not comparable to those of the
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1930's. Moreover safeguards exist today, which did not exist in the 1930"s,
to soften the impact of any future depression.

(1) FHA-insured and VA-guaranteed mortgages.
(2) Mortgage protection insurance.
(3) Amortization mortgages.
(4) Bank deposits and loan association share accounts not frozen be.

cause of Federal deposit insurance and Federal savings and loan Insurance.
(5) Unemployment compensation.
(6) The Government will participate actively to prime the economy

and provide welfare in a manner not even contemplated 30 years ago.
(7) Bank assets are not as committed to loans in connection with stock

market speculation. According to the Schweiger & McGee study, "Chicago
Banking" (1961) : "By 1929, many of these banks [in Illinois] were heavily
involved in the stock market speculation of the time. As of June 1929,
State-chartered commercial banks in Illinois, as a group, had more than
30 percent of assets in loans with securities as collateral. As a group,
national banks in Illinois were somewhat more restrained with only 20
percent of assets of this type of loan."

In contrast, tit the end of March 1901, loans to New York Stock Exchange
firms secured by other than U.S. Government obligations totaled $3.6 billion
a nd loans to brokers and dealers on the same security totaled $1.9 billion,
or a total of $5.5 billion against total commercial bank assets of $246 billion.

(8) Bank regulation is more effective. "The banking collapse in the
early 1930's again was in large part the result of insufficient regulation
and control of banks." (Kent, "Money and Banking" (1947)), quoted in
Senate Relort 196, 86th Congress, 1st session. Banks cannot be said to
b lnderregulated now.

The depression experience of the 1930's not only does not support a 12-
percent reserve, but any future losses will not even be as large due to
the various safeguards existing today.

Moreover, it is worthy of mention that in New York State, where mutual
savings banks are strongest, these institutions actually increased their
deposits between 1930 and 1935 by 8 percent.

C. TIlE TAXATION OF THE MUTUALS WOULD NOT PrT A COMPLETE STOP TO THEIR
GROWTH

Effective taxation (of the mutuals would affect their Interest and dividend
rate by about one-quarter of 1 percent, and, in return, the Federal Government
would receive additional tax revenue of about $300 million per year.

According to their testimony, a one-quarter percent reduction in rate would
make it "Impossible to maintain the housing and remain solvent." (328) : "under
most circumstances. put a complete stop to their growth." (177): and would
ahnwlst cause "a crisis in the home mortgage market." (269).

Of course, the one-quarter percent would do none of these. The.e unsupported
statements can be intended only to confuse. At the present time, the tran-
script shows the spread in interest rates favors the mutual by about P;,.
ercent. The average commercial bank rate on time deposits i; 2.56 percent

and the average rate of the savings and loans is 4.02 percent M2S-.). A reduc-
tion of one-quarter percent would still leave a spread of 11 percent.

D. A 12-PERCENT RESERVE 18 NOT REQUIRED, DUE TO ASSERTED HIGHER PERCENTAGE
LOAN PRACTICES

The argument has also ten made in transcript that large reserves are
necessary because "many of the savings and loans are making loans up to 90 per-
cent of value for 25 years." (298). Despite the assertion. In actual fact. only a
very small amount of these loans have been made.

Authority was given Federal savings and loan asociatlons in October lt5S.'
to make conventional home loans In excess of 80 percent of the appraised
value of the property. Between Octoer 195S and the end of June 19,0. th
total of all these loans amounted to only $146 million.

Moreover. quoting from the report of the Operating Analysis Division <4
the Federal Rome Loan Bank Board:

"When viewed in relation to all new loans granted by these institution. In
the first half of 1960. the higher percentage mortgages comprised only 1.5 per-ent
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of the $2.0 billion made for the construction and purchase of new and existing
hollies."

Furthermore, relevant data fails to disclose any trend toward substantial
increases In these types of loans. Such loans totaled only $39.5 million In the
first half of 1960, as against $38.6 million in the first half of 1959, or an increase
of 2.4 percent. A comparison of the second quarter of 190 with the second
quarter of 1959 shows a decrease in such loans of 5.9 percent.

Accordingly, the impact of these 90-percent loans on the reserves of the loan
associations is literally Insignificant.

One loan association spokesman also stated: "* * * In the last depression,
I can remember the loans that we made which were 10- and 12-year loans and they
were for 65 percent of the property. Now the great bulk of our loans are over
75 percent," (345). This experience is atypical. At the end of 1959, according
to reports of the Federal Home Loan Bank Board, the ratio of loans to purchase
price for all Insured savings and loan associations was ($6. percent.

E. THE MUTUAL INSTITUTIONS PAY A VERY SMALL FRACTION OF TIHE INCOME TAX
PAID BY COMMERCIAL BANKS

In transcript, the mutual revive their "generation" argument, I.e., that they
generate more Income tax per $1,000 of assets than do commercial banks (298).
This argument Is an old and weary one, based on a false premise and repudiated
many times. Nevertheless, It has to be answered, for otherwise, by repetition
alone, It might, in time, gain acceptance.

Since table A, which Is referred to on page 249 of the transcript and which
contains their computations, has not been made a part of the record, other (ata
will be used for rebuttal. In either event, regardless of the year used, the
argument and the rebuttal to It are the same.

flow do the mutuals support their argument that they generate more income
tax than commercial banks.

(1) Find the Federal Income tax paid by the assolations and by the com-
mercial banks.

(2) Find the estimated Federal Income tax paid by the shareholders of loan
associations on dividend payments to them and by time depositors and stsok-
holders on interest and dividends paid by commercial banks, assuming a 21).
percent tax bracket in each case.

(3) In each case, total the actual and estimated tax paid (paragraph (1) plus
paragraph (2) above) and apply the resulting figure against the assets of the
association and of the commercial banks.

Data for 1958 the year ordinarily cited by the associations to support this
argument, show that the total of the Federal iWome taxes paid by the loan as-
.,ciations and the estimated amount paid by their shareholders was $T,02

per $1,000 of assets. The Federal Income tax raid by the commercial binks and
the estimated amounts paid by their savings depositors and Wrt:kholderm was
$4.7 per $1,6W of assets.

Does this mean that the United States "realizes more Income tax" from loan
associatlons than from commercial Institutions? No, of course, It d -sn't-if
total tax dollars is to be the test.

From the standpoint of total tax dollars involved, 19560 data reveals that Ifoan
associations actually plaid Federal income tax of $5.07 million -ad ifnured crm-
merc al Institutions paid $77 million in that year. If the etmated tax rald
by shareholder of loan associations is to be taken Into actyunt land this pro-
(vlure Is not sound in determining the tax p-aid by an Institution itself), It
would amount to 201.9 million as against the estimated Federal ioo.norm tax
Iaid by sarings depositors and stockholders f i insured commercial ifrtitutions
, M4.6 million. The total tax paid, both actual and estimated, would W!
t209 million for loan awclations and $1,4.P, million for exommere.al in-
stltution.

The argument cannot te ased, therefore, uWm a comnorlmon of tax paid dir"-tly
by the respeetve types of institution3, or even by cemrarlng th* estimated tAx
dollars paid by depo.ltors and sharholders; it c*n only t* made by totaling
a-tual payment and estimated payment and then relatlng this ttal to a~etw..
This type of computation would be relevant if tax,. were ". m ( aix e. An
Ine tax, however, is a tax on incemnn wA on asts.

It should be noted that the mutual Institntione' formula of r'4atir g taxes
Im'd to the &.zwts of the paying IWtIutiuo even falls down if data ftr the yoar
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195, 1, ii od lintead of 191A. In 195,. commercial banks pald $6.,S2 In Federatl
ilnone tax per $1.000 of assets and loan associations Inil $5.62 per $1.00 of
assets. In terms of dollars. the combined actual and estimated inome tax
paid by lona associations was $290.1 million, whereas commercial Institutiong
would have paid $1.6 billion.

However, nil of these considerations are academic; this method of computin-
tax pald is unsound In the first place. The tax paid by an Institution does not
include the estimated tax paid by a person on the institution's payments of
Interest or dlivilends to him. By this line of reasoning, one could add the tax
paid by a second person on payments of that same amount by the first person-
ad infinitum-until the tax was several times the amount of original distribution
Itself.

F. Till: TAX-FREE RESERVES OF LOAN ASSOCIATIONS ARE NOT OF GREAT VALUE IN THEIR
COMPETITION WITIh OTIER INSTITUTIONS

Thru-hout the trnnscript, reference Is made to the fact that reserves are set
aside and sirve the sole purpose of providing a cushion against possible losses.
At one pAint, one speaker explains the purpose of this deduction from income in
these words: "It is for bad-debt losses, on Investment losses, on real estate, and
whatever losses you may incur" (301).

However. as the same speaker has candidly stated In remarks to loan associa-
tions themselves, elsewhere, "without minimizing In any way the importance of
this particular benefit." these reserves are a factor of "great marginal significance
in the competitive struggle" because in some institutions these reserves earn
enough to pay "all operating expenses."

"Everybody believes in having a healthy reserve position, but all too often
something seems to stand in the way. Either the reserves are used to absorb
losses on real estate sold or rapid growth makes the goal difficult to achieve.
Admittine the influence of both these factors, it may be said in all frankness that
the rate of dividends paid on savings is probably the chief barrier. Proud of their
tradition of paying a higher rate, many savings and loan associations have hold
fast to the practice.

"Analyzing the value of a strong reserve position, there is a tendency to recog-
nize its use only for purposes of absorbing losses. Without minimizing in any
way the Importance of this particular benefit, there is need to recognize the
carrying power which large reserve give to current operations. Providing a
source of free capital. reserves may well be a factor of great marginal significance
in the competitive struggle which Is now going on and which will intensify the
days ahead. There are institutions today whose reserves earn enough to pay all
operating expenses--a comforting advantage of no mean proportion." Federal
Home Loan Bank Board Digest (January 1961. p. 6).

G. IN THE COURSE OF THE HEARINGS A NUMBER OF STATEMENTS WERE MADE BY THE
MITUAL INSTITUrIONS WHICH REQUIRE CLARIFICATION

1. It has been suggested that savings and loans may soon reach a tax-paying
status. In the period between 1956 and 1959 the reserves of loan associations.
as a percentage of savings capital, increased from 7.94 to S.04 percent.
or an average of 0.033 percent per year. At this rate of growth, the 12-percent
figure provided in section 50.3 of the code would not be reached until after well
over 100 years. or sometime late in the 21st century.

2. The transcript contains references which are designed to make one conclude
that mutual institutions are small institutions serving the small saver. Accord-
ingly. it Is stated that half of savings and loan accounts are less than $900 (245).

However. the savings and loan associations and the mutual savings banks are
not the savings institutions of the small saver: the commercial bank Is. Data
for 1%.59 shows that the average savings account In a commercial bank is $1.0M0
as against $2,072 in a savings and loan and $1,.566 in a mutual savings bank.

The mutual Savings banks also refer to the fact that almost half of their
banks have assets of less than $20 million. However. in comparison, from the
standpoint of deposits. 12,236 commercial banks, or more than 00 percent of
the 13,472 commercial banks In the Nation had deposits of less than $20 million
at the end of 1960. Moreover, the insert following page 31 of the transcript
shows that the average loan association in 1959 wvas larger than the average

• U
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coinitritl bank In 22 States out of 50. Due to their rapid growth, It seems
safe to conclude that the average loan association is larger than the average
commercial bank in a majority of States today.
3. It is asserted that the 12-percent reserve is a "ceiling on the bad debt

reserve additions of savings banks" (140). The thought that reserves may not
be increased under the Harrison-Curtis bills appears through the record. Of
course, it is erroneous. As Mr. Surrey remarked: "Well, you are not prevented
from accumulating reserves. You are asked to pay a tax on this reserve, which
is a different point. * * * From the standpoint of the proponents, the other
banks, they are asking that you not stop accumulating, but that you pay tax on it
like otherS" (210).

4. In transcript, reference Is made to the study of Professors Schwelger and
Mc.ee that:

"Least successful In attracting long-term savings Into local financial instit.u-
tions are areas with unit commercial banks, savings and loan associations, credit
unions, but no mutual savings banks" (23.V). [Emphasis added.]

In the sentence following, which was not quoted, the authors Indicate that
these funds are inot lost to the economy, however:

"In these areas, savers put relatively more reserves Into other forms of sav-
lIgs. such as postal savings, savings bonds, and cash."

0. The suggestion was made In transcript that the savings deposit business Is
not profitable to commercial banks. However, several studies of this quleston
have been made, whih have Indicated that the average return on prudently man-
aged savings dollars has approximated 1 percent. These studies have been made
by several organizations. There was the 1957 study of the New York State
Bankers Association and the Country Bank Operations Commission of the
American Bankers Association. A few years earlier the Kansas Bankers Asso-
ciation undertook a similar study. If you wish to go beyond that, there is the
1951 ABA countrywide survey of over 2,000 smaller banks. That study also
showed that the profits ranged from 0.8 percent to 1.5 and averaged 1.1 percent.
When we consider that net profit of a commercial bank typically averages less
than 1 percent on deposits, we can see that there is little basis for the contention
that the savings deposit business is inherently unprofitable.

CONCLUSION

As Mr. Wallace asked at the hearing: "But now, however, you have got bil-
lion dollar institutions and a hundred-billion-dollar industry * * * (flow) can
you justify a special tax treatment for a business enterprise of this size?"
(3512-353). This Is a question that commercial bankers have been asking them-
selves for years. There Is absolutely no Justification for the tax discrimination
between the commercial banks and the mutual institutions with which they
compete.

As mentioned previously, in about half of the States, the savings and loan is
larger than the commercial bank (31). It earns more income on its resources
(ibid). It is growing faster than the commercial Institutions by almost four
times (ibid). The commercial banks serve the small savers, because average
savings accounts in commercial banks are half those of the savings and loan
and two-thirds those of savings banks. Why should these larger, more profit-
able mutuals serving the larger saver be tax exempt when the smaller com-
mercial banks pay taxes at the full corporate rates? Why, of all the major
financial institutions, should the savings and loans and the mutual savings
banks be exempt from Federal taxation?

Who can deny that housing Is important to the national economy, but it is
nonetheless only one sector of that economy. Money is needed to support all
the needs of all phases of the economy, not just one alone.

Moreover, although the loan associations speak as if they alone financed hous-
ing, in actual fact, the large majority--60 percent of housing Itself-Is financed
by nonsavings and loan institutions, and this does not take into account the
amount of money which commercial banks lend on projects incident to the house
itself and furnishings and equipment to make it habitable.

As Mr. Freeman pointed out (M4), the banks provided $18 billion of loans for
schools, streets, sewers, and lighting; $6 billion for home furnishings, home im-
provement, and modernization; and $5 billion for the construction and real
estate industries. Where the need exists, the commercial banking institutions
will provide the funds.
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To speak of home financing as a matter of "overriding importance" (252) to
the economy is to overstate the proposition out of all true proportion. Banks
have no "bias against residential mortgages" (274), as charged. Banks do
have a bias for supplying the credit needs of the entire economy.

The importance of the time deposit to the commercial bank should not be
underestimated. Time deposits are of vital importance to commercial banking
institutions, and particularly to the small commercial bank. The transcript
states that demand deposits constitute 70 percent of the deposits of commer-
cial banks and that only "30 percent of the money costs the banks either in-
terest to savings depositors or dividends to stockholders" (262).

In actual fact, on June 10, 1959, time deposits constituted 36 percent of all
deposits of individuals, partnerships, and corporations in the Nation's 13,097
insured commercial banks. However, on that same date, time deposits coh]-
stituted 41.5 percent of all these deposits in the 10,687 insured commercial
banks with deposits of less than $10 million. On June 15, 1060, time deposits
were 47.1 percent of all deposits of individuals, partnerships, and corporations
of all commercial banks. Accordingly, at the present time, time deposits and
demand deposits in the commercial banking system are of about equal importance
to all banks and, it would seem fair to conclude, time deposits more important
than demand deposits to the smaller commercial bahk. In fact, measuring the
relationship of the two types of deposits in insured banks against the latest
ratio of these deposits for all banks. time deposits constitute about 55 percent of
all deposits of individuals, partnerships and corporations in banks with deposits
under $10 million.

Since the smaller, nonmetropolitan banks rely more heavily upon time deposits
for their lending and investing activities than metropolitan banks, the loss of
their savings deposits to mutual institutions is especially injurious to them.

If the community banker does not have savings deposits, his ability to serve
the credit needs of his community will be impaired.

As Mr. Surrey pointed out to the mutual savings banks and loan associations:
"* * * you alone, of all mutual institutions, say you are not required to pay
taxes" (829). Moreover, again in Mr. Surrey's words, if the 12 percent reserve
were continued: "* * * of all the Institutions in this country, you would be
the only major finaitlal activity free of taxes" (335).

There is no reason whatever for continuing the tax exemption of this hundred-
billion-dollar industry. The mutuals should pay taxes Just like everybody else.

Respectfully submitted.
REED ALBIG,

President, National Bank of MoKeesport, Pa.; President, Independent
Bankers Association.

RALPH L. ZAUX,
Executive Vice President, Gr-afton (IVis.) State Batk; Chairma, Com-

mittee on Savitgs & Loan Associations, Independent Bankers Assocla-
tion.

O Cohn1scl
PAUL D. LOOAMARCIXO,

Attorney, Washington, D.C.; Counsel to Committee on Savings d Loan
Associations, Independent Bankers Association.

MAY 20, 1961.

THE INDEPENDENT BANKERS ASSOCIATION,
McKeesport, Pa., August 19, 1961.

Hon. WILBUR D. MnLs
Chairman of the Committee on Ways and Means,
House of Representatives,
Washington, D.C.

DEAu MR. MruLs: Having had the benefit of listening to the arguments at the
hearings on August 9 and 10 and of talking with bankers about the country since,
then, and having had some time for reflective consideration, I write this to share
with you my thinking about taxing mutual financial institutions.

I suppose it is easy to understand why bankers as lenders are very much
concerned about fiscal responsibility. They want *to see that tax money is
provided to pay currently for increased appropriations for defense. Many
people talk with their bankers about the cost of government, and they too expect
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that provision will be made to pay the cost. Americans are a responsible people
and most bankers share my belief that our citizens manage very capably in plan-
iiing their affairs.

People do expect that loopholes in the tax laws will be closed before any gen-
eral increase in tax rates is imposed. Not many people knew about the tax
exemption of the mutuals before your committee hearings but now the word
is getting around pretty fast. The most often heard reaction Is "How come?"
Taxpayers expect everyone to carry his share.

The arguments over taxing mutual financial associations and the effects of
doing so have been voluminously presented. I will not go all over them again.
Three arguments seem to stand out above all the others:

1. If the mutuals deduct all of the cost of the tax from the interest now paid
to their customers it would effect a reduction of from 2/ to % percent.

Comment: Whether they deduct all of the tax cost from their customers
or absorb some or all of it will be a decision largely influenced by compe-
tition and their own good business Judgment.

2. A reduction of A to 1h percent will cause a slowdown In the flow of money
to them.

Comment: Perhaps so, but they will retain a considerable advantage in
the spread between the return they pay as compared to bank savings ac-
counts and other forms of savings. We would anticipate that there may
be some shifting from savings and loan associations to mutual savings banks
because of greater assurance of availability, and we hope there will be some
flow into the commercial banks. We in the community banks especially
require these deposits In order that we can continue to do the Job we are
expected to do in providing needed flexibility to serve the financial require-
ments of the community.

3. The money available for mortgages will dry up.
Comment: Money is and will be available from banks, pension funds,

Insurance companies, and private citizens. The savings and loans have
come into a dmoinant position in the residential mortgage field over the
past 10 years because of the amount of their available funds and the result-
ing urge to find investment combined with broader lending powers. The
banks, both commercial and mutual savings banks, have tried to meet this
challenge by emphasis on FHA and VA loans which may be made for a
higher percentage of appraisal. Insurance companies, too, have made FHA
and VA loans. And now, any citizen may become an insured holder of FHA
mortgages. To the extent that savings money moves from savings aind loans
into mutual savings banks and commercial banks it will still be available
for mortgages including FHA and VA. I would remind you that there is
no statutory limitation on the amount of FHA and VA loans which may be
owned by national banks and most State banks as well. Pension funds and
private citizens may be reasonably expected to hold mortgages in increasing
amounts.

As to the proposed tax, I have these thoughts:
1. It is not difficult of administration as is for example the withholding

tax.
2. It will produce substantial revenue.
3. Treasury is well qualified and informed to establish a formula.
4. The contention that large segments of the business community are per.

united to compete under the protection of a tax umbrella will be quieted.
We presume to believe that because we represent leadership of a large and

important segment of the financial life of our country that you and your col-
leagues respect our views. We are aware not only of the responsibility which
we have been chosen to assume but we regard equally the task and responsibility
which is yours. Admittedly, a proponent of this tax proposal, unwelcome as
it may be to those affected by it, I have written thus to you from a desire to be
helpful in that I can reflect to you what I am hearing, which things I am inter-
preting within the limits of my capacities.

Warm personal regards.Sincerely, REED I. ALtrG, Pre8ident.
The CHAnMAN. Have you concludedI
Mr. ArBuo. Yes.
The CH.&inAi. Senator Douglas?

8210-62-pt. 4-6
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Senator DOTJoLA. No questions.
The CTAI1TMAN. Senator Williams?
Senator Bennett?
Senator'BExr-r. I asked my questions.
The CHAIRMAN. Senator Curtis?
Senator CtnTis. I have no questions.
The CHAIRMAN. Thank you very much.
Mr. ALBmo. Thank you, sir.
The Ch1AIM A. The next witness is Mr. Frank P. Lindsey, Jr., ot

behalf of the Georgia Bankers Association.
Please proceed, Mr. Lindsey.

STATEMENT OF FRANK P. LINDSEY, JR., ON BEHALF OF THE
GEORGIA BANKERS ASSOCIATION

Mir. i-.is)EY. Mr. Chairman, members of the committee, as the
executive vice president of the 6 eorgia Bankers Association, I would
like to submit a statement on behalf of the, Georgia Bankers Associa-
tion. The Georgia Bankers Association is composed of 374 member
banks. Practically all commercial banks in Georgia are members of
this association.

I would like to restrict my remarks to only two sections of the
Revenue Act, of 1962. The sections to which I refer are section 8 and
section 19 of I.R. 10650. The subject matter contained in sections 8
and 19 of H.R. 10650 have both been used as a basis for resolutions
adopted by the Georgia Bankers Association in annual conventions in
years 1960 and 1961. During each of these years the Georgia Bankers
Association has passed resolutions endorsing the principle of tax
equality between all financial institutions and on the other hand, the
GIBA has adopted resolutions in conventions in both those years in
opposition to mandatory withholding of taxes on interest and
dividends.

Georgia bankers were very much encouraged earlier this year when
they learned of the provisions in the proposed tax bill which was con-
sidered by the Ways and Means Committee of the House of Repre-
sentatives. It appeared from the tentative text that tax equality
between financial instittins would be incorporated in the revenue
measure. We were, therefore, disapp61fited in the final draft of HAR.
10650 when the provisions which were incorporated in the discussion
draft were amended so that mutual thrift institutions will have the
opporttlity to take a deduction for amounts set aside in a loss reserve
on qualifying real property loans based on either of two alternatives.
One of these alternatives allows a deduction of 60 percent of taxable
income of an institution computed without regard for any loss deduc-
tion. In effect this means that the actual tax rate for such mutuals
will be 10 to 20 percent whereas commercialbatiks which are compet-
ing with the mutuals for the saver's dollars will be paying an average
of over 35 percent.

Commercial bankers in Georgia feel that section 8 of the bill should
be amended and strengthened. The provision exempting 60 percent
of the net income from tax on the part of mutual thrift institutions is
comrnlettly unjustifiable and this exemption should be stricken from
the bill. Secretary Dilhon has stated that this change would yield ad-
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(litional millions in taxes eaeb year. Secretary Dillon has also stated
fhat he thought so-called thrift institutions should be made to pay a
tax on about 80 percent of the net operating income.

Information from the combined financial statements of the Federal
Home Loan Bank Board in 1960 indicates that 19 major savings and
loan associations in Atlanta, Ga., having a total net Income of $4,743,-
000 paid a total Federal income tax of only $20,000. This is an
average of $1:053 per institution. From this same source of informa-
tion, it is indicated that five savings and loan associations in Augusta.
Ga., and south Carolina, having a net income in 1960 of $437,000 paid
no Federal income tax that year.

Some months ago President Kennedy in a speech to the American
people said:
I am certain that every American wants to pay his fair share (of taxes) and
not leave the burden of defending freedom entirely on those who bear arms.
For we have mortgaged our very future on this defense-and we cannot fail to
meet the payments.
On April 20 last year, President Kennedy said:
Contrary to the intention of Congress, substantial income from certain coopera-
tive enterprises, reflecting business operations, Is not being taxed to the coopera-
tive organization Itself or its members. This situation mutst be correted in a
manner that is fair and Just to both the cooperatives and competing h4.sinesses.
Members of the Georgia Bankers Association, as evidenced by resolu-
tions of 1960 and 1961, share the President's views in this regard. We
feel that competnig financial institutions should be on the same tax
basis. We believe that tax laws should be equitable between financial
institutions and that if any subsidies are to be granted that they
should not be given by the prostitution of the tax law.

The withholding provision of H.R. 10650 which is contained in
section 19 of the bill is objected to by members of the Georgia Bankers
Association. Members of GBA in annual conventions during 1960
and 1961 passed resolutions in opposition to the retirement that taxes
be withheld from dividends and interest. There has been no change
in the official position of GBA in this regard.

Members of GBA are unanimous in their belief that everyone should
pay his fair share of taxes whether they be individual or corporate.
it would be inconsistent for members of GBA to endorse principals of
tax equality as contained in this bill and on the other hand be opposed
to everyone paying his share of the tax load. We look forward to the
time when the budget will be balanced.

We realize that many taxpayers have avoided the payment of in-
come taxes on receipts from dividends and interest. Memtubers of the
Georgia Bankers Association and members of the American Bankers
Association have cooperated with the Treasury Department for the
past several years by enclosing with monthly statements notices calling
attention to the taxpayer's responsibility 'in reporting income from
dividends and interest. We believe that this campaign has been bene-
ficial bUt that it has not been given sufflient time to prove its value.

It is our belief that the provision for withholding taxes under this
bill is impractical both from the standpoint of individual banks and
taxpayers generally. It is anticipated that if this provision is en-
acted that there will be many difficulties indurred in the areas of sav-
ings accounts, trusts, savings bonds and interest coupons. Due to the
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fact that there is no requirement that the payer of interest or dividends
notify the recipient of the amount of tax withheld, this in itself means
that an unlimited number of errors could occur in reporting amounts
withheld. The individual who receives dividends or interest will have
to calculate on his own what he believes to be the amount withheld.

The additional work which will be required of banks and other
business organizations which pay interest or dividends will be tre-
mendouis. It is suggested that if the withholding provision of this bill
is retained that some minimum limitations be specified to reduce the
number of accounts from which taxes must be withheld on dividends
and interest. A large Atlanta bank has stated that of 44,000 savings
accounts in that bank that they carefully estimate that, 50 percent of
the owners of these accounts would not be in a bracket sufficiently high
I'o Federal income tax purposes.

It has been estimated that if withholding were limited to savings
av.'ounts paying $48 or more of interest, l)ractically all minor ac-
colints and the majority of accounts held by persons of 65 years and
ov*t would be exempt from withholding. By setting the cutoff at
$48, this would almost eliminate the need for exemption certificates
is provided for in this bill. This would result in a reduced amount

of administrative expense to the Treasury Department in handling re-
mittals and certainly would reduce the number of individual reftinds
to taxpayers. This in itself would 1)e a savings to the Government.

As stated previoiisly, the Georgia Bankers Association is opposed to
the withholding provision of this bill. We realize, however, that if
this revenue measure is to be a balanced tax package some additional
rex'nue imist he provided to offset some of the exemptions or credits
also allowed in the bill. If it. is the concensus of the members of this
committee that the withholding provision must be incorporated in the
bill, we believe that certain corrective steps should be taken.
We. respect fully request that the following changes be made and we

believe that they would simplify the administration and the practical
application of implementing this portion of the bill:

1. The requirement for annual filing of exemption certificates
should be abandoned. Banks should be permitted to rely upon such
certificates until revoked by the individual or organization..

2. Pension trust, other tax-exempt organization and individuals not
liable for the payment of income tax should be permitted the same
exemption certificate procedure for individuals and interest.

3. Exemption certificates should be made available for nontaxable
trust I)eneficaries by making bank trustees and nominees the with-
holding agents.

4. In the case of interest coupons on bearer bonds, the first receiving
bank .should withhold the necessary amount of tax from the individ-
ual, but, should remit the coupons for collection at par, retaining the
amount withheld for later transmission to the" Treasury.

5. Banks should be adequately compensated for the additional costs
of withholding.

fl. The effective (late of any withholding provisions should be de-
laved so that, the payers of interest and dividends have at least a year
to adjust their operations to handle withholding

7. That accounts receiving less than $48 anifnially from interest or
dividends not be subject to withholding. I
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This statement is a brief r6sum6 of the collective views of the mem-
bers of the Georgia Bankers Association. The membership of GBA
respectfully request that the opinions expressed in this statement be
taken irfto consideration by members of the committee in their delib-
era tions on the Revenue Act of 1962 (H.R. 10050).

The CHAIRM.AN. Thank you, Mr. Lindsey.
Mr. LINDSEY. Thank you.
The CAIRMA;N. The next witness is Mr. Howard J. Stoddard, Roth

Committee for Tax Equality.
Will you proceed, sir, Mr. Stoddard.

STATEMENT OF HOWARD J. STODDARD, CHAIRMAN OF THE BOARD,
MICHIGAN NATIONAL BANK

Mr. STODDARD. Mr. Chairman and members of the Senate Finance
Committee, my name is Howard J. Stoddard. I am chairman of
the board of the Michigan National Bank, with headquarters in
Lansing, and operating 18 b nkin icsnn 8 outstate Michigan
cities. I am also chairs the Michigan BankW., in Detroit,
operating 12 bankin ces in that city. My tes. Ony is being
given on behalf of e Roth committee, one of the earliertgroups en-
gaged in the str le to achieve tax 4UMc and equality between
competing finanai a institutioiie.

The two ba ks over wbdidi I have executive direction hav total
assets of app oximately$,/800 million, of whiclesome $290 milllpn is
invested in al estate 'mQrtgage, lagely homes, thtt making\our
banks major holders of resident ijvrtgagL.Jn Micligal.

President Kennedy, in his t'Anessage t6 Conkress\on April 0.
1961, reco ended, r~nong o t e -"thinp, the 'or action i.of inequity es
iii the pr nt tax I ws. Onq o the mnost gliulng hasibeen the n-
equality o taxation whichhas bki~td'iietwen eomzercial ban Cs,
savings ba ks, and vings 'd loan awsioiations, as shown by he

li \ ' Feeral

following I ~-year sta ment i)f t~x paymh6fitS (I¢iuill1ions) b~ e\ , I"-., :,2 . t !"a .rea

Insured co imerclal bai'nks -------------------- ----------- $ , 066
Insured in utal savings banks- _ ...... --------- 10
All savings a d loan associate .-------- -------- ------------ 47

The Pr-esiden message, 'hout indicating tli actual additional
Federal revenues s set forth inftI report by the Federal/Treasury
several months ago., which would be received (estimate4,6t $4 16 mil-
lion) covered the situa n as follows:

Some of the most important of private savingn.tm lendIn stitutons
in the country are accorded tax-d le-merv6provisipns, t substan-
tially reduce or eliminate their Federal income tax liabilit,. TUh grovisons
should be reviewed with the aim of assuring nondiscriminatoytreatment.
Remedial legislation in these fields would enlArge the revenue and contribute
to a fair and sound tax structure.

The mutual savings banks and savings and loan associations, with
assets of $125 billion have, since the President's message, kept up a
constant drumfire of opposition to being made subject to just and
equitable taxation. Every argument wlch they have advanced to
preserve their virtual tax-free status has been fully and completely
answered, either by bthking groups or the Treasury Department

BEST AVAILABLE COPY
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Report of Julh 1961 to the House Ways and Means Committee. How-
ever, it is our purpose to analyze the residential mortgage require-
inents of this country, and determine whether or not the claims which
Ihey make ill this regard for a virtual tax-free status are justified on
the grounds of a national economic policy.

One of the last remaining justifications for their continued refusal
to hear their fair share of the national tax burden is an emotional ap-
peal, unsupported by factual evidence. They claim that taxation
would cause a reduction in the interest and dividends which they can
pay to savers, thus curtailing the flow of funds into the residential
mortgage market. This in turn, so they allege, would result in fewer
homes being built, and thus lead to a serious depression in our econ-
oMy. There is substantial evidence that the payment of tax by the
mutual thrift institutions would not sufliciently affect their (iI 'o(lend
payments as to cause any al)l)reciable change in their savings and share
growth. Indeed, the most authoritative analysis of this subject pre-
)ared by the Treasury indicates that the likely effect of the payment of
equitable taxes would be merely to slow the annual increase in the
dividend rates witnessed in recent years. Thus, there could be no
significant dislocation in the flow of funds to the mutual savings
ilns itut ions.

Tihe savingS and loan associations have spent millions of dollars
in advertising-calling attention to the role they play as the major
source of funds for home construction. It is obviois that if com-
mercial banks could treat mortgage income on a tax-free basis, which
in effect is what savings and loans can do, there would be a virtual
Niagara flow of funds into such loans. . However, to claim a position
of public virtue because of a tax subsidy, is sheer sophistry.

Summary of residential mortgage financing for the period of
1950-59: 11.6 million units were built during this period at a cost of.4158 billion. The average cost per unit in 1959 was$13,240. Due to cash

payments , amortization, and despite loans on existing properties, the
increase in the mortgage debt was but 65 percent of construction
expenditures. The debt grew $102 billion, from $45 billion to $147
billion, and was divided as follows:

(Dollars In billions)

Jan. 1, 1050 Jan. 1, 1960
Lender

Amount Percent Amount Percent

Savings and loan associations ................... $11.4 35.4 $52.6 35.4
Mutual savings banks .......................... 8.6 12.4 22.5 15.3
Commercial banks ............................. 8. 7 19.3 20.4 13.8
Life Insurance companies ....................... 8.4 18.7 27.2 18.5
Individual and other ........................... 10.9 24.2 24.3 17.0

Total .................................... 45.0 100.0 147.0 100.0

The above table, which aplies only to residential mortgages, is very
misleading, inasmuch as a home itself is not complete without sewers,
sidewalks, streets, furniture, and household appliances, as well as an
environment of schools and public buildings. If the loans which
the comercial banks made in these areas wet6 added to the above totals,
then the lending of banks for the creation and maintenance of family
dwelling units would doubtless be larger thanthat of any other.
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FORECAST FOR THE PERIOD 160-69

Tliree major studies have recently been maide to estimate the volume
of residential mortgage construct ion and mortgage financing require-
inents for the 1960's. One1 study was by the School of Business of the
University of Michigan; another by the School of Business of the
University of Indiana. The third was by the Federal Housing and
Home Finance Agency.

The Michigan study estimate was 13.7 million units for the 1960
decade; the Indiana stutly 13.5 million, and the I-lousing and Home
Finance Agency 16 million units. The studies indicate that there will
be an adequate supply of mortgage funds forthcoming in the decade
of the 1960's to meet the needs of the anticipated housing demand.
The Housing and Home Finance Agency report, the most detailed
of these studies, indicates that there will be a substantial surplus of

imortg!age funds available. The agency estimates that after the
financing of the 16 million new housing units anticipated for the 1960's
there will still be $21.4 billion supJus-fmils--aiailable to finance
mortgages. This is a considerahlesum of money, anc- atnore than
adequate margin of safety 5wp'eeting the housing demand ,of the
Nation. I

Since 1959 the numberpi'nonfarm housing srthto1ias been below me
Housing and Home F i/jnce Acency, ijnate. Thus,- ie surplus b
funds may well be gre fer than t i 'ency hnticipates,

A further indicati 1n of the jfore tian iadequftte sup5]y of residen-
tial mortgage fund, is the factithpt savings aind-.an aissociat, i)s have
been devoting an i creasing 1propo(iN1isnA41wr f[ding t6 loAns for
purposes other th the purchase or c6tru'tion 6f liopies. i\.s the
Federal Hiome L 11 Bank ,ord ini4ated in its hunitary 1962 re-
lease on mortgage ending a tiv y.,,

The most accelera I gain in nrtgageactivity -during tile openIng ~'-nth of
1962 was reported fo miscellane us lendhfg a patter evident since the summer
of 19060. Loans for variety of \urpose , sch as tfinifiing alterations or refl-
nancing of existing ho es, finance g ap tmei(s or 1an(i devel6pmnt%, et cetera,
together Increased by almost th e ,fths oveJfiiiififify 1161, and comprisedd
one-third of overall lenIng contrasted with 29 per In the previous years.

Thus, it becomes alaront that theitaihgs And loans recogiize the I
slowing rate of growth in the demfid for housing. This'was emplha-
sized in a recent addres, by C. El tU1Od-Knupy, fornier'preslident odf
the United States Saving. - Loan League, w-i said: //

The real, basic housing dean ins been satisfied for the present. .4ou see
the evidence of this in the vacancy r s. the number of realtor listi#ns and the
length of time it takes now for a build $o e ll homes a s copa16 with )-44W
years ago.

The recent action of the Federal Reserve Board in raisin4e
ceiling on the rate of interest which can be paid by commercial banks
to 4 percent will have a tremendous effect upon the residential mort-
gage market. In the first 2 months of 1962, the growth of savings
and time deposits in the commercial banks was more than $4 billion,
as compared with less than $2 billion in the same period for 1961. It
is true that a portion of this growth represented corporate funds
being invested in time certificate, but nevertheless we know that a
large amount of this is true savings deposits, of which the major
portion will be seeking investment in real estate mortgages.
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We now witness the giant commercial banks located in New York
City vigorously organizing departments to make mortgage loans,and investing their savings funds across the country and purchasing
mortgages as far away as California, Texas, and Florida. I note
that the president of te United States Savings & Loan League was
cognizant of this in his recent statement that "com edition from the
commercial banks in the home mortgage market field may be a more
serious threat to associations than the new bank savings rates."

I would like to attempt to answer, at. this point, a question that
was posed by a member of the committee earlier this morning, that
of the growth of time and savings deposits in banks, and how is it that
only $200 million has found its way into residential mortgage
financing?

The answer is very simple. This flow of funds came on suddenly.
came on unexpectedly. Banks had no inkling, prior to the Federal
Reserve raising of the ceiling on interest to 4 percent, as to what
would happen. The flow of funds assumed a proportion that we
have not been accustomed to in many years.

However, between the time you accept the deposits and the time you
put deposits to work there is naturally an interval. During this lag
banks could easily purchase, as many of them did, some tax-exempt
municipal securities. Others used the time to get ready to make
mortgage loans.

I would like to refer to just one case in Michigan. Our own bank
and the largest bank in the State of Michigan together purchased all
of the FLHA- and VA-insured mortgages in Micgan owtied by the
Federal National Mortgage Association, and this month we are taking
delivery on more than $100 million of such mortgages.

The 'reason for doing this is that there are not at the present time
existing in Michigan enough good residential mortgages to meet our
mortatre loan requirements, and this process is being repeated and
multiplied throughout the United States.

Senator B, -xxiwr. What you are telling us is that you are going
into the secondary market rather than the primary market.

Mr. STODDARD. because the loans are not available in the primary
market, we have to move into the secondary market; yes.

Now, Mr. Chairman, I will continue with my prepared statement.
We must also remember that during most of the 1950 decade, the
average rate of return paid to the savers by mutual savings banks
and savings and loan associations was generally 1 percent higher
than that of commercial banks. There are three reasons for this
situation:

First, the Federal Reserve Board imposed a ceiling of 21/ percent,
and finally to 3 percent-of course. it is now 4-which banks could pay
on savings accounts. No such limitation was imposed on Federal
savings and loan associations. a i

Second, as already shown, the mutual savings banks and savings and
loan associations paid Federal income taxes of about 1 percent of
their net income, whereas banks paid 40 percent. Here again I might
say that one of the major reasons for thi, the majority of the banks
in the United States are in the low bracket; and pay at the most 35
percent, which has a tendency to bring the average down for all banks.
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That is the single largest reason for this not being up to the 52 percent;
the other, of course, the tax-exempt income on municipals.

In the year 1960, if the banks had been on the same tax basis as the
savings and loan associations, they could have paid 5 percent to their
savings deposits and still shown the same earnings to their share-
holders.

In theyear 1960 the banks in the United States paid Federal income
taxes of $1,384 million. Had they not paid that tax, they, like savings
and loans, could have paid it to their savings depositors. That stun of
$1.4 billion paid in taxes, added to the $1,785 million which the banks
did pay in interest on their deposits, would have permitted the com-
mercial banks to have paid at least 5 percent on their savings deposits
and still made as much return for their shareholders.

I might also point out at this stage that the banking business is not
a high-profit business. From 1951 to 1960, inclusive, banks' average
annual earnings on capital funds for a 10-year period were but 7.8
percent, almost 50 percent below the average of industrial corpo-
rations.

Of this amount, banks paid out in dividends to shareholders 3.6
percent, and retained the balance to build up a surplus as protection
for the depositors.

The banking business, as such, is not the profitable industry that it
is often regarded when you compare it with other types of industries
in the United States.

Third, mutual savings banks and savings and loan associations, al-
though indicating to the public that their savings were available on
demand, never provided liquidity in their assets to meet heavy with-
drawals. As a matter of fact, on December 31, 1961, the mutual sav-
ings banks had 76 percent of their deposits in long-term mortgages,
and the savings and loan associations 97 percent of their share ac-
counts. Generations of lending experience by banks of deposit have
proven the wisdom of liquidityto meet unexpected withdrawals. The
combined assets of mutual savings banks and savings and loan asso-
clations are almost equal to half those of commercial banks, yet neither
the management of the former nor the governmental supervisors have
urged a policy to establish overall liquidity such as has been done with
commercial banks. It is obvious that an institution must sacrifice
earnings in order to provide liquidity, and yet there has been a great
disparity between commercial banks and savings and loan associations
in this respect.

I might point out here that some of us in our schooldays received
the classical education in banking and economics which taught us
that a time deposit in a bank was one thing, and a checking account
or commercial deposit another. I would make the statement today
without fear of contradiction, that probably not one out of a hundred
American citizens today believes other than that he can go to his
bank. he can ro to the mutual savings bank, he can go to his loan
association an-l he can get back his money any time he wants it.

This classical theory of investing demand money in long-term
obligations no longer exists, at least in the mind of the average Amer-
ican who makes a deposit or places his money in a share account.

The insured savings and loan associations, despite the commercial
bank competition for savings at the increased rates, report a' net in-
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crease in savings for the first 2 months of 1962 of $1 billion, as corn-
pared with $1.1 billion for the same period in 1961. The net in-
crease in deposits of mutual savings banks for the first 2 months of
1962 also compared well with 1961.

I sat through the hearing in the House Ways and Means Commit-
tee and heard one savings bank official after another testify that if
they were taxed it would cause them to reduce their dividend rate by
a half of 1 percent and, as a result, their institutions would cease to
attract money.

Since that date, the Federal Reserve has permitted banks to go om
3 percent to 4, far more than the one-half percent they were talking
about. Yet the savings and loan associations in the first 2 months of
this year came within 9100 million of adding as much to their structure
as thev did before.

If t~lere is any one segment of the financial lending market in which
there is no shortage of funds for the foreseeable future, it is in the
residential mortgage area. The great danger is that such enormous
amounts will be seeking investment in these mortgages that it will
lead to unsound lending practices. Commercial banks, except for
FHA- and VA-insured mortgages, are restricted at the most to month-
lv amortized loans for 75 percent of the appraised value of residential
properties. and for 20-year periods. On the other hand, savings and
loan associations are permitted to make conventional loans of 90 per-
cent of appraised value and for even longer maturity. In 1960 the
savings and loan associations made only 8 percent of their loans on
an insured basis. This is in sharp contrast with .36 percent of such
loans in 146. It suggests a willingness to depart from sound lend-
ing standards in order to acquire volume and a higher rate of in-
terest.

We listened to the testimony before the House Ways and Means
Committee. where the savings and loan associations and'savings banks
were attempting to justify their 12-percent tax-free loss reserve.
They do not need it if they follow sound lending practices.

It they feel they must lend into these more extreme limits, the
FRA and the VA give them an insured mechanism by which to do
it. But they have not been using Government-insured loans. They
have left the FHL and the VA programs which have been picked up
largely by banks and other lenders, because they cannot make the
money lo.aning in the FILl. and the VA field they can by making con-
ventional mortgage loans.

H.R. 10650. if adopted in its present form. would still not place the
commercial banks, mutual savings banks, and savings and loan asso-
ciations on a fair and competitive basi. .The commercial banks have
been permitted to deduct from their earnings a reserve for loan loses.
before computing their Federal income tax. This reserve, which
averages for all commercial banks 2.a4 peicent, is computed on the
growth yar by year, of the risk loans made by the banks.. One pro-
vision for taxation in H.R. 10650 ives to mutual savings banks and
sarings and loan msociations a similar right to set aside 3 percent of
their growth in all loans on an annual .i-is before computing their
tax liability. As has ,lreadr been shown, and will be emphasized im
additional testimony. this 3- percent formula is more than adequate as
A low reserve. for a properly made, properly serviced, residential
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real estate mortgage is, next to a Government bond, the soundest asset
in this country.

Here again I would like to give to the Finance Committee the benefit
of a personal experience.

In 1933, the late Jesse Jones gave me the assignment of oing to
Detroit, Mich., to determine how much the RFO could safely ffan to a
closed bank in Detroit that had $156 million of residential mortgage
loans in its portfolio.

Our problem was to find out how much the RFC could loan safely
on $156 million of residential mortgage loans.

Detroit at that time was not a pleasant place to be. About every-
thing that could happen had already happened to that community.
Please remember that these mortgage loans were all unamortized, they
were a straight 5-year loan; interest and taxes were delinquent;
people were out of employment. It was rather a dismal picture.

At the completion of our investigation we recommended, and the
RFC Board made, a loan of $148 million on the $156 million of resi-
dential mortgage loans in the city of Detroit.

We then proceeded to call these people in; we gave them a new 10-
year deal. We took the accumulation of taxes, interest and insurance
and all their delinquencies, put them into a new loan, gave them 10
years on a monthly amortized basis to pay it, including taxes, interest,
ind insurance.

The port folio paid out almost in full, and the Government got all its
money back.

Even in the worst depression period the country has .seen, no a.wet
in my experience as a banker has held up better that a well-made, well-
sr~eme, residential mortgage loan. F or anybody to tell you that a
12-percent reserve for loan losses is re wl.ired is pu re fantasy without
any relation to facts at all.

'The bill also provides an alternative, which give. an exemption of
60 percent of the net income of the mutual savings banks and savings
and loan as.ociations, and taxes but 40 percent. We are wholly at a
los to understand the logic or fairness of this latter alternative, and
believe it should not be permitted to set a precedent in our Federal
tax structure. The Treasury Department has already claimed this
exception to be very excessire,*and if one were granted, it should be
for not more than one-third of the net income. There is nothing in the
history of mortgage financing in this country nor any foreeeble
future contingency which suggests but that a 3-percent reserve, for
loan losses, based on annual growth in risk loans, is entirely adequate.

The Congress in 1951 reco ized that a Federal tax should be Im-
ped on mutual savings banks and savings and loan aWoiatons. It
was not contemplated when such legislative action was taken, that a
conference committee amendment in the form of a 12-percent reserve
for losses would practically nullify the effect of theproposed taxation.
A.s early as 1951 the mutual savings banks and savings and loan asso-
ciations had become of age, and certainly with present asets of $125
billion, they are not entitled to such preferred status in the ecmnu-
nity of American business corporations. They should no longer seek
to escape the resnsibility of their fair and just share of the national
tax burden, and should not come to this committee pleading for fur-
ther relief.
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To summarize, the question we must answer is simply-will there
be a shortage of residential mortgage money if the mutual savings
banks and savings and loan associations are subject to the same Fe-
eral income tax rates as are commercial banks? The answer is em-
phatically "No." There will be no shortage of mortgage money dur-
ing the 1960 decade.
Tank you.
The CHAIRMAX. Thank you very much, Mr. Stoddard.
Senator Kerr?
Senator Kmm. No questions.
The CHAIRMAN. Senator Bennett?
Senator Bx Nmvr. Mr. Chairman, I have a question or two.
First, I would like to welcome my friend Howard Stoddard before

the committee. He, like George Romney, is another Utahan trans-
planted to Michigan.

Mr. STODDARD. Oregonian, Senator, I am sorry. I married a Utah
girl, of which I am very proud.

Senator BENYXErT. George was born in Mexico, but if you pass
through Utah on the way, we claim you.

Mr. STODDARD. I would not say I would not have been proud to say
that, but I would not have been truthful.

Senator Brixmrr. I still claim him. On pages 54 and 55 of the
bill there is a new definition of domestic build~mg and loan associa-
tions. This new definition permits these associations to invest their
deposits in loans secured by an interest in real property of a resi-
dential nature, and in other loans authorized by section 5(c) of the
Home Owners Loan Act.

Does this new definition extend to the ass-ociations' lending powers
they have never had before?

Mr. STODDARD. At the present time most associations can loan 20
percent of their assets in other than residential mortgage loans.
Within the last year or year and a half they have been rpidly filling
up this allocation because of their inability to get good conventional
mortgages, residential loans at the rate they want it. They have
moved into the motel field, the country club field, the apartment house
field, and many others. At the present time, most associations can-
I may be wrong on this, but I think that most associations can-loan
'20 percent of their assets or their share accounts in other than one- to
four-family residential mortgage units.
I do not know whether ths particular language adds to that or not.

I have a hunch it does, but that is all.
Senator Bmmx'mr. Some savig and loan associations have a stock

base rather than being completely mutual.- Do you have any idea what
the proportion of the industry is that is represented by these stock
compames

Mr. S vmwwAt. I did know it once. It is either 8 or it percent. I
think it is probably 13 percent. Most of them are located in the State of
California. There are many States which prohibit it.

In our own State of Michi gan. for example. you cannot have a stock
company. I noticed in our neighboring State of Illinois, many mutual
recently, have been toying With the idea 6f converting into stock
companies.
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Senator BzN 1r. I know it is permitted in my State of Utah, and
some of the mutuals have become stock companies.

Do the stock companies enjoy the same tax status as the mutualcompanies

Mr. SODAuD. They do.
Senator BBNNFr. Turning over to the banking side, there are still,

I suppose, some stock saving banks ?
Mr. SODDARD. I believe there are; yes.
Senator BlNvx r. And they are taxed on the same basis as the

stock commercial banks?
Mr. STODDAPD. Yes. I think this committee will be fortunate to

hear from a man I met here today from Georgia who, I believe, oper-
ates a stock savings bank. He is taxed just as commercial banks are
taxed.

Senator BzNzmvrr. So we have some other areas of possible tax
inequity because of the changes in the pattern inside the two agencies.

Mr. STODDAnD. That is correct.
Senator BzENrrr. Maybe, Mr. Chairman, what we should do is to

consider a proposition to give commercial and stock savings banks the
right to pay a 40-percent tax on their profits earned on mortgage
business, and provide equality that way. How would you like that?

Mr. STODDAD. Well, you would send me home happy if you want
to do that, but I'm afraid it wouldn't raise much tax revenue.

Senator BEN.N.r. I have no further comment.
The CmuN. Senator Douglas?
Senator Douoms. No questions.
The CnAu vA&N. Senator Curtis I
Senator Curm. Mr. Stoddard, just so that I can be clear, in your

statement you say:
Second, as already shown, the mutual savings banks and savings and loan

associations paid Federal income taxes of about 1 percent of their net income,
whereas banks paid 40 percent.

Is this 40 percent of taxable income or what?
Mr. STVARD. Yes. The operating profit of commercial banks in

1960-this is from the Federal Deposit Insurance Corporation re-rort -was $,3,791 million. They had a nonoperating loss of $404 mil-
oleaving a g s profit of $3,37 million on which they paid income

taxes of $1f384 million.
The income they get from municipal bonds is tax exempt, but I

would like to point out, Senator, that there is no particular percentage
in that.

We faced that problem in our own bank this year. The rate that
we could pay on savings was increased to 4 percent. We elected to
pay 4 percent, and so notified our people.

We could then do one of two things: We could exchange some Gov-
ernment bonds we had, yielding us 3 p recent, for some tax-exempt
municipals yield us 3 percent, and in this way cut down our income
tax, or we could buy municipaN but we elected to go the other way.

We could go out and purchase $0 million of insured mortgage on
a .5. percent yield basis in the secondary mortgage market, which we
did. -So the fact that you are exempt on a part of your micome does
not help you much in the banking business because you can either take
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a 3-percent tax-exempt municipal or a 6-percent loan. It is six of one
or half a dozen of the other.

Senator CURTIs. I understand that. I just wanted to get it clear in
my mind as to what you referred to.

'What are the restrictions on what Federal savings and loan com-
panies can loan money for? Are there any?

Mr. STODDARD. Yes. As I understand it 80 percent of their loans
have to be in the field of one- to four-fandly residential living units,
and some 20 percent can be loaned for a defined class of other type
loans.

There are places that I do not think they can loan this 20 percent,
but they certainly can in the mortgage fleld.

Senator CtuTis. What does that 20 percent have to consist of?
Mr. STODDAmt. It is 20 percent either of the share accounts or of their

total assets, I am not quite sure.
Senator CuRis. What can they loan it for?
Mr. STODDARD. They can loan it and take a mortgage on a property

of the United States Steel Corp., for example.
Senator CURTIs. But must it be real estate, a real estate mortgage?
Mr. STODDARD. I think it must be real estate; yes, sir. They can

make so-called title I FHA improvement loans, but that is related
closely to real estate. I would say, for practical purposes, i the real
estate field; yes, sir.

Senator CURTis. In other words, substantially all of it must be
made on real estate of some kind.

Mr. STODDARD. Yes. I think that is correct.
Senator CuRris. What are the restrictions on a national bank?
Mr. STODDARD. The national banks can loan on insured mortgages,

FHA mortgages; there is no restriction as to the amount of our say-
in gs we can loan there.

Senator CuRnTis. What else can they invest in?
Mr. STODDARD. We loan on every kind of imaginable thing for which

a human wants to borrow money from a bank.
Senator CuriTs. Are they restricted in any investment and, if so,

what are they ?
Mr. STODDARD. Oh, yes. We are restricted as to the type of cor.

poratd bonds we can buy.
Senator CuRTs. And the percentages?
Mr. STODDAPD. No, not necessarily. I did not finish my answer to

you fully, Senator.
Senator Cunts. Excuse me.
Mr. STODDARD. We can only lend 60 percent of our savings and time

accounts in conventional mortgages. On FHA,. however, there is no
restriction,

Senator BENNErTT. You cannot invest in corporate stocks?
Mr. STo)DARD. No; we cannot invest in corporate stocks.
Senator CURTis. That is what I wanted to have you comment on.

What can you invest in and loan for and what can't you?
Mr. STODDARm. We are denied, very properly, investment in stocks.

We cannot hold any stocks. Our limitation as to what we can invest
in real estate is confined to our own banking house and maybe a park-
ing lot next door. We cannot go out andbuy raw and unimproved
lafid, or loan in that fleld, which-many savings and-loans can.
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So, we have quite definite restrictions in the mortgage lending field
so far as real estate is concerned. Other than that, the places in which
a bank loans money are so numerous that it would be impossible for me
or anyone else to sit here and go through a list of items on which we can
loan money.

Senator KzRR. Would the Senator yield?
Senator Cvtmis. Yes.
Senator KRR. What percentage of your loanable funds can you

invest in real estate mortgages?
Mr. STODDARD. For so-called conventional noninsured mortgages,

we can invest 60 percent of our time and savings deposits.
Senator Kmm. Sixty percent of your time and savings?
Mr. STODDARD. Yes, sir. If the bank had $100 million in time and

savings deposits, it could loan $60 million in residential and other real
estate mortgages.

Senator KRR. Thank you.
Mr. STODDARD. That is the limitation except for insured mortgages.

That was removed some time ago. It does not apply to FHA-insuied
mortgages. It does not work against this percent.

Senator KF nn. And what you invest in insured mortgages is not
considered as against what you can lend; that is, the 60 percent of
your time and savings deposits in conventional mortgages?

Mr. STODDARD. That is correct, Senator Kerr; yes.
Senator CUnTIS. Mr. Chairman, I shall not take more time.
Senator KRR. Then I would like to ask another question. What

rate of interest do you have available now for conventional home mort-
gage loans?

Mr. STODDARD. Six percent is the going rate. If a man walks into
our office and puts up a good argument and has a good loan, and we
go down to 5.5, we do not let him go out of the door without going to
5.5. Basically in Michigan, the rate of interest is from 5.5 to 6 per.
cent on mortgage loans.

Senator KRR. What period of time?
Mr. STODDARD. On conventional mortgages we can now go as long

as 20 years, providing the loan is amortized monthly: interest, prin-
cipal, taxes, and insurance.

Senator KERR. There is no big balance at the end of the term?
Mr. STODDAuD. No.
Senator KFm. It is completely amortized at the end?
Mr. STODDARD. Yes, sir.
Senator KRR. Is the 6 percent on the remaining balance?
Mr. STODDARD. It is 6 percent on the unpaid balance.
It is an actual "honest," if I may use the expression [turning to

Senator Douglas], disclosure of 6 percent; yes, sir.
Senator DovoaLs. Thank you. I appreciate that very much, and

I wish the other bankers would take that to heart.
Senator Knit. Thank you sir.
The CHAUUAx. Senator IHartke.
Senator HArT. I did not hear you, I am sorry I was not here,

when you made the statement-outside of your statement here-in
regard to the, time deposits which had increased in the first 8 months
for commercial banks.
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Mr. SroDDARD. In the first 2 months, the time deposits and savings
have increased some $4 billion in the commercial banks.

Senator HAwrTK. $4 billion?
Mr. STODDAitD. Yes sir.
Senator HARTKE. D~o you have the amount that was increased in

the amount of nontaxable securities or government securities?
Mr. STODDAM. No, I do not have it.
Senator Km. In what, Senator?
Senator HARTKE. In tax-exempt bonds.
Senator KER. Municipals.
Senator HARTKE. Municipal bonds or other similar bonds.
Senator KERR. Tax-exempt. -
Senator HArTXJE. Tax-exempt securities. He said he did not have

that, as I understand it.
Mr. STODDARD. No. I do not have the amount.
Senator IAnTrE. I am sorry I was not here again, but did you give

the amount that had been invested from your time deposits and sav-
i ngs in these first 3 months, and then as to mortgage loans?

Mr. STODDARD. Yes. I was curious, Senator, when I heard your
statement this morning about only $200 million going into mortgage
loans because our own bank and one other in Michigan have already
contracted for $100 million of residential mortgage loans.

Senator HARTRE. Maybe you have done half the business.
Mr. STODDAWI. I know one bank out on the west coast that is seek-

ing, at the moment, $200 million of good residential mortgage loans.
The timelag is such that I do not think you can take only 2 months
and use that as any guide to predict what will hap en.
Senator HARK E. I gather from what you saia, though, these were

not in primary mortgages.
Mr. STODDARD. No, we cannot get the primary mortgages at the

moment.
Senator HARTKE. And yet you cannot.get the primary mortgages,

but the banks are organizing an aggressive campaign to get them.
Mr. STODDARD. Yes. When a ban-[c is paying 4 percent on savings

it looks around to see where it can invest these savings. A bank
that can get a good 6-percent residential mortgage is going to get
that mortgage if it can. There is enough margin between the 4 and
the 6 percent to justify seeking that type of investment.

Senator HARTKE. I understood you to say they were not available
to you.

Mr. STODDARtD. Not at. the moment, no. Building during the win-
ter months is very slack in our country. We do not get building
underway until late April or May.

Senator HATKE. I see.
Mr. STODDAD. So the flow of mortgages into a bank at the mo-

ment is very low.
Senator HAwRTK. Is there anticipation by the banks that it is going

to increase substantially?
Mr. SToDDAiRD. As we examine the field in the State of Michigan,

which has a population of 8 million, the major reason we decided to
buy in the.secondary market was because *e did not believe in the
next year in Michigan there will be enough new mortgages offered
to banks to satisfy our loan requirements.
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In other words, the supply of money will be substantially greater
than the demand for mortgage loans in the State of Michigan for
the coming year.

Senator HARTKE. In substance, then what you are saying is you
are aggressively organizing your banking activities to secure sec-
ondary mortgages.

Mr. STODDARD. Well you do not have to organize aggressively to
do such, Senator. In periods when the demand exceeds the supply of
funds. The Federal National Mortgage Association has bought, I
think altogether over the years, some $12 billion of mortgages. They
have several billions now of unsold mortgages on hand, and at a price
they will sell those mortgages to banks or others who need them as
investment.

At the moment both the Federal National Mortgage Association
and the VA are out merchandising mortgages in their portfolios to
encourage the banks to buy them and carry them in the banks' port-
folios where they really belong, anyhow.

Senator IIARTKE. You do not need an aggressive campaign to get
those funds out of their portfolio into yours.

Mr. STODDARD. No. That is just a question as to whether you pay
the price that they ask.

Senator HARTKE. You do not anticipate there is going to be any
substantial increase in the primary mortgage field?

Mr. STODDARD. Quite to the contrary, I look for a slight decrease
in the rate of interest that borrowers will have to pay on mortgage
loans.

Senator HARTKE. Then I am confused as to why you are aggres-
sively organizing to secure mortgage funds in the primary field which
are not going to be existent.

Mr. STODDARD. If we do not organize, Senator, to get, these mort-
gages, somebody else will get them. We are going to pay 4 percent
on savings, and we want to get the 6 percent or 5.5 to 6 percent return
for investing these funds. It is just that simple with us.

Senator IfARTKE. It sounds to me like what you are.going to do is
go into the secondary mortgage field with an aggressive group in a
market which you, by your own admission, say does not exi-st.

Mr. STODDARD. Maybe I have not made myself clear.
I will just state the problem that our board had to face. In our

own bank, since the first of the year, our time and savings deposits
have increased $36 million. On that we are paying approximately 4
percent. We have to put that money to work.

Senator TIAnTKP,. You have got $86 million, is that right?
M]r. STODDARD. Of an increase in deposits since the ffrst of the year.
Senator HARTKE. $86 million?
Mr. STODAD. That is right.
Senator HARTK. All right.
Mr. STODDARD. We have to put that money to work. We can buy

tax-exempt municipals, which we decided not to do.
Senator HARITKn. You decided not to do that ?
Mr. STODDARtD That is correct.
Senator HAInTit. All right.
Mr. STODDAm. We can go out and buy from FNMA, FRA and VA

mortgages that will yield us 5.5 percent. We elected to do that.
82100-02-pt. 4- -- ?7
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So, a very substantial portion of this increase in deposits has already
been committed in that field. We have taken the mortgages away
from a Government instrumentality and put it back in the commercial
bank where it belongs.

Senator HAlrKE. To what extent have you, at this present time,
either contracted for or committed yourself on the $36 million?

Mr. STODDARD. Our own bank and one other bank larger than ours
in Michigan have bought all of the VA and FHA mortgages now
available in the State of Michigan.

Senator HARTKE. How much was that, do you know?
Mr. STOnDARD. Better than $100 million.
Senator HARTE. $100 million.
Mr. STODDARD. Yes, sir; except we did not buy those on which they

are asking for a premium.
The mortgages of the Federal National Mortgage Association that

bear a 5.75 percent interest rate are selling at a premium of 102 or
103. We did not buy those. In a few months we might be sorry we
did not, but we did not. We just bought those we thought we could
buy for less.

Senator HATKE. You paint a rather gloomy picture then for the
homebuilding industry.

Mr. STODDARD. Oh, no. Quite the contrary, the homebuilding in-
dustry will have all the money it needs. The homebuilding industry
is going to have all the money it needs, as it has now. There is no lack
of money.

flomebuilding is not suffering anywhere in the United States today
because a homebuilder cannot get mortgage money. Mortgage money
is out seeking builders to secure mortgageloans. We are chasing them
down every street we know of.

We follow the steam shovel around to the lots in every community
when we see them, to try to see if we cannot make a mortgage loan.

Senator HARTKE. But you do not see a substaptial increase in the
homebuilding rate in Mfichigan?

'.%r. STODDARD. NO. I would think that probably six-
Senator KE RR. He said an increase in the interest rate. I think he

said the interest rate.
Mr. STODDARD. I said interest rate.
Senator HARTKE. Then I misunderstood you. I thought you told

me a few moments ago that you did not feel there was an opportunity
for investment in the primary mortgage field of a substantial nature
in Michigan, that it would be in the secondary market.

Mr. S TODDARD. We have exhausted the secondary market. We are
going to have enough funds to do that and still loan all the funds in
the primary market that we can find placesto lend.

Senator FIAKmE. Then I asked a question which I thought maybe
I misunderst6od you, as to how much you had invested so far in the
primary market, isn't that right, in the first 2 months?

Mr. kTODD.ua.-Yes. We have obligated ourselves to purchase $50
million of insured mortgages.

Senator HtArKE. In the primary market?
Mr. STODDARD. No; in the secondary market. In the primary mar-

ket, at the end of February we had about $6 million of commitments
outstanding. I have not seen the March end-of-the-month figures.
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Mr. HArrix. $6 million?
Mr. STODDARD. There are people who come in and ask for loan com-

mitments in advance. We had about $6 million of such commitments;
yes sir.,
senator HARnK. My understanding, not in regard to the rate of

interest, but as to the rate of increase in the primary mortgage field,
was, you said, you did not anticipate an increase.

Mr. STODDARD. We will be confronted with the task of investing ap-
proximately $5 million a month in real estate mortgages during all of
1962.

Senator HAnRTR. Is that all, $5 million a month in the primary
market?
Mr. STODDARD. In the primary market, in addition to what we have

already done in the secondary market.
Senator HARTK. In addition to what you have done in the secon-

dary market.
Mr. STODDARD. That is right.
Senator HARTKF. Which means in the next 9 months about $45 mil-

lion will go into the primary market, is that right ?
Mr. STODDARD. Yes. But there is another factor that works against

our coming up with a more impressive increase. Mortgages are all on
an amortized-basis. Even 20-year mortgages do not stay with the
lender for 20 years; the average is closer to 12 years. As a result each
month we have to make a very substantial volume of new mortgage_
loans to just meet the payments we get in from the amortization of
the older ones.

Senator HARTKM. So, in substance, what you are saying is basically
you anticipate your portfolio is going to increase in the primary mort-
gage field since you have a substantial increase in time and deposits
which are available if you had the demand in the primaryl market
mortgage field.

Mr. STODDARD. We live in a competitive world. If we get busy and
go out and get the mortgage loans and our competitor is not quite as
busy and does not get them, we come off a little better than. he does.
That is just a matter of internal competition between banks and sav-
ing and loans.

'Senator HARTKE. I have gone around several times, and I am go-
ingto ask you again. But what I have come out with as a conclusion,
an4 I just want you to know what you have left me with, you have
left me with the impression-perhaps not the other members of the
committee-that tine deposits and savings have increased substan-
tially as a result of the increase in interest rates; that this basically
has gone into the secondary mortgage field and has presented, as far
as the primary mortgage field is concerned, that it is not going to have
any material effect on it whatsoever, not the question of the avail-
ability, but the actual investments so far as the banking facilities that
you are controlling or that you see yourself.

Mr. STODDARD. Well, I guess I have not made my communication
as clear as I would like, Senator, and I apologize for it. But what I
am saying is this: At the moment our increase in time and savings de-
posits has exceeded our ability to place this money to work, n the
primary mortgage field. Therefore, we went into the secondtary
mortgage field.
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Now, as the year goes on we will be able to generate more new
mortgages in the primary field, and won't be back again this year
in the secondary mortgage field.

Senator HAmRK= understand that. But you will have to do some.
thing about these additional funds which go into your time deposits
and your savings accounts and thus again it is going to present the
question again to your board of directors as to whether you are going
into tax exempt securities.

Mr. STODDARD. A part of that answer is obvious today. The Govern-
ment bond market has become very strong in the last few months.
At the moment Government bonds are selling for the highest price
they have in many months. Many banks, taking on a 4-percent sav-
ings account at the moment and, not having any place to put it to
work, proceed to buy a Government bond on which they get a 4-per-
cent yield. So at least for the time being they are warehousing this
money and not having it cost them anything to warehouse it until they
can locate a more profitable place to invest it.

If they do not put it to work, they have a 4-percent cost which
goes against their earnings. There is a great deal of warehousing
right now on the part of banks, even in municipals.

Later on, if they can get a chance, to get a good 6-percent mortgage
many of them might be disposed to sell a municipal and put the money
to work in a mortgage-when they can get a good mortgage.

Senator HARTHE. That is all.
Senator BENNm'r. I have one more question, Mr. Chairman.
For the record, what is the Roth committee ?
IMr. STODDARD. I am very pleased that you asked that. Mr. Arthur

Roth is here in attendance. He asked me to speak for the Roth
committee. We have been associated together for many years.

Early in our association work he felt that the mutual savings banks,
also members of the ABA, would not be happy with the movement
to subject them to the same taxation to which commercial banks are
subjected. Mr. Roth brought the matter to the attention of the
American Bankers Associaion at their meeting in Chicago.

Many of us worked with him. It ended up that the mutual savings
banks were not invited to leave the association, but many of them
voluntarily did as the result of the action we took.

We felt it was difficult to set our association poltry if a large seg-
ment of the membership was on a tax-free basis, and the others were
fully taxed.

In the view of some of us who belonged to the association it created
a rather difficult working arrangement. Therefore, the ioth com-
mittee came into existence. Thatis the baclrground.

Senator BENNE-r. And the Roth committee is still in existence ?
Mr. STonDAPD. It is.
Senator Biwm, r. What is its current function I
Mr. STODDA D. Working on securing as nearly as we can, tax justice

or tax equality between banks and sa1ngs and loans, and mutual sav-
ing banks. Tis is basically the same function it always has had.

Senator Bmsm,r. It is an arm of ABA ?, •
Mr. S DDAri. No. It is an independent organization.
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I might introduce Mr. Arthur Roth. I will also say this: He has
the distinction of operating what many bankers consider the most
successful bank in the UnitedStates today.

As we look over the returns from all the larger banks, judged by
the standards that we apply to the banking business, Mr. Rot has,
for many years, operated one of the most successful, useful banks _in
the United States. I am very pleased to be associated with him in the
Roth committee.

Senator BENNETT. What is the name of his bank I
Mr. STODDARD. Pardon meI
Senator BENNzTr. What is the name of his bank?
Mr. SToDDARD. The Franklin National Bank in Long Island, N.Y.
Senator KEzR. Where?
Mr. STODDARD. Long Island. Its headquarters are at Franklin

Square, Long Island.
He just handed me a statement at noon. His institution is not

small. On March 31 the Franklin National Bank had total assets of
$876 million compared with $717 million a year ago, so he is doing
very well.

The CHAmA2;. Thank you very much, Mr. Stoddard.
Mr. STODDARD. I might say that we have worked in complete unity

and harmony with the American Bankers Aesociation and tho three
other national groups representing banking.

There has been a constructive exchange of views, give and. take.
So far as this problem of tax equality. I think we can say we are 100
percent united with these other associations.

The CHAMANw. Thank you very much, sir.
Mr. STODDARD. Thank you, sir.
The 0FIARMfAN. The next witness is Mr. L. Shirley Tark, Bankers

Committee for Tax Equality.
Proceed, Mr. Tark.

STATEMENT OF L. SHIRLEY TARK, BANKERS OOXITTEE FOR TAX
EQUALITY

Mr. TANK. Mr. Chairman and members of the committee, my
name is L. Shirley Tark. I am chairman of the executive com-
mittee of the Main State Bank of Chicago, Ill. I am here to express to
this most important committee of the Senate, the views of the Bank-
ers Committee for Tax Equality on a matter which concerns both the
balance between revenues and expenditures in this tax bill and the
competitive situation in the savings industry.

Our committee represents nearly 6,000 commercial bankers through-
out the United States engaged in the field of commercial and savings
banking. Mr. Chairman, these bankers are good citizens, interested
in the affairs of their own commUnities, of their respective States and
of the Nation. Right now on April 11, they are especially aware of
their role as taxpayers. As their representative, I come before you
today in support of the conclusions contained m the Treasury Report
of July 14, '961,T which could have collected i 19683 some $410 million
in ntndh needed Federal tax revenue by placing the saving ard loan
associations and: mutual savings bankis on essentially the same tax
basic's as the commercial banks.
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May I again express my deep appreciation for the privilege of ap-
pearing b ore this committee on this, my third visit. In my first ap-
pearance for the Bankers Committee for Tax Equality in July 1951,
our presentation was directed to the fact that savings and loan asso.
ciations and mutual savings banks were not entitled to continued
tax exemption first because they were no longer mutuals and second,
because they were obviously engaged in business for profit and in com-
petition with other taxpaying businesses. Passage of the Revenue
Act of 1951 validated these contentions.

In April 1954, the Bankers Committee's testimony was directed to
the proposition that tle tax formula adopted in the Revenue Act of
1951 should be amended to tax effectively the net incomes of savings
and loan associations and mutual savings banks at the Federal level.
WVe pointed out that this objective could-be accomplished by requiring
these institutions to determine their bad debt reserves in the identical
manner permitted commercial banks. The Bankers Committee has
stressed, continually, its objective of attaining tax equality through
legislation which would subject associations and savings banks to the
payment of Federal income taxes on the same basis as competing banks
rather than by legislation to relieve the commercial banks, them.
selves, from the payment of full taxes.

The original recommendations, submitted to the Ways and Means
Committee in the Treasury Department Report of July 1961, com-
pletely affirmed the position of the Bankers Committee for Tax Equal
itv in its presentations to your committee in 1954.'First, the Treasury concluded that--

This special bad-debt reserve provision has kept these institutions (mutual sav-
Ings banks and savings and loan associations) virtually tax-exempt because they
may accumulate $12 tax free for each $100 of new deposits.

Second, the Treasury in its recommendations for taxation suggested
that these institutions--
be allowed to retain earnings tax free only in accordance with a bad-debt reserve
formula comparable to the formula applied to commercial banks; that Is, their
bad-debt reserve ceiling would be limited to three times their average annual loss
experience over the worst consecutive 20-year period since 1927.

The Treasury estimated that this would produce an average bad-
debt reserve ceiling of between 2 and 3 percent of uninsured loans
which would be comparable to the average ceiling of 2.4 percent
applicable to cotfmercial banks.

Third, the Treasury noted the possibility of alternative methods of
taxation itidhfdifg (2) full taxation, and tb), transition over a period
of either 2 or 4 years.

The Ways and Means Committee, in its tentative decision to tax in a
more effective manlier these mutual financial institutions, followed
substantially the Treasury suggestions. ,

In its release of January 30, 1962, the committee stated:
The committee tentatively decided on a system for taxing mutual' savings

banks and savings and loan associations. When the new provisions become fY
effective (1066), such organizations would be allowed a loss deduction, In lieu
of the present bad-debt reserve, equal to 8.5 percent of the net Increase in all loans
made during the year. Where such an organization can show, based upon its
past loss experience, a need for a higher rate, under appropriate formulas to be
developed by the TreasuTry Department, such higher rate could be used.



REVENUE ACT OF 1962

A transition period of 8 years was provided at less than the full rate
of taxation. During the first year a tax equal to 50 percent of the
reu lar tax would gave been paid; 66% percent the second year;
83f/8 percent the third year; and full tax the fourth year. New
associations would be permitted to build reserves up to the 3.5-percent
level.

In subsequent deliberations, the Ways and Means Committee de.
parted from these conclusions it originally reached-frankly we pre-
ferred the original position of the committee, based on the Treasu
recommendations, to the formula which was evolved in H.R. 1065
Our committee now supports the latest position of the Treasury as
outlined by Secretary Dillon before your committee on April 2, this
year.

The committee's departure from its tentative decision, that is the
Ways and Means Committee, introduced the concept of a transfer of
tax-free income to a bad-debt reserve equal to 60 percent of taxable
income. This would include 60 percent of the income derived from
Government securities and Government-guaranteed loans. That is
not permitted to the banks. In so doing, the House committee followed
a most unusual tax theory by permitting the establishment of un-
limited reserves 1 which bear little or no relation to experience or
reality.

The Treasury characterized the old reserve of 12 percent under the
1951 law as a tax-free reserve for "catastrophic contingencies." How-
ever, even this reserve for catastrophic contingencies was subject to
limitations-albeit these limitations were placed so high as to be vir-
tually inoperative. H.R. 10650, providing for the perpetual accumula-
tion of unlimited tax-free bad-debt loss reserves, cannot be justified
on any theory, not even on the basis of the loss experience of the great
depression. The mutuals have cited a study made by Economist John
Lintner, of Harvard, to support their argument that they need maxi-
mum reserves.

This study, made for the Massachusetts savings banks of their ex-
perience during the 1930's, shows even the present reserves to be ex-
cessive.

Professor Lintner's study demonstrates that although the aggregate
net losses on mortgages were 17.4 percent of the annual average port-
folio outstanding during the years 1980-45, these losses actually
amounted to only. 1.16 percent of the portfolio of unforeclosed mort-
ges outstanding during each year of the period. It is especially sig-
nificant that these losses amounted to less than one-fourth of the cash
hicome provided from home mortgages during these same years.

Thus, across the board, the savings banks were able, easily, to absorb
their mortgage losses out of current income. .

A similar study of the experience of savings and loan associations
'for the period between 1930 and 1945, made by Dr. Raymond Gold-
smith, of Princeton, indicates that their average annual loss amounted
to less than 1 percent of the average mortgage portfolio.

A"Your committee's bill does not impose any overall ceiling on the amount which may
be accumulated by a mutual savings Institution with respect to Its reserve for losses on
qualifying real property loans. However, your committee Intends from time to time to
review the status of this reserve to be sure that the balances maintained in these reserves
remain reasonable In light of the overall requirements of the mutual savings Institutions."
N. Rept. 1447. Revenue Act of 1962. /Iport of the Committee on Ways and Means,
p. 34.
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Actually, there is little inherent risk in the making of properly
amortized real estate loans, the principal business of savings and
loan associations. Mortgage loans today are incomparably safer than
heretofore; for since the days of the depression significant changes
have taken place in the economy and in the banking business itself.
These include the ever-increasing role of Govermnent in economic
stabilization as well as the monthly amortization of mortgages,
monthly cash deposits, mortgage insurance, and deposit insurance.

May I refer to the report of the Committee on Finance, U.S. Senate
re the Revenue Act of 1951. Discussing the relative safety of real
estate loans then made by mutual financial institutions, the report
states:

In any case, the investment of funds in real estate today is not a sign of in-
security in view of the fact that an important segment of such loans are backed
by the Federal Government. * * * Moreover, even the other real-estate loans
are more secure than formerly was the case because of the present general use
of "declining balance" loans in lieu of the older "fixed amount" loans.

In the interest of getting directly to the point, Mr. Chairman, let
us reduce this subject to its simplest form. -What are we really talk-
ing about here? We are talking about financial institutions that have
assets of nearly $125 billion an net operating income after the pay-
ment of dividends approaching $1 billion. Yet, H.R. 10650, the rove-
nue bill of 1962 now before you, anticipates raising only $160 to $200
million in Federal income taxes from these so-caled mutual thrift
institutions. This is the result of allowing these institutions unlimited
bad-debt loss revenues to which tax-free transfers can be added per-
petually at a rate equal to 60 percent of income. W!y are they en-
titled to this new form of limited tax exemption? Is this tax prefer-
ential justified ? The Ways and Means Committee points out that the
bad-debt reserves of mutual savings banks already have reached an
amount equal to 10 percent of their deposits and those of savings and
loan associations average 8 percent of their share accounts.

The Treasury Department has pointed out that savings and loan
associations and mutual savings banks should accumulate their neces-
sary reserves just as banks and other businesses-after taxes. The
6,000 bankers who constitute the Bankers Committee for Tax Equality
want just that-tax equality.

Our committee seeks no favors for commercial bankers at the coun-
try's expense. We are not asking that tax equality be achieved by
raising the bad-debt reserve permitted the banks to equal that granted
the savings and loan associations. While our Federal Government's
need for revenue is so great it would be immoral for the banks to
seek equality by this method.

In fact, it seems apparent that our country's need for revenue is
so urgent that maximum taxation right now is imperative. Every
single day we delay means a loss of between lialf and thre&-quarters of
a million dollars in tax revenues for defense and for the welfare of
our citizens.

I hope I have made our position clear from my testimony. We be-
lieve, as does the Secretary of the TreasurS, that the reserve provision
now contafigd in H.R. 10650 is far more geerleous thbintis warranted
by any reasonable concept of a bad-debt reserve. The alternative de-
duction of an arbitrary 60 percent of the 'retained income of these
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organizations is obviously not related in any way to actual loss ex-
perience and can, in fact, be made in perpetuity. In effect, this latter
provision removes nearly one-half of their income from taxation and
in so doing greatly reduced the revenue to the Federal Government.

Since revenue is, of course, one of your committee's prime considera-
tions, our group, while supporting Secretary Dillon's current posi-
tion as outlied on April 2, wishes to call attention to the Secretary's
previous recommendations contained in his report. to the Ways and
Means Committee July 14, 1961. Under "Methods of Taxation" the
Treasury provides for: "(a) Full taxation" in a manner generally
comparable to that imposed on other corporations and financial insti-
tutions in particular; or "(b) Transition "under which mutual thrift
institutions would be allowed a "true" bad-debt reserve and in addition
would be allowed to deduct for tax purposes a diminishing percentage
of any additional retained earnings over a 2-year or a 4-year period
of transition. The first alternative (a) would produce more revenue
immediately than would H.R. 10650. The second alternative (b), at
the end of the transition period, would provide the same revenue as
alternative (a). Depending on the length of the transition period,
there would be a year or two when (b) would produce loss revenue
than HR. 10650 but only for a short period.

The Bankers Committee for Tax Equality also wishes to point out
the fact that the bill now before you, as well as Secretary Dillon's
latest recommendation, would permit each mutual savings institution
to decide every year which formula would result in its paying the least
taxes. Government revenue would suffer accordingly.

Mr. Chairman, on the issue of tax equality, the five national organi-
zations of the commercial banking industry join with President Ken-
nedy, who said in his budget message--
the tax-deductible reserve provisions applicable to mutual savings banks
and savings and loan associations should be amended to assure nondiscriminatory
taxation among competing financial institutions.

Having no desire to harm either the savings and loan associations
or the mutual savings banks, we would not want more. Knowing our
country's need for revenue, we see no valid reason for stopping short
of the goal the President has set.

We thank you Mr. Chairman, and members of the Senate Finance
Committee, for this opportuity to app ear today.

The CHATIRMAN. Thahk you, Mr. Tark.
Senator Douglas.
Senator DouGLAs. Mr. Chairman, I have known Mr. Tark as a VS7

able batiker in Chica o. I was interested in many features of his
testimony, but I was fmpressed with the fact that he spent all of his
time discussing the taxes which the savings and loan associations ad
the mutual savings banks should pay, and he did not touth on the
subject of withholding, whereas this .mornInF the American -Bankets
Association spent a good dealof its time on the subject of the 20-per-
cent withholding taxes.

Is that accidential, Mr. Tark, or do you have opinions ,on the sub-
ject?

Mr. TAg. I have a very decided opinion, Senator Douglas.
Senator Doro. s. I would be very glad if you would now share

your opinions with us. You haye kept them under a bushel thus far.
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Mr. TAnK. I had no intention of speaking on the subject of with-
holding, frankly, because I am not opposed to it.

Senator DouoLAs. Pardon?
Mr. TAnK. I am not opposed to withholding.
Senator DouOLAs. You are not opposed to withholding ?
Mr. TARK. No. I did not intend to speak on it particularly in

view of the fact that I had only 15 or 20 minutes, and I thought time
was so limited.

Senator DouOLAs. If you are not opposed to it, are you in favor of
it?

Mr. TARK. You have given me that opportunity, if I may go on.
Senator DOUGLAS. Certainly. This is both unusual and very wel-

come.
Mr. TAnK. I wrote out my answer in case one of you gentlemen

asked a question. May I read it to you ?
Like the representatives of the commercial banks, the savings and

loans and mutual banks, I, too, support the basic premise that all
taxable income should be reported and paid. They all say that.
However-

Senator DOUGLAs. Then they say "but."
Mr. TARK. However, whereas they find many objections to with-

holding, such as describing withholdin as impractical, confusing,
irritating, and imposing unreasonable hardships and inequities on
widows, orphans and the tax-exempt institutions, and imposing an
undue burden and expense upon banks and others, whereas that is
their viewpoint after their basic agreement with the principle, I, on
the other hand, prefer to think of this problem from another view-
point.

I do not deny that there will be some inequities; and injustices. Nor
do I dispute that there will be burdens imposei upon the payels.

I hope they will be kept to an absolute minimum. What concerns
me more is the basic facts that taxes should be levied fairly, honestly,
and without discrimination or favoritism, and that taxes should be
reported and paid by all alike.

Obviously, if a large segment can and do escape their responsibility,
others may justiflably rationalize that they are being victimized when
they pay their taxes in full.

Withholding does not impose a new tax liability where one does
not already exist. It is merely a mechanism of collection. Almost
100 percent of the people who will be affected by withholding are
already liable for the payment of taxes.

Comparatively speaking, only a small se ment will not be liable
for the payment of taxes withheld, and it is is little group that will
be inconvenienced and probably some of theii will be hurt.

Those who oppose withholding emphasis9 . that some people will
be hurt, and by so doing they have created an antagonism and anop-
positiofi to the whole idea of withholding.

I prefer to stress that withholding 1is a means of collecting taxes
from those who'do not and would not otherwise pay them) and essen-
tially this law operates in a spirit of faiffness to the large bulk of
Americans who do pay their taxes honestly.
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I have appeared before you today submitting that the net incomes
of savings and loan associations and mutual banks should be taxed
similarly to that of banks and other financial institutions.

It would be inconsistent and inequitable for me to urge you to
adopt legislation looking to the collection of taxes from a group
that are presently unfairly exempt from the payment thereof and,
at the same time, contend that I am opposed to legislation which is
aimed at collecting of taxes from those who are presently liable there-
for but are not paying them.

If everyone reported and paid his tax on interest and dividend
income, there would be no necessity for this legislation. However,
unfortunately we know that this is not so.

Hence legislation which is to a degree, burdensome and obnoxious
must be passed to enforce collection of taxes from those who are less
than completely honest. Very likely, your committee will find ways
to simplify the withholding procedure and make it the least burden-
some possible.

However, I think the withholding section of the tax bill, procedur-
ally improved, if possible, should be passed, so taxes can be collected
starting with 1968, and not be deferred for several years or indefi-
nitely.

Does that answer your question, Senator Douglas?
Senator DOUGLAS. I want to congratulate you upon that statement.

I hope that copies of it may be circulated to all the members of the
American Bankers' Association so that they may read it in the morn-

would like to ask is this statement simply submitted by you indi-

vidually or do you speak for the Bankers' Committee for TaxEqualityV
Mr. lTAx. That is the position of the executive committee of Bank-

ers' Committee for Tax Equality and of myself, personally.
Senator DoUGLAs. So I understand you to say that the Bankers'

Committee for Tax Equality takes this position V
Mr. TATm, Yes, that is right. That is the position of the Bank-

ers' Committee for Tax Equality as adopted by the executive com-
mittee. We so testified last May, I think, or August, some time last
year before the Ways and Means Committee. A letter went forth to
all of our membership, telling them that I was goingto so testify.

Senator DOUGLAS. Did they object?
Mr. TAnK. Oh, we might have had a handful of letters objecting.

[Laughter.]
I want to make this clear,, Senator. You asked me did they ob-

ject. What I say will not make me popular with some of the bank-
ers in back of me, nor will it make me poptltn with the mutual sav-
ings bankers.

Senator DOULAS. It makes you very popular with the Americanpeople, Mr. Tark.,. .. .

Mr. TAnm. I hope that will be recognized. When spokesmen come
before you and sit here and say to you "I speak for 80,000 members,"
"I speak for 100,000"members,' to a great degree it is misleading. The
big bulk- of membership in every orgatizatioh do not lead,- thiey fol-
low. The so-called leadership sets forth the policies, and then they
go out and sell those ideas to their membership. They propagandize
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them, and they publicize the ideas to them. For example, if you
Yo out and tell the people how burdensome withholding is going to
eand how terribly costly and expensive it is going to be, obviously

those people out there in the grassroots are going to answer you back
and agree that it is burdensome.

We wrote this letter I have referred to before telling them we,
the members of the executive committee, were going to support with-
holding. We cannot see how we can conscientiously ask for taxequality vis-a-vis the savings and loan and mutual savings banks and,
simultaneously, say to you, "But, no, don't you affect us in any way;
don't you put a burden upon us; we will not assist you in collecting
a billion dollars of taxes that are going down the drain right now.

Last year I went around the country making talks on tax equality
at various bankers' conventions and conferences, and so on, I had the
question put to me "Why are you for withholding?" And when I ex-
plained to them how the Treasury told us the mechanics of withhold-
ing would work, in many instances almost 100 percent of the fears
which they had when they asked the question were dispelled.

I have no doubt there is going to be some burden, but I think that
is up to you gentlemen of the committee and the Treasury Department
to make it as smoothly operated as possible.

I will tell you what is going to make it a lot more difficult. The
original scheme of things advanced in the discussion on withholding
last year, called for a fiat 20 percent to be withheld from the amount
of interest we would pay. It was a very simple thing to do that.

Senator DovaoLAS. With no listing of 'individual names.
Mr. TARN. No listing or reporting of names.
Senator DOUGLAS. Or addresses or amounts deducted?
Mr. TAnK. None of that at all. We did not talk particularly about

exemption certificates on the theory that it would be up to the Treasury
Department to put into effect an effective and efficient refund system.

Senator DOUGLAS. In other words, there was no provision or ex-
emption of those over 65 or those under 18.

Mr. TARK. None at all. It was not in there. That original system
provided for a very easy method of doing it.

Then, along came the objection to the whole idea of withholding.
Some of those who objected started to stress the sympathy approach,
and I do not blame them. Then came alone people like myself who
are over 65 years of age, and who many fee should be given breaks
because they need them so badly, so they were given the right to file
an exemption certificate. Those under 18, and others are now allowed
exemption certificates, making it burdensome.

Senator DOUGLAS. Did not many of the banks urge that these
exemptions be granted?

Mr. TAnK. Yes, no question about it.
Senator DOUGLAS. Now that the exemptions have been granted at

their request they claim this would cause too great an adififlistrative
burden on them.

Mr. TAnx. I agree with you on that, even though I make myself
very unpopular.The CITATRMAW. Mr. Tark, were the membership of the Bankers'
Committee for Tax Eqqality-how many members have th6y got?
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Mr. TARE. Approximately 6,000, Mr. Chairman.
The CHAnMAN. How many bankers I
Mr. TARK. What is that?
The CHAIRMAN. Of the total number of bankers.
Mr. TAE. I would say in the United States it is between 14,000

and 15,000. There is a great overlapping, Mr. Chairman. The people
who are our members may also be members of ABA and of the IBA.
There is an overlapping because ABA will testify they represent
13,000 or 14,000; IBA, about 6,000, and our Bankers' Committee for
Tax Equality about 6,000. There are of course not as many bankers
in the United States as the total represents.

The CHAIRMAN. Did this expression come from a referendum to
6,000 bankers?

Mr. TA.RK. No. We are essentially a committee, not an association.
We determine our membership by those who send in checks to support
our program. They are contributing members.

The CHAIMAN. What I am trying to get at is how many bankers
voted in favor of the withholding plan?

Mr. TAnK. We did not ask them that question. We told them that
the members of their executive committee were favoring withholding
[laughter] this may sound laughable, Mr. Chairman.The CHAmRAN. How could you speak for them then if you did
not ask them?

Mr. TARK. Mr. Chairman, the remarks I made a moment ago that
the other banking organizations do not have letters from all their
members on every position they take, either. Our officers adopted the
leadership viewpoint-we each reported back to our members that
we were going to testify in favor of withholding. They can write
in protest or resign if they do not like it. That is their privilege, and
I say to you, Mr. Chairman, that our executive committee is speaking
effectively for the bankers who are members of the Bankers' Commit-
tee for Tax Equality. Senator Douglas, on our committee of the
Bankers' Committee for Tax Equality, they are not all little fellows
like myself. Mr. Howard J. Stoddard who just now testified, and
Mr. Arthur Roth, whom he mentioned, are members of our committee.

Senator DOUOLAS. Are they present in the room?
Mr. Tztx. Yes.
Senator DovaLAs. Are they present in the room?
Mr. TARk. Yes, sir, Mr. Rothand Mr. Stoddard.
Senator DouarAs. You agree with Mr. Tark's testimony on with-

holding?
Mr. Romn. Yes, we do, agree, and Fraiklin National, is going to

appear before this committee as an individual bank next week and say
we are in favor oif withholding.

Senator DoUGLAs. Mr.Stodard?
Mr. S"flbAnb. I Would like to read in the record, If I might, a stdte-

ment that our bank released, JUne 1,1961, a copy of which was sent to
the p resident of every'batik in the Unitd States. W :e first covered
the desirability of taxing savings and loans. After that we quoted
another portion of the Presidents message, indicating the possibility
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of an increase in revenue of no less than $600 million by withholding
of interest and dividends.

I recommend the enactment of legislation to provide a 20-percent withholding
rate on corporate dividends and tax-investment-type interest, effective Janu-
ary 1, 1962, under a system which would not require the preparation- of with-
holding statements to be sent to the recipients.

Then the Michigan National Bank wrote:
We believe favorable congressional action on these two recommendations

should be taken at the same time. As bankers advocating a program to close tax
"loopholes," we cannot, in good conscience, ask for favorable treatment of the
first recommendation without also supporting the second. If withholding is
broadly applied to all dividends and interest, it will not create any infavored
investment medium and disturb the normal growth of savings deposits.

Senator DOUaLAS. I want to congratulate you, Mr. Stoddard, and
I am glad that this supplement to your testimony has been brought
forward.

(The document referred to follows:)
MrIoHIOAN NATIONAL BANK,

Lansing, Mok., June 1, 1961.
To the Presidents, All Oommerolal Banks in the United States.

GENTLEMEN: President Kennedy, in his tax message to Congress on April 20,
recommended, among other things, the correction of structural defects in the
present tax laws. One of the most glaring has been the inequality of taxation
which has existed between commercial banks, savings and loan associations, and
mutual savings banks, as shown by the following 10-year statement (in mil-
lions):

10-year period 1951-80 Taxable Federal Percent
Income taxes

Insured commercial banks ............................ * ------- $22,237 $9,06 40.8
Insured mutual savings banks .............................. -1,223 1
All savings and loan associations ..................---- 3,780 47 1.8

The President's message, without indicating the actual additional Federal
revenue which would be received (estimated at $300 million) covered the situa-
tion as follows:

"Some of the most important types of private savings and lending instiutions
in the country are accorded tax-deductible reserve provisions which substan-
tially reduce or eliminate their Federal income tax liability. rhese provisions
should be reviewed with the aim of assuring nondiscriminatory treatment.
Remedial legislation in these fields would enlarge the revenues and contribute to
a fair and sound tax structure."

Another portion of the President's message indicating an increase of no less
than $600 million by withholding of interest ana dividends, was as follows:

"I recommend the enactment of legislation to provide a 20-percent withholding
rate on corporate dividends and taxable investment type interest, effective Janu-
ary , 1962, under a system which would not require the preparation of with-
holding statements to be sent to the recipients."

We believe favorable congressional action on these two recommendations
should be taken at the same time. As bankers advocating a program to close
tax "loopholes," we cannot, in good conscience, ask for favorable treatment of
the first recommendation without also supporting the second. If withh6lding
is broadly applied to all dividends and interest, it will not create any favored
investment medium and disturb the normal growth of savings deposits.

Sincerely yours,
HOWAJID J. STODDABD, President.
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Statements o/ all injured commercial banks in the United States
(In millions of dollars-at yearend)

1951 1952 1053 1954 1955 196 1057 1058 1059 1060

ASSETS

Cash and due from
banks -------- 44,242 44,299 44,478 43,235 48,560 48,438 48,210 48,792 49,211 51,902

U.S. securities. 60,599 62,408 82,473 08,121 60,877 57,047 87,088 65,789 ,391 60,522

Total cash
and Govern-
ments ....... 10,841 106,707 106,051 111,356 107,437 108,385 105,005 114,581 107,002 112,424

Other securities.... 13,074 13,873 14,370 16,021 16,38.4 15, 987 17, 44 20,287 20,192 20,498
Loans and dis-

counts ........... 58,185 04,728 88,228 71,412 83,027 91,892 95,577 100,087 112,808 119,878
Bank buildings

andrealestate.... 1,315 1,414 1,520 1,047 1 854 2,070 2,318 2,572 2,901 ' 3,205
Other assets ........ 848 884 90 1,223 1,130 1,542 1,8609 1,921 2,033 2,674

Total assets...... 178, 263 187,588 192,0'24 201,659 210,412 217,670 223,310 230,428 245,694 25,679

LIABILITIES

Commercial de.poslts..........127,118 132,562 133,59 139,033 145,098 148,870 147,160 155,599 156,314 102,159
Savings deposits.. 3,05 38,795 41, 184 44,276 45,891 48,109 53,328 59,570 62,697 66,834

1

Total deposits.... 103,172 171,357 175,083 183,309 190,989 198,479 200,485 215,10 219,011 228,993
Otherllabilitie .... 2,354 2,740 2,715 3,000 3,147 3,018 3,963 4,113 5,180 6,871

Capital stock ...... 3 ,699 3,870 4,030 4,287 4,5 4,8S7 5,189 5,418 ,81, ,208
Surplus .......... 5, 4 5,938 6,284 6,857 7,209 7,759 8,242 8789 9, 276 9,916
Unilvided profits.. 2,269 2,307 2,498 2,653 2,778 2,040 3,232 3,487 3,633 4,021
Reserves ......... 1,275 1,368 1,414 1,553 1,724 2,008 2,210 2,482 2,633 2,870

Capital funds.... 12,737 13,489 14,226 15,850 18,278 17,5 7 18,882 20.146 21,403 23,015

Tot liabilities.. 187,588 19 2,2201,859 210,412 217,678 223,810 239,4281 245,594 258r89

NOTE.-(a) Loans and discounts are gross before deducting valuation reserves of $2,358,000,000 for 100
and reserves are increased by this amount. () Statement does not Include insured mutual savings banks
with deposits of $31,000,000,000.
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Interest on secur-
Intert on loans...

Other income...

Operating
inome.....

Interest on time
deposits ..........

Salaries .......
Other expense ......

Operating
expense....

income I ....

Gross profit..
Income taxes .......
Net profit ..........
Peroant on capital

funds' ..........
Dividends..
Percent on capital

fund $ ...........
Addition tocapital

funds..

Number of banks..

1051

1,233
2, 425

737

1952

1,376
2,784

772

1953 1054

1,505 1,69
W558,15683,263

823 913

IM
1,885

1958 1057

1,713 1, 855
4,413 4,963
1,108 1,232

1958

2,046
5: 411,114

1959 I0

2,278 2,370
5,989 61807
1,422 1,547

4,395 4,932 5,484 5,774 6,378 7,232 8,050 8,501 9,6609 10, 724

385 458 53 818 678 808 1,141 1,381 1,580 1,785093IN ,,o 2,268 2,00 1
1,350 1,495 1,852 1,782 1,896 2,03 228 ,0 2,877 2,798

5 1,078 1,189 1,258 1,38 1,558 1,710 1,832 2,107 2,5

2,730 3,029 3,376 8,838 3,9M 4,457 5,119 5,813 6,284 6,933

1,665 1,903 2,108 2,13 2,418 2,775 2,931 2,888 3,405 8,701

-226 -218 -298 79 -468 -744 -559 85 -1,032 -404

1,439 1,685 1,812 2,215 1,950 2,031 2,372 2,9M 2,373 3,387
531 695 786 98 794 814 998 1,271 885 1,384

908 9 1,028 1,307 1,158 1,217 1,374 1,702 1,488 2,003

7.4 7.5 7.4 8.8 7.3 7.2 7.5 8.7 7.2 9.0
419 442 474 817 588 617 878 726 776 832

3.4 3.4 3.4 3.5 3.8 3.8 3.7 3.5 3.7 3.7

489 548 52 790 590 600 698 078 712 1,171

13O455 13,439 13,432 13,323 13,237 13,218 13,185 13,124 13414 13,126

I Nonopemting income is the net between recoveries and losses, and Includes transfers to and from various
reserve accounts. The reserve method of accounting for losses in banks for Federal income tax purposes
nee lted In large transfers to reserve accounts for the years 1951 to 1960.

Be the following: Percent
Average earnings on capital funds for 10-year period .......................................... 7.8
Average dividends on capital funds for 10year period .......................................... 8.6

REVENUE ACT OF 1962

arn i ng8 of all inured commeroi bapt in the United Otdat 8

In millions of dollar.)
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IMIisroJ mntuW av# ebna M4n

[In millions of dollar-At yeareadj

1961 1952 1988 194 1958. 1956 1987 1958 1969 1960

Cash . 695 782 70 832 786 739 710 751 688 78
U. a. Governmento r u .... 921 4 11.6 ae tSecurities... 5,2 6,93 ,7 , 1 a 408 a,1 5 ,018 41786

other cudes....l, 2337 2,760 3,M64,1881 40144 5,158
Mor845g10,179 11,82 18,6 15 7 7 21, 4 24,069

Other assets ........ 244 269 283 319 341 378 417 458 477 633

Totalasseti...17,294 18,788 20,497 22,158 23,84 25,478 27,870 30,398 81,94 35,809

.LIABIMTIES

Total deposlts. 15,868 18,786 18,383 19,888 21,p 22, 8 25,022 27,278 28,877 31,602
Other li es... 8 98 133 176 18 287 340 440 612 6
Surplus account .. 1,843 1, 888 1,981 2,0O5 2,198 2,324 2,608 2,88 2,880 8,215

Totalliablities... 17,294 18,67 20,497 22,188 23,848 25,478 27,870 30,398 81,949 85,309

Profit after divi-
dends ............ 119 79 98 108 110 123 128 140 170 150

Federal income
taxes ................ .2 2 8 1 1- . -1....... .I ................

Net Income
retained.... 119 77 go 105 109 122 128 139 170 150

Number of banks.. 202 206 219 218 220 223 239 241 268 38
Percent Increase in

totalassets .7 9 9 8 7 8 9 9 11

I Mortgage loans are gross before deducting valuation reserves of $217,000,000 for 1960 and surplus accounts
are increased by this amount.

NoTs.-Durlng 1960 noninsured banks with assets of $1,873 000,000 became insured banks.
Millions

Not profit after dividends for 10-year period ........................................................ $1,223
Federal Income tax for 10.-ear period ............................................................. 10

Not income retained for 10-year period ....................................................... 1,218

82100-02-pt i --
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All savings an& loat asooiations

[In millions of dollars-at yearend]

1951 1952 1953 1954 1955 1956 1957 1958 1959 1960

ASSETS
Cash ............... 1,082 1,306 1,500 1,962 2,085 2,116 2,163 2,571 2,189 2,715
U.S. Government

securities ......... 1,606 1,791 1,923 2,005 2,319 2,743 3,154 3,785 4,471 4,5
Mortgageloans 15,610 18,416 21,957 26,088 31,354 35,719 39,96 45,478 53,087 60,084
Other assets ........ 866 1,072 1,258 1,453 1,775 2,203 2,767 3,144 3,725 4,104

Total assets.. 19,164 22,585 28,638 31,508 37,533 42,781 48,053 54,978 63,472 71,489

LIABILITIES

Borrowed money... 884 934 1,014 932 1,522 1,343 1,373 1,427 2,134 2,191their liabilities .. 754 852 951 1,232 1,419 1,353 1,503 1,811 2, 403 2,162
Capitalshares ...... 16,073 19,143 22,778 27,184 32,058 37,073 41,856 47,894 54,6M 62,154
Profits and

reserves .......... 1,453 1,656 1,895 2,180 2,534 3,012 3,321 3,796 4,387 4,982

Total lla.
bilitles..... 19,164 22,585 26,638 31,508 37,533 42,781 48,053 54,978 63,472 71,489

Proft after divi.
dends ............ 184 206 244 291 360 483 313 481 597 601

Federal income
taxes ..................... a 5 6 6 5 4 8 6 6

Net income re-
tained I ........ 184 203 239 285 354 478 309 475 501 595

Number of asso-
clations ........ 5, 0 8,012 8,037 8,071 8,138 8,169 8,208 6,230 6,276

Percent Increase in
total assets........14 18 18 18 19 14 12 14 1s 13

1 Net income retained represents lncreas in "Profits and Reserves."

Total profit after dividends for 10-year period ........................................... 3, 760
Federal income tax for 10-year period ................................................... 47

Net income retained for 10-year period ................................ 8,713
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Growth of saving8 toMolh public regard a8 available on demand
1In millions of dollars]

All All
All oom. mutual savings Credit U.S. Postal

Year morcial saving and loan unions savin saving Total
banks ban ks asso

tons

1960 ........................... 35,200 20,002 13,99 901 49,600 8,035 122,730
1951 ............................ 38,692 20,880 16,107 1,082 49,100 2, 806 126,89
1952 ............................ 39,331 22,678 1,195 1,366 49,100 2,060 134,210
1953 ............................ 42,001 24,345 22,846 1,601 49,400 2,466 142,740
19 ............................ 44, 746 26,285 27,262 2,022 49,00 2, 240 162,445
195 ............................ 46,331 28,113 32,142 2,447 50,300 1,990 161,323
195 ............................ 48, 62 29, 85 37,148 2,914 60,100 1,720 170,3 2
1957 ........................... 63,761 81,652 41,912 3,382 48,200 1,401 180,28
1958 ............................ 60,020 33,993 47,976 3,870 47,700 1,212 104,771
1059 ............................ 2,949 34,934 64,583 4,438 46,900 1,01 203,820
1960 ........................... 67,60 3,290 62,164 4,950 45,702 838 217,432

10-year growth-----------.. 1+32,300 +18,288 +48,162 +4,019 -3,808 -2,199 +94,7

TnE HAnIWsoN-CuauTs BILLs

(H.R. 2899-2000)

Two Identical bills seeking tax equality between commercial banks, mutual
savings banks, and savings and loan associations have been introduced In Con-
gress by Representative Burr P. Harrison of Virginia, and Representative Thomas
B. Curtis of Missouri.

Commercial banks, since the enactment of the Federal income tax law in 1013,
have been subject to its provisions, and like all comparable business enterprises
pay the regular rates on taxable income.

Mutual savings banks and savings and loan associations were exempt from
Federal Income taxes until 1951. Congress by that time had determined that
they were no longer "mutual societies of poor people to acquire small homes."
As a result, they were made subject to income taxes and revenues of $150 mil-
lion were anticipated for 1952. Actually, only $5 million was received by the
U.S. Treasury.

The reason for this lesser amount was that a conference committee amend-
ment, never the subject of formal debate, permitted the establishment of a loss
reserve up to 12 percent of their deposit or share accounts, on a tax-free basis.
This completely nullified the original congressional Intent. The reserve pro-
vision permitted practically all earnings to be diverted to reserves, thus depriving
the Treasury of an estimated $2 billion in taxes since 1952.

The Commissioner of Internal Revenue permits commercial banks to establish
a tax-free loss reserve based upon actual experience over a 20-year period. This
reserve is based upon "risk assets," not deposits, and averages about 2 % percent.
There Is no justification for any difference in reserve formulas between the three
types of financial Institutions.

The Senate Report No. 781 in 1951 clearly recognized this situation when It
stated, "so long as they are exempt from Income tax, mutual savings banks and
savings and loan associations enjoy the advantage of being able to finance their
growth out of earnings without Incurring the tax liabilities paid by ordinary
corporations when they undertake to expand through the use of their own re-
serves. The tax treatment provided by your committee would place mutuals on
a parity with their competitors."

The Harrison-Curtis bills now pending before Congress would eliminate this
12-percent reserve for loss provision, and require the mutual savings banks and
savings and loan associations, like commercial banks, to obtain from the Treas-
ury Department only that tax-free loss reserve on risk assets which Is Justified
by actual experience. It Is estimated that If this Is done, the U.S. Treasury
will receive approximately $300 million annually in additional taxes.

On the other hand, an objective study of the 10-year growth trend of commer-
cial banks, mutual savings banks, and savings and loan associations discloses that
unless this tax injustice is corrected, there will be a serious deterioration in
America's fine commercial banking system. ,
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Oomparison joltlh jour banfk

Insured
om. Percent Your Percent

mercial bank
banks

ASSE
Cash ........................................................... $51,902 20.06
U.S. securities ................................................ 60,822 23.40.
U.S. guaranteed loans ........................................ 7,287 2.81 ....................

Risk free assets .......................................... 119,691 46.27 ....................

Other securities ............................................... 20,498 7.92 ..........
Loans and disounts ............................................ 112,611 43.84 .............
Bank bulIding and real estate ................................. 3,205 1.24 .......... .
Other assets .................................................... 2,674 1.03 ....................

Risk assets ............................................... 138, 038 53.73 ....................

Total assets .............................................. 25 679 100.0 ....................

UADILFIR5S
Commercial deppiits ........................................... 162,159 62. ....................
Savings deposits ............................................... 66,834 25.83 ....................

Total deposits .......................................... 22 993 8852 ....... ..........

Other liabilities ................................................ 6,671 2.8.......... ......

Capital ........................................................ 8,208 2.40 ......... ..........
Surplus ........................................................ 9,916 3.83 ....................
Undivided profits ............................................. 4021 1.56 ....................
Reserves ...................................................... 2,870 1.11 ....................

Capital funds ............................................ 23,015 8. 0 ....................

Total liabilities .......................................... 258679 100.00 ........
Percent -Capital funds to risk assets ................................... 16.66 .............

RARNINOS
Income on loam ........................................................ 5.85 ....................
Income on securities .....................................2.... .........
Net Income on total assets ..............................................
Net Income on capital funds ............................................. 9.02 .....................
Dividends on capital funds ............................................... 3.75 .....................

2 U.S. guaranteed loans include all FIA mortgages and 80 percent of Of mortgages. Banks In making
comparison should also give consideration to guaranteed portions of V loans, PHA title I and loans secured
by Government bonds, as risk free assets. In this statement, Valuation reserve for losses on loans of $2,356,-
000,000 Is not deducted from loans, but It Is Included in reserves.

Senator DOJOLAS. I think this is going to do a great deal to im-
prove the image of bankers before the Ameiican publiC.

The CIAnAN. All I am asking, Mr. Tark is simply for informa-
tion and I do not think I have gotten it yet. Y have not yet taken any
position with respect to this matter and I have gotten a great many
letters, hundreds, some thousands of them as chirnan of this com-
mittee, and nearly all of them are opposed to the withholding.

How many baikers do you definitely speak for when you say that
your organization is in favor of the witholdin I

Mr. TARK. Mr. Chairman, we did not take a poll of that. In-
cidentally, we did not ask our member batiks to write you letters tell-
ing you they favored withholding, either.

The CBAUIMA. But you have not answer&l my questih0.
Mr. TAP. I do not know the answer. We took no poll.
The CHAIRMAN. You were speaking for what is known as the

Bankers Committee for Tax Equality. Frankly, I have never heard
of it. I do not say you are not a fine organization, but I would like
to know when you say you speak for them, how fhay of your mer,
bership have requested you to speak toths'e mrittee in ftvor of
bank withholding? V
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Mr. TAR. We did not ask them to' vote on it, we did not ask them
to write you letters.

The CHAMMAN. How can you say then, that this Bankers Com.
mittee for Tax Equality is for this if you did not communicate with
them I

Mr. TArm. Because we are set up as the executive committee of this
Bankers Committee for Tax Equality. We operate simitAy as a
board of directors and as trustees. We set forth the policies.

The CHAnRMAN. Then you did not communicate with the other 6,000
bankers?

Mr. TARit. We did communicate with them. We wrote that we the
executive committee, were going to support withholding and of the
letters that went out, 6,000, only a handful responded saying "We
are opposed to this." We had another handful Bayin "More strength
to you," but we did not attempt to make a statistical survey. P

The CHAIRMAN. You are saying to this committee, then, that these
6,000 members favor withho l ding

Mr. TARE. I Would not dare say that 6 000 members favor with-
holding, any more so than the IBA, the ABA, or the Mutual Savings
Bank Association can say that every member of theirs is opposeto
withholding. Neither one of us can say actually how many people
were for or against.

The CHAIRMAN. I am not criticizing anybody but we sit on this
committee. We represent the people oftle Unitd States. 1, for one,
so far as I am able to do it, desire to follow the wishes of the people
if it is possible to do it. Frequently, we cannot do it because there
is conflict of interest or conflict of opinion. I do not yet understand
how mans bankers you definitely speak affirmatively for in fwvor of
withholding.

Mr. TANK. I shall answer as T did before, I do not know, because
we did not ask them to vote and send in an affrmative letter saying
"You are speaking for us on this matter of withholding."

The CIAR MAN. But I must tell you again that you have testified
that you are speaking for the Bankers Committee for Tax Equality.

Mr. TAnK. That is right. When the banker members of the Bank-
ers Committee receive notice of the position their executive committee
intends to take and then continue to support us by sending in their
checks, they must be substantially in accord with our views.

The CAmiRAN. You are a sincere man I do not question that. Is
it your judgment that the majority of these 6,000 bankers favor
wihholdi*--?

Mr. TA R. It is my personal judgment I go further and say this
to you, that if it was. clearly explained to them so that they really
ulidferstood withholding, I thik it would be far more than 75 per-
cent who would alp ort It.

The CHAIRUAN. M you fait~r the exemptions in the House billI
Mr. TARx. Do I favor what?
The CHATRMfAz. The exemptions on wlthholdihir. Do you. favor

the exemptiofis that were placed in the House bill as to those'that,
wuld--

Mr. TARE. Over 65 and the 18?
The CnAIRMAN. That is right.
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Mr. TAnK. I think these are reasonable. exemptions, but they have
made the procedure on withholding tax more burdensome. But they
are definitely within reason. I am not trying to tell this committee
or the House committee how to word the bill. I am merely asking
you to keep it procedurally as simple as you can. It can be worked
out.

The CHAIRMAN. Well, you favor the House bill with exemptions,
then, do you ?

Mr. TanK. That is right.
The CHAIRMAx. Thank you very much.
Senator Curwis. Mr. Chairman, may I ask a question?
The CHAIRMAN. Senator Curtis.
Senator CurTIS. Are you a member of the American Bankers

Association?
Mr. TANK. Yes, sir.
Senator Cuwrxs. Are you a member of the Independent Bankers

Association?
Mr. T.UIK. Yes, sir, I happen to be on their 45-man executive

council.
Senator Cuiris. Does the American Bankers Association have

periodic meetings of their membership?
Mr. TARK. Yes, they have a big convention once a year, and they

have their various divisional meetings periodically throughout the
year.

Senator C'iRns. Is their legislative position discussed at those
meet ngs?

Mr. T.xu. I imagine so. I am not on their legislative committee.
Senator CrrIS. ou have been at some of their meetings?
Mr. TAUK. I have been invited to attend various of their meetings

at their own offices here in Washington.
Senator tCrrs. I am talking about their membership meetings.
Mr. TUnK. I do not recall many votes taken in their meeting. The

only time I recall such a vote is when Mr. Roth's amendment came up
seeking to disqualify mutual savings banks from membership in the
ABA. They had a vote on that issue.

Senator vmims. By mail?
Mr. Tark. No, no, in person; only those present at the convention

voted.
Senator Crrns. Do the Independent Bankers Association have pe-

riodic meetings ?
Mr. T~m. Yes, sir.
Senator Crm. Do they have annual meetings?
Mr. TARm. They have an annual meeting.
Senator Crr. How about your group of 6,000, do they have

meetings?
Mr. Tu-u. No, we do not have convention meetings-*e are more

of a committee than an all-round association.
Senator Crms. Have the 6,000 ever been-
Mr. Tsxn. To a convention, to a meeting? No. Our contact with

members is almost entirely by mail. We keep them informed as to
what our th g is on the executive committee; what we propose to
do. And it is their privilege to write us their views in opposition or to
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drop out of our organization at any time they choose to by just not
sending us their contribution. It is as simple as all that.

Senator Cuir.s. But the IBA, do have regularly scheduled meet-
ings for communication with the members?

Mr. TAN. Yes, and, Senator Curtis, I think maybe I ought to ex-
plain something to you that will clarify this thing you are driving at.

The Bankers Committee for Tax Equality does not, attempt to oc;
cupy the position of a trade association in the banking induitry---am
I speaking to Senator Curtis ?

Senator Crms. Yes.
Mr. TANK. The bankers committee does not attempt to occupy a

position in the banking industry which is occupied by tle Independent
Bankers Association and the ABA.

Thirteen or fourteen years ago, our committee was organized, first
and foremost to seek tax equality. If and when Congress arrives at tax
equality, we will go out of existence as a bankers committee.

Senator Cun's. Now, this information that you sent to them stat-
ing that you were going to take a position for them in favor of with-
holding the tax on dividends and interest, was that a different letter
to each of the 6,000 members?

Mr. TANK. Yes, I have one here I can show you.
Senator Cuirris. Would you insert it in the recordI
Mr. TARK. Yes, I would be glad to.
Senator Cum-is. How many banks in Nebraska on the committee

favor withholding of tax on dividends and interest?
Mr. TAnK. I do not know positively how many of our members in

Nebra.ska favor it.
Senator CuRms. Do you know how many-
Mr. TAnK. But I can tell you this, I can give you the numbers of

bankers in the State of Nebraska who continued to make their con-
tributions to this Bankers Committee after the mailing of that letter
which notified them that the members of their executive committee in-
tended to testify favoring withholding.

Senator Cur rns. Do you know any of them that do favor withhold-
ing on interest?

Mr. TARK. No, as I stated, I did not attempt to poll them, and I did
not come here with letters that favor it. There. are many bankers
that favor it.

But, for the State of Nebraska or any other State, we can tell you
exactly how many banks continue to contribute their support to this
committee knowing that we would testify, as we did last year, for
withholding.

Senator Cumrns. Do you not suppose that they regard the support
of your committee as an expenditure for tax Equality primarily?

Mr. TARK. I would say that that would be very complimentary.
Senator Crirrs. Is not that the idea that has been sold to them?
Mr. TAmK. I do not know exactly what motivated them. .
Senator Bnxxqrr. Did you change the name of your committee to

the Bankers Committee in Favor of Tax Equality and Withholding, or
is it the same?

Mr. TAiK. No, we are principally advocates of tax equality. We
stated to them in the letter, as we stated here today, our opinitn'that
we could not conscientiously contend for tax equality and stand op-
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posed to tax withholding. We notified' them we were going to so
testify.

Senator Bri r1'rr. Who are "we"?
Mr. TARK. The spokesmen for the Bankers Committee for Tax

Equality. I appeared before your committee as far back as 1951.
Senator BP;NzqTr. I understand that you are spokesman for them

here, but you are one. When you say "we stated," how big a group
met and decided that you were going to testify in favor of
withholding?

Mr. TAnx. Let me read this letter to you.. The executive committee
consisted then of R. E. Gormley, who is going to testify later today,
Arthur T. Roth, Mr. Stoddard, and myself.

On the 20th of May of 1961, we wrote the following letter to our
banker members:

DEA BANKER MEMBER AND FRIEND: On Friday, May 23, I shall appear as a
witness before the Committee on Ways and Means In support of withholding
the tax on dividends and interest. I shall do so as the executive head of the
Main State Bank of Chicago, I1. Mr. Howard Stoddard, president of the
Michigan National Bank, will also appear. Mr. Arthur Roth of the Franklin
National Bank, Long Island, will have his comptroller testify. After careful
analysis and much thought each of us will support the Treasury recommenda-
tion on withholding.

This is a letter from me to them on this Bankers Committee
stationery.,

The CHAIRMAN. How many did that go to?
Mr. TAIK. It went to about 6.000 members.
The CHAIRMAI. How many favorable replies did you receive?
Mr. TAnK. We received only 50 or 60 replies altogether. I did not

attempt to tabulate them.
The CIAIWrAN. Would you have any objection to putting those re-

plies in the record?
Mr. T-kpiK. Mr. Chairman. I am not a paid executive of a committee,

I am a Chicago banker, and I actively-
The CHAIRM.MAN. You came here to testify to certain facts. I am

not trying to embarrass you; I am trying to get the facts.
Mr: TARK. T realize that.
The CnHm.13rA. If the bankers want withholding, I would like to

know it and if they are opposed to it, I would like to know it, and I
shall make u1 my own opinion.

Now, if you sent letters to 6.000 bankers, I assume you got replies.
If they have replied to that letter, I can see no objection to putting
those replies into the record.

fr. TAnK. May I finish this letter?
The CTAtr rtMAI. Certainly. I thought you had finished.
Mr. TARK (reading):
It is my firm conviction that the bankers of the country, the majority of whom

wish tax equality, cannot consistently urge the House Committee on Ways and
Means and the Treasury to adopt legislation to close this glaring loophole of tax
favoritism for the mutual savings banks and savings and loans and at the same
time oppose the closing of another loophole ofeven greater magnitude. In short,
I believe that our support of withholding is necessary if we are to preserve
the integrity of our position.

It was In this context that the executive committee of the Bankers Commit-
tee on Tax Equality, by a vote of 8 to 1, directed that this organization recom-
mend to the bankers of the country that they support the Treasury il Its pro.
gram of tax wlUholding on dividends and Interest.
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Messrs. Roth and Stoddard, and' I, have iid a number of conferences with
Treasury officials. Attached is a copy of an exchange of letters between the
Honorable Stanley S. Surrey, Assistant Secretary of the Treasury, and myself.
You will undoubtedly be Interested In the Treasury's enclosure, presenting the
most detailed analysis of the actual operation of withholding we have seen
anywhere. I am convinced this Is a simple and workable plan and urge the
bankers of the country to support it.

Opponents of withholding have alleged there might be a loss of deposits In
banking Institutions If withholding of the tax on Interest is enacted. I cannot
agree with that viewpoint. In my judgment, deposits leaving one Institution
will have to go to another; and on balance, the banks will gain. I realize that
there will be some expense and additional work incurred by the banks of the
country, but considering the principles Involved, Including the closing of the
savings and loan and mutual savings bank loophole, I personally believe we have
no real alternative but to support the Treasury recommendation on withholding.

It has been estimated that eliminating the tax favoritism to savings and loan
and mutual banks will bring to the Treasury additional revenue of approxi-
mately $300 million and that the enactment of withholding which closes the
Interest and dividend loophole will result in additional revenue of $600 to $900
million. In this day of world conflict, high defense expenditures, and domestic
problems, these sums will help our country materially.

Sincerely.

Senator BwN1 '.TT. Mr. Chairman, it seems to me that Mr. Tark is
talking for four people, three of whom agree and one who disagreed,
but not for 6,000 people as his statement alleges.

Is that a fair statement?
Mr. TARK. No, I do not think it is.
The CHAIRMAN. I imagine Mr. Tark must have gotten some replies.
Mr. TAnK. We did. Fifty or sixty.
The CHAIRMAN. This is a very heated question. Would you object

to supplying the committee with some of those replies ?
Mr. TARK. No, I have no objection. We shall supply them.
The CTA1MAN. Would you put them in the record? .
Mr. TARK. Yes. What I do when I get these replies in my bank

office in Chicrgo, they all go into a general file, and I have a space as
large as your platform full of letters from all over the country during
this entire period of 13 or 14 years. I do not attempt to run an asso-
ciation out of my bank's office in Chicago. I have no secretaries or
employees running this for me. I have nothing to do with running
the Bankers Committee office here in Washington except as a member
of the executive committee.

The CHAmrMAX. You do not seem to understand what I said. You
speak for this committee.

Mr. TArn. I certainly do.
The CHAIRMAx. This committee is composed of 6,000 bankers. I

want to know if you speak for yourself, for this executive council of
4, or for the 6,000 bankers I

Mr. TAic. We shall attempt to dig oult the letters we got in the way
of responses. But I also want to put in the record my own humble
opinion that I speak as much for our committee's membership as any
spokesman for an association who appears before you, today.

The CAmrAz;. I understand that. But I want to know if you
ap pear here representing a certain number of bankers.

Mr. TA=1. We shall submit the replies you asked for.
(The letters referred to follow*
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May 20, 1961

Dear leaker Mmber sad Friend:

On Friday, May 26, 1 sball appear " a witness
before the Cmm tee on Ways &ad Means Is support of withhold-
tag the tax om dividends and taterest. I sba! do so as the
executive bead of the Main State Bank of Chicago. Illinois.
Pir. Howard Stoddard. president of the Michigan National Dank,
will also appear. Mr. Arthur Roth of the Franklin Natioel
Bank, Lo* Island. will have his comptroller testify. After
careful analysis and such thought, each of us will support
the Treasury recosadatioa on wLthholding.

It ls my firm conviction that the bankers of the
country, the majority of whoa wish tax equality, camntn con-
sistently urge the House Cmmittee on Ways and Means and the
Treasury to adopt legislation to close this glaring loophole
of tax favoritism foc the mutual savings banks and avsngs
aW loans and at the sme time oppose the closing of another
loophole of ew-% greater magnitude. In short, I believe that
our support of withholding is necessary if we ass to preserve
the integrity of o.tr positton.

It wes in this context that the Executive C ittee
of the lDeawrs Coitte on Tax Equality, by a vote of three
to one. directed that this organization recmmend to the
bankers of the country that they support the Ireasury is ite
progrm of tax withholding o dividends and interest.

I I Messr. Roth and Stoddard. and 1, have bad a member
of conferences with Treasury officials. Attached is a copy
of an exchange of letters between the Honorable Stanley S.
Surrey, Assistant Secretary of theVre sury, andmyself.
You will undoubtedly be interested in the Treasury's enclosure,
presenting the most detailed a~alyslis of the sct al operation
of withholding e have seen anywwre. I a convinced this
is a simple end workable plan end urge the bankers of the
country to support it.

Opponents of withholding have alleged there eight
be s loss of deposits in banking institutions if withholding
of the tax on interest is enact-d. I cannot agree with that
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May 12v1961

IMs Memor"ble Ssley SUrroy
Assistant Secretary
Deparmost of the iM a y
Uaahlngtos 15, D. 0.

Dear Me. Surrty

I would apprelat reeivlng an outline of .te modus
operandi of withheld taxes as it applies to the payment of interest
on savings accounts by comrcial bam. Would you also explain
the mechanics of claims for refunds by iners, by tax-exempt
institution , and others.

Ubs procedure explained by your asListant. IM ,.

smod to be an uncomplicated one. t do hope that it will be
possLble to use the "refund draft." It would simplify this
operation.

Though you and Mr. Rodney have fully informed m on

the subject mtter of withheld taxes on interest, for which I
wish to express my appreciation, yet I would like to receive A
written explanation so that I sy in turn tranmit this informs-
tio to our member banks, as well as other banks throughout the
country.

My thanks to you for the time and intervLews you have
granted to me and Mesors. Roth. Stoddard and Scott.

Host respectfully yours.

LSTinb L. Shirley Tark
Co-Chairman
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TRL4SutY DznAmzNT,
WaUngton, May 17, 1861.

Mr. L. SH=LrJ TA=,
Coohafrman, Bankers Committee for Pao quaUtf,
Washington, D.C.

DEAu MR. TASK: I welcome the opportunity you have given me in your letter
of May 12 to provide you with a brief explanation of the system of withholding
on interest and dividends proposed by Pr, sident Kennedy in his tax message
to the Congress on April 20. It occurs to me that some clarification of the sub-
ject may be of value. I believe that any apprehension over excessive burdens of
withholding on the banks can be put to rest after careful consideration of the
details of the proposal.

President Kennedy recommended interest and dividend withholding as a neces-
sary step to recover more than $600 million of revenue lost annually because of
nonreporting of interest and dividends and to eliminate an inequality in tax
burden which is patently unfair to those who pay all of their taxes. The Presi-
dent politted out that nonreporting of interest and dividend income had not been
appreciably lessened by intensive educational programs. Nor can mass compli-
ance be attained effectively and economically by audit procedures utilizing
information returns.

On May 8, Treasury Secretary Dillon submitted the administration's withhold-
Ing plan to the Congress. The Secretary pointed out that the withholding system
is specifically designed to minimize the paperwork of payers of interest and
dividends. Payers would have substantially less to do under the proposal than
an employer does currently under wage withholding. For example, the payer
would not be required to provide to interest and dividend recipients any with-
holding receipts, such as the W-2 form which now goes to wage earners. The
payer would be asked to withhold on a simple flat rate basis without exemp-
tions. Remittance to the Internal Revenue Service would be by lump sum with-
out requiring the listing of individual payees as is now required under wage with-
holding. No additional information reporting to the Service would be required
than is now required under existing law and regulations.

Secretary Dillon indicated that steps would be taken to alleviate any hardship
on nontaxable institutions and individuals by withholding. Provision would
be made to allow exempt institutions to offset currently the amounts withheld
from their interest and dividends against the amounts they withheld from their
employees for income and social security tax purposes. If this procedure is
insufficient to provide a full offset, quarterly refunds would be provided.

Interest paid on school savings accounts would not be withheld on. This
would eliminate overwithholding on more than 6 million children, almost all of
whom are not subject to tax. However, If amounts were withheld from non.
taxable minors In other situations, provision would be made for the parent of a
dependent minor to claim credit on the parent's annual tax return for amounts
withheld from the minor, if the parent so wishes. Individuals not subject to
tax (other than minors) would be allowed to claim refunds on a quarterly
basis. These refunds would be paid promptly.

Attached Is an explanation of the withholding system, with illustrations of
its applicability to savings account interest and savings bond interest.

As you know, we have worked closely with many banking and other groups in
the development of the withholding system. Moreover, the banking community
has more than demonstrated its public interest in working with the Treasury
to achieve a workable withholding system which would be effective in meeting
the nonreporting of interest and dividends. We appreciate very much their
cooperation.

Sincerely yours,
STAN L S. StflUty, Asslstant Secretary.

[Treasury Department enclosure to letter dated May 17, 1901, from Assistant Secretary

Surrey to Mr. Tark

HOW WITHHOLDING WOVL. OPERATE

It Is proposed that withholding be made applicable to dividends, interest on
savings accounts, Interest on corporate bonds (registered and coupon), interest
on U.S. Government obligations (registered, coupon, and savings bonds). For
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practicable purposes it is desirable to exclude certain types of interest such as
interest paid by individuals, Government discount bills, etc.

One general rate of withholding, 20 percent, would be prescribed. The with-
holding agent would be the ultimate payer of interest or dividends at source.
Corporations (or their disbursing agents) would be the withholding agent on
dividend payments. The U.S. Government and corporation would be the with-
holding agents on bond interest. Banks would act as intermediate payers of
interest in the case of coupon Interest and interest paid at redemption of savings
bonds. The Intermediate payers would not be withholding agents. Banks would
simply pay coupon Interest and savings bond interest on a net basis (80 percent
of gross). The bank would in turn be credited on a net basis by the ultimate
payers who would withhold tax. However, banks, as the ultimate payers, would
be the withholding agents in the case of interest paid on savings accounts.

The withholding agents would not be required to keep records of tax withheld
from each recipient, nor would the agent be required to provide withholding
receipts to the recipients. The withholding agent would merely remit to the
Internal Revenue Service 20 percent of the interest or dividends payable.

To account for the proper amount of interest on the tax return, the recipient
would include the gross amount of interest or dividends in income and claim as
a credit against tax liability the amount of tax withheld. For example, to
account for the proper amount of interest to be reported, the recipient would
make the following "gross up" computation with respect to interest on which
amounts have been withheld: (1) the net amount of interest received after
withholding; (2) the amount withheld, which at a 20-percent withholding rate
would be exactly one-quarter of the net amount received; and (3) the sum of
Interest actually received and the amount withheld which is the gross amount
subject to tax. This gross amount would be included in income, and the recipient
would take credit against his final tax liability for the amount of tax withheld
as he does for wage or salary withholding. The tax return would clearly indicate
the steps to be taken and give the necessary guidance to the taxpayer.

DEPOSIT INTEREST

Banks, say paying quarterly 0.75 percent interest on deposits, would remit to
the Internal Revenue Service 20 percent of total interest credited to deposit
accounts for the quarter. If $1 million Is credited, the Internal Revenue Service
would receive $200,000. It would not be necessary for the bank to determine the
total amount to be paid to the Government by adding up the amounts withheld
from each Indlvidtial.

The bank would credit each account at the rate of 0.6 percent quarterly. No
receipt for tax withheld would be required for each depositor. In actual prac-
tice, the bank would not be required to make any additional computation for each
account than it does today.

The depositor earning $100 gross interest on his savings for the year would be
credited with $80 net after withholding. He would compute 25 percent of this
amount or $20 to determine the tax withheld. The sum of $80 received and $20
withheld or $100 would be included in his adjusted gross income. After comptit-
Ing his total tax liability, he would deduct credits for the tax withheld on wages,
payments on declaration of estimated tax, and the $20 withheld on interest. If
there are taxes due he would remit the balance due with his return. If there is an
overpayment, he would receive a refund.

The computations would be the same if the Individual received interest from
several sources. He would enter the net amounts received from these sources
and would then "gross up" the total net receipts.

INTEREST ON U.S. SAVINGS BONDS

Banks and other agents authorized to redeem U.S. savings bonds would be
provided with tables that would show the amount to be paid at redemption as at
present. The net amounts will reflect 80 percent of interest earned up to
redemption. Assume that an individual redeems a $50 bond at maturity which
he purchased at $37.50. The amoUht of the interest included in that $50 would
be $12.50, but the bank would pay the individual only 80 percent of that amount
or $10. Thus, the bank would remit to him $47.50. The bank is a fiscal agent
of the U.S. Treasury and would act in the same manner as an intermediate payer
and, therefore, would not be the withholding agent. It would pay only the net
amount of interest on the savings bond. The bhlnk wclild recover this net amount
from the U.S. Government. The Government would be the withholding agent
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transferring funds to the Internal Revenue account when the redeemed bonds
are recorded in the public debt account.

In the typical case, most individuals would not have entered the amount of
interest from U.S. savings bonds on their annual returns as interest accrues.
Consequently, the total interest paid in the year of redemption would ordinarily
represent the correct amount of interest includible in taxable income in that
year. In the relatively rare case where an individual accrued his interest
annually, withholding at redemption would be based on the total amount of
interest paid in the year of redemption. These few taxpayers would not include
in income in the year of redemption the amount of interest entered on prior year
returns. However, the full amount of tax withheld would be credited against
his tax liability in the year of redemption.

MAY 17, 1061.
MAIN STATE BANK,

Chicago, Ill., April 17, 1962.
Hon, HARRY F. BYRD,
Senate Finance Committee,
Senate OfUlce Building, Washington, D.C.

DEAR Mn. CHAIRN[AN: When I testified before the Finance Committee last
Wednesday you requested for insertion in the record some of the replies which
I had received to the letter we mailed to approximately 0,000 subscribing mem-
bers of the Bankers Committee for Tax Equality on the subject of withholding.
As you will remember, this is the letter which informed them that the members
of their executive committee intended to testify before the House Committee on
Ways and Means in favor of withholding.

After a search, I have found just a few letters, although it seems to me we
received some 55 or 60 replies altogether. It will be observed that opposition
to withholding was expressed by these writers.

As I testified, this handful of replies from a mailing to nearly 6,000 members
led us to believe that the bankers were much less opposed to the idea of with-
holding than we had anticipated. This response was one of the smallest we have
secured from a mailing to this list. Only last month, nearly 700 of our members
replied to a general mailing.

The fact still remains, however, as I tried to develop in my testimony, that
bankers who oppose withholding are inclined to change their minds when they
are more fully informed. I have fotnd this to be true in speaking to banker
groups. Since I returned from the hearings in Washington, I received phone
calls from two bankers in Illinois-one from Sterling, and the other from Deer-
field. Both of these gentlemen were strongly opposed to withholding at the start
of our conversation. When I explained the contemplated methods and proce-
dures of withholding, they saw the matter in a different light-and I enclose
letters from each of these bankers stating their support for withholding. This
bears out my testimony in response to a question, "I go further and say this to
you, that if it was clearly explained to them so they really understood with-
holding, I think it would be far more than 75 percent that would support it."

May I express my appreciation, Senator Byrd, for your courtesy and that of
your committee when I appeared before you on the issue of tax equality for com-
peting financial institutions during which I discussed withholding. While I
realize there is a tremendous amount of opp69ition'to withholding, I felt it was
my duty to explain to the committee that this opposition was not as deep rooted
as I had originally been led to believe. Once the facts are in the bankers'
bands, they seem more willing to accept withholding in the interest of securing
revenue for the country and contemporaneously, a Just solution to the problems
created by tax inequality.

Sincerely,
L. Sirnrmy Tnfl.

P.S.-E closed are copies of letters referred to in the second paragraph above.

owthe 12 letters submitted by Mr. Tark with this commutlicationo6w:)
MUNRoE AN) CIfAMbLtSS NArONAL BANKf,

Ocala, Pla., April 94, 1961.Mr. L. Snrsr.E1Y T. nK,
Cochalrman, Rankers Committee for Tax Equality,
Connecticut Avenue Building, Suite Soo, Washington, D..

DEAa MR. TAnx : We have read your letter of April 22, thoroughly, and under-
stand that you are supporting a measure to require all banks to withhold tax on
their savings interest which they pay to their customers.
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If you know anything about the operation of an ordinary bank, you would cer-
tainly have more commonsense than to endorse a bill of this kind.

Yours very truly,
DEwrrY GRIFFIN, President.

THE CITIZENS NATIONAL BANK,
0ovington, Va., May 26, 1961.

Mr. L. Snrum TARE,
oohairman, Bankers Committee for Tao Equality,

1000 onneotlout Avenue, Washington, D.A.
DEAR Me. TAnK: We appreciate the copy of your letter of May 12, 1901, ad-

dressed to the Honorable Stanley Surrey, and the attachments.
As I understand from your letter of May 20, 1901, your committee is recom-

mending that we support the Treasury In the program of tax withholding on
dividends and Interest. This seems to be based on the premise that there will
be legislation passed to close the glaring loophole of tax favoritism for the mutuil
savings banks and savings and loan associations. I would be particularly In-
terested in knowing what assurance we have that this loophole will be closed.

Respectfully yours,
MORRIS H. HUDSON,

First Vice President.

CITY NATIONAL BANK & TRUST Co. op ROCKFORD,
Rockford, Ill., May 27, 1961.

Mr. L. SHIRLEY TARK,
Cochairman, Bankers Committee for Tax Equality,
Main State Bank, Ohicago, li.

DEA MR. TAlK : It was interesting to receive your recent letter regarding the
two vital subjects of "Withholding on Interest and Dividends" and "Tax Equal-
ity." We compliment you on your presentatl6n.

We understand that your position in this regard is due to your desire to
evidence cooperation to further your desire to secure tax equality. However,
nowhere in the Information furnished on the subject, is there any indication
that submission to withholdthg would secure tax equality. Of course, this
could not be expected as it would be impossible to secure any commitment from
Congress. Therefore, it would appear more sound to secure tax equality before
submitting to a suggestion which, in our opinion, would work to the detriment
and a hardship on your staff, your directors, your stockholders, and your
customers.

We commend you on your efforts to secure tax equality which subject has been
the point of effort of many organizations including your own. We believe that
substantial progress has been made and therefore, we urge you to reconsider your
present and contemplated stand and return to the original aim of your organiza-
tion. We sincerely hope that you will reconsider and use your best efforts to
defeat the withholding proposal.

Yours very truly, CHARES SUSMEMPMU),
President and Trust Offlcer.

3AY 24, 1961.
Hon. A. S. HELELNO, Jr.
Member of Con gress,
Washington, D.C.

DEAn SYD: I am writing to compliment you on your stand concerning the
proposal of the administration for the tax treatment of dividend pnd Interest
income, and to urge you to stick to your guns in oplosition to this legislation.

I was amazed to receive in this morning's mail information which Indicated
that some of my banker friends were not opposed to this legislation. I assure
you these gentlemen represent a very small percentage of the banking Industry.

It is my belief that some are being misled into thinking that the oversimplifica-
tion of collecting this tax, as explained by the Treasury Department, will mean
that banks will be put to little trouble and expense., Nothing could be further
from the truth. I am convinced that If this legislation is enacted, banks will
lose some of their savings accounts, and will be put to tremendous expense and
inconvenience.
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Again, I want to congratulate you for what some people call "Intestinal forti.

tude." I think, "guts" is a better word, and If we had more men of your caliber
in Congress, this country would be in much sounder condition.

Just remember when you open those several hundred griping letters each day,
there are thousands of your constituents who admire your courage, but do not
burden you with letters.

Kindest regards and'best wishes for your continued sucem
Sincerely, HZN19 0. O M A.

Tan CrmZws BANK Or Turomz,
Teto Ga., Maj/ 25, 1061.

Mr. L. BmL Taa,
President Main State Bank,
Chicago, ll.

Dus Ma. TAmc: We in the smaller country banks of Georgia are not very
well versed in the tax equality movement that you and your committee are so
diligently fighting for but we do believe in the basic thought-that of equality
between commercial banks and the savings and loan institutions of our coun-
try. : #-

In your recent letters concerning withholding taxes on savings accounts we
are appalled at the idea of your committee favoring such a law by the Govern-
ment. It is not our wish for our bank to become directly or indirectly responsi-
ble for the payment or collection of any individual or corporation income tax.
We feel that regardless of the simplicity of the system, it will eventually become
so engrossed by redtape that it would be undesirable to us as a collection agency
and undesirable to our depositors. I

If this is some type concession that we must make to the party In power, to
receive the type tax equality that is rightfully ours to begin with, then I feel
that the original. battle for equality is lost and we must be resigned to the fact
that commercial banks will never again be in the competitive field for the
American public's savings dollar.

In short, I am not in favor of any plan whereby our bank would be required
to withhold any taxes on the dividend or interest due one of our depositors.

Very truly yours,
J. GRADY COLZMAN, Cashier.

SEOURATY STATE BANK,
Plent/wood, Mont., mav 25, 1961.

Mr. L. SuIzL TAaK,
Main State Bank, Obfago, IlL
Da M. TAsk: I am equally surprised and disappointed to read your letter

of May 20th in which you stated that you were going to testify as a witness before
the Committee on Ways and Means in support of withholding the tax on dividends
and interest.

It is my personal opinion that a great deal more could be accomplished by your-
self as a member of the executive committee of the bankers committee for tax
equality by continuing to elevate or reduce the competitive advantages of savings
and loan associations over banks rather than making additional concessions fo
banks.

Yours very truly,
DuANE M. TuckEB, President.

Tux FARMnRs STATE BANK,
Waupaca, WO.., Mat 26,1068.

Mr. L. SnIrLEy TASK,
President Main State Bank,
Ohiavo, IU.

DrAR M. TAuc: I sincerely hope that the triumvirate of Tark, Stoddard,
and Roth were not successful today in convincing the Ways and Means Commit-
tee that you were speaking for all of the bankers in the country in supporting
the withholding.

Really now are you three smart bankers gullible enough to think If the
bankers are mealymouthed about withholding that it is going to make one iota
of difference on the tax equality issue?

8219-.-- -9 .
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Did you ever see a Government plan, whih 'was, simple? Oh, hell, why
get my blood pressure up-Just take us off yournlailing list.

When, as and if we get withholding which we probably will thanks to do-
gooders and are saddled with the extra work to say nothing of making savings
less attractive to the average person you will long be remembered I am sure.

Very truly yours,
HAauY W. RAWSON, President.

JuN 5, 1061.
Mr. ARTHUR T. RoTH,
Franklin National Bank,
Mineola, Long Island, N.Y.

DEAR Mn. RoTit: I regret very much to read In the June 5 issue of the
"American Banker" of the resignations of Mr. Gormley from the executive
committee and the executive council of the Bankers Committee for Tax Equality.
I am also considerably alarmed over the reasons given by Mr. Gormley for his
actions.

I think Mr. Gormley's position is well taken with reference to the saving
and loan associations absorbing the tax. Further, the withholding of dividends
and interest will drive an enormous amount of funds out of savings accounts
into tax-exempt securities.

Even in a small institution such as ours, we have observed the same trend
taking place. It seems that the Government is ill advised in attempting this
withholding as the public will not stand "hitched" as long as there is an out to
relieve themselves of the tax liability.

It is only the small investor that will be caught and hurt because the vast
majority of the small investors do not keep an account accurate enough to
file a claim for refund. Further, this is a wonderful opportuflity for the
Government to increase Its payroll.

Very truly yours,
19. A. WALTER,

President, Glenwood State Bank.

TEXAS BANK & TRUST Co., OF DALLAS,
Dallas, Tem., Mai 30, 1961.

MR. L. SHRLPY TAnK,
Coohairtnan, Bankers Commtttee for Tax Equality,
Main State Bank, Chicago, ill.

DEAR MR. TARK: I have a copy of your letter of May 12 to Mr. Stanley Sur-
rey, Assistant Secretary, Department of the Treasury, Washington, D.C., and
also a copy of the circular letter sent out on May 20 by you to bankers. I am
surprised to learn that your CoMrinfttee for Tax Equality is advocating the pas-
sage of a law requiring the withholding of tax on dividends and interest as
proposed by President Kennedy.

This, in my opinion, would be the worst law we could possibly pass, and I
don't understand why any banker would be for it. The expense would be ter-
rible, and the detail and redtape would be Interminable. I have already written
our Senators and Congressmen that I am very much opposed to the passage of
this law for many reasons.

Sincerely yours,
P. D. (JACK) GARMETT,

Vice Chairman of the Board.

THE CATONSVIIIz NATIONAL BANK,
Catonsvllle, Md., May 24, 1961.

MR. L. SHIRLEY TAnK,
President
Main State Bank, Ohicago, Ill.

DEAR M. TAaC: I have gone over the literature sent out by the Bankers Com-
mittee for Tax Equality which gives certain information on the withholding
of dividends and Interest,

I cannot agree with you that this piece.,of legislation should be passed for
the simple reason that It will create quite a burden dzi the many banks of this
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couibtry who are already performing Mq4 free services fo I the Federal Gov-
ernment. In addition, it will work a h-rdship on many widows, widowers, and
people who are unfamiliar with tb.i4 w and thereby will not file for a return of
money that hasbeen withheld by.0ie banks even though their-incme W'old not
be sufficient tq pay taxes. .;

In addition to the absw; I am sure that the financial institutions will be
annoyed continuously 1ydepositors seeking information as to how-much money
had been withheld am1& paid to the Federal Government.

I feel quite sure that the Government is talking about "peanuts" when they
claim that an enormous amount of taxes on interest and dividend income is not
being received. Basically, people are honest and I do not believe there are too
many instances whereti people take the chance and not report their income and
pay taxes on same.

I am hoping that the various bankers' associations will fight this piece of legis-
lation and see that it is defeated for the many banks of this country.

Very truly yours,
IRWIN P. TRAIL, President.

SECURITY STATE BANK,
Albert Lea, Mi nn., April 24, 1961.

Mr. L. SHnRLEY TARK,
Cochairman, Banlkers Comnitteo for Tax EquaUtv,
1000 Councoticut Avenue, Wa8hi hgton, D.O.

DEAR% Mn. TAnK: I have your communication in regard to the President's
proposed tax program.

I think the 20-percent withholding on dividends and interest would involve a
tremendous amount of work especially for large corporations that are paying
dividends and Interest on a quarterly basis.

Even a small institution like ours which issue automatic certificates of 'de-
posit with interest payable twice a year and interest on savings on a quarterly
basis, it would be cause for an awful lot of extra work. I do not favor the law.

If taxes are imposed Upon cooperatives, I definitely feel such taxes should
apply to savings and loans and mutual savings banks.

Very truly yours,
A. S. LUND, President.

CAPITAL FINANCE CORP.,
'olumnbus,.Ohio, Juno 6, 1961.

Mr. L. SunntR.Y TAhiK,
Mait State Batk, Thicago, Ill.

DEAR Mn. TAnK: Vernon Scott sent me a copy of the testimony that you, Mr.
Stoddard and Mr. Sadlik presented before thb House Ways and Means Com-mnittee.

This note is just to state that we-and I think practically all the people that
I know In our industry who are interested in tax equality-are with you gentle-
men 100 percent.

Sorry to note in recent issues of the American Banker that Mr. Gormley
and some other pnembers of ABA have registered opposition to the Treasury's
proposal for withholding.

With best wishes, I am,
Sincerely yotirs,

L. J. INGRAM, President.
Senator B mNnrr. This is a vote, Mr. Chairman.
The CRAmBUr. The committee will recess while we go and vote.
(Recess was taken.)
Senator BpxxErr (presiding). Gentlemen, having voted and until

the chairman comes to throw me out, I shall be happy to make it
possible for us to cotitinue th'l testim ny.

The next witness is Mr. Gaylord Freeman, Mr. Freeman, I see that
y6u have some large charts on -the easel to illustrate your statement.
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STATE T OF GAYLORD A. FRMEXAN, R., VICE CHAIRMAN, THE
FIRST NATIONAL BANK OF CHICAG0, ON BEHALF OF THE ASSO-
CIATION OF RESERVE CITY BA; ACCOMPANIED BY WIL-
LIAMJ3. KORSVKM VICE PRESIDENT, A. ROBERT ABBOUD, ASSIST-
ANT VICE P R ENT, AND HENRY GRON, TH FIRST NATIONAL
BANK OF CHICAGO

Mr. FwzxAN. Senator Bennett, I am Gaylord Freeman, vice chair-
man of the First National Bank of Chimo, and I appear here today
on behalf of the Association of Reserve City Bankers. I have with
me today William Korsvik and Robert Abboud of our bank who will
help me with the charts, and Henry Gron, who prepared the charts.

Although my testimony is some 40 pages in length, I have 10
minutes, so I shall just cover the first 10 pages and the conclusion. I
should like to make two points.

Senator BENiqrr. Your complete statement will be made a part of
the record following your testimony.

Mr. FREEMAN. First, the present bill represents a great advance, two,
to achieve equity and raise the revenue needed, it should go even
further.

Some of the witnesses have used the figure, $125 billion as the assets
of the mutual institutions, and that, indeed, was the figure at the end
of 1961. I shall use the figures as of the end of 1960, because we have
complete figures for that tine.

Ai of that time, this industry, with assets of over $100 billion with
net income after the payment of all interest and dividends oi over
$700 million, paid Federl income taxes of less than $5 million. This
multibillion-dollar industry paid taxes of less than five one-thou-
sandths of 1 percent of assets, less than one-eighth of 1 percent of net
profits before dividends, and less than 1 percent of net profits after
dividends. It is obvious that despite the efforts of the Congress in
1951, this industry has remained, in the words of the Secretary of the
Treasury, virtually tax exempt.

As a graphic example of this exemption, I would call your attention
to the fact that the 402 savings and loan associations in 45 major
metrolitan areas listed in my statement with total savings in excess
of $7,400 million, and profits after all interest and dividends of more
than 165 million, did not pay $1 in Federal income taxes.

Coming closer to home, I would point out that the 24 savings and
loan associations in Wasington, D.C., and the additional 20 in the
metropolitan area, 44 savings and loan associations in all with total
savings in excess of $1 billion and with profits after all interest and
dividends of $9 million, paid a total Federal income tax of $500.
Yet, despite this obvious inequity, it has taken a great deal of courage
on the part of President Kennedy to urge legislation which would
enlarge the revenues and contribute to a fiir and sound tax structure,
and it has taken couraae on the part of the Secretary of the Treasury
to recommend nondiscriminatory treatment.

It has taken courage on the part of the House Ways and Meas
Committee-and the entire House of Represtatives-to pass the bill
in its present form. It reflects courage and considerable wsdom, but

1312
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to achieve the revenue that is needed and to accomplish tar equality,
it should go much further.

I must confess that in reading section 8, 1 have some difficulty with
the text and with the numerous cross-references, but I would under-
stand that this provides that a mutual-a savings and loan association
or a mutual savings bank--can deduct from taxable income, first a
reasonable addition to reserves in respect of nonqualifying loans
which is quite appropriate, plus, on qualifying loans, the greater of
3 percent of its loans outstanding, or 60 percent of taxable income,
wilch means that it will pay taxes on only 40 percent of the income,
or, as a last resort, it can always have a reasonable reserve.

Senator Bi'zqxmT. May I interrupt at this point, Mr. Freeman?
Mr. FREEMAN. Yes, sir.
Senator Bpr;N-rr. Will you define nonqualifying loans?
Mr. FMMAN. The qualifying loans are al real estate loans on

which they are allowed e 3 percent reserve. Tfhis would include, a
loan on a small family home or theoretically a loan of $100 million
to General Motors secured by a mortgage on their plant.

Senator Br.vrr. Before you leave that one other question. On
the nonqualifying loans, are they the so-called 2 percent that have
been referred to earlier in today s testimony?
Mr. FRRMAN. YeH, they wou d include those-some unsecured and

passbook loans. Actually, there are very few of them in the savings
and loan associations. The great majority of them are qunalifying t so
that this provision though quite appropriate, will be relatively unim-
portant in the total picture.

This bill would provide a much better arrangement than at present,
but it has two shortcomings.

In the first place, it produces leas revenue than the Secretary'soriginal proposal I believe that the staff of the joint committee said
that it would produce about $160 million. The Secretar's esimate
was $200 million, as against what the Treasury asked of $)0 million.
So it produces less than half the revenue that has been requested.

'Secondly, it continues to provide a preference to the mutual over
all other taxpaying business.
Other inadequacies which may not be apparent in a casal reading

of the bill include the fact that is provides a 3-percent reserve without
showing of any historical loss ratio that would justify a 3-percent
reserve. The 3-percent reserve is applicable against all of the qfuli-
&ying loans. This would include lons that are. guaranteed by the
Government-FHA and VA loans--although no other taxpayer is
allowed reserves against such guaranteed loans.

Thirdly, the permission to deduct 60 percent of the incoe;. that
is-I

Senator Brovjv n. Is Congreasman Gavin MIcntire here?
(No response.)
Mr. FREEMAx (continuing). Subjecting only 40 percent of the net

income to taxation is an obvious preference, and th alternative a
debt deduction which provide tiat in any event they can have a
reasonable reserve, is an indication that even the Cong,, recognized
that these others were beyond reasonable, and hence unreaonable,

Perhaps the best way to se .he effect of ths" povio is' to ppy
it to the average savings and loan association. We can get the

0ibis
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average by taking the total figures for all the associations and then
dividing by the number of such associafiouis. We see that the average
savings and loan would have footings of about $i6 million.

The average saving and loan association would have gross operat-
ing income of $855,000 and net income, after the payment of all inter-
est and dividends, of $135,000. Under the present law, it would pay
a Federal income tax of $1,000 on that $185,000. i

Under the proposed provisions of section 8, this would be in-
creased

Senator BENNEmT. May I stop you at this point?
Mr. FREeMAN. Yes, sir.
Senator BEN Err. Do you have copies of these charts in your pre-

pared text?
Mr. FREMAN. The text is there, but it is not necessary to insert

the charts in the printed record.
Senator BENz;=r. The tables are what I mean, because I am won-

dering whether the reporter is going to get them down.
Mr. FR.MAN. All the tabular material is in the testimony. The

textual material here is, of course, a condensation of it.
I was pointing out that under the present law, the average savings

and loan association with income of $135,000 now pays a tax of $1,000.
On this tax proposal before the committee, this $135,000 of income
after dividends would pay a tax of $23,000.

Now, this $23,000 is a substantial increase over the $1,000, but it is
still a very small amount. This $23,000 would be less than half of
what the average commercial bank would pay on the same income, and
it compares with a tax of $61,000 which would be paid by a business
corporation. All corporations would pay a tax at a rate of 45 percent,
as compared with a 17-percent rate for savings and loans under this
new bill.

I do not have to belabor the obvious point that this bill does not
achieve equality. It perpetuates the preferential treatment for these
mutual savings institutions, and it produces less than half of the
revenue whch the Treasury sought. Equity demands equal treat-
ment, but if this is politically impossible, then I would urge that. the
Senate adopt the recommendation of the Secretary of the Treasury
and reduce this 60-percent deduction to 331 percent.

Now, the savings and loan associations and the mutual savings batks
have from time to time advanced their various reasons to justify this
preferential treatment. I have tried to answer them up one by one
in my written testimony. I shall be glad to answer them if you have
questions later, but I think in view of the hour, we shall skip that.

I shall turn in my statement to the conclusion, and point out that
the Treasury, after analyzing all of the arguments of the savings and
loan associations, concluded in its report of last July 11 that however
valid or invalid those arguments might havetbeen at one time, they-
no longer are sufficiently persuasive to justify a special tax treatment amotint-
Ing to virtual tax exemption.

Both the need for revenue and the demand for equity require that
this committee strengthen the provision of the bill on the taxation of
the mutuals. This would take a good deal of courage, because the
opposition is sharp, but it is a political rather than a partisan issue.

J814
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You will recall that President Eisenhower, In his last budget mes-
sage, urged that this tax inequality between the competing financial
institutions be examined and corrected. You may recall that Dan
Throop Smith, who was the Deputy to the Secretary of the Treasury
in the 1ast administration, has recently written in his book:

Savings and loan associations and mutual savings banks are * * # giving
an unreasonable tax advantage over competitive taxpaying banks.* $ * The dif-
ferential treatment is neither fair nor conducive to reasonable competition.

On the other hand, you well know the position of the Kennedy
administration as expre&wed by the President and the Secretary of the
Treasury.

The nonpartisanbut widely based Commission on Money and Credit
'has similarly urged legislation to insure competitive equality to
the extent that the Federal tax is a competitive factor.

Groups as widely divided on other issues as oranized labor and
organized banks are in accord on this issue. You will recall that Stan-
ley Rutenberg, the director of research for the AFL-CIO, when he
appeared before your committee on April 4, said:

We urge the committee to carefully reconsider the sufficiency of this House
proposal.

And so do we.
I believe that it is accurate to say that every impartial group that has

considered this issue has recommended that taxes be equalized. If,
again, complete equality cannot be achieved, if you cannot subject the
mutuals to the limitation that their additions to reserves be reason-
able, as is the case with all other taxpayers, then I would urge you to

* follow the suggestions of the Secretary of the Treasury and reduce
their deductible income from the 60-percent to the 331/8-percent figure.

Modem society requires extensive government services, and these
must be paid for by the citizenry. It is largely on the basis of the faith
that the average citizen has in the equity and the impartial enforce-
ment of the tax laws that he is willing to pay his taxes without any
coercion.

In these 2 days, today and tomorrow, you will hear much testimony
on this issue of tax equality as between these two competing institu-
tions. But when the testimony is all over and the witnesses have left,
there will remain in your memory, I hope, the hard fact that this
industry of over $100 billion, with net income after all interest and
dividends of over $700 million, .pays income taxes of less than $5
million. And I know that it will raise the question in youir mind
as to whether you can permit them to continue to escape their fair
share of the taxload when you must call on the average workman in
this country to pay about one-sixth of his income in taxes. The cur-
rent heavy military expenditures increase the burden on all of us.

* iut you tell us that this is necessary to preserve the individuals and
institutions in our society. If this is true, then every individual and
every institution ought to contribute to its own protection. It is on
the basis of an equitable apportionment of the tax burden, that I know
this committee, after'due deliberation, will decide this issue.

Thank you for letting me testify.
Senator Brm mr.. Thank you.
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Senator DOUGLAS. I want to apoI Mr. Freeman, for having to
leave while you were testifying, but had three or four thngs going
at one time and I am not able to synchronize them all precisely. I
would like to have you try to clear up one issue that has been in my
mind.

The testimony this morning and the early part of the afternoon
seemed to indicate that of the $160 billion in real mortgages in the
country, some $95 billion, or around 60 percent. were held by the
building and loan association mutual savings banks, and that the
commercial banks held only about $20 billion, which should be 12.5
percent, and that in terms of total assets, the building and loan as-
sociations and the mutual savings banks have approximately 80 per-
cent of their total assets in mortgages, residential mortgages, and
the commercial banks only 10 percent.

Now, the question I want to ask is this: If homebuilding is ex-
tremely important for the American people because it is the physi-
cal basis for the American family, to what degree do you think the
reduction of the tax advantage which these institutions have had in
the ast will discourage homebuilding I

Ur. FREEMAN. That is a somewhat complicated question.
Senator DOUGLAS. Yes.
Mr. FREEMAN. I do not believe that it would reduce the amount or

increase the cost of funds available for home mortgages at all.
Senator DOUoLAS. Well, if they pay more taxes to the Govern-

ment-
Mr. FREEMAN. What you are concerned with is, whether if these

institutions were taxed, would they attract less in the way o? deposits
and have less money with which to make mortgages?

Senator DOUGLAS. That is correct.
Mr. FMEEAN. The reason that they attract as much as they do is

because they pay more and they ay more because they earn more.
You can see the savings and loat associations average about 5.5percent as against a varying rate of about 8- to 4 percent eLarings on

deposits of commercial banks; they earn more cause they invest
their funds much more fully. They have an aggregate of about 8
percent in cash and governments as contrasted to over 40 percent for
the banks; they have over 80 percent in mortgage loans as against 46
percent for the banks.

Senator DOUGLAS. Those loans are real estate loans and not short-
term loans, as is primarily the case with commercial banks.

Mr. FR.EEMAZ;. Yes, sir. Because of the fact that a great part of
our deposits are demand deposits, which we have to be able to pay
back quidklyl we cannot invest as much of our total assets in long-term
loans. But if we would look at the difference in earnings of the com-
mercial banks and savings and loan associations, you will see the big
difference is in the earnings rates. They earn more, about a quarter
percent more, on their share counts. We have to pay dividends to
stockholders which come to abohtt a thlrd of a percent of our deposits,
and our payment of Federal income taxes is a little over half of 1
percent when related to total deposits.

So that the aggregate of those advantages that the savings and
loans have over us is about 2.2 percent of deposits or share accounts.
If they were taxed just as the banks are, it would reduce the advan-
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tags that they have now of 2.2 percent to about 1.6 or 1.I 'percent.
They would still earn more than we, they would still be able'to pby
more than we, and consequently, they would still be able to attract,
large amounts of savings. Hence, taxation would not impair their
abi ity to attract savings. t

Mr. Stanley SurreyAssstant Seret.r of the Treasury, a, letter
to Congressman Keogh last February, discussing a tax proposal more
burdensome than the one before the committee, wrote--
the possible effects on dividend and interest rates do not appear to be large
enough to affect appreciably the growth In savings and share accounts. More-
over, given the anticipated increase over the next 2 years In average rate of
return on mortgages, it Is very likely that any effect on interest or dividend
rates will appear as a smaller increase in yields to depositors rather than as an
absolute decline in yields.

Now, if they were taxed, how would it influence the amount of
funds available ? It would have no influence if it did not divert funds
from the mutuals to the commercial banks. It would have an in-
fluence if it did divert funds from the mutuals to the commercial
banks, and if the commercial banks thereupon invested less of those
funds in mortgages than the mutuals would have done.

Now, as to the diversion-the fact is that in February, despite in-
creased competition, the mutuals enjoy a larger increase this year
than they did in February a year ago.

At the same time, the conirnerclal banks, and I am just sorry that
Senator Hartke is not here, are much more interested in mortgage
loans now than at any time since I have been in the banking business.
Senator Hartke askel for names of banks that were more active in
seeking mortgages. The American Banker recently had an article
which said that one of the first banks to start a trend, the First
National City Bank of Now York, is expanding its mortgage loan
program iito a major consumer service. The bank will actively solicit
loans on single-family homes tailored to meet individual requirements,
of a pplicants through its branches.

The same is certainly true of our bank. We are negotiating now
with the FNMA to buy all of the mortgages in Illinois. Senator
Hartke asked, Why do we buy them in the secondary market? It is
because we cannot get new m g fast enough. People do not
borrow money on mortgages just because there are funds seeking in-
vestment, i.e. an investment demand for mortgages. It goes the
other way. When they want to buy or build a home, then they create
the debt, but we have to wait for them.

We have the vice president in charge of our real estate loan depart-
ment out in San Francisco and Phoenix this week trying to buy addi-
tional real estate loans. The large New York banks which have here-
tofore not made much in the way of real estate loans are hiring peo-
ple and setting up their own organizations to make new loans in the
New York area. We would much prefer to have new loans than buy
old ones. If we buy those from FNMA, we shall get them from Rock-
ford, Decatur, Moline, and Springfield. There are not any more
Chicago loans in their portfolio, which we would much prefer, be-
cause then we would have them for custdfier.
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If by any chance you looked at the Wall Street Journal of a week
ago today, April 4, the feature column had a story on the plethora
of mortgage funds, and it concluded:

Builders overwhelmingly report that there is more than enough mortgage
money available to finance new homes.

And indeed, the research director for the National Association of
Mutual Savings Banks forecast last year:

Some shift of savings will occur in favor of commercial banks, but thrift
institutions will place a larger share of assets in mortgages and commercial
banks will invest more In mortgages than they otherwise would. The general
increased Interest in mo. tgages on the part of most types of lenders will result
in a larger flow of mortgage funds in 1962 than in 1961.

This has certainly proved to be true. Not only will there be more
funds, but the rates are declining.

I wish Senator Hartke were here so that I could tell him that be-
cause of the additional savings that the commercial banks are getting
at the new high rates, we must find higher earning opportunities.
Municipal bonds offer us one opportunity; real estate loans offer us
another opportunity. We wouldmuch rather have it in the real estate
loans because such borrowers make good customers. We want this
kind of a business and we are now, with the opportunity to pay higher
interest rates, entering this business enthusiastically. There will be
plenty of money and it will be at reasonable rates.

Senator DOUGLAS. Thank you very much.
Senator B..Ev r. Thank you very much, Mr. Freeman.
(The complete statement of 'Mr. Freeman follows:)

STATEMENT OF GAYLORD A. FREEMAN, JR., VICE CHAIRMAN, IRST NATIONAL BANK
OF CHICAGO, REPRESENTING THE AssOoAToN OF RESERVE CITY BANKERS IN RE
SEMrON VIII OF H.R. 10650

I am Gaylord A. Freeman, Jr., vice chairman of the First National Bank of
Chicago, and appear on behalf of the Association of Reserve City Bankers.
Assisting me with my Illustrations are William J. Korsvik, vice president, and
A. Robert Abboud, assistant vice president, of the First National Bank of
Chicago.

I would like to make two major points:
First, the present bill, in its provisions for more effective taxation of the

mutual savings institutions, is a great forward step.
Second, both as a source of revenue and to achieve equity, it should go further.

. THs PRESENT BILL REPRESENTS A GREAT ADVANCE

As you have heard from other witnesses, this is a $125 billion industry today.
However, since detailed figures are not yet available for last year, I am going to
use 1960 figures in most of my remarks. In 1960 Insured mutual savings banks
and member savings and loan associations, representing 93 percent of the in-
dustry, with:

Aggregate assets of over $104 billion;
Net operating earnings of over $4 billion;
Paid Federal income taxes of less than $ million.

This multiblllon dollar industry paid taxes of:
Less than five-one-thousandths of 1 percent of assets;
Less than one-eighth of I percent of net profits before dividends;
Less than 1 percent of net profits after dividends.

It is apparent that despite the congressional efforts of 1951, these financial
institutions have remained virtually tax exempt.
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As a graphic example of the virtual
In 1060, let me point out that the 402
Ing 45 major metropolitan areas:

Albany, N.Y.
Schenectady, N.Y.
Troy, N.Y.

Atlantic City, N.J.
Augitpta, Go.-S.C.
Baton Rouge, La.
Brockton, Mass.
Columbia, S.C.
Davenport, Iowa

Rock Island, I1.
Moline, I1l.

Des Moines, Iowa
Duluth, Minn.
Superior, Wis.

Fort lnuderdale, Fla.
Hollywood, Fla.

Fort Smith, Ark.
Greensboro, N.O.

High Point, N.C.
Greenville, S.C.
Hamilton, Ohio

Middletown, Ohio
Harrisburg, Pa.
Honolulu, Hawaii
.Jacksonville, Fla.
Jersey City, N.J.
Johnstown, Pa.
Lawrence, Mass.

Haverhill, N.H.
Little Rock, Ark.

North Little Rock, Ark.

tax exemption enjoyed by these institutions
savings and loan institutions In the follow.

Louislle, Ky.-Tnd.
Madisoh, Wis.
Memphis, Tenn.
Miami, Flin.
Nashville, Tenn.
Newark, N.J.
New Orleans, La.
P1rovIdence, R.I.

ll'wtii(ket, Mass.
Rlacine, WI4.
Reading. P,.Mehhmond, 11a.
South Ilend, Ind.
Spoknne, Wash.
Springfield, Mo.
Springfield, Moss.

Chlcope, Ms..
Holyoke, Mass.

Tacoma, Wash.
Terre Hnute, Ind.
Toledo, Ohio
Topeka, Knns.
Waterloo, Iowa
West Palm Reach, Pin.
Wichita Falls, Tex.
Wilkes-Barre, Pa.

Iazleton, Pa.
Wilmington, Del.-N.J.

with total savings of $7.5 billion and aggregate net income after all dividends of
$65 million, did not pay one dollar of Federal income taxes.

In addition, the 44 savings and loans In the Washington, D.C. area, with
savings of $1.3 billion and net income after dividends of $0.4 million, paid total
Federal income taxes of less than $1500.

Yet despite the obvious inequity of this discrimination against all other
taxpayers, It has taken great courage on the part of President Kennedy to
urge remedial legislation which would "enlarge the revenues and contribute
to a fair and sound tax structure." It has taken courage on the part of the
Secretary of the Treasury to ask for "nondiscriminatory treatment."

It has taken courage on the part of both the House Ways and Means Com-
mittee and the entire House of Representatives to attempt to tax these institu-
tions, for they exercise great political power. In addition, it has taken con-
siderable acumen to look beyond the fact that these Institutions have channeled
considerable sums of private savings Into the home mortgage market, and to
recognize that equitable taxation would in no way Impair the continued flow
of an adequate supply of funds to that sector. This bill reflects much courage
and much careful thought

I. BUT TnIS PROVISION OF TIM 011.L MIST BR. EXTENDOM MEN FVRIrRIr IF AD:QU"ATE
FUNDS ARE TO INV. OfrTAITYF OR EQUALITY APPROXIMATED

A. The present provisions
Although I must confess some difficulty with the numerous cross-references

in the text, the effect of section VIII is to allow n mutual to deduct from taxable
income as an addition to ita reserve for bad debts the sum of:

1. A "reasonable addition" In respect of all formal securities, pasmbook,
and other (nonqualifying) loans, plis

2. On (qualifying) real estate loans, the greater of-
(a) The amount necessary to bring the reserve for qualifying loans

up to 3 percent of such loans outstanding; or
(b) 60 percent of taxable income (reduced ,by the reserve set aside

for nonqualifying loans) ; or'
(e) A reasonable addition to reserves.
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Qualifying loans include virtually all loans against improved real prolerty,
whether a small home mortgage or, theoretically, a loan of $50 million to the
United States Steel Corp., secured by a lien on one of its plants.

The foregoing provision would provide more effective taxation that. at present,
iut it is subject to two fi| ilts :

1. It would not produce very much revenue; the Secretary of tile Treasury
estimated $200 million as against an estimate of $410 million under his
original proposal; and

2. This provision would fall far short of placing these moneyed corpora-
tions on the same basis as other taxpaying businesses.

Elements of inadequacy which may escape a mere casual readitig include the
following:

1. The allowance of a reserve of 3 percent, without any showing of need,
is unjustified.

2. The 3-percent allowance applies to FHA and the guaranteed portion of
VA and any other Government-guaranteed real estate loans-none of which
is allowed a reserve in the case of other taxapayers.

3. The limitation of the maximum possible taxable income to a mere 40
percent of net income is wholly unjustified.

4. The avalilalillity of two alternative procedures for computing bad-debt
deductions, in addition to the one based on "reasonableness." constitutes a
recognition that these other alternatives would provide the taxpayer with a
deduction which is in excess of reasonable.

Perhaps the best way to evaluate the effects of this provision is to apply it to
the average savings and loan association, the balance sheet and profit and loss
statement of which can be deducel by dividing the aggregate figures for all in-
sured member savings and loan associations as reported by the Federal Home
Loan Board for 1960 by the number of such associations, 4,098. With such
figures rounded out for simplicity, the balance sheet of the average savings and
loan association would be about as follows:
Average Instured member -Ravings and loan as8ociation-Balance sheet as of

December 91, 1960

[In thousands]

ASSETS
Cash ----------------------------------------- $609
Governrnehts and other investments ---------------------------- 1205
Loans ------------------------------------------------ 14,040
Other assets ------------------------------------ 0

TotAl assets ------------------------------ 10, 414

LMAMLITIMs AND CAPITAL
Savings capital ------------------------------------------ 14 284
Reserves and surplus --------------------------------------- 1 131
110rmit net stock -------------------------------------------- 24
Other laiflliti -------------------------------------------- 975

Total liabilities --------------------------------------------- 16,414
98.5 percent are first mortgage loans which we are assuming to be qualifying loans.

The 1960 income statement for the average insured member savings and loan
(again divlding the combined statement by the number of associations) was as
follows:

[In thousands)
Gross operating Income ------------------------------------ ... --- $855
Less operating expenses and other charges (net) --------------------- 203

Net operating income before dividends ----------------------- 652
Less dividends --------------------------------------------- 517

Net income before taxes but after dividends ------------------ 185
Less: Federal income tax ------------------------- ------- 1

Net income after taxes ----------------- ----------------- 184
Allocation of afet income:Reservs.. ' 124Reserves -------------------.------------------- ------- 10

Surplus.........................................--------- 1
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The net income after all dividends to shareholders was $135,000 and the Fedoral
tax on this income was only $1,000.
B. Is this adequate taxation?

The proposed provision would subject that income of $185,000 to a total tax
of $23,000, or an effective rate of 17 percent.
Gross operating income ---------------------------------- $8
less: Operating expenses and other charges (net) --------------------- 203

Net operating income before dividends --------------------- 652
flss: Dividends ---------------------------------------- 517

Net income before taxes but after dividends ----------------- 185
Deduct 00 percent allocation to reserves -------------------------------- 81

Remaining 40 percent of income subject to tax ----------------- r4
Federal income tax (80 percent first $25,000, and 52 percent remainder)._ 23

Undivided profits ------------------------------------ 31
Percent Federal income tax to net income before tax but after dividends.. 17

This tax of $23,000 is less than one-half the amount which would have been
paid by the average commercial bank and contrasts with an effective tax rate
of 45 percent (or $61,000) paid by all industrial groups on income before bad
debts as reported in Corporation Income Tax Returns, 1959-0.

I do not have to belabor the obvious point. As you will readily see, this is not
really equitable taxation. It Is a perpetuation of the earlier preferential treat-
ment.

This provision does not adequately "enlarge the revenues" nor contribute
to a fair and sound tax structure as the President asked, nor does it provide
the "nondiscriminatory treatment" which the Secretary of the Treasury sought.
It falls far short of the "equality" of taxation which thousands of your tax-
paying constituents would demand if they understood the extent of this, con-
tinued discrimination.

The $200 million of additional taxes which the present proposal would pro-
duce Is less than one-half of the $416 million In 1963 (and Increasing amounts
In succeeding years) which the Treasury recommended In its statement of
August 19, 1961. This means that the difference of $210 million which the
mutuals would continue to escape (Under the present proposal), becomes an
additional burden placed on the already heavy tax bill which must be borne by
all other taxpayers.

Equity demands equal tax treatment, but if this is politically impossible, then
as a minimum, your committee should adopt the recommendations submitted
by Secretary Dillon on April 2, 1062, which he estimated would Increase the
tax to $365 million.
0. Is there any Justiltoation for this continued preferences

A number of reasons have been advanced to Justify the original exemption
and the present preference. Although some of the arguments are patently
Invalid, in the aggregate they have been sufficiently persuasive in the past so
as to require our careful attention to each of them. It is not our purpose, how.
ever, to evaluate them as of some prior date but to alpraise them In the light
of current conditions. Such an evaluation, I submit, will disclose that they are
not valdi today and that there Is no justification for this continued preference.

1. Should the tnutuals be exempt on the grounds that their assets represent
the "savtngs of the poorr'--If this were true, the average account In the mutual
Instittition would be smaller than thit In the tarpaying commercial bank. This,
however, is not the ease.

Average size of savings amount

Taxpaying: Commercial banks --------------------------- $,058
Tax avoiding:

Mutual savings banks -------------------------------- 1,614
Savings and loan associations -------------------------- 2,129

'Department of Economics and Research#, American Bankers Association, Statistics on
the Savings Market (1961 edition), table 0.
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In the absence of some other evidence, we niust conclUde that actually, the
savers in the mutuals are not the "poor." They are a cross section of the
American public, who have larger savings than do the savers in the commercial
banks.

2. Should the mutuals be exempt on the grounds that they are not operated
for a "business purpose"?-The objective of the savers and the managers of the
mutual institutions today is to obtain the highest possible return on their
capital. As the earning of the highest possible return on capital is the very
essence of business purpose, the mutuals should not be exempt on the grounds
that they are not operated for a business purpose.

3. Should the mutual be exempt on the ground that they do not deal with the
general publio?-The mutuals riot only do business (that is, accept savings from,
and make loans to) such of the general public as walk in, they aggressively
solicit the general ptiblic to come in and do business.

In 1060, the mutual savings banks spent an estimated $18,125,0001 in ad-
vertising, and the member savings and loan associations $91,09,000.'

If we relate total advertising expenditures to earnings we see how very
aggressive the mutuals actually are.

Advertising expenditures as a percentage of net operating earnings

Advert fing
erpendlturesl

to eariinus
Institution: (percent)

Insured mutual savings banks ------------------------------ 11.1
Member savings and loan associations ----------------------- 14.4
Insured commercial banks ---------------------------------------- 4.5

'In order to put earnings on the most comparable basis, each figure is net operating
earnings before Ricome taxes but after deducting dividends on share accounts and interest
on savings deposits.

As an indication of the extent of the mutual solicitation of the general public,
I call your attention to a recent issue of the New York Times which'is typical
and which contains advertisements for 26 savings and loan associations located
outside New York State.

Whatever the situation was in times past, today the mutuals certainly do
business with the general public.

4. Should the mutuals be exempt on the ground that they need the tax exemp-
tion in order to grotv?-Are the mutuals essentially small Instittltions that need
governmental encouragement in order to enable them to grow?

(a) Is this a small industry? Assets of the mutual savings institutions
today total $125 billion.

(b) Are the individual uilits small? The average savings and loan associa-
tion at the end of 1900 had assets of $11,391,000. The average mutual savings
bank $78,784,000.'

There are 110 savings and loan associations of over $100 million each. There
are 97 mutual savings banks each with over $100 million in asets, four with assets
in excess of $1 billion.

These aren't struggling small businesses that need Government support.
(e) Are they growing very slowly? Mutual savings banks since 1950 have

increased their deposits by $16,302 million, or a growth of 81.5 percent. The
savings and loan associations have increased their share accounts by $48,162
million or 343 percent. The savings and loan rate of growth is three times the
rate of growth of time deposits in the commercial banks and almost seven times
as rapid as the increase in total deposits.2

Thus, these mutuals, (I) constitute a tremendous aggregation of wealth, and
(it) are growing extremely rapidly.

(d) But woUld they have been able to grow without tax exemption? This
requires a moment's consideration of why the mutuals have grown so rapidly.

IFDIC Insured mutual savings banks; savings and loan association, members of FLB,
1960: commercial banks, FDIC insured bank estimated, 1960.

Source: Banking (March 1960), p. 68; FDIC, Annual Report, 1960 pp. 176,177; FIB
Board. Combined Financial Statements, 1980, pp. 16, 721 78, Nailonal Association of
Munal Savings Banks.

sFor comparison, the average, size of the commercial banks is $19,118,000, and the
avherg of their total time deposits is $5,450,000.

The increase of total deposits In commercial banks was $74.5 billion. or 48 percent:
time deposits Increased $35.1 billion, or 96.2 percent.
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(1) They advertise aggressively, they generally occupy attractive quarters

and offer pleasant service, butthe primary, reason that they attract savings is
because they pay a higher rate of return than do their competitors.

Average rates paid1
[Percent)

Year

1950 ..........1951.

1952 .........
1953 .........
1954 .........
1955 .........

Tax-avoldingTaxpaying
commer-

cial banks Mutual savings and
savings loln alssoci-
banks atlons

0.94
1.03
1. 15
1.24
1.321.38

1.J0
1.96
2.31
2.40
2.60
2.64

Year

1950 .........
1957 .........
19,58 .........
19,59 .......
1960 .........

Taxpaying
commer-

cial banks

1.68
2.08
2.21
2.36
2.60

Tax-avoiding.

Mutual Savings and
savings loan associ-
banks atl6ns

2.77
2.94
3.07
3.19
3.52

-.3.0
3.3
3.8
3.5
&.7

I Department of Economics and Research, American Bankers Association; Statistics on the Savings
Market (1061 ed.) table 7.

(11) To some extent the mutuals can pay a higher rate because they pay a
return to ohly one group, the saver-owners, whereas the commercial banks have
two groups to eohipensate. This is aggravated by the fact that the entire distri-
bution which the mutuals pay, both to the saver as interest on his savings and
to the equity owner (who, in their case, is the same person) as a return on
his equity, is tax deductible, whereas what the commercial banks (or any other
corporation), pays to its owners Is-not tax deductible.

(ii) But the principal reason that the muttals can afford to pay more Is
because they earn more.

Averaging earning rate (current operating earnings to deposits or share*)

Taxpaying Tax-avoiding

Insured
Year commer- Insured Member

cial banks mutual savings
savings and loan
banks associations

1951 ........................................... 2.693 3.343 8.088
1952 .........................---------- 2.878 3.388 4.902
193 .......................................................... 3.132 & .20 5.073
1954 .......................................................... 3. 149 3.620 5.102
1955 ...................................... 37.................... 3. 2 .3774 8.
1956 .......................................................... 3.680 8.025 5. =2
197 ........................................................... 4.015 4.102 5.495
1958 --------------------------------------------------------- 3.951 4.215 5.64
195- ........................................................... 4.415 4.480 6.801
1960 .......................................................... 4.683 4.645 5.970

I FWIC Anhiual reports, 1951-60. FHIIB combined financial statements, 1951-0.

(iv) The mutuals can earn more because, inasmuch as they are not required
to maintain liqUidity comparable to that required of the commercial banks, the
mutuals can invest virtually all of their funds in high return assets.

Percentage and distribution of assets, Dec. *1, 1960
[in percentages)

Commercial Mutual Saving
banks savings and loan

banks aoeiations

Cash ....------------------------------------... 20.25 118 & 8o
U.S. Government securities ................................... 23.61 1 64 6. 41
Other securities ................................... 8.00 1460 ............ i.
Loans-------------- ................. ...................... 8 4 5 67.0 KOS
Other assets .................................................. 229 1.53 & 74

Total ................................................... 100.00 100.00 100.00
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Thus, as the mutuals can invest more in high-rate assets, they can earn more.
A# they can earn more, they can pay more. As they can pay more, they can
attract more savings.

(e) Would subjecting the mutuals to Federal income taxation on the same
basis as the commercial banks materially affect the rate which they can pay?
As we have seen, the mutuals grow more rapidly because they pay a higher rate.
They can pay a higher rate for three reasons: (1) they have higher earnings;
(ii) they don't pay anything to stockholders as distinguished from savers; (ii)
they do not have to pay any Federal income tax. Let us compare the relative
importance of these three advantages.

Reasons why savings and loans can pay a higher return than commercial banks 1

(Computed as a percent of total deposits or share accounts)

Commercial Savings and
banks (in- loan associa- Difference

surged) tiona (insured)

Grow operating earnol ------------------------------ 4.688 970 1.287
Dividends tostokolers ................................... 363 ............. 363
Payment of Federal income tax ................................. 8 .007 .561

Their net advantage ...................................... .... ......... -------------- 211

1 FHLB Board combined financial statements, 1060, pp. 16, 72. FDIC annual report, 1980, pp. 148, 16.

Although the commercial bank in 1900 paid Federal income taxes at about 80
times the rate paid by the savings and loan associations, the amount of the tax
differential is only slightly more than one-half of I percent of deposits.

Thus, the removal of the tax differential would not eliminate the mutuals'
ability to pay a higher rate-and attract more savings. At most, it would
reduce their net advantage from 2.211 percent to 1.650 percent.4 This means
that the savings and loan associations would still enjoy a substantial advantage
and would continue to grow rapidly.

It is the mutuals' ability to earn more which gives them their great advantage.
It is therefore clear that the mutuals do not need tax exemption in order to
grow.

In passing, let me make one other point-the tax treatment now accorded
the mutuals is not only unnecessary for growth, it has the unique and wholly
undesirable result of favoring the larger mutual at the expense of the smaller.

In 1960 the Federal income taxes paid by member savings and loan associa-
tions with assets under $50,000 amounted to 9.89 percent of the net taxable
income (viz: net income after dividends but before reserves). The savings and
loan associations with assets between $2% and$5 million paid Federal income
taxes at the rate of about 1.5 percent, and the savings and loan associations
with assets over $100 million pid Federal income taxes at the rate of 0.11
percent of taxable income. (Table I, appendix.)

The larger the associations, the less of their income they pay in taxes.
Indeed, the associations with assets in excess of $100 million paid Federal
income taxes at only one-eightieth the rate paid by the associations with assests
under $M0,000.

This Is not only directly contrary to our national concept of progressive taxa-
tion, it is retrogressive, the preference of the large and wealthy and the penaliza-
tion of the small.

5. Does our desire to encourage savings Justift granting tam exemptions to the
mutuals?-There is no question as to the importance of thrift. The discipline
builds character and the resultant savings assure greater independence. Per-
haps more important is the fact that national growth depends largely', on capital
investment, which in turn requires savings-the willingness to consume less than
we produce, andto Invest that difference in productive assets.

4 Even this assumes that the mutuals would increase their after-tax capital funds at the
same rate that the commercial banks do. If, however, they elected, as tiey have in recent
years, to spend much more on advertising and to continue'to pay a higher return, the
amount that they would pay In Federal Income taxes would 1ot approach the proportion
paid by the commercial banks, and they would suffer virtually no diminution in the amount
which they could pay to the saver.
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In this connection, it is interesting to note that about 69 percent of our private
savings is by business, and 81 percent by individuals.

Of the increase in total savings in 1960, $7.6 billion, or 10 percent, went into
savings and loan associations; $4.1 billion, or 5.5 percent, went into the com-
mercial banks; $1.4 billion, or 1.9 percent, went into mutual savings banks.

If, as a national policy, we want to encourage total savings, we should offer
some inducement for all forms of savings, perhaps a credit against income, of
corporations and Individuals alike.

If for some reason the congress 'were to prefer to encourage personal savings
only, it should offer some inducement to all individual savers, irrespective of the
particular form of their savings.

Merely giving preference to one group-and that group not the savers but the
istitution-is neither equitable nor effective.
Thus the desire to encourage savings does not justify the present tax

exemption.
6. Does the fact that income retaine4 by the mutual is not immediately allow.

cable to an individual depositor (or shareholder) mean that there is no income
received, hence there should be no tao?-Income received and retained by any
business corporation is income to the corporation, not to the individual stock-
holders thereof. The stockholder does benefit from the retained earnings as they
are reinvested in the business. However, neither the saver in the commercial
bank nor the saver in the mutual receives any increase in his principal as a re-
sult of any improvement in earnings.

The stockholder in the commercial bank may, if and when he sells his stock,
realize a price which, in part, reflects retained earnings (although it would be
difficult to relate widely fluctuating stock prices to book value). But if the
inutuals should argue that the saver In the mutual is the equity owner and
hence should be compared to the stockholder (as distinguished from the saver)
in the commercial bank, we would agree. However, if the mutuals take this post-
tion, then they must acknowledge that the proportion of Income paid to the
mutual saver as the equity owner should no more be tax deductible to the mutual
than is the amount paid in dividends to the stockholder of the commercial
bank deductible to it.

The mutual's argument that there should be no tax because no Individual is
yet entitled to the distribution is not valid.

7. Should the mutual be exempt on the grounds that they cannot invest in
every form of asset--Admittedly, there is a variety of types of assets in which
the different Institutions can invest. There is also a wide difference in the
amount which they are free to invest. As we have noted previously it is the
commercial banks which are required to maintain the greatest liquidity (cash
and U.S. Government securities) and hence have the least opportunity to obtain
adequate earnings. Consequently, If there were to be any preference, the pref-
erence should be in favor of the commercial banks.

The fact that there is a variety of limitations on the different types of in-
stitutions is no Justification for granting tax exemption to the mutuals.

8. Does the need for safety require tax ex'emption for the mtuals?-The
mutuals argue that they need large reserves in order to abe able to absorb the
losses which they might sustain were we to enter another depresion comparable
to that of the thiRies.

We would agree wholeheartedly that they should be allowed to build tip
reasonable reserves, but to be reasonable-

(a) The reserves should be related to the amount of assets at risk, not
to total liabilities. This is so obvious as to be self-evident. If you don't
have anything at risk, you don't need a reserve to protect yourself against
the nonexistent risk.

(b) The reserves should be related to the degree of risk of loss inherent
in those assets.

The question here is how much risk Is there in the nitituals' assets? They
have not heretofore presented any Information on this; indeed, they have
claimed that no such data is available.

However, the Treasury Department pointed out in a Report on the Taxation
of Mutual Savings Banks and Savings and Loan Associations last titly that,
"The savings banks (during the great depression) were able to abosrb their
mortgage losses out of the current income received during the period In which
the losses occurred."

82190-4pt, 4- 10
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Dr. Raymond Goldsmith, of the National Bureau of Economic Research, has
prepared an analysis of the losses of savings and loan associations and com-
mercial banks during the 16 years 1930-45.

On the annual average basis for the full 1930-45 period; losses were 0.95
percent of loans for savings and loan associations and 0.86 percent for com-
mercial banks.' Thus the loss experience for the two types of institutions
was quite comparable.

But the commercial banks suffered their losses in a short almost catastrophic
depression, whereas the savings and loans spread their losses over a much
longer period of time. Thus during the 5 worst years of the period 1930-45
commercial bank losses averaged 1.8 percent of the annual loan portfolio,
whereas for savings and loan associations the loss for this period was 1 percent,
only about half the commercial bank loss rate.

It should also be noted that in no single year-including the worst years of
the depresslon-did the savings and loan associations suffer a loss In excess
of 2.2 percent of loans while the commercial banks experienced losses at the rate
of 3.3 percent of loans."

A comparison taken from Dr. Goldsmith's study showing losses for the period
1930-45 may be of Interest.

to.q-e.q oi lna.q: Commiercll hanks,
(operating

,*arlti.4. and loan a.soclatton., 1930--5
flstIit)l)S)

Commercial banks' net % tvnzs and loan associa-

Year or i~rld losses on loans tions net losses, total

Amount Percent of Amount Percent of
(millions) total loans (millions) mortgage

loans

O ............................................ $2 0.7 $2 0.03
1931 ------------------------------------------- 357 1.2 43 .7
132 ------------------------------------- 8 2.2 94 1.5
1933---------------------------------- --- 515 2.8 S8j 1.8
H04 . ..--------------------------------- 516 3.3 48 1.2

Total. 1930-34 ............................ 2.121 ! 8.9 265 4.9

1935------------------------------------------- 243 1.6 76 2.2
10m ............................................ 143 .5 52 1.8
1 .W7 ------------------------------------------- 53 .3 32 1.0
19I39---------------------------------------- 93 '4'.
193 ........................................... 7 53 1.4

Tot-al. 1935-39 ............................ 70_237 &9

I-- 3 ....................................... 5o 1.5
1941 .......................................... 34 2 43 1.0
1942 -------------------------------------------- 121 .1 35 .8
1943 ............................................ +11 1 23 .5
1944 ............................................ 1 23 .5
1M45----------------------------------------------+.05 +6

Total 19445 ............................ 59 .3 177 1 3.9

Total. 1930-43 ............................ 2.78%6 1 1& 6 1 15.2
i67i

NoE-Average annual percent loss: Commercial banks: 0.6 percent: savings and loan asocitions,
0.93 percent.

Front the foregoing, it is obvious that adequate reserves are important to
all of these competing institutions. It is even more obvious that there is no
Justification for a tax law that allows the commercial banks to build reserves
of 1 percent of deposits and the mutual to build reserves 12 times as large.
The present virtual tax exemption awarded the mutuals is clearly unfair and
unjustified.

(c) We are not pressing for any severe limitation upon the amount which
the mutual can deduct from taxable Income. We are only urging that they,

&Dr. Raymond Goldsmith, "A Study of Savings In the 'United States," Princeton Uni.
rersity Press, 1955.

* See. alsot New York State Bankers Association. "A Report of the Committee on Risk
Asset Ratio Study," Mardia 1952.
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like commercial banks and all other taxpayers,, be allowed "rensonlile" reserves,
and that the determination of what is reasonable should be made by the Com,
missioner of Internal Revenue, as in the case of 1 other thnpayer." if the
Commissioner Is competent to determine what Is reasonable for all other tax-
payers, he ought to be competent to determine what is reasonable for the
mutuals.

Certainly, the need for safety does not Justify the present virtual tax
exemption.

9. Do State or Federal "requirements" neecssftate the grant of a tax exemption
to the muttualst-It is argued that:

(a) applicable State or Federal laws require the niutuals to maintain
certain reserves; and

(b) the Commissioner may be unwilling to allow the tax-free deductions
of such reserves.

Neither point Is valid.
Various laws require that, as In the cIase'of the commercial banks, the mUtuals

must retain a portion of their income to build up strength and cnn only distribute
the balance to savers and stockholders. There Is no reqllirement, nor, indeed, any
need,,that these additions be made from pretax Income. As a commercial
banker, I would be delighted to have the opportunity to build up our strength
entirely from tax deductible reserves, just as wouldony other businessman.
But we are not accorded this opportunity, nor has it deterred the banks In
building up our mnrgin of safety.

In the past decade (1950 to 1960) the commercial bank.4 have increased their
capital accounts almost exclusively from retalied earnings In the sum of $9.3
billion, an Increase of 80 percent."

Indeed, It is arguable that the present tax exemption Is not only unnecessary
in the case of the mutnals, but that It has not been effective In encouraging
them to Increase their safety.

Capital or reserre funds to deposits (share aeeounts ) ,f 1.f5-60
(Selected years-dollars i thousands

Insured Insured FIILB mem.
Year (Dec. 31) commercial mutual say. her savingsbanks Ines banks and loan

associations

Percent Percent Pteent
1945 ........................................................... .87 9.98 8.70
1950 ........................................................... 7.79 12.16 9.16
1955 .........................................................:- 8.2 10.34 8.021959 ................................................ ......... 0. 77 10. 01 8.16
1960 ........................................................... 10.05 10.21 8.15

I Source: ABA, The Commercial Bank Case for Tax Justice, table 1, p. 10 and FDIC Annual Report,
1960, pp. 147, 148, 149; and PVILB Combine'i Finanfeial Statements, 1960, p. 16.

The savings and loans have not used these tax advantages to build up strength,
their reserves have actually declined In relation to their deposits (share
accounts).

It Is apparent, both from the argument and past practice, that the present tax
exemption is not necessary in order to enable the mutuals to meet requirements
for additions to reserves, nor has the present law been helpful In Increasing the
safety factor which they offer the public.

10. Is tax favoritism necessary to divert savings into home mortgage loans?-
(a) Adequate taxation will not produce the dire consequences to the residential
mortgage'market the mutual predict.

I. The mutuals have repeatedly tried to create the Impression that If their tax
status were changed, the adverse impact on the housing industry would be both
grave and direct. This Is not so. A hidden tax subsidy, directed through a
special purpose lender, will not, by itself, assure, prosperity to any industry.
The complex housing market cannot be stimulated or retarded in such a simple
push-button way. Other factors governing the demand for housing which also
must be considered, Include: the basic cost to the consumer exclusive of fiane-

I FRB, Bulletin, May 1961, p. 557 andFeb, 190, p. 165,
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ing; profitability to contractors and their capacity to borrow; the availability
of desirable locations served by adequate commuter transportation; the prox-
imity of schools, utilities, and other shopping facilities, all of which, Incidentally,
the commercial banks finance to a far greater extent than do the mutuals. If
subsidies are needed to accelerate building, let them be forthrightly bestowed
and temporarily granted to that aspect of the industry evidencing the greatest
momentary need, Instead of permanently bidden in the tax structure to the benefit
of a privileged minority.

(b) Adequate taxation will not force the mutuals to cut their dividends to
savers and, hence, impair their ability to attract additional capital.

i. Reductions in interest rates, if any, will be small. Many mutuals will
simply decrease their transfers to reserves, and hence, their ability to pay divi-
dends will not be affected. As Assistant Secretary of the Treasury, Stanley S.
Surrey pointed out In his letter of February 7, 1962, to Congressman Keogh,
discussing proposals considerably more burdensome than the present proposal;

"The possible effects on dividend and interest rates do not appear to be large
enough to affect appreciably the growth in savings and share accounts. More-
over, given the anticipated increase over the next few years in average rate of
return on mortgages, It is very likely that any effect on interest or dividend rates
will appear as a smaller increase in yields to depositors rather than as an
absolute decline in yields."
(o) Adequate taxation will have little effect on the availability or costs of

residential mortgage money.
The availability of mortgage money will not be automatically affected Just

because the mutuals are taxed. Taxation of the mutuals will certainly not
influence the demand for mortgage money. Will It influence the supply?

It will only if-
I. it diverts a large volume of savings from the mutuals to other deposi.

tories, and
it. the other depositories are disinterested In mortgage loans.

1. To what extent will equitable taxation divert savings from mutuals to
other depositories?

We do not anticipate any shift of existing savings, and even the diversion of
new funds from the mutuals will be slight. They will still be able to pay a
higher rate of return to the saver than the commercial banks because they will
continue to earn more. The capacity of the savings and loans to compete is
evidenced by the February increase in savings which was realized despite a sub-
stantial increase in Interest rates paid by commercial banks. The FHLBB re-
ported that during February 1962 insured savings and loans increased savings
capital by $559 million compared with $544 million during February 1961.

i1. Despite the slight diversion of savings from the mutuals, the impact on
the mortgage market would be more than offset by the increased enthusiasm of
other lenders.

At no time in the past have the commercial banks been as active In seeking
mortgage loans as at the present moment. The increased competition for sav-
Ings deposits and the higher rates being offered have made It necessary for many
commercial banks, which have not heretofore made mortgage loans, to vigorously
seek them. Others which have had moderate portfolios are seeking to Increase
the voluthe of such loans.

This development has become so widespread among the commercial banks that
Mr. M. L. Dye, president of the U.S. Savings and Loans League in his address to
the league on March 1,1962 complained:

"Competition from the commercial banks in the home mortgage field may be a
more serious threat to associations than the new bank savings rates."

This Is not a matter of the moment. The commercial banks faced with the
payment ofigher rates on savings have to Invest their additional savings in loans
producing higher rates, and mortgage l6ans are most attractive. If taxation
should cause some shift in deposits from mutuals to commercial banks, the banks
would invest a high percentage of such funds In mortgage loans.

In this connection -the Mortgage Finance Committee of the American Bankers
Association has proposed the establishment of two private corporations, publicly
supervised, for the Insoring of conventional mortgages and for the secondary
financing of such mortgages. This constitutes still another attempt to stimulate
Increased mortgage lending. Accelerating their activities in the residential mort-
gage area "are pension funds, trusts, mortgage companies, Investment companies,
credit unions, fraternal orders, and others,
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Thus there is no present shortage of mortgage money and there Is not likely

to be in the foreseeable future. The feature article In the April 4, Wall Street
Journal concludes:

"Builders overwhelmingly report that there is more than enough mortgage
money available to finance new homes."

Dr. Saul B. Klaman, director of 'research, National Association of Mutual
Savings Banks, forecast in the March 1961 Mortgage Banker:

"Some shift of savings will occur in favor of commercial banks, but thfift
institutions will place a larger share of assets in mortgages and commercial
banks will Invest more In mortgages than they otherwise would. The general
increased interest in mortgages on the part of most types of lenders will result In
a larger flow of mortgage ftnds In 1902 than in 1061. The demand for mortgage
ftlntls will-increase only moderately, reflecting the small rise in housing activity
and the shifting of housing markets."

Dr. Jules I. Bogan, professor of finance, New York University School of
Business Administration, wrote in the December 1961 Mortgage Banker:

"For the next 5 years or so, net family formation will average around 800,000
per annum, which will hold down demand for homes and consumer durable
goods. The supply of funds from savings institutions and bank credit expansion
promises to be adequate to satisfy prospective demands, and will exceed pros-
pective demands In periods of less active business and recession."

Mortgage money promises not only to be plentiful, but also cheap. James C.
Downs, Jr., chairman of the board, Real Estate Research Corp., writing in the
March 1962 National Market Letter, stated:

"There is a commonly held belief that costs are controlling prices. The fact Is,
of course, that markets control prices, for money as well as other goods. The
fact that banks and savings and loan institutions are paying more for their
money is no more valid reason for higher interest than that rents should go up
when a property owner gets a tax increase. The supply of mortgage money,
like the supply of rental space, is Increasing more rapidly than the demand for
mortgages at current rates. Eirgo: lower mortgage interest."

Thus we may conclude that equitable taxation will not materially affect either
the supply or the cost of mortgage funds.

11. If the Havtnge and Loan Associatione were taxed on the same bast as other
corporate taxpayers, would anyone be hurtt-(a) The savers cannot be hurt.

i. The savers who have put their money in the savings anti loan associations
are "shareholders," bUt no matter what capital or reserves the institutions may
build up, the shareholder is entitled to get back only the amount that he puts in
(plus his interest or dividend return). He gets no share of the equity. The

capital or reserves remain in the Institution until liqidation.
Thus, the saver has no present equity (like the stockholder In an oil com-

pany) to be affected by the imposition of regular corporate income taxes. The
only effect he could feel Is:

ii. The possibility of some prospective reduction In rates of interest (divi.
dends) paid in the future, but., this will have no effect on the value of his pres-
ent ownership. Furthermore, since the total tax bill would only be a very small
percentage of savings capital, full taxation of the savings and loan associations
would still permit them to pay a return substantially higher than that paid by
their competitors and probably would not cause them to make any reduction
in the rate they pay to the saver.

ill. If the savings and loans paid a tax and did not reduce their dividends at
all, the aiount'of the tax paid would have to come from undivided profit& There
is no equity in this as it Is the case with all corporate taxpayers.

But, though equitable, would taxation cause the insured savings and loan
associations to become unsound?

The savings and loans now have capital and reserves of 7 percent of total
assets (compared with 8 percent for all insured commercial banks). Thus, the
savings and loans start off from a good base.

The retained earnings added by the savings and loans to their capital and
reserves (for the past 5 years) have averaged 0.9 percent of assets each year
(compared to 0.4 percent for insured commercial banks).

Thus it is clear that if taxed like commercial banks (with the same deductible
reserves for bad debts), the savings and loan associations could maintain their
dividend rate, absorb the tax and still add more to capital and reserves than can
the commercial banks. 1.
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(b) It Is doubtful if even the stockholders would be hurt.
Investors who own common stock in savings and loan associations represents

a very small group. There are only 520 savings and loans 8 with common stock
outstanding out of a total of 6,270 savings and loan associations. Only those
few who own these negotiable securities would feel the Impact of somewhat
reduced net earnings If they paid a tax. And it is by no means certain that this
group would suffer any loss whatsoever.

Savings and loan common stocks have recorded a growth of 205 percent over
the past 2 years.9 Except for the relatively few investors who made Initial pur-
chases during the past several months, owners of these equities have fared very
well indeed. It Is conceivable that modest Income taxes might slow down the
rate of growth somewhat, but certainly the basic trend would not-be reversed.

Kidder, Peabody & Co. in Its 1001 edition of "The Savings and Loan Industry"
writes: "The holding company associations would be in the extremely advan-
tageous position of being able to obtain additional capital contributions-which
funds the holding companies could obtain quickly and easily through public sale
of senior securities-permitting the associations to accept all available savings.
Such additional long term growth potential would be denied the mutual associa-
tions. The relative advantage to the public companies would more than make
up for any substantial change in the industry's tax status, in our opinion."

A change In the tax law would not Influence the investment of any mutual
depositor or shareholder. It might have some effect on the stockholders of the
few stock owned companies who have heretofore enjoyed an unwarranted wind-
fall but the purpose of tax revision should be justice not the perpetuation of
Injustice.

IV. C0SOLUSION

The proposed increase in the taxation of mutual savings Institutions is a long
step toward greater revenue and more equitable treatment. The proposal repre-
sents both courage and judgment.

Yet It Is only a partial step. The Senate should expand the provisions of sec-
tion VIII for the proposal would not bring in adequate' additional revenue nor
would it achieve anything approacing tax equality. I

The mutuals, seeking to perpetuate their virtual tax exemption suggest a
variety of reasons why they should be given preferential treatment, but a review
of these arguments demonstrates that they are withofit validity. As the Treas-
ury stated in its July 11, 1961 Report.

Differences between the mutual thrift institutions and other financilnl Inter-
mediaries which have been advanced In the past to Justify special tax treatment
for the mutuals * * * no longer are sufficiently persuasive to Justify a special
tax treatment amounting to virtual tax exemption. From the viewpoint of
logical and equitable application of the Federal Income tax, the mutual thrift
institutions should be able to retain corporate earnings tax free only tinder a
formula consistent with established concepts for computing bad debt reserves."

To press for more eqtitable treatment will take considerable courAge on the
part of this committee, but both the need for revenue and the Interest of justice
demand It. There will be some Inspired opposition, but though this may be a
political Issue it Is not a partisan one.

Represefntatives of both parties and of the public at large are of one mind, on
the need for ending this preference.

President Eisenhower In his last budget message ta the Congress urged a re-
view of "the tax laws which11 now apply to the Nation's various private lending
istitutiohs * * * and to remedy any Ineqitftbtble sittatlins * * *"

Professor Dan Throop Smith, DepUty to the Secretary of the Treasury In the
Eisenhower adnihitrittio, In his recently, published "Federal Tax Reform"
states:

"Savings and loan associations and niittil savings banks are * C * given
an unreasonable tax advantage over competitive tdipaying banks: * * * The
differential treatment is neither fair ltlir cbhiducive to reasonable e.ihp6tIfltt-i 1o"1

The Kennedy admiilitration has made 'IW poSiUti abtlndantly clear In re-
ieated statements of the President, Treasury Secretary Dll6, and the report
of the Treasury. All have urged eqitable taxhtllh Of the mutttil savings batiks
and the savings and loan associations.

MI Sayftg & Loan Ueaip.
X* der Peabody Index of Savings and Loan Stock Prices, Mar. 80, 1960 -titough

Mar. 21, rr2.10 1a qlr~op Smith, "Federal Tax Reform"1 (McGraw.H1ill, 1901).
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The nonpartisan and widely, representative Commisslon on Money and Credit
has similarly urged ending this preferential tax treatment.

"The commission recommends that commercial banks, mutual savings banks,
and savings and loan associations be subjected to the Federal corporate income
tax In such fashion as to contribute to capital and reserve adequacy and to
insure competitive eqttality (to the extenit that the Federal tax is a competitive
factor.)" 

The public is equally clear on the need for greater taxation of the mutuals.
Groups as wldoly divided on other issues as organized labor and the banking
business agree.

As Stanley H. Ruthenberg, director of research, AFL-CIO stated before your
committee on April 4:

"We urge the committee to carefully reconsider the sitflielendy of this House
proposal."

So do we.
I believe it is accurate to state that no group which has examined this ques-

tion impartially has supported the present preferential treatment accorded the
mutuals. It should be ended.

If complete equality cannot be achieved-if it Is not practical to subject the
inutuals' tax deductible reserves to the test of "reasonableness" required of all
other taxpayers-then at the least the Congress should limit the deductible
reserves to the 331/0 percent of net income as recommended by the Secretary of
the Treasury in his testimony on April 2.

Modern society requires extensive governmental services. These must be paid
for by the citizenry and an equitable distribution of this burden is absolutely
necessary to a free society. It is largely because of faith in the equity, Uhl-
formnty, and impartial enforcement of taxes in this country that niost Amer-
icans meet their obligations without any form of coercion. During times of
emergency, they willingly agree to accept their tax obligations because they
know that their fellow citizens will share these burdens with them.

In these 2 days, you will hear much testimony in regard to taxation of the
mutuals. You will weigh that testimony in the light of the personal interest
of those who are accorded the privilege of addressing you-just as you will
weigh what I have had to say knowing the commercial banks for whom I speak
are engaged in competition with these tax-faVored institutions.

And yet, after all the arguments have been presented to you, the hard fact
will remain in your memory that an industry with $104 billion in assets and
with net operating earnings of over $4 billion, paid Federdl incomes taxes of
less than $5 million. No amount of impassioned explanation or statistical elatb-
oration can make those figures consistent with an equitable distribution of the
tax burden.

The. current heavy military preparedness program places a heavy financial
burden on each of us. We bear it willingly because it is necessary for our very
survival.

That expenditure benefits all Americins Uhid its cost sh6Uld be borne equitably
by all Americans.

It is on this basis of equitable allocation of the costs of governmental serv-
ices and of national defense that I know tils committee will, after due delibera-
tion, decide this question.

APPENDIX
TAnLE'.-Federal income taxes paid ,by savings and loan assoclafton. in various

asset cla8s8tfcattou8
IUnit: Thousand dollars]

Federal
income-Net Net Federal taxes as a

Assets Income taxable income percent of
Income tax net taxablelne6mo

Under $500,000 ......................................... 2,95 245 23 9.89
000000 o e .0WO . . .10,14 80,54 453 1.476OFobO,000 0 oer. 7--- 559019 113,834 120 ''AL

Source: FHLB, Combined Financlal Statements, 1060, pp. 74, 75.

1 "4The Report of the Commission on Money and Credit" (Prentice-Hall, 19061), p. 178.
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Senator BENNmr. Our last witness 'is Mr. R. E. Gormley, of the
Georgia Savings Bank & Trust Co., Atlanta, Ga.

STATEMENT OF R. E. GORELEY, VICE PRESIDENT, GEORGIA
SAVINGS 3ANK & TRUST CO., ATLANTA, GA.

Senator BiNg.rrr. Sit down and identify yourself for the record.
Mr. GoRmiry. You are very patient, Mr. Chairman. I am R. E.

Gormley from Atlanta, Ga. Iam vice president of the Georgia Sav-
ings Bank & Trust Co., of that town. lt is a stock savings bank.

I requested permission to appear before you in behalf of five other
like savings banks operating in Georgia, as well as similar banks op-
erating in other States.

While comparatively few in number, I hope our experience will be
of interest to you in arriving at a decision as to a fair method of tax-
ation of so-called mutual fending institutions. I say this for the
reason that we do practically the same type of business as Federal
savings and loan associations, the only difference being that we pay
a full corporate Federal income tax, while they do not.

Now, a great deal has been said pro and con on this question. I
have assumed that you gentlemen would not be so much concerned
with the competitive effect which the operations of savings and loan
associations and mutual savings banks have on commercial banks,
but rather whether or not the operations of those groups now enjoy-
ing high tax-free loss reserve positions, will be that seriously affected
should their present loss reserve position be eliminated or reduced,
their functions would be seriously curtailed.

It seems to me the primary questions to be resolved are, first, is the
financing of homes a social or semieleemosynary type or operation of
such nature as to justify a tax status different from that of other
profitmaldng types of businesses ? Second is the mortgage loan busi-
ness that hazardous as to warrant a tax-?ree loss reserve to savings
and loan associations and mutual savings banks which has practically
relieved them of paying Federal income taxes?

I trust my own experience in the mortgage loan business will be
helpful to you in determining the answer to these questions.

I am conscious of the fact there has been a disposition on the part
of some of our legislative forces to regard these operations as semi-
social or public benefactor types of operations. While it is true they
were originally conceived as a patriotic movement, the claim of mu-
tuaitty by these present-day lenders, and the fact their loans are al-
most exclusively for the purpose of enabling people to purchase and
maintain homes, does not, in my opinion, justify placing them in a
class with the YMCA or the Boy Scouts.

I do not think they can be regarded as purely mutual. First, for
the reason they do not distribute all of their net earnings each year
to their so-called mutual owners. I hope to show that the percentage
of earnings retained each year is far in excess of any true reserve
requirements. My contention is that the percentage of earnings re-
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tained and transferred to surplus, undivided profits, and reserves,
constitutes a capital position created out of nontaxed earnings rather
than a necessary loss reserve.

Second, as to the hazard involved in making mortgage loans, I think
the. testimony of representatives of both mutual savings banks and
savings and loan associations, before the Ways and Means Committee
of the House and at a hearing held by the Treasury Department,
during the summer of last year, failed to bear out the facts there is
any extraordinary hazard in the making of such loans.

As an illustration of my contention, I would like to cite my own
experience in the mortgage loan business.

he Georgia Savings Bank & Trust Co., with which I am asso-
ciated, is a capital stock savings bank. We do exactly the same type
of lending as do savings and loan associations. We commenced busi-
ness in 1899. We have the same charter as other State banks operat-
ing in Georgia. We do a savings deposit business, exclusively, by
election. Our loans are almost entirely, in fact 98 percent, secured
by first mortgages on residential property in and around Atlanta.
We have found this type of lending to be not only safe, but highly
profitable.

In the worst 20 years' experience of our operations, from 1925 to
1945, which carried us through the Big Depression, our loss per-
centage on loans was only 0.43 percent, or less than one-half of 1
percent. While it is true we have not been able to grow in proportion
to other lending types of institutions, our business has been most
satisfactory from a profit standpoint.

With an original paid-in capital of $500,000, we have been able to
build, out of retained earnings after paying full Federal income
taxes, a surplus, undivided proAts and reserves of $2,300,000. Our
present deposits are approximately $14 million. Our total resources,
approximately $18 million. It would seem, therefore, that since a
privately owned institution, doing practically the same type of busi-
ness, can provide an adequate loss reserve and increase its capital
position, after paying full Federal income tax, there is no reason
why these so-called mutual lending institutions, with no stockholder
interest, cannot provide an adequate loss reserve, after paying Federal
income tax as do other corporations.

The experience of my own bank is not the result of any superior
management, but rather shows that loans secured by first mortgages
on residential property are the safest loans which can be 4tlNde.

When a savings bank with total resources of less than $18 million,
such as my own institution, pays a Federal iffdome tax of over $146000
on its 1960 income, and the 67 insured savings and loan associations
operating in Georgia, with total resources of over $1 billion, pay a
total Feeral incme tax on 1960 earnings of only $31000-I would
like to repeat those figures, if you please. A single bank with less
than $18 million pays the full Federal Income tax. We paid 52 per-
cent, incidentally. The 67 insured savings and loan associations
operating i Georgia, with total resources of over $1 billiM, pay a
total Federal income tax on 1964 earning s of $31,000. One can't help
but wonder what is to become of the private capital system of financ-
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Ing. In fact, is not out, entire boasted system of private enterprisein eopardy?I made the statement earlier that neither mutual savings banks nor

savings and loan associations have been able to cite any loss experience
figures which would justify a loss reserve of even as much as 3 percent.

Mutual savings banks, with total resources now of approximately
$40 billion and loans of approximately 70 percent of that amount,
have in only 1 year since 1952 shown a loss on real estate loans, of as
much as $1 milflon.

The report of the Federal I-Tome Loan Bank Board on earnings of
insured savings and loan associations does not set out specific figures
reflecting losses experienced by savings and loan associations. One
can only conclude that any loss experienced by these associations is
set out in an item known as nonoperating charges. The total of such
nonoperating charges does not in any year in the past 10 years amount
to as much as 1 percent of their net earnings. In 1960, with a net
income of $2,743 million-before dividends-their total nonoperating
charges amounted to $9,566,000, or considerably less than one-half of
1 percent. The loss experience of these associations from the com-
mencement of their operations in the early 1930's does not vary greatly
from the loss experience cited in 1960.

To return to my own State of Georgia, the 67 insured savings and
loan associations operating in this State have now accumulated total
resources of over $1 billion. They have set aside as reserves and
surplus an amount in excess of $84 million, or a ratio of reserves to
total resources of over 7 percent. Their total mortgage loans, as of
December 31, 1960, amounted to $902 million. Applying their ac-
cumulated reserves to their total loans, you will find they now have
a reserve ratio against loans of over 9 percent. These fAgures com-
pare favorably with the ratio of the total capital structure of banks
to their total "resources. The great difference being that the. capital
position of banks has been accumulated after paying full Federal in-
come taxes, while that of savings and loan associatons has been ac-
cumulated after paying practically no Federal income tax.

It would seem to me these mutual lenders have attempted to build
a smokescreen, claiming that. the effect of taxation will force them
to reduce dividends and thereby slow down the flow of savings into
inortgage channels. I hope you gentlemen will keep in mind the fact
mutual savings banks and savings and loan associations are not the
only source of mortgage loans. In fact, I know from experience there
is 1no phase of the business of making loans niore competitive at the
present time than that of the mortgage loan business.

A's to fair taxation forcing them to reduce dividends, their profit
statement for 1960, as well as for previous years, does not bear this
ont. Again. in my own State of Georgia, the 67 insured savings and
loan associations had net earnings of over $43 million. They paid in
(vidends over $34 million, leaving an amount of over $9 million
transferred to reserves. Had their net earnings of over $9 million,
after dividends, been subjected to the same average rate of Federal
income tax (40 percent) as that paid by stock banks, their total Fed-
eral inconie tax would have amounted to slightly over $3,700,000.
This would have left over $5 million to be transferred to reserves,
and his with6ut reducing dividends. This amountt,.together with
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reserves already accumulated, would be entirely adequate to take care
of any anticipated losses.

While the tax bill which you have before you is the product of a
long, and, I think, agonizing survey by the very fine gentlemen of
the Ways and Means Committee of the House, I find it impossible to
concur in tho optional provisions for taxing mutual savings banks and
other cooperative lenders. The provisions of the bill, as reported out
by the Ways and Mfeans Committee, practically assures these opera-
tions of paying Federal income tax on no more than 40 percent of
their net earnings. I see no justification for this. The figures which
I have cited certainly do not justify continuing their tax-favored posi-
tion over other types of corporations.

Finally, may I say that while I am in business directly in competi-
Hon with Federal savings and loan associations, my interest in this
matter over a period of some 20 years now, is not prompted primarily
by a desire to punish a competitor or to lessen the competitive advan-
tage which lie may have over me, but rather to secure a fair and
equitable tax base.

It is true, as I think every other businessman would feel, I would
like to have lower taxes. I certainly do not ask though, that anytax
reduction accorded me be at a cost to the rest of the taxpaying body.

Now, Mr. Chairman, if I may, and very unhappily, I would like
to contradict a statement-I guess contradict is the correct word--
made by Mfr. Tark, a member of the executive committee of the Bank-
ers Committee for Tax Equality. If you will indulge me, I would
like to go back a little bit into the history in that organization. I
would certainly like to clear it up for the benefit of Senator Byrd,
the chairman. I am sorry he is not here, and I am sorry Senator
Douglas is not here.

There is no membership in the Bankers Committee for Tax Equal-
ity. It is supported entirely by volintary contributions. Those con-
trilbutions are the result, I "would say, 100 percent due to interest in
the purpose for which the Bankers Committee was created, and that
was to secure tax equality, between mutual lending institutions and
commercial banks.

Senator BENNmr. May I stop you at this point?
Mr. GOw1nLEY. Yes, you may.
Senator Bmr:Nxi'r. There are no dues?,
Mr. GoUmh'Y. There are no dues. It is a voluntary contribution.
Senator BENN'1u. And the voluntary contrilitions may and do

differ from one bank to another?
11r. GORMLEY. Yes, sir. It me go back. This committee was set

up approximately 10 or 12 years ago. It; met with quite favorable
reception because none of tie other banking groups would interest
themselves in the matter of tax equality, for very good reasons. The
Bankers Committee was organized solely for the purpose--I am glad
Senator Douglas is back--

Senator BENlFI'r. Off the record.
(Discusion off the record.)
Ur. GoiJmLEY. Mr. Chairman, shall I go back and begin itt the be-

gining of this testimony for Senator Douglas' benefit?
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Senator BENNrrr. May I explain, Senator, that Mr. Gormley has
finished his prepared text and he is now commenting on the tax equal-
ity group.

Senator DOUGLAS. Very good. I have a copy, I think, of the testi-
monyR GoitRmLtY. You are at liberty to ask one how I feel about tiax

equality, too, when I finish Senator Douglas.
I made the statement a ew minutes ago to these gentlemen that the

Bankers Committee for Tax Equality has no membership as such.
There are no regular dues, it is supported entirely by voluntary con-
tributions, some years one bank will contribute, some years another.
I would say that the 6,000 bankers Mr. Tark referred to is made up
of a list of bankers which, during the continuing period, at one time
or another have contributed to the Bankers Committee. Those con-
tributions came in solely because the Bankers Committee was organ-
ized primarily and only for the purpose of securing tax equality be-
tween mutual savings banks and Federal savings and loan associations
and commercial banks. It was never contemplated that it would be
a permanent organization. Once tax equality is accomplished, the
Bankers Committee is out of business; there is no place for it at all,
whatsoever.

I served as a member of the executive subcommittee, and Mr. Tark
and I were the two sole members of that committee for a long time.
We worked very patiently, very diligently, trying to accomplish the
support of all the rest of the bankers' organizations in the United
States.

I am going to give you some undercover secrets and tell you how
withholding got into it and why I withdrew from the executive com-
mittee of the Bankers Committee for Tax Equality. Early in 1961,
someone conceived the idea that if the Bankers Committee would come
out and support withholding tax, the Treasury Department would
recommend tax equality and that they would pass that recommenda-
tion on to the new President, Mr. Kennedy, and that he would come
out for tax equality.

Senator CuwnTs. Pardon me, at what level in the Treasury were they
talking about in 1961 that was going to pass that on to the new Presi-
dent?

Mr. GORML.ry. That was since the new President came in. Inci-
dentally, we had put all the pressure we could on Mr. George Hum-
phrey, and through him, on President Eisenhower. We got a very
rague recommendation from President Eisenhower. But that was
this thing that brought the withholding tax into the bankers com-
mittee. It had no place in there. Someone conceived the idea that if
we would come out for the withholding tax, that the President was
very much interested in it and if we would support withholding, he
would accommodate us by coming out for tax equality. n

Senator Cums. This is very informative, because we have need for
methods that bring success, sometimes.

Mr. GonxEry. We went to the Treasury Department and paid a call
on Mr. Surrey and either Mr. Wallace or Mr. Fowler. We very diplo-
matically approached them on this question of whether or not we
would gain any ground if we were to come out and plump for a with-
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holding tax. We were immediately stopped, and Mr. Wallace said,
"Gentlemen we are making no trades."

Senator durIs. When was this?
Mr. GORmLEY. That was in the early part of 1961, soon after the

inauguration of Mr. Kennedy.
I realized that the bankers of the country were practically 100 per-

cent opposed to the withholding tax. Whether they are right or
wrong, Senator Douglas, is beside the point; let me finish.

I know the psychology of bankers. I have been in the business since
1910, in one phase or another. I attended the meetings of the ABA
and the legislative committee-

Senator DouGLAS. Did you say the ABA or the ADA?
Mr. GoRmxY. Senator, I am ashamed of you. I shall go the whole

way and say the American Bankers Association.
This question came up in a meeting of the legislative committee of

the ABA one afternoon, and it was shouted down. They would not
allow it even to go to a vote. It came out in the executive council of
the Independent Bankers Association the day we met here in Wash-
ington and the day Mr. Kennedy sent his message to Congress in which
he said that he thought mutual and cooperative lenders should be in-
vestigated with the idea of placing them on a comparable basis with
other lending institutions.

The executive committee of the Independent Bankers Association
would have voted 100 percent to condenmi the withholding tax. I went
before them and pleaded, "Gentlemen, please do not -do this. The
President has been nice enough to come out and support tax equality,
and that is what we want."

Withholding tax is an unknown quantity, and I think, Senator, that
is the reason why a degree of fear has developed among the bankers.
We are all afraid of the unknown.

I shall say with regards to my own bank, and we are a 100-percent
savings bank-we accept no checking accounts at all. We are a stock
savings bank, but we do a savings business by election, and we pay a
52-percent Federal income tax. This matter of withholding has been
considered by our board for the last two or three meetings. We, in our
own minds concede the withholding tax is going to pass.

Senator bOUGLAS. You think it is going to pass
Mr. GoPmm-r. Yes, sir; that is our feeling about it.
Senator DOUGLAS. Well, I hope you are right.
Mr. GoRmuy. We have already made plans as to how we shall

handle this thing. Frankly, I look forward to withholding with a
great deal of apprehension. That is about the best thing I can say.
I do not know how the mechanics of the thing is going to be enforced.
It seems to me the further we go with the bil, the more complicated
that it becomes. When it was first proposed that we have a 20-porcent
withholding tax, it seemed to me that as far as the mechanics of the
thing were concerned it would be simple. We have around $14 mil-
lion of deposits. We paid out last year around $390 000 interest
approximately $400,000-we can figure 20 percent of that and send
the Treasury Department $80'000. And as far as collecting the tax
and remitting it our chore would be done.

But what the public effect of that is oing to be on my deposits is
an unknown quantity. We are an old istitution and we have a lot
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of very nice old ladies who are depositors that are interested in this
and they are as curious as all outdoors..

Senator DOUoAS. Mr. Gormley, I think the apprehensions are un-
called for, because all that will happen will be that there will be de-
ducted the entire amount paid out in dividends and there will be no
listing of individuals or the amounts they receive or their addresses.

Mr. GOifmLEY. You make it sound so easy.
Senator DOUGLAS. The vast majority of these people owe these taxes,

and there will be no overwithholding on them. Those who do not
owe taxes can get it refunded quarterly.

Mr. GORMLEY. I think there is some meat in what you say. At
the same time, it seems to me that when you undertake to break these
interest payments down into classes, people in a certain age bracket,
and trust funds, you complicate the procedure-

Senator DOUGLAS. Well, you know, the House put those in at the
suggestion, really, of the bankers, and now that they are in, the
backers are saying this makes it too complicated.

Mr. GORMLEY. I am not conscious of that. It seems to me they
make it more complicated. But the point I want to make is, Mr.
Tark, and he is a very dear friend of mine, does not, and neither does
the bankers' committee, represent 6,000 bankers. I do not think the
bankers who have contributed to the bankers' committee through the
years would support Mr. Tark in the position he takes, and I think
I know the bankers as well as if not better than Mr. Tark because I
deal with every class. I was superintendent of banks in Georgia for
a good many years and I know the bankers' temperament. Again,
I think a good deal of the problem may be because we are afraid of
it. It is an unknown quantity.

I do not support withholding because I know our membership is not
in favor of withholding, and I think they will condemn it. You have
a few holier-than-thou bankers who will say, "Yes, this thing should
bepaid." Nobody disputes that; it should be paid.

And I say this to you, if there is no other way of collecting it except
by withholding, we are going to swallow the pill. We shall go along
with it.

Senator DOUGLAS. I take it you are not so much opposed as appre-
hensive.

hr. GORMLEY. I think that is probably true.
Senator DovcoLAs. We want to dissipate your apprehension.
Mr. GORtLEY. Senator Byrd was correct when he said the letters

he is getting from the bankers are 100 percent practically opposed
to this. I say that the bankers committee cannot solve the ills of the
Government here, as much as we would like to, and we cannot consti-
tute ourselves as a body to try tj reform the taxpaying habits of the
American .peol)le. We have some tax problems, I admit, but I am
in the savin-s bank business and, by and large, my depositors come
to me each year and ask for a statement of the interest they are paid
so that they can return it in their Federal income tax statement.

I say this again, if withholding comes, it is going to be like taking
a do "s of castor oil. We shall take it, but we wilr not take it good,
Senator.
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Senator DouGlAS. May I say this, since you have spoken of Presi-
dent Kennedy, may an unintluential Member of the Senate make, a
statement on this matter, that if the bill should end up without with-
holding but with the investment credit, some of us will be tempted to
go against the whole thing, and then there will be no approach to tax.quality as between banks and savings and loan associations.

Mr. Goitsflxv. With all due respect to the Senator from Illinois, I
say that would be sadly lacking in statesmanship, and we like to look
upon you people as statesmen.

Senator Douoirs. This is the sugar which we place in the castor oil.
The committee will be adjourned until tomorrow morning at 10

o'clock.
(By direction of the chairman, the following is made a part of

I he record:)
FIRST FEDERAL SAVINOs & LOAN ASSOCIATION OF MENDEN,

Mcriden, 0(rmn., August 11, 1961.
lion. HARRY FLOOD BYRD,
,4cnate Office Building,
Washington, D.C.

DEAR SENATOR BYRD: The attempt to change the tax status of the savTgs
and loan business is not prompted by any thought to bring about any equity In
taxation. By using the Federal Reserve and Treasury Department (which the
American Bankers Association influence to a large degree) the commercial
bankers have been trying for years to eliminate a factor In the financial struc-
ture of our economy which they believe Is rendering a service to the American
public that the commercial banks have never served, nor would they be willing
to serve this great middle income group of homeowners and savers If they had
the opportunity.

In the first place, this is not a White House recommendation but is a report
of Secretary Dillon with submittal letter dated July 14, 1961. While the sav-
ings and loan business does not deny the probable need for Federal Income, we
do know that the suggestions contained in tis report are not by any stretch
of imagination going to aid our economy. This proposal will. on the contrary,
have a very adverse effect on the housing and home building in this country, nct
to mention the shrinking of savings which millions of thrifty people have placed
in savings and loan and savings banks.

At present 7 million homes are being financed by savings and loan asso(.iatiols.
Last year 45 percent of the homes bought or built in this country obtained their
financing from savings and loan associations. A change in the present tax
status would, without question, make It mandatory for dividends to be dropped
by about one-half percent and this would create a shortage of mortgage money
In the main stream of home financing and, obviously a smaller supply of money
means a higher mortgage rate as the need for mortgage money will not be pro-
portlonately reduced. The homebuildlng business is one of the principal props
of national prosperity and proposed change in tax status could reduce money
available for this purpose by $5 billion in the next year.

In 10950 the commercial banks financed 21 percent of home purchases, in 1960
they financed 15 percent. Commercial banks lend their money on whatever
is the most profitable, and do not provide a consistent source for mortgages.
Compared to the 45 percent financed by the savings and loan associations with
15 percent by commercial banks, wouldn't this bill result in crippling the home-
building Industry?
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In Connecticut last year our business was owned by some 840,000 people that
had saved their money and had an average account of $1,789 on which they are
receiving an annual income of about $60. During this same period these sav-
ings and loan associations placed $110,801,000 into financing the acquisition of
homes by people of the State-these figures may be more than doubled when
savings banks are taken into consideration. If we were forced to pay the full
52 percent corporation tax this would have an adverse effect on the homebuild-
ing industry in the State and would also deprive citizens of modest means
from owning their home. In Meriden, the First Federal Savings & Loan Asso-
ciation based on 1960 figures would be affected thusly: Net earnings would have
been reduced from $144,000 to $69,000. On the basis of the 10 percent reserve
regulation which would have required $98,000 to reserves we would have been
unable to meet this by some $20,000 and the result would have been a reduc-
tion in dividend; our present dividend rate is 3 percent which is less than
many in other sections of the country. A change of this sort would have af-
fected some 23,000 shareholders with average accounts of $1,179 and would,
in all probability, require that we raise the mortgage interest rate, which is
entirely contrary to President Kennedy's efforts by his own request to the
Federal Home Loan Bank Board.

The savings and loan business in the United States presently represents assets
of $75,200 million and because of growth since the depression year It has been
difficult* for all of these associations to attain the required degree of reserves
required by regulation, while at the same time maintain a reasonable competi-
tive dividend rate, and the industry no doubt will be faced with this situation
for some time to come. Mainly, growth has been created by the efforts of
management of these institutions to render a wider and better service to that
great section of our population which works for a weeks salary and wishes to
save a few dollars for a rainy day while trying to acquire a home of their own.
This is a section of our population which the commercial banks have only
recently tried to cultivate in their public relations efforts. Surely our elected
representatives in Washington do not want to stand by while big business in
the form of commercial banks and the American Bankers Association deprive
these people of this service Under the guise of assisting our Government in rais-
ing revenue.

The fault lies here. You don't raise money for a short-term crisis by dis-
mantling a long-term Investment business by which this country has achieved
60 percent homeownership-the highest in the world. Furthermore, this matter
should not be considered as part of an overall tax bill. This is a long-term
permanent charge; if it goes through you will substitute one crisis for a reces-
sion. You should also realize that commercial banks paying 8 percent initiated
this idea and there is some danger of a war psychosis being used to pass the
bill. Just don't let It happen. The country is In no position to experience a
major economic upheaval, particularly to satisfy the whims of a group of greedy
persons who consider it their prerogative to handle all of the financial problems
of the United States.

If you study the bill sufficiently, the facts will give you the answer I request,
I am certain.

Yours very truly, H. Duv y MrLLs,

President.

OAKLAND, CAtir., March 30, 196,.
Senator HanRY F. Bymn,
Chafrma., Finante Committee of the Senate,
Washington, D.C.

DrAa Sm: During the course of hearings by the Ways and Means Committee
of the House, a great deal of publicity was released by the building and loan
industry seeking to influence legislation regarding the realistic taxing of
this type of organization.

Due to my preoccupation as a certified public accountant at this time of year
I did not have the opportunity at the time to bring certain factors of this
subject to the attention of the Ways and Means Committee.

I am enclosing photographic copies of Standard Listed Stock Reports dated
January 12, 1962, No. 891, and of the reported earnings of the First Charter ]i-
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natelal Corp. published li the Wall Street Journal, Pacific coast edition,
March 27, 1962.

I think by study of the enclosed it will be quite evident that substantial
benefits because of the favored taxation position have flown to speculators and
not the small mutual fund savers nor the homeowners who have made borrow-
ings from this type of organization.

Among the items I direct your attention to in respect to one I have chosen
for illustration purposes, i.e., First Charter Financial, is the evident fact that
First Charter Financial is paying no Federal income tax for its operations and its
numerous subsidiaries for the year 1961 but rather will be seeking an opera-
ting loss carryback or credit of $41,073. You will also notice that this is
despite having income before income taxes for 1961 of $10,856,474. The ap-
parent reason is that they have been able to credit $16,5690,796 to their reserves
(apparently bad debt reserve) under the 12-percent rule. You will also notice
that despite income of the 2 prior years from in excess of $10 million and in
excess of $13 million their total income taxes for the 2 years were below
$210,000.

Now who has been the beneficiary of this type of a situation? (And please
bear in mind that according to Standard & Poor's there were at least 18 other
savings and loan holding companies.) It is the owners of the common stock
of this type of holding company that have been made miltl-multimillionaires.
Here we find a book value, as an illustration, of $10 per common share at
December 31, 1961, and we find that the stock during 1901 sold on the New
York Stock Exchange at a range of $69 high to $28.625 low and a recent quota-
tion of $44 to $45.

You will further find that one man owned approximately 50 percent of the
over 0 million shares of the stock outstanding and if you will check the Securi-
ties and Exchange Commission files you will find that approximately 3 million
shares have been sold in recent years out of his wife's estate. His remaining
holdings at $44 to $45 per share at present market value figure up to be worth
$140 million.

I believe that If you were to have the Treasury Department check into the
files of the S.E.C., the individual taxpayer and the holding company that you
would find the cost of this stock was comparatively nominal, let us say, about
$2 to $3 a share.

There are many other factors that are disturbing in regards to the extent
these holding companies have been engaged in speculation but that is not
pertinent to this matter.

There may be a substantial number of building and loan associations and
mutual savings banks that are still truly mutual. Legislation certainly should
differentiate between such organizations where the plus earnings inure to the
benefit of depositors from those where these tax benefits solely inure to the bene-
fit of speculators.

Sincerely yours,
D. A. SARGENT,

FIRST CHARTER FINANOIAL

First Charter Financial Corp. and subsidiaries: Pamphlet report for the year
ended December 31:

1961 1960 1959

Earned per shareI .................................................. $2.46 $1.89 $1.50
Total income ....................................................... 60,416,415 46,773,633 34, 57,050
Not before income taxes, etc ........................................ 13,1 255 10,450,250
Federal Income taxes ................................................ 1, 73 87,887 120,814
Minority Interest ................................................... 38,349 31,069 30,230
Net income before reserve appropriations--- ....................... 16,859,706 12, 90, 399 10,2909,200
General reserve appropriations ..................................... 16,590, 706 11,806, 290 10,188,023
Balance after reserve ................................................ 269,002 1,184,109 111, 177

I Based on net income before appropriations to general reserves and on the 6,860,175 shares of capital stock
outstanding at close of 1061.

I Credit.
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Balance sheet items of First Charter Financial Corp. and subsidiaries is of
December 81:

1901 1900 1050

Total assets ................................................... $985,460,313 $769,051, 235 $597, 913,633
Cash .............------------------------------------------- 7, 802,106 4,190,928 12,814,774
Government sections, oto ..................................... 62,807,014 68,371,394 50,661,613
Loans rcceiv-ble .............................................. 870,501,238 6, 748, 120 509, 70,720
Savinigs accounts .............................................. 748,037, 707 587,529, 8114 47, 014,204
Fodeil Home Loan Bnk advance ........................... 118,115,777 69, 223, 360 50,801,132
Bank notes payable ....... ......................... . 3, 000,00 21,250,0100 9,060,0(0
Undisbursed loai finds.................-- -------- 22, 527, 412 25, 400,031 21,034, 46
Paid-in surplus .............................................. 31,457,790 10,169, 702 2, 805,327
Undivided profits and general reserve ......................... 42,031,621 44,118,073 38,685,440
Capital shitre- ................................................ ,800,175 6,457,500 0,150,000

First charter fliicial 1
Stock-Cointon:

Approximate price ----------------------------------------------- 471A
Dividend ()---------------------------------------------------
Yield ------------------------------------------------------- ()

Listed N.Y.S.0. & Pacific Coast S.D. ; also traded Boston S.10.
Paid 5 percent in stock on Dee. 8, 1001.

IIECO M ENi)ATiON

Owning six savings and loan associations with 43 offices In the 8an Prancisco
Bay and Los Angeles areas, this holding coilim)Ay Is favorably situated to take
adwvantage of further growth in population and home building projected for
Calfornia over the years ahead, The more Immediate outlook, however, is
clouded by possible adverse tax legislation nnd by possible consequences of recent
Increase In interest rates on savings deposits by the competing commercial banks.
The shares have recently fallen off sharply following a steel) rise, and there may
be a further period of irregularity until immediate uncertainties are cleared.
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Common 8hare earn higs

Quarter 1061 1060 1959

March .............................................................. $0.40 $0.37 $0.35
Juno ................................................................ .03 .57 .45
September .......................................................... .60 .64 .40December .......................................................... ............. 160 .0

In the 9 months ended September 30, 1961, net earnings (before appropriations
to general reserves) rose 19 percent from those of the corresponding period a year
before. The smaller gain in share earnings, to $1.05 from $1.48, reflected the
larger nUmber of shares outstanding. Loans outstanding as of September 30,
1061, were 28 percent above the year-earlier level, and the same percentage
increase was recorded in the amount of savings. Mortgage rates for the 9 months
averaged 0.77 percent. The third quarter figure was lower, averaging 0.64
percent, but this was still above the 0.44-percent average return on the entire
mortgage portfolio as of the end of 1060.

DIVIDEND DATA

The company's present policy is to pay dividends in stock once a year prior to
the year end. The payment in 1001 was:

Amount of Dividends Stock -------------------------------- 5 percent
Date Declared ---------------------------------------- Sept. 27
Ex-dividend Date ------------------------------------- Oct. 17.
Stock of Record- -------------------------------------- Oct. 20
Payment Date ---------------------------------------- Dec. 8, 1961

PROSPECTS

The earnings outlook for 1962 depends importantly on what changes, if any,
are made in tax legislation and in the interest rate paid on savings accounts.
If there is no change, earnings should score another good gain over the $2.25
a share estimated for 1961. The latter compares with $2.01 (on fewer shares)
a year before. Dividends are expected to continue in stock; a 5-percent distribu-
tion was made on December 8, 1901.

Existing tax legislation, under which savings and loan associations are enjoying
tax-free status by transferring all their earnings to reserves, is likely to be re.
viewed by Congress in 19062. What form any changes will take is unpredictable,
but there is general feeling that some cuts will be made in the present tax ad
vantage. One proposal calls for a stepping up in taxes over'a period of several
years, at the end of which all of the present tax advantage would be eliminated.

As permitted by recent new regulations, major commercial banks in California
have raised the interest rate on savings deposits from 3 percent to 31/ percent,
and to 4 percent on deposits left with the banks for a year or more. Savings and
loan associations have been paying 4Y2 percent. The lower spread may cause a
slowdown in the flow of savings to the associations, If the associations in turn
raise their rates, expenses will rise, although compensating increases in mortgage
rates should eventually provide an offset.

RECENT DEVELOPMENTS

Three offices were opened 'in 1061; in the preceding year, two branches were
added. During 1961, the branch modernization and enlargement program was
substantially completed; 11 offices were enlarged and modernized or moved to
completely new buildings in 1960, and in 1959, 19 offices were modernized or
enlarged.

Management recently stated that it has had proposals to extend its operation
Into other related fields and Is investigating these possibilities.
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Ineone statistie8 (million $) and per share ($) data

Common share (dollar) data
Y e a r G e n e r a l I n t e r e s t N e t I n c l u d - N e t C o m m o n .. . ....__ _ _ _ _ _ _ _ _ _ _ _ _

ended Revenues expenses expense before Ing earnings
Dec. 31 taxes taxes Earn. Dlvi- Price

wings' dends range

198114------------------------------------------------------------------------------------(4 69 -284
1060 ....... 46.8 9.4 24.3 13.1 0.09 13.0 2.01 4 30-15
1959 ........ 34.6 7.2 17.0 10.5 0.12 10.3 1.67 (3 22 -15
1958 ....... 26.3 5.1 12.9 8.3 0.05 8.2 1.37 ................
1957 ....... 21.5 4.2 10.1 7.3 .04 7.2 1.20 .................
1950 ....... 15.3 3.8 6.7 4.8 .02 4.8 .80................
1955 ....... 13.0 2.9 5.3 4.8 .04 4.7 79 .................
1954 ....... 8.7 2.2 4.0 2.5 .03 2.5 .42 .................

I Pro formal in 1958 and prior years.
3 Before appropriation to general reserves.
8 2 porcoent In stock.
A 5 percent In stock.

Pertinent balance vheet statisties (million $)

Cash Capital Loans Dollar Price (X) book
Total Savings and R.E. funds (X) cap. book value

Dee. 31 assets accounts govern, loans and ital funds value
ments reserves and common

reserves shares High Low

1061 k ..... 833.9 665.0 55.9 730.1 66.1 11.1 10.11 6.8 2.9
1960 ....... 769.1 .587.5 72.6 666.7 56.4 11.8 8.71 3.5 1.8
1959 ....... 697.9 457.0 63.5 509.7 43.4 11.7 7.06 3.1 2.2
1958 ....... 453.6 355.8 48.0 388.4 33.3 11.7 5.54 .................

I Pro forma In 1958 and prior years.

s As of June 30.

Fundamental position
First Charter Financial Is the second largest of 19 savings and loan holding

companies whose stocks are publicly held. It owns 6 savings and loan associa-
tions operating 44 offices located in the San Francisco Bay and the Los Angeles
areas. The number of offices is the largest of any such holding company. The
aggregate savings held amount to about $712 million.

Three savings and loan associations operating 29 offices in the San Francisco
Bay area account for roughly 00 percent of the total savings, while three other
associations with 15 offices in the Los Angeles area contribute 40 percent.

Pioneer Investors Savings & Loan Association is the largest In its field in
northern California and 15th largest in the country, operating 15 offices. Amer-
ican Savings & Loan Association, with 13 offices in the Los Angeles suburbs, is
19th largest in the country and 0th largest in southern California.

Other associations owned are Berkeley Savings & Loan Association, with nine
offices in east San Francisco Bay com unities; Home MutUal Savings & Loan
Association, five offices In San Francisco; Mutual Savings & Loan Association
of Alhambra and Lancaster-Palmdale Savings & Loan Association, each with
one office. All of the associations are wholly or 09 percent-owned except for
the 53 percent-owned Lancaster-Palindale Savings & Loan, whose accounts are
not consolidated. Except for the Lancnster-Palmdale unit, which was estab-
lished In 1954, the associations date back to between 1885 and 1927.

These associations derive substantially all their earnings from real estate
loans made with funds obtained fromdepositors. Of total loans outstanding, ap-
proximately 50 percent are conventional loans, 36 percent Insured bythe Federal
Housing Administration or partifilly guaranteed by the Veterans' Admifistra-
tion, ahd 11 percent short-term construction loans.

For the greatest part, loans are on single family residences in metropollitl
areas. Excluding the construction loans, the average original size of loans is
about $10,500 and the average original repayment period is aboUt 20 years.
Construction loans are made to homebuulders and are paid off upon cofillettibl
and sale-6f the individual houses, usually in9 months.

As of J ne 30, 1961, the average rate of return on the loan portfolio was 0%
percent. lie savings and loith associations py 4. percent Interest on the
savings accounts.
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Under present regulations, savings and loan associations enjoy an important
tax benefit in that earnings may be transferred to reserves without liability for
Federal income taxes. This raay be done until such time as the sum of surplus,
undivided profits and reserves at the beginning of the year equals to 12 per-
cent of savings accounts at the end of the year. Based on savings as of Decem-
ber 31, 1960, the applicable percentages for the company's associations averaged
about 9 percent. Earnings so appropriated are not available for payment of
cash dividends or for distribution to stockholders at a later date without being
subject to taxes.

Besides the six savings and loan associations, First Charter Financial also
owns six insurance agencies, two trustee companies and two real estate broker-
age companies. These account for only 1 percent total earnings.

Earnings-dlvidends
Reflecting robust homebuilding activities in California and rapid growth in

savings funds, earnings rose some 175 percent in the 5 years through 1960. This
was a compound annual growth of 22% percent. Savings accounts rose 258 per-
cent in the 5 years. Because of tax benefits, substantially all earnings of the
subsidiary association are transferred to reserves. Dividends by the parent
holding company thus have been in stock only.

CAPITALIZATION

Common stock: 0,533,500 shares (no par) ; 50 percent owned by S. M. Taper,
president, and the estate of his deceased wife.

NATIONAL ASSOCIATION OF
STATE SAVINGS AND LOAN SUPERVISORS,

April 6. 1962.
The Honorable HARRY Fi.OOD BYRD,
Senate Omfec Building,
i1ash tifton D.C.

DEAR SENArOu Bytit: I am writing this letter as chairman of the Legislative
committee e of the Nationtil Association of State Savings and Loan Supervisors,
in reference to bill No. H.R. 10650, passed recently by the House of Itepresenta-
tires, and presently being considered before the Senate.

On August 10, 1961, during riy term of presidency of this association, I
appeared before the House Ways and Means Committee in opposithn to any
Iprolsowsd change in Federal taxation which would prevent associations from
making additions to general loss reserves, tax free, until the aggregate of general
reserves and undivided profits of savings and loan associations exceeded 12
percent of tile association's share capital.

If you will refer to the proceedings before the House Ways and Means Com-
inittee of August 10, 1961, you will note that my opposition to any change
in the tax law was based on my personal knowledge and experience over a 30-year
span of savings and loan supervisory activity in the State of Wisconsin. I
have stated that losses during the depression period closed 76 associations for
the reason that at tile beginilling of the depression the average of reserves to
share capital of these associationg was but 2/2 percent. In some instances, it
was necess,,ary to charge losses as high as 52 percent of tile member's share
investments.

In 1051, the Congress had seen fit to select the adequate reserve level as 12
percent of tile association's share capital, before such association would be
subject to a Federal income tax. Mortgage loans, being for a long period of
tite, are subject to many econolc changes. Lo.sses on real estate, secUring
long-term mortgage loans, would be much greater than the losses sustained
by a banking institutions on short-term loans. For that reason, savings and
loan associations should be afforded the opportunity to build tax-free reserves
tinder the 12 percent. fornitla of 1951 to prevent future hards.hIps and suffer-
Ing that might occur dining a major recession or depression.

On January 30, 1962, the Treasury Department, recommended a tax formula
for savings and loan assoclations which was so severe and drastic that it would
have ruied the savings and loan business--the major home financing agency of
the Natin.
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lll No. 11.1t. 10150, pleased the House of lRepi)rsetltitti ves by a vote of 219 to
100, proposes to tax savings and loan associations on 40 percent of net Income,
after expenses and after dividends. This proposal, if enacted into law, would
not severely harm the savings and loan associations, but would restrict their
operations to a great degree. In my opinion, the Inmlosition of a tax at tills
time, would increase loan costs to the borrowers in order to mnllitain the
periodic reserve increases Imposed by law and supervisory authorities of sav-
ings and loan associations.

If the Senate feels that the 60-40 formula, as prolsedl It bill No. II.R. 10650
Is Just and eqiltable -and In my opinion anything less than tills would be unjust
and inequitable-then I believe the tax formula proposed by the Senate should
contain a proviso which would spread the imnpaet of higlhri taxes paid by savings
and loan associations over a period of several years. A phase-in period of 3,
4, or 5 years would .permit associations to ad.jlst their options in an effort
to meet the higher tax burden.

A savings and loan association can build reserves only out of Illcole. Savings
and loan supervisors and commissioners are charged with tile responsibility of
knowing that the assoclatlotis they sUpervise an(l control hav, adequate reserves
In order to assure tile public that they are doing husilness as safe and sound
Instittitions. If at some flttire time it comes Imperative to close associations
for tile reason of insufficient reserves, and the major factor contrililtlng to such
a situation was the Imlposition of tax fornifila which prev(nted such associations
froin building adeqMate reserves and still furilsh funds for economical home
flnanieltg, the matter wiIll conlo back to Congress folr rectifying and will then
be very grave.

I therefore respectfuilly request, on behalf of the Nationl Association of
State Savilngs and Loan Sulpervisors, that you and tile other members of tie
Senate give bill Noi. 1.R. 10650 your nost serious study and analysis to insaire
that any proposed tax change be of such degree as to enable savings and loan
associations to continue to supply the major portion of funds to provide economi-
cal hiome ownersiip for the American public, and continue to operate as safe and
sound Institutions by bufiltug and nialiftiitlg adequate reserves.

Respectfully submitted.
R. J. WINKoWsKi,

Chairman., Lepi.9atire Commiltte.

qTWIN FAL.S BANK & TRUST ,O.,

7T'oin Palls, Idaho, ,llrll 3. f162.
lion. FANK ('1I1IRIWI,
U.S. Senate Offlie Bthilding, Wash inglo?, D.C.

D AB 8IENATOII (11THoTr : I wish to thtk you for all the tille and effort which
you and tile other Idaho members of the 87th Congress have put forth in the In-
terests of the commercial bank case for tax injustice between commercial banks
on the one hand and Federal savings and loan and mutual savings banks on the
other hand.

May I also convey through you sincerest appreciation to Chairman Willbur
Mills and is House Ways and Means Coninlttee for their tireless effort over an
extended period of tile not only on tills facet of tsixatinoi, bilt also ()it a lltlti-
tilde of other tax matters.

As you know, the current tax bill passed the House last Tiulrsday by a vote
of 219 to 196 following the President's special appeal for the need of increased
revenue fortifying previous requests that tax loohloles be closed.

I am- deeply moved, along with other Idlllofils. by tile current trend of Glov-
erlnent action being prtpo-sd for con'ktderatiOn by tie U.S. Congress as well
as current trends oil proposals that apMar to have as their objective tile by-
passing of Congress on matters affecting otir daily lives and the welfare of
the country. This moveinelit is not of recent. origin. But again in tile name
of seal welfare the tenipo is being stimulated (;i a crescendo. I urge Milt you
be calm In your deliberations and steadfastIn -lN r convict6ihs. in what is right
and fitr In the longrun best Interests of the peoe d you are privileged to rep-
resent.

We must provide the necessary funds for adequate defense of or o11Wil cun-
try in addition to the normal functions of the Certrtl GovernuicuMt, and provide
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it through taxation in peace and cold-war time on a fair and equitable basis
and not by chronic Federal deficits.

I wonder just how much more socializing of the voters of this country the
American taxpayers can pay for or get credit to carry by monetizing the public
debt or how much more unfavorable balance of trade debt this country can
work out from under. We are witness to these conditions rapidly progressing
today, when our Government to be solvent needs tax money as never before,
outside of the time of a shooting war.

The Federal savings and loan associations, however, along with the mutual
savings banks-a combined $110 billion industry of the country- have for years
enjoyed virtual Federal tax huintinity. These organizations now under the
present House tax bill are to be taxed under certain conditions unless it works
a hardship, at not more than 40 percent of the effective rate at which commer-
cial banks are taxed. The commercial banks of the country, for the year 19)60,
paid in Federal taxes 35 percent of their net income before taxes while Federal
savings and loan associations paid only eight-tenths of 1 percent in the same
year. This comes from documented information. What do the Federal savings
and loan associations and the mutual savings banks have that other competing
financial institutions such as commercial banks do not have that permits this
double standard of taxation which has existed for so many, many years?
CoUld it be the influence of a Washington lobby on the outside with over 100
industry-interested trojan horses in the Congress, both of which groups con-
scientiously believe that the cost of Government which furnishes them with the
same protection of the Army, Navy, and Air Force as well as all other Govern-
ment services that are furnished to all Americans, should be paid for by tax-
payers other than Federal savings and loan associations and mutual savings
banks. Again may I ask why the double standard of taxation.

President Kennedy has twice requested, and former President Eisenhower re-
quested, that this tax loophole be closed; the closing of which, it has been esti-
mated, would provide the Government with from $500 to $000 million additional
annual revenue. It should be borne in mind that there is common cause by the
Federal savings and loan associations and nutul savings banks in resisting a
change in the law to fully tax them on the same basis that commercial banks are
taxed. It may not be obvious to you that there are many bankers that are not
simon-pure for the reson that they, too, are connected with Federal savings and
loan associations in official capacities and that there are still other commercial
bankers who have been hesitant to raise their voices on the side of tax justice
for the reason that substantial cash balances are mattained in their respective
banks by certain Federal savings and loan associations.

In 1960, when I was president of the State bank division of the American
Batikers Association, I suggested to a fellow oflicer of another bank division
that I believed that a resolution should be drafted providing that no commercial
banker should be eligible to serve in a top official position of the American
Bankers Association who at any time was connected, directly or indirectly, with
the Federal savings and loan associations. I was Immediately and frankly in-
formed that the member I was speaking to would be embarrassed under such a
condition for the reason that he himself was strongly identified with Federal
savings and loan associations.

I am only conveying these observations in order that you may be cognizant
of the divergent interest not readily identifiable and by which you might be mis-
led. I do wish to emphasize and want you to understand and know that I have
confidence in the present top officials of the American Batnkers Association as
being truly representative of commercial banking. I also wish to assure you
that the American Bankers Association officers and staff are dedicated career
men of highest integrity and well informed. *These men are truly carrying the
fight for tax equality in the highest tradition of American banking to the end
that this tax inequality between competing financial institutions be placed on a
par and that out of the process the Government will obtain the revenue to which
it is Justly entitled. In their anniial meeting in June 1961, the Idaho Bankers
Associatinn unaIimously passed a resolution supporting the principle of equal
Federal taxation between competing financial Instituti6ons.

The present House-passed tax bill permits a terrific watering down of the
Ways and Means original concept for at long last taxing the Federhl savings aid
lodh associations and mutual savings banks .110 bill Ibn segment of American
industry. This House passed concept of periitihg 00 percent of the eartlings
to go through the sieve untaxed is paralleled by at the same time requesting banks
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end others to act as tax collectors by withholding taxes on interest and dividends
at the source. I ask in all good conscience does it not appear that many Mem-
bers of Congress do not trust the American taxpayer and does it not appear that
the American taxpayer will not long trust such Members of Congress?

It was a close vote In the House on this tax measure. I do not know what the
outcome may be in the Senate but the entire Idaho delegation outside of the
Senators themselves can be an Influence In that Chamber. I solicit the assistance
of all of you to the end that the House-passed tax bill may come back for amend-
ment to a joint Senate and House Committee out of which process I earnestly
hol that on this question of tax uniformity that the provisions of the present
watered-down House bill e amended and fortified to fully tax our competing
industry and that further in this process you delete the provision making tax
collectors out of the banks and others on Interest and dividends under the present
llouse-passed bill. As it appears to me, the present bill only requests *at the
maximum some 40 percent of what is estimated to be between $500 and $600
million possible annual revenue if Federal savings and loan associations and
mutual savings banks were taxed on a par with commercial banks and then on
the other hand to in a meaure compensate for this gratuity and based on the as-
sumption that the American taxpayer is honest, to retrieve under gestapo
methods the tax money thought to be possibly lost from supposed tax d(lodgers.
This all seems to be the height of inconsistency and not In true American tradi-
tion. This is rather, I believe, a concept fostered abroad and should be labeled as
an Import.

I want you to feel free to call collect or write to me on any point on which
you may think that I may be helpffll in giving you facts on which to base your
decisions.

I have faith and confidence in your jtdgtnent and I am proud of our Idaho
delegation. Again, with much apprelation for your tireless efforts, I remain,

Sincerely yours,
HARRY EATON, Presidellt.

FIRST FEI)IAuL.r SAVINGS AND LOAN ASSOCIATION,
Hh icago, IiM., March 9, 1962.Hon. ThOMAS B. CURTIS,

JitsC Offlco BUilding,
11'ash ilgton, D.C.

D.An REPRESENTATIVE CURTIS: As you know through the years, I have spent
t great deal of study and time on legislation helping create, improve, and pro-
tect the modern muttiful savings and loan program. Of all my experiences in
Washington, I treasure most the confidence the Banking and Currency Committee
had in me in the years I was working on credit union and savings and loan
legislation. I helped write the original Federal Home Loan Batik Act, was
an appointee of President Hoover on the original Federal Home Loan Bank Board,
helped do the Home Owners Loan Corporation Act which inoltided the legislation
for Federal mutual savings and loan charters, participated in drafting the
Federal Savings and Loan Insurance Corp. legislation (the FDIC for savings
and loans), did the section in the Servicemen's Readjustment Act of 1946 for
Senator McFarlatid and Representative Cunningham (incidentally, the ABA
opposed savings and loans participating in this program). I have worked on
savings and loan matters since 1926. In fact, I took a very active role in 1951,
when Congress last amended the revenue statute dealing with domestic building
and loan associations and enacted the 12 percent reserve for bad debts.

I am shocked that the Ways and Means Committee would go along with with-
holding at the source on earnings on savings accbnts, such as savings and loan
association savings accounts, when the Treashry Department itself estimates
that the total dividend from stocks Is $10.6 billIoM and only 8.8 percent is not
reported. In the mutual savings banks and savings and loan associations, I
estimate there are $5 million in interest and dividends, and the nonreported
percentage Is abittt the same as the Treasury figures for stocks. Certalilly this
calls for further education and raises a question as to shotild we subject our sav-
ings customers to advance payments of taxes; subject us to the very large costs of
ndintilgstrati n Of withholding; of explitnitig and dealing with all our savings
customers and in my institution alone, we have 143!000 savers. We will have a
great deal of irritations and resentment from our customers toward the Congress,
the Treasury, and ourselves. Furtlemore, you *can ascertain froth Treasury
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officials that their new electronic data processing system, within the next 2 or 3
years, will pick up all of the dividends and interest on savings which are not
reported and paid by the taxpayers. Again, the continued education program
coupled with the electronic data processing system which is now being installed
by the Treasury Department would, in a very short time, pick pl the 8.8 percent
unreported Income from dividends and savings interest without the necessity of
an expensive and cumbersome and irritating withholding system. We have sent
the attached notice to all our savings customers at my First Federal of Chicago
three times and our people report and pay.

Turning to the taxation of savings and loan associations, I am one of those
who believe that the policies of the Congress have been fair and constructive and
feel that you have given us a tax status as mutual savings and loan associations
and mutual cooperative banks which has permitted us to reward our savers and
serve millions of homeowners and honebuilders in a most constructive way. I
have worked for years for the total exemption of mutual savings banks, mutual
savings and loan associations and mutual credit unions, which has always been
the policy of the Ways and Means Committee.

The initial question arose in 1894, when it was proposed to the Congress that a
tariff bill there be a 2-percent tax levy on the net income of all corporations,
including building and loan associations. The Ways and Means Committee
exempted building and loan associations who make loans only to their share-
holders in the State in which they are organized. The Senate Finance Com.
mittee recommended similar but slightly broader language to the effect that the
exemption should apply to building and loan associations or companies which
make loans only to their shareholders. The question of exemption arose again
in connection with the stamp taxes in the Dingley Tariff Act of 1897, again in
the War Revenue Act of 1898, again in the Pattie-Aldridge Tariff Act of 1009,
again in the first income tax law in 1013, again in 1914 in the emergency revenue
law, again'in the Revenue Act of 1916, again in the excess profits tax in 1917, and
again in the Revenue Act of 1921. In all of this legislation, mutual associations
or associations who made loans to their shareholders only, be they borrowers or
savers, were exempted.

In 1921, an additional policy was established under the leadership of Ways
and Means Chairman Joseph W. Fortney. In addition to preserving the prin-
ciple of the prior exemptions from income tax, stamp tax, excess profits tax and
capital stock tax, the Ways and Means Committee reported a $500 exemption on
the income of individuals derived from mutual savings and loan shares. This
was in order to assist the post-World War I housing shortage by making local
long-term, amortized loans available in a greater amount through local or
domestic building and loan associations. The $500 exemption was stoutly
resisted by the commercial batiks, and the Treasury and the Senate turned down
the proposal. However Congressman Fortney and Congressman Longworth,
leading the House conferees, prevailed in the conference and a $300 compromise
exemption went into the law. This was continued until 1936, at which time
friends of the savings and loan associations on the Ways and Means Committee,
particularly Representatives Reed, Jenkins, Cullen, and Dingell, felt that we
should not resist the recommendation of the Treasury and that this personal
income tax exemption should be terminated. I was in charge of the United
States League at the time, and their advice was followed and the personal
income exemption was repealed without controversy or resistance from the sav-
ings and loan associations and cooperative banks.

I personally think that the mutual savings and loan business is now strong
enough to pay a reasonable corporate income tax. I participated in the tax
studies in coinection with the development of the Revenue Act of 1951. Here
again, the Ways and Means Committee stood firm for the traditional policy
regarding mutual savings banks and mutual savings and loan associations. I
thought that the conference compromise in 1951 would raise $75 million from
the mutual savings banks and mutual cooperative banks and savings and loan
associations. This did not materialize on account of the slow accumulation of
reserves in mutuals, measured as a percentage of assets due to rapid growth.
This rapid growth was of course very good for the national economy because it
provided economical long-term mortgage credit to individuals in areas which
otherwise would not be served.

The mutual savings banks who had higher reserves, percentagewlse, paid
little tax because of their substantial investments of assets other than mortgages
in tax-exempt municipal bonds. There is no reason why these cooperative and
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mutual institutions should not bear a taxIond rhat Is proportionate per billions
of assets to what the committee expects from mutual casualty companies, or ulti-
mately the formula for mutual credit unions. I do not have figures separating
mutual life companies and stock life companies but I believe that the mutual sav-
ings and loans can pay a corporate tax of about half that pail in total by the
life companies. Obviously, it must be less as the life companies do not distribute
all their earnings to customers as we do In mutual savings and loans because
my total figures include very profitable st(ck companies. Also life companies,
stock and mutual, make very substantial profit from their underwriting activities
and also from their Investment activities. The mutual savings and loans, In the
practical sense, have only investment Income from Government bonds, property
Improvement loans and home mortgages. The new savings and loan formula
should be worked out so that every instittitlon lvs aeording to Its size, Its
net earnings, and therefore Its ability. This. the present formula adopted by the
committee, does not accomplish. The formula tentatively approved by the Coin-
mittee on Ways and Means based only on growth would have caused thousands
of Institutions to pay 52 percent of net earnings after being forced to necimntilate
their statutory and regulatory reserve for losses, while hundreds of boom institu-
tions In California and other areas would have gone scot free from taxes. The
60 percent alternative proposal helps this some, but as long as you leave the
growth formula In the legislation, those savings and loans, however well managed,
which do not grow rapidly, will pay all the taxes.

A much sounder program would be the deletion of the formula based upon
growth and the provision of a single standard which would apply to all mutual
savings and loans, mutual cooperative banks, and mutual savings banks of a
reserve for bad debts measured by 75 percent of taxable income computed without
regard to the reserve allowance. This would Insure that the efficient, well-
managed institutions In areas of the country which may not be rapidly growing
will be acorded equitable treatment consistent with the earnings of the institU-
tion, anti will insure the maintenance of financial strength and at the same time
permit all mutual institutions to build up their reserves for losses that are re-
quired under Federal and State laws. regulations and requirements of the
Federal and State supervisory authorities. In my opinion, such a single stand-
ard would not only be much more equitable than the present proposals, but would
also yield a much more predictable amount of revenue, which would be approxi-
mately $150 million annually, if my recommendation immediately following that
privately owned stock savings and loan assoelations be put on a "tax equality"
basis with commercial banks is adopted. This 75-percent formula has been offi-
cially approved by the Legislative Committee of the National Lenie of Insured
Savings A.ssociations.

I am personally shocked and disappointed that the Ways and Means Comm!ttee,
which has fostered and dealt understandingly with the savings and loan business
for so many years, is not closing the tax loophole which has permitted privately
owned permanent stock savings and loan associations organized In the last 10
years in Maryland. California. and Illinois to convert from mutual institutions
to stock companies. In my State of Illinois, we now have some 30 Insured State
mutual chartered institutions converting to private stock companies, as provided
in the Illinois statute, which is inequitable and almost fraudulent as far as the
savings account holders are concerned. We are hopeful that the Federal Home
Loan Bank Board will exercise Its statutory powers and protect the public from
the scheming Insiders who have received savings accounts due to their being
Insured by an agency of the Federal Government and now are trying to buy the
control and earnings for a mere fraction of what it is worth.

The old stock companies which have not ben Involved, most of whieb existed
in Ohio and California for many years, should be allowed to eontinne in a status
similar to mutual savings and loans. When the ('ongmreks was dealing with the
taxation question In 1915. these companies totaled less than 3 pereent of the
savingA and loan as sets. There are als;o ItO) stok institutinns scattered In other
States: 1 In Oregon. a few in Colorado. some in Texaq. 2 or 3 in Indiana. although
the Indiana law has prohibited organizing of rnral permanent stock companies
since the midthirties. 1 in Arkansa., a counni in Oklahoma. a fow In South
Carolina. a few In Idaho. and there may N- others, but I don't believe the total
i,; more than 100. outside of Ohio and C'aifornia. addi none was organized with
the acluisitive motivation of paying in the capital stock like- a bank and con-
trolling and receiving the earnings of the institutr9n beyond such as is paid to
the savings accounts or the residual assets in case of liquidation. It Is clear that
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the trade organization, State or National, have not given the Ways and Means
Committee tile full picture of this matter because they don't want to offend a few
league ineinhers.

I an attaching amendments for your consideration which will accomplish fair
taxation for all mutual savings and lontis and tixotion on n ecoltnleirlli )link
basis for privately owned stock companies. I realize that you have many
irolilenis nild pressures but it seeliis to me flint the commiittee ani the Treasiry
Department should take time to explore this Indefensihle tax loophole and
policy, which has spawned the California holding companies, conversions of
iutulnis to stoc-k associations, and most of all--the scandalous Maryland situa-

tion. I think the amendment with the grandfather clause protecting Institu-
tions whie had issued pearmanent stock prior to 1951 will raise an additional $7
niillomi. If they are nut on an eqail basis with conimnercial banks, which they
greatly reseumble, an additional $20 million In taxes would be raised from the
big holding companies that are In the boom areas. This is particularly so in
California. where abloit 80 percent of then are located and their high Interest
rates make It easy for them to pay regular eonneoreial honk taxes. We should
have faced the issue Involving them In 1950 in the holding company legislation
and ha(d conp!ete divestiture of holding companim when we only had one such
eomipany when the matter was placed by some of the savings And loan lenders
before the Congress.

It seeln-; to ie that ti e('rininItt ee, in Its work ii rdriiftig it. definition of
a domestic building and 1(iali aistsiiition. might take tine to study the history
and development of the rtlrrent tax stntatu4 Of saviN gs 11nl loans as14soeiations,
and the legal deelslonis, Iartheularly the Cambridge ease, unid the many delslons
that preceded It, which cans lie found in my history of building and loans; chapter
XIV. "History of Bildng and lan fi the I'nited Stat.e4." A review of this
history can lead only to the eonelsion that the Congress should close the loop-
hole and tieal with nuliftflls and privately owned stok conmpatiies on a separate
ba-is. As you know, the .tatlite dening with mutual savings banks and co-
operative banks r-qilres4 that they must lie mutlail and without private capital
stock.

Pardon me for writing at length, but there are hundreds, even thousands, in
tile ,givings and loan bll.in(ss who have retained the mutual ideas. My good
friend. Chairman Slen'o. of the Hanking avid Curreney Committee, once taught
me that the character of a (eorporation is determined by its principle and Ideals,
and not by size. We have enough size to help a bit with the Income needs of
the Federal Government, but among those of substantial size there should be
differentiations between those that are operated for private profit of a few in-
stders anti those that are operated in the pnbile interest, and who distrlhute
sill of their earnings after exiwnses, savings dividends and Interest, and re-
serves for bad debts to their savings cmitomers. In this connection, I might say
that all of our eustoniers in this institution pay their tax". (i their earnings
lie.-.iu~e we have repeatedly brought it to their attention by mailiig the attaelld
notices n!nng with every note of a (lividend, and I personally cmiperated with
the members of the Ways and Meanq Committee.*

I know that many members of the Ways and Means Committee will feel that
they hav. had to give much of their time to the other matter In,.luded In the
onnilotus bill before us. in my legislative experienee., we have always been
treated very fairly boy the Senate Finance Committee; however, 1 (10 tot heAltate
to say that our matters have not received the time In hearlngs or study there
that we have received in the Ways and Means Committee of the Iomse of Repre.
sentative-. The Ways and .Means Committee, being (hoser to our local mutnals,
have been regard.Nl #keew.rs (t,f or itherti and our pol(.fe. in thiA finandai
phase.

F hope fthat the. mnemhers Of the eommitt, will find time to have one more
.e st'vi Onl the que1titon of the mlutual savings and loan a.n.s.o4atlons which in-
elodes all of the federally chartered savings And loans and 0.5 percent by
number (if the State chartered fuo.,elation.. The present formula, as far as 1
am informed. doers not deal with the tax loophole which will 'cnse eotitrovifsy
and financial s-andal In tile years ahead, julst as we now have in Maryland, and
the formuna dtes not fairly and equitably distrbute the tax burden among all
of the nintnal saving. and loan asoiations.

lhtse are my own views and amendments. I have had the eollaboratlon and
eneonragement 6f some savings and loan executives of mutual assoiatins who
have been attire in taxation matters for mhy, many years. I do not peak for
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either of the trade organizations although I belong to both. As you know, there
are thousands of mutual savings and loan and cooperative bank directors and
executives who have trusted and followed me in these matters in the past.
Accordingly, I am also submitting these views and amendments to them. As
head of their substantial Institutions, they will doubtless study them carefully
and, I am sure, express themselves.

Sincerely,
MORTON BODFISH.

AMENDMENTS TO SECTION 8 OF THE PROPOSED REVENUE ACT OF 102 RELATING

TO MUTUAL SAVINGS BANKS, AND SO FORTH

RESERVES FOR LOSSES ON LOANS

(a) Subsection 593(a) of section 593 of the Internal Revenue Code of 1954
as amended by section 8(a) of the draft bill would be amended to read as
follows:

"(a) Organization. to which 8eotio n applies.-This section shall apply to any
mutual savings bank not having capital stock represented by shares, (domestic
building and loan association,) mutual sings and loan association, or coopera-
tive bank without capital stock organized and operated for mutual purposes and
withoilt profit."

(b) Subsection (b) of section 593 of the Internal Revenue Code of 1954 as
amended by section 8(a) of the draft bill would be amended by striking out
paragraphs (1), (2), and (3) and inserting in lieu thereof the following:

"(1) In genera l.-For purposes of section 166(c), the reasonable addition for
the taxable year to the reserve for bad debts of any taxpayer described in sub-
section (a) shall be the amount determined by the taxpayer, but shall not ex-
ceed the amount determined under paragraph (2) or (3), whichever such
amount is the larger.

"(2) Seventy-flve percent of taxabi hcorne.-The amount determined under
this paragraph for the taxable year shall be an amount equal to 75 percent of
the taxable income for such year. For purposes of this paragraph, taxable in-
come shall be computed without regard to any deduction allowable for any ad-
dition to the reserve for bad debts.";
and by renumbering paragraphs (4) and (5) as (3) and (4), respectively.

2. DEFINITION OF THE TERM "MUTUAL SAVINGS AND LOAN ASSOCIATION"

Section 8 of the draft bill would be amended by incorporating therein the
following new subsection:

"( ) Section 7701(a) of the Internal Revenue Code (relating to definitions)
is amended by amending paragraph (10) (relating to definition of domestic
building and loan association) to read as follows:

"'Domestic building and loan association, mutual savings and loan association,
stock savings and loan assoclation.-The term "domestic building and loan as-
sociation" means a domestic building and loan association, a domestic savings
and loan association, and a Federal savings and loan association, substantially
all the business of which is confined to making loans to members; the term
"mutual savings and loan association" means a domestic building and loan as-
sociation the principal business activities of which are to receive the savings of
individuals for deposit and to make loans for which improved residential real
estate Is the sole security, which business activities are carried on pursuant to
a charter or articles of incorporation or association issued or entered into under
or pursuant to the laws of the United States or of a State or territory, or of the
District of Columbia, and are subject to periodic examination by a supervisory
authority designated in the law pursuant to which the charter or articles of in-
corporation or association is issued or entered into, and which, If it has out-
standing capital stock represented by nonwithdrawal shares, (i) none of such
capital stock was issued after December 31, 1951, and (ii) not more than 10 per-
cent of such capital stock Is held directly or indirectly by any company, as de-
fined by section 408(a) of the National Housing Act, as amended; and the term
"stock savings and loan association" means a domestic building and loan asso-
clationwhich would be a mutual savings and loan association, if it did not have
outstanding capital stock represented by nonwithdrawal shares which either (1)
were issued after December 31, 1951, or (i) more than 10 percent of which Is
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held directly or indirectly by any company, as defined by section 408(a) of the
National Housing Act, as amended.'"

8. DEDUCTION FOR DIVIDENDS PAID ON DEPOSITS

Section 8 of the draft bill would be amended by incorporating therein the fol-
lowing new subsection:

"( ) Section 591 of the Internal Revenue Code (relating to deduction for
dividends paid on deposits) Is amended by striking out the words 'and domestic
building and loan associations' and by inserting in lieu thereof the words
,mutual savings and loan associations, and stock savings and loan associations.'

4. DEFINITION OF "BANK"

Section 8 of the draft bill would be amended by incorporating therein the follow-
ing new subsection:

"( ) Section 581 (relating to definition of 'bank') Is amended by striking
out the last sentence and by inserting in lieu thereof the following new sen-
tence: 'Such term also mean a mutual savings and loan association and a stock
savings and loan association.'"

5. ADDITIONS TO RESERVES FOR BAD DEBTS OF STOCK SAVINGS AND LOAN ASSOCIATIONS

Section 8 of the draft bill would be amended by incorporating therein the
following new subsection:

"( ) Part II of subchapter H of chapter I (relating to mutual savings banks,
etc.) is amended by inserting immediately after section 593 thereof the follow-
Ing new section:

"'See. 594. Additions to reserves for bad debts of stock savings and loan
associations.

"'(a) Establishment of reserves.-In the case of a stock savings and loan
association, the reasonable addition to a reserve for bad debts under section 166
(c) shall be determined with due regard to the amount of the taxpayer's surplus
or bad-debt reserves existing at the close of December 31, 1962, and shall be de-
termined In accord with the principles which the Secretary or his delegate
shall have prescribed for determination of the reserve for bad debts of com-
mercial banks pursuant to section 166 (c).

"1(b) Allocation of pre-1963 reserves.-If the amount of the reserve for bad
debts of a stock savings and loan association determined as of the close of
December 31, 1962, shall be greater than the amount determined under sub-
section (a), the amount of such excess shall be allocated to the supplemental
reserve for losses on loans, and shall not be Included In the gross Income of
the stock savings and loan association.'"

6. FORECLOSURE ON PROPERTY-SECURING LOANS

Section 595(a) of the Internal Revenue Code of 1954 as added by section
8(b) of the draft bill would be amended by striking out the words "Section
593(a)" and by inserting In lieu thereof the word "Section 593(a) or Section
594(a)."

7. CHANGE IN SETON NUMBER

Section 8 of the draft bill would be amended by incorporating therein the
following new subsection:

"( ) Section 594 (relating to alternate tax for mutual savings banks con-
ducting life insurance business) is hereby renumbered 'Section 596'."

EXPLANATION OF AMENDMENTS TO SECTION 8 OF THE PROPOSED REVENUE ACT OF
1962 RELATING TO MUTUAL SAVINGS BANKS, ETC.

Section I relating to reserves for losses on loans, would modify the proposed
reserve for bad debts for mutual savings banks, domestic building and loan asso-
ciations and mutual cooperative banks by deleting the alternative based upon
a percentage of loans outstanding and would provide merely two alternatives;
namely, the higher of 75 percent of taxable income computed without regard
to the reserve for bad debts, or an amount based upon actual experience of
the taxpayer in having loans become worthless. As so modified, section I would
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be limited solely to mutual savings and loan associations and vould not be
available to stock savings and loan associations.

Section 2, relating to definition of the term "mutual savings and loan associa-
tions," would add to the Internal Revenue Code definitions of the terms "mutual
savings and loan association" and "stock savings and loan association." Under
the definitions, a mutual savings and loan association would Include a domestic
building and loan association engaged primarily in receiving the savings of in-
dividuals for deposit and making loans on residential real estate which are
subject to regular and periodic examination by State or Federal agencies. If
such an association has outstanding capital stock represented by nonwithdraw-
able shares, the stock must not have been issued after December 31, 1951, and
even If issued before December 31, 1951, not inore than 10 percent may be held
by a holding company. A stock savings and loan association would differ from
a mutual savings and loan association only front the standpoint of outstanding
capital stock Issued after December 31, 1951 or ownership by a holding company
of stock Issued before December 31, 1951.

Section 3, relating to deduction for dividends paid on deposits, would provide
for amendment of section 591 of the Internal Revenue Code to make clear that
the deduction for dividends paid on deposits would be available to both mutual
savings and loan associations and stock savings and loan associations.

Section 4, relating to definition of "bank," makes a technical correction In the
definition of the term "bank," provided by section 581, so that the term would
include both a mutual savings and loan association and a stock savings and
loan association for the limited ptirposes of that definition.

Section 5, relating to addition to reserves for bad debts of stock savings and
loan associations, would limit stock savings and loan associations to the same
reserve for bad debts as commercial banks for taxable years after 1902, but
would preserve for such associations the benefit of the reserves which they have
accumulated under existing law.

Section 0, relating to foreclosure on property-securing loans, would make a
technical amendment to Insure that the proposed tax treatment with respect to
property acquired on foreclosure of a loan is available both to the stock savings
and loan assocditions as well as to mutual savings and loan associations.

Section 7, relating to change In section number, would merely change the
number of a present provision of the code relating to an alternative tax for
mutual savings banks conducting a life insurance business. There Is no change
in substance.

NATIONAL AssocIATIoN OF REAL ESTATE BROKERS, INC.,
Chicago, Ill., April 3, 1962.

Hon. HARRY F. BYRD,
Chdirm an, Senate Financo Committee,
Washington., D.C.

DEAR CHAIRMAN BYRD: The National Association of Real Estate Brokers, Inc.,
is an organization of 750 Negro real estate brokers, with members In 40 States,
including each of the largest and most populous States. Much of the work of our
members is devoted to assisting Negro families to buy homes; we are, therefore,
deeply Interested in any legislation which affects the supply of mortgage credit,
and particularly that portion of the supply of mortgage credit available to Negro
families and other minority groups.

For this reason, we are obliged to state our views on H.R. 10050, the tax re-
vision bill passed by the House of Representatives, which includes a drastic in-
crease In the amount of income taxes levied against thrift institutions, that is,
savings and loan associations and mutual savings banks.

OUr interest in the taxes ilposed on these institutiots stems from the fact that
the achievement of homeownership among Negrods and other minority groups
is overwhelmingly dependent upon home mortgage loans granted by these financial
organizations. In 1061, for example, 50 percent of all hohes purchased by
American faiiiilies were financed by savings and loan assoclatifns and mutual
savings banks. However, of the homes purchased by Negro and other minority
families, we estimate that approximately 70 percent were financed by savings
and loan associations and mutual savings banks.

Thus, the typical nonwhite home-buying faiffly i more dependent upon miort-
gage credit supplied by the thrift institutions than Is the typical white falilly.
To the extent, therefore, that heavier incoMe taxes impair the abiliy of thilft
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Institutions to finance home buying, the Injury to the minority family Is propor-
tionately greater than the injury to the white family.

In the Housing Act of 1049, the Congress set a national objective of "a good
hole in a suitable living environment for every American family." Since that
time, tens of thousands of minority families lave moved into decent homes of their
own with loans secured from savings and loan associations and savings banks.
Without this financing, the great majority of these families would have been
forced to remain in areas which have the worst schools, the least amount of
recreational facilities, the poorest police protection and inferior inuttlclpal serv-
ices. Without tills financing, the growth of a middle class among minority groups,
characterized by a desire to own good homes and an ability to pay the cost of
good homes, would have been largely frustrated.

We earnestly hope that the slow but steady increase in Negro homeownership
will not be interrupted by an income tax increase on savings and loan assocla-
tions and savings banks of the magnitude recommended in H.R. 10650. We recom-
mend, therefore, (1) that no change be made in the present tax law governing
these institutions, or (2) in the alternative, that the tax formnila proposed in
H.R. 10050 be changed in order to assure a less onerous tax increase on these
institutions.

Sincerely,
BOLIN V. BLAND,

Chairman, Comtnittce on Mortgage Fwanclg.

NINTH FEDERAL SAVINGS AND LOAN ASSOOIATION or NEW YORK CITY,
New York, N.Y., Marok 29,1968.

Hon. HARRY F. BYRD,
Senate Offle Building, Wa8hngton, D.A.

MY DEAR MR. BYRD: I don't want to belabor the matter of the taxation of
mUtuals but my organization has gone through a great many computations and
now finds that the bill in Its present form contains a loophole you could drive
a truck through. Specifically, It permits all savings banks and State-chartered
savings and loans comprising about half our business to very materially reduce
their tax liability by converting a small portion of their investments into tax
exempts.

The end result of these conversions will be that Federal savings and loan
associations will bear an inequitably high portion of the total taxes ultimately
paid by mutUals.

The loophole referred to arises from the formula proposed for the allocation
of pre-1963 reserves. This permits mutuals to allocate from their existing re-
serves to the qualifying reserve only 3 percent of outstanding mortgages. There.
after annual allocations to the qualifying reserve to the extent of 3 percent of
annual mortgage portfolio growth would be permitted.

Our caltUlations show that by the simple expedient of converting to or invest.
ing in a small proportion of tax exempts a State-chartered savings and loan or
savings bank can reduce or eliminate Its tax liability by the use of the foregoing
option. The motivation to use this loophole Is evident since by such matflittla-
tion State-chartered Institutions would also increase their retained income.
This Is not possible under the 60/40 option, In fact the reverse Is true.

The attached chart I and Illustration are a simple, albeit correct, indlfatin of
how this can be accomplished. The upShot Is that the Treasury's $100 to $200
million in taxes will shrink to $80 to $100 million or less as indicated below.

[In millions)

Anticipated Our estimate

Savings banks ........................................................... 80 15-20
State savings and loans .................................................. 45- 5 10-
Federal savings and loans ............................................... 55-65 65- 6

Total .............................................................. 10-200 80-100

1 Because the chart attached was in color it could not effectively be reproduced; thus it
was made a part of the committee flies,
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How best to plug this gap? By eliminating the privilege of treating its pre-
1963 reserves as mentioned heretofore this loophole can be eliminated.

If the foregoing makes sense to your committee, then, on the premise that the
Treasury is already cognizant of this situation, I respectfully submit that con-
sideration be given to upgrading the 00 percent option so that all mutual savings
institutions will be treated alike.

Thank you for your consideration and attention to this matter.
Sincerely yours,

JULIAN R. FLEISnzMANN.

P.S. The travesty of this situation is that the bill contains a tax haven for
the giant savings and loan stock companies in California, etc., that is not avail-
able to federally chartered mutuals.

Per $100,000,000 of Investments: (a.) Net inoone at I percent; (b) annual
growth at 20 percent; (C) 1-percent income loss from converting

Percent converted to tax exempts at 3it percent

interest

0 percent 3 percent 6 percent 9 percent

1. Net income (a) ..................................... $1,000,000 $970,000 $040,000 $010,000
2. Less tax exempt income ......................................... 105,000 210,000 315,000

3. 1,000,000 865,000 780,000 595,000oPTIoN (A)

4. 60 percent to reserve ................................ 600,000 619,000 438,000 357,000
5. Taxable income .................................... 400, 000 340,000 292,000 238,000
6. Taxes estimated at s0 percent ...................... 200,000 173,000 146,000 119,000
7. Retained (lines 1-6) ................................ 800,000 797,000 794,000 701,000

OPTION (")

8. 3 percent of $20,000,000 (b) .......................... 600,000 600, 000 600,000 600,000
9. Taxable income .................................... 400,000 265,000 130,000 ............

10. Taxes estimated at 50 percent ...................... 200,000 132,500 65, 000
11. Retained (lines 1-10) ............................... 800,000 837,800 875,000 910,000

oPToN (c)-12 PERCENT oROWTHI

12. 3 percent of $12,000,000 ----------------------------- 360,000 360,000 360,000 360,000
13. Taxable income ..................----------------- 040,000 605,000 370,000 235,000
14. Taxes estimated at 50 percent ...................... 320,000 252, 500 185,000 117,509
15. Retained (ines 1-14) ............................... 680,000 717,600 755,000 792, 00

TRADERS NATIONAL BANK,
Kansas City, Mo., April 3, 1960.

Hon. STUART SYMINGTON,
U.S. Senator, Senate Office Building,
Washington., D.C.

DEAR SENATOR: House bill 10650 has just gone to the Senate and is in the
Finance Committee and I am sure it will be on the floor of the Senate very
shortly.

Senator, I talked to you a couple of times about the proposal for banks to
withhold interest on time deposits. We are already a collecting agency for
the Government for free on so many things that are burdensome, but to with-
hold on savingp Interest would be a tremendous task and certainly a burden that
the Gloverriment should not saddle on us. Not only for the expense, but for the
Ill Will we are going to bUild tip with our customers, no matter Whdt explanation
is maide. Personally, I cannot see the need, certainly not right now when the
Government is installing data.processing automation machines which will tell
them who did not report and how much. The there fact It is common knowledge
to the taxpayer that the Government has such information certainly will force
the taxpayer to make full returns. I hope you see it our way.

Also, Seiator, I feel that the bill, as it comes to ion on taxes of savings and
loans atd mittbial savings, has been watered down much too thin and I hope
the Senate restores at least part of the cut the.Huse committee made froln
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the original draft of the bill. I am sure your considered judgment in all these
matters will in the end result in the proper conclusion.

With kindest personal regards, I am,
Yours very truly,

R. L. DOMINICK,
Chairman of the Board.

STATEMENT OF PENNSYLVANIA BANKERS ASSOCIATION ON TAX UNIFORMITY

The Pennsylvania Bankers Association Council of Administration reaffirms ts
position that the present condition of Federal tax inequity between commercial
banks, savings and loan associations and other mutual organizations should be
corrected without further delay. The association is convinced that the present
draft of H.R. 10050, as passed by the House of Representatives on March 29,
does not represent a proper correction of this tax inequality upon financial
institutions. The present provision which would accord savings and loan
associations a tax free gift. of 60 percent of net earnings is intolerable and is
not in keeping with the American heritage of fair play. We agree with the
position of U.S. Secretary of the Treasury Douglas Dillon in his testimony
before the Senate Finance Committee on April 2 on H.R. 10050, with regard to
the taxation of savings and loan associations. We urge the U.S. Senate to
amend the 60 percent of net earnings provision of H.R. 10050, in the manner
suggested by Secretary Dillon.

I, Belden L. Daniels, secretary of the Pennsylvania Bankers Association, certify
the foregoing to be a true copy of the Statement on Tax Uniformity unanith0usly
adopted by the Pennsylvania Bankers Association Council of Administration
at Skytop, Pa., on April 9, 1962. The association's position of strong opposition
to the proposed Federal withholding tax on interest and dividends, which is also
included in H.R. 10650, will be presented by association representative G. Edward
Cooper, at the U.S. Senate Finance Committee hearing in Washington on
April 18, 1962.

BELDzN L. DANIELS, Secretary.

CHICAGO, ILL.
Hon. HARRY F. BYRD,
Chairmatt, Committee ont Finance,
U.S. Senate, Washington, D.C.

DEAR MR. CIAIRMAN: As you know, through the years I have spent a great
deal of study and time on legislation helping create, improve, and protect
the modern mutual savings and loan program. Of all my experiences in Wash-
ington, I treasure most the confidence the Banking and Currency Committee
had in me in the years I was working on credit union and savings and loan
legislation. I helped write the original Federal Home Loan Bank Act, was a
member on the original Federal Home Loan Bank Board, helped do the Home
Owners' Loan Corporation Act which included the legislation for Federal mtituhl
savings and loan charters, participated in drafting the Federal Savings and Loan
Insurance Corporation legislation (the FDIC for savings and loans) of account
legislation, did the section in the Servicemen's Readjustment Act of 1946 for
Senator McFarland and Representative Cutnifgham (incidentally, the ABA
opposed savings and loans participating in this program), and have worked on
savings and loan tax matters since 1926. In fact, I took a very active role
in 1951, when Congress last amended the revenue statute dealing with domestic.
building and loan associations.

I now am chairman of the board and president, First Federal Savings &
Loan Association of Chicago. As chairman of the Council of Presidents of
Mutual Savings Instititions, I submit the attached draft of amendments to
section 8 of H.R. 10050, the pending Revenue Act of 1962, to accomptlih two
major purposes:

1. To insure that the provisions for bad debt reserves of mutual savings
institutions are limited to organizations that are genuinely mutual in the his-
toric sense, and are denied to stock savings and loan associations, which have
abused and expl6ited the reserve for bad debts provided by the Revenue Act of
1951 and subsequent tax laws.

2. To afford to mutual savings institutions a uniform standard for additions
to the reserve for bad debts which will not dangerously impair reserves, nor

82160-2-pt. 4- 12
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require reduction of the dividend rate payabie to savers below a level required
to assuro an adequate supply of funds for long-term home tinancing at reason-
able rates of interest.

A. THiE DIRTIN(YrION BETWEEN MUTUAL AND STOCK SAVINGS AND LOAN ASSOCIATIONS
MUST IE IlRECOGNIZED

Wle the exemption from Federal income taxation of domestic building and
loan assoeintions WiiS repieoled by the Revenue Act of 1951, Congress recognized
that the 1t, iliteilance of the financial security of millions of individual investors
required that building and loan associations be permitted some latitude In regard
to the sizv of their reserves for bad debts. Accordingly, such an association is
permitted to exercise its own judgment as to the reasonable amount of the
addition to its reserves for bad debts. Any amount so added is allowable as a
deduction for Federal income tax purposes within certain limitations imposed
by section 593.

The general tenor of section 593 strongly indicates that the favorable tax
treatment was intended by Congress to benefit the mutual savings and loan
associations and their members and to promote homeownership by holding
interest rates on home loans to a moderate level. Congress also manifested the
intention of preserving the traditional local and nifitual characteristics of sav-
ings and loan institutions, since those characteristics have provided the basis
for the success of and public confidence in these institutions.

A serious loophole in section 593, however, has been vigorously exploited by
certain individuals and has resulted In many flagrant abuses of legislative equity.
Tie loophole Is found in the fact that le benefits heretofore conferred by see-
tion 593 in regard to bad debt reserves are not limited to truly mutual savings
and loan associations, but may also be enjoyed by associations which issue non-
withdrawable shares and which do not differ In form or function from ordinary
profit-seeking corporations.

The permanent shareholders of these stock associations usually have a small
investment in the association and yet are in a position to siphon off to themselves,
as dividends, the tax-free reserves built up as a protection to savers against
future losses from home loans made by the association. The permanent stock-
holders of these stock associations often transfer their stock to a holding com-
paiy which, in turn, issues new stock for public sale. The profits subsequently
earned are taxable to the permanent stockholders at capital gain rates, and are
based almost entirely upon the capitalized value of the allowance for bad debt
reserves of the association. Thus the benefits intendedfor mutual association
members are being reaped by outside Investment interests.

The activities of these stock companies have prodUced some highly unsavory
scandals, the most infamous of whih have occurred in Maryland and Arizona.
Nor are these abusive practices likely to decline in the near future, for In Illinois
alone 20 savings and loan institutions are presently in the process of converting
to stock associations.

The mass Infiltration of holding companies into the savings and loan area Is
also a result of the loophole referred to above and Is in direct contravention of
expressed congressional intent. The mutual and local characteristics of savings
and loan institutions are destroyed by the absentee ownership of farflung holding
company domains.

To close this loophole and to remedy the abuses which have resulted therefrom,
section 593 must be amended so as to exclude from Its purview those associations
which obtain capital through the Issuance of nonwithdrawable shares. It is
significant that section 593 in its present form excludes savings banks and coop-
erative banks with capital stock outstanding, and the suggested amendments
would merely apply the same rules with 'respect to sovings and lonin,associations.
A "grandfather" clause would recognize the validity of nonwitldra tWable shares
Issued by a savings and loan association on or before December 81, 1951 the
effective date of the had debt reserves provided by Congress for mutuhl thrift
Institutions, unless such stock is held by a holding company.

P. TIE STANDARD FOR RESERVES FORl BAD DEBTS OF MUATAL SAVINGS INSTITUTIONS
SWULD BE ADEQUATE FOR LONG-RANGE FINANCIAL SOUNbNESS AND SUFFICIENT TO
ATMACW SAVINGS

Aside from the urgency of elinitnating 'the opportluity for abuse of the provi-
sion for bad debt reserves for mutUti savings institutions, which shotild surely
be a matter of as great concern to Cngress as to the genuinely mutnl members
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of the savings and loan industry, it is also critical that recognition be given to
the impact of the recommendations of the Treasury Department and the effect
of the restrictive reserve provisions under section 8 of H.R. 10650, as passed by
the House of Representatives.

Some of the consequences of the Treasury recommendations and their devas-
tating Impact on reserves or on dividend rates of mutual savings institutions are
described in the report of the Federal Home Loan Bank Board to the Committee
on Ways and Means dated August 4, 1901. This report appears at pages 25-37
of the hearings before the Committee on Ways and Means on the Treasury De-
partment report on "Taxation of Mutual Savings Banks and Loan Associations."

Considering the impact on reserves, this report states, "The Federal Home
Loan Bank Board cannot permit the impact of the Treasury staff tax proposal
to fall on' reserves." After demonstrating statistically what the effect of the
Treasury proposals would have been, if In effect during the period 1954-60, the
Federal Home Loan Bank Board concludes that the erosion of reserves thereby
resulting "could not have been tolerated by responsible supervisors of a financial
system, anost all the assets of which are long-term mortgages."

If reserves are not to be permitted to decline, the impact must be absorbed by
reduction in the dividend rate payable to savers. According to the Federal Home
Bank Board, this would have required that the average dividend rate of 4 percent
In effect from 1954 to 100 be reduced to 3.30 percent, a decline of sixty-four one-
hundredths of 1 percent.

We are presently analyzing a survey among mutual savings institutions as to
the effect of the reserve formutilas provided by section 8 of H.R. 10050, as passed
by the House. Although this study is not yet complete, it is already apparent
that the 60-40 formula under the House bill will adversely affect the soundness
of many mutual thrift institutions. Indeed, I think it is safe to say that some
of those iiihich would most certainly fall within the area of the historic, protec-
tive concern of the Congress because of their contribution to private home-
ownership in the smaller, more stable communities would be the most seriously
injured. Moreover, the differentiation measured by 3 percent of the increase
in real property loans provided for rapidly expanding institutions is a strange
competitive ineqtity to inject into a tax system.

The attached amendments would minimize the risk of impairment of loss
reserves and forces reduction of dividends paid to savers, or both, by substitut-
ing a 75-25 formula for the 60-40 formula in the House bill and would delete
the alternative based upon 3 percent of real property loans.

As Indlefited, the sttidy now in process will surely provide further substan-
tiatioh of the views herein expressed. If it should be completed in time to be
included in the record of these hearings, permission is respectfully requested
that a memorandum summarizing the relevant facts and conclusions, and
including further supporting mtiterial regarding the basic dlifferelvees between
stock and mutual savings and loan associations may be submitted.1

Yours truly,
MOIrTON BODFISH.

SUGOESTED AMENDMENTS TO SECTION 8 OF H.R. 10050 IN TIe SENATE, RELATING TO
THE RESERVE FOR BAD DEnTS OF MUTUAL SAVINGS INSTITUTIONS

It is urged that section 8 of H.R. 10650 in the Senate be amended as follows:
On page 44, in lines 12 and 13, strike out the words "domestic building and

loan association" and insert in lieu thereof the words "mutual savings and
loan association".

On page 44, strike out beginning with line 10 down to and including line 23
on page 45, and'insert In, lieu thereof thefollowing:

"(b) ADDITIONS TO RESERVES FOR BAD DEBTS.--
"6(1) IN GENERAL.-For purposes of section 166(6), the reasonable addi-

tion for the taxable year to the reserve for bad debts of any taxpayer
described in subsection (a) shall be the amount determined by the taxpayer,
but shall not exceed the amount determined under paragraph (2) or (3),
whichever such amount is the larger.

"(2) 75 PERCENT OF TAXABLE INcoM.-The amount determined under this
paragraph for the taxable year shall be an amount equal to 75 percent of

The memorandum referred to will be Incorporated in the last volume of the hearings
if received before printing date.
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the taxable income for smuh year. For purposes of this pIragraph, taxable
income shall be (olnputed without regard to any deduction allowable for
any additionto the reserve for bad debts."

On page 45, line 24, strike out " (4)" and insert in lieu thereof " (3)".
On page 46, strike out -beginning with line 5, down to and Including line 2,

on page 53, and Insert in lien thereof the following:
"(d) Part II of sulwhapter 11 of chapter I (relating to mutual savings banks,

and so forth) is amended by inserting nniediately after section 593 thereof the
following new section:

"Spc. 594. IREsEriVES FOR BAD )EBnTS OF STOCK SAVINoS AN!) LOAN AsSOCIA-
* TIONS.-

"(a) ,STABLISHAMENT OF RESRVES.-In the case of a stock savings and loan
association, the reasonable addition to a reserve for bad debts under section
166(c) shall be determined with due regard to the aniotint of the taxpayer's
surplus or bad debt reserves existing at the close of December 31, 1062, and shall
be determined in accord with the principles which the Secretary or his delegate
shall have prescrlbed for determination of the reserve for bad debts of commiorelal
banks pursuant to section 166(e).

"(b) ALLOCATION OF PRE-1963 RESERVES.-If the amount of fhe reserve for bad
debts of a stock savings and loan association determinled as of the cost of I)evem-
bet 31, 1962, shall be greater than the amount determined tinder subsection (a1),
the amount of such excess shall be allocated to the SUlplemental reserve for
losses on loans.

"(C) DISTmtUIfONS TO SHAREHOLDERS.-
"(1) IN OENEHAI,.-FOP pullibses of this chilliter, any distribution of prop-

erty (as defied in section 317 (a) ) by a stoo'k savings and loan association
to a shareholder with respect to Its stock, if such distribution is not allow-
able as a deduction Utider section 591, shall be treated as made-

"(A) first out of the supplemental reserve for losses on loans, to the
extent thereof;

"(B) then out of Its earnings and profits accumlilitted in taxable years
beginning after December 31, 1951, to the extent thereof; and -

"(C) then out of such other accounts an may be proper.
"(2) AMOUNTS IAROED TO RESERVE ACCOUNTS AND INCLUDE!) IN GROSS

IvcoME.-If any distribution is treated under paragraph (1) as having been
made out of the reserve described in subrifiragraph (A) of such paragraph,
the amount charged against such reserve shall be the amount which, when
reduced by tile amount of tax Imposed utinder this chapter and attributable
to tile Inclusion of such amotlhttn gross Income, is equal to the amount of
such dlistiltbtlon; and the amoui t so charged against such reserve shall
be ineltided in gross Income of the taxpayer. For purposes of this subsec-
tion, tile term 'distribution' Includes any distribution in redemption of stock
or tin partial or complete lIqtidtition of the association."

On page 53, line 3, strike out "(b)" and Insert In lieu thereof "(c)".
On page 53, line 10, strike out "section 593(a)" and insert in lieu Ihereof

"section 593(a) or section 514(a)".
On page 54, strike out beginning with line 11 down to and Including line 8

on page 55, and insert i1nlieu thereof the following:
"(d) I)EFIN rtoN OF DOMESTIC BUILDING AND LOAN ASSOCIATION, 'MUTUAL SAv-

INGS AND LOAN ASSOCIATION, AND STOCK SAVINGS AND LOAN ASSOCIATWOX.-Para-

graph (19) of section 7701(a) (defifiltion of domestic building and loan
association) is amended to read as follows:

"DOMESTIC 11UILI)IN O AND LOAN ASSOCIATfON, MUTUAL SAVINGS AND LOAN
ASSOCIATION, STOCK SAVINGS AND LOAN ASSOIATION.-The terni 'domestic
building and loanftasso el ation' means a domestic building and loan associa-
tion, a domestic savings and Iohli a.5sociation, and a Federal savings and
loan associatloh, substantially all the business of-whilh is confined to mak-
Ing lots to members; tle term 'mutual savings and loan association' mcans
a donexfltie butildlig and loan association the principal business activities of
which are to receive the savings of Individuals for deposit and to make loans
for which improved residential real estate is the sole security, whlch bUsi-
ness activities are carried on pursuant to a charter or articles of incorpora-
tioi or association issued or entered Into tUlder or pursuant to the laws of
the United States or of a State or Territory, or of- the DistriCt of Columbia,
and are subject to periodic examintition by a supervisory authority desig-
nated in the law iursualit to which the charter "r articles of incorporation
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or iassoilatioii Is Isstied or entered into, and whihlk, if it hias outstanding
capital stock represented by nioilwithdrawablle shares, (i) none ,of such
capital stock was Issued after December 31, 1951, and (i) not more than 10
Iper('eIt of sueh capital stock is held directly or Indirectly by filly company,
as defined by section 408(a) of the National Ilousing Act, as amended; and
the term 'stock savings and loan assoclation' neans a domestic building and
loan assoclatiol which would be a mutual savings and loan association, If
It did not have outstanlding capital stock represented by nollwithdrawable
shares which either (1) were Issued after December 31, 1951, or (11) more
than 10 percent of which Is held directly or indirectly by aly company, as
defined by section 408(a) of the National Housing Act, as amended.

"(e) Section 591 of the Internal Revenle (lode (relating to deduction for
dividends paid oi (le)osits) is amended by striking otut the words 'and domestic
building and loan associations' and by Inserting In lieu thereof the words miutual
savings and loan associations, and stock savings and loan associations.'

"(f) Section 581 (relating to defilitlon of bank) Is amended by striking out
the last sentence and by Inserting In lieu thereof tile following new sentence:
'Such terni also neans a mutual savings and loan association and a stock savings
and loan association.'"

Oil page 55, strike out beginning with line 9 down to and InclUding line 14, and
Insert in lieu thereof the following:

"(g) CLERICAL AMENDIMENTS.-
"(1) The table of sections for part II of subchaptor H of chapter 1 is

amended-
"(I) by striking out the third iteln and inserting in lieu thereof the

following:
"See. 593. Reserves for losses on loans of mutual savings Instituitions
"See. 594. Reserves for bad debts of stock savings and loan associations.

"(i) by adding at the end thereof the following:
"See. 595. Foreclosure on property securing loans.

"See. 590. Alternative tax for nlutual savings banks conducting life Il.
surance business.

"(2) Section 594. (relating to alternative tax for niutual savings banks
conducting life insurance business) is hereby rentttnbered 'Section 96'."

On page 55, line 15, strike out "(e)" and insert In lieu thereof "(h)", and in.
line 23, strike out "(f)" and Insert il lieu thereof "(1) ".

On page 55, line 24, strike out "subsection (a)" and insert in lieu thereof "sub-
section (a), (b), (d), (e) and (f)".

(Whereupon, at 6 p.m., the hearing recessed until 10 a.m., Thurs-
day, April 12, 1962.)
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THURSDAY, APRIL 12, 1962

UNITED STATES SEiH'ATrE,

CoiiMIr'rI'EE oN FINANCE,
Washington, D.O.

The committee met, pur'slnnt to recess, at 10 a.m., in room 2221,
New Senate Office Building, Senator Harry F. Byrd (the chairman)
presiding.

Present: Senators Byrd, Long Smathers, Douglas, Gore, Hartke,
Williams, Carlson, Bennett, Butler, and Curtis.

Also present: Elizabeth B. Springer, committee clerk; and Colin F.
Stai and L. M. Woodworth, Joint Committee on Internal Revenue
Taxation.

The CHAIRMAN. The committee will come to order.
The Chair submits for the record a letter from the Honorable

Norris Cotton, advocating enactment of his amendment 4-10-62-B.
(The letter, with attached explanation and copy of the amendment

follows:)
U.S. SENATE,

COMMITTFE ON COMMERCE,
April 11, 1962.

ion. HARRY F. BYRD,
Chairman, Senate Finance Committee.
Washington, D.O.

DEAR MR. CHAIRMAN: As you know, I Introduced an amendment to H.R.
10650, which changes the effective date of Public Law 86-376. This law
amended subchapter S of the 1054 code to cover situations where a shareholtler
of a small business corporation, electing to deduct his pro rata share of the
corporation's net losses, dies before the end of the corporation's taxable year.
The amendment would make the change In the law retroactive to September 2,
1958, the date subehapter S was enacted.

My interest in this matter is occasioned by the death of former New Hamp-
shire Gov. Francis Murphy. I believe that his estate is entitled to the same
tax treatment as the estates of persons dying after the effective (late of the
1959 act.

It is my hope that this propopql can be considered by the committee during
its hearings on 11.r%. 10650, which makes other technical changes in 'the tax
laws. I am enclosing ga copy of the amendment and a brief explanatory state-
ment.

136th ihe Trehsut-y Departnmnt alid Bureau of the llidget submitted their
views on a similar proposal, S. 2789, which Senator Bridges and I introduced
in the 80th Congress. I believe the equity of my amendment, which would affect
a very limited number of similar cases, is sufficient to merit the careful atten-
tion of the committee, despite the general views of these agencies about retro.
active applieatifn of changes.

With every good wish,
Yours sincerely,

NoIus COTTON, U.S. SeRator.

1363
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"WR. 10050, 87th Cong., 2d sess. I

AMENI)MNT

Intended to be prol)osed by Mr. ('otton to the bill (11.11. 10650) to amend the
Internal Revenuite Code of 1954 to provide a credit for investment in certain
(epreclable prolverty, to eliminate certain defects and Inequilties, and for other
purposes, viz: At the end of the bill add the following new section:

SEC. 22. AMENDMENT TO EFFECTIVE DATE OF SECTION 2(b) OF
PUBLIC LAW 86-376

The second sentence of subsection (d) of sectilo 2 of Public Law S6-376 (73
Stat. 699) is amended to read as follows: "The amendment made by subsection
(b) shall take effect on September 2, 19.58, and the amendment made by sub-
section (e) shall take effect on September 24, 1959."

I'RIFF EXPLANATION OF AMENoMNT To .R. (150 INTnOIU'()fly 111t. CoT'ToN
oN Aruuu 10, 1962

In the Technical Amendments Act of 1958 the Congress enacted stibehlpter S,
relating to small business corporations. Under these provisions a qualified
small .cbuslne.s ,orporation can elect to have its Income taxed directly to its
shareholders and to have its net operating losses passed through directly to Its
shareholders. As initially enacted in 1958, section 1374 allowed a shareholder
of an electing small iusincss corporation to deduct his pro rata share of the
corporation's net operating loss for his taxable year in which or with which
lh taxable year of the corporation ends. However, a shareholder who dies
before the end of the corporation's taxable year was deprived of his share of
the net operating loss which occurred in the corporation's taxable year In which
he died because there was no taxable year of the corpioratton that ended with
or within the abbreviated taxable year of the shareholder. Because of this,
section 1374 was amended by section 201)) of Public Law S0-370, 86th Congress,
1st session, to make it clear that in such a case a deceased shareholder will not
le denied his pro rata share of the electing small business corporation's net
operating loss. This amendment, however, was made effective only from the
(lay after the date of the enactment of Public Law SG-376. This was September
24, 1959.

The Iurlx)Se of the proposed amendment is to make the effective (late of this
partienlar provision of Public Law s6-376 September 2. 11158, the date of the
original enactment of subchapter 8, in order that shareholders of an electing
small business corporation who died prior to September 24, 1959 are also not
denied their pro ratio share of the net operating loss of the electing small business
corporation occurring in the year of the shareholder's death.

The (IAIRMAN. Tho first witness this morning is Ilenry A. Bubb,
Ignited States Savings & Loan League.

You may proceed, sir.

STATEMENT OF HENRY A. BUBB, LEGISLATIVE COMMITTEE CHAIR-
MAN, UNITED STATES SAVINGS & LOAN LEAGUE; ACCOMPANIED
BY NORMAN STRUNK, EXECUTIVE VICE PRESIDENT; AND WIL-
LIAM McKENNA, TAX CONSULTANT; AND STEPHEN SLIPHER,
LEGISLATIVE DIRECTOR

Mr. Bumi. Mlr. (1hairman, and members oi the committee, I aml
Henry Bubb of Topeka, Kans., and 1 appear here today ah chi'irman
of the legislative committee of the United States Savings & ian
League .1

I The United State:4. Savings & Loan League is a natlonwlde'trade organization with over
4,800 memlier institutions, Inclading federally chartered State chartered, insured and
iuninsured associations. ItN principal officers are M. L. bye, president, Salt Lake City:
F. B. Yeilding, Jr. vice president, Birminghom, Ala.; Norman Strunk, executive vice presi-
dent, Chicago; awld Stephen Slipner, legislative director, Waslinngton D.C.
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I appreciate the opportunity of expring to the committee our
concern over the magnitude of the additional tax proposed for our
institutions.

I have with me Mr. Norman Strunk, executive vice president of
the United States Savings & Loan League, Stephen Slipher, legisla-
tive director here in Washiington, and William McKenna., special con-
sultant to the league.

Mr. Chairman, if it is all right with you and to save time, I would
appreciate tany one of the four of us being able to answer without
again identifying ourselves.

The CHATRMAN. ft is agreeable, that is all right.
Mr. Buin. Today there are 6,200 savings and loan associations in

the United States holding the savings of 29 million Americans.
These associations are the dominant source of housing credit, last year
making 44 percent of all the home loans in the country. This is more
than twice the volume of home loans made by all the commercial banks
and insurance companies combined.

H.R. 10650 as passed by the Ho sentatives makes far-
reaching changes in the tax 1 savin ond ssocitins, and
entails a, serious curtailn in the reserve-accumulai ability. of
savings and loan assocjifons. No one should underestim e the im-
portance of these res rves.

They are, first of all, a positiv fArce or th blic interes since
the ability of sainzs and 19*if inStitutibns to gi w-and th to
serve home buy -is dirytfy dependent upon .1eir ab
cumulate reserve.

They are, s ondly, a pirventive'foie Ause tl stand as tl
major line of efense against the f if failre ofi %arl'ts instit
tions.

Viewed in his light R serves .r (an,.essential 1b 'llwark to the con-
tinued health. and smoth Tnio 1ng oM naicidjnstitutions in
thousands of merican oommun fti'es.

The relation ship of t xation lljd reserves isli terefore, not an in
cidental part f the sav ngs m d lbtin stry. I is Aiis-ewrial question
indeed and the verdict o Jth Congr s,._W1fe a most de isive factqi
in determining he future developmet.nd direction and.1usefuln .ss
of our business. - .

THE ROLE F RESERVES'T--T E.. 4TIoNA -t.'CONOMY

Until 1951 savings a loan associations were exempt fro -Federal
income tax. The even uict of 1951 made our assucif ons subject
to the corporate income tax"a-ter deduction for exPises, jyments
to savers, and a special allowan-,-for-bad-debt reserves per-
mitted allocations to reserves until such reserves equaled 1.,rcent
of savings.

Both the lawv and the subsequent regulations were very strict that
any funds placed in these reserves must be used only to meet bad debt
losses. If they ar, ever used for any other purpose, they must be
taken back into the income stream and subjected to tax.

T he decade of the 1950's was characterized by a prolonged period of
high levels of home construction, a very substantial part of it financed
by savings and loan associations whose assets grew on an average of
about 15 percent a year.

BEST AVAILABLE COPY
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IHfid th l)Ioisess grown ati a lower rate, say 5 percent t year., there
would have been nearly $50 billion less in mortgage funds in the
decade, or the equivalent of 31/j million housing units.

Of course, some of these units would have found financing else-
where, but many of them just could not have been built-at least not
without further Federal aids. Obviously, the rapid growth of the
savings and loan business was vital to homebuilding and to the
economy during the fifties.

Reserves of savings and loan a.sociations have average about 8 per-
cent of total savings during this decade. Had the 'eserve-accmnulat -

ing authority been different than that permitted under the 1951i Rev-
enue Act, it.'would not have been possible for these reserves to keel)
pace with the rapid growth in loan balances. Reserve ratios would
have weakened, Federal and State supervisors would have" properly
intervened, and the growth of savings and loan institutions would
have been severely restricted.

Essentially, therefore, one major question of broad public policy
this Congress has to decide in determining a tax reserve formu lafor
savings and loan associations is: To what, extent slioul(l these institu-
tions be asked to hell) meet, the homeowtersliil) aspirations of the
American people?

For our part, we believe that the public interest requires a. reserve
formula that will permit continued steady growth of savings and loan
institutions and-as a. result of this growth-tlhe realization of home-
owrIership opporttmities for tens of millions of American families in
the ears ahead.

Bearing heavily oil this point, is the fact that the anticipated rate
of new family formations between 1965 and 1970, as forecast by the
Department of Commerce, will require an average rate of 1,633,000
new housing starts 1)er year, approximately 50 percent greater than
the current revel of housing starts.

Were this Congress to adopt a tnx law for savings and loan as-
sociations remotely resembling that. recommended by the commercial
banks, the need tor various tyles of governmental aid to housing
woil1( reacll unprecedented levels.

Costs to the Government andI to American taxpalvers of making up
the funds lost to the private mortgage market, would fail exceed the
tax lvellllves Iceived from s.a vings ali%( loati associations.

It will be recalled in this coifeetion that the Subcommittee on
Housing of the Senate Banking and Currency Committee issued a
speoiall report on April 15, 196), with respect. to the housing needs
of the future and fie availability of credit to meet* those relWpre-
ments.

The subcommittee came to this conclusion: That mortgage require-
ments will be $160 billion for the decade of the 1960's and that, the
amount. will l)e available "only if the past rate of savings and the
proportion flowing into mortgages continues as in the past decade.."
Obviously a substantial change in our tax provisions will Jeopardize
that, premise.

)uring most. of tie past decade the commercial bankers have been
seeking to replal tle 1951 act and impose a tax reserve formIla ill)on
savings amid loan assoelhati1is which would he'exactly "the same. as that
imlp)0sd (III i(mmllliCal banks.
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They talk about tax equality, but their main objedive--divarting
savings from our institutions into banks--has been poorly disguise-.
A prominent banker told the Treasury in a conference last summer
that increased taxation of savings and loan associations-
will tend to reduce the dividend rates tht they can pay somewhat and put us
on a more competitive basis.

This banker went on to say, and again I quote:
We don't need to pussyfoot about that. That's really what we are interestedIn.

it. should be apl)rent to evei'yoie that the recent action of the
Federal Ree;re Board in authorizing commercial banks to increase
their interest 'atos to 4 percent has had at vital (Affect, on the savings
and loan business, its operating margins and, of course, its ability
to cope with icreased taxation.

In some areas over the country the higher bank rate forced a divi-
dend increase )y savings and loan associlitiolis alnd even thaifthereat,
was not sufficient to prevent a suIbstantial loss of savings in niany
institutions in favor of St .g epartmo commercial banks.

Today the authoi) commercial lank rate percent, and the
tyl)ical savings al Otn rate is 41/, a gap of only oi n-fourth percent.

A year ago in Imost communities cre was a diff'I lee of 1 fullpoint. l)etweevf he rate the baks i)id Slavings anl c e rate our

Institutions paid on sai,,r. 'Ij!is g1P has 1ee, ,,arrowed t only one-tourth perePnt in mnostTIeas an(l indeed in 1itny cities, la icularly
along the 1s84 n sealloard, o ui stil tutj0ns tow K )a ll same te that
the ba-siksaY. . . th w

It ren -ins to be seen jusVM -4t olongtermn .ffee tis narwing
of the r tes between coniaeclit baiks an d! saf#ings ind loan a ocia-
tions wi I have, Ittt'C is o lv1us that the higher rat"s that w have
had to lay iln o'd .r to" i~n e'et'~o~ialy cdn petitiv& with the )anks
has na. owved the peratif ,n argii to )1be point Vlere a num er of
institute s right now-w hout afy:-.il, eased taxation--.wil find
it. 1ito liflicult t ineet/uN.annual alloeatiis to reserves reed
by Jaws ati req ula ton ~,

While t le withhilding tax i s - pa rate subject , ift cani pointedd
rho1 adtd o t s~pm'et be:iout that, ti s tax will add Idltion . operating cos s to ouinstitu-

ios and Avl serve as 11me, deterr-nt to the inflow of s ,ings. ItWould ho a thX* A blow, E~g Oil too of thisA, ipereplnt ht rate and

the increased in me tax on our inslIt tions.
Our illstittition. ire concerned about the withholdyg question, and

savings and loan wi sses will appeal- when this sfject. is before thecommiittee. . .. . ...'.-.-..

Basically, otW people believe .ir 56dhe preferable o additional
information returns to the extent the Treasuy flnds" feasible to
process this information. We think that if the reporting requirement
were reduced from $600 to $50, the great. bulk of the dollars involved
would he covered and it would still be feasible to handle that number
of reports, particularly with electronic processing.

Iis eoltibiliation of factors-gieater bank competition, highef
taxes and withholding-will intvitably hurt the ability of the savings
and loan associations to perform. their functions of pro',idint adequate
funds for home finatteing and, in some years, could mean little or no

BEST AVAILABLE COPY
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growth in our savings balances. Let me emphasize what it would
mean for the savings and loan business to have a year of "no growth."

One-half of all thTe money we lend comes from new savings money
and the other half comes from repayments of loans. If 1963 were
to be a year of "no growth" for our business, for example, this would
mean that we could lend $8 billion instead of $16 billion.

The $8 billion lost is the equivalent of 640,000 houses-nearly half
of the 1,300,000 built last year. While we are not, predicting the loss
of 640,000 housing units as a result of higher savings and loan taxes
and these other factors, this discussion does point up the fact that the
loss to the housing economy cannot be measured in terns of the tax
dollar we pay, but must be measured in terms of the savings diverted
from our institutions.

Last fall we asked two prominent economists, Miles Colean and
Dr. R. J. Saulnier (former Chairman of the Council of Economic
Advisers), to make a study to the effect of a change in home construc-
tion levels, using 100,000 units as a convenient index.

As samples of their estimates, they computed that-among other
things-100,000 housing units means a loss of $4.5 billion annually to
the gross national product; $825 million in Federal income tax, and
$410 million in State and local taxes.

Incidentally, the loss in Federal taxes from the loss of each 100,000
housing starts alone far exceeds that proposed to be collected from
thrift institutions.

One of the principal purposes of the tax bill is to st imulato tha
economy and create more jobs. It seems highly inconsistent to in-
clude in that same measure a tax section which would slow down the
economy and reduce employment. Why give a company which manu-
factures bathtubs a tax credit to modernize its equipment and produce
more tubs and in the same bill reduce the demand for bathtubs by
several hundred thousand units?

With the consent of the committee I would like to have the Colean-
Saulnier study included as part of my statement.

The CHAIRMAN. Without objection.
(The study referred to follows:)

FoNoMrC IMPACT OF THE CONSTRUCTION OF 100,000 HOUSES

By M. L. Colean, R. J. Sauinier-A special study prepared for the U.S. Savings &
Loan League, Chicago, Ill.

1. COMPOSITION OF THE IMPACT

The effect on the economy of the building of any given number of dwellings is
far reaching, comprising, as it does, the following elements:

(a) Direct destruction. expenditure.-This includes outlays for manufacturing
and distributing materials, for design of the houses, for Job organization and
direction, and for actual erection. The Bureau of th6 Census estimates that the
average construction cost of a single-family house in 1060 was approximately
*13,800.

-( b) Site improvement and titilitice.-mmedtfitely related to the construction
of the dwelling is the cost of site preparation and the installation of storm and
sanitary sewers; water, gas, electric and telephone services; and streets adjacent
to the property. The average combined outlay for these purposes may be put
at $2,000 per house.

(o) Othtr related constrtietion.-Any considerable volume of residential build-
ing creates the need for other types of construction. .The possible magnitude of
the related construction resulting from the building of 100,000 houses may be
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Judged by the fact that this is the equivalent of a city of the size of Omaha. For
the purpose here, consideration need be given only to work most likely to be
immediately stimulated by residential construction, such as local commercial and
religious building and auxiliary street and utility construction. Such related
work may be conservatively estimated at $3,000 a dwelling unit.

(d) Related service expendture.-In connection with the purchase of a new
house, there is a sales commission (or sellig costs in some other form) and clos-
ing costs (recording fees, title fees insurance, etc.) for which an average ex-
penditure of $900 a house, made within a year, would not be unusual.

(c) Related retail 8ales.-The purchase of a house is certain to produce addi-
tional outlays for kitchen and laundry equipment not included in the construc-
tion cost, for shubbery, furniture, rugs and draperies, and for minor appliances.
A figure of $3,000 a house is taken as a reasonable estimate for such outlays
within a year after purchase of a house.

(f) The multiplier effect.-The economic impact of a given amount of resi-
dential building is not limited to the expenditure that directly results from this
activity. The income that is received by individuals as a result of such expendi-
ture appears again and again in the economy in the form of income to others as
each set of recipients pays it out in consumption expenditures or taxes. In-
come that is saved also reappears as capital investment expenditures. To take
account of these effects in a 1-year period coincident with and following construc-
tion, a multiplier of two of the expenditures estimated above may be used.
Additional effects will be felt in later periods in amounts depending on the divi-
sion of income between consumption expenditures and savings at any particular
time.

2. THE ONP EQUIVALENT

Taking the above calculations in terms of the construction of 100,000 new
single-family houses, the following estimate is obtained.

Expenditures resulting from the construction of 100,000 hou8e8

Direct house construction ---------------------------- $1,380,000, 000
Site preparation and utilities ---------------------------- 200, 000, 000
Related construction ----------------------------------- 800, 000, 000
Sales and closing costs ---------------------------------- 90, 000,000
Related retail sales ------------------------------------ 80 000, 000

Subtotal ------------------------------------- 2,270,000,000
Multiplier effect ------------------------------------ 2, 270, 000, 000

Total ---------------------------------------- 4540, 000, 000
This amount represents the contribution to the gross national product that

could be expected, directly and indirectly, within a year's period, from the indi-
cated volume of residential building.

3. DISTRIBUTION OF THE EXPENDITURE

The GNP equivalent of building 100,000 houses would be distributed as
follows:

(a) Taxes.-In estimating the amount of Federal tax revenue accruing from
an increment of GNP it is customary to take 18 percent or slightly more of the
total product value, depending upon the estimated division of the additional
income between compensation to employees and corporate profits. Applying the
18-percent figure to the above GNP equivalent results in estimated Federal reve-
nue from personal and corporate income takes of nearly $820 million.

For every $2 of Federal taxes, there Is about $1 of State and local taxes.
The above estimates do not Include payment for social security contributions.
(b) Personal income.-In 1960, disposable personal income (i.e., personal In-

come after taxes) was equal to approximately 70 percent of the gross national
product. The resulting amount was divided between consumption expenditure
and saving on a ratio of close to 14 to 1. These relationshiPs, applied to the
housing expenditure (direct and indirect), result in an estimated personal dis-
posable income of about $3.2 billion, of which Just under $8 billion wdUld 'be
spent on consumption and about $210million would be saved.

(c) The rcsldual.-The remainder of the housing expenditure would largely
appear as retained corporate earnilhgs, most of which would be avail ble for
restoration or expansion of capital inVestment.
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4. TIE QUESTION OF TRANSFERENCE

The ahove caleulatlons give a reasonable picture of the effect that wolild be
produced by the erection of 100,000 single-family houses in a period of moderate
economic expansion. The amount of economic loss that might follow a decline
In construction of 100,000 houses involves other considerations.

Assuming no transference of labor and other resources to alternative uses, the
loss in the first year would be equal to the total GNP equivalent above plus an
ilowance for loss of social security contributions and for increase In unemploy-

ment compensation. It is also possible, in theory, that the transference might be
complete and therefore have no Impact on Income or taxation, but it would be
(inngerously unrealistic to make mch an assumption for a period concurrent
with and nimediately following such a reduction in housebuilding activity.
Some failure in transference is certain, even under the most favorable conditions.

Transference has to be considered hi terms both of money transfers and trans-
fors of resources. In all probability a large proportion of funds not used In
financing houses would find other uses but the process would involve a consider-
able readjustment. and for some time. would be more apt to result in increased
cash balances and the bidding up of prices of existing goods and services than in
the increase of alternative forms of production. In any case, the transference of
resources would be much slower than the transfer of funds. Alternative produc-
tlon would not automatically expand. simply because house production was cur-
tailed. In fact, the reverse miaht well be the case. Moreover, the types of
Imtbor, the types of organizations, and many of the varieties of materials and
equipment that are needed for housebullding are not readily adaptable to other
uses.

It is. therefore, resonable to conclude that so large a drop in housebuilding
activity as that discussed here would have a gravely disruptive effect on the
economy and th the effect would extend over a considerable period of time.

LTAOR REQUrREMENTS FOR THlE CONSTRUCTION OF 100.000 hOuSeS

The only authoritative data on the amount of labor for a given dollar volume
of construction is that developed by the Bureau of Labor Statistics with ref-
erence to schcIls. This study shows that for every $1,00 of construction ex-
penditure, there was an averae nf '4 man-hours of labor, with over half of
the examples rantzina between 75 annd )5 hours. The study also Indicates that
there is 1.5 times the number of man-hours for offsite employment as there is
for onsite employment.

In all probability, the man-hours of employment per $1,000 of residential
building would be toward the top of the range mentioned above, or at least ,K)
hours. This would mean a little over 124 millon man-hours of onsite construc-
tion labR)r for the $1.38 billion expenditure for 100.000 houses.

Assuming that an average "working year" of a construction worker would
not exceed the equivalent of 45 weeks of 40 hours each, the total yearly hours
per full-time worker would be 1."O per year. The 124 million man-hours of
work involved in 10),000 houses, thpn, means about 70,000 full-time onsite
contruction workers.

The use of the ratio of 1.5 offsite man-hours to 1 onsite results In a figure of
186 million offslte man-hours for the 100,000 houses under discussion. Since
nearly two-thirds of the workers In manufacturing are reported to work ful
time 50 weeks or more. the "working year" for this group is a little longer than
that for a construction worker-about 2.00 hours. The 1S6 million man-hours.
then, represent about 93,00 full-time manufacturing workers.

On the basis of the above, construction of 100.000 houses would provide
full-time employment for at least 163,000 persons.

Employing the same approach, the $500 million In site improvement and
other construction related to the construction of 100,000 houses would Involve
25.000 onsite workers and 33.750 offsite workers.

Altogether, therefore, about .95.000 onsite workers and about 127,000 offsite
workers would be given a years employment by the construction of 100.000
houses.

No attempt has been made to estimate the additional employment that would
be generated by the purchases of furnishings made by new houseowners, or the
employment developed as the effects of the initial expenditures for these and
the actual construction work multiplied throughout the economy.
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MATYRIIA.S R.Q1JIRFMENTs FOR T119 CONSTRUCTION OF 100,000 UOUSPES

The quantities of materials and equipment on the attphed table are derived
from (alta ('ompiled by t))e National Association of hlome Builders, the housing
and homne Finance Agency, and the Bureau of Iadbor Statistics. Although these
data wvere based on studhl(- of 5 or more years ago, they constitute the only.
information presently available.

Changes in the characteristics of housing construction slnge these studies
were made have undoubtedly Increased the quantities of many of these elements.
For example, evidence from the 1960 Housing Census would indicate that the

miniber of plumbing fixtures per unit and the numbers of houses containing
.;uch elements as disposer units and air-conditioning equipment have substan-
tially Increased. Moreover, the above list does not Include many common Items
of equipment such as refrigerators, automatic laundry equipment, and dish-
washers. One hundred thousand new units of the type likely to e financed by
the savings Institutions would he almost universally equipped with these items.

It Is also to be noted that no information exists as to the extent of use in
new construction of tyls of heating equipment other than warm-air furnaces.

Selected materials and equipment involved in the construction of 100,000 houses

Material or equipment
Lumber and wood products: Amount

Lumber --------------------------- million board feet-- 975
Finished wood flooring ----------------------- do-- 115
Plywood ---------------------------- million square feet._ 104
Doors -------------------------------------- millions-- 1.2
Window frames --------------------------------- do-.. 1.4
Garage doors:

Single --------------------------------- thousand__ 19
Double -------------------------------- do-- 23
Double 2-door ------------------------ do.... 7

Other construction materials:
Bricks -------------------------------- millions 470
Steel ----------------------------------------- tons-- 200,000
Cast iron --------------------------------------- o.. 43, 150
Copper ------------------------------------ -- 14, 755
Aluminum ------------------------------------- do-.... 2,250
Cement ----------------------------------- miin bags-- 2. 4
Paint --------------------------------- million gallons._ 1.9
Asphalt roofing shingles ------------- million square feet._ 100
Wall and ceiling insulation ------------------------------ do .... 140
Gypz.umn wallboard and lath ----------------------- do 500

Kitchen equipment:
Cabinets _--------------------------------Mi6n units_ 1
Exhaust fans ----------------------------------- units-. 55, 000
Garbage disposer units ------------------------------ do... 32,000

Other electrical equipment:
Electric switches -------------------------- millionttfilts._ 1. 1
Convenience outlets ------------------------------ do .... 3.4
Lighting fixtures ------------------------- do .... 1

Other flooring-
Linoleum ---------------------------- million square feet. 10
Asphalt tile flooring ----------------------------- do.... 20

Plumbing, heating, and related equipment and materials:
Bathtubs ------------------------------------- units-- 127, 000
Water closets --------------------------- do.... 150, 000
Warm-air furnaces --------------- -------- do 73,000
Air conditioners -------------------------------- do-.... 7,000
Ceramic tile ------------------------------- million square feet-. 11

THE PREVENME ROLE OF R

There is another aspect of this question of reserves which I think
this committee will want to consider: That is the preventive nature of
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savings and loan reserves; their function as a bulwark against the
kind of difficulties which might occur in prolonged economic slump.

There are those who contend that there is no need for large savings
and loan reserves because such a period will never happen again. True,
we may never again suffer so severe a depression as the 1930's. But
the essential point to bear in mind is that the savings and loan asso-
ciations, which this country depends upon for the bulk of its home
mortgage credit, could be damaged severely by a much less serious
slump than a generation ago.

Prior to 1930, the typical mortgage loan made by a savings and loan
association was 65 percent of the value of the property and you may
remember that the typical term was 11 years and 7 months. Now,
80-percent loans, running for 20 to 30 years, are commonplace, and
there is a growing amount of 90-percent mortgage lending.
Tie present day combination of higher percentage, longer term

loans simply means that the principal of these loans is repaid much
more gradutwly over a much longer period of time and, hence, the risk
on these loans is much greater than it was a generation ago.

It is important to note that the housing philosophy of the Federal
Government in the postwar years has been one of encouraging home-
ownership through the liberalization of mortgage credit.

The Congress repeatedly has written that philosophy into our hous-
ing legislation and the Government, by word and deed, has fostered
liberal lending policies calculated to extend homeownership to more
and more families.

Surely there is a basic inconsistency in a policy which encourages
liberal loans by the savings and loan associations on the one hand and
seeks to curtail their reserve protection on the other.

Obviously, the fact that savings and loan losses on mortgage loans
have been at a minimum in recent years is no assurance that such
losses may not occur in the future. .

From the close of World War II until 1960 we were passing through
a period of acute housing shortage, when demand consistently outran
supply, and there was an uninterrupted inflation in the housing field
as in all other areas of the economy. In such a period, losses, of course,
were negligible; the housing shortage and infation provided built-in
protection or lenders.

In the past 18 months, however, this situation has changed substan-
tially. I would like to call your attention to figures of the Federal
Home Loan Bank Board which reveal a disturbing trend upward
in the ntunber of foreclosures. I would also like to emphasizes that
the figures gathered by the United States Savings & Loan League on
dehinjuencies disclose that there has been a dramatic rise in delin-
quendies in the last 2 to 3 years.

In pointitig to these figures we do not suggest that a wave of fore-
closures similar to that of the early 1980's is about to crash down on us.
But we do suggest thlat there are storm signals'which should be studied
carefully in any consideration of the need for reserves by savings and
loan associations.

The savings and loan associations in this country have a vital role
to play in the lives of our people and otur comtmlunities. Substantial
reserves mean not only the ability to remain solvent in times of stress,
but also the ability to extend leniency to small homeowners and 6on-
tinue useful operations needed by a comnimnity in periods of recession.
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LOAN DIFFERENCES AND IFMSERVES

As the committee knows, the entire case of the commorQial bankers
for "tax equality" is based on their claim that we. should have the
same 2.4-percent reserve ratio the banks have.

Commercial banks are diversified and essentially short-term lenders.
We are single-purpose, long-term lenders. The application of the
2.4-percent reserve against a bank's entire portfolio draTnatizes the
fact that by far the greater part of this portfolio is of much shorter
term than the loans ofa savings and loan association.

This fact, and particularly the large number of short-term loans in
the bank's portfolio, gives the' bank an ability to increase its reserve
ratio to its total loans at a much faster rate than can a savings and loan
association, which it would of course do if it saw economic problems
ahead either for the Nation as a whole or in its own area.

By way of example, applying the 2.4-percent resele against 90-day
notes only the reserve ratio as against these notes could be converted
into a 10-percent, 50-percent, or 200-percent i'eserve in 90 days by the
simple device of not renewing and not making new 90-day notes. On
most 90-day notes principal is totally recaptured within the tax year.
Thus a bank can protect itself rather quickly in the event of economic
distress, but a savings and loan with much longer term loans, would
not have anywhere near this ability.

It is obviously inappropriate to apply the same formula to the 90
percent of value, 20- to 30-year home loans of the savings and loan as-
sociation. Almost no principal is recaptured in the first 3 years 6f a
25- to 30-year home loan.

To tax total interest payments as profit without adeq tte allowance
for attrition of capital would be reckless optimism. There is no way
to rapidly multiply the reserve ratio against these loans by not re-
lending the money. The money is already loaned, some of it for the
next quarter of a century.

I repeat, that in the first years of a 25- to 30-year home loan there is
very little paid on the principal of the loan.

In years when house prices were rising almost every year this might
have been of little concern. Now, however, with the inflation bias
removed from real estate, depreciation again becomes evident and in
the early years of a long-term. loan normal depreciation may well
exceed the buildup in equity.

If you add a drop in house prices as a result of economic distress in
a comlthnity or a radical change in the character of a neighborhood,
to the normal depreciation which we are now experiencing again in
real estate, many of our loans could well exceed by substantial mar-
gns the market value of the property. Whenever the amount of the
TOM exceeds the market value of the property, we have a dangerous
situation and a loss potential.

AN'fuh of the income on which the banks pay their corporate taxes
is earned by the investment of their demand deposits, whih, is free
money, including enormous amotnts of free money from the Govern-
mnent.

Any other corporate enterprise has to pay for the money it uses.
if a withholding tax ims pmosed, savings and loan associations will
deposit more than half a billion dOllawrs o-our withheld dividends each

8210-62-pt, 4-18
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year in the commercial banks, who will add it to their tax and loan ac-
counts, the huge balances of which banks use to generate corporate
profits. They will pay nothing to anybody for the use of our savers'
dividends, as they pay nothing now for the use of the Government's
money in these accounts. Banks pay no interest at all un two-thirds
of their deposits. We pay for every cent of our savings accounts.
Banks do invest heavily in tax-exempt'securities. Federal savings
and loan associations, and most State chartered associations, are not
allowed to invest in tax-free inunicipals.

In the 5 years ending in 1960, the banks averaged a money cost of
only 73 cents per hundred dollars of invested assets. We had to pay
more than four times as much.

In the face of all this, the banks know, as we know, that a tax on
the thrift institutions based on the reserve allocation designed for
short-term portfolios would be an unfair and punitive tax.

In ending this section, I would just like to remind the committee
that the only phase of commercial banking which is really comparable
to the savin-s and loan business is the savings department of the bank.

We have made a special study of the operations of the commercial
banks' savings departments and find that this phase of commercial
banking pays little or no income tax. The tax paid by commercial
banks i& generated almost entirely by the commercial and demand
deposit end of their operations, which is not comparable to a savings
and loan association.

This analysis of the sources of taxes paid by commercial banks is
contained in the pamphlet entitled "The Real Issue," the basic text of
which I would lke to include in the record.

The Cu.m .r-. Without objection the insertion will be made.
(The pamphlet referred to follows:)

THE REAL ISSUE

The real issue in the tax controversy is not the taxes paid by the commercial
banking business as a whole versus the taxes paid by the savings and loan
business as a whole. The real issue is the tax revenue produced by the savings
departments of commercial banks versus the tax revenue produced from savings
and loan associations which deal only in savings.

The only true comparison is between the savings department of a commercial
bank and a savings and loan association.

Comparing the taxes of a commercial bank as a whole and a savings and loan
association is like comparing a large manufacturing concern with an independent
retail store. They are alike only in that they handle dollars.

The only true comparison can be between the savings department of a com-
mercial bank and a savings and loan association.

The bankers talk about tax equality and complain about the savings and loan
tax law. Their criticism would be valid only If the savings department of a
commercial bank produced substantially more tax revenue than a savings and
loan association holding a comparable amount of personal savings.

But the cold, hard fact is that savings departments of commercial banks will
produce in 19t little or no tax revenue. On the next six pages are data support-
ing this statement. This information is, we submit, pertinent to congressional
consideration of our tax dispute with the commercial banks.

Commercial bankers frequently claim that a commercial bank pays more in
direct taxes than does the savings and loan association. How can it be other-
wise when (I I the direct taxes paid by commercial banks are derived almost
entirely from the "commercial end" of the banking business, including the trust
department, and not from savings department operations, while (2) a savings
and loan association does not and cannot engage in commercial banking type
activities? 
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No matter how you cut It bank savings departments will not produce taxable

Income In 1902.
Commercial bankers long have complained about the savings and loan tax

law but have been remarkably quiet about the fact that their savings departments
pay little, if anything, in taxes. The commercial bankers refuse to discuss the
operations of their savings departments as distinguished from the rest of the
bank.

Why are they reluctant to provide data on the investment of savings and the
income and expenses of their savings departments?

Because these figures show that little or no direct Federal Income taxes are
pail as a result of the operation of the savings departments of commercial banks.
The primary income tax produced by the banks' savings departments is the
taxes paid by the savers themselves on the interest they receive from their savings
delosits.

Reproduced below are illustrative statements of the Investment of bank savings,
department savings showing various possible combinations of Investments of
bank savings deposits.

Also shown is projected taxable Income in 1902 from these Investments and the
allowable deductions from gross income.

Note that no combination of savings department investments produces direct
taxable income.

Batik savings invested in this manner-

(In thousands of dollars

A B C

Mortgages (including home loans) .................................. $3, 0 $4,70 $6,000State and local government bonds .................................. 2,000 1,800 1,200
Consumerloam. ......................................... 1800 1,300 700
Commercial loans ................................................... 1,400 1,050 800Cash In bank including Federal Reserve banks ..................... 800 800 800U.S. Government securities ........................................ 500 5 500

Total ......................................................... 10,000 10,000 10,000

WILL PRODUCE TIS AMOUNT OF GROSS TAXABLE INCOME

Interest on:
Real estate mortgages at 54 percent ............................ $193 $201 $330Consumer loans at 10 percent ................................... 180 130 70
Commercial loans at 5% percent ................................ 77 58 44
Cash In bank including Federal Reserve banks ................. 0 0 0U.S. Government securities at 3 percent ....................... 16 15 15Loan fees and other charges ......................................... 15 15 15

Total ............................................ 480 479 474

AND AFTER THE FOLLOWING DEDUCTIONS FROM GROSS INCOME

Interest payments to savers at 3.7 percent .... ................. $370 $370
operating e 1 ............ ".............'' .. ............ .100 100Altions to bed debt reserve .............................. . 10 10 10

Total ......................................................... 480 480 480Will produce this amount of taxable income in 1962 ................. 0 0 0

1 Operating expenses are calculated at 1 percent of total savings funds. This is an operating expense
cost lower than for a savings and loan association of comparable size. The expense ratio for a comparable
savings and loan a&soiatlon is approximately 1.2 percent.

THE 1960 STORY

Bank taxes came primarily from the commercial end of the business.
One major reason commercial banks may be unwilling to give profit-and-loss

statements for the operations of their savings departments is this: They are
fully aware that these departments produce little direct Income tax--the same
criticism they make of the savings and loan business.

OfMicial banking figures show that In 1960 time deposits produced less than 2
percent of the total taxes paid directly by commercial banks despite the fact
that time deposits accounted for almost $1 out $3 of total bank deposits.
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Using 19601 statistics of the Federal Deposit Insurance Corporation, it is
possible to isolate and thus reconstruct Income and expense figures for the say-
Ings departments of FDIC-insured commercial banks as distinguished from the
commercial end, including the trust departments, of these banks.

Tho table produced to the right shows conclusively: First, bank savings de-
partments produce little taxable income, and, second, bank Income tax payments
are produced largely by the demand deposits and other commercial functions of
the bank.

TiE 1960 RECORD OF SAVINGS ACCOUNTS AND FEDERAL INCOME TAXES

Tax incomW account of all insured commercial banks segregated by type of
deposit I

(in thousands of dollars]

jia thousands of dollars
Demand de-

posits, 68.4 per-
cent of average
1960 total de-

posits

Taxable income:
Interest on U.S. Government securities 2 ----------------------------
Interest on other bonds, notes, and stocks ...........................
Interest, discounts, and fees on loans ................................
Service charges on deposit accounts 3 ...... ------------------------
Service charges-other4 .............................................
Trust department a ..................................................
Recoveries, transfers from reserve accounts -- _---------------------
Other current income (includes safe-deposit vaults, foreign exchange,

etc.) .............................................................

Total taxable income ..............................................

'Allowable deductions:
Interest paid on time deposits ...................................
Interest paid on borrowed money ....................................
Salaries, w ages, and fees 3 ................................... . ..
Losses and chiargeoffs ............................................ "
O ther operating expenses S ...........................................

Total deductions ...................................................

Net taxable income ................................................
Federal Income taxes paid ...............................................

Time deposits
831.6 percent of
average 1060
total deposits

$358,068
28,167

2,161,110

21,851

181,645

87,985

2,828,802

1,785,086
27,614
09, 229

309,181
359,715

2,700,825

87,977
17, 052

1 The following footnotes are an integral part of this statement. Commercial bank accounting, unfor-
tunately, does not provide a precise statistical basis for segregating the income and expense of the savings
department. Consequently, certain assumptions concerning segregation of accounts have been made.
Income and expense items are allocated to time and demand deposits on the basis of the ratio each represents
toltotal deposits except as specifcally indicated in the following notes.

SDased on assumption that major portion of more liquid U.S. Government securities represent demand
deposits. 80 percentof this type of income was allocated to demand account and remaining 20 percent to
time account.

3 Since this item does not apply to the time deposit function, it was applied entirely to demand deposits.
4 Since this item usually is not a time deposit function, the Income has been allocated on the basis of 90

percent to demand deposits and 10 percent to time dep onts .. . .. .
* Salaries, wages, and other operating expenses were allocated on basis of data on cost of running a syings

function at a savings and loan association. Data used present operating experience of Federal Home
Loan Dank member association in 100. Wages and salaries are compUted at 9.8 percent of gross operating
Income, and other expenses are computed at 11.4 percent of the same. Gross operatng Income differs from
taxable income in that nontaxable income is included in gross Operating income.

Source: M1)O Annual Report, 1060.

But direct taxes are not the whole story. When indirect taxes are counted,
it is seen that ab6ut the same amount of tax revenue is produced by a com-
mercial bank and a savings and loan association of comparable size.

Bank savings departments produce tax revenue iA a manner similar to a say-
savings and loan association.

The demand deposit function of the commercial baking business is quite
different from the operation of a savings and lbaft association and quite different
from the operation of a commercial bank savings department. Yet each type of
business produces about the same amount of revenue to the Federal Government
but in a different manner.

IThe latest year for which figures are. available.-
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The tax revenues produced by the savings department of a commercial bank are
taxes paid essentially by the savers on the interest income they receive. The
same is true with a savings and loan association.

On the other hand, the commercial or demand deposit end of the commercial
banking business produces taxes in quite a different way simply because the
nature of the business is essentially different. The savings operation is tech-
nically that of a financial intermediary-"buying" money from the public and
lending it out. The commercial end of the banking business is that of a credit-
creating organization. It does not pay for its money. Deposits are created
essentially by the credit process. Trust departments, of course, charge a service
fee for the serves rendered.

Ofgreat significance, however, is the fact that the savings and loan business
and the commercial banking business produce about an equivalent amount. of
revenue considering the relative sizes of the two businesses-but each in'a
different way. The table on the next page gives the story.
Why coi t ;ercial banks seek savings deposits:

Question: Since Its savings department typically does not produce taxable
income, why does the commercial bank provide a savings deposit service?

Answer: For a variety of reasons including (1) to accommodate commercial
customers, (2) to recruit commercial banking business from savings account
customers, and (3) for profit.

This profit motive stems in large part from the fact that savings deposits can
be invested in tax-free State and municipal bonds. To a commercial bank in a
52 percent tax bracket as a result of its commercial banking operations, the in-
vestment of savings deposits in tax-free State and municipal bonds is highly
profit oble. The yield on a 3% percent municipal bond to most banks is equivalent
to the yield on a 6A percent mortgage loan.

Comparative taxe8 produced by a typical 8ar111gs and loan asooiatton and a
commercial bank, both with a88et8 of $10 million, projected for year 1962

Typical commercial bank
Typical with assets of $10,000,000

savings and
loan associ-
ation with Commercial Savfngs
$10,000,000 end of bank department
fit assets operations operations'

only

Savings or deposits, year end ................................. $8, WOAX, 000 $6,000,000 $3, 200,000

Interest and dividends:
Interest or dividends on savings I ......................... 351,700 0 .09, 540
Dividends on common stock ............................. 0 22,305 *fl,905

Total, interest and dividends -------------------------- 8M1,700 22,303 121,445

Federal income taxes: Estimated taxes paid by savers and
stockholders-20 percent of interest and dividend urs .......... 70,340 4,461 24,280

Actual taxes paid direct by institutions I ...................... 670 44, 700 . 850

Total, Federal income taxes---------------------.. 71,010 40,221 25,139

Total, Federal income taxes ............................ 71,010 74,3M

I Computed on basis of 414 percent on average savings in associations and 8.7 percent on average time
deposits in banks.9 Projected on basis of a 5-year trend In dividends paid on bank capital took and distributed according
to deposit ratios.

I It Is assumed that the taxable income of the banks in 1962 Is the same as In 1960.
Sources: Data of savings and loan associations and commercial banks are proJected on the basis dt I'961

preliminary figures and on actual data of prior years as published in Combined financial statements of
members," 1060, b the Federal Home Loan Bank Board and in the "Annulal report," 100, of the Feleral
Deposit Insurance Corporation. Savings In savings and loan associations and time deposits in, banks are
projected on bas of trends in the savings/assets ratios.

Facts .to remember:
1. Savings and loan associations are vastly different financial institutions than

commercial banks because banks have far broader powers anol privileges.
2. A savings and loan association performs only those functions performed by

the savings department of a cfinhier6ial bank."
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3. Neither the savings and loan association nor the savings department of the
commercial bank produces much tax revenue directly. However, both provide
substantial tax revenues through taxes on earnings received by savers.

4. A commercial bank pays substantially more taxes directly than do(s a
savIngs and loan association, but only because of its commercial depotilt function
and other powers not available to savings and loan associations.

5. The most signiflcant fact is that the savings and loan busfi ,.ss and the
commercial banking business produce directly and indirectly almutt the same
amount of tax revenue, but each in a different way.

And a final question: Should a savings and loan association be asked to pay
substantially higher taxes to the Federal Government when its counterpart in
the commercial banking field-the savings department of the commercial bank-
pays little or nothing?

Mr. BUBB. It includes tables showing how bank savings are in-
vested, the taxable income produced from these investments, the
deductions allowed, and the resulting minor tax from the commercial
bank savings department.

CHANGES ASKED IN 11.11. 10650

Although we feel that the tax equality issue as advanced by the
commercial banks is totally without basis, we do recognize theft there
are sincere persons in and out of Congress, not connected with com-
mercial banking, who believe that an industry the size of the savings
and loan business should pay more income tax than under the cur-
rent laws.

However, we honestly and sincerely believe that a tax of the
magnitude of the House bill would have most serious consequences.
Therefore, we urge a modification of the tax formula incorporated
in the House bill.

One such modification, for which there is precedent, would be a
transition period.. The House proposal imposes more than a 2,000-
percent increase in corporate taxation of savings and loans. This
is an extremely large increase. If it should develop that the burden
on the business is too great, a transition period would enable the
Congress to correct the situation. Even with such a phase-in, very
substantial revenues would be produced from the first year.

.Our figures show that had the House bill formula been in effect in
1961, some 500 associations would have been unable to make the
required supervisory allocations to reserve , and thus would have
become supervisory cases. At best these institutions would have suf-
fered a loss of public confidence and possibly more severe con-
sequences. If 500 financial institutions are in trouble, then there will
be repercussions touching the entire financial system.

A transition period would give these institutions more time to
adjust or work out-satisfactory merger arrangements with stronger
institutions, because if-after these associations have put the required
amount into reserves-they do not have enough money left over to
pay a competitive dividend, they will face slow liquidation.

In asking for a transition period we are asking for a fair opportun-
ity to adjust to the impact of a major tax increase whih, even with
the transition period, would represent increases of a size rarely if
ever imposed on any financial "stem.

In addition to this change in substance of section 8, we recommend
some changes in the legislative language. Of the most importance is
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that which has to do with the basic definition of a savings and loan
association.

Federal savings and loan associations are chartered and supervised
by the Federal Home Loan Bank Board under the Home Owners'
Loan Act of 1933. State chartered associations which meet the
standards and apply for membership are insured by the Federal
Savings and Loan Insurance Corporation. This insurance program
was established by the Congress in the National Housing Act of 1984
and is supervised by the Federal Home Loan Bank Boar whose three
members are appointed by the President and confirmed by the Senate.

We feel that any savings and loan association which is a member
of the Federal Savings an-d Loan Insurance Corporation should auto-
matically qualify as a savings and loan association for tax purposes.

After all, they are operating under legislation enacted by the Con-
gress for savings and loans and I think we can assume that the
Federal Savings and Loan Insurance Corporation is not going toadmit to membership any organization that is not a "true' savings

and loan. All that would be necessary to accomplish this would be
to make certain changes in the qualifying langage at the bottom of
page 54 and apply it only to paragraph (B) which relates to the

ninsured savings and loans.
We also feel that some of the language is unnecessarily complicated.

None of our institutions intend to use the experience reserve method
which is provided as a third alternative in the House bill and we
see no valid purpose in including this alternative. At least it should
he made crystal clear that those associations using the 60-40 alterna-
tive or the 3 percent of loan growth alternative will not have to go
to the trouble and expense of computing their tax under the experi-
ence alternative. We would be happy to work with the committee
and the committee staff in an effort to simplify the language.

In conclusion, I would remind this committee that Congress has
a long tradition of encouraging the development of savings and loan
institutions. This has been done in the belief that this type of finan-
cial organization is essential to the broadening of thrift and home-
ownersip opportunities for millions of American families.

Our mission in life is to assist American families in all walks of life
to buy homes. We earnestly hope that the congressional decision on
the tax law will not place an insurmountable obstacle to our per-
fortnih this job.

Tham you.
The CHAnRIU. Thank you very much, Mr. Bubb.
You state that in addition to this change in substance of section 8

you recommend some changes in the legislative language.
Have you copies of those amendments I
Mr. BTBB. Yes, sir.
The CHAmuAr. Will you supply them I The Chair would be glad

to insert them in the record.
Mr. BUEB. Thank you, sir.
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(The amendments referred to follow:)
DEFINITION OF DOMESTIC BUILDING AND LOAN ASSOCIATION

"Domestic building and loan association," as set forth in the Internal Reve-
nue Code and as proposed to be amended in H.R. 10650, should be revised to
read as follows:

Beginning on page 54 of the House bill (March 12, 1962), change lines 9
through 25, and lines 1 through 7 on page 55, to read:

"(C) DEFINITION OF DOMESTIC BUILDIN0 AND LOAN ASSOCIATION. Paragraph
(19) of section 7701(a) (definition of domestic building and loan association)
is amended to read as follows:

"'(19) SAVINOS AND LOAN ASsocIATIoN.-The term "savings and loan asso-
ciation" means a savings association, a savings and loan association, a building
and loan association, and a homestead association which-

"'(A) Is an Insured Institution within the meaning of section 401(a) of
the National Housing Act (12 U.S.C., sec. 1724(a)), or

"'(B) Is subject by law to supervision and examination by State or Fed-
eral authority having supervision over such associations, if its business con-
sists principally of accepting savings and investing (I) In loans or interests
therein secured by an interest in real property which is (or from the pro-
ceeds of the loan will become) residential real property.4u (4.1-4 _"other
loans and investments, to the extent such other loans and investments would
be authorized to be made by a Federal savings and loan association under
section 5(c) of the Home Owners' Loan Act, as amended (12 U.S.C.,
sec. 1464(c)).

Wherever in the Internal Revenue Code of 1954 the term "domestic building and
loan association" appears, the same Is amended to read "savings and loan asso-
ciation"' "

The CHAIRMAN. Senator Douglas?
Senator DouGLAs. I would like to ask the witness if he is opposed

to any increase of taxation on saving and loan associations?
Mr. BUBB. No, sir.
Senator DoUvLAs. That is, you would favor some increase?
Mr. BUBB. Yes, sir.
Senator Douor.s. You feel, therefore, that the savings and loan

associations have not paid adequate amounts in the past?
Mr. BUEB. I wouldn't want to put it that way, Senator Douglas.

We feel that as long as the Congress feels that we should change the
tax formula we have had in the past, and there is a need for this
money, as good Americans we want to go along with that feeling.
We want to pay a tax we can afford to pay withouteclosing too many
of our associations.

Senator Dom0Ls. I was trying to read between the lines of your
statement. I would like to ask this question to find out if it is explicit
that you are not so much opposed to the amount of the tax in the House
bill as to the fact that it goes into effect all at once and you would pre-
fer to have this put into effect by steps, is-that correct?

Mir. l3Ui. That is correct, sir; yes, sir.
Senator DOUGLAS. W1hat would you sug est on the time period?
Mr. Btsw Well, we thought somewhere6tween 3 and 5 years, pos-

sibly paying half of the tax the first year, the other half over-spread
out over a period of years.

That would give the Government a considerable sum of money right
off to start.

We have many small associations Senator, as I pointed out in my
testiniohy, that are going to have a difficult time ad"sting to this and
that is why we feel thit some period of working up to this full tax
as set out in the House bill wold 'help tremendously.
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Senator DoImAs. Do you take any position as to whether the re-
serve, assuming that it is properly defined, should be 4 percent or 5
percent rather than 3 percent?

Mr. BUB. No.
Mr. STUN. Are you referring to the 3-percent arrangement in

the law?
Senator DOUGLAS. Yes. The complaint is made that some of the

recently established building and loan associations are accumulating
reserves and while the average rate of building and loan associations
as a whole is slightly over 8 percent, some of the associations which
have been established in the last few years will have difficulty in meet-
ing the 3-percent limit.

Do you lave any comment?
Mr. STRUNK. would say, Senator Douglas, under the bill, the

louse version, they could get the 3 percent without any trouble.
Their problem would be getting beyond the 3 percent. They would

have to pay a tax on the 60-40 basis once they reach that 3-percent
figure and to the extent-

Senator DOUGLAS. I understand.
Mr. STRUNK (continuing). And to the extent that the committee

would raise that at least for new institutions it, of course, would be
extremely helpful to them because they will have real difficulty in
accumulating adequate reserves, particularly in competition with the
institutions that are big and already have those reserves.

Senator DouorAs. Do you have any suggestions
Mr. STRUNK. One suggestion would be to raise that to 31/2 or 4 per-

cent, for example. That would help them a lot.
Any one point on top of 3 percent in the House bill would be very

hielpfl

Senator DouoLAs. Is it true that the Federal law and Federal ad-
ministrative regulations set 5 percent as the minimum ultimate goal
to be obtained in 20 years?

Mr. STRuNK. The Federal savings and loan insurance statute re-
quires that institutions insured by the FSLIC must build reserves to
5 percent by the end of the 20th year of insurance, and these are the
things that bother these institutions.

13yond that the insurance corporation requires that institutions
build reserves, the ultimate goal is 12 percent.

They build reserves after their Oth year and their 5-percent mark
by putting in a certain amount of their income before dividends into
reserves each year. It is this requirement that Mr. Bubb referred to as
to which many institutions would find it hard to meet.

Senator DOUGLAS. Has your association taken any position on with.
holding? I noticed that the witness passed over that with a very
glanciig phrase.

Mr. Bffb. Let me say this, first, Senator Douglas. We expect and
hone and want every American citizen to pay the taxes that they owe.

Senator DOUOLAS. But-
L daughter.
Lnator DOuOLAS. Go ahead.
Mr. BuiB. I willuse your word "but."
Senator DoUoLAs. I knew it was comig.
Senator Gon. He was using yours. [Laughter.]
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Mr. BmBw. We feel that the same job can be done by reporting tothe Treasury of the United States the amount of dividends paid to
our savers, say, of $50 a year or over or any other figure that they will
agree to supervise by sending a copy of that report to the Treasury to
the saver. Psychologically when you send the report of that copy out
to the saver they are going to report it.

Now, we feel that with the new electronic processing that they put
into operation, if they would ask the savings and loans, banks, and
other people to cut down this $600 to $50, we will say, or even to $10
if they want to do it and to report those annually, sending a copy of
this form to the saver, the Government will get all the money that they
will get on withholding without the extra expense and difficulty and
all the people coming in and filing exemptions.

We don't think that is too hard a "but'
Senator DOUGLAS. Well, I have gone into this matter with the Col-

lector of Internal Revenue and he states that their investigations indi-
cate that withholding will collect more than three times as much of the
unreported taxes as your proposal evenwith an automatic data proc-
essig system. It would collect more than three times as much, and
do it at two-thirds of the cost.

Mr. BtmBB. Well, the reason they say that they have never tried it at
less than the $600. We don't have to report anything under $600 a
year now.

If we would get it down to $50 or even $10, if they want it, I think
'they would get the same amount of tax in with less cost and less diffi-
culty.

Sciiator DouGTs. Wouldn't that require a great deal of administra-
tive work both on your part and on the part ofthe GovernmentI

Mr. BUBB. It would certainly require a lot more than it does now,
but if it gets the tax dollars in we feel it would be worth that and we
certainly would be glad to do our part.

M.r. STRLuiK. May I comment on that, Senator?
Senator DOUGLAS. What is your objection to withholding? What

is your objectionI
Mr. BUn. Well, one objection to withholdin , is that some people

wi'ho haven't been paying this tax are going to tal e, their money out and
put it in the mattress or in a tin can or in saving s bonds or transfer it
somewhere else. We are going to have some loss in funds.

Sewator DOUGLAS. Everyone else will be withholding.
Mr. BUBB. It doesn't make any difference. Savings bonds won't be,for instance and even though everybody else is withholding some peo-

pl0 will take it out of my association and put it in somebody else s so
they can't trace it back. There is going to be some transfer of funds.
But the really scared person is going to take it and put it back in the
tin can and bury it or under the mattress.

Senator DOUGLAS. You have a low opinion of the American public.
Mr. BtTBB. Well, for those few that is my opinion. The other-
Senator LOUGLAS. Now, just a minute. There is a system of with-

holdling from wages and salaries, isn't that true?
Mr. BUBB. That is correct, sir.
Senator DoUGLAS. It seems to work prety well.
Mr. I uBB. It works pretty well because a person has to have a job.

They don't have to save their money with you.
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That is one objection.
Senator DOUGLAS. Wherever they go they will find withholding,

whether they take the wing of the morning and fly to the outermost
parts of the sea, as the Bible says, even there will withholding follow
them.

Mr. Bumn. That is true, Senator, except their lockbox or mattress-
and we have had several people tell our tellers that is what they are
going to do if this goes in. The last 3 years we have been sending a
slip to every saver telling them they should report those savings for
income tax purposes.

Now, the savings and loan business has sent out 16 million of those
slips the last few years. We think that has been a great improvement
in the collection procedure. We think it would be a much greater im-
p rovement and probably get all the money they could by withholding
by this new system of reporting down to $50.

Mr. STRUNK. May Icomment on the reporting system, Senator
Douglas?

I think the facts show-you know corporations report every divi-
dend over $10. Our institutions and the banks and others report every
interest payment or dividend payment over $600.

SenatorD OUGLAS. Let me see, with an interest rate of 4 percent that
would require

Mr. STIUNK, A very large account.
Senator DOUGLAS. It would require a $15,000 account.
Mr. STRUNK. That is correct. So as a practical matter we
Senator DOUGLAS. Three percent would reuire a $20,000 account.

What proportion of your accounts are that large?
Mr. STRuNK. Very few, we make very few returns. But I think

the facts show the corporation dividends a much higher proportion
of the corporation dividends, are reported on personal income tax re-
turns than the proportion of interest payments by savings banks
interest payments by commercial banks and our institutions, and I
think the reason, one reason, is that most corporate stockholders under.
stand that their dividends are being reported to the Treasury, so there
is a psychological motivation for that man to report his dividends on
his income tax return.

They know we are not reporting, and I think the psychology is, if
we are not reporting on them then they won't put'it in their income
tax return buIt if the corporation is tel liig the'Treasury the amoutit of
his dividends then they would report it.

I know that Commissioner CaCpin *has indicted that machhies have
never been built to collect taxes-they merely will state what taxes
are owed. And it is true that utider aUtointic data processing here
that you won't get quite the Aniobfit thht--because the machine can't
go out and see mfeor anybody else and get thi§ m6~ney but-I think that
the psychology of reporting our dividends will meafi that people, are
going to 'report those interest and dividends payments on their per-sonal income tax return.

Senator DOUGLAS. Let me ask this question: Mr. Bubb said thiht the
depositors would withdraw their savings, bury their savings in the
backyard.

Senator Go6M. In a ti can.
Senator'DOLAS. In a tin can.
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In this way, they would get no interest and no earnings whatsoever.
Do you mean to say that rather than get 80 percent they would prefertoget nothing?

ff i. STUN . Of course, they would be cutting off their nose to spite

their face.
Senator DouoLAs. Exactly. But there is the argument of your

president.
Mr. STUNK. I think what Mr. Bubb meant is they would take it

out,--

Senator DOuGLAS. Let Mr. Bubb explain what he means.
[Laughter.]

Mr. BUB. What I meant was that a few of the savers that would be
scared to start reporting when they hadn't been reporting for fear
the Internal Revenue would pick them up and fine them for back
taxes owed, they would do that.

Senator DouGLAS. Wouldn't they be afraid of that under your
system of giving receipts?

Mr. Buss. No, I don't think they would, Senator, because that type
of person doesn't follow it that far through to that conclusion, I don't
think.

Senator DOUGLAS. So you think that rather than have taxes with-
held on interest or dividends, these people would draw out their sav-
ings in cash, put it in a tin can, bury it in the yard, and get nothing?

Mr. BU-n. A few of them.
Senator DoGLA. How many?
Mr. Bvnn. Well, I wouldn't know. That would be anybody's guess.
Senator DOUOLAS. Any substantial number?
Mr. BUBB. Compared to the total number of savers, no. I wouldn't

say it would be substantial.
Senator DOUOLAS. In other words, not a substantial number.
Mr. Byes. Possibly,yes.
Senator DOUoLAs. Not a substantial number. Well, if it is not a

substantial number this is not a substantial objection.
Mr. Bt B. I didn't say it was a substantial objection, Senator. You

asked me the various reasons and I was telling you the reasons that
our tellers have picked up from savers.

Senator Dou~rAs. know. Well, I wouldn't say that was over-
riding in importance then. That is all.

TheOCARtMAN. Senator Williams?
Senator W LAxs. Mr. Bubb I might say as one whoIhas had reser-

vations about the advisability oi the withlilding on interest, whether
it would be practical or not, I cannot follow your reasoning that it
should be deleted from the bill on the basis that the depositors will
withdraw their- money and ptit it in tin c as. I must say I cannot
follow along with you on thfit because I accept that as a valid argu-
ment, in my opinion, which would be infavor'bf the withholding.

Mr. Bunin. Let me say I think I have blown that all but of propor-
tion. That was only one of the things we.have pinked up. I was try-
ing to tell my friend the Senator from Illinois which customers hid
complained to us ab6it it.

I think the greatest reason for not having the withholding tax is
like I stated, that it can be accoiplished With mouh c-less trouble tothe
American public, to the people who, oleet t taxes, and to the savers,
by doing it on the reportifig system than on the withh1l!d g system.
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Senator WmIIAMs. Well, on this reasoning, I am not quarreling
with you because as I say, I didhave and still have many reservations
as to the advisability of the proposal.

Now, one question: If the provisions of the House bill are enacted
as they were brought over to the Senate without change, at what rate
would your organizations then be required to pay taxes on your net
income?

Mr., BuBE. We would pay on a 60-40 basis. That would be, we
would pay 62 percent on 40 percent of our income.

Senator WILLIAMs. And approximately at what rate do you figure
that would be as compared with-

Mr. BUEB. I think the House estimated it at $200 million a year.
Senator WLLIAZMs. I am speaking of a rate, an average rate.
Mr. BUrn. Well, the rate would be about 20 percent.
Senator WiLLAmS. About 20 percent ?
Mr. BtJBB. Yes, sir.
Senator WILLIAMS. On an average.
I notice that you have this statement from which I quote:
The House proposal imposes more than a 2,000-percent increase in corporate

taxation on savings and loans.
If that is over a 2,000-percent increase in the present rate, would

that mean that you are now paying less than 1 percent?
Mr. BUBB. Yes, that is correct.
Mr. STRUNK. May I point out, Senator, you say 20 percent, that

would assume that every dollar after our dividend disbursements is
net income. That ratio used would not recognize the need or the fact
of any reserves.

Most of what we have or all of what we have in the'mitds of many,
after our expenses and our payments to savers, is appropriate for allo-
cations to reserves andis not net income.

NoW, the House bill would recognize that 60 percent of that would
be appropriate necessary cost of doing *business and 40 percent would
be under the House bill taxable income, you see.

Senator WtuIAMs. I was not raising any assumptions, I was just
asking the question. 'If you are increasing over 2,000 percent, increase
in what you are presently paying, and if after th.t2,000-percent in-
crease it would bring it up to a 20 percent, then the assumptioft is
that you are now aying less than 1 percent of tax on your incotte.

Mr. STRUNK. That is correct. One percent of our income after
expenses and dividends.

Senator WILUTAs. After expenses; well, that is what we figure in-
come, after expenses, that is all we ever tax, anyway. No one, whether
it be savings and loan or commercial banks or anybody, is, paying
taxes on their expense income.

Mr. STRUNK. Yes, sir; but part of your expenses is a setbaside for
losses, so what we talk about, if we include expenses as' inclidng
necessary illocatioins to reserves for bad debts.

Senator W=uMs. And as I uiderstaidit you recognize that tho
existinglaw tax rate is too low, is that correct i o

Mr. SLIPH.R. I think we recognize that We have paid very little
direct inbWetax, less than $102mlieli6h. i

Senator Witirims. And you are recommenidilig that there be some
change in existing law and that be increased is that correct ?
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Mr. STIPTIER. We recognize the need for revenue and the sentiment
of Congress that the amount we are paying now is not acceptable.
We don't attempt to defend it for the future. We want to work out
some arrangement where we can pay some more taxes and not an
excessive amount.

Senator WILLIAMS. Thank you.
The CHAIRMAN. Senator Smathers?
Senator SMATHERS. No questions at the moment, Mr. Chairman.
The CAIRMAN. Senator Bennett.
Senator BENNVmr. Mr. Chairman, I have two questions: the first

one grows out of Mr. Bubb's testimony and in asking it, I am trying
to (yet some important information into the record.

8n page 12 you say-
We feel that any savings and loan association which is a niember of the Federal
Savings and Loan Insurance Corporation should automatically qualify as a
savings and loan association for tax purposes.

Now, if we broaden the definition as suggested, what additional
kinds of organizations will be included that are not included in the
bill as written now.

Will the number of organizations to be included go up or downI
Mr. BusB. Well, there would be no organization included that are

not included now. It is merely to simplify the language and keep
from having difficulties with thousands of Internal Revenue people out
in the field interpreting the law as written by the House bill.

I would like to ask our special counsel, though, to answer that fur-
ther, if I might, Senator.

Mr. MOXINNA. Senator, this is a vital matter to us, not because of
the inclusion or exclusion of taxpayers, but because of the enormous
uncertainty in the present statute.

Right now, we must have substantially all of our business involved
in the making of loans to members. Now, when we say "substantially
all" we are taking a concept which the Treasury otherwise applies as
90 percent, and yet we know for practical operations we ouht to have
perhaps 10 percent of our assets in cash and bonds in oraer to take
care of contingencies and further, in this making loans to members,
this is an archaic phrase. We know what our function is now. It is
prescribed by Congress. We are directed by the supervisory author-
ities to construct tract houses, that is one of our basic functions.

But historically that concept of making loans to members means a
single loan to one homeowner, so that it does not fit the proper opera-
tions of a savings and l1an today at all.

The words "substantially all" are a danger to the whole business
because we are in the hands of the tax agents who themselves don't
know what that means.

We don't want to include anybody who is not a pr.o~er savings
and loan but we feel very stingy that when super#ls6ry authorities
say we are operating properly and we are doing what the Government
wants us to do we should i't then be faced with a tax agent's theory
that we should be making only single family loans to one man and not
taking the risks involvedih tract operation.

It is the Uneartainty that is bothering us.,

1386



REVENUE ACT OF 1962

Senator BENTrr. Would this language automatically exclude
any savings and loan association that was not a part of the Federal
Savings and Loan Insurance Corporation ?

Mr. McKENNA. We certainly don't want it to. 'We want it to
include them also if they are properly operating as savings and loans
and we think it is too restrictive and too uncertain as to them, too.

Senator BENNETT. I am talking about the language you recommend.
You say, "We feel that any savings and loan association which is a
member of Federal Savings and Loan Insurance should automatically
qualify."

Mr. MCKENNA. We feel that, Senator, but we also feel uninsured
associations should be included. We recognize some standards must
be set for uninsured associations because the membership in the Fed-
eral Sa~inigs and Loan Insurance Corporation is not available as a
standard to them.

Senator B NtriT. Would there be a different standard applied to
them than to the insured?

Mr. MCKENNA. To the extent possible we want to put in that second
standard, the one applicable only to noninsured institutions, a de-
scription of a proper operation of a savings and loan association, that
part must. be interpreted by the tax agent.

We feel as far as the insured associations are concerned if the Gov-
ernment is willing to insure the accounts it should recognize the savings
and loan associations. It is a difficulty of expressions of words.

Senator BNNpETT. You want'one standard but you are willing to
let the committee write in language for the noninsured savings and
loan associations; however, you want an automatic qualification for an
insured association

Mr. MCKUNNA. That is true, Senator, subject to this: that we feel
that this language is grossly unfair to the uninsured associations, too,
and we woufd like to make it a reasonable definition as to them.

Senator Bi mNr. Have you suggested language which you consider
to be a reasonable definition for the uninsured?

Mr. MoKEN NA. We have, informally we have, suggested language
several times in different alternatives. We have language which we
can submit to the committee. (See p. 1380.)

Senator BpNi2rr. It is a little ifficult for me to see how, if you
can sugst language which you think will take care of the uhInsuired
people., a same language can't apply to the insured I

Mr. MO .rNA. It gets down to this, Senator: if the Government is
insuring its accounts and if it is supervising the association we would
rather see the supervision in the appointed supervisors, the arm of
Congress, than in the tax agents.

When we get to the uninsured association there is no place else for
it to be so far as the Government is concerned and we recognize that
there must be more discretiop in the tax agents. it gets down to-that.

Senator BPNNmrr. Well, this is an interesting idea that because one
agency of Government operates in the field then the existence of that
agency and the relationship with that agency automatically applies to
a certain group of people who may actually be a little different and
that may not quite come under thedefiitin that you are setting lip
for these nofifnsured people under some cirdlmstances.
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Mr. MOKZNNA. We hope that is not the case. We hope that thereare more rigid. standards required by the Insurance Corporation than
would be required in the separate category but we want them to be
required by the Insurance Corporation.

Senator B.ENNm. I think maybe this committee has to look prety
hard at the idea that you have a dual definition, one for a particular
rup and another one for those who for some reasons decide not to
eIong to that group. This is a problem.
Mr. MclUNNA. Senator, this is not, of course, the all-important

thing. The all-important thing is the unlivability of the definition
as applied to both categories right now.

Senator BENNmvr. And that, as you expressed earlier, is the require-
.ment that savings and loan associations must build their assets on
loans to their members-

Mr. MoKENNA. In the present 7201 it is a requirement that sub-
stantially all of their business be confined to the making of loans to
members having in mind the history that could possibly mean single
loans to single homeowners which is totally inconsistent with our
function today.

In the bill, as it is as it passed the House, we have similar difficulties.
First we have substantially all, which means as the Treasury has

otherwise applied it 90 percent of its business consists of accepting
savings and investing the proceeds.

Well, we have to have some percentage, perhaps 10 percent, in
liquidity in order to function as a savings and loan and we must
performA other functions so this definition "substantially fll" is un-
acceptable.

Senator BENNEXr. You construe this to mean if you had cash in
a vault which represented 11 percent you would be in violation of
the law.

Mr. MoKENNA. We don't construe it that way. We would like to
eliminate the possibility that the Treasury Department will say if
we have 11 percent in U.S. Government bonds we are not a savings
and loan.

Senator BENNM'T. Could you supply the committee with a list of
the activities in which savings and loans engage which you consider
to be outside of the present definition. -

Mr. McKmEA. Let me put it this way, Senator. This is an area
of doubt rather than an area in which we will concede that it is out-
side the present scope of the definition.

Basically, of course, tract lending, we feel that tract lending, is a
proper operation of savings and loans. We recognize the contention
that it is not. What we are talking about is an area of doubt, rather
than an area of exclusion and inclusion.

Senator BENN w. Does the Federal Savings and Loan Insurance
Corporation put any limits on you as to how your money can be
invested.

Mr. MOKENNA. They do in every examination. They go over the
operations of savings and loan. Every time it is exposed to them,
every time it is examined annually and they make their'determ ina .

tions as to whether those operations are sale and sound and I hope
also the language of the Insurance Act of whether or not it is a savings
and loan and whether or not it promotes economical home financing.
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Senator BENNm-. Well, do they have any set of prescribed stand-
ards which limit the manner and pattern of your investments or does
an examiner just look at each institution and in his own judgment
decide whether or not this particular pattern is safe in this particular
case?

Mr. MOXNNA. I would hope it is some way in between, Senator.
That there is some national pattern to it andalso a recognition of
the rights of State-chartered associations to act in conformity with
their own State laws because there is an element here that the State
should have some discretion as to the operations of their own
associations.

As to Federals, I would expect that the Federal authority would
exercise more rigid controls.

Senator BENNi=T. For the record, are State-chartered associations
permitted to insure their loans under the Federal Savings and Loan
Insurance Corporation ?

Mr. MOKENNA. They are, and basically this is an insured industry,
Senator. When we talk about the uninsured we are talking about a
rather small volume of assets, but they are rather' important.

Senator BNi=T. Has the amount of business you have been doing
in these unrelated areas or these areas outside of the definition in the
bill been increasing or decreasing?

Mr. MoKE'NNA. Well, again, it -is an area of doubt.
We do a lot of tract financing now. It is very possible that 30 years

ago these same words in the definition and in the Internal Revenue
Code would have been interpreted to exclude tract financing. We
think they should include them today because this is one of our essen-
tial functions.

We don't know what position Internal Revenue will take on this
important issue and it is awfully important to us. It is not an area
of inclusion or exclusion. It is an area of insufferable doubt and we
want that resolved.

Senator BEwqN=Tr. If you could figure out a way to resolve the in-
sufferable doubts that other taxpayers have to face, maybe by including
them by definition, by a broad definition and by relating them to an-
other phase of the Federal law, this might be a good solution. But
it bothers me a little because it is a situation which seems to me to be
removing all discretion from the Internal Revenue Department and
putting it over into another agency which can change its rules without
respect to the tax laws. We may get a little bit on Dean Rusk's
grounds with this automatic inclusion.

There is another question which grew out of the testimony heard
yesterday, and I would like to give you as a representative of the
savings and loan industry a chance to comment on a statement that
was made by Mr. Gormley yesterday afternoon.

He said, and I am quoting-
The report of the Federal Home Loan Bank Board on earnings of insured

savings and loan associations does not set out specific figures reflecting losses
experienced by savings and loan associations. One can only conclude that any
loss experienced by these associations is set out in an Item known as "non.
operating charges." The total of such nonoperating charges does not in any year
In the past 10 years amount to as much as 1 percent of their net earnings.

Now, to translate that into a simple question, is Mr. Gormley cor-
rect in saying that in no year during the past 10 have the losses ex-
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perienced by insured savings and loan associations been as much as 1
percent of their net income?

Mr. BtJB. Well, of course, Senator Bennett, Mr. Gormley is talking
about, and he knows it, the fact that during the past 10 years we have
had tremendous inflation which I pointed out in my testimony today.
There was a shortage of houses. With inflation and a shortage of
houses naturally you are not going to have the loss in housing you
could have.

But I can assure you that for the next 10 years, at least from the
last 10 months anyway or for the next few years as far as we can tell,
it is going to be a different story. Foreclosures are increasing very
rapidly. They are at their highest point since the last depression;
delinquencies are up two or three times what they were 2 or 3 years
ago, and it isn't a fair comparison to make.

As I have said before, the savings and loan business has cyclical
losses. You have got to build reserves for the time you will have
those losses. You don't take them as you run along by month to month
as you can on 90-day notes and 6-month notes.

Senator BENN TT. You don't think a 10-year cycle is a broad enough
cycle to measure your cyclical losses?

Mr. Bunn. Not the 10 years Mr. Gormley is talking about; no, sir.
Senator BENNE'r. Would you like to put into the record-let me go

back and ask my question again.
Is Mr. Gormley's statement correct for the past 10 years?
Mr. BUBB. For the past 10 years I would say it was. It is one of the

few statement that he made that is correct. [Laughter.] -
Senator BENNErr. I didn't think that the relationship between the

banks and the savings and loan associations had deteriorated to the
point where you were calling eachother liar.

But would you like to put into the record the loss ratio for the
previous 10 years and let's say the thirties and the forties as well as
the fifties?

Mr. BumB. Yes, we will be very, very happy to submit a full memo-
random, Senator.

Senator BENNm-r. And since you have said you expect the loss ratio
to rise sharply in the years ahead, do you want to stick your neck out
and estimate what you think the loss ratio is going to be over the next
year or two?

Mr. BuBB. We will be very happy to put it in a memorandum.
Senator BENNErr. That is all, Mr. Chairman.
Mr. BmB. We appreciate your asking that question. It is a good

one and something that should be part o the record.
Senator BENNrr. Thank you.
That is all, Mr. Chairman.
(The infoVmation referred to follows:)

MEIMORANDUm RE LOSSES ON REAL ESTATE LOANS

There is no specific statistical series of data which directly reflects the losses
on real estate loans by savings and loan associations Even statistical data
which. might bear on the subject is not utliformly available for the entire period
from 1930 to the present.

However, there have been a number of studies which throw considerable light
on this question and tre useful in attempting to measure the magnitude of real
estate losses and the need for reserves.
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These studies all relate to the 1930's because, as emphasized by Mr: Bubo in

his testimony, losses on real estate lending are cyclical and are concentrated
in the recession and depression phases of the cycle. During the I94's and
1950's the prices of houses were almost constantly rising. This inflation more
than offset normal depreciation so that even a 109-percent loan had a safety
cushion. Foreclosures were extremely rare and generally the result of a family
breakup rather than a decline In the value of the real estate. Thus, real estate
loan losses during this period of time have little significance in evaluating the
need for loss reserves.

Senator Bennett referred to the statement of a previous witness, Mr. Gormley,
with respect to the item in the financial statement entitled "Nonoperating
Charges." An Inquiry at the Federal' Home Loan Bank Board develops the In-
formation that this Item is not a measure of real estate losses. While some
real estate losses are included under this category, the Board Informs -us that
real estate losses are primarily handled by adjustments to surplus, undivided
profits, and reserve accounts. These would be ascertainable by examinling in-
dividual institutions' records but the Federal Home Loan Bank Board does not
mention combined figures of these adjustments.

One of the most comprehensive investigations of savings and loan losses In the
1030's was conducted by the U.S. League's Director of Research, Don M. Dailey
and, unlike many studies, Involved an examination of actual books and records
of iistitutions. It showed that 42 percent of the associations In the five areas
studied suffered losses of 10 percent or more. That study is attached to the
main part of the record.

Another significant study is that made by Dr. Raymond Goldsmith, and an ex-
cerpt from his book Is attached to the main part of the record.

The most directly relevant statement from the Federal Home Loan Bank Board
on real estate losses is contained in a memorandum by Chief Supervisor John
M. Wyman and was parL of the hearing record of the House Ways and Means
Committee. His statement is attached.

The former savings and loan commissioner of the State of California studied
the real estate losses by savings and loans in California and that study is
attached.

We hope that these materials are useful to the Senate Finance Committee in
Its deliberations with respect to section 8 of the pending bill.

SUMMARY OF FIVE LOSS STUDIES BY THE U.S. SAvINGos & LOAN LEAGUE

Don M. Dailey, director of research; Lee 10. Duss, Jr., assistant

The following tabulation summarizes the results of our association loss an-
alysis which we have thus far made In five areas.

Altogether, 335 institutions have been studied on a year-by-year basis covering
the depression years of the 1930's.

As many as 17 percent of those associations reveal losses of 20 percent or more
(f their 1930 mortgage loan balances; 80 percent show a loss of 15 percent or
above, and altogether, 42 percent reveal losses of 10 percent or more.

The 335 associations reported assets at the outset of the depression amounting
to $647 million; 17 percent of these assets were those of Institutions showing
losses of 20 percent or above; 82 percent were those of associations with a loss
figure of 15 percent and over. Altogether almost one-half (48 percent) of the
aggregate assets were represented by instltiions revealing a loss of 10 percent
or above.
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Depression 1o88 experiene--Hatng8 and loan asoolations in Milwaukee, W .,
Kansas - try, Mo., and in Miohigan, Indiana, and West Virginia (total loss
as percentage of 1930 mortgage loan balatwe)

Savings and loan Asset distribution
associations

Percentage of loss to 1930 mortgage loan ...........
balance

Percentage 1930 assets Percentsge
Number of total (thousands of total

of dollars)

Less than $ percent ........................... 142 42.4 $239,64 37.0
5 percent and less than 10 percent .............. 52 16.6 93,353 14.4
10 percent and less than 18 percent ............. 39 11.6 107,162 16.6
15 percent and less than 20 percent ............. 44 13.1 96,422 14.9
20 percent and over ............................ 68 17.3 110,408 17.1

Total .................................... 335 100.0 84,899 100.0

NoTs.-The 335institutions covered in the above tabulation comprise the major portion offall savings and
loan associations in the areas indicated. The sources used were the published reports of supervisory author.
ties as well as the records in the files of those officials; also numerous personal interviews were made. The
analysis involved a year-by-year loss study covering the decade of the 1930's for each institution. The
league's research department has a copy of the case study of each association included in the analysis.

STUDY OF DEPRESSION LOSSES: SAVINGS & LOAN ASSOCIATIONS IN
KANSAS CrY, Mo., AND M WAUKEE, WIS.

There never has been an adequate study of depression losses In the savings
and loan business. The only clue to losses we have had has been the reports of
State supervisory departments and In many cases they have been Inadequate.
Detailed charges to reserves are not usually published in the reports of State
supervisory authorities and at best one can deal only with totals and averages.

One handicap In studying depression losses based upon published .supervisory
reports is the fact that savings and loan Institutions In so many areas under-
went substantial reorganization and there was no consistency In publishing the
record of associations which were placed in receivership or liquidation. Many
of the institutions disappeared completely, and In numerous cases the major
losses suffered by the savings and loan business were those of institutions that
disappeared and of which no published record exists as to the losses taken.

In order to get a fair and as complete picture as possible of the losses in the
savings and loan business in the depression, It is necessary to make a detailed
study of each institution which was In business at the beginning of the depres-
sion. This, of course, Is impossible for every institution in the country, but with
the cooperation of State supervisory authorities and depending upon the avail-
ability of reports in the Federal supervisors' files it Is possible to make such a
study of our institutions in certain cities.

As a start and to develop a sample pattern for such city-by-city studies, the
research department of the U.S. Savings & Loan League has made a study of
the depression experience of our institutions in Milwaukee, Wis., and in Kansas
City, Mo., although in the case of the Kansas City study we were handicapped
by the fact that the records of some of the institutions were destroyed by water
damage to the State supervisor's office in Jefferson City.

Vital to an analysis of depression losses is the determination of the bookkeep-
ing practices of the institutions Involved during this period. This is necessary
in order to measure the losses taken by the institutions. We found that the
accounting practices of Kansas City and Milwaukee associations in handling
repossessed real estate and in recording losses was for the most part similar.
While there were exceptions, the typical practice .was for these institutions to
take real estate in foreclosure on their books In an amount equal to the unpaid
balance of the loan together with the amount of unpaid Interest and foreclo-
sure costs.

The practice In the handling of income and expense In connection with real
estate owned seemed to vary somewhat, but in the main the accounting proce-
dure followed orthodox lines; namely, ordinary expenses of operation were
taken as an expense rather than capitalized while major capital Improvements
to the property, as proper accounting procedure dictated, were charged to the
account or capitalized. Rental income was taken into the income of the asso-
clation and not subtracted from the capitalized value.
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Upon sale of the real estate, reserve accounts were charged for the difference

between the then book value of the real estate, including commissions and similar
charges, and the purchase price, Institutions carried a variety of. reserve ac-
counts, and the loss reserve accounts were known by a wide variety of names,
but we were able in the main to separate the true loss reserve accounts from
liability reserves and reserve accounts other than pure surplus reserves.

We believe that with very few exceptions losses suffered by the associations
upon eventual sale of the real estate were charged to loss reserve accounts.
There were a few instances of properties being sold for more than the book value
and profits on the sale were shown as additions to the reserve accounts.

There were a few instances among the Kansas City institutions of the records
indicating that losses upon the sale of real estate were carried to the expense
account rather than aki a charge to the reserve account, and profits were reflected
in the income account rather than as a credit to the reserve account. In these
instances we have recast the accounts, showing such losses as debits or credits
to the reserve accounts, thus presenting, we believe, an accurate picture.

The above technique of studying the debits and credits to the surplus reserve
accounts as a measure of the losses was adequate for all institutions studied In
Kansas City. These transactions were followed in the case of the Kansas City
associations for the years 1931 through 1942 or 1943 by which time most of the
real-estate-owned accounts had been liquidated or wartime activity had brought
values up approximately to book value. This technique was, however, not pos-
sible for all of the Milwaukee Institutions in the years after 1981 and after 1940
In the case of others. A statement of the technique followed to determine the
Iost-1939 losses taken by the Institutions in the two cities is, thus, appropriate
at this point.

In the case of the Kansas City institutions, 21 were studied In detail as these
were the Institutions for which the complete data were available in the files of the
supervisory department. Of these 21, there were 12 which underwent reor-
ganization.

The reorganization plan typically Involved determination by either the Federal
or State supervisory authority or both as to those assets which were good and
those which were bad or of doubtful character. The good assets were placed
In another association or merged with the good assets of other institutions into
a newly organized association, the accounts of which were insured by the Federal
Savings and Loan Insurance Corporation.

The bad or doubtful assets, consisting in the main of real estate owned, were
placed into liquidating trusts. The proportion of assets placed in liquidating
trusts ranged from 20 to 80 percent. Addendum A shows the detailed record of
the Kansas City institutions with respect to reorganization practice.

In the case of those assets deemed to be good and placed in new, insured, going
Institutions, the assumption was made that there were no losses suffered on those
assets subsequent to reorganization. This is an assumption that errs on the side
of understating the losses because we know, although we do not have the records
to substantiate it, that the insured associations suffered losses on some of the
real estate they took from the reorganizing institutions.

In the case of those assets of the reorganized associations placed in liquidating
trusts, records are available which show the.losses taken on such assets up to
and including 1943. While all of the assets in such liquidating trusts had not
been completely liquidated by the end of 1943, it Is assumed that all, or sub-
stantially all, of the losses had been taken by that time.

In the case of the Institutions which did not go through reorganization, the
records of their debits and credits to reserve accounts were studied through 1943.

Thus in the case of the Kansas City institutions the loss record is a complete
one if one assumes that all of the losses were taken by 1943, a reasonable assump-
tion but one that, If anything, results in a slight understatement of the losses.

In the case of the Milwaukee institutions, there were 79 in existence at the end
of 1980. Of this number, 33 were reorganized (addendum A). It is necessary
to understand the situation which prevailed in Milwaukee during the latter years
of the 1980's and the actions taken by the State and Federal supervisory author.
ties in connection with these Institutions,

t A prime example here is the record of the Safety Federal Savings & Loan Association
and also the Sw6dish American Savings & Loan ANsociation, both of which required a
contribution from the insurance Corporation to make up losses on those assets assumed
from the reorganization, assets deemed to be good at the time of reorganization.
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With very few exceptions, all of the Milwaukee institutions were frozen; I e.,
they were not paying any withdrawals or in only restricted amounts. All of them
held substantial amounts of real estate. There had been some sales of real
estate owned. as a result of foreclosures, but many institutions had not really
begun to dispose of their real estate.

There was instituted under a new banking commissioner in 1939 a complete
reorganization program for the Milwaukee institutions. In cooperation with
the Federal Savings and Loan Insurance Corporation each institution was
studied and a reorganization plan was worked out for each of those not con-
sidered entirely insurable by the officials of the FSLIC. Those not considered
completely insurable were studied as to the reorganization required and a de-
termination made as to what portion of the assets could go into a new institu-
tion or what plan of merger of the assets of several associations into one new
insured institution would be appropriate.

There was, as a result of this study and program, a complete appraisal made
In 1939 and 1940 of the value of the assets of nearly all of the Milwaukee institu-
tions. These appraisals were made for the State supervisory department and
the FSLIC. They were market value appraisals, and subsequent sales of real
estate substantiated the validity of these appraisals as an estimate of the mar-
ket value of the real estate owned by the Milwaukee institutions In 1939.

Addendum B gives the detail of the segregation between good and bad assets
of those associations reorganized and the amount by which the book value of
the real estate owned by these institutions was written down.

The loss record, then, of those Milwaukee Institutions which went through re-
organization was developed from a study of the net charges to the reserve ac-
counts in the years prior to 1939 or 1940 (developing upon the reorganization and
the appraisal date) and the difference between the book value and the appraised
value of the property on hand at the reorganization date as a measure of the
losses not yet "taken" by this date.

In the case of those institutions which did not go through reorganization. and
those who. real estate holdings were not appraised, It would have been prefer-
able to study the net charges to the reserve accounts up to the war years as w s
done in Kansas City. Detailed records, however, are not available subsequent
to 19.39 or 1940.

While the institutions which did not go through reorganization did not have
significant amounts of real estate owned In 1939 or 1940 when they were insured.
they did have some and a few had rather substantial real estate holdings. From
discussions with savings and loan people it is clear that much of the real estnte
of these nonreorganized institutions still on the books in 1939 or 1940 was not
worth the book value. To arrive at complete losses, then, it Is necessary to make
some assumptions as to the value of the real estate owned in 1939 and 1940 of
these nonreorganized institutions.

For want of a better method, the ratio of the 1939 appraised value to the
1939 book value in the case of the Milwaukee savings and loan real estate that
had been appraised was applied to the real estate owned by these nonreorganized
institutions. The total loss record of these institutions consisted, then, of the
net debits to their surplus reserve accounts prior to 1939 or 1940, depending upon
the availability of records plus the assumed net loss on the real estate still
owned by these institutions in 1939-40.

It should be noted that In the case of both Milwaukee and Kansas City the
reports necessary to determine the actual debits and credits to the reserve ac-
counts were not available for years prior to 19.35 In the case of Milwaukee, and
prior to 193, 19,34, and 193.5 in the case of various Institutions in Kansas City.
Thus aggregate net debits to reserves reflect no such debits In years prior to
193.5 in Milwaukee and generally 1935 or 1934 in Kansas City. Savings and
loan associations In these cities did not dispose of their foreclosed real estate
and thus did not take many of their losses prior to 1935. Again, losses were
not considered as taken and no debit to the reserve account was made until the
real estate had been liquidated. Thus this is not a serious omission, but if any-
thing, It results In an understatement of the losses.

It should also be noted that in the case of loans in default transferred to the
Home Owners' Loan Corporation In exchange for HOW bonds, there were two
types of losses taken by associations as the result of such transactions. In most
cases the HOLC gave to the mortgagee bonds in anamount somewhat less than
the unpaid balance of the loan and the aceumnlated unpaid Interest. Thus at
the time of the transfer of the loan to the HOLC there was some loss taken.
This loss was reflected by a debit to a reserve account.
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It will also be recalled in the early days of the HOLC program that tho btids
of the Corporation were not guaranteed as to interest and principal by the U.S,
Treasury, and as a result they had a market value less than par. A number
of associations sold these HOW bonds at less than par, and this further loss
In the HOL transaction typically was charged to the reserve account,

Addendum C shows the record of the institutions In Milwaukee. These Insti-
ttitlons are shown by number rather than by name, but the name of each Insti-
tution Is avililable on a restricted basis from the research department of the
U.S. Savings and Loan League. These institutions are listed in the order of
their total percentage loss, losses being computed as a percentage of net mort-.
gage portfolio (gross portfolio in the case of Kansas City associations).'

Table I which follows presents a summary of the losses taken by each of the
Milwaukee institutions, i.e., It summarizes the data in the last column of ad.
dendum C.

TABL I.-Depresilon experience in Miltvaukee savings and loan aesoolatlots:
Total lo8s as percentage of year-end 1980 net mortgage loan balance

Savings and loan association

Percentage of loss to year.end 1930 net mortgage loan balance Number Per center
of total

Less than 10 percent- ........................................................ 7
10 percent and less than 15 percent .......................................... 18 22. 8
15 percent and less than 20 percent ......................................... 24 30.4
20 percent and less than 25 percent .......................................... 13 10.4
25 percent and less than 30 percent ....................................... 10 12.6
30 percent and over .................................................. 7 8.9

Total .................................................................. 7 100.0

Source: Addendum C.

Addendum D presents the loss record of those institutions in
records of which were available and which were analyzed.

Table 2 summarizes these findings.

Kansas City the

TABLE 2.-Depression experience of 21 Kansas City savings and loan aaeociattneo:
Total lose as percentage of Auguet 1980 mortgage loan balance

Savings end loan association

Percentage of loss to August 1930 mortgage loan balance Number Percentage
of total

Less than 10 percent ......................................................... 12 47.1
10 percent and less than 15 percent ........................................... 3 14.3
15 percent and less than 20 percent ........................................... 1 4.8
20 percent and less than 25 percent ........................................... 1 4.8
25 percent and over .......................................................... 4 10.0

Total .................................................................. 21 100.0

Source: Addendum D.
NoTE.-Losses comprise total net charges to loss reserves from the sale of real estate owned and mortgage

loans. In the case of 4 institutions "writdowns" In loans In 1936-38 were Included as losses.

2To understand the concept of "net mortgage loans," some description of the operating
practices of savings and loan associations prior to the depression Is necessary.

Many institutions In the 1920'a made ans on what was known as the "sinking fund"
or "cancel and endorse" plan. A typical sinking fund loan was repaid by the borrower
not by making payments directly on the loan but by accumulating In a share account or
savings account to which regular payments were made so that the balance In the account
eventually equaled the balance of the loan at which point he share account would be
canceled off against the loan.

In the case of a cancel and endorse loan, the savings account was canceled of against
the loan at varying times Instead of only when it equaled the amount of the loan. Thus
a portion of the savings accounts In an institution represented amounts accumulated by
borrowers as payments against their mortgage loans and pledged to the repayment of the
loan. The loans were therefore overstated by the balanee In such pledged accounts.

The concept of "net mortgage loani"'/then, Is total loans outstanding less the balance
In the shares that were being accumulated by the borrowers In payment of their loans.
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In the case of Kansas City institutions it should be noted that data covering
net mortgage loans are not available except in the case of a few institutions
and therefore gross mortgage loan figures are used.

Such statistics as we have in Kansas City Indicate that the pledged shares
amounted to something from 1 to 8 percent of the total shares outstanding as
of 1936. Probably at the end of 1930 the average of pledged shares to
total shares was around 20 percent. In the case of the Milwaukee Institutions
we know that the aggregate pledged shares outstanding at the end of 1930 was
approximately 25 r.ercent. Thus the mortgage loan accounts of the Kansas City
associations at the end of 1930 Is overstated by anywhere from 15 to 25 percent
and it follows that the ratio of losses to mortgage loans are understand by
several percentage points.

The aggregate or average loss for the entire group of Milwaukee institutions
was 17.9 percent of the net mortgage portfolio as of December 81, 1030. The
aggregate or average loss of the entire group of 21 Kansas City Institutions was
18.1 percent of the August 81, 1930, loan balances.

The 100 Kansas City and Milwaukee institutions represented in this study
had total surplus reserves at the end of 1930 of $7,486,000 representing 4.4 per-
cent of the mortgage loans outstanding at that time (net mortgage loans out-
standing in the case of the Milwaukee institutions). In case of the Kansas City
associations alone the ratio amounted to 8.9 percent. It should be noted that
this is not as small a figure as many students of the business might have assumed
that institutions had at the beginning of the depression, yet this reserve was
obviously inadequate. The Milwaukee and Kansas City institutions froze up
and, as will be noted later, there was a distressed market for the passbooks
representing savings in these associations.

It should be noted further that if every one of these Institutions had had
a loss reserve of as much as 20 percent, 35 out of the 100 would have had inade-
quate reserves to meet the losses of the depression.

While the above represents an accurate statistical record of losses suffered In
the savings and loan business In these two cities in the depression, there are
other loses suffered which cannot be measured and which, admittedly, were
borne by savers and borrowers and not by the institutions themselves:

These losses were of several types. The most obvious was that suffered by
the saver when in desperation for cash he sold his passbook in the open market.
Until reorganization in the early 1940's none of these institutions was a going
concern and paying withdrawals in full. Many of them were paying limited
amounts, sue as $50 or $100 per month, but numerous savers and investors
needed more cash or, despairing of the future, took what they could get at the
time. There was a well organized market for the shares of savings and loan
associations in Milwaukee. Quote sheets similar to quotations today of secu-
rities listed on the open market were published by brokerage firms in that city.
The following is a copy of an offerings sheet published by W. L. Rittel & Co.,
on May 1, 1936.



Apro imat
market

Acme --------------
Advance ------------
Aetna -------------------
Alliance -----------------
Arrow --------------
Assurance----------------
Atlas ---------------
Badger ------------------
Bahn Frel ----------------
Bay View --------...
Ben Franklin --------------
Biltmore ------------
Bluemound ---------------
Capitol------------------
Center Street --------------
Central -------------
Citizens' Mutual------------
City Savings ------
Civic Mutual ------
Columbia -----------------
Community---------------
Concordla ------------
County ------------------
Cream City---------------
Cudahy Savings--........
East Side ------------
Economy ------------
Equitable ------------
Excelsior -----------------
Fidelity -------------
First Bohemian-...........
First Slovak --------------
Forward_ ------------
Great Lakes---------------
Green Bay Avenue-----------
Greenfield Avenue----------4
Guardian -----------------
Guaranty -------------
Highland Park ---------
Holton Street. -------------- (
Home Mutual--------------
Hopkins Street--..----------
Integrity -------------
Jackson ------------------
Keystone Mutual ------------- (
Kinnickinnic. - ------
Lakeside ----------------------
Layton Park ------- 7

65-04
69-71
75-71
38-3
85-8
26-2E
72-7t
78-81
05-E
69-72
81-88
69-70
65-68
47-50
42-44
18-20
87-00
30-88
01-63
60-62
73-75
71-74
53-55
47-50
53-55
75-77
68-70
74-75
81-83
80-81
74-76
73-76
65-68
38-4083-85
31-3
32-04
57-60
32-85
50-69
0-72
M-88
r4-76
5-58

r2-74
5-67
'8-80

.1897

5 Approzimatemarket

7 Liberty - 7-70
Lincoln -- - 760
Lisbon Avenue----------------4042
Marquette ----------------- 85--88
Metrop~litan 7---------------8-
Milwaukee Mid-OiLty ---------- 69-71
Mitchell Street -------------- 72-74
Modern Mutual ------------- 74-76
Mitutil ------------------- 80-82
National ------------------ 77-78
North Avenue-------------- 82-84
North Shore --------------- 84-85
Northern ------------------ 8-87
Northwestern --------------- 88-90
Peoples ------------------- 71-78
Pioneer ------------------- 67-69
Progressive ---------------- 5-68
Prosperity ----------------- 68-71
Pulaski ------------------- 74-78
Pyramid ------------------ 69-71
Reliance ------------------ 79-81
Republic ------------------ 69-71
Residence Park ------------- 07-70
Riverside ----------------- 69-71
St. Francis --------------- 83-8
Second Bohemian ----------- 74-77
Security ------------------ 79-82
Sentry -------------------- 70-71
Sherman Park. ------------ 80-82
Slovak -------------------- 52-54
Sobieski ------------------ 48-51
South Side Mutual ----------- 77-79
Standard ------------------ 78-80
State --------------------- 57-60
Sterling ------------------ 72-75
Suburban ----------------- 72-74
Tippecanoe ---------------- 15-18
United -------------------- 77-78
Upper Third--------------- 66-69
Washington ---------------- 64-66
Wauwatosa ---------------- 78-80
Waukesha Savings ---------- 74-76
Waukesha Ind -------------- 74-76
Welfare ------------------- 66-67
West Allis ----------------- 80-82
West Side ----------------- 65-68
White Eagle --------------- 74-76
Wisconsin Savings ----------- 79-80

It will be noted that shares typically were sold at discounts of 20 to 80 percent
and estimates have been made that of the total of $140 million in shares of these
institutions in 1930 no less than 15 percent were disposed of by the savers in the
open market. Thus some of the savers took very substantial losses and, again,
this type of loss is not reflected in the previously cited data.

It should also be noted that these institutions without exception reduced
their dividend rates, in many cases substantially. Whereas the typical dividend
rate in Milwaukee and Kansas City in the late 1920's was 5 percent, with the
onset of the depression the rates were reduced to as low as an average of
from 2 to 3 percent. In a number of institutions, particularly those in Kansas
City, no dividends were paid during the depression years prior to the reorganiz-
ing of the institutions.

REVIONUE AOT OF- 10 6 2

Building# and loan etooks
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To the extent that there was a segregation of assets there--'V' no current
dividends paid on that portion which was absorbed by the liquidating corpora-
tion. As a result, then, of the depression and the institution's having inade-
quate reserves, the savers took a substantially lower rate of return and in
some cases received no return. This is another type of loss.

There were particVlarly unfortunate losses in the case of mortgage pledged
shares, i.e., the share accounts that were being accumulated by the savers in
anticipation of building tip a share account equal to the amount of the loan. The
interest rate on the loan had been set in anticipation of a 5 to 8 percent dividend
rate being paid on the shares. When the dividend rate on the shares was sub-
stantially reduced, the effective cost to the borrower increased proportionately.

It should also be noted that the sale of the real estate owned was facilitated
to some extent (and higher prices received for association real estate and lower
losses reflected on the books) as the result of the practice in some cases of
people, including speculators, buying up association passbooks on the market
at discount prices and tendering them to the institution as part payment in
the purchase of the repossessed real estate with the association taking the
passbook at par value.

It should also be noted that almost without exception in both cities the real
estate owned by the association was sold not for cash but on land contracts at
minimum downpayment and frequently no downpayment. If the real estate
market had not improved rapidly as the result in 1939 and 1040 and subsequently
in great part as the result of the war, much of this real estate sold on no down-
payment or land contract would have come back to the institutions. In other
words, the association sold real estate and took back a land contract under terms
it would never have considered in making a real estate mortgage loan.

ADDENDT'M A.-Depression experience of 21 Kan-sas City salig8 and loan a8Rocla-
tions: Reorganization practice (in8tittittons listed according to assets)

Association

1.......... ......
3................
4 ...................

75................

6 ..............

70 ..................
1| ..................

Assets,
August
1930 (in
thou-
sands)

$12
39

100
119

219
330
336
376
704
813

Percent-
Reor- age of

ganized, assets
yes or no placed In.lquidat-

Ing trust

No......

No.......
Yes 50
NO ........
N ..........

Yes 50
Yes 60
N o ..........
NO ........
yes 85
NO ........

Association

12 ..................
13 ..............
14 ..................
16................
18 .................
17..............
is..... ........
19 .................
20 .............
21.............

Source: Reports from individual Institutions which handled liquidating trusts.

ADDE, DUM B.-Depression, experience of Milwaukee savings and loan, assoCa-
tIons: Ingttition-s placed in liquidation by supervisory authorities

(Listed according to assets

- Percentage
Assets Dec Reorganized, of assets Write down

Association 31, id (in yes or no placed in of book value
thousands) liquldating of real estate

trust

I.........................................
2....................................
3....................................
4......................................----- .-
5......................................... .
...............................

..................................
8......................................... .
9.......... .................................
10........................................
11..........................................
12...................................-...
13................................ .

See footnote at end of table.

$71
96

107

218
294
320
338
354

364
360
305

~No......
Yes .........
No ..........
Yes .........
Yes .........
No......
No.. .......

No ........

No ......
NO ..........

(I)

(.........)...
. 80... 4..

Assets,Augs
100(In

thou-
sands)

$1702D
1,434
1,550

2,829

3,124
3,544
8,377

Reor-
ganized,
yes or no

NO
NO

Yes
yes
yes
Yes
Yes
Yes
Yes
Yes

Percent.
age of
assetsvlaoed In

lquidat-
lng trust

....... o°.o

70
so
76
60
75
20

..............

... w ..........

..............

..............

..............

..............

. ............

..............

..............
m .............
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ADDENDUM B.-Depreseion eOperienoe of Milwaukee savings and loan associa-

tions: Institutions placed in liquidation by supertiory authiorlies--Con.

(Listed according to assets)

Assets Do
Association 31, 1ao (t

thousands

14..............................................
15..........
16 ........... . . . . . . . . . . . . . . . ..

18..............................................
19..............................................
10 ..............................................
2..............................................
21 ..............................................

22..............................................
23..............................................
24----------------------......
25..........................................
26..........................................
27.........................................
28..............................................
29..............................................
3..............................................
31..............................................
32............. ...................
33.---.......................................
34..............................................
35 ..............................................
36..........................................
37.............................................
38.............................................
39 ....-.........................................
40.............................................
41......... ...................................
42................................
43..............................................
4.......--........-................--.........
45.............................................
46................... a...........................

47.............................................
48..............a...............................
49.............................................
50..........................................
51........................................
52..........................................
53-----........................................
54 .............................................
55.............................................
56..............................................
57.............................................
58..............................................
59.........a...................................
60............ ...................
61.............................................
62... ....................................
63..............................................
64.a................................
65................a.............................
66............................. ..............
67............. ...................
68.......................... ...............
69........................................
70.........................................
71............................................
72..................a...........................
73.............................................
74.............................................
76............... ................
7................................
77.............................................
78..............................................

80............................ a.........
81..............................................
82...........................................

$37
41
50
6
62
60
70
77
78,
78
706

102
85~
92(
931
941

,80

OR
1,316
1,171
1,40
1,20
1,21
1,273
1,276
1,80

147
1,436
1455

1,479
1,4991,548
1,550

1,603
1,6781,718
1,994
2,087
2,112
2,141
2,204
2,208
2, 8
2,888
2,892
2,833
2,934
3,191
3,543
3,65
3,659
3,845
3,890
4,089
4,090
4,383
4,774
4,784
5,051
5,417
8,884
6,498

10, 547
12,378
18,289
27,183

o Reorgant z
a yes or no

9 No -------
9 No .........

Yes ......
9 Yes ........
() Yes ........0} No ....NO ........

1 No .........
NO .........
NO .........NO .........I No .........

SNo.........
7 ys........

8 Yes ........I NO .........
Yes ........
NO .........
NO .........
NO .........
No .........
Yes ........
No --------
No ..........
Yes .........
No ..........
No ..........
No ..........
Yes .........
Yes .........
No ..........
Yes .........
Yes .........
Yes .........
Yes .........
No ..........
Yes .........
No ..........
No ..........
Yes .........
Yes .........
No ..........
No ..........
No ..........
Yes .........
Yes .........
Yes .........NO ..........
No....
Yes ...
No ..........N'O ..........
No....
Yes ...
Yes .........
Yes .........
No ..........
No ..........
Yes .........
No ..........
yes .........
Yes .........
Yes .........
Yes .........
No ..........
Yes .........
No ..........
No ..........
No .........

Percentage
of assets Write down

iace in of book value
Ing of real estate

trust

................

.. ..............

.. ..............

. . . . . . . . . . . . . . .

. . . . . . . . . . . . . . .

. . . . . . . . . . . . . . .

. . . . . . . . . . . . . . .

.. ..............

. . . . . . . . . . . . . . .

. ..............

. ..............

. ..............

. ..............

50

. ..............

. ..............
50

..........
. ..............
. ..............
. ..............
. .............
. .............
. ..............
. ..............
. ..............
. ..............
. ... a ..........
. ..............
..............
..............

50
............
............

.............. .

..............
.............
.............. .

so
.............. .
.......... a... -
.............. .
.......... a ...

60
50

..............

.... a ...... W .
..............
.............. .
----------- W -soso
.............. .
........... ". .

so

.............. .

..............
80
so

..............

..............

.............. ..

.............. ..

...........
soo
8093
35,759

S 49,153
I"............

-............

............

............;.

13,401
163, 382
71, 962

... ... ...

..............

121,489

..........

11I0, 545
2, 810

............

........ a..

238,296
588,758

......... ...
258,63

52,W8

164,260

85,09

13,384

I Not available.
NoTs.-The write down of the book value of real estate comprises the difference between the book value

of the real estate and the new appraisal. This loss figure Is designated as "losses" In the records and is
exclusive of anticipated losses.

NoIR.-The above tabulation Includes three Institution not included in addendum B and for which com-
plete loss data are not available.

Source: leoords from the files of the Savings and Loan Department, State of Wisconsin.
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ADDENDUM* 0.-Depression eoperiewoe of Milwaukee savings
tons: Reserves and lose8 (iWstitutions listed according
loss)

Association

1'..........................
2'...........................
3......................
45..... ......................
6.'....-.... .................
8............................

7'............................
8'..............................
19 ...........................
10I ...........................
13.............................
14 .............................
14.............................
16.............................
17..........................
18.............................
18.............................

21 .............................
2.............................
2...... ...............
2............................
2............................
25........................
2---.....................
2............................
27...........................
28............................
32 ...........................
3............................
31........................
32........................
33 ..........-.................
34............................
3'...........................
37....... .... .... .... .
38...........................
39............................
40............................
41 ............................
42...........................
43 ...........................

46...........................
47 ..........................
48 ..........................
47 ............................

48, ..... .... ... ....49- ...........................
50'...........................
51'...........................
521...........................
53...........................
54'..........................
5...........................

66 ...........................
57 ...........................
58'...........................
59...........................
60.....................
61...........................
62' ..........................
83 ........ o...............
84'...................
65 ... ............ o ......
6688' .....................
67' . . .. . . .. . .o a. .
68 .......................
69 ...... ...... ..........
To...0 .....................
71 ..... V..................
72 .......................
73.......................

See footnote at end of table.

and loan associa-
to percentage of

Percentage Net loss Total loss
Assets surplus Net debits on real as per-

Dec. 31, and to loss estate centage of
1930 reserves reserves owned at Total loss yearend

(thou. to net 1935- end of 1930 net
sands) mortgage 1939-40 139 or mortgage

balance 1940 loan
balance

$1,603
1, 406
1,334

789
1,407

794
39

3,889
71

107
1,273
1,479

385

2,204
1,278

354
2,141

353
356
379

12, 378
4,089
1,878
1,171

419
1,330

771
789

27,183
1,054

660
1,019

294
320

1,168
1,499
2,692
5,884
6,498
5,051
1,438
3,543
1,211

941
1,455
1, 550
4,784

801
705

1,994
2,934

3,845
10, 847
4,774

996
2,112

620
3,191

13,289
1,202

857
360
928

2,833
2,087
2, 558
4,099
3,8653

931
79

1I718
2,86

4.4
1.9
2.4
1.2
2.6
1.4
2.6
4.5
2.1
9.9
2.1
1.3
2.1
2.1
1.9
1.1
2.3
1.6
1.6
1.2
3.0
2.4
3.4
2.5
1.2
3.1
1.5
3.0
5.8
2.3
2.3
5.3
1.0
1,8
8.2
4. 1
3.4
5.3
6.4
2.1
2.3
2.8
1.8
2.0
1.8
2.9
1.8
1.9
2.8
2.9
2.8
2.4
1.7
3.0
2.8
7.2
3.4
.0

3.8
4.4
4.0
1.7
1.2
1.9
4.3
2.3
2.1
3.5
2.1
3.1
1.9
2.1
2.7

$343,663 $238,806
94,840 252,637

146,466 161,760
85,280 99,120
54,976 252,363
64,947 102,480
27.132 80,935

157,793 586,756
3,634 10,080
2,240 18,240

68922 179, 3
142,644 136,401
28,744 33,600

2D4,892 196,800
110,406 12520

i,265 61,200
206,337 175,920
28,668 33,360
30,367 29,620
26,365 33,360

355,758 1,724,640
263,538 411,600

96, 585 168,480
82,738 88,800
34549 19,920
88,349 111,840
41,777 57,440
36,809 80,880

703,962 3,170,640
36, 791 139,680
34,490 49,920
15,285 128,640
23,303 14,880
16,460 28,880

108 438 54,000
45,241 163,382

125,204 231,120
118,951 655, 079
455,353 403,440
129,512 512,668
55,061 132,000

169,182 284,400
67, 095 85,680
27, 999 75,248
94,619 81,206
59,089 130,320

137,468 436,135
20,361 64,080
24,048 60,240
60,994 168,340

134,664 201,455
68,809 388,532

166,845 236,290
337,892 803, 364
123,206 378,240
27,829 67,920
62, 918 149,040
27,8 35, 769

125,162 186,240
138,860 1,188,000

9, 992 109, 200
33,238 47,849
31,427..........
30,476 49,153
53,708 195,360
64,004 121,489
99,562 110, 54
48,500 297,120
8, 776 216,960

21,481 30,880
10,176 50,880
29,545 103,680

176,303 2,810

$580, 469
347,477
308 226
184,400
307, 39
167,427
108,067
744,549
13.714
20,480

248,258
279,045
62,344

401,692
235,986
66, 465

382,257
62,028
59, 887
9, 725

2,080,398
675,138
265,065
171,538
54, 469

200,189
109, 217.
117,689

3,934,602
176,471
84,410

143,925
38,183
43,340

162,438
208,623
356,324
772,030
858,793
642,178
187,061
443,682
152,775
103,247
175,825
189, 409
573, 601

93,441
84,288

227,334
338,119
455, 341
403,141

1,141,255
501,446

95,749
211,958
63,345
311,402

1,326,860
119 192
81,087
31,427
79,629

249,068
185,583
210,127
343,620
303,730

78,361
61,056

133,225
179,113

55.1
36.1
33.1
31.7
31.5
30.3
30.1
29.4
29.2
28.8
27.8
27.3
26.3
26.1
25.5
25.2
25.0
24.3
23.9
23.8
23.7
23.3
21.7
21.4
21.4
21.1
20.9
20.5
20.0
20.0
19.6
19.4
19.4
19.3
19.2
19.2
1&6
18W
1&1
1&1
1&0
17.4
17.4
17.3
17.3
17.0
16.8
16.2
16.1
18.0
15.8
15.6
15.4
15.2
14.7
14.6
14.6
14.1
14.0
13.8
13.5
13.4
13.0
12.3
12.2
12.0
11.7
11.6
11.6
11.4
11.4
10.6
9.6

1400
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ADDENDUM O.--Depreatkon ewperienoe of Milwaukee savings and, loan aseooia.
Hone: Reserves and, 1o88es institutionss listed according to ,percentage of
1088)-Continued

Percentage Ret loss Total loss
Assets surplus Net debits on real as per-

Dec. 31, and to loss eatats centage of
Association 1930 reserves reserves ownedat Total loss yearend

(thou. to net 1935- end of 1930 net
sands) mortgage 1940 193 or mortgage

balance 1940 loan
balance

74.." .......................... $2,206 3.5 $51,048 $104,081 $155129 0.6
75- ........................... 1,548 2.4 26,480 71,962 98,442 9.2
76 ............................. 5,417 2.3 186,811 194,260 351,071 8.0
771 .......'-------------. 6W 1.1 21,875 8,636 30,511 8.6
78'-----------------------.. 3859 3.3 42,167 170,310 212,477 8.2
79-------------------------338 .8 10,698 ............ 10,698 4.2

I Reorganized.
Source: Published reports and record from the files of the Savings and Loan Department, State of Wis-

consin.

ADDENDUM D.-Depresiou experience of 21 Kansas City savings and loan also-
clations: Reserves and losses (institutions listed according to percentage of
1088)

Percentage Total loss Total loss as
Assets, surplus and (net debits percentage of,

Association August 1930 reserves to to loss August 1930
(thousands) mortgage reserves), mortgage

balance 1935-43 loan balance

1' .............................................. $3,063 8.0 $1, 030, 505 1.1
2 ............................................... 100 3.8 30.555 42.0
31 .............................................. 376 3.2 107,808 29.7
4 ...... ............................... 3,124 24.0 722,373 28.1
5' .............................................. 8,377 9.8 1,766,045 23.8
6 ............................................... 2,865 4.8 488,948 18.0
7' .............................................. 219 14.5 28,221 14.3
8 ............................................... 704 6.3 74, 678 12.8
9 ............................................... 2629 3.2 285,833 11.4
10' ............................................. 1,50 .0 122,782 9.6
11I ............................................. 330 10.0 24,68 9.4
12 .............................................. 1,939 1.4 133, 8586 8.1
13 ............................................. 818 2.0 51.143 6.7
14 .................................... 1,434 21.0 83,502 6.3
5 ................................ ..... 338 14.8 18,123 8.2

18 ............................................. 12 12.3 668 0.1
17' ............................................. 1,020 7.9 48,298 5.8
18' ............................................. 14 1.5 4,847 4.4
19 .............................................. 119 9.4 3,697 3.
20 ........................................ .3,544 3.0 58,24 1.8
21' ...................................... 39 6.6 -1,788 96.8

I Reorganized,
*NW gain.

Source: Missouri State Supervisor Reports.

. CITAL GAINS AND LOSSES

(Excerpt from "A Study of Saving In the United States," vol. II, pp. 264-267)

In the absence of firsthand data on the capital gains and losses of savings and
loan associatifts, it Is necessary to resort to indirect, and unfortunately very
rough, estimates. Such estimates can be obtained in two ways, either from a
comparison of retained operating income and surplus or from an estimate of
the amount of real estate foreclosures and the losses on them.

Retained net operating income can be approximated with only a moderate
margin of error since 1938, when the figures for associations reporting to the
Federal Home Loan Bank Board become available. For the years before 1938,
however, only very rough approximations can be obtained as it is necessary to
apply assumed average rates of operating Income, .expenses, and dividends, to
the total assets of all operating associations. Frcin these figures it appears
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that operating associations in 1930-45 retained approximately $71) million out
of their net operating income (see table J-9, col. 3). It may be assumed that
associations in liquidation paid out their entire net operating Income, if any.

The change in reported surplus of operating associations may be estimated,
beginning with 1938 from the reports to the Federal Home Loan Bank Board
and before 1938 on the basis of the reported figures for the associations in about
half a dozen of the most important States, which account for about two-thirds
of the total assets of all operating associations. These figures indicate (after
allowing for the reduction which reflects the dropping out of the statistics of
associations put Into liquidation) an increasebf about $110 million In reported
surplus between the end of 1929 and the end of 1945, the sharp reduction In the
first part of the period being not much more than compensated for by the in-
crease in the 1940's.

For the surplus of the liquidating associations only a very rough estimate can
be made. If it is assumed that the book value of the surplus of liquidating as-
sociations bore the same proportion to their total liabilities at the time they went
into liquidation as prevailed for operating associations, and that the entire sur-
plus disappeared, then the reduction would have amounted to $75 million.

In the case of liquidating associations, however, losses were not limited to the
disappearance of the surplus but affected share capital and deposits as well.
According to estimates of the U.S. Savings & Loan League, these losses
amounted to $210 million for the period 1930-45. This figure Is probably a
minimum since it is based on estimates made at the time each association went
into liquidation.

The total loss, estimated by a comparison of retained operating Income and
change in reported surplus thus amounts to approximately $600 million for oper-
ating associations and $290 million for closed associations, a total of nearly $900
million according to the first method of estimation.

A second method starts from the reduction in the book value of real estate
holdings. According to the combined balance sheet of all operating associations.
the reduction amounted to $1,180 million between the end of 1935 and the end
of 1945 (see table J-2, col. 4). This figure, however, understates the total
amount of real estate sold as additional properties were undoubtedly foreclosed
during the period in which total real estate holdings declined, and as certain
expenses like acquisition costs, operating deficits, and taxes were added to
the book value of the real estate account. Actual sales probably were at least
as high as $1,300 million for operating associations alone. There is little
material on which to base an estimate for closed associations. It may be in-
ferred, however, from the amount of their total assets and the probability
that a higher proportion of their loans had to be foreclosed that their real
estate sales were as high as $500 million.

,The average loss ratio on the book value of real estate sold may be put
at 25 percent, assuming that the Home Owners' Loan Corporation data which
refer to residential real estate loans of all types of lenders are valid also
for savings and loan associations. Application of this ratio to total estimated
sales of real estate yields an estimate of total loss of about $325 million for all
operating associations.

However, It Is known that in many cases the book value of real estate held
had been substantially reduced through writeoffs before final sale. No direct
information on the size of such writeoffs is available. Resources must there-
fore be had to the relation between realized losses on real estate sales and
previous writeoffs in the only case in which this is known; viz, the Massachu-
setts mutual savings banks. Applying that rate of about 75 percent, the write-
offs on real estate made by the operating associations before sale may be esti-
mated at about $245 million. This would bring their total losses to about $570
million.

The rate of loss suffered by the closed associations in the course of their
liquidation probably was higher than for operating associations, but itf an arbi-
trary estimate of 40 percent is accepted, their losses amounted to about $200
million. This figure should be regarded as including writeoffs on real estate
before sale.

Additional losses arose on the occasion of transferring a considerable amount
of mortgage loans to the Home Owners' Loan Corporation In the aggregate
acquired home mortgages at a discount of slightly less than 10 percent of their
face value, a pr6portion which may be assumed to apply also to the mortgages
tendered tby savings and loan associations. The amount of mortgages acquired
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from savings and loan associations way be estimated from Howe Owners' Loan
Corporation records at about $050 million and the loss on the exchange may be
put at about $80 million.

The total loss estimated by the second method thus amounts to about $650
million for operating associations and about $200 million for closed associations,
a total of about $ million.

A rough check on the reasonableness of this figure is possible through a com-
parison with the Axperlence of Massachusetts savings banks. At $850 million the
mortgage loan losses of savings and loan associations, both operating and closed,
amounted to about 18 percent of -their total mortgage portfolio of 1930.

The Massachusetts mutual savings banks show losses on their total mortgage
portfolio of 1930 of nearly 15 percent. However, their loss experience was
considerably more favorable with residential than with other mortgages. If
it is assumed that the ratio of losses to loans outstanding in 1930 of these
two types of mortgage loans bore the same relation as that of the ratio of
losses to loans made, then the Massachusetts savings banks lost nearly 9 per-
cent on the residential mortgages on their books at the end of 1930. This
ratio is somewhat lower than that calculated above for all savings and loan
associations, but it is quite close to that for operating associations, which
may be estimated at around 10 percent (losses, $650 million; mortgages out-
staiding in 1930, $0,400 million).

Thus, there are two estimates, both very rough, of the net capital losses
of savings and loan associations In the period 1939-45 (see table J-10). The
first approach, based essentially on the income account, yields estimates of
about $600 million for operating and $200 million for closed associations, a
total of nearly $900 million. The second estimate is only about 5 percent
lower, partly because the direction of the discrepancy is different for operat-
ing and for closed associations. The estimates for operating associations
alone differ by less than $50 million, or 8 percent. The discrepancy is larger
both in absolute and In relative terms, for the closed associations, a field In
which most figures must remain largely guesswork.

In view of the extremely rough character of both approaches, it is difficult
to choose between the two estimates on substantive grounds. (It is possible,
of course, that an improvement of the figures would reduce or increase the
difference.) The first estimate has the advantage of being built up from a
set of annual figures while the second does not easily permit a division of
the total loss estimate into annual figures. For this reason preference has
been given to the first (income account) approach in -the estimates used here.

(Copied from hearings before the Committee on Ways and Means, House of
Representatives, 87th Cong., 1st sess., on "Treasury Department Report on Taxa-
tion of Mutual Savings Banks and Savings and Loan Associations," Aug. 9 and
10. 1961. pp. 839-0340.)

FEDERAL HOME LOAN BANK BOARD,
DIVIsIoN oP SUPEavIsION,

Augu st 10, 1961.
To: Chairman McMurray.
Prom: John M. Wyman.
Subject: Reserves of savings and loan associations.

In further reference to the subject matter, it is clear that there is no his-
torical support whatever for the thesis that the reserves of insured savings
and loan associations ever have been or that they now are required by the
Board for bad debt purposes only, as I understand the meaning of that term:
Indeed, the economic facts of the matter make such a thesis untenable.

Both the genesis and the objective of the Board's requirement that insured
associations build up their reserves to an amount equal to the percentages
from time to time prescribed by the Board's regulations to be found in
this public necessity, namely: Establishment of a cushion sufficient in relation
to savings capital to absorb losses of all kinds and to assure the stability and
safety essential to serving adequately the country's long-term home financing
needs, which was the end purpose for which Congress provided for the charter-
Ing and for insurance of these institutions.

The first regulatory requirement with respect to this matter was made by
the Board in 1983. That regulation required reserves to be built up to an
amount equal to at least 5 percent of savings capital; and that such reserve
be mailftiined for the purpose of absorbing any losses Incurred.
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At the time that requirement was made, savings and loan associations
owned approximately $828 million of real estate which had been acquired by
foreclosure of loans, an amount equal to about 11.8 percent of the assets
of the associations at that date. By tho end of 1934 such real estate owned
had increased to a little over $1 billion; and by the end of the 1035 it had in-
creased to almost $1.2 billion, or 27.3 percent of assets.

In late 1936 the Board developed a revised form of carter for Federal
savings and loan associations, In view of the tremendous Increases In the
amount and percentage of real estate owned by savings and loln assocations,
the Board Increased the reserve requirement from 5 to 10 percent of savings
accounts. This revised form of charter also provided that any loss may be
charged against the reserves.

In 1934 Congress Included in section 403(b) of the National Housing Act a
requirement that each institution insured by the Federal Savings and Loan
Insurance Corporation miust build up its reserves in accordance with regulations
wade by the Corporation but made it mandatory that such regulations require
the building tip of reserves to an amount eqtal to 5 percent of 0l insured ac-
counts within a reasonable period not to (xceled 10 years (later changed to 20
years) and, further, that such regulation prohibit the payment of any dividends,
without approval by the Corporation, if any losses are chargeable to such
reserves.

Two things appear to be made untistabably clear by the foregoing facts:
(1) The concept of reserves by the Board and by Congress was that they

were to provide a cushion or fund from which any losses-not Just bad debt
losses-uiay be absorbed.

(2) Iloth the Board and Congress, front the very beginning, recognized
a relationship between reserves and savings capital; and, while providing
a fund from whiel to absorb losses, were also motivated by important con-
siderations of operating stability.

Unfortunately, there are no statistics covering the loss experience of savings
and loan associations resulting front loan foreclosures which began to assume
sizable proportions In 1930 and which did not reach the peak until 1935-80. it
Is, of course, cononon knowledge that in the 1930's hundreds of savings and loan
associations were reorganized by writing down capital or by segregation of real
estate and distressed loans prior to application for conversion to a Federal
charter or for insurance of accounts. Many of these reorganizations took place
prior to such applications, and consequently we do not know their loss experience.
In this connection, we do have complete or partially complete information as to
177 associations which segregated on a basis that conveyed to liquiding corpora-
tions or trusts the interest of the holders of savings accounts ranging from 10
to 80 percent of the itistitutloil's savings capital.

Of that 17T associations, the segregated savings capital aggregated approxt-
ntately $100 million Such savings had been invested by the associations in loans
which for the most part were originally made subject to a limitation of 60 to 75
percent of the appraised value of the security real estate and for terms of not
more than 15 years The average experience of the liquidating corporations or
trusts as to which we have complete data was that losses suffered in iit'iidtting
the segregated assets consumed 81 percent of the segregated savings capital,
above all recoveries and earnings This figure does not Include the substantial
loss of earnings to the owners of such savings during the several years required
to complete liquidation and during which they received no dividends or interest.

The economic fallacy of dealing with this matter on a short-term basis or on
the ba'ls of so-called nonrisk assets is forcefully illustrated by the following
facts:

(1) At the close of World War II, Insured savings and loan associations
held cash and Government obligations equal to 41 percent of the total savings
invested in such associations; by the end of 1940 that percentage had
dropped to 30; by the end of 1947, to 23.7; and by 1948, to 19.6. The ex-
planation Is, of course, a simple one: As quickly as possible after the close
of the war cash and Government obligations were converted into long-term
mortgage loans to meet the pent-up demand for homes. To establish a
reserve requirement or permit so associations would be unable to build re-
serves again a comparable conversion of so-called nonrlsk assets into long-
term mortgage loans could be jeopardous Indeed 9 f the Interests of the asso-
ciations and of the public to which such associations must look for the sav-
Ingg with which to do the home financing job required.
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(2) With respect to the proposition that losses realized by savings and
loan associations are usually concentrated in a relatively short period of
time, the fact is that it was not until December 31, 1942, that foreclosed
real estate owned by savings and loan associations was reduced to a lesser
amount than the $238 million balance held at December 81, 1930-a period
of 12 years-and that despite the fact that HOLC, within that period of
time, relieved savings and loan associations of many hundreds of millions
of dollars of distressed loans.

JOHN At. WYMAN.

(Copied from hearings before the Committee on Ways and Means, House of
Representatives 87th Cong., 1st sess., on "Treasury Department Report on Taxa-
tion of Mutual Savings Banks and Savings and Loan Associations," Aug. 9 and
10, 1961, pgs. 35-37.)

A STUDY OF DEPRESSION LOSSES BY SAVINGS AND LOAN AssocIATIONS IN
CALIFORNIA

(By Milton 0. Shaw, Nov. 30, 1959)

At the close of the year 1930 there were 210 State savings and loan associations
in operation in California. Ten years later there were but 100 of these associa-
tions in operation. In this same period the loans in force dropped from $415
million in 1930 to $133 million in 1940.

In the case of six associations -no reports could be found. This study, there-
fore, includes the remaining 204 California associations.

All of the material in this study was obtained from the annual reports filed
by California associations with the savings and loan commissioner, from the
published reports of the commissioner and from data accumulated by this
writer during his 28 years as an employee of the division of savings and loan.
The annual report filed by each association with the commissioner is, by law,
made a pubic document and is open for inspection by the public.

REVIEW OF ACCOUNTING METHODS

In California, associations were not permitted to capitalize interest to date
of foreclosure into the book value of real estate. Under such a procedure, the
longer the association delayed in foreclosing, the greater the profit it would
show on the books and the real estate account would be that much higher. The
loss on a sale is a more accurate figure where interest is not added to book value.

Also, in California, associations were reqttired to show rentals received on
foreclosed properties in an income account and profits from sales in another
income account. Similarly, expense on real estate and losses on sales were
shown in separate expense accounts. Further, associations were required to
take regular depreciation on the improvements in the foreclosed real estate
account.

In this report the income from foreclosed real estate as well as real estate
expenses and depreciation have been included with the profits and losses from
sales in order to arrive at a net profit or loss for each association. Also, any
rdeuction of loss reserve has been taken into account. If at the end of the year
1940 the association had real estate on the books and no reserve for loss, a 3-per-
cent deduction for estimated loss has been taken into account. This is believed
to bG a very conservative estimate. In addition, any profits or losses from sales
of loans and of exchanges of loans for Home Owners' Loan Corporation bonds
have been taken into account in this report.

LOSS EXPERIENCE

The net losses of the 204 California State associations from their loan and
real estate operations amounted to $58,608,047 In the 10-year period under study.
*This represents an average loss of 12.017 percent of the $414,995,154 loans in
force at the beginning of the period.

The reserves of these 204 associations averaged 2.65 percent of the 1930 loans
'in force. In addition, the guarantee stock averaged 4.69 percent of the 1930
:loans in force.

82100-02-pt. 4-15
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The table which follows summarizes the depression losses as to various per-
centages of loss:

Savings and loan Asset distribution
aociations

Percentage of loss to 1930 net loans In fore Percentage 1 assets Percentage
Number of'total (000 of total

omitted)

Less than 5 percent .................................... 129 63.2 $172,119 36.9
5 percent and less than 10 percent ...................... 2 12.3 717683 15.4
10 percent and less than 15 percent ..................... 14 6.9 47,418 10.1
15 percent and less than 20 percent ..................... 9 4.4 15,020 3.1
20 percent and over .................................... 27 13.2 161,177 34.5

Total ............................................ 204 100.0 467,504 100.0

A further analysis of the losses shows that the greatest losses by individual
Lso iations occurred in the four largest California cities. The least losses

were found in the a.&all outlying communities.

MARKET FOR SAVINGS ACCOUNTS

In addition to the losses by associations themselves there were other sub-
stantial losses by savings account holders.

During the period from 1930 to 1937 nearly all California associations were
requiring notice for withdrawal of savings. In many cases withdrawal re-
quests remained unpaid for several years. As a result of this condition an
unlisted market for savings accounts was very active. Brokerage houses reg-
ularly published "bid" and "asked" quotations for savings accounts. A photo-
copy of one of these lists, dated August 1, 1935, containing quotations on 75
California associations is attached hereto, marked "Exhibit A." Similar lists
appeared in the daily newspapers. The going price for savings accounts
averaged around 50 cents on the dollar.

Many associations built up a big business of selling foreclosed property in
exchange for their own savings accounts. Knowing that such purchasers were
using about a 50-cent dollar, many managers increased the sales prices of real
estate, and thus many expected losses were turned into profits. Millions of dol-
lars of such transactions took place in California. Such losses to savers have
not been accounted for in this report, except in a few Instances where exact
figures were obtained.

CONvERSION FROM STATE TO FEDERAL

The losses reported herein are understated due to another factor. In the 10-
year period tnder study there were 45 State associations which converted into
Federal associations. There were 31 of these which converted in the years 1935
and 1936. On none of the 45 associations do we have a full 10-year operation
record. Several of these associations converted on a segregated basis, i.e., part
of the assets such as real estate and delinquent loans were placed in liquidating
corporations There undoubtedly were losses after conversion, particularly in
the liquidating corporations. Inquiry at the Federal Home Loan Bank of San
Francisco developed the fact that no records are now available as to what hap-
pened in these Federal associations during the years under study.

LIQUIDATIONS I

During the 10-year period under study there were 29 California associations
which were liquidated by the Division of Savings and Loan, and three were
liquidated by Federal receivers. The losses in those 32 liquidations are in-
cluded in the figures of this report. As in the case of other associations, there
were losses by savers in the associations which were liquidated which cannot be
accurately measured and are not included in this report. This refers to those
whose savings were frozen for many years in these liquidating associations
and wifo were forced to sacrifice their claims against liquidating associations
on the unlisted market. The total assets of these associations at the beginning
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of liquidation amounted to $58,800,000. The California law authorized the Corn.
missioner to estimate the value of claims in the liqtidlting associations and to
fix the value at which claims would be accepted on sales of real estate. This
value was always well under the ultimate recovery estimate. But this practice
did provide a market for those who had to have money, and a greater loss would
have resulted In each liquidation except for the cheap dollar used to purchase
much of the real estate.

oRiATER RESERVES tQUIRED

Approximately 85 percent of savings and loan association assets consist of
loans on real estate. These loans are now written for terms of from 15 to 25
years. The real estate cycle has Its ups and downs in long-term swings, ordi-
iiarily 15 to 20 years between the high and the low points. Therefore, savings
and loan associations, require greater bad-debt resreves than do banks, whose
loans in most cases run for 1 year or less.

In the next depression period the losses by savings and loan associations can
be expected to be larger than those shown in this report. Some of the response.
bilitity for this situation must be laid at the door of the Home Loan Bank Board,
in Washington, D.C. In recent years said Board has encouraged higher percent-
age loans and longer term loans by taking the following actions:

(1) Authorized 25-year loans on real estate. (The average loan made by
California associations during the period of this study was 11 years.)

(2) Authorized Federal associations to make loans equal to 90 percent of
the value of real estate. (During the period covered by this study, Cali-
fornia associations were permitted to make loans only on single-family
dwellings of up to 80 percent of the value of the property, otherwise only
tp to 70 percent of the value.)

(3) Authorized Federal associations to make unsecured loans in amounts
of not more than $3,500 each. (California associations have never been
permitted to make unsecured loans.)

State associations in some States have already been permitted to meet the
terms of loans being made by Federal associations. in other States, including
California, the pressure is on to permit State associations to make higher per-
centage and longer term loans.

It would seem that Inasmuch as property is now selling for prices which are
four or five times higher than the same property sold for during the period
covered by this study, there is much more room for greater losses to occur in the
next depression.

MroN 0. Snuw.
(Copied from hearings before the Ways and Means Committee, House of Repre-

sentatives, 87th Cong., 1st sess., on "Treasury Department Report on Taxation
of Mutual Savings Banks and Savings and Loan Associations," Aug. 9 and 10,
1061, pp. 350-352.)

The CHAnRMAN. Senator Long?
Senator Loxo. What percentage of your mortgages are insured?
Mr. BUBB. About 15 percent, Senator.
Senator LoNG. About 15 percent ?
Mr. BUBB. Yes, sir,
Senator Lowo. If you were not organized as a savings and loan, but

simply an individual or a private corporation making loans and col-
lectimg interest, when a loan had been made and then paid off, you
would pay your income tax at the time that the loan was repaid with
interest; would you not I

Mr. BUBB. Well, of course, if you are a private individual doing
business as a private individual you would pay your income tax on
the income as it is received; yes that is correct,

In other words, there is no law such as the act of 1951 to allow a
private individual to set up reserves for future losses on real estate
mortgages.

Senator Loxe. Yes.
Thanks very much.
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Mr. BusB. Yes, sir.
The CHAIRMIAN. Senator Curtis?
Senator Curis. I will try to be brief.
The testimony coming ii from all of the witnesses, both sides of

whatever controversy exists on the many sections of this bill, have
been helpful.

This is one bit of information that I need. What is a stock savings
and loan association and how does it operate?

Mr. BuBB. A stock savings and loan association, Senator Curtis,
operates basically like a mutual savings and loan. They both make
the same type of loans. We both take in savings from the people and
we loan it out on mortgage loans and they have the same chance of
risk that we have.

Senator Ctnrns. Now who owns a mutual savings and loan?
Mr. Bu13n. The shareholders own a mutual savings and loan.
Senator CURTIs. Who are the shareholders, the borrowers or the

savers.
Mr. BUBB. The shareholders are the savers.
Senator CnRs. The savers.
If the company would be liquidated it was they-
Mr. BuBB. That is correct, sir.
Senator CuRTis. Who own a stock saving and loan association?
Mr. BUBB. The stockholders would own a stock savings and loan;

that is the only difference. Their stock is put up as additional reserves
over and above reserves built'out of earnings.

Senator CURTIS. Are dividends paid to them?
Mr. BUzB. Well, some do and some don't.
Senator CurTs. There has been quite a growth of stock savings

and loans since-that is stock in the sense that is used-since the 1951
act; is that correct?

Mr. Buss. You mean in comparison with the growth of Federals
or do you mean there are more stock savings and loans?

Senator CumRrs. I don't mean the nttrnber. There are a number of
companies which have been formed.

1er. BUBB. Yes; that is correct, sir.
Senator CuRTS. Now, are they formed for the purpose of properly

managing a mutual or effectively or efficiently managing a mutual
operation or are they being formed for profit by the stockholders?

Mr. Bus. Well, let me just pUt i t this way: I happen to run a
mutUtal, but I see nothing wrong with a stock savings and loan be-
nause it is the American way of doing business.

Senator CumRis. I am not passing judgment on anybody's business
that they operate.

In order to get the full picture, when we have to come to a con-
clusion here in these tax matters, I am trying to find out how they
operate.

Mr. BtUnB. Yes, it is true. They operate the same as the mutual
except if there is a liquidation, of course the reserves that are left
over after lictfldation would go to the stockholders.

Senator G s. Well now, does Kansas have stock savings and
loans?

Mr. BuB. Yes, they do.

1408
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Senator CuRTs. Roughly, what portion of your savings and loans
are stock?

Mr. BuB. I would say the majority of the number are stock, but
not the majority of the assets.

Senator Ou ns. In Kansas, the majority. Those were created prior
to 1951?

Mr. BuDB. That is correct.
Senator Cmis. I am talking about the stock companies that have

come into being since the 1951 act. Have there been very many of
those in Kansas?

Mr. BuBB. No, sir.
Senator CuRTis. Where have they been located?
Mr. BTB. Well, I presume that most of them have been in Cali-

fornia.
Senator Cums. Do you know how they operate?
Mr. BUBB. Well, you mean-if you don't mind, define what you

mean. What do you mean by how they operate?
Senator CURTs. I want to know if they are run for the benefit of

the owners, that is, the stockholders, contrary to the mutual arrange-
ment of the ordinary savings and loan.

Mr. BusB. No, sir. I would say if they were they would not be
successful. They have got to be run for the benefit of the community
or they would not be successful. It is true that the owners may make
a profit out of them. f

Senator CuRns. Are any figures available as to what extent they
have been profitable for the stockholders operating under a definition
and under an actual law set up for a mutual operation?

Mr. Buss. I do not know of any figures, Senator, unless the Federal
Home Loan Bank has compiled some recently. They are all insured,
of course.

Senator CURTIS. In detailing further my question in the allocation
of earnings-whether it shall be dividends to savers which, after all,
is interest, or to owners of a company-who makes those decisions?

Mr. BURB. Well, the board of directors of the association.
Senator CuRmIs. The board of directors ?
Mr. BumB. Yes, sir.
Senator CURTIs. By whom are they elected I
Mr. Bun. Well, they are elected by the stockholders of a stock

association in some States. Some States require that the shareholders
elect so many directors. A number of States differ on that.

Senator CimTns. A number of States do not have stock associations.
Mr. BU3B. That is correct.
Senator Cunn'xs. Is there anyone on this panel who can give us en-

lightenment on the operation of stock savings and loansF
Mr. MoKENNA. Senator, I think we should recognize first there

are varying lines of distinction between the mutual and stock. The
lines are not definite, and there are stock associations in which the
stockholders have no more rights than the ordinary savings account
holder, and in most stock associations not only the savings account
holders but also the borrowers participate in the selection of manage-
ment anddirectors.

Senator CuRTIs. Are you making any distinction between the new
stock companies and those that existed prior to-1951?

1409
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Mr. MoKENNA.Well, there may be a distinction in percentages.
The laws are the same. So in order to comply with the definition of
the Internal Revenue Code, all of them allow the borrowers to par-
ticipate in the selection of management. .

I might point out, however, hat before there can be any distribu-
tion of dividends to a stockholder of these associations, a fuU corporate
tax must be paid. Nothing can be taken out of reserves. The taxes
have to be paid out of, in order to put it in undivided profits from
which it can be distributed to a stockholder.

Senator CuRis. I realize we are using some labels that may be a
bit confusing because the savings and loan association of many. years
ago always sold a stock membership to their members, did they not,
and sold a membership fee, and they became stockholders and that is
not followed.

Mr. M cKENNA. In many States it was stock, usually it was shares.
Ownership, of course has normally been-

Senator CURTis. The same as buying a membership.
Mr. MOKENNA. Yes.
Senator CuRTIs. That is not generally followed any more?
Mr. MdKENNA. It is followed but in a different way, Senator. This,

of course, gets back to our problem with the definition is tied to an
operation of 50 years ago. The operations which the Government
wants us to-66iduct now are different.

Senator CURTis. My information is that due to peculiar language
in the 1951 act that there has been quite an increase, particularly in
California, of stock savings and loans.

Is it true that some of the mutilal savings and loans have been wor-
ried ab0fit the activities of the stock companies, particularly in Cali-
fornia?

Mr. BUiB. Well, I suppose every savings and loan is worried about
its competitor, as in every other business. If we discuss the merits of
the worry then, perhaps, we can talk about more concrete concepts.

Senator Cvnnis. I am ot getting very muoh-information.
11b. BumBi. I would like to answer your questions, Senator, if I can

understand them a little more specifically.
I thifik basically we can say this: No profits can be taken out of a

stock association for the stockholders without the payment of a nor-
mal corporate income tax.

Senator CuimIs. I understand that.
Mr. BtUB. Now they compete with mutual associations. If there

are risks in their lendifng operations, those risks shildd be substan-
tially the same as those of mutuals, and presumably they need the
same reserve allocations.

Senator CuRTis. Well, how many stock savings and loans have been
created since 1951?

Mr. BtBB. I do not have the number.
Senator CtmTrs. And what size are they?
Mr. BtBB. I cannot answer. We do nothave those statistics, sir.
Mr. STRUtNK. I would say, Senator Curtis, that most of the existing

stock type savings and loan associations predate 1951.
Senator Cumrxs. I On talking about those since 1951.
Mr.#STtvK. I see. So it is a miftieity of the stock type institttiots.
Senator Curns. Are there some largoones among them?
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Mr. STwrn. Large new stock companiesI
Senator Curxs. By new I mean since 1951.
Mr. STRUNG. Yes.
Mr. MOKNNiA. Inevitably there would be some. I do not know.
Mr. STRux. I will say most of the large stock companies predate,

were organized prior to, I951.
Frankly, in our records we do not have the organization date and

all of this, so we are working strictly from memory here on this point.
Senator CurTIs. I may be pursuing a blind alley where there is no

information available, but I would like to know to what extent the
tax law, either one now or what may be written here, in general apply-
ing to a mutual operation, where all the assets, incluiing many of
these fine and new buildings that were built, and so on, belong to the
savers and to what extent, operating under that same tax law, there
is a stodk company where these assets and, at least some of the profits,
are not the property of the savers.

I would like to know to what extent that is a part of the industry.
It might be totally insignificant, I do not know.

Mr. STnUNK. The total assets of the stock-type savings and loan
associations are about 12 percent of the total.

Senator CuiTrs. About 12 percent?
Mr. STaUNx. Yes.
Senator Curxs. How do you define the assets of a savings and loanI
Mr. STunx. Cash and mortgage loans, and office building and total

assets.
Senator CurTIs. Total assets, not total assets less the demands of

savers?
Mr. STRUNK. No, sir. No, the left-hand side of the balance sheet is

what I am talking about and of the total assets of the savings and loan
business, roughly $80 billion currently, I say 12 percent of that is
probably represented by stock-type institutions.

Senator utrms. What kind of business organizations operate these
concerns that will take a sizable amount of money and serve as the
agents for the depositors in placing it in many savings and loan
associations?

Mr. BUiIB. Those are brokers, Senator, and the Federal Home Loan
Bank has passed a regulation recently saying that savings and loan
associations cannot have over 5 percent of their savings in money
generated by these brokers.

Senator Curtns. Now, are they just an ordinary broker or do
they-

Mr. Bunn. Just an ordinary stockbroker; yes, sir. Frankly, they
are a nuisance in my personal opinion.

Senator OuCTs. Understand I am not passing judgment on any of
these, but I am in the dark as to how some of these things operate.
You see an advertisement-or, first, let me ask what is the maximum
amount of insured savings that one individual can have in one
institution?

Mr. BUBB. $10,000 per account.
Senator CuiTrs. Per account. Now and then you will see adver.

tisements in fihaniil journals or otherwise where someone will accept
for savings and loan accounts so much greater than that, $100,000 or
more, and they will do the placing. How is that done?
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Mr. STR.UNK. Senator Curtis, this is a fairly specialized phase of
the securities business. These people operate essentially in Now York
and, to my knowledge, the are all legitimate operations. I think
they are members of the Nationa1 Association of Security Dealers,
andso forth, 'but they make it a business of seeking money for invest-
ment in savings and loan associations.

Each, as you say, each accottnt in att insured institution is limited
for insurance to $10,000, and somebody wants to invest $800,000,
wants to have it all insured, lie has got to spread that into 30 institu-
tions, you see, and for a commission paid by the savings and loan
association.

Senator CURTIS. Paid by the savings and loan association?
Mr. STRUNK. Paid by the savings and loan association, I think

generally 1 percent. This broker will distribute this man's money
into 30 institutions.

Senator CURTIS. Now, if the savings and loan association pays the
commission, and it is a nuisance, it seems peculiar.

Mr. STuNK. Senator, this is a nuisance to the institutions who
do not like this kind of business. Some of them do.

Senator CuRIs. I see, but it is a nuisance if you do not want to
pay the 1 percent.

Lr. STRUNK. Yes. [Laughter.]

Now, to go on a bit, the Federal Home Loan Bank Board felt a
few years ago that some institutions were getting an unduly large
percentage of their total savings from this source, and so the Board
passed a regulation which says-which provided-that a savings and
loan association cartiot receive any more money in this manner if
the total that it has exceeds 5 percent of its total savings.

So as a result of that requlttion the brokerage business essentially
began to disappar for a while.

Senator CURTIS. I am sorry that it takes so much time. I will
ask your counsel just one more question. Is there anything new in
the House bill in the way of definition or otherwise relating to stock
savings and loan associations?

Mr. MCKBNNA. Yes, there is, Senator.
Senator CuRnTis. What does it do?
Mr. MOKENNA. It does basically two things: first, it locks in all

of the profits which these associations have on which they have not
paid taxes.

Senator CurTIs. It locks them in where?
Mr. MclKENA. It locks them in so that they are the last of the

surplus on which these associations can draw. They must draw out
their reserves, pay their taxes on that first, before they can get down
to these pre-1951 accumfilations of undivided profits, the only un-
divided profits on whidh they have paid no taxes.

Senator CuRTs. Whose undivided profits Itre they, the savers' or
the owners'?

Mr. MCKENNA. It w6 ld depend on .the corporate structure of
the corporation. We would assume the type o organization, and
I assume that is what you mean, the type of stock organization in
whidh they would belong to the stockhflders. , •

Senator Cftrs. By looking it in, is that to the advantage of the
sav ers or to the stockholdbrs? .1
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Mr. MKENNA. I would say it is 'basically to the advantage of the
Government because it would mean that in order to get any money
out of those associations except out of current income or aftertax
money, that a tax would have to 'be paid. That is basically designed,
this provision, I would think-

Senator CU'RTs. By locking it they cannot distribute it.
Mr. MOKENTA. They cannot distribute it. As a practical matter,

they cannot distribute it at all. As a theoretical matte' they can only
do it after they got rid of all of their resrves and paid all their taxes
on their reserves.

Senator CuuRms. Now, how many savings and loan associations are
there in the United States?

Mr. BUBB. 6,200, Senator.
Senator CuRTIs. I realize my definition is going to be somewhat

loose and vague. How many of them are local savings and loan
associations with substantially all of the money of the savers are
located in that community and substantially all of their loans are made
in that community f

Mr. STUNK. May I hazard a guess on this, and it would be strictly
a guess f I would say of the 6 200 institutions, that 5,700 conform
to this broad concept that you are talking about. There are-the
larger institutions, many of them, do receive money from brokers,
you see, and this would be a large institution in the Midwest

Senator CUmTm. And many of them reach out beyond State lines
Mr. STRUNK. That is right. More and more of them are advertising

in the national magazines, and the Wall Street Journal to get out.
I would imagine that some of them do require mortgages. Sometimes
they may buy a FHA loan or they may buy participations in loans.
But whatever you mean by substantially, I would say that-

Senator CUrrm. I think I know of a few which maybe exist in a
county seat- substantially all of their savers reside in that county,
and the oiliy mortgage market that they seek is the one in that
particular locality. You say about 5,000 or 6,000 of them are that
wayf

Mr STRUNK. I would say about 80 percent, maybe 70 prcent-80
percent, I believe, at least, conform to this-

Senator Cunis. What did you say the total assets of all savings
and loans were?

Mr. BmB. $80 billion.
Senator CuRTIs. $80'billion total assets.
Now, this 80 percent, the small ones, how much of the assets do

they own ?
Mr. STRUNK. I do not know The small ones, by your definition of

a "county seat town," thisimeans a small institution, but many larger
institutions do not reach-out beyond their conMiflties for savings.

Senator CUlTxS. Well, I mean savings as well as mortgages.
Mr. STEUNK. Savings as well as mortgages.
Mr. BUBB. Senator, let me pointiout that a savings and loan associa-

tion cahliot reach out over 150 miles for mortgages unless they were
doing it prior to 1934 when this act came into effect, and at that time
they fled on that area with the Federal Home Loan Bank.
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Now, it is true that they can reach out for savin gs anywhere, but
they cannot reach out for mortgages out of the area in which the bank
approves them todo business m.

Senator CuRTs. Can a savings and loan in Illinois loan money in
California ?

Mr. Bum. No, sir. He can buy a participation under the present
law in a loan that is made by an association in California.

Senator Cutms. What is the difference?
Mr. BUBB. But lie cannot go out there and make the loan or orig-

inate it.
Senator CuRTIs. Well, he can invest in a mortgage.
Mr. BUB. He can buy a participation in it now under a recent

ruling by the Federal Home Loan Bank.
Senator CUms. And he can do that without having served in that

territory prior to 1934 and without any special permission ?
Mr. BtJBB. That is correct. That regulation was passed so that

you cotlld put money from stagnant areas into growing areas.
Senator Cuns. Please understand that I am not trying to harass

any witness.
You made the reference to the small savings and loan, and I am

thinking of some of those that, especially if the withholding tax goes
in, they do all of these things manually, and I would like to know
of the $80 billion assets of the savings and loan industry. What
is the best guess as to how much of that is owned by the local savings
and loan, substantially all of its savers living in that community,
substantially all of the mortgages, and including participation, be-
cause that is sending money out. I am not quarreling with your
function.

Mr. BUBB. Let us check out factbook here and see if we cannot give
you something on it.

Senator CuRw. Give me the best guess you have got, and I won't
take anymore time, and if you have to modify it all right.

Mr. STRUmK. Of the total assets, I would say it looks like 30 percent
of the total assets are held by institutions over $50 million m size
so 70-if I am adding quickly, correctly--70 percent are represented
by institutions under$50 million in size. p a r

Now, $50 million is still a fairly large institution.
Senator Ctnrrs. Have you got another breakdown I
Mr. STRUN. Yes. Of the Institutions under $10 million, 20 per-

celAt of the total assets, and 51 percent of the number-no, wait a
minute, 70 percent of the number.

Senator CuvRm. Of the savings and loans whose assets are less, are
$10 million or less?

Mr. SnmusK. $10 million.
Senator Cmeis. Do they constitute only 20 percent of the total

assets?
Mr. STmuwE. Right.
Senator BENNEwr. But 70 percent of the number.
Senator CUmTis. But 70 percent of the ntiuber of associations.
Mr. STUNX. Of the total, 71 percent are institutions.
Senator Cvms. Have $10 million or less assets ?
Mr. STux. That is correct.
Senator CysTms. And they have 10 percent of the total assets?
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Mr. STnvx. Twenty percent of the total assets.
Senator Cnis. Twenty percent of the total assets.
Mr. STRtUNK. This is as of the end of 1960, Senator.
Senator CunRs. I understand.
What I wanted to get was a general idea of what kind of institutions

you were talking about. That is all.
The CHAIRMAN. Senator Douglas has one more question. Senator

Gore?
Senator Gon. With respect to the percentage of losses, I have seen

statistics which indicate that the loss in the decade 1951-60 was ap-
proximately one-hundredth of 1 percent. What are your statistics?

Mr. BUBn. I do not think we have any statistics of anything like
that, Senator; but, of course, as I explained a minute ago, in that
decade there are bound not to have been any losses on account of the
inflation and shortage of houses.

Senator GORB. I understand that but I thought since this had been
discussed a good deal that we should show that the data the Treasury
Department has for 1951-60 indicate that the bad-debt losses of the
mutual savings banks averaged less than one-hundredth of 1 percent.

Mr. BEBB. That is of the mutual savings banks. I do not think
we have any figures for the savings and loan associations.

Senator GoRB. Do you have any figures for the savings and loan
associations?

Mr. BUIB. No, sir. The Federal Home Loan Bank Board probably
would have, but it woUld be small for that decade.

Senator Gou. Do you seri0isly contend that many times that
amount as a bad-debt reserve is a fair and reasonable set-aside to be
free of taxes?

Mr. BUBB. Well, the only thing we can base that on, Senator, is the
amount of reserves needed in the past depression, and the amott it of
reserves that we think we are going to need for cyclical losses and as
I pointed out in my testimony, we took tremendous losses in the ist
depression on making, 10-, 11-, and 12-year loans on 65 percent of the
value of the property.

Now the trend is to 80, 90 percent loans, 25 to 80 years, and I think
either the FHA or the VA would tell you now that a great amount
of foreclosures they are having are coming from the people who have
a small amount of money in the property.

They are perfectly willing to walk off and leave it where the person
who has a larger amount of money invested in the propey .is not.

Then when you take that property back now you are takin it back
on a falling market. Many States you have to write out a redemption
period-----

Senator Gon. You think there is a falling market now?
Mr. BuB. There certainly is in real estate at the present time; yes,

sir. I am not trying to forecast the future, but in a business like the
savings and loan business that makes long-term loans, it needs reserves
for cyclical losses.

Senator Gonm. You mentioned the FHA. Do you realize that the
PHA has such a reserve?

Mr. Btmn. Yes sir; and they need it.
Senator Goiw. bo you know what size it is?
Mr. Btmia. No, sir; I do not.
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Senator Go=s. Do you know what percentage it is based upon?
Mr. BunB. Well, of course, they charge one-half of 1 percent of the

mortgage to set that reserve up.
Senator Gom. For your information the FHA reserve is based upon

an assumption that a depression will begin tomorrow, and the esti-
mated reserve requirements amount to 2.7 percent.

Mr. Bunn. It is not enough.
Senator GOnE. You do not think it is?
Mr. BuBB. I do not think their reserves are enough; no, sir.
Senator GonE. Well, the reserves have certainly been adequate up

to now.
Mr. Bun. Yes, but they are just starting to take their losses. I

do not know how long this is going to run. Let us hope that it is not
going to run very long.

Mr. STRUNK. I might also point out in the FHA concept you have
a spreading of risks throughout the country, and the premium of a
good loan, the premium incomes from good loans in this city or this
State can offset a bad situation in another State, so you have this
universal spreading of risks.

In our institutions, each institution has to keep its own reserves for
its own loans in that community, and we do not have this sharing.

Senator GonB. Would you mind giving me the percentage of bad
debt losses which your institution has experienced from 1950 to 1960?

Mr. Bunn. No, sir. We will be very happy to supply it to you.
(See p. 1390.)

Mr. STn,NK. If we can secure the information.
Senator GORE. This business of supplying information for the rec-

ord-none of us has any time to go back and read it.
You run your institutions, and- do you know what your losses have

been?
Mr. Btinn. Yes, sir. I do not have any losses.
Senator GORE. Do you know of any building and loan associations

which have?
Mr. BuB. Yes I do.
Senator Gonn. have not heard of any.
Mr. BuB. We could name you some cities in the United States

where they are having serious losses now.
Senator Goniu. WilI you name them?
Mr. MoKEnNA. Senator, perhaps we can tell you something of the

situation and, perhaps, after the meeflg we will give you the names
of the cities.

Senator GonR.. Is there anything confidential about that?
Mr. MOKNNxA. Well, I think it would have a certain reaction.
Senator GoRE. Is there national security involved?
Mr. Burnn. It would have a very severe effect on the savings and

loans in those cities if it were to be published.
Mr. MoKENNA. We can state that in a medium-sized city in which

the amotunt of property sold under foreclosure ptibr to 1960 was ap-
proximately $1:9 million, that by the end of 1960 it was $13.7 million.

This is a serious situation. If the Senator wants these details we
will be very happy to furnish them, furnish details to 'him ns to thespefifckities.
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Senator Gonn. I do not wish to bring out any information that would
hurt anyone. I am just tryingto getat facs.

Mr. BunB. We certainly do not want to hide'any information from
you, Senator, or anyone else. But publicly, you knlw, if we say here
today the stress that some savings and loans are in certain cities in the
United States, it could cause a run on them, and it just would not be
the thing to do.

Senator GonE. As I understand it, you seriously do wish to contend,
or submit a plea, that the bad debt reserve should Le many times larger
than the actual experience for a decade, and even many times larger
than the FHA has set up?

Mr. BuBB. Yes sir.
Senator GoRE. how many times larger?
Mr. BJBB. We have felt all along, of course, that the 12 percent bad

debt reserve was the proper reserve come another depression. But, of
course, as you know, the law passed or the bill passed by the House of
Representatives says nothing about the percentage of the bad debt
reserve. It just allows you to put 60 percent of your in-come into that
bad debt reserve which we hope will be sufficient to allow us to con-
tinue to grow.

Senator Gom,,. I was laboring under the impression that Congress
should proceed to reduce the reserve. But you would not be agreeable
to that

-Mr. BUBB. Certainly not.
Mr. MoKENNA. Senator, I think the fact, that we have had no losses

in the 1950's merely exemplifies the type of exposure we have. It is
almost impossible to make a reasonably good loan at a time when the
real estate values are appreciating and lose on that loan and, con-
versely, it is very difficult not to suffer losses on your loans when you
have real etate depreciation which exceeds price appreciation.

I think it is as simple as that. This merely exemplifies we have
built into our portfolio losses. They are. there.

Senator BENETr. Will the Senator yield to me?
Senator GoRE. Yes.
Senator BENNETT. Before you came in, I questioned the witnesses,

and they indicated that in the 1950's their losses were about 1 percent
or less, and that they were going to--

Senator GOoE. I was here.
Senator BnNm'r. Were you ?
Senator Goun. I understood you to quote some gentleman who testi-

fied yesterday.
Senator BENNPTT. Yes, and I understood they agreed with me that

was an accurate or reasonable statement.
Senator Gon. Or less. I do not think it even approaches 1 percent.
Senator BENmNrE. That is right.
Senator Go . But I did hear the Senator.
Senator BiNowym. I did n6t realize that.
Senator Gomn. Yes.
As I understand it, sir, you represent or are connected with a stock

Oiany
Mi.. M11oKENNA. I am a practieig la wyer, and I am here by suffer-

ance of the league to help them. My individual clients are large fiu.
ttAls and stock complies, but I have no personal officership in any
associttion.

,. ;~''v. '-r
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Senator GonE. I was not impugning anything. I was trying to
elevate you.

Mr. MOICENNA. I should like to have such interests, but I do not
have any such oflicership.

Senator Goni. I was not really implying an interest. I understood
from your response to Senator Curtis and the deference to you by the
panol, that the operation of the stock companies was a field on which
you were qualified to speak.

Mr. MoIENNA. I would guess somebody thought there were some
legal factors in the question, and I am a lawyer, and I will assume,
too, also familiarity with their operations.

Senator GoRE. I thought Senator Curtis asked a question in a field
that requires explornition. I am not learned in this field in any respect,
but it strikes me that it is obtuse to permit a private stock company
to have full advantage of tax provisions which are designed, or were
designed primarily, for mutual concerns. Would you comment upon
that

Mr. MoKENNA. Well, first Senator, I would say this: our justifica-
tion for our reserves is that they are true bad debt reserves needed for
the attrition of capital represented in our annual interest payments.

Now, if that is true, then any business which has the same operations,
the same portfolio, needs them as much as any other business, if we as-
sume that.

In other words, there is no area of the country that I know of where
the stock companies are competing only among themselves and not
with mutuals. Every place I know of they must face the competition
of inutuals. Presumably they are doing the same type of operating,
and presumably they have the same or comparable losses built into
their portfolio.

Senator Gon. Then you think that our tax law should apply the
same way to mutuals and to stock companies?

Mr. MOKENNA. Basically. You have some differences in the statute
now. For example, the 3-percefit formula probably is not usable by
stock companies. I do not know, I have not explored that, and your
section F provides the difference. This point we do not want to forget
that these allocations to reserves are not sums which can be removed
for distribution to the stockholders without paying a tax. There can-
not be any distribution that I know of to a stock wilder of a savings
and loan without paying a normal corporate iftome tax.

Now, there can be, of course, under a differelit section of the law,
under section 591. The distribfitions to the shareholders, the savings
account hfolders, are deductible frbmgross income to determine taxable
income, but that is not true for ,distributtntis-

Senator Goimu. Are you saying a distriblitifn to stowkholders should
be made, and iffider the bill are"made, from that portion of the assets
on wh 0h taxes have been paid ?

Mr. IMcKiiNN,. I say they must be. There can be no distribution
to a stockholder excpt by the co6 porittion first paying its n-o1firl
income tax and then distribuiting the reainder to the stockholder.

Son'-tor Gone. You fmean there nTist be and can only be, according
to the terms of the law?
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Mr. MOICENNA. Yes; and this section is not before the committee,
by the way. We are talking now about section 591. The committee
is discussing section 593. ection 591 provides that distributions
to savings accounts holders, dividends to savings accounts holders,
are deductible by the corporation as expenses.

It also inferentially implies that such distributions to shockholders
are not deductible, and that is the effect of it.

So that when the stock associations are treated differently in this
massive respect that when there is a distribution to a savings account
holder it is deductible; when it is a distribution to a stockholder it is
not deductible.

Senator GonE. Well, even though there may be testimony on a par-
ticular section, it seems to me the entire subject is under consideration,
and it would appear to me, my tentative impression is, that it would
be inequitable and unfair to permit entirely private stock companies
in this field to take advantage of tax provisions that are designed
for and, indeed, intended to serve, only mutual concerns.

I think that the House bill may be faulty in that regard, and also it
is highly questionable to me whether that the distribution to stock-
holders comes only from that portion of the assets on which taxes have
been paid.

I think it might very well be that the distribution can come from
that portion on which taxes have not been paid and, therefore, when
distribution is made taxes would be paid. . w

Mr. MOKENNA. Well, if I may explain, Senator, if there is a dis-
tribution to a stockholder now it must, the corporation must, fist pay
the tax and then distribute the remainder. If there is any future
distribution, a liquidation, for example, so that there would be a dis-
tribution out of pretax reserves then at that time the amount of those
reserves must be taken into undivided profits, the full corporate tax-
pay, and only then the distribution made to the stockholder. There
is not any way of getting this money out for the stockholders without
pa ing first the normal corporate income tax. I believe that is true.

Senator Gonp.. I was, not making that point. It seems to me a larger
percentage of it should be subject to tax. That was the point I was
gettingat.

Now, as I understand it the House bill would require the payment
of approximately $200 million from your institutions; is that correct?

Mr. Btnn. That is correct.
Senator Goni. What were the net earnings of the industry in 1961?
Mr. Btn. Approximately $650 million.
Mr. STRUNK. Senator, $650 million was the amoufnt we put ito re-

-serves last year.
Senator (lotm. I am speaking of the net operating income.
Mr. Bfta. That is our net operating income. Our net operating

income
Senator Gont. That was about $6 billion, was it not?
Mr. Bvinn. Oh, no, no. You have got to pay your dividends out of

thWt.
Mr. STcaNK. We 6:ll it dividends, but to most people it is called

i terest payments to savers for the use of their nehy.
Sefiator GonE. I ath n6t talking about your distribittions'to your-

I am talking about your net operating inctoe.
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Mr. Buim. All right. After the distribution to savers our net op-
erating income was about $650 million.

Senator Go.. What was your distribution?
Mr. Bumi. Have you got that in the factbook?
Senator Gone,. You have to make a distribution out of your net;

operating ginmcn don't you ?
Mr. Bim. It depnds on whftt you call net operating income. No,

sir. The net op)erating income is what is left over after you pay your
expenses and your dividnds.Al[r.M CI(nNN. You see, Semi ftor, our d iv idlefds are actually treated
as interest, payintis by the fiffellelIl Thweliite CoCle iJ)dow sPeet ion 591 ,
and I think that is the point.

Senator Goirie. I see we are having difficulty using the same terms.
I am waiting for the figure.

Mr. Buoi. 1900, Senator Gore, we paid ott $2,183,492,000 in divi-
dends.

Senator Goun. I did not mderstand, I am sorry.
Mr. Bmm. In 1960 we paid out $2,183,492 000 in dividends.
In that same year we paid about $560 million we had left over as

net operating income which went into reserves.
Senator Goiu.. Mr. Chairman, I would like one of the staff members

for the committee, Mr. WIoodworth, to state the provision in the House
bill which we have been discussing. I thitik there is either some mis-
understanding on my part or on the part of the panel, if you would not
mind.

The CIAIRMAN. That will be done, without objection.
M[r. WooI)woitTii. There was a committee, amendment on the floor of

the House which provided that in the case of the stock companies the
first amoufits paid out are the earnings and profits on which the tax
has already been paid. When these amounts are paid out, the com-
pany pays no further' tax at the time of distribution and only when
these amounts are exhausted are distributions considered as coming out
of reserves on which tax has to be paid at the time of distribution.

I believe f'on the questioning that Senfitor Gore thought you did
not agree with that.

Mr. IcKF(ix,. I do not disagree with that. What I an saying is

I thou ht we were referring pfaIticlilarly in the question which was
They, the tax must first be paid, and for any amounts which are ac-
no taxes had been paid, and the distribution of those to stockholders.

Now, as to any amounts which are distributed'ottof current income.
They, the tax mnuft first be paid, and for any amoutns which are ac-
cuh flitted since 1951, either the taxes have been paid and they are
now iti undivided profits or the taxes mist be paid Nfore the amouffits
are distributedto stockholders.

Mr. WooDw0n'ni. The amounts on which tax are paid currently,
that is, the 40 percent, assuming this is the method which you use,
under the Hottse bill, can be paid out by the company without any
ftiNkthe, tax.

I think under the Hotse bill the issue is whether this should be
paid oitt first, or whether the first amount paid out should be the
a mott in the reserves on which no tax has as yet been paid.

Mr. MoKENqA. But after the normal 30, 52-percent tax has been
paid.
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Mr. Woowoury. In other words, after tax has been paid, on these
funds, tllese finds can be paid out in subsequient years without pay-
ment of any further tax.

Mr. MICrNNA. O11, yes. I did not imply that was a second type of
tax here.

Mr. Woopwowtoii. I think that was the misunderstanding.
Senator Gon.:. Thank you. I think that clarifies the situation.
Senator )oM1As. Mr. Chairman, may I ask a question?
T1he CIIAIRMAN. Senator D1otglas.
Senate' DoUo.AH. Mr. Bubb, in rereading your testimony, there

was a sentence which struck me. It, reads:
if a with.holding tnx I4 Impommd, savings andl loan namoelatlons will deposit

more than half a billion dollar of our withhtlld divliends eadll year In the
coininerell blliks, who will add It to their tax ard loan aecofift, the lhuge
hblnaneem of wllehi banks ue to generate corporate proll.t. They will pay
nothing to anybody for the 11.0 of outr savers' dlidolwil, as they pay nothing
now for the use, of the Governlfleflt'.4 oney in these necotlflf.,

Now, in my ignorance I thought that you would pay the taxes to the
Collector of IfIterntl jRevenue.

Mr. B tri. We do not; under present withholding tax law on sal-
aries, Senator 1)oiighs, and we presume that the Treasury wolild
handle this the same way.

We deposit the money in a bank as we collect it now, and the bank
holds it until the T'reasury draws on it.

Senator DOM IOAS. You' mean that out of each week's paychecks you
will withhold 20 percent.?

Mr. Bums. We withhold 20 percent and we have to deposit it in a
commercial bank, and the commercial bank-

Senator 1)ovrats. Not. to the Collector of Internal Revenue?
Mr. Bmm. No, sir; and the commercial bank holds that money until

the Government draws on it.
Senator DoutnAs. )o you know whether the Government gets any

interest on these deposits?
Mr. Burmi,. No, sir; they do not.
Senator DoroLrAs. When will the banks remit the money to the

(Collector of Internal Revenue?
Mr. Bvnnm. There is no definite time, the way I understand it. I

happen to be a director of a bank also, and I know in our bank the
Government makes a call on that money every now and then. It
draws it down as it needs it.

Senator Gon. You do not pay the 4 percent your bank does not
pay the 4 percent, which the Federal Reserve Bank has authorized?

Mr. Btmu. Not on that money; no. They pay nothing on it. We
pay 4 percent to other savers.

Mr. SnmviK. This goes in that tax and loan account and the money
goes in there, and the Government draws on it from time to time. In
the meantime the bank has the use of this money interest free.

Mr. Btiss. Unless you write it in this bill, that is different the way
it is now; we naturally assumed the Treasury would force us to put
this money in the same tax and loan accounts in which we put witth-
holding on wages and salaries at the present time.

Senator DOVGLs. Is it your contention that the commercial banks
can then invest this money in short-term securities?

Mr. Bm3B. They do.
82190"-2-pt. 4-16
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Senator DotOiAs. Current bills, notes, 90-day loans, and so forth?
Mr. BUBB. Yes, sir; they do now; yes, sir.
Senator DOUGLAS. And collect interest?
Mr. BUBB. Yes, sir.
Senator DouoLAs. Well, that is a very interesting thing. [Laugh-

ter.]
May I ask another question? I have been struck with the fact that

you have a considerable number of mutuals where the managers who
are, in effect, the moving forces within the mutuals, try to switch
the mutuals to a stock savings and loan association. I have been
puzzled as to what the motives are in the switches. I wonder if either
you or your counsel here could tell us about it.

Mr. BtrB. I presume one motive is personal gain.
Senator DOUGLAS. You mean the managers of the mutuals believe

they can make more money if they become stock companies than if
they remain mutuals?

Mr. BUBB. Well, that is the presumption that they work under, of
course.

Senator DOUGLAS. How is this done? How can they make more
money?

Mr. Buu3. Well, just recently, I might point out, Senator, the Fed-
eral Home Loan Batik Board has passed a new conversion regulation,
and if the terms of that regulation are followed, I doubt if very much
money would be made by the manager of a mutual.

For many years we in the industry have been trying to get such a
regulation put into effect, but there is a regulation in effect now that
I think will make all conversions-

Senator DOUGLAS. What was the profit before the regulation?
Mr. BuBn. There is not any profit uin ,ss they sell out.
Senator DOUGLAS. Well, yot tell me thd1; these conversions took place

because the managers believed that they could make more profits on
a stock basis rather than on a mutual basis. In what ways could
this have been done in the past?

Mr. BUBB. The only ways it could have been done would be if they
had sold their stock to some other company or individual or corpora-
tion or if they died they had an estate which they could pass on.

Senator DoGLAs. Whiht would happen to-the members of the asso-
ciation who became members upon deposit?

Mr. BUnn. Of course, for all practical purposes there was no dif-
ferent treatment to the members after they changed the capital stock
than when they were a mutual. The saver still had his account he
still had it insured, he still ot the same amount of dividends, anc in
some cases an increased divihend.

I think the only thing you have in mind, knowing you for your
fairness, sir, is the conversions that have token place without any
regjilttions, and I think with the new reguli.ion passed by the Fed-
eral Home Loan Bank Board, those things will all be cleared up.

Senator DOUGLAS. In what ways will the regulAtion by the Home
Loan Bank Board clear up this matter. What protections are there?
Mr. McKefna, do you want to answer that?

Mr. McKF xA:. Yes. This is really at. inteipretation of the act
the Congress passed a dozen years ago in which it said that any
conversi fl from niutnal to gtarat tee sfock miust be on a basis that is
fair and eqtfitble in the eyes of the insurance corporation.
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The new regulation takes in all contingent elements of value, includ-
ing even "going concern" value, in determining what the value of
that association is. So when it is sold, when it ceases to become a
mutual or becomes a guarantee stock or permanent stock, whoever buys
that stock presumably must pay what the stock is worth and, there-
fore, make no unconscionable profit.

Senator DOUGLAS. What about the goodwill features?
Mr. MK.XENNA. It is my understanding that it is to be considered

in dete mining the value from now on, by the insurance corporation.
Goodwill is one of the factors to determine whether or not the terms

of the conversion are fair and equitable. If that is true then there
should not be any possibility here of undonscionable profit.

Senator DoUOLts. I am informed by my assistant the regulations
do not require goodwill to be considered by merely that goodwill may
be considered. Is he correct on that?

Mr. MCKENNA. Well, I think we are merely interpreting the word.
The language or the regulation is-

Senator DotroLAs. Is it mandatory that goodwill should be tficen
into accountor merely optional ?

Mr. MOKCENA. If we are talking about the level of the Bank Board,
it is not mandatory that the Bain Board take it into account. But
it wonld be a fair assumption that the Bank Board is going o make
it mandatory for the ownership to take it into account because this is
the language used, and in passing upon any such plan the Board, that
is the Bank Board, may give consideration to any element of goodwill
value. So it is not mandatory on the Bank Board, but I should hope
it would be mandatory on the management if there really is a good-
will value.

Senator DOUOLAS. Would you favor tightening this up so that it
would be mandatory either upon the mutuals or upon the Board uider
any administrative regulations that would require it

M r. MeKiENNA. Senator, I would agree that nobody should make
any profits from changing a mutual into a stock company, and I think
that was the plain intent of Congress 12 years ago when it wrote the
words "fair and equitable" into the homeowner bank law.

Senator DOUoLAS. I always though it was.
Mr. MCKENNA. I think the bank has an obligation to see that

nobody makes an unconsdiotiable profit.
Senator DOUGLAS. Does Congress have the obligation?
Mr. MolKmNA. The Bank Roar is an agency of Congress.
Senator DOMAL S. I know, but sometimes it operates on its own.
Mr. MbCKEPNA. Then I certainly think if it is not taken into consid-

,eration that Cones should see tliht it is.
Mfr. STUNK. Irwould give an affirmative answer to your question,

just personally.
Senator DOUOLAS. That is very constructive; it is a very constructive

attitude. I want to coftnold you.
Mr. Bmip. Thank you, sir.
Senator BENNErr. Mr. Chairman, may I ask one brief question?
The CWAIWMAN. Senator Bennett.
Senator BENnwr. Are there in the various Stbtes levels of required

reserve levels set by the State authority?
Mr. htmn. Yes, sir.
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Senator BENNETT. Could you submit for this committee a table
showing the level of these required reserves?

Mr. BUBB. Yes, .i r.
Mr. STRmuNic. I happen to have it here somewhere.
Senator BENNEr'. This argument has turned on the question of

whether fie reserves are adequate or inadequate, whether or not they
are excessive, and I assume that yout would say that you had to meet
the required reserve levels of the State in which you operate-

Mr. BUBB. Well, all State chartered do; yes, sir. The Federals
have to meet the required reserves of the Federal Home Loan Bank
Board.

Senator BEN.Err. Will you submit also the required reserves of the
Federal Home Loan Bank Board?

Mr. BUBB. Yes, sir.
Senator BENNEtr. They are all in this statement?
Mr. BUBB. Yes, sir; they are all there.
(The document referred to follows:)

LEGAL RESERVE REQUIREMENTS FOR SAVINGS AND LOAN ASSOCIATIONS

(Prepared by legal department, U.S. Savings and Loan LJ*A-gue, June 16. 1901)

INSURED STA'rE AND FEDERAL ASSOCIATIONS

Federal insurawce reserve
Section 403(b) (12 U.S.C. 1726) requires, among other things, that insured

associations "will provide adequate reserves satisfactory to the Corporation,
to be established in accordance with regulations made by the Corporittlnn, before
paying dividends to its insured members; but such regulations shall require the
building tip of reserves to 5 per centum of all insure accounts withti a reasonlible
period, not exceeding twenty years, and shall prohibit the payment of divideids
from such reserves, or the payment of any dividends, if any losses are chargeable
to such reserves: Provided. That for any year dividends may be declared arid paid
when losses are chargeable to such reserves if the deelaratin of such dividends in
such case is approved by the Corporation."

Rules and regulations for insurance of accounts
12 CPR, see. 563.13: (a) [This portion of the regulation requires an tisured

association during its first 20 years of insurance to add annually to its Federal
insurance reserve an amotnt at least three-tenths of 1 percent of Its insured
amounts, meet annutll benlchmtarks, and to achieve at least 5 percent at the (slid
of the period. If benchmarks are not met, association must allocate 25 percetbt
of net income to such reserve. If 5 percent is not reached in 20 years, the Instttu-
ton becomes a supervisory case.] * * *

(e) [After the 20-year anniversary, an insured association shall, during each]
such fiscal year, credit from net income, or from surplus or undivided profits not
so earmarked, to its Federal insurance reserve account or to other reserve ac-
counts irrevocably estabighed for the sole plPIose of absorbing losses, an amottht
equal to at least 10 perent of its net income or the anlltilt by which the total of
such reserve accounts and of nonwithdrawable accounts (as defined in section
561.4 of these rules and regulations), undivided profits, surplus, and reserve
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for bad debts is, at the close of such fiscal year, less than 12 percent of all
insured accounts at the close of such fiscal year * * * If for any reason the
Federal insurance reserve account, together with any undivided profits ear-
marked pursuant to paragraph (b) of this section, of any insured institution
which has passed the 20th anniversary of the date of insurance of its ac-
counts and which has built up its Federal Insurance reserve account (including
undivided profits, if any, so earmarked) to an amount equal to at least 5 percent
of all insured accounts Is, at the closing of any fiscal year, less than an amoutt
equal to 5 percent of all Insured accounts at the beginnhg of such fiscal year,
such institution shall either (1) credit to its Federal insurance reserve account,
during such fiscal year, an amount equal to at least 25 percent of its net income, or
(2) credit to its Federal Insurance reserve account, during such fiscal year,
an amount at least equal to such part of such 25 percent as may be sufficient to
cause the amoUtit of such reserve account (including undivided profits, if any, so
earmarked) at the close of such fiscal year to equal at least 5 percent of all in-
sured accounts at the beginillng of such fiscal year and (if such fiscal year is
after that In which occurs the 20th anniversary of the date of insurance of its
accounts) credit, during such fiscal year, from net income, or from surplus or tn-
divided profits not so earmarked, to the Federal insurance reserve account or
to other reserve accounts irrevocably established for the sole purpose of absorb-
Ing losses, an amount equal to at least (i) the remainder of such 25 percent,
(ii) 10 percent of its net Income, or (iII) the amount by which the total of such
reserve account and of nonwithdrawable accounts (as defined in section 561.4 of
this subchapter), undivided profits, surplus, anid reserve for bad debts is, at the
close of such fiscal year, less than 12 percent of all insured accounts at the close
of such fiscal year."

FEDERAL ASSOCIATIONS

iThe Federal Home Loan Bank Board, under authority of 12 United States
Code 1464(a), is empowered to issue charters and regulate Federal savings and
loan associations. Part 544, section 1, setting out charter for associations, pro-
vides reserve requirements as follows (see. 10, charter K (Rev.)) :

"Reserves, surplus, and distributiOn of earnings. The association shall main-
tain general reserves for the sole purpose of meeting losses; such reserves shall
include the reserve required for insurance of accounts. Any losses may be
charged against general reserves. If and whenever the general reserves of the
association are not equal to at least 10 percent of its capital, It shall, as of June
30 and December 31 of each year, credit to such reserves an amount equivalent
to at least 5 percent of its net earnings for the 6 months period, or such amount
as may be required by the Federal Savings and Loan Insurance Corporation,
whichever is greater, until such reserves are equal to at least 10 percent of the
association's capital. As of June 30 and December 31 of each year, after pay-
ment or provision for payment of all expenses, credits to general reserves and
such credits to surplus as the board of directors may determine, the provision for
bonus on savings accounts as authorized by regulations made by the Federal
Home Loan Bank Board, the board of directors of the association shall cause
the remalfider of the net earnings of the association for the 6 months period to,
be distributed"promptly on its savings accounts, ratably, as declared by the board
of directors, to the withdrawal value thereof; in lieu of or in addition to such
net earnings, ahy of the association's surplus funds may be likewise distributed.
Such net earnings shall be credited to savings accoutfits or paid, as directed by
the owner. * * *"
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State associations

State Name bywhich loss reserve
is known

Alabama ............ General reserve ............

Alaska .............. General reserve ...............

Arizona ............. Contingent reserve ...........

Arkansas ............ Contlngent reserve fund.......

California ........... Loan reserve ..................

Colorado ............ Contingent reserve ............

Connecticut------...Fund for contingent losses ..

Delaware--------...Contingent fund ..........
Florida---------... IReserve for contingencies..

Georgia .............. General reserve ..............

Hawaii .............. General reserve ...............

Idaho--- -- ......... o provisions.............
Illinois ---------- I Contingent reserve.........

Indiana ............. I Fund for contingent losses.....

Statutory requirements

Before declaration of dividend, association must
each semiannual period transfer to reserve set up
for sole purpose of absorbing losses an amount
equal to 5 percent of not earnings until reserve
equals 10 percent of capital. Title 5, see. 223.

Before declaration of dividend, for solo purpose of
absorbing losses, an amount equal to 10 percent
of net earnings until the general reserve is equal
to at least 12 percent of the savings liability.
Senate bill 40, laws 1981, see. 18.

When total amount of reserve is less than 10 percent
of aggregate withdrawal value of a.sociation's
accounts, allocation to reserve must be not less
than 10 percent of profits being apportioned or
such lesser portion as will increase reserve to
required total amount. Title 6, oh. 3, sec. 6-441.

5 percent of net earnings set aside at each distribu
tion of profits until fund reaches 6 percent of
assets, fund to be used only In payment of losses
sustained. Title 67 see. 827.

Before declaring dividends, loan reserve of not less
han 6 percent of net profits accruing since last

apportionment shall be set aside each time to be
continued until the reserve amounts to at least
6 percent of the aggregate unpaid principal
amount of loans in force secured by real property.
Financial Code, sec. 6950.

5 percent of net earnings on semiannual closing
dates until reserve equals 10 percent of Invested
capital, l ss permanent stock; may be Increased
over the 10percent requirement with approval
of commissioner; reserve may he designated
Federal Insurance reserve to extent such reserve
required to be set up and maintained. Col.
Rev. Stats., sees. 122-2-17, 122-3-11.

At least 10 percent of net Income eath year until It
reaches at least 10 percent of the gross amount
Invested in mortgage loans and In real estate.
See. 2732d, Banking Law.

Apparently permissive. Title 5, see. 1914.
Froml gross profits, at least 4 percent annually

after the 2d year of operation against which re-
serve losses may be charged whether resulting
from depreciation or otherwise, until total
amount of funds equals 10 percent of assets.
Any excess of undivided profits, over 4 percent
after dividends declaration and deduction or
expenses shall be carried to reserve until 10 per-
cent reserve Is accumulated. Fla. Stats. Anni,
sec. 665.28.
oor sole purpose of absorbing losses. Before

declaration of dividend for semiannual period,
association shall transfer amount equal to 5 per-
cent of earnings (net) until general reserve Is
equal to 10 percent of capital. Regulation 6.

For sole purpose of absorbing losses, there shall be
transferred an amount not less than 5 percent
nor more than 20 percent of net earnings until
reserve Is equal to at least 10 peroeirt of aggregate
book value of outs ding withdrawable shares
and Investment cert icates. Federal insurance
reserve may be maintained in lieu of general
reserve. Revised Laws of Ilawaii, sec. 180-45.

tinben tta mo. suntil'o esrv istm le's tn03 per-

cent of a sgregat withdrawal value of assoia.
tion's ithdrawable capital accounts allocation
at time of appotionsfent of profits shall he not
less than 40 percent of profits or such lesser
portion as Is necessary to reach required AM6tlit.

Ch. 32 sec. 772.
ssociatfon must set aside from gross profits at
lenst-3 percent per year as sinking fund for con-
ti'ynt losses until total amount erf1als 10 per-
cent of total assets. Any losses incurred are to
be charged against such fund-any losses sus-
tained from Investments, whether resulting
froth depreciation or otherwise. (Federal insur-
once reserve transfers will effect compliance If
equal to 3 percent of gross profits'.) Title 18,
sec. 272.
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State assoiations--Continued

state Name by which loss reserve Statutory requirementsN- e is known S

Reserve for contingencies or
general reserve account.

Kansas .............. I General reserve ...............

Kentucky ........... Reserve fund ..................

Louisiana ........... Contingent loss account .......

Maine ............... Guaranty fund ................

Maryland ........... General reserve fund (code
passed but provisional upon
referendum now).

Massachusetts ....... Guaranty fund ................

Michigan ............ Legal reserve account .........

Minnesota ........... I Contingent or reserve fund....

Mississippi ..........
Missouri ............

Montana ............

Contingent fund or general
reserve.

Fund for contingent losses.....

Iowa ................ Semiannually before declaration of dividends, an
amount not less than 2 percent of earnings to re-
serve until It Is equal to at least 6 percent of total
amount paid In by members and credited to share
accounts-maintained for sole purpose of absorb-
ing losses Incurred by association and for no other
purpose. Iowa Code Ann. sec. 684.43.

Before declaration of dividend, association shall
transfer to general reserve for sole purpose of ab-
sorbing losses an amount equal to at least 8 per-
cent of net earnings until reserve Is equal to at
least 6 percent of liabilities and capital except
reserve stock or 0 percent of total b6ok value of
real estate owned, Judgments, loans In foreclosure
and real estate contracts on which there is an un-
paid balance In excess of 80 percent of sale price,
whichever is greater. Kan. Stats, see. 17-5409.

Association must set aside at least Ipercent of gross
profits as reserve fund to provide against con-
tingent losses, until total amount of fund equals
20 percent of assets. Director of Banking may
require other specific reserve in his discretion.
Rev. Stats. see. 289.260.

From net earnings, at least 3 percent as account for
payment of contingent losses until account
reaches 6 percent of outstanding Ioans and Im.
movable property (real estate). Al losses shaU
be charged to contingent loss account and not to
periodical operations. Rev. Stats. sec. 6.174.

Association must set aside sum at rate not less than
10 percent per year of net income until guaranty
fund amounts to 5 percent of withdrawable ac-
counts-funds to be kept constantly on hand as
security' against losses and contingencies. It
fund drops below required amount, association
must set aside from current income amount equal
to at least 0 of 1 percent of withdrawable accounts
until fund is restored to required amount. Fed-
eral Insurance reserve may be designated as
guaranty fund. Rev. Stats., ch. 59, sec. 167-Z-18.

To be used solely for purpose of absorbing losses-
grofitS to be allocated to fund as determined by

directors but, when total amount of reserve is less
than 6 percent of aggregate withdrawal value of
free share accounts, allocation must be not less.
than 10 percent of profits. Ann. Code, art. 23,soe. 16lEE.

6 percent of net profits must be transferred to fund
each distribution date until fuid Is at least equal
to 10 percent of assets of corporation purpose to.
meet losses In its business from depreciation dis-
posal or other change In Its assets. Genl. Laws
ch. 170, sec. 38.

For sole ptirpose of absorbing losses, an amount
must be transferred to reserve of not less than &
percent of earnings after payment of expenses
until reserve totals not less than 10 percent of'
savings account liability. Any portion of legal
reserve may serve as Federal Insurance reserve.
Mich. Laws 489.24.

Atleast 2 percent semiannually of net earnings until
fund equals at least 25 percent of accumulated
capital, or at least so percent of book value of all
real estate owned by it whichever is grea er.
For Insured association, SLIC reserve require-
ments to be substituted for this section proiIded
the reserve at least equals the amount required
above. In the case of an Insured association, the
reserve required by FSLIO may be counted When
computinI the State reserve requirements. (For-
losses on investments.) Sec. 51.24, Minn.
Statutes.

No statutory provisions.
At least 10 percent semiannually of net earnings

until fund equals 10 percent of total assets less
cash on'hand, FHLB stock, and certain bonds.
(Sole purpose of absorbing losses.) See. 369.210
Mo, Savings and Loan Statutes.

For serial or permanent associations, at least 6 per-
cent of net earning until fund reaches at least 6-
percent of book value of stock. For other associa-
tions, amount to be set by directors. (To pay
losses.) Rev. Stat. 1947, title 7-120.
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State as8oation8s-Conttitled

State Name bywhich loss reserve Statutory requirements
I s knownI

Nebraska ............ Reserve fund for contingent
losses.

Nevada ............. Reserve for lows ..............

New Hampshire ..... Guaranty fund ................

New Jersey ..........

New Mexico .........

General reserve account; also
may establish a bad debt
reserve account, and Federal
insurance reserve account.

Reserve fund for
against losses.

protection

New York --------- Surplus account ...............

North Carolina ...... Reserve fund ..................

North Dakota ....... Reserve fund ..................

Ohio ................ Reserve fund .................

Oklahoma ........... Reserve fund .................

Oregon .............. Contingent fund ..............

At least 5 percent of net earnings each year until
fund reaches at least 5 percent of total assets
exclusive of cash on hand. (For payment of
contingent losses.) Sec. 8-326.

Stock plus total of surplus undivided profits and
all reserves available for losses must equal 5 per-
cent of outstanding investment certificates. See.
073.273, Nov. Rev. Stats.

Not less than 5 percent of net profits until fund
amounts to not less than 5 nor more than 20
percent of total liabilities. (To be used to pay
losses). See. 393.20, N.I1. Rev. Stats.

At end of each accounting period, 10 percent of net
income less any amounts transferred for such
prilod to the bad debt reserve account and theFederal Insurance reserve account, must be
allocated to the general reserve account. May
be allocated from income, undivided profits or
other unapportioned profits. Further alloca-
tions optional after amount held in all reserve
accounts plus amount in the undivided profits
account, equals or exceeds an amount equal to
12 percent of the association's capital. (For
absorbing losses 17:12A-60 Rev, Stat.

2 percent at each dividend period of net earnings
until fund is accumulated of from 3 percent to 20
percent of total assets. (For protection against
losses) 48-15-12, New Mexico Stats.

If surplus does not equal 10 percent of capital and
50 percent of book value of real estate held by It,
lioth of net profits to be credited until the
greater of the above is reached. May allocate
freely to this account until it and undivided
profits reach 25 percent of capital, at which time
State Superintendent may direct payment of
dividends of any excess amount. (For losses on
investments or loans, whether from depreciation
or otherwise.) Ch. 2, Consolidated Laws, sees.
3S5 and 387.

Semiannual allocation of 10 percent of net earnings
until fund is at least 5 percent of outstanding
shares. Reserves required by FSLIC can be
counted in meeting the State requirement.
Reserve fund shall be available to pay all losses.
54-41.1 Gen. Stats.

At least 5 percent of net earnings each year until
fund reaches at least 5 percent of assets. (For
payment of all losses.) Title 7, see. 0111.

In permanent or perpetual associations, at least
5 percent of net earnings each year until fund
reaches at least 10 percent of total assets. (To
pay contingent losses.) See. 971 Ohio General
Code. (Also known as see. 1151A., building and
loan law.)

(Statute provides for building and loan board to
set rules.) Regulation: At least 5 percent of net
earnings at each dividend period until fund
amounts to 5 percent of total assets. (For pay-
ment of losses.) Title 18, sec. 315, Okla. Stats
Ann.

Mutuals: Not less than 5 percent of Interest income
during year until fund amounts to at least 5
percent of its paid-in capital up to $20,000,000
and 2%fi percent of paid.in capital in excess of
$20,000,000. When such fund equals this
required amount, then the association shall pay
into the contingent fund an amount equal to
10 percent of its net earnings each year.

Reserve fund associations: Fund shall consist of
amount paid on reserve fund stock plus such
portion of surplus and undivided profits as to
equal 5 percent of ist $20,000,000 of liabilities
and 2,* percent of liabilities in excessof $20,000,000.
When fund falls below this level, 15 percent of
net income must be allocated before dividends
until fund requirement is reached. When fund
reaches the required amount, annual allocation
of not lem,' than 10 percent of net earnings is
required. Associations subject to Federal insur-
ance requirements may include insurance reserve
requiremepts in computing the amount of the
contingent fund required by the State. Sec.
2.150. Oregon Laws.

11 . 1 '1 '1 1, ,-,. - -t , ," Y
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State as8oiation8s-Continued

State I Name by whi ch loss reserve Statutory requirementsis known

Pennsylvania ........ 3 general reserves permitted:
reserve for contingent losses;
reserve for bad debts; Fed.
eral Insurance reserve.

Rhode Island ........ Guarant fund for payment ofIbad debts.

South Carolina ......
South Dakota .......

.... ............................

Contingent fund or surplus
account.

Tennessee ........... Reserve or surplus account --

Texas -------------- Reserve fund ...............

Utah ................ Reserve account .............

Vermont ............ Reserve account ..............

Virginia ............. Reserve .......................

Washington ......... I Contingent fund ..............

West Virgpla ....... I Contingent reserve ............ I

Wisconsin ........... I Legal reserve ..................

Wyoming ........... Contingent fund ..............

General reserves must equal 8 percent of the par.
ticipating value of all outstanding shares, and the
aggregate general reserves and undivided profits
must equal at least 12 percent of such participa-
tion value. Whenever such requirements are not
met, annual allocation of 6 percent of net income
is required: provided, no profits shall be allocated
to reserve.q after they exceed 20 percent of assets
unless banking department approves. (To be
used solely for the purpose of absorbing losses.)
See. 620 Savings and Loan Act.

Not less than 2 percent annually of net profits until
fund equals at least 5 percent but not more than
15 percent of assets. See. 19-23-0, General Laws.

No statutory provisions.
At least 6 percent of semiannual net earnings until

fund equals at least 6 percent of share accounts.
(For sole pijrose of absorbing losses.) Soc.
7.0415 S. Dak. Code.

"Such sum(s) us board of directors may deem rea-
sonably necessary and Roperr." (To provide
against contingencies and for safe conduct of the
business.) See 3907 Tenn, Code (1060).

Not less than 6 percent of net profits semiannually
until fund amounts to at least 5 percent of capital
of association. (To meet losses arising from any
source.) Art. 881a-41 Rev. Civil Stat.

Mutuals: 5 percent of not profits semiannually
until aggregate reserves equal at least 10 percent
of its liability on outstanding stock.

Permanent capital: Same as above, except that In
computing 10 percent, value of permanent stock
to be Included. (Sole purpose of absorbing
losses.) See, 7-7-9, Utah Code.

5 percent of net earnings semiannually until reserve
equals 10 percent of its capital. (Sole purpose of
absorbing losses,) Sec. 8950.

Required allocation of 5 percent of annual net in-
come until reserve is at least 10 percent of total
resources, provided that whenever at end offlscal
yea" said reserve is less than 6 percent of the
association's share accounts at beginning of the
year, then an allocation oiUp tb 25 percent ofnot
income is retuilred to bring reserve up to the ro-
qured 5 percent of share amounts. Sec. 6-208.28Stats. Of Va.

Constitutes a reserve for absorption of losses;
semiannually association must credit to fund an
amount equal to 2 percent of amount by which
aggregate ofl loans and real estate contracts out.
standing at eid of 6-months period exceeds the
amount of such loans and contracts outstanding
at the beginning of such period or 1/20th of I per-
cent of total savings accounts at end of period,
whichever is greater, sum to be credited In no
event to be less than 5 percent of net earnings for
the period. Federal Insurance reserve may be
Incorporated into contingent fund. When aggre-
gate of contingent fund, undivided profits and
other reserves except those allocated for specific
losses exceeds 10 percent of savings accounts cred-
its to funds are not required. Revised code, see.
33.12.150.

At least 5 percent of net earnings since last dividend
date until reserve equals 10 percent of assets.
Reserve to be used only for purpose of making
good losses suffered on loans and expenses in-
curred in collections of loans which may not be
charged against or collected from borrower.
W. Va. Code, oh 31 art 6, sec. 25.

Used for payment of all losses. io of percent per
annum of total share and creditor liability trans-
ferred from not income to reserve until reserve
reaches 5 percent of share and creditor liability.
Legal reserve may be designated as Federal insur-
ance reserve. Legal reserve is mandatory to 6
percent, permissive but Irrevocable to 10 percent.
WIs. Stats., sec. 215.33.

At each periodical dlstibuton of profits, 5 percent
of net earnings must be credited to fund until it
is equal to at least 5 percent of amount credited to
members. Losses of association may be paid
therefrom. Wyo. Stats., see. 38-114.
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The CHAIRMAN. The committee will recess until 8 o'clock.
(Whereupon, at 12:10 p.m., the committee was recessed, to reconvene

at 3 p.m., the same day.)

AFrERNOON SESSION

The CHAIRMAN. The committee will come to order.
The first witness is Air. Oscar Kreutz of the National League of

Insured Savings Associations.
Senator CAPiuSON. Mr. Chairman, before Mr. Kreutz starts his testi-

mony, I would like to state that I regret that I was absent this morn-
ing when we had a witness before this committee, one of our
-outstanding citizens, a man who has been president of the United
States Savings & Loan League and very active in Kansas, and one
of our No. 1 citizens. I shall read his testimony, I assure you.

The CI AIRMAN. We certainly missed you, Senator.
You may proceed, sir.

STATEMENT OF OSCAR R. KREIUTZ, LEGISLATIVE CHAIRMAN, NA-
TIONAL LEAGUE OF INSURED SAVINGS ASSOCIATIONS; ACCOM-
PANIED BY BRYCE CURRY, GENERAL COUNSEL

Mr. KuEtrrz. Mr. Chairman and gentlemen, my name is Oscar R.
Kreutz. I am chairman of the board of First Federal Savings &
Loan Association of St. Petersburg. Afy appearance is for the Na-
tional Leagme of Insured Savings Associations as its legislation chair-
man and the Florida Savings & Loan League, of which I am president.

I have with me Mr. Bryce Curry, general counsel, of the National
League of Insured Savings Associations.

I want to thank this committee for this opportunity to appear.
We are concerned primarily with section 8 of tile act and the

amendments that have been oitered. In addition we find section 19,
establishing a withholding system, compounds the impact of sec-
tion 8 on our business and the objectives for which it is chartered.

TAX EQUALITY

In the name of so-called tax equality, designed for additional com-
petitive advantage commercial banks have attacked the existing tax
treatment of our business and tile revisions contained in section 8
of the bill. "Tax equality" is a slogan which conceals the basic facts
upon which sound tax policy must be based.

The slogan presupposes that commercial banks and savings and
loan association eaci receive and lend their funds on a comparable
basis, experience comparable risk, and enjoy comparable tax advan-
tages. What are the facts As of December 31, 1960, 68 percent of
the lendable funds of commercial banks were demand deposits
amotlftin to $1.55.4 billion on which the payment of interest is
prohibited.1  Savings and loan associfations, on the other hand, must
pay a return on every dollar obtained from the public.

11900 Annual Report, FDIC.
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Consequently, commercial banks invest substantially in U.S. Gov-
ermnent securities and are the largest corporate purchaser of tax-ex-
empt State and municipal securities. For example, in 1960 alone
commercial bank holdings of tax-exempt securities were almost $18
billion, on which they received a tax-free return of approximately
$500 million 2 These holdings of tax-exempt securities have increased
by approximately $4 billion since the close of 1960.8

At the end of last year, commercial banks held an additional $66.5
billion in U.S. Government securities which are subject to a spe-
cialized tax treatment not available to the ordinary corporate tax-
payer. In 1942, wartime legislation was enacted permitting financial
institutions to expense losses or take a capital ain on the exchange or
sale of Government securities. For all practical purposes, however,
this tax advantage is limited to commercial banks because of their
interest-free demand deposits.

In combination, these features, namely, (1) non-interest-bearing de-
mand deposits, (2) the power to create lendable funds, (3) special tax
treatment of security gains and losses, and (4) substantial invest-
ments in tax-exempt securities produce unparalleled opportunities
for commercial banks to create aftertax profits. This combination
of special advantages is unique to commercial banking and is un-
available to any other segment of the financial system.

For example, in 1960, after taking bad-debt reserve deductions and
after the payment of taxes, the net profits of commercial banks
amounted to 20 percent of their gross operating income.4 In the
same year the net earnings of savings and loan associations before
taxes and before allocations to loss reserves were only 15 percent of
gross operating income.5

This 15 percent was placed in loss reserves. These additions to loss
reserves are certainly not comparable to the after-tax profits of
commercial banks. Moreover, these reserves are iiot available for
anyone's profit. Under supervisory regulations they are irrevocably
frozen as loss reserves. If we assume, however, that these tax deduc-
tible allocations might be used for purposes other than losses, they are
subject first to full corporate taxes, either under existing law or the
billnow before the committee.

THE NEED FOR RESERVES

The "tax equality" slogan further assumes that allowable additions
to valuation reserves should be the same for a long-term portfolio as
for a predominantly short-term portfolio. It also assumes valuation
reserves should be the same for a portfolio coafifed almost exclusively
to long-term real estate loans as for a wide and varied portfolio with
maturities predominiantly under 1 year.

A TId.
8 .Estimate derived from Report of Call No. 55 and Call No. 56, FDIC and Federal Rcsetve

Statistical Release, Series 0-7.
4 1060 Annual Report, FDIC.
& 1060 Combined Financial Statements, members FHLB system, FHLBB.
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No evidence is presented to support either assumption. In fact, none
exists. Coinparative maturities and the degree of diversification have
important effects upon the probability of loss concentration of losses
and ability to absorb losses. The reasons are clear:

(1) The short-term lender can control both risk and rate of return
more readily. The short-term lender can call loans, adjust collateral
requirements, revise the maturities, the rate of return, and indeed the
amount of the loan.

(2) The short-term lender is in a better position to measure the
probabilities of loss because of the shorter maturity of the loan. It
is obviously easier to predict the probabilities of return of principal
for 90 days, 120 days, or even 12 months, than it is to predict the re-
turn of principal over 25 or 30 years.

(3) The short-term lender can increase sharply and within a com-
paratively short period the bad-debt reserve ratio to outstanding loans
because such lender can effect a prompt and substantial decline in the
outstanding loans against whUch the bad-debt reserves are accumu-
lated. A commercial bank, as a short-term lender, also has the
capacity to shift the cash flow resulting from such a reduction in loan
portfolio to the securities of Federal, State, and local governments.

(4) The short-term lender normally has collateral more easily ac-
quired and sold in satisfaction of the" obligation than the real estate
which is the security for a residential mortgage.

The following tible shows the major categories of tie portfolio of
insured commercial banks as of June 30, 1961, including the dollar
amounts and percentages for each major category.

(The table referred to follows:)

Loans and discounts of commercial bank, June 80, 1961

Total loans and discounts ...................................................
Less:

FHA residential loans ...................................................
34 VA residential loans ---------- _----.-------------------------------- I

Total portfolio eligible for bad debt reserves ..........................

TOTAL ELIGIBLE PORTFOLIO
Real estate loans:

Secured by farmland ....................................................
Secured by residential properties:

Y VA loans .........................................................
ot Insured or guaranteed by FHA or VA .........................

Secured by other properties ----------------------------------------- ...
Loans to domestic commercial and foreign banks -------- _---------------
Loans to other financial Institutions .........................................
Loans to brokers and dealers In securities ...................................
Other loans for purchasing securities . .............. . ..........
Loans to farmers directly guaranteed l)y the Commodity Credit Corpoition.
Other loans to farmers (excluding real estate loans) .........................
Commercial and Industrial loans (including open market paper) ...........
Other loans to individuals for personal expendiltures .................. .....

Passenger automobile Installment loans...-. ..................
Other retail consumer installment loans ---------------------------------
Residential repair and modernization loans ..........................
Other Installment loans for personal expenditures ..........-............
Single payment loans for personal expenditures ..........................

All other loans (including overdrafts)........................................

Tota

$120,886,248,000

5,810,843,000
1,363,234,000

113,703,171,000

1,716,215,000

1,363,150,000
12,049,289,000
7, 071,671,000
1,009,423,000
0,018,892,000
2,932,928,000
2,994.881,000

581,643,000
5,472,627,000

42,987,481,000
(27,395,241,000)

8,969,160,000
3,156,219,000
2,662,570,000
4,420, 26,000
8,187,266,000
3,109,845,000

113, 703,170,000

I Report of call No. 55 and call No. 50, Federal Deposit Insurance Corporation, p. 2.
S Total percentage rounded.

1.51

1.20
10.59
6.22

.89
5. 29
2.58
1.75
.81

4.81
37.80

(24.09)
7.89
2.77
2.34
3.89
7.20
2.73

1100.00
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Mr. Kit TZ. A mere glance at the major components of the loan
portfolio of insured commercial banks, as shown in this table, under-
scores the fact that the reserve formula permitted these institutions is
not applicable to tle portfolio of a savings and loan association. The
diversity of type of loan, of borrower, of collateral, and the maturity
schedule are so totally different from the single-purpose portfolio of
a savings and loan association as to make comparisons in the name
of so-called "tax equality" slogan irrelevant to the discussion.

Mortgage loans are not made on a 90- or 120-day basis; nor, on the
other hand, is credit extended to brokers or dealers in securities on a
26- or 30-year basis. There is no comparison between the risk in the
typical portfolio of a commercial bank and the mortgage portfolio
of any savings and loan a.sociation, and no similar bad-debt reserve
treatment and no slogan of so-called tax equality can make them com-
parable. Yet here again, this is precisely what the Treasury is still
proposing when the Secretary argues as he did in his formal statement
before this committee that the income subject to corporate tax in a
savings and loan should be the same as for a commerefial bank.

The losses on any given mortgage portfolio are concentrated in a
relatively few years. This conclusion is supported by the major
studies of losses experience on mortgage portfolios.,,

The reasons for this intense concentration of loss reside in the
peculiarities and characteristics of real estate. Failure to deduct a
portion of the interest income derived from a mortgage portfolio as
a needed valuation reserve therefor can only result in an overstate-
inent of income and the exposures of savings and loans to an under-
reserved position.

The need for such a valuation reserve for our institutions does not
depend upon the recurrence of another 1930. It is not necessary to
experience a price decline of 30 percent to produce losses in a mort-
gage portfolio today. As of December 31, 1961, 51/2 percent of all
loans held by savings and loan associations have been on the books for
less than 3 years and more than 37 percent are less than 2 years' old.'

Moreover, the average loan amount has more than doubled in the
past 10 years, and, indeed, has increased substantially more rapidly
than had the average pur'chase price. In 1950 the average loan made
by insured savings and loan associations to finance single-faniify
homes was 58.4 percent of the purchase price8

In 1961 it was almost 70 percent. Almost 43 percent of the loans
made by insured savings and loan associations in 1961 were for more
than 75 percent of the purchase price. Foreclosures in 1961 were
more than twice the nimnher in 1957. Mr. Chairman, I would like to
submit for the record the latest report. of the Federal Home Loan
Bank Board on "Nonfarm Real Estate Foreclosures" dated March
1962, if I may. The date is March 22, 1962.

The CHARUMV. Without objection the insertion will be made.
(The domiment referred to follows:)

*Dr, John Lintner, "Mutual Savings Banks in the Savings and Mortgage Market,"
Harvard University Press. Dr. Raymond Goldsmith, "A Study of Savingsin the United
States," Princeton University Press. "Studied of Mortgage Losses by M'ajor institutional
Leaders," of the National Bureau of Economic Research.

8 on data tabulated annually by the Division of Supervision, PHL13B.s Ibid.
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FEDERAL HOME LOAN BANK BOARD
WASHINGTON 25, D.O.

NONFARM IEAL ESTATE FOREwLOSURIE REPORT, YEAR 1061

For the year 1961, foreclosures on nonfarm real estate are estimated at
73,074 as compared with 51,853 such actions in 1900. Following a 7-year
gradual rise In the number of distress actions taken, a definite upswing
occurred starting about midyear 1900 and reaching the greatest intensity in the
first and second quarters of 1961, when rises of 5(0 percent over the previous
year were recorded. Despite these and successively smaller increases for the
remainder of 1901, the current level of distress actions Is still low when con-
sidered in light of the unprecedented level of total home mortgage debt and
financing activity during the past decade.

Estimated number of nonfarm foreclo8ure8

1st quarter 2d quarter 3d quarter 4th quarter Total

Year:
1935 ................................... 60,924 62,499 54,207 51,083 228,713
1940 .................................. .18,695 20,173 18, 746 17,942 75, 556
1945 ................................... 3,424 3,402 2.893 2, 987 12,706
19.50 ................................... 5,523 5,758 5,257 4, 099 21,537
1955 ............................. ----- 7,089 7,765 6,757 6,918 28,529
1959 ................................... 11,041 11,663 10,683 10,688 44,075
1960 ................................... 11,245 12,433 13,450 14,225 51.353
1961 ................................... 16,891 18,608 18,508 19,067 73,074

Percent change:
140-01 ............................... -10 - -1 +6 -3
190-- ................................ +0 +o +38 +34 +42

NoTE.-In the fourth quarter of last year nonfarm foreclosures numbered 10,007-34 percent above tha
same period in 190 and 6 percent above the closing quarter of 1040.

Source: Operating Analysis Division, March 1062.

Estimated nonfarm real estate foreclosure8, 1926-01

ANNUAL TOTALS

Year Number Year Number Year Number

1926 ................. 68,100 1936 ................. 185,439 1940 ................. 10,453
1927 ................. 91, 000 1937 ................ 151,366 1947 ............... 10,559
1928 ................. 116,000 1938 ................ 118,357 1048 ............... 13,052
1929 ................. 134,900 1939 ................. 100, 410 1949 .................. 17,635
1930 ................. 150,000 1940 ................. 75,550 1050 ................. 21,537
1931 ................. 193,800 1941 ............. 58, 559 1951 ................. 18,141
1932 ................. 248,700 1042 ............. 41,997 1952 ................. 18,135
1933 ................. 252,400 1943 ................. 25, 281 1953 -------------- 21,473
1934 ................. 230,350 1944 ............... 17,153 1954 ------------ 26,211
1935 ................. 228,713 1945 ............... 12, 706 1955 ............. 28,529

MONTHLY DATA

1956 107 1958 1959 1060 1961

Total ................... 30,9063 34,204 42,367 44,076 81,353 73,074

January ................ . 2,288 2,771 3,276 3,801 3,630 5,523
February .............--- 2,238 ,473 2,929 3,307 3,470 5,096
March ....................... 2,615 2,921 3,477 ,038 4,145 6,272
April ......................... -- 2,:472 2,983 3,661. 3,841 3,918 6,942
M ay.......................... 2,559 2,894 3,507 3,876 4;001 6,090June .......................... 2, 765 2745 ,630 14, 7mue------------276.,4 3,603 3,946 4,514 6,676
July ......................... 2,648 2,830 8,774 3,768 4,280 5,946
August ....................... 2,618 2,862 3, 518 3,494 4,347 6,348
September .................... 2,802 2,070 8,820 8,421 4,814 6,214
October ...................... 2, 762 8,018 3, 881 8,6 4,812 6,352
November .................... 2,737 2;852 8,339 3,378 4,740 6,64
December .................... 2,669 2,877 3,522 3,727 4973 6,151

NOT] .- Estmnates of number of foreclosures In the United States (exept Alaska and Hawaii) I all non-
farm areas are based on'data reported from approximately 1,700 unties, cities, townships, or other govern-
ment divisions, and measure the number of properties acquired through foreclosure proceedings. Reporting
areas include approximately three-fifths of all nonfarm one- to four-amily dwelling units. Voluntary deeds.
of sale in ieu of foreclosure are not included, nor are defaults on real estate contracts.

Ii
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Mr. KREuTz. There is neither time nor necessity to detail for this
committee the importance of housing to social stability moderation of
economic fluctuations, and sound economic growth. Everywhere in
the world today housing is a major concern of governments. There
are obviously many elements required for a strong, sustained volume
of residential construction and private homeownership. One of the
most important of these elements is a private financial system, the
lendable funds of which are confined to the credit needs of the housing
sector of the economy. Savings and loan associations alone among
all the various parts of this Nation's financial structure are exclusively
confined to the credit needs of the housing section. In this they are
unlike any of the other financial intermediaries and particularly un-
like the commercial banking system.

We are special purpose institutions. In fact, we were so created
by the Congress. Had we not been created to mobilize private sav-
ings and to channel those savings to fulfill the housing needs of this
country, the pressure on the Federal budget would have been gigantic.
Even with the savings and loan business lending $12 to $15 billion a
year, there have been substantial commitments of FeddrMdl funds to
meet certain specified areas of housing need. If there had not been
a savings and loan business, how much greater would the commitment
of Federal funds have had to be.

The savings and loan business today is currently supplying over 60
percent of tNe net increase in one- to four-family home mortgage
debt.

This is not the record of a single economic year. It is the result
of a continuous record of performance. During this same period, the
commercial banks have failed to extend credit in anything approach-
ing this volume or anything comparable to the terms required by the
home mortgage market.

The very capacity of the commercial banking system of this Nation
to invest in a wide variety of types of loans and securities has resulted
in these commercial banks following the marketplace in the alloca-
tion of their lendable funds. In 1960, for example, the last year for
which complete data is available, the commercial banking system
actually decreased its total residential mortgage holdings by approxi-
mately $57 million, despite an increase in savings and time deposits of
$5.8 billion, and an increase in net aftertax profits in excess of $0.5
billion."'

In this same year, the savings and loan associations had a net in-
crease of savings of $7.4 billion and invested $7 billion of that increase
in the home mortgage market.',

The commercial banks' campaign under the slogan of "tax equality"
has as its principal objective a massive diversion of savings to the coin-
mercial banking system. They know that changes in the relationship
between interest rates paid on savings by commercial banks and sav-
ings and loan associations result in dramatic shifts in the flow of
savings. They know and have frankly admitted that the imposition
of additional corporate taxes on our institutions is going to narrow

9 "1960 Source Book," FHLBB
101960 Annual Report, FDIC.
it "1961 Source Book, FfL4 BB," and "1961 Savings and :rome Financing Chart Book,

No. 6." 0
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the differential paid savers. Indeed, this is the principal thrust of
their position.

Last year the Treasury asked the Housing and Home Finance
Agency to comment on this differential and its relationship to the
level of homebuilding and interest rates. Dr. H. B. Schecter, an
economist for the Agency, presented a scholarly and objective analysis
of the problem. His conclusion was:

The most significant evidence with regard to the effect of a reduction in the
Interest rate paid by mutual thrift associations relative to that paid by com-
mercial savings banks Is the 1957 experience, when there was a significant change
in the spread between the commercial banks' and the mutual thrift institutions'
Interest rates, the 1957 experience suggests that a reduction of one-fourth of
1 percentage point in the interest rate paid on savings by mutual thrift associa-
tions, without a reduction in the commercial bank interest rates paid on savings,
could result In a shift of the more than one-fifth of the net savings Inflow from
the mutual thrift institutions into the commercial banks. The amount would
be about $3 billion, equal to about 25 to 30 percent of current annual net mortgage
requirements.

Furthermore, based on past experience, such a shift would tend to make for
a tight mortgage market and a reduced level of homebuilding. Since the avail-
able data Indicate a positive relationship between changes in the proporton of
institutional savings going into the mutual thrift associations and changes in the
level of new homebuilding.

The action of the Federal Reserve Board earlier this year had the
effect of increasing the interest rate on savings deposits and has al-
ready narrowed or eliminated the rate differential. This tax bill may
wipe out the spread completely. This is the commercial bankers'
stated objective. This may seem to them to be a legitimate competi-
tive objective, despite their own unique and substantial tax advan-
tages. We suggest, however, that tax policy must be based upon
broader foundation.

Section 19 of the House bill establishes a withholding system on
interest and dividends. This proposal obviously complicates the posi-
tion of the thrift institutions even more in the years that are ahead.
Aside from the burden of bookkeeping, the costs of which must be
borne by us, 90 percent of the total return paid to savers in our institu-
tions are credited to the accounts of those savers rather than disbursed
to them in cash payments. This is a substantial amount of money.
Crediting of interest or dividends on savings accounts in our institu-
tions represents an increase in our lendable funds each year by more
than $2.7 billion.

We have diligently worked in cooperation with the U.S. Treasury,
urging our savers to report fully such income. Normally, the individ-
ua savings account taxpayer, paying taxes on such interest or divi-
dends, prudently does not touch his savings funds to pay those taxes.
He retains the earnings as an addition to his savings account and meets
his taxpayments out of other funds.

The imposition of withholding, therefore, in practical effect, will
cut the dolar volume of retained earnings by the proposed 20-percent
rate. It will require our institutions to do that which the individual
saver does not do, namely, withdraw the funds from our institutions
and consequently the home mortgage market. This will obviously
reduce our lendable funds by approximately one-half billion dollars
a year. Parenthetically, we wonder if we are going to be required
to deposit those futifds in the tax and loan accounts of commercial
banks, which, as the members of this committee well know, is not
without substantial advantage to the commercial banking system.

S2lOO-.e-Pt, 4--17
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The spokesmnien for commercial banks h ave repleatedlV asserted ill
recent mIonths that they are ready, anxiousand1willing to meet le
cre(lit, demands of A nerican families for homeownership. They have
repeatedly stated that, regardless of the record of their business over
several decades in this area of national need, things are going to be
different in the f future. They have had tlie ol)pO iniuty in the past
1nonhs. The Federal reserve Board has granted them permission
to increase the return paid to savers; aud as a system, they have
taken advantage of that opportunity. Since the increases were made
on oJanuajr 1 of this year, ihe commercial banking system has been
receiving the bulk of ile private savings of the country. Yet, what
have they done with those savings in terms of investments -[as there
been a rapid and massive upsurge in commercial )anlks" investment
in residential mortgages? Have they followed their promises of per-
forinance with performance?

Federal Reserve reports of weekly reporting member banks in lead-
ing cities show that trom vearend 1961 through Marchi 28, 1962) these
banks have committed oi~ly $200 million to all types of mortgages,
residential, industrial, and Commercial, a figure whieh represents only
5.8 percent of the $8.6 billion increase in time and savings deposits' 2

In the same period they have increased heir purchase of tax-exempt
securities of State and municipalities about $1 billions.1:

It is not our position that purchase by the commercial banking sys-
tent. of tax-exeml)t securities is improper. Such purchases are a
natural investment response by a commercial banking system to an
increase in savings flow. If the commercial bankei.s) are successful
in their program of so-called tax equality between totally dissimilar
inestmeint and after-tax profit possibilities, they will succeed in di-
verting at least $3 billion out of savings and loan associations into
commercial banks. The bulk of the savings so diverted will not find
its way back into the home mortgage business. The removal of a
substaiItial portion of this $3 billion from the home mortgage credit
needs of the average Americani family can only result in one thing:
substantial increases in the rates of interest paid by the average Amer-
ican family to acquire the average Americai home. This process can
only result in renewed and intense pressure upon the limited resources
of the Federal Government to aid home construction directly.

A. PERIOD OF ADJUSTMENT TO INCREASED TAXATION

The savings and loan business does not oppose corporate taxes on
corporate net income. The debate has rather centered omi the issue of
whether allocations to loss reserves by savings and loan associations
were in fact corporate net income. Our basic position has always
been that a part of each interest payment received on each loan is
not net income but must be set aside to cover reasonably anticipated
losses.

However, the Ways and Means Committee l)roposed and the House
of Representatives passed a tax bill containing certain specific provi-
sions respecting allocations to loss reserves by our institutions. We
have diligently and objectively sought to apply the provisions of

1 Federal Reserve statistical releases, series H.4.2.
13 Estimate, derived from Ibid.
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section 8 to savings and loan associations. The impact 4 the House
proposals will be severe and immediate on all institutions, but the
extent of the impact will vary widely from one institution to another.
Our type of financial institution, almost all of whose assets are com-
jnitted to long-term real estate loans, does not possess the inherent
ability or capacity to ad just promptly to such a drastic increase in its
cost of operations. All associations, beginning in 1963 under the
provisions of the House bill, would face substantial increases in costs.
Their ability to pay a competitive return on savings would be cor-
respondingly reduced which in turn would markedly reduce the flow
of savings into the home mortgage lending field.

In many instances, the impact of the provisions of the House bill
would be extremely severe. Approximately 10 percent of our asso-
ciations would be compelled to reduce the return paid to their savers
below the rate currently paid by most commercial banks. Certainly
a single-purpose financial institution possessing none of the specialized
economic and tax privileges available to commercial banking, would
be unable to compete under such circumstances with the total range
of services offered by commercial banks. Indeed, conversion of these
thrift institutions to commercial banks might be a most appealing
prospect.

It is for these reasons that we most respectfully urge this committee
to give serious consideration to increasing the allowable deduction of
60 percent of income in the House bill to 75 percent or at the very least,
to provide a 3- or 4-year transition period in which we can adjust our
operations to the impact of the proposed taxation.

B. DEFINITIO. O1 SAVINGS AND LOAN ASSOCIATIONS

By section 5 of the Rome Owners' Loan Act of 1933, Congress
authorized the establishment of Federal savings and loan associations
and provided for their regulation and control. The following year
it enacted the National Housing Act. Title IV of that act created
the Federal Savings and Loan Insurance Corporation and authorized
it to insure the accounts of all federally chartered associations and
tll State-chartered associations which meet the exacting standards
established by the act.

Federal associations are under the exclusive supervision of the Fed-
eral Home Loan Bank Board and State-chartered insured associa-
tions are subject to examination and supervision in cooperation with
State authorities. We think, therefore, that these insured institu-
tions should be included within the class of taxpayers to which sec-
tion 593 applies without further limitations such as those contained
in this bill. Such is the case with other institutions to which the sec-
tion applies.

There i's a long history of governmental concern for financial insti-
tutions. They recipe certain special benefits and are subject to cer-
tain special restraints. In our Nation we have a wide variety of types
of financial institutions needing different and specialized credit ro-
quirements. Each of these classes of institution performs a valued
and important service. Each, however, is different and functions in
a manner unique to itself. Those who would obscure or elimbiate
these differences for the sake of competitive advantage in a particular
narrow aspect of their operations do not serve the interest of the
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financial community or of the wider community which these institu-
tions are created to serve.

We have no quarrel with the commercial banking system. We feel
this Nation is well served by it. Our position basically is that we are
different. We do not possess its advantages. We do not serve the
same primary needs wich it was created to serve. We rest our case
on the kind of business we do, the risks inherent in that business, and
the limitations which are imposed upon us.

Thank you.
The CHA RMAN. You state that at the end of last year-

Commercial banks held an additional $06.5 billion in U.S. Government securities
which are subject to a specialized tax treatment not available to the ordinary
corporate taxpayer.

Would you explain that, please?
Mr. KREUTZ. Yes; sir; I would be glad to try.
The tax treatment is that these institutions can expense their losses

on these securities when they are sold at a loss, and pay a capital gains
tax on the profits when there are profits, and that represents a very
substantial advantage to the commercial banking system.

The CHAIRMAN. Doesn't the ordinary person pay a capital gains
tax on a profit?
Mr. KREUTZ. I think not, sir-an ordinary individual?
The CHAIRMAN. Yes, sir. They pay if there is a profit involved

when they sell?
Mr. KuTz. Yes sir; financial institutions do.
The CHAMAN. They pay a capital gains tax.
Mr. IREtUTZ. Yes sir.
The CHAIRMAN. It is not exactly clear to me the difference here.

Can you repeat it? What is the difference between the taxation of
the banks, as you have stated, that they are subject to specialized tax
treatment not available to the ordinary corporate taxpayer?

Mr. KE .UTZ. Yes, sir. The ordinary corporate taxpayer does not
have that advantage, sir; a commercial bank does.

The CHAIURAN. Repeat it over again.
Mr. ICRuuTz. I say the ordinary corporate taxpayer does not have

that advantage.
The CHAMAN. What advantage?
Mr. KmuTz. Of paying a capital gains tax at a 25-percent rate on

the profit realized from tie sale of a security and of expensing any
loss which may be experienced on the other hand in the sale of the
security.

The CHAMAN. Expensing a loss?
Mr. KEuTz. Yes sir.
The CHAnMAr. By the sale of securities?
Mr. KnuuTz. Yes, sir.
The CHAMMAN. Of course, you can have a capital gains tax, any-

body can have that tax, if they have a profit, can they not?
Mr. IREUTZ. Yes sir; but only-
The CHARMAN. hen you say the banks, if they have a loss on the

sale of securities can put that in ordinary income, is that what it is?
Mr. KREuTz. They charge that as an expense against ordinary in-

com6; yes, sir; and that is a distinct advantage to them 'because the
effect of it is that they can sell a security at aloss, let us say.
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The CHAntMAN. The staff says the savings and loan could get the
same tax treatment.

Mr. KitmTz. Yes, sir; we can; but we 'do not deal in Government
securities ike commercial banks do. We do not trade in securities.
We are required by the statute to maintain a certain amount of
liquidity. The Federal Home Loan Bank Act says from 4 to 8 per-
cent and the Federal Home Loan Bank Board relations fixed that
at 7 percent, and so we have to take part of the receipts from our savers
and put them into Government bonds. That is the only thing we can
put it into other than cash under our statute, and we have put it in
there and we leave it there mostly. We do not have the advantage of
having large amounts of demand deposits on which we pay no interest,
and it is with that kind of deposits that the banks are aible to obtain a
very distinct advantage.

As a matter of fact, Mr. Chairman, we would not object at all, and
1 can make this statement based on the fact that we do not use the
device to any appreciable extent, and we would not object if that
feature were eliminated so that neither the commercial -banks or the
savings and loans were given that privilege.

The CHAIRMAN. I would like the staff to make a statement as to
whether there is any difference in the treatment between savings and
loans and the banks with respect to Government securities. Is there
any difference in the treatment between the savings and loans and the
banks?

Mr. STAm. I do not think there is in the tax law. In the tax law I
mean, this provision you were talking about, would apply to both. If
you say the savings and loans do not deal in those securities, they
could, and so the tax law applies equally to both.

Mr. KRurz. Yes, sir; I agree with that.
The CHAIRMAN. Well, the impression you gave-
Mr. Kxuwrz. But we are not in a position to take advantage of it.
The CHAIRMAN. The impression you gave was it is subject to a

specialized tax treatment not available to the ordinary corporate tax-
payer. That is not correct, is it?

Mr. KpxuTz. The corporate taxpayer would not expense the loss
and take a capital gain.

The CHAramAN. Is this statement that the witness made--I have no
doubt he thought it was correct--but is it correct I

Mr. STA. Well, the banks and the savings and loan groups both
get this treatment, and that particular treatment is not available to
the ordinary corporate taxpayer, but it is available--I am talking
about as a matter of law here it is available--to both the savings and
loan and the banks.

Mr. Knmluz. Yes sir; and that is what I was trying to say, exactly.
The CHAIRMAN. ,_enantor Carlson.
Senator CAnIsoN. Well, Mr. Kreutz, as I understand your testi-

mony or your statement here today, you are not opposing additional
taxes on the savings and loans. You do make some suggested amend-
ments to the House provisions.

Mr. KRn '. Let me say we are resigned to the inevitable, Senator.
Senator CAnLsoN. I noticed that one of the features you mentioned

was a transition period of 3 or 4 years.
Mr. Kw . Yes, sir.
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Senator OAnLSON. Do you think the period in the present House bill
is too short?

Mr. KREUTZ. There is no transition period in the present House bill
except that it would be effective the 1st of January 1963; and we
know a very large number of institutions would b Pry hard hit by
the sudden impact of this on the 1963 operations.

Therefore, we do urgently recommend that t] be a transition
period to help them get their houses in order, anu ,a a little better
prepared to meet the shock of this thing.

Senator CAULSOw. That is all, Mr. Chairman.
The CHA RMAN. I understand that the House bill contains a pro-

vision which would repeal the exemption from excise taxes on trans-
portation and communications that have been available to federally
chartered savings and loan associations. I understand, however,
there are still other excise taxes from which all building and loan
associations are exempt, namely the documentary stamps imposed
on the issuance of the transfer of stocks and bonds by section 403(1)
(f) (7), and on conveyances of real estate; is this true?

Mr. CURRY. Senator, I believe there is a section in the code with
respect to stock transfers. I might say this. We have no objection
to removing the exemption on stock transfers.

Mr. Kiwmrz. I was not aware the exemption existed.
Tiw CIATRMAN. The information came from the staff. Thank you.

Are there any further questions? If not, thank you very much: sir.
Mr. KREUTZ. Thank you.
The CIAIR-MTAAN. I appreciate your testimony.
Mr. KRETTZ. Thank you, sir.
The CTuAirAN. Our next witness is Alfred S. Mills of the National

Association of Mutual Savings Banks. Mr. Mills, take a seat, sir.

STATEMENT OF ALFRED S. MILLS, TREASURER, NATIONAL AS-
SOCIATION OF MUTUAL SAVINGS BANKS; ACCOMPANIED BY
GROVER ENSLEY, EXECUTIVE VICE PRESIDENT; AND TOHN T.
SAPIENZA, TAX CONSULTANT

Nr. lllmus. Mr. Chairman and niembers of the committee. my name
is Alfred S. Mills, and I am president of the Bank for Savings in
New York City, and treasurer of the National Association of Mutual
SavinIg Banks.

I appear on behalf of the Association of .utual Savings Banks
with respect to section 8 of the proposed Revenue Act of 1962. Our
annotmced witness, Edward P. Clark, whose name is shown on the
prepared statement before you, was taken ill during the night., and I
am making the presentation for him.

I have with me Dr. Grover Ensley, exectftive vice president of the
national association, and John T. Sapienza, tax consultant of the
nfttional association.

The National Association of Mutual Savings Banks represents sub-
stantiallv all of the country's mutual savings banks, more than 500 in
number located in 18 States, holding about. $39 billion in savings
deposits in 23 million accounts.

In brief, our position is that the present lnw taxing mutual savings
banks is fair in the light of their long history of service to the small
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saver and the homeowner. These institutions pass on all earnings
to depositors except necessary reserves for losses. If now the Con-
(r.'ess concludes these institutions should pay more tax at the corporate

evel, we urge this committee to accept section 8 of the bill passed by
the Hfouse of Representatives, with three modifications to reduce its
adverse impact, on savings depositors and housing:

(1) Provide a transition period of 3 years to the full tax.
(2) Increase the loss reserve for real estate loans from 3 to 3/2

percent.
(3) Allow deduction of 31/2 percent of the net increase in loans in

any taxable year instead of the amount necessary to increase the
reserve to 31/2 l)ercent of loans outstanding at the end of the year.

Mutual savings banks have no stockholders. Their sole functions
are to encourage indvilual thrift, accept savings deposits and channel
these savings Into productive investments, particularly home mort-
gages. For nearly 150 years they have been the safest and, most
)optilar savings facility for medium and lower income families ii the
areas where they exist.

The Chairman might be interested in the fact that in my State of
New York there has not been a savings bank failure in more than 50
years, and you will recall that takes you back through the depression
and two great. wars. We are very proud of this record of safety.

Mutual savings banks provide savings facilities and promote thrift
year in and year out, rather than only when considered profitable as
with commercial banks. It has long been public policy, both State
and Federal, to require that these institutions be operated soundly,
and to require and encourage the accumulation by each institution of
adequate reserves against losses to protect the savings of the depositors.

The importance of mutual savings banking in providing home mort-
gage credit has become in recent years perhaps as essential as its role
in providing safe and convenient savings facilities. Of the total in-
crease in savings bank assets of $26 billion during the period 1946-61,
95 percent has been invested in mortgages. While oriented to meet-
ing the mortgage credit needs of their local communities, savings
banks, which, I must remind you, are only in 18 States, hold about $7
billion in mortgages on properties located in nonsavings bank States,
mainly in rapidly growing areas of the West, Southwest, and South.
Mutual savings banks have over two-thirds of their total assets in
mortgages today and the percentage is increasing. In contrast, com-
mereial banks, due to their concentration in more profitable short-
term lending activity, have only one-ninth of their assets in mort-
gages. In 1960, when their time and savings deposits increased by
$4 billion, they increased their holdings of residential mortgages by
only $42 million.

In recognition of their mutual form of organization and the basic
fact that the burden of a tax on a mutual savings institution must
necessarily fall completely on the savings depositor, mutual savings
)anks were exempt from Federal income taxation until 1951. During

this period there was little or no complaint from commercial banks
abmut discrimination or lack of so-called tax equality. In 1951, there
was an expanded need for revenue to finance the Korean war. At
that time the Congress decided that mutual savings banks should
be taxed on the earnings retained in excess of those it deemed to be a
reasonable reserve against. losses for the protection of depositors.
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We have regarded the approach which Congress adopted in 1951
as sound and equitable. Earnings retained solely for the safety of
depositors should not be taxed as corporate income. In most States
such earnings are required by law or supervisory regulation to be so
retained. They do not result in practice in realizable appreciation
in the depositors' investment. If such retained earnings are taxed,
however, it is important that a proper allowance be made for accu-
nmulation of adequate reserves. We believe that the present law makes
such a proper reserve allowance. Except for amounts added to pro-
tective reserves, all earnings after expenses are paid as interest which
is taxable in the hands of depositors. With an appropriate reserve
provision savings banks will continue to grow and to generate a sub-
stantial and rising amount of income tax revenue from individuals.

The House, however, has now concluded that to produce more
revenue at the corporate level the present law should be amended
to reduce the rate at which additions may be made to reserves for
bad debts. The present law permits transfer of all taxable income
to a reserve for bad debts until total surplus, undivided profits and
reserves amount to 12 percent of deposits. Essentially the House bill
authorizes transfer of 60 percent of taxable income to such a reserve.
As an alternative it permits transfer of amounts which would bring
such a reserve to 3 percent of loans.

In proposing these changes in the law, the House rightly refused
to make tie ba-d debt reserve provision for mutual savings institutions
conform to that of commercial banks. The commercial banks have
been given a unique bad debt, reserve allowance in recognition of
their special character as short-term commercial lending institutions.
The provision has long ben condemned by commercial banks as in-
adequate. Commercial bank organizations have argued in the past
for a statutory bad debt reserve ais high as 10 percent of qualifying
loans, and I might say if the commercial banks can prove this need,
I am sure that we would not quarrel with the increase in their bad
debt reserve position.

With the impression that promoting thrift can be profitable to
stockholders under present economic conditions, commercial banks
have recently launched an aggressive campaign to increase their sav-
ing deposits. Unable to convince the Government of the merits of
increasing their tax-free reserves, they have sought to handicap their
competitors through heavier taxation.

Their arguments for so-called tax equality fail to recognize basic
differences between the mutual savings banks and commercial banks.
Many observers familiar with financial institutions, including the
National Association of Supervisors of State Banks, have notessuch
basic differences.

Arguments for so-called equality ignore certain basic facts:
1. One cannot compare total taxes paid by commercial banks with

total taxes paid by savings institutions. There is good reason to
believe that the savings end of the commercial bank business originates
little or no taxable income. Rather, profits of commercial banks and
hence corporate income tax liabilities arise pritharily from their
money creation or demand deposit activities or such other things as
their very great trust department activities things of this character
that svinas banks cannot take part in. Comparisons of tax paid
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which do not segregate figures for the savings operations from com-
mercial operations are therefore irrelevant. If you will boar with
me, I can think of a bank in New York which has deposits of about
$200 million. They have a trust department which handed about $6
billion of trusts. Obviously such bink is paying a high income tax,
but it is not in any way related to their savings experience.

The commercial banks have been careful to avoid showing such a
segregation on an industrywide basis.

2.A commercial bank whicl retains earnings to increase the value
of its stockholders' equity will normally have more taxable income
than regulated investment company or a mutual savings institution
which acts basically as a eanduit. I do not need to elaborate, I am
sure with this committee, on what we mean by the conduit theory. As
we have pointed out mutual savings banks pay out all earnings other
than necessary reserves to depositors in whose hands they are taxable.

3. Commercial banks have enjoyed record prosperity in recent years;
profits after taxes of insured commercial banks grew by 121 percent
from $908 million in 1951 to an all time high of $2 billion in 1960.
Since 1950, time and savings deposits of commercial banks have in-
creased by 116 percent, a more rapid rise than the 91-percent increase
in savings bank deposits.

I was startled to hear the other day that two of the largest commer-
cial banks in New York City where my institution is located have been
gaining savings deposits at the rate of $1 million a day each, since the
first of January.

The market value of commercial bank stocks, as measured by indexes
published by the Survey of Current Business of the Department of

ommerce, increased by more than 160 percent since 1950.
4. Investments of commercial banks and savings banks and hence

their loss reserve needs are very different. Commercial banks invest
typically in a wide range of short-term business loans, the volume of
which can be readily a-djusted for cyclical change. Mutual savings
institutions concentrate their investments in long-term mortgage loans,
one of the most nonliquid of all forms of investment. The long his-
tory of savings banking, which goes back 144 years, proves the wisdom
of supervisory authorities and bank trustees in requiring the accumu-
lation of reserves adequate to protect depositors from losses.

Losses on mortgage loans tend to be concentrated in a few years of
the business cycle. Foreclosures by Massachusetts savings banks
during the 4 years 1932-35 amounted to 19.7 percent of mortgages
outstanding at the beginning of the period. Realization on the fore-
closed property in the ensuing 15 years recouped part of the loss, but
the ability to 'hold the foreclosed homes instead of liquidating themquickly in a depressed market largely resulted from the banks' strong
reserve positions. Ample provision must be made in advance to ab-
sorb losses and such provision in f' e case of mutual savings banks can
be made only out of incomr There is no other source.

In an exhaustive study of mortgage losses of Massachusetts mutual
savings banks published in 1949, "Mutual Savinvs Banks in the Sav-
ings and Mortgage Markets," Dr. John Lintner offHarvard University
found that losses of the banks in the years 1091-45 were 17.4 percent
of average portfolio during the period afd 14.3 percent of the gross
mortgage portfolio at the end of 1980. These figures were typical of
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other States. They are averages and the experience of numerous indi-
vidual banks was, of course, worse.

In addition to the effects of heavier taxation on the ability of mutual
savings banks to accumulate adequate reserves for losses a basic con-
sideratCion is the effect on the housing activity of the nation. The
Housing and Home Finance Agency, the Federal Home Loan Bank
Board and the Veterans' Administration warned last summer as to
the adverse consequences on housing credit if proposals then put
forward should become law. The Housing and Home Finance Agency
foresaw a possible decline of 100,000 to 135,000 units in housing starts
annually.

The Treasury staff report of last year noted thatr-
any change in the tax treatment of the mutual thrift institutions, which invest
the great majority of their funds in residential mortgages, must be weighed in
the light of its possible effect on these (housing) programs.

President Kennedy indicated in his special housing message of
.Iiarch 9,1961, that-
residential construction alone accounts for 30 percent of total private invest-
ment in this country. The housing market absorbs more private credit than any
other single sector of the economy. Other important industries and services,
Including those concerned with building materials, appliances, furniture, and
home improvement, depend largely and directly on new housing construction.

The House properly showed concern for both the risks to which
savings banks are subject and the housing needs of the Nation i pro-
viding alternative ways of corn outing deductible additions to bad debt
reserves. The report of the Ways and Means Committee states that--
the bill provides reserves consistent with the proper protection of the institution
and its [depositors] in the light of the peculiar risks of long-term lending on
residential real estate which Is the principal function of these institutions.

Most of our institutions will probably compute their deduction un-
der the 60-percent-of-income limitation. The law of Now York re-
quires mutual savings banks to set aside a portion of earnings each
year as a reserve for losses, until total earnings so set aside reach
10 percent of deposits. This is based on book values, and 10 percent
on that basis is equivalent to approximately 11 or 12 percent of the
basis used by tax authorities to arrive at our surplus. There are com-
parable requirements in most other savings bank States. Since inter-
est rates .to depositors must remain competitive, some institutions can
meet their statutory reserve requirements and by that we mean our
State reserve requirements, only by transferring all their taxable in-
come to such reserves, and must pay the rest to depositors. If, to pro-
vide additional revenue at the corporate level, the deduction of 100
percent of taxable income is no longer permitted, it is probable that
many of these institutions must reduce their interest rates, which will
discourage deposit iniflow, or indeed induce deposit outflow. I do not
need to say we are stating unequivocally that Mi1 savings banks will
have to reduce their rates. It seems this is only a natural outcome
unless they can by some other means offset this effect.

In either eveit, whether thedeposit inflow is discouraged or actually
redtewd, their ability to serve their coimiithities and tfe Nation will
be greatly imlpaired. The impact will fall on nonsavings-b6nk States,
where savings banks today hold about $7 billion in home mortgages.
It. is eleir tlat savings banks ntist devote their redticed funds fl-rst to
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satisfinr the needs of their own communities, the 18 States they areactually located in.
Turning now to the other alternative provided in the bill, we note

that the Secretary, in his testimony on section 8 last week before this
committee, approved-
tillowing these institutions to deduct * * * 3 percent of net additions to real
estate loans.

It is unfortunate that the Ways and Means Committee receded from
its tentative decision to allow a loss reserve deduction of 3 percent
of loan increase. This was touched on in testimony this morning I
think. Such a reserve would permit the newer institutions and the
ones that are trying to expand their mortgage accounts to do a better
job.

Originally it proposed to allow each institution to deduct 3 per-
cent of its net increase in loans during the taxable year. Later it
announced it was reducing the figure to "8 percent of the increase
during the year on loans on improved real estate." But I emphasize
the difference there, 8 percent of the increase during the year in loans.
However section 8 of the bill before us provides instead for a deduc-
tion of ie amount "necessary to increase the balance * * * of the
reserve * * * to 3 percent" of loans outstanding at the close of the
year. There is a very distinct difference there. We propose revising
the bill to correspond with the announcement of the Ways and Means
Committee and the description of the alternative by the Secretary
of the Treasury before this committee. To provide incentive to more
plentiful home mortgage credit the right to a deduction based on net
loan increase shouldbe available each year.

A bad debt reserve allowance based on loans or loan growth as an
alternative to an allowance based on income will permit new and othersavings institutions to build a minimum bad debt reserve against loan
losses more rapidly than would otherwise be possible. It will afford
an incentive to institutions which have a relatively small proportion
of their assets in home loaft to expand their holdings of these riskier
investments faster than would otherwise be possible.

As we see it, 3 percent of the increase in loans on improved real
roper ty will exceed the alternative deduction of 60 percent of an

Institutions taxable income when two conditions obtain: '() tremen-
dous demand for housing and mortgage credit, as expected in the later
sixties, or (b) decline in investment income during a period of reces-
sion when it may be particularly desirable to encourage easier mort-
gage credit to stimulate housing construction and employment.

In urging that the proposed reserve based on loans be increased to
31 percent and modified to permit an effective annual alternative for
60 percent of income, we do not mean to suggest a preference between
the two. We believe both alternatives are necessary to permit these
institutions to perform their historic functions.

Finally it is unfortunate that the Ways and Means Committe
abandoneA its original decision to permit a period of transition to
the new basis of taxation. Under the transition originally provided,
the tax otherwise payable in the first year would have been reduced by
50 percent, in the second by 33 percent, and in the third by 16%
percent. As evidenced by the heavy withdrawals which savings insti-
tutions experienced in October 1959 when the Treasury offereA 5-per-
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cent obligations of less than 5 years maturity, depositors are highly
sensitive to relative return. The new tax imposed by this bill comes at
a time when commercial banks have been encouraged b the Federal
Reserve Board's increase in interest rate ceilings to bi aggressively
for savings deposits, and is coupled with a 20-percent wifiholding
at source on interest as it is proposed before your committee. To per-
mit as much time as possible for savings institutions and depositors
to adjust to the new conditions, it woutd be desirable for the Senate
to restore the transition provisions.

To summarize the views of mutual savings banking we believe that
if the Congress finds it necessary to tax these institutions more heavily,
the general approach of section 8 of the bill as passed by the House is
appropriate. It will, we believe, inevitably have the tendency, how-
ever, to lessen the effectiveness of these institutions in promoting thrift
and providing housing credit. We urge that the general structure of
thi section of the bypassed by the-House be preserved, including
in all events the right to elect to deduct for loss reserves at least 60
percent of taxable income but strongly request that is adverse impact
on savings depositors and housing be reduced by:

(1) Postponing the full impact by a transition period of 3 years
2) increasing the loss reserve of 3 percent to 3 percent; ancd
3) Allowing the deduction of 8 percent of the net increase in

loans in any taxable year rather than the amount necessary to in-
caease the reserve to 3V,. percent of the loans outstanding at the end
of the year.

M'fr. Chairman and Senator Carlson, we appreciate this opportunity
to present our views to you, and we thank you for permitting us to do
SO.

The CHAMUzAN. Thank you very much, Mr. Mllls.
Senator Carlson.
Senator CAR.soN. Mr. Mls, just one or two questions. I am fa-

miliar with the commercial bai g institutions in our State, the
savings and loans. Do we have insured savings banks or mutual
savings banks in Kansas? Is that 1 of the 18 States?

Mr. Mims. No, sir. To our profound sorrow it is not one of the
18 States. In fact, it is subject to great regret that only four of the
members of the Finance Committee are from the 18 States.

Senator CARLSOn. That is very interesting, I can assure you. I had
not recognized that we had any in our State, but I was not sure.

Mr. MirLs. No, sir.
Senator CARLsoN. Are you familiar with the section of the bill as

passed by the House?
Mr. MinLS. I believe so, sir.
Senator CAPRLSo0. I got this from the staff and it is a good question.
On page 53 of the bill there is a new rule for determiining the tax

consequences of mortgage foreclosures by building and loan associa-
tions and mutual savings banks. What is the reason for this rule?
Can you give us the information on that?

Mr. Min. i believe I am correct, this is a change in the method of
computing our loss. Can I make sure I am following the right para-
graph

Yes; in many States the amount paid at a foreclosure sale no longer
has any connection with the value of the property. In some States

1448



REVENUE ACT OF 1962

the institution is required to bid the amount of the mortgage, at least;
in other States a nominal bid can be made, and that is sometimes done
to save the tax on the sale.

This provision is an attempt to make sure that the true loss has been
established, the propery has been foreclosed and resold, and at that
time the institution will really know what-loss it has experienced; am
I right, Mr. Sapienza I

Senator CARLSON. Is there any reason why this should be limited to
these two institutions, that particular section?

Mr. MLas. I do not thinks. Do you?
Mr. SAPINZA. Senator, I think there is a historical reason for this.

The 1954 code would have applied a similar rule across the board.
There was great objection from other people engaged in the same type
of transaction.

We think this rule would be a very salutary rule. It avoids the
quixotic results that occur when you have the rule that the bad debt
loss occurs on the basis of the bid, and there may be a capital gain or
loss at that time, and then when the property is sold you have a new
basis, and you have a loss which may be capital or ordinary at that
time.

We thought it would be better to have this treated as a collection
process under which the loss would be a bad debt loss determined at
the end of the collection process.

Senator CARLSON. Thank you very much. That is all, Mr. Chair-
man.

The CHAIRMAN. Mr. Mills, I have a question prepared by the staff.
Doesn't the bill grant a windfall to an old established institution which
has a very large surplus accumulated prior to 1952 because the bill
completely ignores this pre-1952 surplus in splitting up the existing
reserves for purposes of a, future tax deduction ?

For example an institution might have a pre-1952 surplus equal
to 12 percent ol deposits and have no reserves accumttlated since 1951
because existing law takes into account the pre-1952 surplus.

Yet this institution would be able to start afresh in the future as if
it did not have any reserves and would remain tax exempt while it
built up its reserves to 8 percent against its outstanding loans.

A competitor institution which had no surplus accumulated prior
to 1952 and which had accumulated reserves of 8 percent since 1951
would have to take into account that 3 percent reserve.

I want to ask you whether this is not unfair.
Mr. MiLLs. I would like Mr. Sapienza to deal with the question if

I may, but I might give you my own thought on it.
I think this is so, that an institution that had 12 percent in 1951

might not have built up its bad debt reserve to 8 percent.
My own observation would be that this woulf-be a very limited num-

ber of institutions that would be fortunate enough to have such a large
surplus reserve position.

But would you permit Mr. Sapienza to comment further?
Mr. SAPINZA. I think the observations are correct that a bank

which had surplus over 12 percent and did not make any accumula-
tions would be entitled to start making accumulations under this law.

We think that actually in many cases even a bank with very large
reserves of 12 percent might feel that they are not enough, and we
think they ought to be allowed t6 go on the bad debt reserve method.
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111e CIiuAIRt[AN. You think then this 1952 surplus which was ac-
cumulted tax free should not be taken into account to the extent
ulces 'y to fill Il) the institution's existing reserves to the 3-percentlevel?

M'. S.APIENZA. Yes, sir. That was the situation under the 1951 act.
We think it should be under the now law. We think that is correct.

Mr. Mmus. If I could add a practical comment on that, Mr. Chair-
man, the banks, by and large, the banks that happen to have over
12 percent surplus'are those that have not enjoyed growth, and they
are, generally speaking, in the more-I hate to use the word, bitt the
inoe--backward areas, and these banks I do not think are an impor-
tant factor in generating, that could be an important factor in generat-
ing tax income.

The (0imRrnt.\.x. Isnt it tiue fliat even in 1952 when Congress
granted the existing 12 percent reserve Congress required that surplus
accumulated prior to 1952 would be take). into account?

Mr. SAPIENZA. Yes, sir.
Mr. .LNtIs. Yes, Sir.
The CIA1RMfAN.' Thank you very much, Mr. Mills.
Mr. MILLS. Thank you, sir.
The CHAIRMAN . Tie next witness is Mr. Mark W. Sauirs, Virginia

Savings & Loan League.
Mr. saurs, as a fellow Virginian, I welcome y-ou1 here, sir.

STATEMENT OF MARK W. SAURS, EXECUTIVE VICE P RESIDENT,
VIRGINIA SAVINGS & LOAN LEAGUE

Mr. SAURS. Thank you, Senator. It is indeed a pleasure for the
Virginia Savings & Loan League to be present before this committee
to offer any assistance it has to you.

T110 CHAIRMAN. We are glad to have you.
Mr. S:Uiis. A review of nonfarm mortgage recordings by type of

lenders for mortgages of $20,000 or less from 1940 through 1961, will
show the impact and service rendered to the home-buying public by
out' institutions. Consistently savings and loans have been on top.
Last year, 45 percent of these home loans were made by saving and
loans. Another feature we have that differs from commercial-anks
is that we ai'e in the mortgage market every day. Banks and other
type lenders shift investments to suit their portfolios. According to
the IT.S. Bureau of Census, 62 percent of the American families owned
O were buying their own homes as of December 1960. In Virginia
this figllre wi'as 61.3 percent. Both percentages were increasing. These
percentages, we think, indicate our services should not be unduly
restricted through severe taxation.

The last census showed Virginia's population growth to be 19%
percent since 1950, or 1 percent above the national average. The
population of our five larger metropolitan areas grew at a 40-percent
rate. Although exact statistics have not been compiled, our members
estimate that their mortgage activity is greater in each of these areas
than any other group of lenders.

On, April 2, 1962, Governor Harrison of Virginia told the State
department heads that the population explosion will make it im-
possible to hold down State expenses. For the added income needed,
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11o is putting emphasis on industrial development and economic
growth. Tie balance of agriculture, industry, and tourism. will be
stressed. In the October 1961 Monthly Review of the Federal Reserve
Bank in Richmond, an economic profile on Virginia was ended in
the following way-
while unique in respect such as the amount of government activity and the
characteristic enterprises * * * [the profile] reveals a State that Is in step with
the economic progress of the Nation.

In Virginia there are 29 Federal and 39 State chartered savings and
loan associations. (Combined assets on December 31, 1961, were $804
inillion. (For more detailed statistics, please refer to exhibit I, in the
rear of this report.) Reserves and surplus were 7.2 percent of sav-
ins. 7.6 percent of loans, and 6.5 parent of assets. The FSLIC re-
(llures reserves of 5 l)ercent of savings on the insured associations'
20th anniversary and thereafter associations must put a minimum 10
lporent of net earnings to reserves until they reach 12 percent. Al-
though tie 7.2 percent is just slightly under the national average of
.8 percent when colnpared with.hie- %e of 10 percent for

Virginia, we see a gradual q - n and particular iice 1959. The
fight has been between at cting sufficient savings to m t mortgage
d(emands, and the builci'g up of reserves. The impact of a tax on
salings aid loans wi1l be to further we e.'eseves, becau what
will gro to taxes wot~l have been ,to reserves . "

lvery dollar ih otlr saving coU ts ea 'ns divid nds while b ks
do iiot pay for heir den id depo~ its. Most 4 ks assess seri ce
(ha es or sell checks on these accointtst, .6f Decewb~r 31, 19 ,

Virg nia. bank ) that are ineii s -=.t oral Thserve Systen
had $2.89 billi n in total deposits,,$ -bllion 'in dotnandl and $1.1
billion in time,. (See e ibit II.)f The 1960 flgtro,6 for all Virginiaballks are:" " "-. : ! " I

Total deposits ------------ -------- ---------- ----- 4 --------- $3. 20
Time deposits -- ---------- -------- --------- ---------------- 1. 2
I)eniand deposit ---------- ------ --- ------------ ----------- 1.9

19(61 tri res , all Vir '\,1anh s Ne lablebiiit the grow i
ill total de)osit since 1951' has averaed,$87 miiion per yr. ( e
exhibit. II .) .

Savings and lofa lending in gini a hasinc reused fr6m $86 m,1fioni
per year in 1957 t $173 milli -J961 'and t6tal mortgages held
went from $386 inilli il 1957 to $684"iiliftion last year. 1y.t the
best of our ability, try meet mortgage demands that e~in in Vir-
ginia. This record is pa ularly revealing when oiippred with
commercial bank lending for a 1957-61 perigd.1B3anks 'aged
mortgage growth of $17 million per rwhiI association j4aged
$133 mTi lion per year. This is the effect of 55 Virginia sa s and
loan associations compared with that of 301 State an- National banks.

Late last sumnier and again this winter, commercial bankers have
said they will take. up the slack occurring in the hime mortgage
market that would result from a tax on savings and loans. In ti~e
Richmond, Norfolk, Roanoke, Lynchbuirg areas real estate loans as
of March 31, 1962 declined 3 percent from January 1, 1962, in five
banks in these cities. Our associations lending for January, Feb-
ruary 1962, was 19 percent ahead of the comparable months in 1961

BEST AVAILABLE COPY
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and mortgages were up 3.6 percent over January 1, 1962. Early
March reports show net gains

Eighty-five percent of Virginia savings and loan assets are in murt-
gages. The maturities of these loans run from 20 to 30 years. The
average maturity of loans is approaching 25 years. On most all new
homes, the average loans are 75 to 80 percent of appraised value, with
25-year terms. We find some members now making 85 to 90 percent
conventional loans. With costs at their present level, and the accumu-
lation of downpayments difficult, we recognize the public needs by
providing this type financing. In 1961, we estimate that 11,000 home
purchases were financed by our members.

The House bill would have taken an estimated $1 million out of
Virginia last year. To the overall Federal revenue this is insignificant,
but it would result in a, weakening of our reserve growth aiid would
eventually lead to a reduction in mortgage lending.

We believe that our lending accelerates the velocity of funds so
great that any tax is insignificant compared with the revenue received
from all fields related to homebuildfng and financing. Reflect for

-a moment on the activity spurred by homebuilding: wages for labor,
sale of land, subdividing and surveyin0, new roads, grading, sewerage
connections, concrete, steel, brick, htmber roofli ,fooring, electrical
wiring, plaster, paint, paper, glass appliances, furniture, carpeting,
landscaping, and others, to say nothing of the profits that have been
earned in each of these fields. The full impact of these on the economy
is tremendous, and every dollar aids the commercial banking system.

Commercial bankers would have you believe that taxwise we should
be treated identically as they. While it is true that both of us are
financial institutions, we are highly specialized. We pay all of our
account holders, our investment field is restricted and our risk is
long term. On the other hand, commercial banks have wide invest-
ment authority, and pay only approximately one-third of their account
holders, and have relatively short-term risks. It seems academic that
if a lender has all of its eggs in one basket that it needs greater reserves
for losses than a lender who has diversified risks.

Savings and loans do not want to become commercial banks. We
do not think Congress will tax us into impotency. The initial loser
would be the homebuying American public.

The provisions of H.R. 10650 apply to savings and loans in two
major ways. One is the adjustment of our income-tax formula as
set out in section 8; and the second is the withholding. The change
of regulation permitting commercial banks to pay higher rates on
time deposits, is also adding to our difficulties.

The full impact of the tax changes, plus the increased savings compe-
tition, will be quite staggering. If it is inevitable that these measures
will become law, then it would seem to be in the best interests of the
economy not to impose the whole tax on us the first year, but to phase
section 8 in over a several year period. Thank you, gentlemen.
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(The exhibits attached to Mr. Saurs' statement follow:)

EXJIDIT I

(Dollars in thousands)

Year Number of
associations

1950 VA 41 ........
1956 VA 48 ........
1957 VA 49 ... ! .
1958 VA 0 ........
1059 VA 0......
1960 VA 54 .......
1961 VA 56 .......
1950 District 447...
1958 District 561...
1957 District 876...
1958 District 697...
1959 District 619...
1960 District 041...
1901 District 660...

Assets

$156, 023
414, 672
458,652
522 880
588 09
685,408
804,762

1,061,171
5,892,678
8,627,164
7,641,089
8,799,547

10,012, 011
11,448, 981

Savings

$130,437
34, 214
410,230
465,825
519,001
009,723
719,331

1,051,935
5,168,085
5,863,230
0,730,788
7,798,601
8,827,907

10,09,65

Total net
loans

$135,540
352,879
380,5
43 ,997
504,660
587,525
684,440

1,676,180
4,988, 549
5,581,240
6,849,572
7, 466, 358
8,475,957
9,44,310

Annual
loans

80,770
114, 888
138,238
153, 043
173,648

o.. .........

1,478,779
1,427,295
1, 756, 620
2,199,432
2,108,435
2,492,208

Reserves Percent
and reserves

surplus to assets

$13,100 8.4
28,934 7.0
32,669 7.1
38,417 7.0
41,227 7.0
47,024 0.9
52,064 0.5

141,910 7.2
319,918 0.7
454,693 0.9
625,917 6.9
603,848 8.9
694,291 8.9
792,350 0.9

Percent Percent
reserves reserves
to loans to

savings

9:7 10.0
8.2 7.9
8.4 7.9
8.3 7.8
8.2 7.0
8.0 7.7
7.6 7.2
8.4 8.6
7.9 7.0
8.2 7.8
8.3 7.8
8.1 7.7
8.2 7.9
8.2 7.8

Source: Federal Ionie Loan DI
ExJli H.-AU Virginia member bank a8 o e. 81

/ (Amounts In th sof dollars]

//~~ >\o 7 1 1959 90 101
A

Real estate lo us ....... ................. 324, 975 ,,302, 351 404,498 414, 434, 86
Secured by f8%rmand . .............. 31,065 /95,20'2 35, 98 37, 01l
Secured by sidential proper-tA."....)..... d. A7)'9i09 252,714 M):9, 767 283, 2 2906,810
Insured by 'hA ....................... ., 42,50, 50,41Q 5,5 53,8 52,820
Insured or uaraneed by VA ........... I ". '";35,210 31,470 ,89 25, 22,64
Not Insur I or guaranteed by FIIA-VA,i;...| AS0, 143 170,$2?2 19, 527 203,3 221,342
Scured b other properties .......... ... 07,089 78,572 89 529 0, 1 1 0,436T o t l d o sits . .. . . . . ..2 , 98,375 2,551,442 2,8 1 674 2,b69, 7 2,890 ,321
Demand eposits ....... It. - l 52,573 /1,/98460 1,129]f20 1,658,758 1,701,671
Time dep sts . . . 9845, 1 58,'070 .98,6548 1,011,040 1,134,050
Gross o 1s ............... . .... ' 1,2 ,2 1201,485 W14,996 1,431,527 1,622,481
Reserves dothercash . ..... . . . ,009 1579.177 597,134 570,239 619,800
Reserves d other cash fracton 0 osits... 1244 1 22.6 22.8 21, 21.4
Reserves a d other cash fraction o estate To
loans .... t... ....... ..... ....... 180.9 10 147. 188. 142.5

..... .. a , ,t ; iW ,,," , , ,/ s .52 . 48.2 . , 4.. 40 40.7

Real es te loans, percent -dfingos from frst week In Janory through
last week I March, Vlrg n eekly rep*ting btnks :
1957 ........ ------- + 0.1

1 9 5 8 ---------- - - - - - - - --.- .. . + 1 .7
19 9 ........... ------------------------------------------ e- -------- +7.0
1960 --------------- ------------------------------- -..-.------- 8
1961 ---------------------- ---------------------------- -----------------. 0619 2 -------------------- -- ... ... ..-------....--.. .. .. - 8.0o

Banks in Richmond Roanoke N 31nchburg report I weekly, (1957,
12 banks; 1958, 11 banks; 1959, 11 banks; 1980, banks; 1901, 5 a 1902, 5 banks.)

Source: Member bank call reports.

82190-62-pt. 4-18
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Real estate loans ....................

Secured by farmland .....................
Secured by residential property:

Insured by FIIA ....................
Insuredi or guaranteed byV .
Not Insured or guaranteed by FHA

or VA ...............................
Secured by other properties ............

Total deposits .......................

Demand deposits ..........................
Timo deposits .............................

Gross loans ...........................
Reserves and other cash ..............

Reserves and other cash as fraction of de-
posits.. ......................

Reserves and other cash as fraction of real
estate loans ..............................

Reserves and other cash as fraction of gross
loans ....................................

1957

415.157

40,584

47,953
39,820

202,660
84,140

2,913,473

1 847,687
1,065, 786

1,356 96
682,800

23.4

164.5

50.3

1958

462,089

43,009

57,455
36, 161

227,932
97,532

3,116,232

1, 912,071
1,204,161

1,452, 030
675,543

21.7

146.2

46.5
I I

I Not available.
Sources: 1957- annual reports of the Federal Deposit Insurance Corporation.

EXHIBIT IV.- "aluatlon of building permits Is8ued in 38 citie8

IFebruary 1962 February 1961 2 months 1962 2 months 1961

District of Columbia, Washington... $16,763.2 $6,776.5 $26,094.3 $22,723.'
Maryland, total, 6 cities ............... 1 5.460.5 3,816.1 20,847. 0 8,492.
North Carolina, total, 11 cities ......... 12, 723.9 9,362.2 23, 964.4 20, 642.
South Carolina, total. 4 cities ............ 3,136.6 1,5 . 1 5,158.8 2,789.

Virginia:
Danville .................. 691.3 225.0 1,175. 7 366.
Hampton ...................... 1, 434.7 933.1 3,877.8 2,423.(
Hopewell .......................... 112.6 131.6 512.2 211.(
Lynchburg ......................... 406.3 628.8 1,346.4 931.
Martlnsville ....................... 163.4 314.1 326.1 452. (
Newport News ..................... 764. 7 766. 5 1,584.5 7,605.8
Norfolk ......................... 1,150.0 2,269.4 4,190.8 3,787.3
Petersburg ....................... 44.0 68.0 183.5 114.5
Portsmouth ....................... 553. 3 268. 8 1,187.6 2,007.6
Richmond ......................... 764. 0 834.3 4,288. 3 1,27". 7
Roanoke .............. . 593.8 1,250.3 1,204.8 1,780.1
Staunton ............... 396.4 474.1 S0 4 559.1
Winchester ........................ 88.3 36.0 182.6 64,7

Total, 13 cities ....... ...... 7,162.8 8,200.0 20,564.7 21,500. 8
West Virginia, total, 3 cities 933.2 480.9 2,342.8 1,252.0

0

7I

District total .....................i 46,189.2 30,191.8 98.972.0 77,300.1

Source: Compiled by Research Department, Federal Reserve Bank of Richmond, Mar. 13, 1962.

The CILAuI3rAx. Senator Carlson.
Senator CARLSON. No questions.
The CHAIIMAN. 1mr. Salirs, thank you. verj- much, sir, for y6ur

statement. I hope you colie before the colmmittee here again soon.
The next witness is Mr. James 0. Fogleman of the eame of

Louisiana Savings & Loan Associations. Please proceed, Mr.
Fogleman.

REVENUE ACT OF 1962

EXIMIlIT III.-Al/ l'irgltda banks, as o/ Dec. 31
(Amounts in thousands of dollars

1959 1960 1961

515,474 532,395 (1)

48.764 49,805 (I)

63,420 61,5836 (,)
33,314 29,732 (1)

257,712 269,242 1)
112,264 122,030 

t)

3.196,48 3,264,111 (I)

1,954,301 1,979,321
1,242,185 1,284,790
1,623, 049 1,728,210 (I)

694,013 071,514 (I)

21.7 20.6 (,)

134.6 126.1 ()

42.8 38.9 ()
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STATEMENT OF JAMES 0. FOGLEMAN, VICE PRESIDENT AND
SECRETARY, LEAGUE OF LOUISIANA SAVINGS & LOAN ASSO-
CIATION, LAKE CHARLES, LA.

Mr. FOGLJEMAN. My name is James 0. Fogleman, vice president and
secretary of the Calcasieu Savings & Loan Association of Lake
Charles, La.

I am here representing the League of Louisiana Savings & Loan
Associations as its president.

In Louisiana, the savings and loan industry is represented by 88
associations; 66 of them are State chartered, 22 are federally chartered.
All of the active associations, with the exception of one very small
country association, have their saving insured by the FSLIC. All
are members of the FHLB of Little Rock. All are mutual associa-
tions. The total assets of the association now exceed $1 billion, and
that, in Louisiana, represents one of the major industries in the
State. Of the 88 associations in the State, 32 are located in the city of
New Orleans, and these associations hold almost half of the assets
in the State. The other 56 associations, which hold more than a half
billion dollars in assets, are country associations. They are located
in almost every town or community in the State. Throughout the
State, the major portion of all home loans is made by. our industry.
In most rural areas, the only type of home loan available on long
enough terms and at fair interest rates is from the home-owned and
home-operated savings and loan association. The only alternative is
borrowing from the Individual money lenders at unduly high interest
rates and on terms too short to allow the average man to repay.

WITTIIOLDING TAX

Oftentimes, it seems as if, at times like this, the fact is overlooked
that our institutions were organized and chartered not only for the
purpose of providing home loans to promote homeownership, but also
for the purpose of encouraging thrift.

Comprising the approximately $950 million in savings accounts
in Louisiana are almost 400,000 accounts. This represents 1 account
for every people of the 3,257,022 population of the State. Our in-
dustry has one a tremendous job in promoting this concept of thrift.
No thinking person can depreciate the importance of capital accun.
lation through savings on the economy of our Nation. No continued
increase in this habit of saving is possible without extensive pro-
motion and this costs money. The cost of administering the proposed
withholding tax measure would eat heavily into funds available foir
the promotion of thrift. It has been reliably estimated that the cost to
Louisiana associations alone would approximate $800,000 per year.

Four hundred thousand individuals, or one out of every three fam-
ilies in Louisiana alone, it is estimated, will endure necessary hard-
ship imposed upon them by complicated procedures to obtain proper
creditor refund of amounts withheld.
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RESERVES

In the April 2 issue of the Wall Street Journal appeared an article
expressing grave concern over the increasing number of foreclosures
and bankruptcies throughout the country. Now, more than in the
past 30 years, is an urgent need for large reserves to guard the safety
of the savings of these multiplied thousands of investors in our asso-
ciations. Recent experiences have again demonstrated ]low quickly
cn evolve a situation where losses of 10, 15, or even 20 percent on the
foreclosures can occur. These losses can and are occurring in spite
of a relatively healthy national economy. How much more important
they could be in times of national economic hardship. Both the with-
holding tax proposal and the income tax proposals could dangerously
impair and diminish the necessary building of these reserves. Most
everyone believes in the old adage of "saving for a rainy day." We in
the savings and loan industry believe in practicing what we preach.

MORTGAGE RATES

Most economists agree that there is a large housing market which
is at. present untappe-d because of the increasing costs of home con-
struction. This fact is attested to by the constantly increasing pres-
sure for Federal subsidization in low- and middle-income brackets.
The current withholding tax proposals and income tax proposals will
unquestionably intensify the trend toward higher rates in mortgage
money. For every increase in the cost of mortgages, there is a cor-
responding decrease in the number of borrowers who can afford to
pay. Consequently, there is an increase in the number of people
needing Federal aid ill providing adequate housing for their families.

The diminished rate of housing starts also reflects itself in an in-
crease in unemployment. Today, according to the Louisiana Em-
ployment Security Division, there are more than 70,000 in the ranks
of the unemployed, almost 20,000 of them in the construction and re-
lated industries. This leIslation would tend to increase the ranks
of the unemployed in Louisiana.

OUR FAIR SHARE

In conclusion, may we point out that all of the eamings of a
mutual savings and loan association are distributed in the form of
dividends to the savors with the exception of those amounts trans-
ferred to reserve accounts against loses. The savers in our associa-
tions pay taxes on these distributed dividends at ordinary income
tax rates with no exclusions. At the mininium rate, the amount of
tax paid in 1961 would amount to more than $71/g million in income
taxes paid by the 400.000 savers in the 88 Louisiana associations.
There can be'no doubt that few industries generate that much direct
income to the Federal Government, while at the same time living
up to the high purpose of promoting thrift and home ownership.

The Cusm . Any questions? Thank you very much, Mr
Foleman.

The uext. witness is Mr. Carl F. Distelhorst, executive vice presi-
dent of the Florida Savings & Loan LAtgue, Orlando, Fla.

We are pleased to have you, Mr. Distelhorst. -
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STATEMENT OF CARL F. DISTELHORST, EXEUTIVE VICE PRESI-
DENT, FLORIDA SAVINGS & LOAN LEAGUE, ORLANDO, FLA.

Mr. DSTEALHORST. Mr. Chairman, my name is Carl F. Distelhorst
and I appear here as executive vice president of the Florida Savings
& Loan League whose 113 members represent over 99 percent of the
savings and loan business in our State.

ROLE OF SAVINGS AND LOAN ASSOCIATIONS IN FINANCING HOMES IN
FLORIDA

Florida has 117 savings and loan associations with total resources
in excess of $3 850 million. For the year 1961 these associations ex-
tended a total of $775,560,000 in mortgage credit primarily for
69,400 homeowners to buy or build their homes or for other purposes.
Their total mortgage loans now outstanding exceed $3,150 million.
They have 1,400,000 savings account holders, over 90 percent of
whom are residents of Florida and over 350,000 borrowing customers.
In 1961 sav in Florida savings and loan associations increased
by $420,783,000, or by 14.5 percent. This compares with a 14 per-
cent savings increase for all the savings and loan associations in the
Nation.

As the follo table on nonfarm mortgage recordings shows,
savings and loan associations are the major single source of home
financing in Florida, accounting for 41.3 percent of total home mort-
gage recordings of $20,000 and under in 1961. With Florida savings
and loan lending volume up 80 percent for the first quarter of 1962 over
a year ago it is evident that our proportion of total home financing
volume wil be somewhat higher this year. The only other major
source of home financing is from out-of-State financial institutions.
In the mortgage recordings table which follows the out-of-State
lending is represented in the miscellaneous category, most of which
are mortgage bankers who sell their mortgages to out-of-State in-
restors. Commercial banks and insurance companies combined pro-
vide only about 10 percent of Florida's home financing. Banks are
inclined to confine their home loans to 3- to 5-year maturities.

Estimated amount of nonfarm mortgagee of $20,000 or tess recorded in Florida

1961 1960 1959
Type of lender Amount Percent Amount Percent Amount Percent

of total of total of total

Savings and loan assocations.... $634,246,000 41.5 $6 0,228,000 31.7 $660,196,000 38.
Insurance companies ............. 40, W3,O00 2.7 47,771,000 3.0 5, 839,000 3.4
Commercial banks ............... 18,278000 7.7 108, 574,000 7 12Z,153,000 .9
Individuals .................. 275, 0000 18.1 377,822,000 20.8 3,740,000 20.1
0fMseaneous .............. 458,491,000 30.0 23,360, 000 82.3 54,966,000 31.5

Total ...................... 1 W 100.0 1,616,76,00 100.0 1,750,ft000 100.0

Source: Operatin Aysis Division, Federal Home LoU Bank Board.

Over half of the institutionally held home mortgage loans in Florida
are held by savings and loan associations. These mutual thrift and
home financing institutions are clearly a major segment of Florida's
economy and particularly home construction and-home financing so
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whatever is done to encourage or to hinder their operations will have a
significant impact on the economy of the State. In this connection,
with the acceleration of Atlantic Mfissile Range activities in the Cape
Canaveral area plus all of the collateral economic activity this gener-
ates,the home financing industry in Florida must be prepared to meet
the housing requirements of a new population explosion from this
source in addition to the acceleration of family formation beginning
in the mid-1960's.

oUR POSITION OX PROPOSED TAXATION OF MUTUAL SAVI GS INSTITUTIOXS

The Florida Savings & Loan League supports the testimony pre-
sented today by the United States Savings & Loan League and the
National Leakgle of Insured Savings Associations. We understand
the need of tile U.S. Treasury for additional tax revenue. However,
it would be unfortunate for our savings and borrowing customers and
for the economy of Florida and the Nation if the type of tax imposed
would weaken the financial structure of these institutions and substan-
tially reduce the volume of home mortgage credit which they could
make available for home construction andftlome ownership. fIn other
words, an appropriate tax formula must:

1. Permit the savings and loan associations to continue to pay
competitive dividends to their savers, taking into consideration the in-
creased rates being paid on commercial bank time and savings deposits.

2. Permit savings and loan associations to not only accumulate
adequate bad debt reserves but to also build an adequate capital cush-
ion comparable to that of commercial banks and related to the type
of business they conduct.

With respect to dividend rates, a tax which would necessitate
Florida ass.oiations to reduce their dividend rate by one-fourth of
1 percent below the current prevailing rate of 41. percent per annum
would reduce the available annual supply of home financing in Flor-
ida by $200 million to $250 million. This means we wourd finance
onme 20,000 to 25,000 fewer homes per year with not even a reason-

able indication that Florida's commercial banks would take up the
slack. Since out-of-State mutual savings banks and savings and
loan associations are heavy purchasers of mortgages in Florida a tax
which would reduce their &svings flow would further reduce the sup-
ply of out-of-State funds to meet Florida's home financing require-
ml1ents.

With respect to the necessity for a tax which will permit the ac-
cumulation of an adequate capital cushion we wish to point out that
bad debt reserves are neither surplus nor capital and should not be
confused with a financial institution's need for capital. The primary
puIt'pos of the capital cushion is to protect sayers (as well as the Govi-
ermnent agencies insuring such accounts) from abnormal or unusual
losses thatare unpredictable both in time and amount and that may
arie out of economic recessions, defalcations. mismanagement or for
other reasons which no one can foresee. Since mutual in:titutions
cannot increase their capital cushion through the sale of securities
to tlhe public, as can commercial banks, it is imiperative that whatever
tax is imposed on the mutuals be one that permits them to accumulate
a formidable capital cushion.
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In order to iiieasure the effect of the several proPosals to chaije our
wx .-taluIts w*e. asked o11r member associations to supply the necessary
dala, based on operations for the calendar year 1061. Voluintary re-
sponseS were reeive d from exactly 100 associations which represented
J; percent of the total numlber and 93 present of the total assets of all
sa vings and loan associations in Florida.

IM'A.CT Or TAX PRAOPOSA, MAD)E 1' '1IEA. 71Jf SE('IETAfY , DOUMASII,LON
TO s.EvrE FINANE cOmMITTEE. %Itm 2,1 10612

On April 2 Secretary of the Treasun Douglas Dillon suggested a
tax formula for mutual thrift. institutions which would allow then-
to deduct from net Income after distributions to dei"sitors an amount equal to 3
percent of net additions to real estate loans, as In the House bill, or 131A percent
of retained Income before deduction of a reserve for had debts. * * * Under these
alternatives mutual thrift Instittitlons would pay tax on about 80 percent of their
net operating Income, and thus this approach would achieve substantial equality
In the taxation of competing financial Institutions.

The term "net operating income" was defined by Mr. Dillon as net-
after deduction of a reasonable reserve for bad debts and after distributions to
depositors.

From his testimony it is presumed that Mr. Dillon regards a 1trea-
sonable reserve for bad debts" to be 3 percent of the net increa.e in real
estate loans.

If the tax formula recommended by Mr. Dillon to the Senate Fi-
nance Committee had been in effect in 1961 here is how it would have
affected the 100 reporting Florida associations:

1. Nine associations would have had insufficient income, after taxes,
to make the minimum required transfers to the Federal savings and
loan insurance or other loss reserves. These associations would havebeen forced to reduce dividends paid on savings to under 4 percent
per annum.

2. Thirty-seven associations would have added to their loss reserves
and surplus amounts of less than 5 percent of their net savings in-
ereas.e. The signflcance of this is: (1) There is a statutory require-
ment that every insured association must, by the 20th anniversary of
insurance of accounts, have a Federal insurance reserve at least equal
to .5 percent of total savings and thereafter maintain Mch reserve at
5 percent or more, and (2) unless associations can add to their loss
reserves and surplus substantially more than 5 percent of their growth
each year they Will never be able to build a capital cushion which is
essential to retaining public confidence. The actual addition to loss
reserves and surplus for the Florida associations both in 1960 and 1961
was 8.3 percent of their net savings increase. Prudence would req tiire
these 37 associations and many others to either reduce the divi lends or
to substantially slow down their rate of growth and the number of
homes they finance each year.

3. Fifty-two of the 100 reporting associations would have paid taxes
on 100 percent of their "net operating income- and 80 would have
paid taxes on over 80 percent of their net operating income. For the
I100 Florida associations combined., in 1.961 they would have paid taxes
.in 93.4 percent of their "net operating income." This is somewhat
more than the 80 percent of net on which commercial banks pay taxes.
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Accordingly, Mr. Dillon's tax proposal would by his own comparison
be a penalty tax on Florida's savings and loan associations.

Since the close of 1961 the prevailing dividend paid on savings in
Florida savings and loan associations has risen from 4 to 41/4 per-
cent, reflecting the effect of the higher interest rates banks can now
pay on savings and time deposits. Accordingly, we analyzed the effect
which 11r. DilIon's proposal would have had on 1961 savings and loan
operations had the 41/4 percent dividend rate then been in effect. The
higher dividend rate will, of course, result in lower taxes being paid
but this will also be true of commercial banks which raised their
interest rates on savings. On the other hand, the combined impact
of a higher dividend rate plus taxes in 1961 would have resulted in the
following consequences:

1. For the 100 reporting associations combined their additions to
loss reserves and surplus, after taxes, would have been only 4.80 per-
cent of their savings increase. This is less than the minimum statutory
requirement of building and maintaining a Federal insurance reserve
of a minimum of 6 percent of total savings. By actual count 59 as-
sociations would have added to reserves and surplus less than 5 percent
of their net savings increase. Another 20 percent of the associations
were on the borderline in this respect. All of these associations and
many others whose additions to reserves were only slightly above the
minimum would either had to slow down their growth or reduce
dividends.

2.. At least 19 and possibly as many as 26 associations would have
been forced to reduce their dividends.by reason of their inability to
meet annual supervisory reserve requirements after the payment of
taxes.

3. Of the 100 associations 60 would pay taxes on 100 percent of
their net operating income and 84 associations would pay taxes on
over 80 percent of their net operating income. This is substantially
higher than the 80 percent of net operating income on which corn-
mrlcial banks pay taxes.

In summary, the alternate tax proposal suggested by Secretary
Douglas Dillon would:

1. Cause savings and loan associations to pay taxes on a somewhat
higher percentage of their net operating income than is paid by the
commercial banks.

. Would not permit many associations to meet minimum annual
transfers to reserves as required by law or regulation, after payment
of taxes, thus forcing them to reduce the return they pay on savings.
In turn this would substantially reduce their funds available for
home financing.

3. A substantial percentage of the associations would be unable
to accumulate or maintain a reasonable capital cushion, in addition
to bad debt reserves, and in prudence would either need to reduce
their dividend rates or adopt a plan of slow growth. Either would
reduce the volume of available home financing funds.

The enactment of Mr. Dillon's alternate proposal would reduce
the number of houses financed in Florida by at least 25,000 per year.
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IMPACT OF H.1. 10000, SECTION 8 ON FLOOR DA ASSOCIATION

Now let us see what the impact would have been on Florida's savings
and loan associations had H.R. 10650 as now drafted been effective for
calendar 1961.

On the favorable side of this proposal it can be said that all but
four or five of these associations could have p aid their taxes and met
the minimum supervisory requirements of addition.- to their Federal
insurance and other reserves without having to reduce dividends be-
low the 4-percent rate which then prevailed. In the aggregate, these
100 associations would have been able to add to bad debt reserves and
surplus, after taxes, at the rate of 6.85 percent of net savings increase.
While this is above minimum statutory requirements, additions to bad
debt reserves and capital at the rate of 6.85 percent of growth is still
below commercial bank supervisory standards.

But in the light of the recent increased rates paid on bank savings
which forced Florida's savings and loan associations up to a 4 -per-
cent dividend rate it is now necessary to take another look at what
the provisions of H.R. 10650 would mean to the savings and loan
business. For this purpose we adjusted the actual operating results
of the 100 reporting associations to reflect a 414-percent dividend
rate in place of the 4 percent actually paid.

Here is what we found:
1. At a 4l-percent dividend rate additions to reserves and surplus

would have been at the rate of 5.47 percent of net savings growth
(compared with 6.85 percent under the 4-percent dividend). Exactly
half of the associations would have increased reserves and surplus
at the rate of less than 5 percent of their net savings increase-the
minimum necessary to meet the long-range statutory requirements
of the Federal Savings and Loan Insurance Corporation.

2. At least 10 associations and more probably 20 associations would
have found it imperative to reduce their dividend rate in order to
meet the minimum annual requirement of additions to loss reserves.

Accordingly, under the changed circumstances of a prevailing 4!/4
percent divdend rate for Florida associations, the tax load which
would be imposed by H.R. 10650 would be harmful to maintaining
the high level of home financing which Florida's resurging economy
requires. A dividend reduction at this time would materially slow
down the flow of savings into savings and loan associations.

As an alternative we respectfully ask you to seriously consider a
phase-in period wherein the level of taxation as now appearing i
f.R. 10650 would be reached after a period of several years. This

should provide a period in which to adjust to what otherwise would
be a severe impact to absorb in 1 year.

The NBAI--AN. Thank you very much, Mr. Distelhorst.
The next witness is Mr. Robert L. Palmer of the Savings & Loan

League of Minnesota.
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STATEMENT OF ROBERT PALMER, PRESIDENT, PIPESTONE FED.
ERAL SAVINGS & LOAN ASSOCIATION, PIPESTONE, MINN., ON
BEHALF OF SAVINGS & LOAN LEAGUE OF MINNESOTA

Mr'. PALMER. Mr. Chairman, I think I should identify myself first
as a peculiar hybrid character. I am a commercial banker operating
a small country bank for the last 25 years.

M[v nanie is Robert Palmer and I am president and managing officer
of the Pipestone Federal Savings & Loan Association, Pipestone,
Mini.

This association has assets of approximately $20 million and is
located in a county' seat town having a population of approximately
6,000.

Minnesota is served by over 20 associations located in the metro-
politan centers of Minneapolis, St. Paul, and Duluth, but approxi-
I1aiely 60 associations are scattered throughout the State in the small
t6wns and cities with assets ranging from $1 million to $25 million.

I won't attempt to cover the broader issues of the proposed lewis-
lation as originally presented by the U.S. Savings & Loan League, %ut
rather will confine my remarks'to the case of the small town, the small
communities, and the importance of local savings and loan associations
to their economy.

Since 1945 otr association has been serving 42 towns and cities
located in southwest Minnesota. southeast South Dakota, and north-
west Iowa. These towns range from a few hundred in population to
the city of Sioux Falls which has a population of 60,000. During
most of the 15 years we have been actively servicing the entire area.
we have been the principal source of mortgage credit in about two-
thirds of the towns and cities. Ii approximately one-half of the
towns we have been nearly the sole source of mortgage credit.

There are approximately 300,000 people living in a 50-mile radius
of Pipestone, the legal lendincr area served by our association, in which
we are actively mating loans.

In mv judgment. more than one-third. or 100.000. are in towns
and cities in which we can be reasonably sure there is no economic
deterioration evident.

There are at least 100.000 people living in more than 30 of these
towns in which we have to admit there are problems caused by farm
population shrinkage, loss of farm income, and other factors ad-
versely affecting their future growth.

The typical towns, both county seat and smaller towns, are trade
centers for the agricultural population and as the farm population
has been declining, this has had an adverse effect on the economy of
all these towns and cities. Practically all of the towns have lost
their theaters, some of their restaurants, most of their automobile
dealers. and half or more of their farm implement dealers. '

A survey made 2 years ago by our office on the population trends in
two rural townships in our comunnity showed a reduction of 54 adult
voters in 2 townships in a 10-year period.

We have every reason to believe that the farm population will con-
tinue. to shrink: which will automatically affect all the small rural
towns serving the agricultural areas.
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Some of these communities may improve their position, or at least
hold their own populationwise if they can induce new business and
s nall industry to locate within their boundaries.

Two basic things that every community will have to offer people
as an inducement to come in are (1) satisfactory housing with reason-
able long-term financing, and (2) good school systems.

The small towns of rural America are important sources of leader-
ship in all walks of life. Keith Funston, president of the New York
Stock Exchange, was born and received part of his education at Rb-
mona, S. Dak., a very small town of under 500.

Within the last few weeks both Houses of Congress honored- Col.
John Glenn, who has almost become a symbol of tie ideal American.
Colonel Glenn is from a small Ohio town much like the communities
we are talking about.

Both of our present Senators from Minnesota were from quite
small towns. Senator McCarthy, a member of this committee, is from
Watkins, Min., a town of under 1,000. And his colleague in the Sen-
ate, Senator Humphrey, was born in a very small town in South Da-
kota, and educated at Doland, a town of under 500. •

It will take the best efforts of all of the local citizens, business and
professional leaders, and financial institutions to keep these towns
from becoming second-class communities with second-class schools.

We believe the savings and loan associations are among the institu-
tions with the greatest potential to prevent the deterioration of these
towns.

I am here today to respectfully request this committee not to adopt
tax provisions which will cripple these associations in their efforts to
stem the tide.

Thousands of saving and loan institutions are ready and willing to
take the risks incident to lending in these towns in an effort to pre-
serve the values and the futures of these communities. But to do so,
mutual institutions must have adequate reserves to protect their sav-
ers from loss.

In the questioning this morning I think there was some interest
shown as to how much of this business as a whole consisted of the
type of associations I am talking about serving the smaller communi-
ties. There are something over 2,000 associations of under $25 mil-
lion serving in cities, or located in cities under 25,000 population.

Now, here are two examples of high1 risk loans made in small towns
where the Veterans' Administration lost on each from 25 to 50 percent.
Both of these loans were originally handled by our institution. One
involved a loan made in a small South Dakota town of under 100
population where the cost of the property to the owner was $14,000.

This property was appraised by the VA in 1954 for $12,700,and the
VA guaranteed a loan in the amount of $10,000 on August 16,1954.

I think they must have taken into consideration the location of the
property in revising the value of it down to that point. Also, this
amount is substantially under our downpayment involved, and would
be typical of VA lending.

The loan subsequently defatilted and was deeded to the VA in No-
vember of 1958 and we then received under our claim $10,252. This
was ultimately sold on contract for deed by the Veterans' Administra-
tion for $7,500. The new contract called for 5-percent interest "on
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terms of 25 years and we have been informed last week that this con-
tract is also in default.

The second VA case occurred in a small Minnesota town. This was
an older property consisting of a business rental and two apartments.
The original VA appraisal in 1952 valued the property at $11,000.
The loan, was closed in May of 1952 in the amount of $10,000 and
was acquired by deed to the VA in March of 1953.

The VA paid a claim of $10,455 and subsequently sold this property
on contract for deed in 1955 for $5,000 with only $500 down and a
balance of 5 percent-on this piece of property that had three rentals
on it-with monthly payments of only $35.59 per month. Tihe VA
loss on this property was well in excess of 50 percent.

I cite these examples of mortgage loss to indicate that certain towns
within our lending area are in distress and certainly aren't prosper-
ing with the general tempo of the economy. They are not typical,
but they do illustrate that even in what is generally regarded as a
healthy economic climate, soft spots do exist.

Carrying this line of reasoning further, it must be remembered that
several cases of mortgage loss or distress in a rural community are
more strongly felt and have greater ramifications on the economy in
general than do loses that are absorbed in a metropolitan area.

I would say this. Where in the metropolitan area a number of
different associations are participating in the lending, the losses that
occur there will be divided among a great many different institutions.
In the case I am talking about, the loss will be concentrated primarily
in the one institution serving the particular area.

Over the past decade or so, most of these small communities, through
school consolidations, have become the center of education for their
own population and all of the surrounding rural population.

One of the problems faced by the school administration in these com-
munities has been to furnish modern housing on satisfactory mortgage
terms. Several school administrators have told us that satisfactory
housing and fair financing terms have been more important in enabling
them to get capable teachers than the salaries that could be offered.

We have been making loans from 80 to 90 percent and up to 25
years for some of these people in all of the towns we serve. Such
loans are necessary to meet the housing needs of the people in the
school system and the business and professional people who make
their homes in these small towns. In our business we have been taking
the higher risks involved in this kind of lending.

Substantial reserves have made the taking of such risks possible
and we will probably have to increase our risktaking in the future,
if we intend to continue serving this area.

In many maJl communities the local savings and loan association
is the only, and certainly the dominant, home-mortgage lender in the
community. Because of their dominant position they are forced to
go into loans of above average risk for the general welfare of the
community in keeping it thriving and groiing. If these small
towns are to prosper and if new business and industry are to be at-
tracted, then there will necessarily be a projection of past experience
in acceptance of high risk loans into the future.

These, I stress, are not loans that ultimately would be sought by a
savings and loan association in the normal course of its operation, but
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are made necessary because of the community's need to attract and
hold business and industry within the locality.

To do this, facilities must be made available to business to induce
their continued operation at the local level. The facilities that I am
speaking of are homes, schools, and commercial facilities that com-
bine to make a community not only a desirable place to live, but a
profitable place in which to do business.

This leads us right back to the role of the savings and loan associa-
tion. Efforts have been made in recent years to retain what business
and industry a small town had by accepting mortgages that would
fall in the category of "above average" in risk. Associations did this
for a number of reasons.

First, being the dominant home lender in the community the towns-
people naturally looked to it for assistance in helping the community
remain a thriving locality.

Secondly, if these loans weren't made simply because the risk in
making the mortgage was out of line with accepted practice, the lend-
ing institution would be in the position of aggravating and worsening
an already distressed situation.

On one hand, it was a case of community responsibility; on the
other hand, it was a case of business judgment brought about by a
local economic problem.

We feel these communities can be saved, are worth saving, and can
be returned to a sound economic condition, if the proper incentive is
given to local savings and loan associations in their efforts to revitalize
the locality.

They may not be as large or as prosperous as past days, but they
would be able to grow and thrive with the economy of our country in
general rather than slide into community bankruptcy.

This brings us to the crux of the problem. Savings and loan as-
sociations in small towns want to do this job, have shown a willingness
to do so in the light of past experience and will continue to channel
their ener ies in this direction. But to do so, adequate reserves must
be available to cover the higher incidence of above average risk loans.

It is highly probable that we will need all of our present reserves
in most of our institutions to protect ourselves from any loss which
may result from the kind of risk mortgages already made; and if we
are to continue our efforts to serve these various sized communities,
we will need a prudent and equitable reserve formula.

If for any reason private enterprise cannot continue to take these
risks, then pressure will ultimately be brought to bear on the Federal
Government to furnish credit under these circumstances.

Gentlemen, in my opinion, if adequate reserve provisions are not
granted savings and loan associations in their efforts to revive and
stimulate business and commerce in small communities, then the de-
cision might ssibly have to be made by the local associations to forgo
acceptance of any further high-risk loans.

In the interest of keeping the association in a solvent position, this
would effectivelymean that there would be a drying up of local mort-
gage credit which would further induce an exodus from the commun-
ity.

Not only conventional loans would be in jeopardy but FHA and
GI loans as well.
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Conceivably, the dollar loss in defaulted FHA and VA mortgages
to tile Government in slowly dying communities could be greater than
the expected revenue from the proposed tax as presented by the House
Ways and Means Committee.

Thank you very much for the privilege of appearing.
The CHAIRMAN. Mr. Palmer, a commercial bank is permitted to

establish reserves in an amount equal to three times its annual loss
experience during the worse 20 consecutive years since 1927. This
formula which takes into account the depression experience of the
1930's has produced an average reserve ceiling of 2.4 percent of an
uninsured loan. Are there any statistics indicating that the loss ex-
perience of the mutual savings institutions during the 1930's was sig-
nificantly worse than the loss experience of the commercial banks?

Mr. PALMER. In the 1930s?
The CHIRMA-N. In the 1930's; yes.
Mr. PALM31.ER. Senator, I believe that the statistics on the losses of

the commercial banks in that particular period would be distorted by
the fact that several thousand of the closed banks at that time had
losses ranging up to nearly 100 percent. I think these losses that you
referred to from the statistics, are from the banks that are now in
existence-those who survived. I know as an attorney I acted as at-
torney for a number of receivers of banks in the late 1920's and early
1930's in southwestern Minnesota.

We had a number of banks that were closed at that time in which
tie depositors received as little as less than 1 percent and a number of
them where their salvage was only 15 or 20 percent.

Now, in my own baik, a small town, we have actually had charge-
offs, since 1933 of $140. This is pretty insignificant in the banking
business. We ao not even use a reserve method there.

The CHAIMAN. 1933?
Mr. PALMER. I went into the banking business, Senator, in 1933.
The CHAIRMAN. And charged off $140?
Mr. PALM R. Right, in the-bank.
The CHAIRMAN. You are just as good in the building and loan, are

you not?
Mr. PALMER. Senator, my savings and loan losses have been greater

than that, substantially. We have a substantially larger operation.
I will say, though, that I am perfectly conscious now of the fact that
my portfolio has immedifite losses that I think I can anticipate within
the next 2 years that will be, I would say, possibly 100 times the
losses I have taken over the last 31 years.

The CHArRMAN. What is the cause of that-because the small towns
are not prospering ?

Mr. PAL.ER. Not altogether, sir.
When I went into the savings and loan business, typically we made

loans for 8 and 10 years. We made them niaximum for 66/ percent.
Equities were built. up rapidly. The amoulit of the loans in most cases
were only a few thousand dollars. Thdetotal loss you can have on a
$2,500loan is not very significant.

Now we are currently making loans in the $12,000 to $18,000
brackets, 25 years is common, and the equity accumulation of the
homeowner is very slow; in fact, I characterize a good many of the
people thfit are getting these very low downpayment loans as "land-
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cordless tenants." They have all the characteristics of the tenant,
except they do not have any landlord to point the finger at when they
want something done. They actually do not consider themselves as
owners, but only as occupiers of property.

The CHAIRMAN. What percent of value do you loan?
Mr. PALMER. We can loan up to 90 percent under our Federal char-

ter. We are doing some 90-percent lending. Typically I would say
it is very close to 80 percent throughout most of our territory.

The CHAIRMAN. And how many years do you give to pay?
Mr. PAL ER. Twenty-five years is practically top. I think we might

have a half dozen loans with longer terms than that.
The CHATRMAN. Are they new homes or old homes?
Mr. PALMER. They are primarily new homes. Senator, I think one

of the things that would astound any citizen if lie were to make a tour
through the country by car and get a chance to see all the kinds of
towns I am talking about would be the amazing improvement in hous-
ing that has occurred clear across the face of this land.

In our type of institution, we are basically reponsible.
Now, the life insurance companies, which are a source of mortgage

credit in the metropolitan areas never come into these smaller com-
munities. I think my bank is typical of banks and the loan demand
from ordinary channels would prohibit us from lending more than
a token amount in mortgage loans. Our small country bank is about
a million and a half to a. million and three-quarters in a town of 1,000
people. And I do not think we could absorb three or four nmrtgage
loans in that bank and still carry on as we need to.

The CHAIRMAN. How much of your portfolio is FHA and how
much is VA?

Mr. PAL-MER. I have currently about $5 million worth of VA loans
and about a quarter of a million dollars of FHA. I have made alto-
gether over 2,000 VA loans in i.y territory. We have been actively
engaged in the Veterans' Administration loan program on a very
large scale since 1946.

The CHAIRM'3AN. What class of loans have you had the greatest
losses on?

Mr. PArmnm. In the smaller communities?
The CAImRfAN. I mean FHA, VA or what?
Mr. PALMrER. We do not have a loss on the VA loans-they are

guaranteed. The FHA loans, however, of the kind that are being
made now, where the downpayments are very low, because of our
foreclosure requirements out there-it means about a 16- to 18-month
delay before we get title--it could result in, I would say, typically,
from a thousand dollars to two thousand dollars loss on any FHA
loan that was made with a small downpayment. That Is one of the
reasons I have very few of them in my portfolio.

The CIfut AN. What percent payment down is that?
Mr. PALMR. We have only two that do not have 10 percent or more

down. We can have, of course, as low as-we can make a loan with
only a 3-percent downpayment on FHA.
The Ol Antm . But you do not do that.
AMr. PALMR. NO. I have got risks that are all I want to labor

under without doing that.
The CHAnIMAN. Well thank you very much, Mr. Palmer.
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Mr. PALMER. Thank you.
The CnAmAN. Our next witness is Mr. David C. McDonald,

vice president of the Arkansas Savings & Loan League.
Please proceed, Mr. McDonald.

STATEMENT OF DAVID C. McDONALD, VICE PRESIDENT, ARKANSAS
SAVINGS & LOAN LEAGUE

Mr. McDoNALD. Mr. Chairman and members of the Senate Fi-
nance Committee, my name is David C. McDonald. I am vice presi-
dent of the Arkansas Savings & Loan League which represents every
savings and loan association in the State of Arkansas.

During the year of 1961, Arkansas savings and loan associations
increased their assets by $55,322 533, and increased their mortgage
loan portfolio by $46,248,725. Also, during this same period, the
associations in Arkansas increased their reserves $3,587,112, and made
5,729 loans, which totaled $58,074,952. During the 5-year period end-
ing December 31, 1961, Arkansas associations closed over 25,000 loans
and the Arkansas associations now have over 116,000 savers.

We realize that these figures are microscopic compared to the na-
tional totals, but to Arkansas, which is one of the poorer States, these
figures are vital to our economy.

Savings and loan associations are not commercial banks and they
do not want to be commercial banks. For the savings and loan in-
dustry to continue to prosper and grow it must add to its reserves
from the meager profit it makes after dividend and expenses are de-
ducted. Since most associations are mutuals (or cooperatives), unlike
commercial banks, they are unable to issue additional capital stock
to support growth.

Nationwide, the savings and loan industry finances about 45 percent
of all home purchases. In Arkansas, the savings and loan ifidustry
finances the purchase and repair of homes in small communities that
do nat qualify for the rigid population requirements of most major
life instance companies. Sihce most commercial banks have not in
the past been interested in long-term mortgages, we have been the
only source of money in these smaller markets. We believe that it is
just as important for a citizen who lives in a small town of 1,000 popu-
lation to have access to good home financing as someone who lives in a
metropolitan area.

There are two proposals in H.R. 10650 that pertain directly to the
savings and loan business. First is the change in the method of taxa-
tion o savin associations. During 1961, Arkansas associations paid
taxes of only $21,303. If the proposed formula of H.R. 10650 would
have been in effect, the tax would have been $480,025, which is an in-
crease of 2,153 percent. Although this amount of tax is minute com-
pared to the national scale, it should be pointed out that it takes $1
in reserve to support every $19 of savings. This new tax formula,
coupled with greatly increased competition from commercial banks,
would greatly affect our lending ability. We of the Arkansas league
believe that it would be in the best interest of Arkansas economy not
to have the full tax imposed at once, but that a stairstep method be
used..
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Another feature of H.R. 10650 is the 20-percentwithdolding feature
on dividends. We believe this withholding tax would greAtly affect
our business. It would add to the cost. of our operation and inay cause
us some loss of savings accounts. Furthermore, because of the new
automatic processing equipment that is being installed by the Internal
Revenue Service, it would be unnecessary.

The CIAIRMAN. Thank you very much, Mr. McDonald.
Our last witness this afternoon is Mr. Irvin Marcus, on behalf of

the Kentucky Building, Savings & Loan Association, Louisville, Ky.
We are glad to have you, Mr. Marcus.

STATEMENT OF IRVIN MARCUS, ON BEHALF OF THE KENTUCKY
BUIIJ)NG, SAVINGS & LOAN LEAGUE, LOUISVILLE, KY.

Mr. MARCUS. My name is Irvin Marcus. I am president of the
Jefferson Federal Savings & Loan Association of Louisville, Ky., and
appear here on behalf of the Kentucky Building, Savings & Loan
Leagme and its 100-member associations throughout the State of Ken-
tuck y. The dollar volume of mortgage loans outstanding in Ken-
tucky, as of December 31, 1961, held by members of the 'Kentucky
League was in excess of $900 million. In the calendar year 1960, more
than 14,500 mortgage loans were made by Kentucky associations, with
a dollar volume in excess of $171 million and in 1961, more than 16,000
mortgage loans were made, having a dollar volume exceeding $206
million.

This statement will touch upon. (1) the effect of the interest raise
on saving deposits in commercial banks; (2) taxation imposed by
section 8, H.R. 10650; (8) anticipated effect of withholding.

(1) THE EFFECT OF THE INTEREST RAISE OIN SAVINGS DEPOSIT IN

COMMERCIAL BANKS

With the advent of the 4-percent commercial bank savings account,
"growth funds" in our associations have sharply declined. A
majority of the commercial banks in Kentucky promptly announced
the raising of their interest rates and it is evident that our associations
on a 4-percent dividend basis are unable to compete with them for
savings at the increased bank rate. At the time of these announce-
ments, around January 1, 1962, four of Louisville's Federal savings
and loan associations were on a 4-percent dividend basis, and tie
others 41/ percent.. The 4-percent associations have not been able to
attract new savings in any appreciable amount, or to hold many
accounts already on'their books.

Figures from the Federal Home Loan Bank of Cincinhiati, show-
ing the net new money received by all Kentucky-insured associations
in January and February of 1961, as compared with net new money
received after announcement of the increase of the bank rate, in the
same inotiths of 1962, are quite significant. They are as follows:
Net new money received In-

January 1961 ----------------------------------------- $7, 8 8000
February 1901 ----------------------------------------- 7,022,000
Jautary 1962 ------------------------------ ---- - 4, 410, 000
February 1902 ------------------- 4,770, 000

142190-62---1t. 4-10
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One of Louisville's 4 percent associations has just announced the in-
crease of its dividend to 41 2 percent for the current semiannual period
and another is giving serious consideration to similar action. There
can be no further growth of Kentucky's 4-percent associations in com-
petition with the increased bank rate on savings deposits. They are
compelled to increase to 'a 41/2-percent dividend basis to attract new
savings into the home mortgage stream and, unless they do this, home
construction and mortgage lending in Kentucky will decline even more
than it has already. New residential starts in 1962 are below those of
1961, with no marked improvement in sight.

(2) TAXATION IMPOSED BY SCION 8, II.H. 10050

Savings and loan associations are not commercial banks and it is
fallacious to think of these mutual thrift institutions as being com-
parable to commercial banks for tax purposes. Savings and loan asso-
ciations have been recognized as institutions chartered to encourage
thrift and to promotee the ownership of homes. It has been generally
accepted that these thrift institutions differ from other corporations
(including commercial banking corporations) in their purpose and
nature, and it's because of this and because of the unique and im-
portant function they perform-that they have always been regarded
as a proper subject to independent legislation designed to fit their
character, purpose, and importance to the country.

They not only aid people to acquire homes, who otherwise might
not. be able to do so, but, in so doing, they are instrumental in creat-
ing millions of dollars of taxable property which is placed on the tax
rolls of the communities in which they live.

I believe it to be an accepted fact of American life that nothing
contributes in a greater degree to the prosperity, contentment, and
patriotism of our citizens--and thus to the stability of the Govern-
ment of the United States, than does homeownership, for which hun-
dreds of thousands of persons of small means throughout the United
States depend upon savings and loan associations.

The legal rate of interest in Kentucky is 6 percent and all mortgage
loans are not made at this maximum rate. The narrow profit spread
between the cost of money at the increased 41/2-percent dividendrate
forced on 4-percent associations by the increase in the interest paid on
bank savings deposits, makes the corporate tax sought to be imposed
by section 8, H. 10650, too burdensome for the safe and proper op-
eration of savings and loan associations in Kentucky, whkh must also
mailitain adequate reserves against losses. All income of these asso-
ciations not required for operating costs and maintenance of reserves
is paid to our savers and investors, in whose hands this income is
subject to applicable income taxes.

Under prevailing conditions, the additional corporate taxes that
would be imposed- under section 8, H.R. 10650, are entirely too
stringent. These associations might be able to operate ulder a for-
mula allowing a 75-pereent deduction of net income, after dividends
and other expenses, rather than the 60-percent as proposed, with 25
percent of such net income becoming subject'to taxation instead of the
40 percent proposed. Under the alternate provision, 5 percent of
loans outstanding would be more realistic thian the 3 percent presently
proposed.

.lI,-",",,., , 'lI tI 0 I-'. .- , , . "-
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(3) ANTICIPATED EFFEJ'. OF WITfIfIOLDINO

Adoption of the withholding provision would add additional sub-
stantial expense to the operation of our associations in which the
margin of profit in Kentucky is quite narrow, as I lhve already
pointed out, and would be another added burden to management. All
insured amsociations in Kentucky on December 31, 1961, had a total of
311,879 savings accounts. The average amount per account was
$2,449-less than $2,500. The dividend computed at 4 percent per
annum would amount to less than $100 per year per account, and the
withholding tax would be less than $20, if the dividend was computed
semiannually. The time that would be required to explain this with-
holding to savers-many of whom must be dealt with b mail-would
add to the already heavy workload at dividend time. it is positively
frightening to think of withholding from dividends computed quar-
terly-in the light of the many small amounts involved.

I believe the adoption of this provision would result in so much
confusion and misunderstanding as to cause savers to withdraw their
money and seek other sources of investment. I have already touched
upon the adverse effect a reduction in ", rowth funds" has upon funds
available for housing. The savings public is easily confused and mis-
led. It so happens that I know of an instance where one saver with-
drew her funds from an association in February of this year, after
reading in a newspaper about the withholding tax proposal. She
tmeeded the return on her money to live, and was not going to let the
Government take away 20 percent of that return and deprive her of
the use of it while she is compelled to fill out forms, unfamiliar to
her, and to suffer the delays and other inconveniences with which, ex-
cept for the withholding, she would not. be bothered. This is not an
isolated case. It just happened that, in this instance, the manager
of the association was able to learn why she was withdrawing her
money.

The proponents of this proposal must well realize that a great
many people will not go to the trouble, or will not even know how
to property compute the amount of dividend withheld from them and
will not know how to properly complete the form for the return to
them of money rightly theirs but which has been unjustly taken away.
Nothing but chaos and confusion can result from the enactment of
this proposal, which will do irreparable damage to our institutions.

It is only logical to expect any withholding to be an annoyance to
savers in thrift institutions. It is very easy for them to withdraw
their savings and take their money out of savings and loan associations
and find an avenue of investment free from the irritating problems of
withholding. It is my considered judgment that withholding will
not only cause wholesale withdrawals from savings and loan associ-
ations, but that it will cause many people, who otherwise would come
to us, to take their mon.y elsewhere. I further believe that the end
result of withholding will do very little to aid in the collection of any
substantial amount of Federal income taxes that would not otherwise
be paid normally and that the harm it will do to home financing will
greatly outweigh any benefits of tax collection that might be squeezed
out of it.
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In conclusion, I respectfully submit that the cumulative effect of
the increased interest depositors in sitvings accounts in commercial
banks will now receive, plus the effect on savings and loan associations
of the proposed increase of corporate taxes, plus the burdensome
cost and chaos that will inevitably result from the proposed with-
holding, will be detrimental to our associations; that it will complete-
ly destroy their "image" as t good place for the exercise of thirift.
May I suggest that serious consideration be given to the possibility
that once the acceptance of savings and loan association, which now
exists, is lost, it, will not he regained easily, if at all.

I want. to thank the committee for giving the Kentucky Building,
Savings & Loan League the opportunity of expressing these views on
this occasion.

The C.t,1%nla ... Thank you, Mr. Marcus. That concludes our wit-
nesses for today.

The committee will recess until 10 tomorrow morning.
(By direction of the chairman, the following is made it part of the

record:)

STATEMENT OF NEW JERSEY SAVINGS LOAN LEA uE itE SECTION 8 OF 11.R.
100O---PRoPOsA., To INCREASE THE INCOME TAX ON SAVINGS AND LOAN
ASSOCIATIONS

This statement Is Hitem by the New Jersey Savings Loan League on behalf
of Its 351 member associations which collectively hold the savings accounts of
1.5 million people and the mortgage loans of 290,000 people.

The New Jersey Savings Loan League is opposed to section 8 of H.R. 10650
for the following reasons:

1. It is our judgment that the enactment of this proposal would seriously
curtail the ability of the savings and loan associations in New Jersey to
provide economical home financing and would, over a period of time, force
a number of associations out of business. Local savings and loan associa-
tions provide a steady flow of home mortgage money through periods of
both easy and tight money, because that is their field of Investment. No
other tinaincial Institution Is so limited tin Its investment field.

2. Savings and loan associations in New Jersey are all of the mutual
type without pald-in capital or legal authority to acquire paid-fin capital
and, therefore, can only create reserves necessary to maintain solvency
from retained earnings. Section 8 would, in effect, destroy the ability of
many associations to comply with the statutory requirements, established
by Federal or State law, for mtinium reserve allocations without a reduc-
tion in divilend rates to savers below the level paid by a number of other
financial Institutions also seeking over-the-counter savings.

Mutual satiiligs and loan associations have no earnings which Inure to
the benefit of tiny private individual or Indivldtials other than on liquida-
tion, In which event they are distributed to all the savers pro rata and
are taxable at that point. Reserves in mutual associations are not estab-
lished to enhance the value of stock issued by the associations because no
stock is Issued. They are established solely for the purpose of absorbing
losses. Titus. a tax on amounts jl'aced in these reserves is not a tax on
income. but a tax on potential losses.

3. There Is no justlfHeatiOn, in fact, for the slogan of "tax equality," and
several leading coiftfhrcial bankers In New Jersey have publicly disavowed
support of the so-called tax equality argument.

The corporate taxes from a commercial batik arise almost exclusively front
their coinmercIal operations in whih tMe savings and loan associations can-
not engage. Cofiflaring comumereifil bafiks' with savings and loan associa-
tions is like comparing peaches with apples, They are entirely different in
structure, purpose, iaid livestmnent opportunity. They are privately owned
stock corporatitons, in which retained earnings inure to the benefit of stock-
htolilers find create an a)plireelato1t in the value of their stock.
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4. New Jersey savings and loan associations, chartered by law for the
purpose of promoting thrift, homeowner'ship and housing, are faced with
the problem of developing the resources necessary to provide financing for
the housing of a rapidly expanding population, which State agencies estimate
will grow by 1 million people in the next 10 years.

The New Jersey Savings & Loan League respectfully submits that It Is
more important to consider steps that would encourage savings for this
purpose, rather than actions which would tend to curtail or limit the flow
of savings.

5. The New Jersey. Savings & Loan League believes that It Is the function
of taxation to raise revenue, and not to direct by law the flow of savings
money in a marketplace economy. They subscribe to the following statement
of Mr. Joseph P. McMurray, Chairman of the Federal Home Loan Bank
Board, which was included in his statement filed with the House Ways and
Means Committee In connection with the matter of taxation of savings 1an1d
loan associations:

"It Is our opinion that If the savings and loan associations subject to our
supervision are, by reason of substantive changes in tax law, to he assigned
a lesser rolp in the Nation's economy; If their home-financing activities
are to be substantially and permanently reduced, then that decision should
be made directly and In specific terms by the Congress and not by the staff in
the Treasury."

6. The proposal contained in the legislation adopted by the House Is
exceedingly complex and, If enacted, will make it extremely difficult and
costly for many associations in New Jersey, because of their small size and
limited staffs, to cope with the technical problems created by this complex
section.

7. The above six paragraphs set forth the primary reasons for opposition
to section 8 of H.R. 10650. We believe that H.11 10650 falls to give equitilble
consideration to the problems of savings and loan associations in this area,
which have been financing thousands of hennes at the lowest Interest rates
prevailing in the country for home financing. We feel It falls to give con-
sideration to the mutual nature of our operations and the very large number
of small Institutions in the State which have collectively done an outstanding
Job.

In New Jersey, there are 422 savings and loan associations. They range in
size from $28,000 in total resources to one having $214 million In resources.
One hundred and ninety of these associations have assets of less than $1 million.
Ninety-six cents of each savings dollar, In the associations in the State, is In-
vested directly In mortgages. The only reserves the associations have come
from retained earnings. At December 31, 1961, they equaled 6.25) percent of
assets.

For the year 1960, according to the Federal Home Loan Bank Board, net Income
was $4.40 for each $100 of savings. Expenses of operation of the associations
were among the very lowest in the country at $1.10 per $100 of savings. The
money market forces, at the present time, indicate that associations have to pay,
in many areas of the State, a 4-percent return for savings, in order to hold
presently accumulated savings and attract minlntlnl new amounts. Tile impo-
sition of the tax would, in many cases, make this Impossible.

In New Jersey there Is a very limited area for the increase in home mortgage
financing by commercial banks (because of statutory ratios of mortgages to
deposits), which already have 48.7 percent of their time-deposit savings invested
in mortgage loans.

For the year 1961, StAte-chartered savings and loan associations In the State
made a total of 47,460 mortgage loans with an average loan of $12,678. Ninety-
eight percent of the total number of these loans were on the nmothly payment,
direct-reduction basis. Typically, It requires the savings of seven people topro-
vide the funds for one mortgage loan. It is essential that the associations be
permitted to earn sufficient amounts to pay a competitive return in order to raise
these savings and at the same time to develop 1oss reserves.

Retained earnings are the only source of reserves for mutual savings and loan
associations. Historically, uitil.;1930, New Jersey assotfliolns operated under
a concept wlhch In effect reqji re the 014trtibution of all earnings with no mnibte-
nance of joss reserves, .The delpression of tVle 1930's -qUickly illmtifhted the
fallacy of that concept and the resuling lack of reserves in New Jersey, was a
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major contributing cause for a shrinkage In resources, from a high Puint of
$1.2 billion to approximately $250 million in 1944 and a decline in the number of
associations from 1.530 to the present number.

The dollar requirements for the future are impossible to measure or estimate,
but any conservative finance manager knows that certain reserves must be main-
ta ned for unforeseen contingencies.

Just recently in New Jersey we have had an experience which shows the needl
for reserves resulting from the violent storm on the coastal areas. Many of our
associations in those areas had borrowers who suffered substantial losses, which
will reflect themselves to a degree in losses directly to the associations.

There is attached to this memorandum a schedule showing the reserve alloca-
tions which 93 associations in New Jersey could make if the tax law were applied
In its present form.

We respectfully request that the committee, for the above-stated reasons, not
adopt the provislon of section 8 of H.R. 10650, and that the tax status of savings
and loan a sociatlons not be changed.

COMPUTATION OF TAX SITUATION AS IT AFFECrs NEW JERSEY ASSOCIATIONS UNDER
PROPOSALS OF THE HoUsE WAYS AND MEANS COMMIrrEE, H.R. 10650

Ninety-three assoclations were selected at random from throughout the State
with total resourtcs amounting to $1.6 billion which is 52 percent of the resources
of the insured sings and loan associations of this State. An analysis was
imade of their statements of income and expenses, dividend and reserve require-
ments for the calendar year 1961 and their growth and where a dividend rate
change had teen announced, dividends were adjusted to account for the change.
From the -mputations on individual associations, we determined the amount
that would be left over for reserves after giving consideration to the payment of
taxes. The following table shows the distribution of these associations by the
percent of net income which would be available for transfer to reserve accounts.
.'e'w J.:rsct inllura a-',waatin-, clasuifrd bly reserve allocations after proposed

ta.r
Penent net income to reserves:

0 and less than 2 ------------------------------------------ 4
2 and essthan 4 -------------- ---------------------------- 1
4 and less than 6 --------------------------------------
6 and less than S --------------------------------------
S anti les-s than 10 i8
10 and less than 1 ------------------------------ 22
12 and le-than 14 ----------------------------------------- 11
14 and less than 16 -------------------- 9
16 and over -------------------- 13

Total------------- -----
Ten lvent of net Income is the basie statutory requirement for State-

charterml as.-siations in New Jersey. However, for many associations the 10
lPrrent statutory reserve requirement is not adequate to permit compliance
with the minimum requirement established by Congress for inured aseciatons
where the law requires a reserve of 5 percent of savings 20 years after the date
of insurance of atcounts.

Sty"E-sr oF S.AvLxs ASsecIATxOn L.LtGrz or Xw Yo&K Slr.% Rz Seroo 8
or HR. 10650. PKeIA To C0t.uic I.couz TAx Stir-.s or SmrmcA A.so Lo.

This -:tatement is tiled by the Saings Asseiation League of New Yc-k State
on behalf of its members. Our 11 members had assets of $ ,-L5,VA on
Iwee*,nl:r 31. V-il.

The Saving* A.ax'iatim Leas e of New York State Is opp)d to section &
of IW. 1,."XX We submit the flowing iisemns in suppwt ah oppein:

I- The u t s co.mtained In the Tfury Departwtnt statement of
July 14. 1.1. would dlsedimintte unfairly against mutual savin and loan
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assfi(iatiofs. To the extent them. recommendations are In part embodied III
section 8 of 1.1t. 065A), that section Is inequitable, for the following reasons:

(a) Mutual savings and loan assoc-iatlons are not banks, They are mutual
savings Institutilon, organized to encourage thrift and homeownership,
operated as cooperatives for the benefit of their members, not for profit,
and to serve the communities in which their savings and borrowing inem.
bers live and w,rk.

(b) Over the years, the courts have consistently recognized that mutual
savings and loan assKlations are not banks. In a recent ease (National
Bank v. Mtate, 101 N.W. 2d 245 (190I1)), the Supreme Court of Michigan
sail: "The record in this appeal discloses that Michigan building anl loan
as.,w,(latlons operate In a narrow, restricted field, are markedly different in
character, purpose, and organization from national banks, and are not in
•sibstantial competition' with national banks."
(e) Recognition of this fact was made by the Senate when it provided in

the Revenue Act of 1951 for an allowable deduction for additions to had
debt reserves, which are now embodied in section 593 of the code as applli-
cable to mutual savings banks, domestic building and loan assow'iations and
tsperative banks. This constituted a finding by the Senate that the charac-
ter, pur%,se, and organization of these mutual thrift institutions are s)
different from those of the commercial banks that the nature and extent
of such an allowable deduct ion should be written into the statute, rather
than being left to the determination of a single Individual. (Incidentally,
it was recognized by the Members of the Senate with whom we disussed
its action that the objective of the act would be Toroperly served, If the result
were to channel what would otherwise have been excefvlve reserve atenmnu-
lations into the tax stream, through increases In the amount of Interest-
dividends paid by these mutual thrift institutions to their members. And
such has been largely the result.)

2. Although thl! losses Incurred by mutual thrift Institutions may theoretfeally
be dfleuted on a direct chargeoff basis, this avenue Is not, fit point of fact, avll-
able to them.

ta) Losses that may be deducted as they oecnr, under the present code,
Inelutd the following catgeorles:

I. L oss on Ioans that prove uneolleetible.
I. Capital losses on the sale of assets, mueh as investment securities,

Governmer t or munictil bonds, and ,IiA-in.mred, VA-guaranteed, or
eonventiL, isl mortgages.

111. Capital losses on the sale of office buildings, (,r furniture, fixtures,
and equipment used In normal operations.

IV. Ixoses on cash in closed banks, over and above In.mranfe pro-
vided by the FDI.

V. Fidelity loses, over and above the amount recoverable under
surety bonds maintained.
b) In recognition of their sxpcial character, mutual "avings and loan

a_*soeiationsL are required by the supervisory laws and regulations of every
State and of the Federal Giovernment to met aside a portion of the earnings
of every Oial period in order to a("Tmnlate lossm reserves. OMfkIent to main-
tain their solvency and to protect their members from lom on their savings
during depression periewN. In general, such requirements contlnue In force
nnil the amount so set aside In loss reserves range to from 10 to 15 percent
of the total savings of the members In such an institution.

tr- Since the mutual savings and loan associatlfmt are required by
;'.nwervi'vy statute to se aside earnings Into foss reserves, deductions on a
direct .hargeoff ha.is under the Internal Reven. (!ode are obviomsly not
avattable to them. In this r4ept. they materially from the (%innerclal
bank, appoimately one-half of which are reported to have elected to
us. the diret ebargeoff method, rather than the reserve basis.

(d) Zven If the. stAtntory requilrments for the1 tting aside of logm
reserves out of earnings did not exist, as 9s rve cited, mutual savings and
loan amodiatlons would W the direct ehargeoff basis to be unfeasible

L In the came of their mortgage loans, the. length of the real estate
eyele rvults In the Iwinwhing of sneh loss to the extent that, as. sad
e nefwwe has proed. outright tnsArvemy could result where an ade-
quate loam reserve had not been aeumalated.
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11. Losses In other category, while not cyclical In nature, are fr4-
quently so substantial that, If supervisory reqitirenients ilhl not call
for the development of reserves, the resulting retluction In the rato of
a particular interest-dividend credit could result In such a sharp demand
for withdrawals ms to close down a particular institution.

3. Particularly unrealistic Is Item II-(a)-2 In the Treasury Department
statement of July 14, 1901, that "Rules of supervisory authorities estal~iishlng
high loss reservesW take Into account loss contingencies ant1 margins of safety
which are not allowed under Federal Income tax law for other flraunclal
Institutions."

(a) Mutual savings and loan associations are materially different In
character, organization, and purlxjxe from financial Institutions orgnuiYd
for profit, with capital stock outstanding and which, In eonwsqtience. are n,,t
subject to statutory supervisory requirements of the types above listed.

(b) The provision in section 8 of the pending bill, requiring motual
savings and loan asolations to pay an Income tax on portions ( f their
additions to loss reserves that must b established ant maintained by
statutory provisions of State ant Federal laws, will result in double tax.o
tion, for the following reasons:

I. As previously IKlxnteil out, the losses chargeable to such reserves
could be deducted by the direct chargeoff method.

H1. However, as above noted. mutual savings and loan tisiiations,
by the nature of their type of organization and the statutes under
which they operate, simply cannot use the lireet chargeoff method.

[11. Hence. when they Incur losses that are chargeable to their lo~s
reserves, they will fe tsing sums which have been actumulated after
taxes--despite the fact that other types of financial institutions ,nd
business organizations nay detluct sueh losses before taxes,

4. The recommendations of the Treasury Department, to the extent they Sire
embodied In section A of the pending bill would have the practical effect o4
imposing a direct tax on thrifty savers In mutual savings and loan assolatioms,
as Is hereinafter demonstrated:

(a) Organized not for profit and without capital stock. tht.se mutual
savings and loan associations disburse all of their earnings and have no
taxable Ineome left, after they have applied the full amount of their earning*
to-

I. Payment of operating expense.
1I. Allocations to statutory loss reserves.
I1. Payment or credit of Interest-dividend to savings members.

(b) The imposition of an Income tax on any additims to statutory lios
reserves would require a mutual savings and loan aswK.iatiom In the 30 per-
cent tax bracket to set aside $1.42 for eah $1 added to its lo s reserve;:
while for one in the 52 percent tax bracket. $2.f$ womld have to be met aside
for every $1 added to its loss reserves.

(M) However, since a mutual savings and loan a swsiatiom has no other
Income, such taxes (at the rate of 42 cents or $1.08 per dollar added to IotA
reserves. as the case may be) could only be paid by what would be. in fact.
a direct assessment on every savings member, reflected In a reduction in
the rate of Interest-dividend that could run up to as much as one-fourth
of 1 percent per annum.

5. It is not In the public Interest that supervised financial Insitutions of any
type should be subject to conflicting requirements arising out of4 different stat-
utes and under the jurisdiction of separate branches of Government.

(a) The approximately 1.900 Federal ravings and loan ami datios, ehar.
tered and supervised by the Federal Home LAn Bank Board, are mutual
savings institutions by statute and are required to set axide a jortiom of
their earnings in loss reserves by the provbsdobs of seeton 5 of the H~ne
Owners' Loan Act. or by regulations of the Board Iaued purwant thereto.

(b) The approximately 4.150 mutual sarin and loan associatioms wbos
accounts are insured by the Federal Savings and Lean Insmnee Corprora-
tion, are required to set aside a portion of their earnings In losm resrves by
the provisions of article IV of the 'National Housing Act, or by regulatIkn
of the Corporation toned pursuant thereto.
a (c) An income tax imposed upon such amounks so met aside, and arAilable
only to meet losses that would be deductible under the co&e, In olomwly
Inconsistent with sound principles of govemamet. as well as subjecting qwn
institutions to the payment of income taxes on loses, in urmtraventirm of
sonnd principles of taxation.
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FRIDAY, APRIL 13, 1962

U.S. SENATe,
Co.-%mirFEE ox FiNANCE,

Wa8hington, D.C.
The committee met, pursuant to recess, at, 10:05 a.m., in room 2221,

New Senate Office Building, Senator Harry F. Byrd (the chairman)
)residing.

Present: Senators Byrd (chairman), Long, Douglas, Gore, Wil-
liams, Carlson, Curtis, and Kerr.

Also present: Elizabeth B. Springer, committee clerk; Colin F.
Stam and L. M. Woodworth, Joint Committee on Internal Revenue
Taxation.

The ChARMAN. The committee will come to order.
We are pleased to have Senator Howard W. Cannon as our first

witness.

STATEMENT OF SENATOR HOWARD W. CANNON, U.S. SENATOR
FROM THE STATE OF NEVADA

Senator CANNON. Mr. Chairman, I appreciate the opportunity
given me to appear before this committee during the course of hear-
ings on H.R. 10650, the tax revision bill of 1962. May I say at the
outset that I do not envy the members of this committee the task which
is before them. On the other hand, I do have a great deal of con-
fidence in the judgment that I am sure will be exercised in the con-
sideration of this important legislation.

While I do, of course, have some fixed views on various portions
of this bill, my purpose today is not to discuss any of the tax pro-
visions but rather to request thht the committee add an amendment
whidh would provide an additional exemption of $600 to any taxpayer
for each dependent son or daughter under the age of 23 who is a full-
time student above the secondary level at an educational institution.

(A copy of the amendment proposed by Senator Cannion follows:)
SEoTON 21-ADDMONAL TAX EXEMPTiON

Section 151 of the Internal Revenue Code of 1954 (relating to d~dtiCtlhs for
personal exemptions) is amended by adding at the end thereof the following
new subsection:

"(g) ADDrTIONAL EXEMPTION FOR DEPENDENT CHILDRiEN ATENDING SOtOOL
AnOVE THE SENcorDARY LEVEL.-

"(1) IN ENEAL.-An additional exemption of $600 for each child of the
taxpayer-

"(A) for whom the taxpayer Is entitled to an exemptibn Under sub-
section "(e) (1)"for the taxable year;
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"(B) who has not attained the age of 23 at tile close of the calendar
year |in which the taxable year of the taxpayer begins; and

"(C) who, during at least 4 calendar months during the calendar
year in which the taxable year of the taxpayer begins, is a full-time
student above the secondary level at an educational Institution.

"(2) DEFxNITIoNs.-For purposes of paragraph (1)-
"(A) CiIL.-The tern! 'child' means an Individual who (within tile

meaning of section'152) Is a son, stepson, daughter, or stepdaughter
of the taxpayer.

"(B) EDUOATIONAL INSTITUTION.-The term 'educational institution'
has the meaning assigned to it by mubsection (e) (4)."

SEC. 2. Section 213(c) of the Internal Revenue Code of 1954 (relating to
inaximum limitations on deduction for medical, dental, etc., expenses) is
amended by striking out "subsection (c) or (d), relating to the additional
exemptions for age or blindness" and insertihg in lieu thereof 'subsection (c),
(d), or (f), relating to certain additional exemptions".

SEC. 3. Section 3402(f) (1) of the Internal Revenue Code of 1954 (relating
to withholding exemptions) Is amended-

(1) by striking out "and" at the end of subparagraph (I))
(2) by striking out the period at tile end of subparagraph (H) and in-

serting in lieu thereof a semicolon; and
(3) by adding after subparagraph (E) the following new sublparagraph:

o(F) one additional exemption for each child with respect to whom,
onl the basis of facts existing at. tile beginning of such (lay, there may
reasonably be expected to he allowable 111 exemption under sections
151(f) (relating to dependent children attending school above the
secondary level) for the taxable year under subtitle A In respect of
which amounts deducted and withheld under this chapter in the calen-
dar year in which such day falls are allowed as a credit."

SEc. 4. The amendments made by this Act. other than the amendments made
by section 3. shall apply to taxable years beginning after December 31, 1960.
The amendments made by section 3 shall apply with respect to wages paid on
or after the first day of the first month which begins more than 10 days after
the (late of the enactment of this Act.

Senator C,\. On March 1, I made an extended statement on
fhe floor of the Senate pointing up what. I feel is one of the major
challenges facing this Nation at the present time. I would appreciate
havi? your approval for the insertion of this statement in its en-
tirety in the hearing record in order that all members of the commit-
tee can, as they have time, reflect on the information which I have
accumulated to show the imperative demand we have to assure that
sufficient numbers of American youth are trained in the scientific and
engineering fields.

(The statement referred to appears at the end of Senator Cannon's
prepared statement.)

As I indicated, the entire problem was given added emphasis by the
recent accomplishment of Col. John Glenn and by his appearance
before the joint Congress and its committees. Colonel Glenn epito-
mized an achievement which had involved the experise and dedica-
tion of thousands of engineers, scientists, and technicians who had
performed variotis functions to assure the success of his oribtal flight.
Yet, in spite of the transcendency of this accomplishment it still re-
mains that this Nation is faced with a severe shortage in numbers of
qualified personnel to perform not only. the space exploration fune-
tions, Nut the many and varied other achievements which inist be
obtained in years im'medintely ahead.

This need, and this eillnge has Impelld -me to supn6rt those
measures which are aimed lt the mproveueint of our OdAtional
program, and I have a still greater interest in jIssuring that we continue
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to meet the mounting challenge. The amendment which I offer is not
designed in any sense to provide a tax loophole. In that respect it is
consistent, with H.R. 10650 which aims at eliminating various possi-
bilities of tai avoidance. Under my proposal, only parents of de-
pendent children attending school on a college level will be entitled
to the additionad exemption. Children with private income will not
be considered and neither will adults who may be attending school.

Mr. Chairman, in closing, I would say that the full educational need
of this Nation cannot fully be met by the amendment which I offer;
but, with this program as .with every other, it is necessary that, we
lroceed as we can, keeping always in mind the ultimate groaL. I hope
therefore, that your committee will not only consider favorably the
addition of my proposal, but also look to other areas of opportunity in
order that the needs of our free society may be met.

T he CHAIRMAN. Thank you Senator Cannon.
(The statement referred to is as follows:)

STATR fENT OF SENATOR HOWAIID W. CANNON ON SPACE-S(CIEMN5c MANPOWER
PEOnLEMS

Mr. President, just 10 days ago the first Anmrican flew In Arbit arotlnd this
Earth. Last Monday that man, John I. Glenn, Jr., stood in these aIls of
Congress and said, "We are just probing the surface of forthcoming scientific
advancement * * *." He told us that the length of time he had been connected
with Project Mercury-some 3 year--had impressed him mainly with a sense
of how "tremendous are the areas left to be explored."

Finally, in closing his address, John Glenn told us that "knowledge begets
knowledge," that "exploration, knowledge, and achievement are only as good
am our ability to apply them to future actions."

Remarks of this nature, although we have heard their like before, seem to
have a special significance when spoken by a man such as Astronaut Glenn, a
man who combines within himself a representation of America's highest scien-
tific achievement together with n level of personal courage thht still leaves most
of us marveling.

John Glenn's use of the word "we" In describing his accomplishments was at
great deal more than mere modesty: 'it ifidleated-as he Safid many times last
week-that thousands of Americans working together were the essential In-
gredient In the success of this first orbital flight.

And It Is true that for every John Glenn In orbit, there must be thousands
of engineers. scientists, and technicians working on the ground. And if tens of
thousands of men were required In order to bring about Olenn'.h accomplishment,
how many more do you suppose we will need next year and the year after, when
0, 10, perhaps 25 American spacemen'will have been seit aloft?

All of us In America have had a great lift of confidence and pride as a result
of Glenn's accomplishment. He has proven to us that we have the ability to
actually bring about the fantastic space accomplishments which only 2 or 3
years ago seemed like the wildest dreams. Since Glenn's flight, Ideas such as a
rendezvous In space, landing on the Moon, visiting Mars and the other pIiahets
have suddenly become much more real, much mhre tImedlate' thAii' they ever were
before.

Yet, though 'we have the selefitifie and techieal ability without a doubt, there
is grave doubt as to whether w6 will have the quahtifty of'selentfi and technical
manpower which such an effort wIl require.

I am not the first one t0'V0ie coniern over this ifrnbiini; but i am 66O1cernMd
that the American public-and perhaps some Of tile Mtembers of tbis body-
are not yet sufticiently alerted to the critical nature lof 'the setefflfle mnanPower
shortage. And without such an alertness, the necessary 'corrective actiotis are
doomed to failure.

To place before you the immensity of,the problem and the'deiith of the con-
ceorn, let me mention at ' few of the sources whiCh' have called fttthtlo to 'this
Issue In the last few months. .
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Let me start off with the words of President Kennedy at his press conference
on January 15. The President said "One of the moit critical problems facing
this Nation is the inadequacy of the supply of scientific and technical manpower
to satisfy the expanding requirements of this country's research and develop-
ment efforts in the near future."

The Engineers Joint Council has reported a steady decline in engineering
enrollments. In M1)50 the Nation's colleges graduated 52,700 engineers; in 1960,
less than 2 years ago, the number dropped to 37,8").

NASA itself has already told us that they will need 13,000 more engineers
and scientists over the next few years. Only this Tuesday the Senate Space
Counmittee began hearings on satellite conununcations legislation which could
lead to a demand for more engineers. The expanding activities of the Atomic
Energy Conunission will certainly increase the science manpower demand.
Just where these people will be found is still unknown.

Secretary Ribicoff of the Department of Health, Eklucation, and Welfare
has called attention to the fall in the percentage of freshmen entering engineer-
Ing colleges and has said, "The balance of brallipower may tip-and tip danger-
ously-against us if the Nation does not soon awake to the importance of edu-
cation to the freedom of the Western World."

D~r. Jerome Weisner, the President's science adviser, has said, "It is time for
a searchilng study and analysis of our technical manpower-its quality and
utilization. as well as quantity-and Its implications for public luicy. Similarly.
we must make careful assessments of the demands our expanding research and
development programs, both public and private, will place on our technical
manpower resources.

"The effective use of sclentlst, and engineers is Important for the Individual
as well as for the Nation. In my view, far too little attention has been di-
rected toward determining how effectively the national pool of scientific and
technical manpower is distributed among industry, Government and universities,
or to gaining a better understanding of the technical manpower needs and prac-
tices of each of these sectors, and of the factors that influence manpower
distribution."

The National Science Foundation, in a report recently published by Dr.
Nicholas DeWitt of the Russian Research Center at Harvard University, has
revealed a most disturbing series of comparisons In a major analysis of Soviet
education which indicates that the U.S.S.R. is producing 2 to 3 times as many
scientific and technical graduates yearly as the United States.

Just take a look at some of the comparative Soviet-United States statists. In
the Soviet Union about 57 percent of all 1050 graduates at the bachelor level were
in the sciences and engineering, compared with 24 percent in the United States.
The projected annual addition of professional engineering graduates In the
Soviet Union is 125,000, more than three times that of the United States. The
Soviets are constantly Intensifying and Increasing the time devoted to these
subjects in secondary schools, and nearly one-third of all Soviet engineering
field professionals are women, compared with 1 percent in the United States.
Upward of 5 percent of the gross national product In the Soviet Union is spent
on education, as compared with about 3.6-percent in the United States.

Moreover, the quality must also be considered. Dr. DeWitt's report states
that Soviet professional education In most scientific and engineering fields is
at least equivalent to, and sometimes more extensive, than in the United States
or Western Europe.

All of this does not mean that we could or should follow the Soviet methods of
producing scientists and engineers. The free American educational system may
never. perhaps match in pure numbers the output of a system that allows the
individual no freedom of choice regarding his education, a system that is deter-
mined to turn out scientists and engineers in quantity at almost a complete sacri-
fice of the fields of the social sciences, the arts, and the humanities.

Nevertheless. the tremendous Soviet strides In this field, coupled with our own
declining-or at best, static-output, cannot fall but be a matter of gravest con-
cern to the Nation. We cannot help but sound the alarm over this situation.
which is no less than a major threat in the long-run struggle between democracy
and totalitarianism.

'More and more it Is becoming obvious-as we'all heard the other day from
Colonel Glenn-that science and technology are increasingly going to become the
foundation of our national strength.
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These are the reasons why I believe so fervently that we in the Congress of the
United Htates should not let ancient prejudices or short-range motives cloud our
thinking on the great Issue of aid to education-whether we are talking about
the postgraduate, the college, or the secondary school level.

The issue, to my mind, has long since transcended the arguments which used
to preoccupy the debaters In years gone by. Even the long and legalistic argu-
ments over the proper role of the Federal Government, though Important, must
now take second place to the realization that today a discussion of education is
nothing less than a discussion of national survival.

The building of a classroom Is equally important as the building of a battle-
ship or a missile. This Is stated not in terms of rhetoric or to express a high-
sounding sentiment; this, in my opinion, is no less than a hard statement of fact.
If we falter In our mastery of space, if we fail to maintain a preeminent position,
that failure will be laid directly to the lack of an adequate supply of critically
needed scientific and engineering manpower-and the classroom Is the only place
where this critical space-age item can be produced.

Yet even if we do manage, by some miracle, to refill our educational pipeline
in the near future, we still must cope with the immediate shortage of trained
technical personnel, which will be with us for at least the next 5 years-and
probably 10. In order to do this there are some questions we must answer:
What action is being taken by the Federal Government in response to the I'resi-
dent's expressed concern over the shortage of scientists and engineers? What
has the National Academy of Sciences done regarding a study of scientific and
technical manpower utilization? How efficient is the roster of scientific person-
itel which the National Science Foundation Is required by law to maintain?
What do the professional and scientific societies think can be done to help us
get the best possible use out of the technical talent now In our possession?
How do present-day Industry recruiting practices affect the optimum use of our
scientific manpower pool? What Is the effect of Defense Department procure-
ment procedures on the careers and jobs of our scientists and engineers? What
is the answer to the question regarding whether our technical manpower is
properly distributed among universities, Industry, and Government?

What about the use of scientific personnel In administrative positions? The
Soviet Union encourages it; many American scientists object to it. What are
the guidelines? How many sclentists are wasting their talents on simple and
routine operations, are being "stockpiled" by industry, while frustrations build
up, knowledge fades, and opportuntles are overlooked? Are we making ade-
quate use of'our nondegree technicians? Are we availing ourselves of oppor-
tunitles to upgrade people in this category into full-fledged engineers or scien-
tists?

In this last connection, NASA. for example. has explored a crash program of
upgrading junior scientific and engineering Personnel by encouraging them to
take night courses or on-the-job graduate work. NASA Itself subsidizeqs on-the-
Job graduate training.

Another, longer range, approach along the same lines is to convince Industry
and the universities that they must enter into a much more intensified coopera-
tive partnership to provide half-time graduate education for employees.

As for the long-range solutions that should be examined, we have already
hinted at most of them. First. money for our classrooms. The National Seience
Foundation calls for a total investment for science and engineering education
rising from $2.1 billion In 1961, to $5.5 billion by 1070. We need to take a new
look at the way we present science, engineering and mathematics courses in our
schools and colleges. We must seek imaginative ways of encouraging the future
generation of engineers and scientists. As an example, NASA's personnel work
in sech fields as "control and guidance systems. "energy conversion," "flight sys-
tems." and the like. These are the designations of the futre, the ones that will
appeal to the awakening student. Mechanical. chemical, or physical engineers--
the old designations--are found distributed throughout these new areas.

We must do more, much more. to encourage women to enter the fields of
science and engineering. We must develop new methods for discovering the
gifted and creative Individual in our schools. many of whom drop oat too soon
or remain undiscovered because of our over-reliance on sometimes faulty men.-
urements such as the IQ or academic grades--measurements which several ex-
periments are proving to be far less reliable guides than we once thought they
were.
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In this short discussion, I have Just barely touched on some of the problems
and ramifications which lie at the heart of our scientific manpower dilemna.
All of the questions and programs which I have mentioned deserve a much
greater degree of attention from this body.

It Is my feeling that the Congress of the United States, by every means at
Its disposal, must alert Americans to the very real dangers which face us, If we
do not drastically step up our supply and improve our utilization of scientific
and engineering manpower.

It would Indeed be a cruel turn of events if we were to loss our mastery In
space or our general, preeminence In science because of a lack of that "We"
element of which Colonel Glenn spoke to us so proudly.

For Colonel Glenn has made us all aware that he and the other astronauts
can do the task we have required of them. As a priority matter of national
policy, we must see that these men in space are backed up by a scientific co-ll-
mniuty of adequate size, and in quality second to none.

I Intend to speak out frequently on these problems. It is not my desire to
be one who merely views with alarm. It Is, however, essential that we lay
these facts concerning our scientific manpower gap before the public. In so
doing, we not only provide Information, but we actively contribute to a national
awareness which will act as a stimulant to increase student enthusiasm for ca-
reers in science.

The CJAIR3. yA. The fist. industi'y witness is Mr. Arlihdo S. Cate,
National Conmittee for Insurance Taxation.

Senator KERR. Mr. Clairnan, I would like to state thut this witness
represents the viewpoint of some of my flne constituents in Oklahoma.
I hope to be 'here to hear his testhnidny 'and that of some of the others
on this agenda today, but I am compelled to be with another coin-
nittee conducting some hearing'on an important piece of legislation

and, therefore, will not hrove the pleasure of -hearing hiim and the
others that I had 'hoped 'to be able to listen to in the hearings today,

The CHAIRMAN. Take a seat, Mr. Gate.

STATEMENT OF ARLINDO S. 'CATE, CHICAGO, ILL, REPRESENTING
THE NATIONAL COMMITTEE FOR INSURANCE TAXATION

Mr. CATE. Thank you, Mr. Chairman.
Mr.' Chaifrtfi md moth bears of the colfniittte, my name is Arltdt

S. Cate. I am u partner in the fhrino f acLeish, praya, Price & Un-
derwood, with offices at 184 South .ASalle Street, Chiago, Ill.

I am here todiy as a representative of the National Comamittee for
Insurance Taxation, to supportthe President's recolniliend'atioll tiat
niutunal Atid recipr6cl fire and easuailty insurance companies should be
taxed on the same basis as businesss C0oioraTfl6ns generally, thht is,
that they shottld ,bb taxed on -their total Income, rm' bofl- utie,-
writito and investmlents, at odinar, corporate rites.

The Natlaol, Co"MMIttee for I'suranice' 1.xatbion is composed of
more than. dO0 stock fire .and casualty insfirance comptlatks located
thrtoghout the'United State.

This mnembership'0nt.tttes nbre tl h. oneLlialf of the total iiitliber
of stock fire amvd'easuillty insurhtiie j0ioi ales.'

.foreover the National Board ofire Underwriters and the Asso-
ciatioH of Casualty; anild Surety Coipankios, whose membership in-
clitdes most of the retaltiing 'tok 66nh.lIes, hive Also ttgon l eiiltltanxation.for 'n~iit~fihl an~ 'reei pr'ocal c&mpaifies. . . .

Mi're. Chaii'inan, I depart frotm y prepared statement, at this point
to say when I refer to mutttAl 6ffpMiflies, I includee ul]otiported
iiitial associations known-as reciprocal insurers.
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Stock fire and casualty insurance companies have always been taxed
in the same manner as corporations in oilier industries. Their under-
writing gains and investment income have been subjected to full cor-
porate -taxation.

We see no reason why the mutual segment of our industry, which
competes aggressively and effectively with theetock companies, should
not equally be subject to full taxation.

Pre.Lident Kennedy has recommended that mutual companies be
taxed on their underwriting profits as well as their investment income,
substantially in the same manner as stock companies, and Secretary
Dillon has testified before this committee in support of this position.
President Eisenhower, in his last budget message in ,uhtimnry of 1961,
iso drew attention to tle need for equalizing legislation.

Section 10 of the House bill now 'before you represents a significant
step in the direction recommended by the President. But the House
bill would by no means achieve equality of taxation.

Moreover, it would introduce into the law two unl precedented pro-
visions, which would operate primarily for the benef-t of a few of the
lIngest und most profitable mtftual companies, to t'he severe competi-
tive disadvantage of the smaller and less profitable mutual compaifies
and all of the stock companies.

We see no justification for these two special, provisions and, as stated
by the Secretary, these provisions should be eliminated with the result
that mutual companies be taxed in the same manner as stock companies.

The first of these two provisions to which we object gives mutuals
a special 5-year tax deferral of a substantial portion of their taxes
and, the second provides for permanent deferral or forgiveness o
a significant part of the deferred taxes.

Speoifidally, this is the way the deferral and forgiveness would
work. Mutual companies would be allowed an annual tax deduction
equal to I percent of claims incuirrediplus one-quarter of underwriting
gain, less (ividends, to be placed in a special "protection against loss"
account for a. period of 5 years.

During this period if there were any year in which there was an
excess of underwriting loss over taxable investment income, the excess
would be deducted from the account.

At the end -of 5 years the remainder of 1 percent of insurance losses
and one-half of the 25 percent of underwriting rain provision would
be- taxed; the other one-half of the utiderwrit g gain would bepermaleitly deferred, that is all tax would be forgiven.

Thus, in effect there would be a perpetuial 5,year tax deferral on
part of the earnings of mutual coMpilies plus comiplet6 tax forgiv-
ness on a pait of this defetra.l.

The a inotntof the forgiveness would be greatest for the most profita-
ble of the, companies, less for the less profltAbleo and none for the
unprofitable eonipfties.

.The; defered accotifit could not be added to when it exceeded 10
pereetit of current anifital premitims'earned, less dividelnds, but this
ceiling is so high as to be almost meaftingless rnd wold steadily
increase as voltmhe grows..

Fdr example, witfilli 5 years, tiis ceiling wotld permit one mutultlcornpany at its present rate of growth to tke $1; Gtllion out of its
taxa bleiconie aiTi, w within 10 years, over $200 nftllin.

S210-02-pt. 4-920
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The House bill affords clear recognition of the fact that mutual
companies are engaged in business for profit and that they earn and
retain profits.

They use these profits in whatever wily seems best. to their controlling
managers, whether for compensation, or for growth of the business,
or for effective competition vith the stock companies.

The House bill recognizes that the mutual companies should pay
a tax on their underwriting profits as well as on their investment
income. What it does not recognize is that the mutual companies can
and should pay full ordinary corporate taxes and that they can do
sojust as easily as American business generally

Tie report of the Committee on Ways and Means states that the
special tax deferral and forgiveness are provided for the mutual coin-
panies because of "the special circumstances of the mutual companies."

The special circumstances are said to be that the mutual companies
suffer from "lack of access to the capital market for funds with which
to pay losses." This is the sole reason advanced for providing special
tax benefits for them. However, we do not believe that this argument
advanced by the mutuals can bear scrutiny.

The fact, of the matter is that the mutual companies do have access
to the capital markets, providing only that they be willing to pay
for it. Stock companies, when they raise capital, pay the going rate
just as anyone else has to pay for capital.

When it mutual company is started it has the same need for initial
capital as a stock company. This initial capital requirement is sup-
plied, usually by its controlling managers, and is paid for by interest.
But as soon as the mutual's retained earnings are sufficient, this capital
is usually repaid.

Small mutual companies, in earning their working capital, have
had and would, under the President's recommendation, continue to
enjoy complete tax exemption. Small stock companies must pay in-
come taxes from the very beginning.

The mutual companies also. formerly had access, at no interest cost,
to billions of dollars to pay extraordinary losses, by virtue of policy
provisions permitting assessments against, policyholders.

However, as muttial companies grew and built, up surplus out of
retained earnings, it became apparent that this assessment method
of access to free capital had become no longer necessary. Accord-
ingly, within recent years, in order to have even more competitive
edge over companies with stocklolders, they have voluntarily given
up their access to this source of capitl by eliminating provisions for
assessments from 90 percent of mittoul ptli ies.

Their desire to seize a specially ftwbrable competitive position is
perlps understandable. But hiow can they possibly come-before the
Congress and say that the taxpayers of the United States shottld now
contribute free capital to their ventures in' order to protect them
against possible extraordihiary losses, when they have voluntarily sur-
rendered their access to this capital in the ifiterests of increasing their
competitive strength?

In a word, the m nagers of mutuals want the best of all worlds.
They want, without investment of their own, t compete aggressively
against people who have invested capital in the insurance business.
But they want to do that with-capital which costs them nothing, not
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only capital which they have already acquired and retained from their
policyholders, on a tax free or preferential basis over the years, but
also wibh further capital funds to be acquired from continued special
tax exemption and forgiveness.

Mutua companies, as a group, have no need for increased access
to free capital but those which would benefit most from the House bill
need it least of all. There are approximately 2,500 mutual fire and
casualty insurance companies in the United States.

For the year 1960 we find that under the House bill 2,200 of these
2,500 mutual companies, because of their limited premium volume,
would have been either totally tax exempt or would have paid vir-
tually no additional tax and consequently would have received no
benefit from the 5-year and permanent-deferral provisions.

Of the remaining 300 larger companies, approximately 100 paid
dividends in excess of their underwriting profits, and, therefore, would
have paid less tax under full corporate taxation than they paid tinder
existing law.

Surely they have no claim for relief. Only the remaining 200 most
profitable companies which would have paid increased taxes-that is,
only the largest, most. competitive and Irofitable 8 percent of the
mutual industry would have enjoyed most of the special savings of
the House bill.

The l)icture is even worse when the allocation of benefits between
these top 200 companies is considered. A study of 20 of the largest
mutual companies, representing over two-thirds of of the premitim
volume of these 200, shows that, had the provisions of the House bill
been in effect during the 10 years ended with 1960, 75 percent of the
remaining balance in the tax-free account for those 20 companies
would have belonged to 2 of them. These two would have had over
$35 million left.

The balance in this "protection against loss" account. at the end of
1960 would be, of course, only a small part of the story. During the
10-year period these 20 large companies would have deferred tax on
over $140 million for at least. 5 years and subsequently would receive
permanent deferral, that is, tax forgiveness, on a substantial part of
this.

Since most of the tax deferral and forgiveness benefits would go
to 20 of the largest companies, we should examine the need of these
companies, whici write over one-half of the total mutual business,
for any protection against extraordinary losses.

At the end of 1960, these 20 companies had surplus of about $850
million. Yet, in the preceding 10 years, only 4 of these 20 coniptfies
would have made any charges for underwrifing losses against the pro-
posed special loss accnifits and these charges would have amounted
to only $7.1 million.

The surplus of these four conpahies at December 31, 1960, was over
$375 million, or over 50 times their underwritinglosses. Accordingly,
neither te 20 of the largest companies as a grod, nor the 4 companies
,hih had any chargeable underwriting lse, had the slightest need

for aprotecti6in against loss aweouflt.
It should also b pointed ot that even if there had been any need

for these companies to set up a special loss aceoitnt, these companies
should certainly be required to provide for it out of come already
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exempt from Federal tax, before seeking to deduct any fur-ther amount
froml taxable income.

Thtese' 20 companies had tax-free dividend and interest income
duirinsx thle 10-year period ending in 1960 of close to $200 million, anl
amoun111t subtsta it ially inl exces.-, of the special tax exempt. loss protec-
tion acvounit provisions: of $142 million for these years.

lit other words, these 20 comnpanies already had talx-exempIt income
-2 times the amomit of thle uniderwriting losses they would have
Charged to thlese0 accounts inl the 10-year period.

c'ie an hardly ask to have additional income exempted from tax
a~ovtpplying exist ini1u tax-f ree income to this purpose.

Ii other wvortis. before a taxpayer can ask for special tax subsidy
becaulsk of eeonoici need, lie should fir-st Ahow that lie has applied hi's
ivtoiic ineomle to this ecitomic nteed.

Ini this disvussioni, it is essential also) to remember that the Past,
10-w-eir priodK was not it good one% for the tire and casualty industry.

fnldee. in the la-1st N of the 10 years, the inustrv had somie of thie
worst unewii~ xperience in 0its entire hitr.-Stoek companies
as a gmrouP had nok- net underwrit ing jrn)hit&

Nfitiiuiis continued to show p~rofits. but at, a smaller rate than inl
good veatrs.- In,-a more normal 10-year period, with continued growth
Inprilums written alnd an always inere-asin mutual share of thle

toal bius the stwiai tax benefits affordedi the muttuals by the
Holiz* bill Would constaiiv VIOW in Size.

Mmwever. sinke these benietrs would operate mnost favorably for the
ii~iswith the lairest prk)tits the toneezirration of benefits in

tilt hIavnds of (the big'e mutuals would become highly .%r~p inmahle

Th uosz iojuimabie asi.jw of the Hotsse bill is the priwnsion for
kltvvevness o Or ax oin one-"Ith tof the underwrittricr pofItzS if they

are not ako b by ttderWt-itirinlose wirhii the '11-year d~efermI
-'vriod. Ptiis ;,s a dcriinti - onlv agrairtst the srok companies.

f~ ~i~tL~rhe amou~ints co t* forgoL~ en atre dteeriinedl ,olelv iw

:2.e~artrn~ptvetzts ~ftert pytel slf allt 1 5?$ Tie larz-r and rl'i,e
~'a&.e :c. taV. t4 e tttz'zer the, -;vx tortveness.

1c.~ ~ ~ ~~~M P pnvava.ulspop~al fin- tax forriveries's ii the
~ m~r ~rdtale tcaal tcixuCptny Lat the country. It huld

'v ~ M~ :L~eZdi leds L~')tfltd o ~~)million in .-Ind
t n~A tKLvear p--oecrioa oI its rundrwririr-n-z IPriFirs

Z '" I.dPnk:abi ie:eied u riltion fc~ rhisi#) ton; i

- ~ ~ ~ ~ ~ ~ aN o- .Y.rrwr forZL~'?1Jirf
4 ~7~.1



REVENUE ACT OF 1062

During the 10 years ended with 1960, the mutuals and reciprocals,charging initially tile same prices as the stock companies, had tder-
writing profits (before determining dividends) at a rate of 19 times
as great as that of the stock companies.

The underwriting profits of the stock companies as a group during
this period were about one-half of I percent of net premiums written.

The comparable figure for the mutuals and reciprocals was 9.6
percent. The net income from underwriting and investments of the
mutuals was $3.7 billion, or almost as much as the $3.8 billion of the
stock companies, although the mutual companies wrote only slightly
more than one-tird of the premiums written by the stock companies.

With such a tremendous advantage e in underwriting profitability
there can be no need for tax deferrafor forgiveness. Their competi-
tion is extremely effetive, as is evidenced by the constantly increasing
percentage of the total insurance business which is being obtained by
the mutual companies. Since 1946 the mutual companies have in-
creased their share of the total fire and camalty inmrance business by
over 20 percent.

No one objects to their success or profitability, except to the extent
they try to exclude themselves from ordinary income tax burdens paid
by the rest of the industry and by American business generally,

I should like to emphasize that under the method of equal taxation
recommended by the President, mutuals would be permitted full de-
,utetions for all dividendss to policyholders. Since many (if the largest
andd mons profitable mutual companies pay dividends in excess of their
,tnderwriring, profits. such companies would pay less tax than mider
existing law.

Moreover. under the Presidertts recommendatiom, mutual companies
would for the first time be able to deduct all underwriting lJo.es from
taxable investment income. In many instances thi wou 1(I reduce the
taxes the- now pay. The burdens of equality of taxation would hit,-
pinge only on companion which retain profits from their policyholders.

We therefore urge on you the enactment (,f the Pr"ilent's rei-m
ruendarion. without the unwarranted deferral and for erle's provi-
siorns of the House bill. so as to bring .equality of taxation to all tyr"s
#f tire and casualty insurance companies.

Mr. (harman. I have attached to my statement three exhibits w}ieh
I would ask ro be included in the record.

The (EAT...,'-S. Without objection the in.sertion will 1* utade in
the- record.
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(The exhibits referred to follows:)

EX11IffIT A.--toek, mutiteal, and reciprocal companis-0(lassifled by size on basis
of preniums written (before dividends to.policyholders), 1060

Mutual and reciprocal Stock

Number Premiums Number 'remiumn
of com . .. of cm-i~mlesponilespan Amount Percent Amount Percent

Under $75 ............. ',671 $37,24,KX) 1 '91 ,41,000 ..........
$75 000 to t 0 ............ 11373 87,022,000 1 363 U0.170, .. .
K'O to $R000...... 4157 84,421,000 2 399 60,050,000.I

Subtotal ................ 2,201 179.337,000 4 263 71,771,000
$900,0to $1,00,0 ......... 243 8A 338, 000 20 380 1,785,1I,000 17
$15,000,000 to $ W 000. 49 1,257, 04,000 29 83 2. 3M, 724, 000 22
550 O0 000 to $20,00,000 1 0 1,006 741,000 23 31 3, 025,60,000 29
$206,006,000 and over.......... .3 1,062.33,000 24 9 3,292,048,000 31

Subtotal ............... '305 _4,224,0M06,0 go W(0 10,.40, 130.000 V

Total ................... 2,50 4,404,273,000 100 756 10,531,9010,00 UK101 I I

I Fully tax-exempt under present and proposed tar laws.
I None of the stock companies would te tax-exempt under proposed or present law.
3 None of these companies would be taxable on their underwriting Income under the bill (11k,. 10W.5).

None of the above 2,044 mutuals and reciprocals referred to In these two notes would have paid more tax
under H4.R. 106,50 than under present law.

4 Under H.R. 10650 these compares would r.oelve a special additional deduction In det'.rmining the
statutory underwriting Income or los. The maximum deduction would be limited to $B,W0.

I Approximately !(0 of these oompanb:s in 19O0 paId dividends In .x ms of underwriting profits. Acf.Ird.
Ingly, these 100 companies would have paid less tax under 11.R. 106.50 than they actually paid,

Source: Best's Insurance Guide, 1961.

EXhIIBIT B.-Stock, mutual, and reciprocal insurance companies-Income
retained in the business, 10 years ended with 1960

Stmck Mutual and

Underwriting Income: 1
Net premiums written .......................................... S0150, 04Z 0) I30, 101 (f1/, 060

Percentage ............................................... 100. I., 0
Deduct-increase in unearned premiums ...................... 53, 96. 5 4 0' $I. (M. 424. 0

Earned premiums ......................................... W$77.3.3K74. (0) 5. 75.00
I)educt--claims and expenses ............ ............. 576. f, 0 .4,.1 S 1 . W

Underwriting income ........................................ $4)3, 75.5. (0D 1 Vf l1.77 (0)
Percentage ........................................ 0.5 11.',

Investment Income:
Vet Income ...................................................... $4. 0j MW $.0WA A. (J
Capital gains realized ............................................ $ ,40. (42.W)' 4Z . W)

Investment Income .......................................... $4. (416, $1. 10, 441. (O)
Percentage .............................................. 5. 9w 3.

Income before Federal taxes ..................................... K 110, 400. (YM $4. (ft 220. ( 1i
Percentage .............................................. ,& 4 13.3

Federal Income taxes ................................... $1,276. 36A 01. 6 $12W 30. VA%)
Percentage .................................................. LO 1 0

Net Income .......................................................... $3. m 5 000 $30700 a 2m .o)
Percentage .............................................. 4.81 12.3

Dividends: -- _-

Polioyholders ........................................ $441.0 7. 06-. $ Zk. 1
Stockholders .......................................... 121 4 000 ......

,Total dividends ........................................... .2. 5 S.0W a 7 on. K (0)
Percentage ........................................... & 2 9.2

Income retained In the business ................................ 1 . 272,S.00 ViYrA4.f-J2W)
Percentage ................................................ L 31

Source: Best's Aggregates & Averages.
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IxInIIT C.-Tw1ttl of he largest mutual companies protelotlon against loss
aeeount lair.en ept t wesnumti inewint, and Surplus, JO iears eWel with
1060

Nationwide
State Farm Mutual In.

Mutual surance Co. Farmers 18 other
Automoblle n4d Nation. Mutual auto companies 'Total

Insurance wide Mutual
Co. Fire Insur.

ance Co.

I'rotection against loss account:
Tax.exempt provislons--

I percent of claims......... $15,54 ,00 130,5 O $1,205,(0W $61,841,30 178,f, 00026 percent of underwriting
pin ..................... 28,746,0 ,8 f7, 200 ,718, I0 26, 1, IO0 66,472,400

Total .................. 44, M,,.J 16,617,700 2, ZC, IM 78,102,460 141,VA, 400

hafn ers itng lo&" .......... 4,005,800 3, 0 1, (7'1, ow 3167 7,102,900

Oher harges ................ 11,831,700 1001J,9) , I , "i2,y 82, WR,,0

Total ........................ 1f,737.50 6,124,700 2, NV,00 66,127.70) 1 10,4W40

I'eroent to total ................ 2. . 24.8

Tax-exempt Investment lncome.... ,38.38,000 t10,4 6,00 21,00 8141,457,000 10l2JU4M.W

iurpius, Dec. 31, I .............. ji,,000 M,2,0 4,fl,.M 401,441, V $ 0,I,(28,)

IAmount In excess of taxable investwnt Inome.

The CJIAIUMRIVAN. Any questions, Senator C(arlson?
Senator C"AraJAo. I don't believe I have any,
The (NIAJ.,MAN. Senator Curtis
Senator (uirrms. ust, it few.
When wa, the $75,000 exemption put into the law for the small

1mu1tuals ,

Mr. CAmz. It has been in there for many years, sir, I know it was
.there prior to U942. I don't know the exact date.

Senator Cuirris. Do you think it was a reasonable move when it,
wa; plUl in ?

Mr. (,wr. It was a auove to take care of the small e(omranietr when
they were starting, and we raised no objection to it.

Senator (Cums. But you thought. it. was all right when it was done?
Mr. (AT. Well it was done for the pnqrp.e of taking car of the

v K)"" small rntais, and there are a grea. number of them, there are
$1bil 7f;70 companies that fall within that gronp, Senator.

Senator ('Cvis. Thev are nfo it) the automobiJe insurance bsinefs
to speak of. They are primarily fire?

Mr. (AT. You are correct. I was going to my they are primarily,
many of then, are the small county mutuals writing within a county.
Many of them are a.ssserjt mutuali, they perform very fine .erviee
in that particular area.

Senator CvwRns. And the AT.,5,0 figiirp was written in in M42, how
much woul it be now ?

Mr. C(ATY. I don't know. The Iouse bill providec4 that .ame pro-
vision for these small runtuals. I might :ay they have not grown
sufotantially, they account for less than I percent of the premium
volume.

Senator CY-rmrs. Here is what it amounts to. It wa3 put in there
at $.75/X. and if their premium income didn't reach that they didn t
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have to file a report, because many of them have no paid officers.
They have no legal department but if it goes a dollar over $76,000
the3 have to make a tax return. And, just the ordinary inflation,
may mean that this section should have some attention paid to it.

Now, you spoke of the 20 larger inutuals. What type of insurance
is their principal business, automotive or what?

M'. (rATE. Well, automotive and fire wotld include the bulk of it.
Senator C(RTIs. And fire ?
Mr. CATE. Yes, sir.
Senator CURTIS. Windstorms and storms that may sweep a wide

area oil occasion, is that a factor to be taken into account in what is
an appropriate reserve of companies dealing primarily in rendering
protection to our people?

Mr. CAE. There ae-iI would say the same thing applies to stock
companies and nutuals alike. Tile stock ad mutual companies write
all forms of insurance. The stock companies compete with the
mutuals, they compete with each other, the mutuals compete with
stoek companies and they compete with other inutuals so any wind-
storm or so forth that were to strike across the country such as the
recent storms that we have had that have gone up the east coast,
would affect all of the carriers be they mutual or stock.

Senator Cmi'ris. But it does affect different sized companies dif-
ferently?

Mr. CAr %. It could affect, for example
Senator Cuwris. Someone who is writing insurance in 50 States,

percentagewise, is taking less of a risk in providing protection against
storms in a given area than someone whose geographical domain is
much smaller, isn't that right?

Mr. CA .That is right.
Senator CURTIS. Now, on page 79 of the bill, I note that there are

different rules for charging losses to the protection ar'ainst loss ac-
'oun11t ajPplying to the dividend paying mutuals and deviated mutuals.

Are there any stock casualty companies which write insurance on
a preiniu in deviated basis?

Ir. CATE. There are stock companies that write on a deviating
basis,, there are mutual companies that write on a deviating basis,
yes, s i'.

Senator (vwrs. Are there large stock companies that do?
Mr. C.%. Yes, sir.
Senator CrRvs. Do different riles apply in the case of the stock

companies, as to the deviated premium as against those that pay
dividends 1

Mr. Cr... No, sir.
Senator (Curis. Do you have any comment?
Mr. CAE. MNy only comment is I don't see any reason for tax prefer-

ence or differential there for this reason: a stock company may deviate
from a normal initial charge, let's say they were to deviate 20 percent;
instead of a $100 premium they were to charge $80. A mutual com-
pany would deviate from the $100 by $20 and would charge $80; both
companies would then be charging the same rate and they would then
compute their profits after the deituction of their underwriting losses
and so forth.

Whatever was left they would take over into their surplus.
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Now, the things that we are complainifig about is that when the stock
company makes that transfer to surplus it is after the payment of 52
percent, the ordinary corporate rate, whereas in the case of the mutual
it would not be after the payment of the corporate rate, and that is
the basis of our objection here, and the reason for our support of the
recommendation made by the Secretary that they be taxed in the same
manner at ordinary corporate rates without these deferral provi-
sions which are included.

Senator CRTs. My admiration always goes to individual business-
men and to companies who take positions on public questions and who
come in and testify.

I think that is good business and what I want to inquire about in no
sense is to embarrass anyone or to put this whole insurance question
in any light other than what the merits of the different contending
parties contain.

I would like to know when we receive testimony of a committee, is
this National Committee for Insurance Taxation, when was it or-
ganized?

Mr. CATrE. That has, this committee commenced, oh, I would say
5, 6 years ago, 7 years.

Senator CURTIS. And in 1958, 1959, 1960 and 1961, they filed a re-
port of their expenses and receipts in connection with legislation, did
they not?

Mr. CATE. Under the Lobbying Act, yes, sir.
Senator CUrRTIs. Now, does that report indicate that 500 stock com-

panies support this effort?
Mr. CG.TE. I don't recall whether 500 is shown in it or not.
Senator CuRTIs. Could it be true that more than 90 percent of that

money came from one company?
Mr. ATE. I don't know, I just dont know the answer. I know that

a substantial part came from one company, I just don't know about
the figure of 90 percent.

Senator CuRris. You wouldn't know whether of the $349,000 re-
ported, all but $2,000 came from one company?

Mr. CATE. I know that it is not correct, sir for the time the National
Committee was in existence.

Senator CTwRis. That is not correct, but it might have been as much
as 90 percent?

Mr. CATE. I just don't know.
Senator Cuwns. But it is substantial?
Mr. CATE. Yes, sir.
Senator Curns. Coming back to one other thing before I return

to the deviating companies.
I notice throughout your statement you refer to the President's

program and other witnesses refer to it as the Treasury's position.
Is there any difference in that?
Mr. CATE. No, sir.
Senator Currs. But the program submitted by the President in

reference to the taxation of mutual insurance companies other than
life, was the same as it came from the Treasury?

Mr. CATE. Yes. That was the President's message, he sent his tax
message to the House of Representatives. Secretary Dilon appeared
before the Ways and Means Committee on that, made his recommenda-
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I ion, Illdo the ttsi i'4noiilylttlI Iill his i stltohy Il sil ppo1, of
it. lhf tLppelred beforeo this e.,oinldteo its you will recall, lt dvo-
(at1(d tlltt, IdlI of t00z (MoXiflI Q I)0 t Xd in tlie HILfllO IlhtIfII(ir(Ill.
It'y (,Orl)wi t ") ) 'altem witlltt., tl lt falltal )loviloHU 118 ("O 1,titf ld Il
ChIi Hoie bill.

SoitLOis (utr'rim. Now, (eonitg Itck to th deviating eompariN, you
(,otip))1re(d the dcovin lng Htock collipantis with d(Witltt1tg I1i1,1i 1!0111-
JfIll ni I(OH.

It, would ho helpfIl if youc eould itaIke it com pir iwl of devitilig
stock companies with divfdend-ptying toek cotrIJ)InI|Jio.

Mr. OAir. By.that you mean dividoenis to p)olicyholderm, I tHsNil,,.
Stock ,oinpanes rity doviate or thoy trUly tiot,. 8O1ok cotiopitlet

nit.y p.y (ivide1ds tol)olleyholdrs o1 t.hMynity uiol.
Senator Crrris. Ali( that, is dotie, 1)0oth metlHods Itt'o fOllowNd,
Mr. CA'u . Yes.
Senator Ctylli-l. Is it followed lly sotie of the larger orllipll lem
Mr. CA. Yes.
Senatttor Ounris. Now-
M', ( i'-,,. A ld it1 is it l!ov) ( tIoct, serin tof-, I ll it a N8t o(k ,oln pally rilly

(eval( i flfl([ it stoek ea i lliy, Ile il4 1 'OirlJ)ailly, flllly eVe'll I)Ity it
dividitd to 1)Oliteyholhi f

SPelltotr (0'iii'1'1. I Tit(lr41 i'4t1iRL, I JI1 not M(6ui1lriig yoill' operrt l1oll.
I v1%e it ill hrIe of 2.4) )Ilg(s (l'eilifig wit I iltlly, Ivflilly Hill) ('ts, il
I wilit to gel sli'll ,,i1t1,rin/,1 of information 11H I ali. Il.l what.
I winlt. to Iknlow is what is the dit'ri'ht,4 ill tle tx coliseoj illteti of st
(evitinillg stovk ('ollmlIty 1l(1 a it stock 'EiilmI*y 1 hint is ii(IOl Vllig
hut1 paISses divtidendsI to iH p~ollyliOld('m5?

Mr P. CA' E. 1 (loll'( think there wolld he any. ILet's tke I lift Exiirip(.h
tht; I joist, referred to.
You have it stock cotlpany ihat deviates, we will say 20 l)ercel.,

so it. would then t'eepieve $80 $15 its liif ial prelmin. You liare itranother,
stock (omnplny following your illustration, hrt ,htrges the $10)
anid pays it dividend to policyholders, we will say, of $20. So att fthe
end of the year, and itlilsste' thlnt, their losses fil exlpnses were the
same, the stiok coinpiiny fhit has lehviated id the sto.k corripany
tlit ,had paid i dividend wolild uitve th( salrie net profit. Ile I di-
denld of the stock companyy flit did not devillte h., paid the (livldend
would he entitled to a d duction for its dividends paid or declared,
and then whatever was left in tile wa.y of prtfit wold be taxed at.
52 percent.

But, in the case of the mutual companies, whether they be dividend
or deviating, their objection is that their profit would not be taxed
at the same rate.
Senator CURTIs. Now, of two muttals, one thtt pays a flivifleid

and one that deviates, what is the difference in tax conseqlenees
assuming the arithmetic is the same?

Mr. OAT.. Under the President's recommerndation I don't see any
difference.

Senator Currms. No, tinder the House bill. Two mutuals, one de-
viates, and one pays a policyholder dividends--assuming the amounts
were equal, is it the same tax consequence?

Mr. CAim. There would be consequences regarding this tax-deferral
provision which we are objecting to. The tax deferral would have
consequences as to where the dividends were charged.
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o r I AfllIdV Ilnj'.oe',tvssi?
Sftlstor UV, 0 ill d there hi it (JifTfelolee 'If Ile M1110111tC of i x

Ot()n00$1,110~e4 tsld 0110 JMY~ It 1ifeyheoker diivkidds In the; Hitt
Ves it do( O.lo. jflitY 11114 AIIIl(I I fix ?

Mr,' (CA'rv I dote't ktiow Ilinit. the'y wosilti. I (olI' m~es wlitv't flint
wonlld 1110isms There'i would bin H4oWE5le fettsf of defferri in,'olveAI,

Seleittot' ( uulo'the, Voii toti'l kn~ow whesthetr theuy wotild pity die

Mis., (CA'Ie, I jtiil. don't, know iles th1ftee aF-~
sit-e (larIH. Now, oif t'llio 1i11141fittflP1,411 I w'itil 1.1111,140ti11 Stntems

(lit ls'.t1111 frt, whla i11 1111 grand totial of itli? Hlow 11114Itwb lnu ewss

Mi-, (CATV A fjif'lroi1I4EV -for the year, 19M(, sigigiroxifittefy $16

Mr-, '~ATM,~ YeH, Hit'.

oselitor (.uirrim, $1 ry 1illioll illr'u uss

Senator (vrr, flow tIfIl('I (if 1,11t. WhX at fItOWliM(VP. intHfstnee.
IfitwIliditg the, liabiy'lity findi (eamwt~ty and5( praOlry daristme As well A,4
il,1s tearmif'? flow oiwhi(f it wsts, writteiien ff at.4rnoiffe fpiliies (4
1, W11 bilIli'of ?

Mr,. CA'rPE 'That. infotin~tio Im available, I dlont, have it ripfht
here,

Se'naetor (C:wrrtm, Well, give trie a poe(,o and then iigply it,.
UP. (.ATP. I Will b.e lhappy t~o K1,11ply it fxaCtly. IN Aflltay 11r1(4'

ably hal for eorisvaly rhore.

Mr. ,CATE. 0IMII(MyRiO, J'ro1bYly fJoe.
('I'Jos information referred to was satep provided for the retor(Jd

followss)
I'v-moiage4./ tif If060f premium*rprsh4 4#flto~l nP7,4

.flfuttrnl CrnPajrles --- - - - - - - - - - - - - - - - - - - - - - - - - 47.8f
Senator Cvi"JIMF Bee-aiJSw 1*ople, are. pay ing more in arntmoM4ie

inmrance than other kinds of in~srane and we have at lot of a,,so-

Mfr. CAw.. It is probably mom,. 1 just, donft have the exact figusre
bit I will certainly supply it. It, i.s readily available,

Senator Cunrr. That is all, Mfr. Chairman.
T7he CIIARMA N. -Senator Dousglas?
Senator TkU(;Lv. NO JUesion.
The CJiAt1LWAx. Senator (iom?
Senator (*omw I notice o pae4 of your statement it is stated

tha th ony raso gienin te house committee report for treat ing
mutual ciwpanies differently is--
lack of aceem to the capital markets for fnndm with whieh to pay Imsam.
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Mr. CAT. Yes, sir.
Senator Gonr. Do you thiftk this is insufficient justification for

treating these companies differently f
Mr. CATE. I certainly do. I do not think it is appropriate at all.
The recommendation of the Secretary was that they be treated

equally. Now, you don't go to the capital market to get funds with
which to pay losses. That is the function whieh is served by the
surplus of a company, that is why the companies accumulate surplus,
to pay the extraordinary losses.

lNow, if a stock company had heavy extraordinary losses it would
pay them out of surplus. If its surplus were exhausted and it had
to go out into the capital market in order to obtain funds with which
to pay losses, I can hardly imagine a less attractive investment to of-
fer tothe public than to go out and say, "We have used tip our entire
surplus and we now need capital to pay extraordinary losses." It
would be in desperate shape indeed.

Furthermore, Senator, the mutual companies have made over the
years, their net income from underwriting, their underwriting gain
has consistently been many. many times that of the stock companies,
and with that underwriting gain it seems strange indeed that you
should set. up a protection against loss account for the types of com-
panies that have the largest underwriting gain. It would seem that
the stock companies would be the ones that would have the greater
need for that since they have the less underwriting gain, but the stock
companies are not asking for that but we are objecting to this prori-
sion for the more profitable companies for proteetion against loss ac-
counts when they are the most profitable.

Thank you, Mr. Chairman.
The C. I1RMA.X-. Thank you very much, Mr. Cate.
Mr. CAT,. Thank you.
The CHAIRMANv. The next witness is Mr. Ambrose B. Kelly, As-

sociated Factory Mutual Fire Insurance Cos.
Mr. Kelly, will you take a seat, sir, please, and proceed.

STATEMENT OF AMBROSE B. KELLY, GENERAL COUNSEL. ASSO-
CIATED FACTORY MUTUAL FIRE INSURANCE COS.

Mr. KZiy. Mr. Chairmatn and members of the committee, I am
Ambrose Kelly, general counsel for the Associated Factory Mutual
Fire. Insurance Cos. My office is in the Turks Head )Building,
Providence, R.I. I have prepared a very brief statement which
I have filed with you, and knowing the pressures under which the
committee is working I will depend on each of you to read the state-
ment for yourselves and will limit myself to a very few brief remarks
with reference to the problem of our companie&

We operate on a somewhat different basis< from other insurance
companies using a premium deposit plan, and the bill which has been
passed by the House and which is before you recognizes for the first
time this different method of operation and makes provision for our
taxation on the same basis as stock insurers with merely a modifica-
tion to determine correctly the premium income of our companies in
accordance with the premium deposit plan.
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Because as a result of conferences that were held it was felt that
this plan and the development of the earned premium under it gave
some very small advantage to our companies, the bill was changed
from the original draft proposed by Congressman Ikard to provide
for an additional taxable income of 2 percent of our earned premium.

It was felt. that this was complete compensation for any small ad-
vantage we might. get from the use of our own method of calculating
earned premium. In coming before you, I need only emphasize the
fact. that our companies do not fit into the same category as other in-
surance companies, and this has been recognized by the Ways and
Means Committee in its preparation of this draft..

I am in the position which is not that of most of your other wit-
nesses, of saying that the bill as passed by the House is entirely satis-
factory to the group of companies which I rep resent..

We feel that as the result, of the careful consideration which has
been given to our problem, and I might say we have been reasonably
active in calling it to the attention of the various people who have
worked on it TIeasury, the staff of the joint congressional committee,
the staff of the Ways and Means Committee, we think that the bill as
drafted handles our problem adequately and we, therefore, simply
urge you to continue with reference to our companies the provisions
which were incorporated in the House bill.

If there are any questions with reference to our operation or with
reference to the application of the bill to us, I will, of course, be de-
lighted to answer.

The CHAIR-MAN. Senator Douglas?
Senator Dor-o.s. No questions.
The CfMrAIn V. Senator Curtis?
Senator Ctirns. One question. What is that difference in the

operation, just in a nutshell?
Mr. KELLY. In a nutshell, we secure the capital which a company

like ours needs to provide large capacity through a premium deposit
which is collected from the policyholder which is roughly 10 times
as much as the expected cost of insurance, Senator.

In other words, each of our policyholders, if we anticipate on the
basis of our experience that his ultimate cost of insurance with us
would be $1,000, will be asked to provide $10,000 at the time the policy
is written. These premium deposits, which we hold during the time
the policy is in force, give us the underwriting capacity that we need
for the large risks which we write, and these are hospitals, colleges,
housing projects, and, of course, a large number of industrial risks.

Senator CrR'rls. How much does it. take to determine whatt your
underwriting cost is; can you determine thatt on a yearly basis?

Ifr. KELLY. We determine that every year, but we make the actual
return of funds to the policyholder at the end of the policy term. Over
(10 percent of our policies are written for a 3-vear term.

Senator CrtRTs. What can you invest that money in in the mean-
time?

Mr. KELLX. Well. we have, as we must, a diversified portfolio. We
have to have in inid that the money has to he available to pay cata-
strophic losses so that we give, I think, more atteitin than perlips
other insurers to the need foi'hiavifg lltqiid investillents.
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We hold large blocks of Government bonds. We have a proportion
of our investments in stocks so we will have a balanced and diversified
portfolio. We are earning,. I think, a little under 4 percent on our
investments, which would-indicate the conservative nature of our
portfolio.

We do give our policyholders the benefit of our investment earnings
in determining their costs. In other words, we add up our losses and
expenses, Senator, deduct from those our investment earnings in order
to determine how much, after making proper provision lor future
catastrophe reserves, we can return to the policyholder.

Senator Cunris. The difference in yours is that you get the capital
first rather than retain it as you go along ?

M[r. KELLY. That is correct, Senator.
Senator CuRns. As another mutual does.Mr. KELLY. Oulr companies are quite old. The oldest of them is

now a little over 125 years old. The youngest of them is approxi-
mately 75 years old. During this time, because they have been putting
aside some funds for cfttastrophes and for surplus they have built up
on top of the premium deposits some capacity through catastrophe
reserves.

Very occasionally we have an incident or a year which reminds us
of the need for such accumulations. A few years ago, for example,
we had a single loss on a. single fire risk of $14 million. We operate
throughout the United States, and we, therefore, can often be hit
fairly hard in the hurricanes which unfortunately have been so much
a pt rt of our recent underwriting experience.

Senator CURTIS. The House bill permits you to determine your
own absorption premium?

Mr. KELLY. What the House bill does, Senator, is permit us in
calculating our earned premiiumi to take into account not the so-called
statutory formula which is used by other insurance companies, but
to take into account the amount we fre going to return to the policy-
holder. 111e, therefore, set up the reserves for calculation of earned
premium not on the so-called statutory formula but on the basis of
the returns actually being paid by the company at the beginning and
end of the taxable year.

Senator CuRTIS*. Does that give your companies the right to deter-
mine the amount of their own tax?

Mr. KELLY. Not the amount of their'own tax, Senator. It gives us
the right to determine how umuth we need from our policyhol-ders to
pay our losses and expenses. It is true with us, as with all other
insurance com panies, that if the amount we take from the policy-

holder is in bahnce or is less than the amount we need to pay losses
and expenses we will not pay any tax.

For example, without being on this bagis, Senator, there were 4
years, 1950 and 1957, quite recently, in which we suffered very sharp
o1sses, one of them was the year in which we had this $14 mill ion loss.

We had hurricane losses in this period, we had a number of very large
fire losses. In those years our compaitles actually drew upon surplus.
The amount we retained out of the premium deposit was not sufficient
to pay our losses and expenses mnd we made up the difference from
surplus. .
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Our great complaint is that as the tax Jaw now reads, we contitied
to pay full income tax in those years despite the fact that we had to
draw substantially from surplus in order to make up f6r our under-
writing losses.

Under the new bill, as it has been prepared by the House, in such a
year in which we did not draw down enough from our premium deposit
to pay our losses and expenses we would pay no tax. We are very
conscious of the fact that ahead of us is a period in whikh there are
going to be tremendous demands on underwriting capacity and we
feel that the premium deposit system in itself will not give us all tie
capacity needed. We are now under pressure from business and from
other institutions as well to provide more insurance. I was, for
example, in a hearing held by the Atomic Energy Commission with
reference to insurance on bridges and thruways within the last few
weeks. One of the problems there is that the insurance business
doesn't have enough capacity. We are not in a position to insure
some of these pi'operties today, even though we regard them as risks
which meet our standards, because we do not have sufficient capacity
to take care of the largest possible single losses.

So we have every intention, from the standpoint of good manage-
ment, of adding to our surpluses in future years. We will not only
deduct from the premium deposits we are holding the amount neces-
sary for losses and expenses, but we will deduct additional amounts to
add to our surplus to give us capacity in the future and those amounts
will be taxable under the proposed bill.

Curiously, as is brought out in our filed statement, if we had been
on this tax basis last year, Senator, which was from our standpoint
a good year in which we added substantial funds to our catastrophic
reserves, our taxes would have been substantially higher than they
actually will be under the present law.

Senator CURTIS. That is all, Mr. Chairman.
The CHAIRMAN. Thank you very much, Mr. Kelly.
Mr. KELLY. Thank you.
(The prepared statement of Mr. Kelly follows:)

STATEMENT OF AMBRosE B. KELLY, GENERAL COUNSEL, ASSOCIATED FACTORY
M1UTUAL FIRE INSURANCE COMPANIES

The Factory Mutual Companies are a group of seven mutual fire insurance
companies specializing in the Insurance of large industrial and Institutional
properties. Their policyholders Include many of our leading Industrial cor-
porations, together with colleges, hospitals, schools and housing projects. Pre-
ventioh of loss through the application of specialized engineering and inspection
service is a vital part of their service. Because of the large size of the risks
Insured they are always subject to a possible catastrophic loss, whith, If It
occurs, requires the withdrawal of large sums from surplus account,

These companies operate on a "premium deposit" plan which requires the
policyholder at the inception of his coverage to make a premium deposit which
is approximately 10 times his annual premium cost. This premium deposit is
the same in amount regardless of the term of the policy. This "premium de-
posit" has no relationship to the premiums charged by other insurance com-
panies. As these companies have no Invested capital, these large premitim
deposits provide them with the underwriting capacity needed to handle the large
risks owned by their policyholders.

The actual premium, or cost of Insurance, Is determined by the amontit which
must be charged against or absorbed from the initial premium deposit in order
to defray the loIses and expenses for the operation of these companies, plus
a contribution to surplus or catastrophe reserve. Therefore, the aetufdl premium
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for any particular policy cannot be determined until such policy is terminated
either by cancellation or expiration. The premihmt deposit does not in itself
constitute income to these compahies-it is the absorption from such deposit
that is the eqUiValent of the earned premifinh of other insurance companies.

This plan of operation is completely different from that of all other fire
insurance companies.

Mutual fire and casualty insurance companies, including the Factory Mutuals,
were brought under the Internal Revenue Code on the present tax basis in
1942. Under this law, mutual insurance companies either paid tax on their
investment income, or on 1 percent of their gross receipts-whichever develops
the greater tax. Because the "premium deposit" plan results in large aceunilt-
lation of assets, the Factory Mutual Companies have always paid income taxes
on the basis of the regtilhr corporate rates tipplied to their investment income.
This tax basis completely disregards the actual operating results of the companies
and in those years when these companies have suffered. catastrophic losses from
hurricanes, tornadoes or bad fires, they have paid taxes of from $1,500,000 to
$1,700,000, despite the drains on their surplus as a result of their underwriting
losses.

Under the present law, the Factory Mutuals have consistently paid a higher
tax in relationship to their earnings and to their premittn jncoine than other
fire insurance companies. For the period 1942 to 1959, as shown on an exhibit
filed by the Factory Mutual Companies with the Treasury Department, the
the Factory Mutual Companies had paid 5.51 percent of their actual absorbed
lpretlums in Incomne tax, while the stock fire insurance companies had paid only
2.38 percent and other mututtal fire insurance companies excluding the Factory
Mutual Companies, had paid only 1.47 percent.

The inequity of the present tax treatment was illustrated very clearly in
the President's tax message, dated May 3. 1961. A table appearing on page
292 therein shows that whereas the Factory Mutual-Compahies in 1958 wrote
0.8 percent of the total premiums written by the fire and casualty industry,
their portion of the industry's total tax bill was nearly double their share
at 1.5 percent.

The Ways and Means Committee, after careful study of the problem by the
staff of the Joint Congressional Committee on Internal Revenue Taxation, has
made proper provision for the taxation of companies operating on the premium
deposit plan. We hope that your committee will, in its turn, endorse these provi-
slons so that they may be finally enacted into law, thus establishing an equitable
basis of taxation for these companies. This is incorporated on pages 88, 89, and
90 of H.R. 10650 tinder the caption "Mitual Fire Insurance Companies Operat-
ing on Basis of Premliib Deposits."

The corrective measure of the Ways and Meantis Committee would put the
Factory Mutual Companies on a total income basis of taxation, reqttirng them
to be taxed on operating results the sime as their competitors. The proposed
sections contain provisions to determine properly the earned premiutm tinder
the premiumm deposit" method of operation.

The Factory Mffttlal Compatites, from the nature of their business, are subject
to occasional catastrophic losses. For example, in 1955 they sustained a series
of large fires which resulted in an operating deficit for the year of about $5,400,-
000, on top of which they were compelled to pay $1,600,000 of Federal income
taxes, thereby resulting In a total loss of $7 million.

Contrariwise, during 1061 their losses were abnormily low, thereby permitting
them to restore to surplus the amoihts withdrawn because of operating deficits
in prior years. Had the proposed tax basis been put into effect in 1961 they
wofild have paid about $4 million on the proposed basis for that year, against
slightly less than $2 million.

We urge the Senate F'inance Committee to conttithie the provision in H.R. 10650
for the taxation of mutual insurance conipftflies operating on the ileflilihli delsit
plan, which were included in the House bill after careful study by both the staff
and the Ways and Means Comiittee.

The CHAIRIUA NN. The next witness is Mr. Joh4 T. Wicker, ,Tr., of
Ri"eli fl-d, Va.

Mr. Wicker, will you take a sent.
The CAIII-,A,,. I waet to introduce Mr. Wicker. I have known

ll. for many years anid he is one of tle oitstanding men in Virgilita.
He is t former State senator of Virgtiia anid a. mnfiber of the flithllOe
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committee of the State senate. He was the first chairman of the 1945
Constitutional Convention of Virginia. He is a fellow of the Inter-
national Academy of Trial Lawyers. He is one of the original f6uifders
of the American Legion. He was former national chairman of the
American Bar Association's section on insurance negligence and com-
pensation law.

John, I have given you a good introduction and you can proceed.
Mr. WICKER. You certainly have, Mr. Chairman. (Laughter.]
If you will just give the same commendation on consideration of our

program when you all get to voting I will be very, very happy.
The CHAIRMAN. Proceed.

STATEMENT OF JOHN 3. WICKER, JR., GENERAL COUNSEL, MUTUAL
INSURANCE COMMITTEE ON FEDERAL TAXATION; ACCOMPANIED
BY GEORGE HASKELL

Mr. WICKER. Mr. Ohairman, and other gentlemen of the commit-
tee, I am filing with my formal statement some exhibits including
lists of member companies in our organization and other pertinent
information. To save time I will not read from the appendix or from
the exhibits, but I trust they will be included in the full printed
record.

The CHAIRMAN. Without objection.
Mr. WICKER. I am John J. Wicker, Jr., general counsel of the

Mutual Insurance Committee on Federal Taxation. This organiza-
tion, which I shall hereafter call the "Mutual Committee" is composed
of 721 mutual fire und casualty companies 'with more than 27 million
policyholders in oll States of the Union, and the member companies
range all the way from the smallest companies up to the largest com-
panies, farm companies, assessment companies, postdividend com-
panies, deviation companies, automobile companies, fire companies,
every type of mutual.
I believe we contain in our membership approximately 97 percent

of the taxpaying mutuals of the United States.
As I say we are filing with our statement a list of our companies.

I don't believe that was done 'by the first speaker today. I trust he
will do it. It would'be very interesting.

There are only 45,500 000 families in the United States. A sub-
stantial percentage of all families have one or more mutual policies.
I represent 27 million pohcy'holders here, a great many of them busi-
ness people. As you can see, the families of the United States are in-
terested i-n the welfare of these mutual companies.

The intuals I represent were referrd to by Secretary Dillbn be-
fore the House as regular mutmilk': We think that is all right.
Thait 'is to distinguish them from "factory mutuuals,' whose spokes-
man you have just heard from and from the "rciprocals," whose
spokesman you will hear from later on today.

Their strU'ture is different 'and their problems are different and so
they have necessarily different speakers.
ram here today in oppoiton to certain parts of section 10 ofH.R. 1060. Now that, till contains so ie prnciples of taxation that

we can accept. It does recogilize the fact that there is a vitdl -differ-
ence between our mtittUls aid the stocks. It recognizes the fact, the

82190 0-62-pt. 4-21
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principle, that if you are going to take away our right to add to our
protective pol'icyliolder stulus the underwriting balance that we may
have left, whenever we have any left, if that is going to be taken away
or the most of it, by 52-1)eivent taxation, theii something reasonably
equivalent must be supplied in its place. The House bitl recognizes
the pirinciple but then it unidertakes to sU)ply a very inadequate sub-
stitute, something it calls a "protection-against-loss account," PAL.
I ani not facetious when I say t-hat it might better be referred to as a
SO11 account, sleight-of-hand, because it gives to you with one hanld
and takes it away with the of her.

Now you see it, now you don't. Thait is not a facetious statement at
all.

,As it stands, the bill does not promote competitive equality, but, in
fact, would handica ) the mnutuals in the coml)etitive market. In place
of the l)resenit tax system, here is what the House bill would do. It
would keel) the $715,60() exemption for very small companies s unchanged
although everybody knows if $75,000 was reasonable for exemption
limit for the very smallest mutuals in 1942, that exemption limit
should be raised to at least $150,000 today to be equivalent to what it
was in 1942.

Next, the bill takes the next group of small imnutuals; that is, those
with gross income ranging from $300,000l ul) to $900,000 and allows
them an Option, a restricted option, of paying taxes on investment
income only.

All other mutuals with gross receipts from every source above
$900,00) would be taxed for the first time on total income: that is, they
would be taxed not only upon investment income but also upon the
premium income that comes in from the jolicyholders.

Now, the bill undertakes to modify total come taxation, recogniz-
ing the, principle of the need of special loss reserves for the rntittials,
by what. the bill calls a protection-again-loss account. Each year, 1
percentt of losses each year, incutrred losses, actu al losses, and one-
fourth of any tuiderwiting gain-that is, anything you have left
over owit of premium receipts after payment of losses and expenses-
would be set aside ill a J)rotection-against-loss account ; a special loss
fund.

HTowever, the bill puts a cunnulative ceiling of 10 percent of earned
I)relniun volume on the loss fund and a "force out," on it every year
after 5 years. Both of those we think are unreasonable, unnecessary,
inequitable. and nullify largely the effectiveness and the good of the
loss fund.

The very intent that the Ways and Means Committee had ill mind
according to its repom't-and we are in accord with that intent--is not
(1arrJ1ied out.

Losses go way qill) ( and way down. The 10-percent ceiling would
mean you couldn't add anything whatever to the loss fund in a good
year or even in a vear of tr-emedous heavy losses whenever such addi-
tion would incirease the fund $1 to a point above 10 percent of
your current net premiuf volime. The loss fund couldn't. go up when
You ought to add iin the good years to hell) l)rotect against the bad
years. The Bible urges that in years of feast, you put something
asile for the years of famine. The bill says you cannot. go above the
10 percent , but there is no floor. ; The bill does not pk'ovide any floor
that you can't go below.
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Furthermore, the bill requires an annual "force out" from the loss
fund after 5 years. There is nothing sacred at all about this arbitrary
5-year limitation. We checked the records. In some companies this
"force out" would occur in years when it should be increased rather -
than depleted-in some companies this fund or account would be
exhausted in the first year, in others the second year, in others in
various years. In many cases, if ordinary losses are charged against
this loss fund it would go right out for ordinary current losses instead
of being held available as emergency protection against excess losses.

The special provisions for small mutuals provided in the bill are
completely inadequate for them, and the concentrated risk mutuals
should have a more realistic allowance than the bill grants.

When the bill was before the Ways and Means Committee, we were
asked to confer with the staff and to try to work out a plan that would
do three things: One would provide tlie Treasury with substantially
increased revenue, placing the mutuals on a modified total income
approach basis. That was one thing.

Secondly, that would recognize the principle of the difference be-
tween mutuals and stocks and provide an appropriate modification.

Third, that would provide for an equitable redistribution of the tax
burden between mutuals so that those more able to pay would pay
more, and those less able to pay would pay less. That we did. We
submitted a reasonable plan that met all three requirements. The
facts were all checked very carefully by the staff of the Joint Com-
mittee on Internal Revenue, as presented, and we hoped that our plan
would be approved.

Unfortunately as one member of the staff succinctly remarked right
after the Ways and Means Committee's final action.

"Yes, they approved the form of your mutual plan but not the
substance." In addition the gimmicks of the 5-year "force out" and
10-percent ceiling they put in, and a proviso that mutuals must
exhaust this emergency loss fund whenever current policyholder divi-
dends, current expenses, and current losses exceeded current premiums
before using any part. of current investment income. Obviously cur-
rent receipts from current investment income are just as much a part
of current assets and current receipts as premium income.

Now here is what we proposed in our plan. Our plan provided
for a loss-fund account made up of one-fourth of underwriting gains
if any and 1 percent of incurred losses. To that. extent it. was just
the same as the house bill.

However, we provided that this special loss fund would be used
only in tax loss years as an offset. to any excess of total losses, ex-
penses, and dividends over total taxable income.

We recommended that mutuals with less than $150,000 gross re-
ceipts would be exempt.

Also that small mutual-those with annual gross receipts under a
million dollars-be given an option of taxation upon inveAment in-
come only; and the additions to the loss fund be liberalited for those
mutuals with annual gross receipts between a million and 5 million.

In the insurance world a company with gross receipts of less than
$5 million is not a large company at all. Such companies are not'the
smallest but they are medium-small companies and they need some
liberalized provisions.
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We recommended that the special provisions for concentrated risk
mutuals be expanded realistically.

Now, that is what we offered. If this committee sees fit as we hope
and trust, to approve it, and adopt it, and it becomes jaw, it will
increase the revenue to the Treasury right away by from 40 to 50
percent of what we pay under existing la.w.

I don't believe that you will find anywhere, certainly in the last
20 years, where any substantial taxpaying segment of the economy
has been subjected to a tax increase of more than 40 to 50 percent. I
doubt if you will find any as great.

The House bill, instead of that, would double our taxes, double them,
and I notice the Secretary of the Treasury came in recently before
your committee and urged that the House bill be more harsh. He
wants to add still more.

Now, as you know, under the present law mutuals, except the very,
very small ones accounting for less than 2 percent of the business,
have paid taxes each and every year. All except the very small
exempt mutuals have paid each and every year, either full corporate
rates on their entire taxable investment. income including their real-
ized net capital gains. or 1 percent of their gross receipts, less policy-
holder dividends, whichever alternative produced the higher tax.

Those taxes have risen from under $6 million in 1942 when the.
existing mutual tax law was passed, to more than $41 million in 1960.

Now, the present law hasn't favored the mutuals group at all, be-
cause the record shows that in that period even though our under-
writing income has been tax free we have been able to increase our
policyholder surplus by only 5.54 percent of net premium volume,
while the stock companies as a group have been able to increase their
surplus by nearly 7 percent-6.76 percent-and that hasn't been
excessive in either case. And we haven't unduly increased our share
of the market.

In 1942, these mutuals wrote about 20 percent of total premium
volume; 20 years later, today, they write only about 25 percent. That
is a modest growth, and it can't fairly be attributed to the income
tax law.

For example, consider the experience of Allstate Insurance Co.
which is the chief mogul of the so-called national committee, chief
antibutual propagandist. That is a stock com'pAny taxed on the stock
basis. Since 1942 that company has increased its surpltis from a little
over $31/2 million up to $225,741,000.

Its premium volume has increased from abmit $5Y2 million up to
over $495 million. So when Allstate comes in compaining about
alleged tax inequality and that the mutual tax law puts it under a
competitive disadvantage, it is like a man bulging with fat, with food
coming out of his jaws and money running out of his pockets, com-
plaininfg because somebody across the street~there had a sandwich.

Allstate and its stock associates have prospered tremendously, and
the mtit als have not prospered unduly. .

As a mater of fact, this proposal for abolishing the existing mutual
tax law and substituting a total income approach has been agitated
and prificipally promoted by the Allstate Insurance Co. which is said
to l 6 the most prosperous of all stock companies. They have agitated
that for years, they first did it In their own ridme. They went-before
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the House Ways and Means Committee with brochures something
like ours and a lot of charts in their own name in 1953, 1954, 1955,
1956. Then when it was pointed out how prosperous they were, they
then got a front organization and came out viith a letterhead, "Na-
tional Committee for Insurance Taxation."

Well, the lobby records officially filed reveal that that National
Committee for Insurance Taxation-all stock companies-in the last
4 years has collected and spent in lobbying purposes against the mu-
tuals $351,000. And that of that amount, this one company, out of
the 500 they talk about, has contributed 99.42 percent of that, speci-
fically has contributed $349,879.

Now, perhaps you will understand why I refer to this national
committee as a "front" for the Allstate Insurance when Allstate con-
trols that and finances it so lavishly.

I have nothing against that in any way, and I certainly have noth-
ing against the sole stockholder of Allstate, it is a very fine company,
Sears, Roebuck.

(Discussion off the record.)
Mr. WICKER. Now, the mutuals need funds free of tax to make up

for their lack of access to the equity capital market which access is
available to stock companies.

All insurance companies, both stock and mutual, now maintain for
the protection of their policyholders an adequate fund called policy-
holders surplus. This is what makes insurance possible. It is the
cushion which absorbs the inevitable ebbs and flows of losses paid to
and on behalf of policyholders. Surplus protection must be increased
generally in proportion to increases in insurance provided. Hence,
the ability of an insurance company to maintain insurance protection
and service its customers in an expanding economy depends upon its
capacity to keep its policyholders' surplus abreast of the increased pro-
tection it must afford.

So unless mutuals can continue to modestly increase their surplus
in keeping with the expanded economy, they are going to fade out of
the picture.

During the last 10 years alone the stocks have added $5,278 million
to their policyholders' surplus funds. About one-fourth-and this is
very important-about one-fourth of their additions to their surplus
have gone in tax free from the capital market. And about the same
proportion has gone into mutual surplus tax free, not from the capital
market but from underwriting which this bill now proposes to tax
at 52 percent.

So you can understand our alarm when the excess that our com-
Yetitors have is left untouched, as it properly should be left untouched,
but we are being cut down about half.

If we had been able to outstrip them heretofore and build up a
greater surplus it would be different. But we have not, as our files
and exhibits here show. And the record shows, I say, our additions
have been no greater than theirs; in fact, not quite as great.

Now, the impossible situation which this places the mnutuals in can
easily be demonstrated by visualizing the problem of a mutual com-
pany wishing to acquire funds from policyholders to improve its
financial condition or increase its surplus or to comply with license
requirements, and they are growing in every State.
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The need for such periodic additions to surplus occurs among all
companies, large, small, stock, mutual.

For example, within the last 4 years, two of the largest stock com-
panies, one of them All State, have each added $50 million, $50 mil-
lion each, from the equity capital market to strengthen their surplus
and financial statement.

If a mutual company had to add $50 million to surplus funds under
the House bill, where could it get it? They have no stock to sell.
They could only get it from incieasetl premiums. Under the House
bill they would have to take in nearly $92 million, overall loss and ex-
pense requirements, in order to do what the stocks can do, and have
done by selling stock to their stockholders and sometimes to their sole
stockholder.

Some States have laws which allow it mutual company to meet. stir-
plus requirements on a tax-free basis through securing paid-in guar-
antee funds, but they are merely borrowed funds rather than equity
capital. That has been tested out in court.

The U.S. Tax Court, and others have held they are nothing but
borrowed capital. They can merely be repaid. They are merely a
subordinate loan called at the option of the company, with interest
limited by law, and anyone who puts in anything when a mutual
is started. in gua.ranty capital, can never get $1 more than he put in.
If he put in $100, no matter what happens, he cannot get. back $103
or $105.

It is called, and lie gets back only $100, and he only gets that back
after everything else is satisfied and, in most States, with the per-
mission of the insurance commissioner.

Sometimes, they say, "Oil, ye , mutuals have access, why, they have
gotten millions of dollars, millions of dollars from the capital
market.."

What they are talking about is. well, it is so negligible you need
a magnifying glass to see it. It is less than 7 cents per $100 of
premium written. That is less than one-tenth of 1 percent, less than
one-tenth of 1 percent of the surplus, this guarantee capital so-called
represents. That is about as negligible and de minimis as you can
think of.

Now, it has been claimed, and there is some very remote possibility,
that without some overall size limit the loss find, the special loss
fund, of the mutuals might. become excessive: that is why they say
that. we ought to have a forceout, we ought to have a ceiling.

We made a study of the 20 largest mutual companies. They ac-
count for about thie-fifths of the mutual premium volume, and the
average size of the loss av&ount. without limitation, would have been
only 15 percent of premium over the 10-year period. It averaged only
5. but in some years it would go way tip above 10. and some years
down to zero. Wnd could go below even, but when you put a 10 per-
cent constant ceiling on top. you do not allow them to go up as high
as they should go in the good years in order to provide for the bad
years.

Now, the committee's bill, the House bill report, says:
Your committee's bill does not impose any overall ceiling on the amount

which may be accumulated by a mutual savings institution with respect to
its reserve for losses on qualifying real property loans. However, your com-

1506



REVENUE ACT OF 1982 1507

mittee intends from time to time to review the status of this reserve to be
sure that the balances maintained in these reserves remain reasonable In light
of the overall requirements of the mutual savings institutions.

They said thiat in referring to svings, mutual savin s, institutions
in the same bill, section 8 of the bilt-before you. TiWe House bill,
you see, provides for a special loss fund of 60 percent of tax, 60,
percent of the tax, that can be set aside as a special loss fund, without
ceiling and without a force out.

'The Secretary of the Treasury before you gentlemen the other
day said lie wanted that cut down to 331/, but even he did not ask
that there be any force out or any ceiling on them.

We would have no objection in the world to having the Ways and
Means Committee maintain the iame time.to-time review of the status
of our loss funds, and if they proved at any time to be unreasonable
corrective legislation can be i)ut in, and put through. And I can tell
you if I am wing and still counsel for this organization, and I expect
to be, the Lord helping me, we won't. object to anything like that. We
would be perfectly willing to agree to anything like that.

We (do not want anything unreasonable, but we (1o want to be
treated reasonably and equitably the same way you have treated life
,.onpanies and the same way in this present bil the mutual savings
institutions are being treated; and they are being treated right.

In the life insurance tax law the Congress has granted to the mutual
life companies, 50 percent of underwriting, and 50 percent of a portion
of investment Income in addition, set aside in a special loss account.
That has no force out, and no ceiling in the case of a mutual life
company.

It does have a ceiling in the case of a stock life company, and of
,ourse it does come into the tax picture if it. goes for stockholder
dividends.

We think the unrestricted loss funds for mutual life companies and
mutual thrift institutions are proper and they are right. But we say
that just as long-term. protection of the participating owners and the
peculiar nature of the risks of such institutions warrant no restrictions
as to size or time on special reserve accounts for the mutual life insur-
ance industry and mutual savings institutions, the special circum-
stances of the mutual fire and casualty industry warrant similar
treatment.

Now, we say this "Protection against loss" account in the House
bill is inadequate. Why? W ell, we had our actuaries take the rec-
ords of the mutual companies and take the decade of 151 to 1960,
which is a pretty god decade. It had loss years, and gain years, waryears, peace years, fat years, lean years, every kind of year, a p pretty

good representative decade. We said, "Suppose this House bill had
been in effect instead of the existing law; suppose it had been in effect
what would have happened."

Well, with that 5-year force-out provision, the loss account would
Seldom have been adequate to cover the period of heavy losses.

In 1956 and 1957 te indutry suffered consecutive years of sub-
stantial underwriting deficits, and 1958 was just about break even.

Now, these disastrous years in a row clearly show the jeopardy
which all mutuals would be subjected to under t lie proposed bill.

If additions to the loss fund had not been allowed to accumulate
without limit or forceout, the protection against loss funds, developed
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by moderate addition over a 5-year period would be quickly dissipated
just at the time when they would be most necessary for the purpose
for which the fund was designed.

As a matter of record, within the last 10 years, 2 of the 20 largest
companies went through consecutive 3-year periods wheie their total
operating deficits-all outgoing items over all incoming items, includ-
ing investment income--were in excess of 10 percent of 1 year's total
earned premium. Yet this bill would put a ceiling on them.

If this can happen among the larger companies, the possibilities
are obvious that successive year deficits of smaller and less diversified
mutual companies can run substantially higher than the suggested
10 percent overall limit of the protection against loss account.

If you remove the time and size restriction that does not change the
concept of tax on total income not a bit. The House bill in the Ways
and Means report stated the principle well. They said:

This accumulated underwriting income constitutes its reserves out of which
insurance losses can be paid, and the existence of such reserves is an important
protection to the mutual policyholders.

Eventually, these companies will pay tax on their total income, but the tax-
deferral formula of the bill gives recognition to the mutuals' lack of access to
the capital market for funds with which to pay losses.

Thus, the bill recognizes that the mutuals have a special need. But
if the special provisions in the proposed bill fail to achieve the aim of
providing a substitute for the mutuals' lack of access to the equity
capital market, then it does no good merely to recognize the principle.
With these gimmicks in there, the principle, as I say, is largely
nullified.

Now, this bill, strangely enough, actually discriminates between
mutuals-not only between mutuals and stocks, but it discriminates

a provision in there against mutuals that retain the policyholder
dividends at.the end of the year.

Incidentally, someone asked, what proportion they are. In the
mutuals I would say that the proportion of those who pay dividends
at the end of the year is about two-thirds, around about, say, 60 to T0
percent., I am talking about volume of business, not number of
companies.

Of the volume of business of those who deduct the dividends in
advance and give the benefit of the savings to the policyholder in
advance, that would run somewhere between around one-third, 30
to 40 percent.

In the stock companies, the participating people, whether dividend
or deviation, would run about 121/2 percent; much smaller percentage.

The discrimination between the two types of mutuals, that this
bill would set up, is all wrong because that. would have the effect
then of the Congress trying to tell management whether they would
operate on an advance dividend or deviation basis or on a postdividend
basis; and Congress, I am sure, does not want to do that. Consider
a company that wishes to use a $85-price for a unit of insurance
cVvernge. It has had experience and says, "We think we could do
bt~siness probably on $85, we hope."

All right. It can charge $100 and then return $15 as a participat-ing dividend at the end 0f the policy period, or elect to charge only
$85, and have no participating dividend. W
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Both the stock companies and mutual companies use both methods
at one time or another. Some of them use both methods. Some
companies will write one type of insurance on participating dividends
and some on a deviation basis. The choice is one that ought to be
properly within management discretion and should not be influenced
by any tax law provisions.For any individual company using either method there will be good
years or bad years. Both of them not only try to retain but they
have to retain some underwriting gain in good years to offset the
underwriting loss of bad years.

Although the net price may be comparable on a participating or
nonparticipating basis, there is a provision in section 10 of this bill,
824(d) (1) (A) which produces the amazing result of greatly reducing
the effect of the protection against loss-account provisions for par-
ticipating companies, that is dividend companies, compared to the
treatment of deviation companies. Now, that is material.

Why is it material? Well, one of the Senators asked a question of
Mr. Cate. I believe, as to whether there would be any particular tax
significance.

In the appendix to our statement, you will find a comparison of the
two methods applied to the same company by exhibits 2 and 3. Over
a 6-year period, take the same company and let it operate on a dividend
basis, take the same company and let it operate the same years on a
deviation or advanced dividend basis.

Under this bill as sent. to you by the House, you will see from ex-
hibits 2 and 3 that with identically the same premium volume, iden-
tically the same losses, identically the same expenses, identically the
same net income, the dividend company would have to pay more than
$1 million greater tax than the advanced dividend or deviation
company.

Now, that just is not right. I do not need to argue or labor that
point. That is absolutely unfair, of course. That is a discrimina-
tion that is of real magnitude, and the net result of that, if it stays
in, will be naturally that management would feel, "well, here, we
cannot exercise our judgment as to whether it is better and safer or
more desirable for one reason or another to operate on a dividend
basis. We will have to go into the deviation basis to avoid this heavy
tax penalty." .

Now, that discrimination is more important to the smaller and
medium type mutuals than it is to the larger ones. The larger type
mutual may, perhaps, be better able to stand the impact even of un-
fair or inequitable taxation.

It would not be right, but they might be better able to stand it.
The smaller companies cannot affrd to take a chance. If they are
going to be saddled with an extra tax because of doing business in the
way they think is the best and safest way, then they may be forced to
substitute for their best judgment going into taking a chance in order
to save taxes.

It should be noted, too, that that is a very bad discrimination
against all types of mutuals in favor of the stock companies.

Now, the bill has some special provisions for. small mutuals. I
have mentioned how it keeps the exemption at $75,000, and it ought to
be raised to $150,000. The provision in there whereby mutuals be-
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tween $75,000 and $300,000 a year gross receipts could elect to pay
on investment income only certainly should be amended so that a com-
pany with not exceeding $1 million of gross receipts from every source
would have the option of paying on investment income only.

In order to avoid drastic swings in the level of their charges, they
muct have a means for building up funds for covering the occasional
very severe loss years.

Now, stock companies can secure such funds tax free from the
equity market. But when a big storm occurs with the muttals, the
mutuals cannot. go out. to the equity market., they have to get it purely
from what they have built up, what they have been able to build up
in their surplus.

As to mutuals with gross income between $1 to $5 million
we believe it would be equmtable to allow these companies an additional
1 percent of whatever difference there is between their premium vol-
tome and $5 million, in addition to the allowance of one-fourth of
underwriting gain, if any, plus 1 percent. of losses, in their special loss
fund.

For instance, take a company-there is a company, Senator Curtis,
I do not know whether it is in your hometown or not, but in Nebraska
with a total volume of about $3.5 million. In addition to the ordinary
loss account that it should be enabled to set aside, I percent of the
difference which, in its case would be, say, $15,000. That is not a
large amount. The Treasury would not miss it, but it would sure help
a company of that size.

Mr. Cate-a fine gentleman. I am very fond of him personally-in
his argument lie says that. this bill, would help the big companies, and
lie wants to help all companies. Well, I like him, but I do not like his
client,. and we must "beware of Greeks bearing gifts." When they
come in suggesting something that is going ro help the mutuals, we
say that is like the Russian bear coming over here and saying they
want peace.

Now, here is what would happen under the present bill. Three com-
panies in Nebraska in the period between 1951 to 1960, three mutuals,
small mutuals, during the most recent 10 years paid $819,000 In Fed-
eral taxes. If this bill had been in effect they would have paid
$3,813,000.

A company in Utah would have gone from $63,000 tax it paid,
would have had to pay $324,000.

An Iowa comlmnv had actual taxes of $51,000, would have had to
pay about double, $97,000.

A Kansas company that paid $56,000 would have had its taxes
quadrupled and paid $238,000.

An Indiana company aying taxes of $274,000 would have had its
taxes just about tripled, and paid $820.000.

An Ohio company that paid taxes of $77,006 would have had to pay
8494,000, more than six times as much.

Let me say also that is not only true of the farm belt. In New Eng-
land, and down in my own State of Virginia, the losses of hurricane
at one time can just wipe out the saviuigs of years for these smaller
companies.

Now, the bill does grant some recognition, recognizes the principle,
that a company that has extra hazardous iisks, such as tornadoes,

1510



REVEN'UE ACT OF 1962

hail, windstorm, eartlhquake, things like that and has them conqen-
rated, ought to be entitled to a larger loss account. The bill provides

rhat if more than half of its total premium voltume of all kinds is in
ttis extra. hazardous type of insurance, and if it is concentrated in one
State, that then it wilI get some little extra for the loss account ac-
cording to the percentage, proportionate percentage, above 50 per-
cent.

That is a good recognition of the principle, but it is utterly in-
adequate.

Any insurance actuary, I do not care whether he is stock, mutual,
or anybody else, dealing impartially, will tell you that a company that
has as much as 20 to 25 percent of its premium income in this extra
hazardous type of insurance is entitled to very special consideration.
ien you get up to 50 percent. that is just entirely too much.
He will tell you also, when you limit that to one State, that is not

a good basis at all. These storms do not recognize the State boundary.
When they get up to North Carolina, and then get to the Virginia
boundary, they do not say, "We will just stop right here and stick in
North Carolina."

They kept on up to Virginia and up to Delaware and on up to New
England. With the exhibits attached to this statement is a map taken
from the Spectator-that is a very good insurance publication--that
shows the pure crop-hail loss ratio to earned premium for all com-
panies in one typical loss year. In 1956, it shows there were 11 States
located right together where they had losses running over and above
their premium volume, which ran all the way from 60 percent up to 199
percent; 143 percent in Kentucky, 150 percent in South Dakota; 70
percent in Ohio; 199 percent in Iowa. If you take these States and
put them together, they are not much larger than the State of Texas,
and are not as large as the State of Alaska. So this one State limita-
tion ought to be changed. We think that ought to be amended to say
that the concentrated risk mutual is one that has more than 20 percent
of its total premium volume in these extrahazardous risks located in
contiguous States.

Now, you might put a limit on the number of States, but there again
you take States like Rhode Island, Connecticut, Massachusetts, New
Hampshire, Vermont, Maine, and you have six States, and all of them
could be put in one corner of Texas.

Senator DouoiJAS. Mr. Chairman, may I ask a question?
Do I understand oyou to say that you regard the State as an inade-

quate insuring unit.
Mr. WICKER. Well, for regulation purposes, I think it is extremely

adequate for regulation purposes; yes, sir. iut I think there people
are dealing with people; in other words , regulatory commissions are
dealing with insurance officials and with rate actuaries. That, is
people to people.

But when you are dealing with storms-some call them " Acts of
God," I sav acts of the Devil-you are dealing with acts of the Devil,
and storms do not recognize any State boundaries.

Senator DOVOLAS. Might not this be a case for Federal regulation?
Mr. WICKER. Beg pardon, sir?
Senator DOUOLAS. Might not this be a case for Federal regulation,

since storms do not respet State boundaries
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Mr. WICKER. No, siree, Bob.
Senator DOUGLAS. I am surprised at you.
Mr. WICKER. Excuse me, I did not mean that brusquely; oh, no.
Senator DouGLAs. You are contradicting yourself.
Mr. WICKER. Pardon me, Senator, I do not think so. I think we

are dealing with different kinds of things.
I think you can say, if you are dealing with apples and bananas that

is one thing. But when you are dealing with apples and hog hver,
that is something else. I think

Senator DOUOLAS. We are dealing with insurance.
Mr. WICKER. Sir?
Senator DOUOLAS. We are dealing with insurance, and only with

insurance, so keep the hogs and the apples out. [Laughter.]
Mr. WICKER. Well, that is what we would like to do. We would

like to do that. We certainly want to-I won't say that. I was about
to say-off the record.

(Discussion off the record.)
Mr. WICKER. I am just about through. I know you have been very

patient. I want to tell you as I say, we are not here pleading for
status quo. We could plead 1or it and with good force and effect, and
with good conscience because for 20 years we have been the only seg-
ment of taxpayers in the whole United States that have had to pay
a tax each and every year regardless of whether they had good years
or bad years.

We have paid substantially increasing taxes each year. That has
been a stable source of increasing revenue to the Government, and
that is recognized as a good thing even by the Allstate people.

In their presentation' to the House Ways and Means Committee in
1958 they actually proposed a tax then on all companies just on in-
vestment income, and leaving out underwriting. And they said in
connection with that, and it is in the printed hearings, that in this
manner there wotild not be extreme flucttuttbs but there would be a
steady rise of revenue predictable within a small margin of error, and
that tax would provide a much more stable revenue to the Treasury.

So, I say we can defend if we want. to but we are not here defehd-
ing status quo. We realize that the Government is spending more and
more money, whether wisely or unwisely we are not saying, but they
have got to have more money. Everybody is demanding more of the
Government and costing more and you have got to have more money.
So the plan that we worked out. the plan that we presented, the plan
that the staff, your staff and the House staff studied for several months
and checked all the figures, that plan will produce substantially in-
creased tax revenue and make us pay more taxes.

But it will put the extra heavier tax, the bulk of it. on the com-
panies more able to pay and that is where if should be.

It will redistribute the burden properly and it ought to end any
of this ruckus about competitive disadvantage or competitive advan-
tage here and there.

We say that we can stand a reasonable tax increase but we don't be-
lieve we can stand the putiltive tax increase that this bill wbUld-put
on' us. And we certainly don't think that it would be right to tax us
on total income and to give us a loss accofift, a loss fund, a special loss
fund, recognizing our need for it, and then take it away alriost be-
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fore we have had time to look at it and become familiar with it; and
to keep taking it away and to take it away arbitrarily at the time we
need it the most.

That isn't a fair thing to do, we say, when with other mutual types
of insurance, life, and mutual savings and loans and mutual savings
banks the Congress recognizes, even the Treasury recognizes the
need for some special tax exempt reserves for losses only. They don't
put a ceiling or a force out provision on them, so why in the name
of common fairness and equity should they put it on us?

That is our position. As f say our plan would produce substantial
increased revenue. In summary and in conclusion, we recommend
that this bill be amended, and here is the way we recommend it be
amended:

One, eliminate the arbitrary 5-year automatic "forceout" and ceil-
ing from the "Protection Against Loss" account.

Second, eliminate the restrictive provision requiring complete ex-
haustion of the "Protection Against Loss" account before use of in-
vestment income for policyholder dividends.

Now? that is a most amazing thing, gentlemen of the committee.
This bill, as passed by the House undertakes on the one hand to tax
us on a total income approach, that is, combining underwriting and
investment income. They are going to tax us on that. But then
they say that. if you have a loss, comparing your- ordinary premium,
and deducting losses and expenses from that, exclusive of returns
to policyholders, exclusive of that, if you still have a loss, then you
have got to take that. current loss and charge that current loss against
what you set up in the bill as an emergency loss fund, an excess loss
fund instead of charging the loss against total income, and charging
your dividends against total income.

Now, they say they allow deductibility of policyholder dividends,
but in a loss year wherever policyholder dividends exceed the amount
of net premium left over after payment of losses and expenses any
refund to policyholders has got to go against the loss account until
the loss fund is completely exhausted before you can touch one penny
of investment income.

Now, the unfairness of that is twofold: First, as to stock com-
panies, that provision does not exist. A stock company not only
can, but does pay policyholder dividends out of investment income.

Why just in the last 10 years 126 stock companies have paid $57
million out of investment income, tax free. in payment of policyholder
dividends in loss years. That is perfectly right. They are on total
income. We are going to be on a total income basis so we ought to
be able todo identically the same thing.

These 126 companies listed in Best's paid policyholder dividends,
1951 to 1960, to their policyholders even in loss years, and the Allstate
Insurance Co. was right at the front in that.

The Allstate Co. had an underwriting loss of $1.979,000 in 1956.
In that same year, in addition to tremendous stockholder dividends,

but they paid tax-free, tax-free, to policyholders $1,619,000 out of
investment income, and that was deducted from their income, that was
deducted aud'not taxable, removed from the tax picture.

The very next year when they had an underwriting loss of $1,142,-
000 they paid out policyholder dividends tax free out of investment
income $1,864,000.



REVENUE ACT OF 1062

Now, there is nothing wrong with that. That was right, but this
bill would not allow a mutual to do identically the same thing.

I say why? There is no reason. The only reason they say, "Oh,
well, you don't have a special loss, tax-free loss fund for the stocks."
Oh yes. One-fourth of their surplus has been built up tax free.
go we say this provision requiring us to exhaust, completely exhaust,

the loss account before using any investment income for the pa ment
of policyholder dividends is absolutely wrong. It is inequitable and
it ought to be absolutely eliminated from the bill.

Third the $75,000 exemption figure should be increased to $150,000.
Fourth, small mutuals, with a gross income of a million should have

the option of taxation on investment income only.
Fifth, loss accounts provisions for medium mutuals ranging be-

tween $1 and $5 million certainly ought to be liberalized as I have
indicated.

Sixth, special provisions should be more liberal geographically and
financially for concentrated risk, extra risk mutuals in extra hazard-
ous lines.

I believe; Mr. Chairman, and gentlemen, that that concludes my
covering of my main statement.

As I said I would like to have these exhibits, exhibits attached, put
into the record and I wish to thank you very much indeed for your
kind consideration in listening to this, to me so long, but the sub-
ject is my excuse because this is of tremendous importance not only
to companies, but the millions of policyholders who own these com-
panies.

May I say right there that on6 member of ydotr committee who un-
fortiffately was detained from being here today asked me, what dif-
ference there is between the policy older surplus of a mutual and
policyholder surplus of a stock.

And I said the vast difference is this: That though they have the
same names, in the case of a stock company the bodrd of directors can
meet any time it wishes and can divert any portion of it and pay it
out to third parties.

In a mutual it can only be paid out for losses for pure insurance
purposes and'never to any third party stockholders. I wont' elabo-
rate on it, but that makes, I think, the vital difference.

Thank you very much.
Tie CHAIRMAN. Mr. Wicker, I want to say I think you have covered

your sub ect very thoroughly.
Mr. Wi XCK ER. Thank you, sir. I hope it's been covered as ably as

thoroughly.
The CHAIRMAN. The chaiman is very sorry to say that he must

leave to meet a very important engagement and I want, to ask Senator
Douglas if he will kindly act as chairman.

Senator DovaoIAS (presiding). Tha.k you, Mr. Chairman,
Have you had a chaice to look at the statement submitted by Mr.

Cate, Mr. Wike r?
Mr. Wwitvi. No, si..
Senator DottoL.s. I wondered if someone would give Mr. Wicker a

copy. .
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Mr. WICKER. I have a copy. Mr. Cate was kind enough to give
me one as I came in this morning. He is a mighty nice gentleman as
I say.

Ii his client was as good as he is, he would be all right.
Senator DOUGLAS. Do you have it with you?
Mr. WICKER. I think it is here, sir.
Senator CuRns. Mr. Wicker was present when the previous witness

testified.
Senator DouoLs. I am going to call his attention to an exhibit.
Would you direct your attention to exhibit B?
Mr. WICKER. Yes, sir.
Senator DOUGLAS. Next to the last page of the exhibits.
Have you fund exhibit B?
Mr. WICKER. B for boy?
Senator DOUGLAS. Yes, that is right..
Mr. WICKER. Yes, sir.
Senator DOUGLAS. I assume these figures are accurate.
I would like to ask some questions about it.
For the 10-year period the premiums received by the stock com-

panies amounted to $80 billion. Mutual and reciprocal companies $30billion.
Now, after meeting expenses and providing for claims the mutuals

had an income before taxes of $4 billion, which amounted to 13.3 per-
cent of the underwriting income whereas the stock co pames had an
income of, before taxes, of $5,100 million but this was only 6.4 percent
of the premiums received.

If One goes to the items above this, you see that so far as investment
income is concerned muttimls only earned on investment 3.7 percent on
premiums whereas the stock companies earned 5.9 percent, and that
the difference is entirely due to the fact that the un derwriting income
of the mutuals was 9.6 percent, almost. $3 billion, whereas the under-
writing income of the stocks was a little over $400 million or a half of
1 percent.

I wondered if you would explain to us why the mutuals do so muth
better omi underwriting income than'do the stocks?

It is an elemental question, but I think it is important to get into
the record.

Mr. WIcKiER. Well, yes, Senator.
There are a number, of course, explanations offered by different

people.
Senator DOUGLAS. Let's get the tt~ue one.
Mr. WICKER. Those I have heard-yes, sir.
Those I have heard, in the first phice, that n1utuals as a group -opor-

ate more economically in the acquisition of their business.
In other words, they pay less, it costs them less to acquire the busi-

ness because so much of it is person to person and mublh of it is di-
rectly written, and then, well, frankly, they just don't pay as high
expellses.

Senator DouoalAs. Do you have an approximate estimatte as to the
percentage, of premims which the stock companies expend in getting
business and tie percentage of premiuns w ich the mnutt1tls expend
in getting business?

0-1
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Mr. WIcKER. I could get that. I have seen that somewhere. Per-
haps Mr. Haskell can supply that. He is executive secretary of our
organization.

Our chairman is Mr. John C. Stapel back there. He is the presi-
dent of the Farmers Mutual Hail Insurance Co. of Columbia, Mo., a
little company.

Mr. HASKELL. I call the Senator's attention to one thing, in spite
of this larger underwriting that we make we return--

Senator DOUOLAS. I understand. I have another question as to the
disposition of the income but at the moment I am trying to find out
about. the derivatives of the income. The excess is exclusively due
to the greater underwriting expense for the stocks?What I am trying to find out is why your underwriting income
is 6.9 percent and the stock companies one-half of 1 percent?

Mr. HASKELL. First, I think we have a lower acquisition cost bn
the average.

Senator DOvGLAS. Can you give me the average figures on it?
Mr. HASKELL. No, but I can get them for you, I would be very

happy to.
Senator DorGLAS. Can't you make an estimate? This is one of

the vital facts of yourbusiness.
Mr. HASKELL. It would take a few minutes to look it up. But

there is an exact figure on our expense ratio.
Senator DOUOLAS. Do you have a figure for the stock companies?
Mr. HASKELL. There is a figure for the stock companies given also.
Senator DOrOLAS. What would be the approximate cost of acquisi-

tion for the mutuals?
Mr. HASKELL. Without looking at the figure I could be so wrong

that. I would hate to make a guess. I can get the figure for you in a
few minutes.

Senator DoraLAs. Would you not only supply it. for the record,
but furnish me with a copy?

Mr. HASKELL. Yes, sir.
(Mr. Haskell later submitted the following for the record:)

Percentage of premtumq expended for business: Stock companies. 35.9 per-
cent: mutual companies. 25.4 percent. (Soturce: Best Aggregates and Acreages.)

Senator DorULAS. Is this the only economy which you effect?
Mr. HA SKELL. No. sit-, I think not.
I think it is characteristic of the muttuls, as a class that they are

more selective in their risks than are the stoek companies as a class,
and that this makes a difference, selectivity is an important difference.

Senator DOrLAS. You mean that throws the burden of insuring
the poorer risks upon the stock companies?

Mr. HASKELL. That is somewhat correct, I think.
Mr. WICKER. Except, let me interpolate by saying as to many farm

risks there is no market except the mutuals. '
In many cases where a farmer has a tough risk and a dangerous risk

the oflhy instrilnce he can get is from the farm niultuals, theconly thing
he can get. We can't be so selective. if we were always selective there
wottldr't be insuritiee for many of the property owners, particularly
in agricultural unprotected areas.

Senator DOUGLAiS. I don't want to stir up dissention
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Mr. WICKER. No.
Senator DOUGLAS. But your executive secretary says you are more

selective and now you say you are les elective.
Mr. WICKER. I think he was referring to some few inconsequential

lines. [Laughter.]
I think that is it.
Senator DOUOLAS. Let me ask you this: Do you charge the same

premiums?
Mr. WICKER. Sir?
Senator DOUGLAS. Do you charge the same premiums as the stock

cortanies?
Mr. WICKEM. In most cases. Well, we are governed the same in the

States, stocks and mutuals, whether we are on a dividend basis or
deviation basis. On a dividend basis most of the mutuals charge ex-
actly the same premiums as the stocks to begin with, and then return
to policyholders the savings at the end of the year.

Senator DOUOLAS. Yes, that is at the bottom of the page.
Mr. WICKER. Yes, sir.
Senator DOVOLAS. What I am trying to get. at is this: Is there a load-

ing on the policies of premiums in excess of longtime risks which
are credited to underwriting income so far as you are concerned which
does not accrue to the stock companies?

Mr. WICKER. No, sir. They get the same loading. When they
make up rates, the rates are made up and presented to the state regu-
latory bodies for approval. In the State of Virginia with which I am
more familiar there the rates are presented by the stocks and mutuals.

They present their experience, what their losses have been during
the previous years, what the trends are, and then the rates are set
the same for both, for all companies.

Now, a company that says it can do business a little cheaper be-
cause it has a lower expense ratio, and can prove that, can get ap-
proval for what we call a deviated or a reduced immediate rate. But
then all the others, whether stock or mutual, charge the same thing.

In fact there are some States where they doni allow deviation,
Texas and North Carolina.

Senator DOUGLAS. What you are saying in effect is-
Mr. WICKER. Sir?
Senator DottrAs. U"hat you are saying in effect is that your greater

percentage of underwriting income is die to your lower percentage
cost of operation and administration?

Mr. WICjKFR That is correct, acquisition and operation. We don't
pay the big salaries. I wish they paid more as a lawyer.

Senator DotIOLAS. If I may pass to the disposition of the income.
Mr. WICKER. Yes, sir.
Senator DOUtGLAs. I now refer to the lower part of Mr. Cate's state-

ment. The figures show you pay 1 percent of your underwriting
income, and they pay 1.6 percent. Thus you have the differential a&
vantage over them of six-tenths of 1 percent, is that substantially
accurate?

Mr. WICKER. I would say on the average as a whole that would be
about right except for this: That completely overlooks the fact that
that big percentage, the big percentage which runs pretty close to 9
or 10 percent that we return in refunds to our policyholders, 75 to 80
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F percent of those go back to business insurance to commercial policy-iolders.
They nay be small fellows, a small plumbing or other business and

those people have to pay taxes on it.
Senator DOUOLAS. I understand.
But I am speaking of the-
Mr. WICKER. The company itself.
Senator DouoLAs. The company itself.
Mr. WICKER. The company itself pays on the average slightly less,

the mutual companies slightly less on the average in Federal taxes
than the average stock company, but from the premium dollar under-
stand the Federal Government actually gets more out of the mutual
dollar than that does out of the stock.

Senator DouoLAs. So far as the companies are concerned you pay
a little, just about 60 percent of the taxes that the stock companies
do, is that true, 1 percent as compared to 1.6 percent?

Mr. WICKER. I would say, I would think we pay a little more than
that. I haven't had a chance to check these figures, but I will admit
I say that naturally, a profitmaking institution as the stocks are, and
it is perfectly proper, they do pay somewhat greater tax.

They pay greater tax just like any profltmaking body pays a greater
tax than a nonprofit institution; yes, sir.

Senator DOUGLAS.. Now, subtracting the Federal income taxes from
the income before Federal taxes, this leaves a net income after taxes
of 4.8 percent for the stock companies, and 12.3 percent for the mnutuals.

Mr. WICKER. That is right.
Senator DOUGLAS. As I understand it what happens is that stock

companies then distribute 3.2 percent of the underwriting income over-
whelmmingly to stockholders?

Mr. WICKER. Yes, sir.
Senator DOuGLAs. And you distribute 9.2 percent of your under-

writing income exclusively to policyholders?
Mr. WICKER. That is correct, sir.
That is correct, sir, and if you will take, I was about to point out,

if I had a chance and I am so glad you asked me, on this exhibit B, the
correct lineup there would show that the net income retained in the
business by the stocks is 4.3 percent, not 4.8, and not 1.6.

If you deduct, their refunds to the people who paid it in, the policy-
holders, from their net income, then you have what they really retail
in the business.

When you go and deduct what you pay to third party stockholders,
you are doing sometlhig that no real insurance actuary will approve
of and it. is not so.

That is like a man saying his net income is less what he gives to
his brother, that is something like that. It is paid to a third party
stockholder.

If you put them on the same basis, net income less refunds to those
who paid it. in, policyholders, you will find.that the income retained,
according to this exhibit, by the mutuals is arounA13.1 percent, whereas
the income retained by the stocks will average 4.3 percent.

Senator DotoLAs. Now, wait a minute.
Mr.,WIcKR. Yes, sir.
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Senator DouaLAs. The Cate figures show income retained in the
business 1.6 percent because the dividends to stockholders have been
distributed.

Mr. WICKER. Yes, sure.
Senator DOUGLAS. And therefore, they show that the actual amount

retained in the business, building up surplus and reserve is approxi-
mately twice as great proportionately in the case of your companies
as in the case of the stock companies.

Mr. WICKER. Well, I say that iust isn't so. That isn't so.
Senator DOUGLAS. Why isn't it so?
Mr. WICKER. Well, because it is absolutely illogical, contrary to all

insurance principles there to regard a payment to stockholders as
something that isn't part of the business.

That payment to stockholders, they have no right to deduct that
in determining what their net results are. The net results-

Senator DOUGLAS. Are you saying that there is no distinction be-
tween amounts distributed in dividends and capital surplus retained
and put into the business?

Mr. WICKER. I think there is but that just illustrates my point
that the board of directors at any time can take and divert that sur-
plus and pay it to third party stockholders and that that should not
count and does not logically count, in insurance parlance, doesn't
count in determining what they really retained.

They retained the thing up there less what they paid their receipts
less what they paid out in losses and expenses and refunds to poliy-
holders is what they retained, what they do with it they can at any
time declare dividends to stockholders, that is something else.

Senator DoUoLAs. But as a practical matter they distributed ap-
plroximately 3 percent to stockholders?

Mr. WICKER. That is right.
Senator DOUOLAS. And retained 1.6 percent in the business, and

you distributed 9.2 percent to policyholders and as a historical fact
retained 3.1 perenfit in the busines.

Mr. WICKER. Well--
Senator DOUGLAS. I don't see why you are reluctant to admit this?
Mr. WICKER. I am not reluctant, -Senator, at all, on that. I am just

frankly-I just can't conceive of how a payment to third-party stock-
holders who have no part in the premiums in there, why can thit be
regarded as something is part of the cost of doing business? It isn't.
That could be

Senator DotuOrAs. I want to make that clear. I do not regard that
as a cost of doing business. We are trying-to find oit how the net in-
come is distributed.

Mr. WICKER. Well, the net income with the muttals is distributed
only by refunds to their policyholders; save what they keep in there
for proteetin of the policyholders and the public.

In the stocks there is this small amount, a fraction of a percent, that
goes to policyholders, the bullk of their net goes to third-party stock-
holders, and the remainder into a surplus whlch can be used 'for two
purposes: First, it can be used for losses. The other, it can be used
again in distribtiting more to stockholders, whereas ours can't be used
that way.

Senator DoeL.As. I understand that.
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1 thought you were going to point with pride to the fact that you
had distributed $2/ billion to policyholders and have built up your
surplus in the ratio of 3.1 percent, whereas the stocks have built up
their surplus to--I thought you were going to use this as an argument,
whereas you seem to shy away from this as though it were some guilty
thing.

Mr. WxcKE. Well, Senator, let me assure, sir, it is absolutely, a
matter of pride to us that we have saved, for the insuring public, bil-
lions of dollars and returned it to them instead of payng it out to
third-party stockholders.

That is a matter of pride; there is no gunilt there. We are proud
of that fact.

But when you get to this point of what we have built up in surplus,
if you will turn, please, sir, to the figures we have here in our state-
ment, you will see that we have actually increased our surplus by
only 5.4 percent, while the stock companies have increased their sur-
plus., while this law has been in effect, by nearly 7 percent. That is on
page 9 of our statement.

Senator LoKG. Mr. Chairman, if I might just interject a point, it
occurs to me that the principle reason we are having some difficulty
in getting a responsive answer to the question is that the chart to
which you are referring here lumps together the mutuals and the re-
ciprocals.

Senator DoUGLAs. I see.
Senator Lo,.-c. And the witness is testifying only on behalf of the

mutual.
My guess is that the witness has no experience in the field of re-

ciprocals, so when you show him a chart that lumps somebody else's
association to his, he is in position to testify for his own people, but he
doesn't really know what the reciprocals problems is.

Senator (rms. Will you yield right at that point? It also in-
cludes fictorv mutuals?

Mr. WicKta. That is right.
Senator Ct'rris. Factory mutuals and reciprocals?
Mr. Wtcwn. I thank yvou very much. Senator. for making that

point. I didn't want to. because I don't want to be in position of under-
taking to get into explaining something for other types of mutuals
just as yon have said.

But, in this example here. it isn't comparable to ours.
Senator Lo.G. It seems to me you would have to separate the

mutuals from the reciprocals and you might even have to have a
separate column to separate one type of mutual from another type
of mutual. It is difficult when you look at something that lumps
all competitors against stock companies.

Mr. WiKrE. i think you are entirely correct. sir.
Senator Lo.N'G. The stock fellows might make a good case when

compared with you and several others averaged together. but if they
separate your business from those with whom you are averaged in
it might not make the same comparison at all.

Mr. WIcKm You are exactly correct, sir, exactly correct: thank
you. sir.

Senator DOc-GLAS. May I ask one final question- What is the average
amount of dollars that you now pay. that the mutuals pay, to the
Federal Government in taxes each year!
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Mr. WICKER. Well, last year was $41 million, on 1960 it was a
little over $41 million. Those were the latest figures which we have
and this year I think it is estimated, let's see, 1901, we estimate taxes
will run to pretty close to $43,271,000.

Senator DoUoLAS. If the House bill were to become law, what do
you estimate your tax payment would be?

Mr. WICKER. Put it this way. We have to project into the future.
If the House bill becomes law the tax effect begins as of next Janu-
ary 1; I believe that is correct.

Senator DouoLAs. For a calendar year.
Mr. WICKER. For a calendar year, next year, we will say it is

roughly this: that under existinfllaw, if no change is made in the
law at all, would be about $43 minion we would have to pay, $43, 71,-
000. Just $43 millionjust dealing in millions.

Senator )OVOLAS. in-
Mr. WICKER. In our plan?
Senator DOXJLAS. If the House bill were to become law?
Mr. WICKER. All right, sir. If the House bill as it stands were

to become law we would pay $81,048,000 to $94,061,00), somewhere
between those two, depending upon the vagaries of the way that
ceiling, and so forth, would operate.

Senitor 1)OUOLAs. Or ,38 million, a minimum of $38 million more?
Mr. WICKER. That is right, sir. At least $38 million more and a

maximum of $50,860,000 more.
Senator DOUGLAS. Under your plan, how much more would you

pay peryear?
Mr. WICKER. About $21 million.
Senator DooLAs. $21 million?
Senator Lo.o. You would split the difference between what the

House would do and what the present law is?
Mr. WICKER. Just about, sir.
In other words, we would cut our nails right down to the quick

but we wouldn't cut the quick. The House bill would mut the quick,
cut the fingers off.

Senator DOUGLAS. I thought you said-I may have mi.mnderstood
you.

Mr. WICKER. That was dealing with the last decade.
Senator DOUGLAS. I know; $5 million a year more, $54) million a

year-$50 million for the decade.
Mr. WiccFai. Now, the question you asked me, I believe I under-

stood you to say-
Senator DovL(;x-s. I quote:

The plan which we presented to the Ways and Means Committee after beng
thoroughly heeked for the figures and caloilations would have provided a very
.4nbstantlal Immediate lnerease in mutual tax revenue to the Treasury and tax-
ation 4f our mutuals, approximately $Y,0 million for the 10 years I951--f.

According to my division that is $5 million a year.
Mr. Wicx. It is an average of $5 million a year; ya, sir.
Senator I)ouG;LAS. That is correct. What was the average amount

which you paid duringthat time?
Mr. Wrcrn. We paid $274,225,0(0.
Senator DotoaLs. Or an average of $27 million a year?
Mr. WwizJm. That is right, sir.
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Senator DOUGLAS. So you, on the basis of the last 10 years of ex-
perience, you were proposing an increase of approximately 16 to 18
percent?

Mr. WICKER. That is what it would have been, sir, on the average,
if the bill had been in effect in the past decade.

Senator DOUGLAS. But now you are saying-
Mr. WICKER. I understood you to ask me as to what it will be.
Senator DOUGLAS. I understand.
Mfr. WIcKER. Yes.
Senator DOUGLAS. You are saying next year, however, the increase

would be $21 million on a base of $43 million or would be 50 percent?
Mr. WICKER. Forty-five. 0
Senator DOUGLAS. Twenty-one is roughtly 50 percent.
Mr. WICKER. That is a little too rough, $21,043,000.
Senator DOUGLAS. That is right; that is roughly a 50 percent.
Mr. WicKER. All right.
Senator DOUGLAS. Isn't that right ?
Mr. WICKER. Well, I think it is more roughly 45.
Senator DouGLAS. Oh, no; it would be precisely 50 percent of 42,

21 is one-half of 42.
Mr. WICKER. That is right..
Senator DouoLAs. So it is almost 50 percent of 43.
Mr. WICKER. That is all right.
Senator DouOLAS. What I am puzzled about is how, say, you are

making an offer which you say next. year will increase your burden
of taxes by 50 percent when the historical record for the past decade
would show that it would only have increased taxes by approximately
16 to 18 percent, that is what I am trying to findout.

Mr. WICKER. All right.; I hope I can makei t clear.
Senator DOUGLAS. I would be very happy if you woild.
Mr. WiCKER. This 16 to 18 percent, Senator, was based on the aver-

age, that is like saying we paid $274 million-some in the decade. Di-
viding that by 10 that is an average of, about 27 million dollars a
year.

Senator DOUGLAS. Correct.
Mr. WICKER. If you will turn to the table, you will see that, how

the taxes increased'year by year, by year, and instead of $27'/2 mil-
lion. for example in 1960 we paid .41,412,000.

So that the average, you see. how it increased all the time. The
average doesn't count. What we are saying is that we will increase the
proposal that we have made, and that we can stand, that. we just can
stand and no more, no more, would be under our plan, we figure would
produce from 40 to 50 percent greater than what. we are now paying
or would continue to pay if existing law went into effect.

Senator DorOLAs. Although you also say; if you combine this with
the preceding figure. that had your proposal been in effect during the
1950's, it would have increased your tax burden a total of only $.50
million, which. in turn, would only have been 18-16 to 18 percent.

Mr. WICKER. But it would have been a great deal more in later
years. In the later years would have been greater percentagewise.

.Senator DOtroLAS. 'Why is it greater percentagewise, it would be
greater in absolute terms but why is it greater relatively?

Mr. WCKER. Relatively because we had better experience.
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The last year was a good year. We had in the decade 1956 and 1957
were terrific loss years, terrific loss year; 1958 was just a break even.

Senator I)ouoLAS. Can you assume that in the future you are aver-
age-your average is goinq to be the same as your best?

Mr. WICKER. No, no, sir; and it won't be the same as the worse,
either.

Senator DouiAs. Then isn't the record of the fifties better than
your record for any one year, isn't it a better judge, isn't it a better
measurement? Isn't a 10-year average presumably better so far as
projection is concerned than a one-year average? .

Mr. WICKER. I think so, but if we were projecting 10 years onto the
future and say the next decade, therefore, we would have to speculate
a great deal, but if we did there we would have to strike an average
and the average might be less than this figure that I have given you
here, but I am talking now about what would be the effect in the first
year.

Senator DoUoLAS. In other words, you are gambling on the fact that
next year will be the same as this last year?

Mr. WICKER. We have reason to feel it will be better.
Senator I)OUoLAS. What control do you have over hurricanes? What

control do you have over fires? What control do you have
over catastrophes?

Mr. WICKER. None whatsoever, but if you take a cycle, if you
take the cycle of experience through the years, you will find a certain
average of loss years and a certain average of good years and they
follow along. "

We have had some bad hurricanes just along the coast here as you
know this year. They have had a mighty bad effect on soie com-
panies of ai kinds, b it perhaps we are too optimistic. Perhaps we
are hoping, perhaps there is as much hope to the future, but we are.
not in here painting any picture of gloom to you, any more than we
ive to. What we know will happen bad is that if this bill goes into
effect as it stands we know that we will be in an awful fix.

Senator DoUOLAS. If you will forgive me for saying it, I think you
are attacking the burden of the tax bill with the expected beneficent
weather and fire experience which you hope you will encounter so that
you are loading upon, you are blaming the Government for the good
'fortune which you are going to experience.

Mfr. WCKER. I beg your pardon, sir? What we are trying to do is
simply to avoid the inequities this bill would put on us.

Senator DnVOrAs. That is all.
Senator CuwRIs. Mr. Wicker, I think your table is clearer than

your explanation.
AMr. Wwi -n. I think so. I hope it is anyway. [Laughter.]
I sure hope so.
Senator Ctrrs. This average that is reflected by this table. In

fact you had loss years in 19,56 and 1957, that hasn't changed the
table.

What's happened is the following: In 1951 this table shows that
you paid Federal taxes of $19 million.

There is an increase each and every year including the years that
you say were bad years.

Mr. WiCKL Yes, sir.
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Senator CuRTis. Up to 1960, and call it inflation, or the people
who insured a house at one time for $5,000 raised it to $12,000 or
whatever you want to, the question raised about averages as it affects
the revenue estimates is quite a side issue, because it is not guessingupon storms or fires or anything else. It is projecting the growth
of a business and the value of property which is going to be insured
that is going to take more dollars to insure a piece of property in in-
flation because it is doubled in value.

The reason why the average is lower, in the fifties is lower, be-
cause-is because you start out lower and go higher.

I have a question here submitted by Senator Butler of Maryland
who could not be here at this time and he would like to have you
answer this question.

I understand that under the present law mutual fire and casualty
companies must report discount on bonds annually as investment in-
come except for life insurance companies. All other taxpayers in-
cluding stock fire and casualty companies can treat bond discount
as capital gains when the bond is sold or redeemed at maturity.

'Does the pending legislation mllow capital gains treatment on bond
discounts for mutual fire and casualty companies?

Mr. WICKER. No, sir; that is another defect in the pending bill.
ft is one which we would hope that your staff along with a number

of other technical improvements would be able to make in the bill.
That is another ineqtity in the bill as it stands as I understand it now.

If the House bill stays as it is, and if the Treasury interpretation
which we thitik is very defective and illogical were to stand, we
would -have to pay in regard to market discount on bonds as ordinary
income at 52 percent whereas with others it is regarded as capital
gains, with a limit of 25 percent.

Senator CUT S. In reference to any business, insurance, fiancial
institutions, or the operation of any business, should the tax lav'be
written to penalize prudent management?

Mr. WICKER. It would seem to me that that would be a perversion
of the purpose and proper exercise of tax laws especially the income
tax luws.

Senator CURTIs. I mean not intentionally, but it can happen.
Mr. WICKErm. Oh, yes, it can happen. If this bill goes into effect

the way it, is now, it would invade the proper prerogative of a com-
pany's board todetermine whether it is best to price thbit prodfict this
way or to price it that way. That ought to be n matter which two
go d companies in the same line may view differently according to
their different circumstances and ought not to be influenced by tax
legislation, but this bill certainly woalld.

Senator CvRTIS. In other words gross income in the final analysis
under a deviated conpa-ny or one tbAt pays a policyholder a dividend
are the same?

Mr. WICKER. That is right.
Senator CeRrs. And without different tax cniisequetces of different

kinds of mutuals they shotild be allowed the freedom of choice to meet
their particular business.
Mr, WICKER. Exactly so.
Senator, there are some very tood companies, for example, operat-

ing in Califorhia. California has some specit1 laws, they are coy-
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ered in detail in exhibit 5 in the appendix to my statement here.
California has some special laws under which certain kinds of insur-
ance can only be written at what they call bureau rates; 100 percent
rate and you can't write certain lines on deviation.

Other lines can. Companies out there write some of their business
very properly on a deviAted rate and other parts of their business at a
full rate, and they exercise their best judgment as to what is the
proper thing to do.

Senator GuRns. Well now, I will try to be brief because we are
late.

Mr. WICKER. Yes sir.
Senator CURTIS. Mr. Cate mentioned how much total insurance

other than life was written, $15 billion.
Mr. WICKER. I think it was $15 billion.
Senator Ctms. $15 billionI
Mr. WICKER. $15 billion.
Senator CURTIS. Gross premiums
Mr. WICKER. Yes, sir.
Senator CuRms. How much of those gross premiums are paid to

mutuals and how much to stocks?
Mr. WICKER. Well, sir, the latest Best's "Aggregate and Averages,"

that is a sort of a bible of the insurance industry, shows that for 167
stocks and for 370 mutuals. Now frankly those 370 mutuals do in-
clude the factory mutuals so it is somewhat distorted, but that shows
premiums of stocks $10,528,841.721.

Senator CURTs. It is $10 billion?
Mr. WICKER. For stocks, $10.5 billion, and for Mutuals, $3.7 bil-

lion. But when you take off the policyholder dividends, $10.5 billion
for stocks and a little under $3.5 billion for mutuals.

Senator CURTIS. That doesn't include all the mutualsI
Mr. WICKER. Sir?
Senator CURTis. That doesn't include all the mutuals?
Mr. WICKER. Yes, sir, that does. This figure in Best's does include

all taxpaying mutuals.
Senator CuRIs. Well, of the total $15 billion business the stocks do

$10 billion and the mutuals do the rest?
Mr. WICKER. I have got a better figure here, if you please. The

stocks-yes, you could say $104billion, and then the mutuals, other than
the accident anid health and like that, $3.5 billion.

Senator Cum. Then the total isn't $15 billiotI
Mr. WICKER. Well, yes if you include--I think where Mr. Cate got

the $15 billion from is, $15 billion, I think, thftt includes the accident
and health and assessments assodations and things like that. I think
that must be. I don't know where that figure came from, andmaybe
the reciprocals. The reciprocals, for instance, did in 1960, 537 million
and some, about a half a billion.

Senator Ctnwns. In other words--
Mr. WICKER. The frAternals do some and the State funds do some.
Senator CURTIs. Yes. But all, nonstock companies do about half

as much business as stock compaliies.
Mr. WICmm. I think it's around, well, in the premitmln volume,

premium volume is one-fourth of the total.
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Senator CURTIS. Of course, it depends on, you have got to use the
same total as the component parts?

Mr. WICKER. Yes, sir.
I would think nearer, they do pretty close to three times what we

do-25, the reciprocals, I think, reciprocals run about 3.2 percent, I
think that is a fair figure. The odds and ends in there, and they run
the stocks about 70 to 71 percent, the mutuals about 25 percent, the
reciprocals about 3.3 percent.

Senator Cuwrrs. Let me ask you this: You are speaking for fire
and casualty and windstorm and what other kind of mtltuals

Mr. WICKER. Yes, sir.
Senator CtrTis. Any other kind?
Mr. WICKER. We are not-
Senator Curis. Some automobile mutualsr?
Mr. WICKER. Oh, yes, we are speaking for-
Senator CURTTs. But. you are not speaking for health and accident

and that sort of thing?
Mr. WICKER. Oh, yes, health and accident, the largest health and

accident company is a mutual, the Mutual of Omaha.
Senator CURTis. I understand that. Is it in this bill? It is not in

this bill.
Mr. WICKER. To the extent they are treated as a casualty company,

yes, sir. To the extent they are tieated as a casualty company.
Senator CUTTIS. Of the total business written by mutuals, what

fraction or what percentage of that is written by mutuals with gross
receipts of $5 million or less?

Mr. WICKER. I can give you that, sir.
Approximately 12.5 percent under $5 million. I am talking about

tax volume now, not volume-volume of business
Senator CUR'rS. I am not talking about tax volume. I am talking

about gross premiums.
Mr. WIxR. All right. I have got that here.
Senator CUR'VIs. Of the companies that have $5 million or less in

gross premiums.
Mr. WICKER Yes sir.
Senator CURTIS. What fraction of that is it of the total mutual

business?
Mr. WICKER. Do you want that for the decade or do you want it

for 1960 alone or do you want it for both ?
Senator Cuwrrs. I just. want it. for now, because all it is, it is an

estimate. It is maybe a tenth or 80 percent or something.
Mr. WICKER. This here, I have it right here. That for those of

the 350 mtitufil co6ipainies listed in Best's, Best's Insurance Guide for
1961, the latest issue, 350, in excluding' accident and health, multiple,
excltding, but. excluding factory mutuals and perpetuals out of that
259 have a premutm volume as great as $5 million.

Senator CuRTRS. Any listed there that would 'it have a prenmuim
of $5 million, they would be listed?

Mr. WICKER. They would be listed.
Senator Ct-aris. You say in your opening statement there are 721

mutual fire and casualty companies. 4
Mr: WICKER. That is right, sir, in our association, we are speaking

for.
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Senator Curris. How many are not in your association ?
Mr. WICKER. Well, there are a total of around 2,300, 2,400 com-

panies but of that number around about 80-some percent are these
small locals with less than $75,000 gross income.

I would say that we have certainly in our organization, at least 95
percent of mltuals whose income is large enough to be charged with
the tax.

Senator CuRTIS. Using the measuring stick of gross premium
receipts, what percentage of the business is done by companies that
have $5 million or less gross premiflm receipts?

Mr. WICKER. I will give that to you in just a minute, sir.
Approximately 12 percent.
Senator CmTis. Approximately 12 percent?
That gives me the figure I want.
Now, in your prepared statement there you have six proposals.
Mr. WIK ER. Yes, sir.
Senator CURTS. Which ones of those are of primary concern to

the companies that write less than $5 million worth of premium
business a year?

Mr. WICKER. Well, of course, No. 3, increasing the $75,000 exemp-
tion Up-to $150,000 is naturally of concern to many of these companies.

Senator CURTIs. That may be of concern to the very, very little ones,
that is obvious.

Mr. WICKER. Yes, sir; No. 4 is of concern naturally to every mutual
with their gross income under a million, and of the remainder, of the
No. 5, and the No. 6 would be of concern, of equal concern to large
mutual or small mutual as to concentrated risk. If they have got
concentrated risk in extrahazardous form, size doesn't matter; they
are equally concerned.

As to the smaller, these under $5 million-
Senator CUrTs. Under $5 million a larger company, over $5 million

would have no interest?
Mr. WICKER. No, no one at all.
Senator CmRm. But-
Mr. WICKER. But as to one and two.
Senator Crris. Six is of concern.
Mr. WICKER. Six would be of concern to any company. I don't

care what its size is that has this concentration of risk in extra-
hazardous type.

Senator CviTis. How about one and two? Are they of equal con-
cern to the smallcompamies.

Mr. WICKER. Yes. sir.
They are of equal concern 'to the small companies, I liken them to

the ritht attidleft arm.
Senator Cuwnrm. In other words, what you are saying is, and I am

arbitrarily using the small compitny, one liit doesn't write $5 million
worth of business.

Mr. WICKER. Yes, sir.
Senator CuRTis. A company w riting less than $5 millit is con-

cerned about ill six of these problems.
Mr. WICKER. That is correct. sir.
Senator Cuwrs. But a company thht does over $5 million would

have no direct and primary interest in points 3, 4, and 5?

, !.-,",4-, , -, K, , -. " - , '4 I-- lK- A; ,K 1$ - 111- " - M- -'
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Mr. WICKER. That is correct, sir.
Senator CuRTs. And on that sixth point, your prepared state-

ment--
Mr. WICKER. Yes sir
Senator CURTIS. Doesn't suggest a figure that this 50 percent should

be changed to but I believe in your oral testimony you said it ought to
be 20.

Mr. WICKER. It ought not to be any larger than 20.
Senator Cuerrs. And that it should have some geographical bounds

other than one State
Mr. WICKER. I think it is reasonable to have provision in order for

it to be concentrated that the risks are being counted in contiguous
States but I didn't think it is reasonable to say it should be in one,
two or any particular number.

Senator CURTIS. We have some farm insurance companies that do
not write automobile insurance.

Mr. WICKER. That is right, yes, sir.
Senator CURIS. And their whole operation can be affected by one

storm.
Mr. WICKER. Yes, sir, that is right.
Senator CURTIS. And, of course, you might have another one that

operates in a rather small territory and does automobile business which
would not necessarily be affected by storm although it often happens.

Mr. WICKER. Yes, sir.
Senator CURTIS. There was a hailstorm at Holdrege, Nebr., 2 years

ago that practically destroyed every automobile in the used car lots.
Now in reference to your sixth point and this can be supplied because
I want it primarily for the record, and for use -of the staff, the Treas-
ury estimates are that the House bill would increase the revenue by
$40 million, $41 million, and if your six proposals were adopted you
say your revenue would be increased about

Mr. WICKER. About half of that.
Senator Cuniws. Aboutt 24?
Mr. WICKER. Yes, about half of that.
Senator COuRIs. Yes.
Now, I would like to have a breakdown-I do not have to have it

at this time, supply it in a day or so, so it will be put into the record-
of the difference between $24 million and $41 million, how that would
be arrived at as between your six points.

Mr. WICKER. As between the-I didn't get the last part.
Senator CURTIS. The six points that yan recommend.
Mr. WICKER. Oh, yes.
Senator CuarTs. In other words, youir proposal, you say, would cut

the increase in revenueby one-half roughly.
Now, that cut off the House bill, how much of that would be at-

tributed to p6ifts 1, 2, 3, 4, 5, and 6, that can be supplied?
Mr. WICKER. Yes, sir.
(The following was later received for the record:)

REVENUE EFFECTS OF ITEMrs 1, 2,8 , 4, 5, AND 6 (Ox P. 19)

No. I and No. 2: I, the period of 1951-0, under existIng law, the mutoals actu-
ally paid $274,225,00 In taxes. Under the mutual plan as outlined In the pro-
posal the mutttils would have paid, had their plan been in effect from 1951 to
1960, $821,876,000, plus an uncertain amount depending upon future use of the
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protection-against-loss account. Had the House bill been in effect during this
same period, it would have produced a minimum tax of $385,817,000, again, plus
an uncertain amount depending upon the future use of the protection-against-
loss account.

We estimate that under existing law, for the year 1962 only, the actual tax
paid would be'$43,271,000. Under the mutual plan, the immediate revenue con-
sequence would have been $64,318,000 in taxes, and under the House bill 10650
the immediate tax impact would have been $81,489,000.

No. 3: These companies paid less than I percent of the mutual Federal taxes
in 1958, the latest years we have studied by size of company. This change would
have eliminated $268,666 of the total $81,245,465 incurred in 1958. We estimate
the revenue cost of this provision to be less than 1 percent of the total industry
tax under the proposed tax program.

No. 4: Two hundred and fifty-five companies fell into the premium-size group-
ing between 150,000 and I million in our 1958 study. This analysis revealed that
these companies would have paid $1,297,472 in Federal taxes if they had been
taxed on investment income alone. This would have been $227,888 less than the
tax of $1,525,360 actutiilly paid. Again this is less than 1 percent of the total
industry tax bill.

We believe most of these smaller companies would elect the option of taxation
on investment income oftly. These small companies would prefer not to maintain
the elaborate finantmal statistics necessary to calculate taxable income on a total
income base. Under this assumption, the only revenue loss generated by this
option would be the tax on the long-term aggregate underwriting gain, if any.

During the last decade, companies of this size have achieved an underwriting
gain of approximately 1.25 percent of earned premium. This gain amounts to
$1,250,000, based on the premitum volume of $100 million earned in 1958. The
tax on this underwriting income would be $650,00 and would represent the
probable revenue loss generated by item 4.

No. 5: Our latest study shows that there are 126 mutual fire and casualty
companies with premiums between $1 million and $5 million. The aggregate
premitUn volume of these 126 companies was $288 million. The sum of the
differences between each of these individual company premiums and $5 million
per company totals $342 million for all 126 companies. One percent of this dif-
ference is $3,420,000 in additional contribution to the protection against loss
account. -Of course, this additional contribution is a maximum figure. Many of
the individual companies will have underwriting losses and small amounts of
taxable investment income and therefore will be unable to fully utilize this
additional provision.

If the final tax bill contains any provision aittomatically forcing out these
additional protection against loss contributions, the revenue effect will be nil.
Any additional percentAge deduction will flow back into the tax stream after
5 years.

If the arbitrary 5-year force-out provision is eliminated, the revenue loss
resulting from Item No. 5 would be .52 percent of the $3,420,000 or about
$1,70,000 at a maximum. Actually, our studies indicate that o6ily 60 percent
of the amount added to the protection against loss account remains there after 5
years even without the force-out provision. The other 40 percent is used to pay
losses during the 5-year interim perod. Therefore, we estiiftte a revenue loss
of 60 percent of $1.750,000 or about $1 million resulting from provision 5.

No. 6: There are relatively few cohnltnies which wotild d1it'litfy as "Concen-
trated Risk Mutuals," either as defined in the proposed bill or our proposed
amendment. The best information we have is that only six companies that
wouldl-'41flify baq*d on the prenfiium reqiireffetht are entered in more than one
State.

If the final tax bill contnins any provision autom itl ily forcing out these
additional protection against loss contribftioli, the il-fthiato revehiUe effect will
be ill. Any additional percentage deduction will flow back into the tax stream
after 5 years.

If the arbitrary 5-year force-out provision is elimthi'ed4, the revenue loss re-
sulting from item No. 6 would be 52 percent Of an estimated $90,000 or about
S47,000.(The prepared statement and ittachrnents ref erred to follow :)
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STATEMENT OF JOHN of. WICKER, GENERAL COUNSEL, MUTUAL
INSURANCE COMiM IIT'rEE oN FEDERAi, TAXATION

Identification

I am John J. Wicker, Jr., a former State Senator of Virginia, senior
partner in the law firm of Wicker, Baker & Goddin in Richmond, Vir-
ginia, and General Counsel of the Mutual Insurance Committee on
Federal Taxation.

Mutual Committee is Representative of "Regular Mutuals"

This organization (which I shall hereafter call the "Mutual Com-
mittee") is composed of 721 mutual fire and casualty companies with
more than 27 million policyholders in all States of the Union. While
some are business policyholders the great bulk of this number are family
policyholders. There are only 45,500,000 families in the United States.
Clearly a substantial percentage of all families have one or more mutual
policies. The mutuals I represent have been referred to as "regular
mutuals" to distinguish them from the Factory Mutuals, and the inter-
insurance exchanges generally called Reciprocals, which have somewhat
different structures and problems from those represented by the Mutual
Committee and are represented by separate spokesmen.

Proposed Legislation (H.R. 10650) is Unfair, Discriminatory and
Excessively Burdensome to Mutual Fire and Casualty Companies

I am appearing here today in opposition to certain parts of Section
10 of H. R. 10650. While the bill before you contains principles for the
taxation of our companies which we can accept, these principles are so
vitiated by limitations and restrictions as to make the provisions of the
bill unacceptable, unfairly discriminatory and excessively burdensome.
The bill as now constituted does not promote competitive equality be-
tween stocks and mutuals but would in fact handicap mutuals in the
competitive market.

H.R. 10650 Would Tax Mutuals on Total Income Basis Without
Appropriate and Adequate Modifications

In place of the present mutual tax system, H.R. 10650 would tax all
our Mutuals except the very small ones (i.e., with less than $75,000 gross
receipts) on a modified "total income" basis as follows:
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(1) Mutuals with less than $300,000 gross receipts would have a re-
stricted option of taxation of investment income only;

(2) Mutuals whose receipts ranged from $300,000 to $900,000 would
have some special deductions allowed which take the form of a
declining deduction from underwriting gain;

(3) All Mutuals with total receipts exceeding $900,000 would be taxed
on total income (underwriting and taxable investment income
combined);

(4) A special "Protection Against Loss Account" (hereinafter called the
"Loss Fund") would be set up consisting of 1%o of losses plus 25%
of underwriting gains, if any. (For certain "concentrated risk"
mutuals, the 25% would be very inadequately increased);
However-

(a) Every year after the first 5 years any amount in the Loss Fund
placed therein five years previously except for /2 of any re-
mainder of the amount placed therein on account of the 25%
of underwriting gains, would be forced out into current taxable
income. This "force out" not only results in the fund being
inadequate to serve its purpose as a cushion against excess
losses, but would be required regardless of the current financial
needs of the mutual, even in a year of tremendous net losses;

(b) The fund is further depleted by the provision that an under-
writing loss created or increased by a policyholder dividend
must first be deducted from the Loss Fund and this account
completely exhausted before using such a dividend as an offset
against taxable investment income. This provision is discrimi-
natory as between dividend paying and deviating companies,
(discussed in detail later) and further unreasonably depletes
and thus makes more ineffectual the Loss Fund.

(c) An arbitrary and unreasonable ceiling is placed on the Loss
Fund by providing that no additions may be made thereto
whenever the Fund equals 10% of the annual premium volume.

(d) "Concentrated risk mutuals" (i.e. those deriving more than
50% of their premium volume in any one State from insurance
against hail, windstorm, tornado, earthquake, etc.), would be
allowed to increase the transfer to the Loss Fund in addition
to the 25% of underwriting gains by that percentage by which
premiums in such hazards exceed 50%. This provision is too
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restrictive to cover the feast or famine experience of insurance
against these hazards and is too limiting in' geographic area.

OU Specifically, we believe that the proposed bill has a number of very
important deficiencies-

1. While recognizing the necessity for a so-called "Protection Against
LOSS$" account, it establishes a five year "force-out" from this account
which seriously cripples the very intent which the Ways and Means
Committee had in mind and with which we are in accord.

2. The proposed bill discriminates between those mutual companies re-
turning policyholder dividends at the end of each policy year and those
who allow an advance dividend or deviation instead.

3. The special provisions for small mutual companies provided in the
proposed bill are completely inadequate to maintain a healthy financial
condition for their policyholders in our expanding economy.

4. The concentrated risk mutuals should have a more realistic allowance
than H.R. 10650 grants.

The Mutual Plan Described
To avoid this discrimination and excessive tax burden our Mutuals

would propose that-

1. As a substitute for access to the equity capital market a "Protection
Against Loss" account be allowed without restriction, consisting of
one percent of incurred losses plus Y of underwriting gain, if any.

2. This account be used only in tax loss years, as an offset to the excess
of total losses, expenses and dividends over total taxable income.

3. Mutual companies with less than $150,000 gross receipts would be
exempt.

4. Small mutual companies (under $1,000,000) be given the option of
taxation upon investment income only.

5. The additions to the "Protection Against Loss" account be liberalized
for those mutuals with gross receipts between $1,000,000 and
$5,000,o00.

6. The special provisions for concentrated risk mutuals be expanded
realistically.
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The Present Law Described

As I have explained in prior statements to the House Ways and Means
Committee, Mutual Companies have special characteristics and needs
that make it difficult and inequitable to apply a "total income" tax theory
to them without substantial modification.

Exactly twenty years ago, a "total income" tax proposal for Mutuals
was submitted to you by the House. Recognizing that such a basis of
taxation would prevent Mutuals from continuing as a healthy com-
petitive factor in the insurance market, the Senate Committee on Finance,
-including men such as Senators George, Walsh, LaFollette, Vanden-
berg and Taft, and your present Chairman, Senator Byrd,-wisely
struck down that proposal.

In its place, your Committee was the primary factor in enacting into
the Code the existing law under which Mutuals have been taxed ever
since 1942.
Ever since 1942 (under sections 821, 822 and 823 of the Internal

Revenue Code), our Mutuals (except the very small companies with
annual gross receipts less than $75,000 and which have only 2% of the
premium volume of all mutual fire and casualty companies) have been
taxed each and every year, regardless of so-called underwriting gains or
losses. Their taxes have been based upon whichever of two alternative
bases produced the greater tax:

(1) Full corporate rates on their entire taxable investment income
(including realized net capital gains), or

(2) One per cent (1 %) of their gross receipts, namely taxable invest-
ment income and net premiums (i.e. gross premiums less policy-
holder dividends).

Under the present law Mutual fire and casualty companies have paid
very substantial taxes each and every year. Furthermore, the amount of
taxes paid has increased steadily every year, reflecting the increase in
premium volume that in turn reflects the growth of our economy. The
annual amount of Federal income taxes paid by all fire and casualty
mutuals listed in "Best's Insurance Aggregates and Avcragcs" has in-
creased, as follows, from less than six million dollars in 1942 to more
than forty-one million dollars in 1960:

82190 0-62 (pt. 4) 23
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Year
1942 ........................................ ............................ ..............................
1943 ............................................................................................. ..
1944 ............................................................................................. ..
1945 ........................................................................................................
1946 .............................. I........ ..................... ...........................................

194 7 ........................................................................................................
1948 ............................................................................................... .
1949 ............................................................................................... .
1950 ............................................................................................... .
195 1 ............................................................................................. . .
1 9 5 2 ........................... I.................. .. ................ I.................................... .
1953 .........................................................................................................
1954 .......................................................... ..............................................
1955 .........................................................................................................
1 9 5 6 ...................................... . ......................... ..... I......... I.................. .
1 9 5 7 ................. ................ I............................................ ........ .... ..............
1958 .........................................................................................................
1 9 5 9 ................................ I ............................................................ ............
1 9 6 0 ..................... ........ ..........................................................................

G R A N D T O T A L ................ !. .... I........I........I.................I.....

The present law has tended to equalize competitive opportunity, but
it has not favored the mutuals as a group. For example, during the past
twenty years, mutuals have increased their surplus by 5.54% of their
premium volume while their stock competitors, as a group, have been
able to increase their surplus by 6.76% of their premium volume. (See
Exhibit 1.)

Nor has the mutuals' share of the total market unduly increased during
the twenty-year period. In 1942, the mutuals I represent wrote 20%
of the total premium volume. Today they write 25%. This is a modest
growth, but it cannot be attributed to the income tax law. For example,
Allstate Insurance Company was taxed as a stock company. Since 1942,
its surplus has increased from $3,557,000 to $225,741,000, and its pre-
mium volume from $5,494,000 to $495,385,000.

Present Proposal Promoted by Anti-Mutual Agitation of
One of the Most Prosperous Competitors

The proposal of the Secretary of the Treasury in his testimony before
this CoMmittce on April 2 coincides exactly with the agitation and
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propaganda of the so-called "National Committee for Insurance Taxa-
tion," which was formed a few years ago as a "front" for the Allstate
Insurance Company.

That company is one of the most prosperous of all stock insurance
companies. In the course of a comparatively few years it has paid its sole
stockholder cash dividends aggregating millions of dollars more than the
total stock investment therein. Even in the few occasional years of heavy
underwriting losses (1956 and 1957), it paid cash dividends amounting
to one hundred per cent (100%) of its total stock par value. During
the past four years, government records reveal that it has contributed
nearly a third of a million. dollars to the anti-mutual lobbying of its
so-called "National Committee for Insurance Taxation." Its contribu-
tions constituted almost all of this Committee's receipts.

Incidentally, it should be noted that Allstate (as well as other stock
companies) pays policyholder dividends. In 1956 it returned $1,619,000
to policyholders although it had an underwriting loss of nearly 2 million
dollars. Again in 1957 it paid $864,000 as policyholder dividends al-
though it had an underwriting loss of $1,142,000. This point is noted not
to criticize Allstate, but to point out that it is entirely customary to pay
policyholder dividends in an underwriting loss year. This same necessity
exists for mutuals operating on a participating basis. This is not permitted
for the Mutuals under the proposed bill as will be pointed out later. In
both of these years, such dividends were deductible from investment
income by Allstate under the law applicable to them and directly reduced
taxes that might otherwise have been payable on investment income.

Mutuals Need Funds Free of Tax to Make Up for Lack of Access
to Equity Capital Market Available to Stock Companies

All insurance companies, both stock and mutual, now maintain for
the protection of their policyholders an adequate fund called "Policy-
holders Surplus." This is what makes insurance possible. It is the cushion
which absorbs the inevitable ebbs and flows of losses paid to and on
behalf of policyholders, Surplus protection must be increased generally
in proportion ,to increases in insurance provided. Hence, the ability of
an insurance company to maintain insurance protection and service its
customers in an expanding economy depends upon its capacity to keep
its policyholders' surplus abreast of the increased protection it must
afford.

During the last ten years stock fire and casualty companies have added
$5,278,0O00060 to their policyholders surplus funds. About one-fourthlof
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this represents additional "capital" and ,"paid-in surplus" contributed by
stockholders tax free. This tax-free addition to surplus is just over one
percent of the earned premiums written during the same period. This
access to the equity capital market is a source of tax-free surplus funds
not available to mutual fire and casualty companies and if the mutuals
are to maintain a sound financial condition in meeting the expanding
needs of the economy, they need some substitute for this lack of access
to the equity capital market.

In the past, untaxed underwriting income of the mutual fire and
casualty companies has supplied approximately I percent of earned
premiums to add to surplus funds, and this has enabled the mutuals to
keep pace with the stock companies' additions to surplus from the equity
capital market. The pending bill would radically change this by applying
a "total income" tax approach to all funds received by mutual companies
and the "Protection Against Loss" account provided by the bill would
actually furnish only a very small fraction of the needed funds without
tax liability. This has been demonstrated by actual records to be necessary
for both stock and mutual companies. As a matter of fact, the plan
recommended by the mutual companies would have placed in the "Pro-
tection Against Loss" account only 0.7% of premiums for the 1951-1960
period.

The impossible situation in which this places the mutuals can easily
be demonstrated by visualizing the problem of a mutual company wish-
ing to acquire funds from policyholders to improve its financial condition,
to increase its present surplus, or to comply with license requirements.
The need for such periodic additions to surplus occurs among all com-
panies, large or small, stock or mutual. For example, within the last four
years, two of the largest stock companies (one of them Allstate) have
each added $50,000,000 to surplus funds from the equity capital market
to strengthen their financial statement. For a mutual company to add the
same $50,000,000 to surplus funds under the House bill would require
a policyholder contribution of premiums of nearly $92,000,000 over all
loss and expense requirements. It is difficult to recall one provision of
tax law which treats members of the same industry in such inequitable
fashion.

Some states have laws which allow a mutual company to meet surplus
requirements on a tax-free basis through securing paid-in guaranty funds,
which are merely borrowed funds rather than equity capital. These funds
are subordinated in all respects to all other claims against the company.
Further, since these funds are in no sense equity capital, only the amounts
loaned miy be repaid, they are callable at the option of the company,
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and interest payable is limited by statute. Such loans can only be obtained
in very special situations.

The mere fact that all of the Mutual Fire and Casualty Companies
combined only had $16,359,000 of such money paid in during the last
10 years (less than 7 cents per $100 of premium written) is evidence that
this is not a practical solution to the problem of providing a substitute
for access to the equity capital market.

With the 5-year "force-out" provision for almost all of the "Protection
Against Loss" account, the maximum benefit to a mutual company is the
privilege of holding this money five years. After taxes, the net benefit
of this for policyholder protection in the form of surplus would be only
in the range of 5¢ or 6¢ per $100 of premium writings. The benefits of
that part of the "Protection Against Loss" account not forced out is simi-
larly minimal, averaging less than 100 per $100 of premium.

Protection Against Loss Account Not Excessive

It has been claimed, and there is some remote possibility, that without
some overall size limit, the account might become excessive for a few
individual companies. Our study of the 20 largest companies indicates
this is unlikely, and as previously noted, the average size of the account,
without limitation, was only 5%o of premium over a 10-year period.
Further, in the case of mutual savings institutions this same problem has
been placed in the "continuing review" category by the Ways and Means
Committee and the report states:

Your committee's bill does not impose any overall ceiling on the amount which
may be accumulated by a mutual savings institution with respect to its reserve
for losses on qualifying real property loans. However, your committee intends
from time to time to review the status of this reserve to be sure that the balances
maintained in these reserves remain reasonable in light of the overall require-
ments of the mutual savings institutions.

Similar treatment is required for our industry.

Principle of Full Retention Well Established
The principle of providing a protective account which could be re-

tained by a mutual form of organization for the protection of its par-
ticipating owners, without any time or amount restriction, has been
established in the 1959 Life Insurance Income Tax Act and reaffirmed
in the present H.R. 10650 as it applies to Mutual Savings Institutions.

In the case of a Life Insurance Company, either stock or mutual,
50% of Underwriting Gain in a given year is placed in a special account.

1537



8 REVENUE ACT OF 1062

In a Mutual Life Insurance Company this special account is never taxed
or limited. In a Stock Life Insurance Company, the size of this special
account is limited, after which 100% of the underwriting gain becomes
taxable. Thus, the law completely recognizes the distinction between
stock and mutual companies.

In the case of a Mutual Savings Institution, the proposed bill provides
for the establishment of a reserve equal to 60% of taxable income for
the year. This special reserve account is neither limited as to overall size,
nor automatically forced back into the tax stream after a given length
of time.

Just as the long-term protection of the participating owners and the
peculiar nature of the risks of such institutions warrant no restrictions
as to size or time on special reserve accounts for Mutual Life Insurance
Industry and Mutual Savings Institutions, the special circumstances of
the Mutual Fire and Casualty Industry warrant similar treatment.

"Protection Against Loss" Account In H.R. 10650 Inadequate

A review of the record of the entire mutual fire and casualty insurance
industry for the last 20 years indicates that with the 5-year "force-out"
provision the "Protection Against Loss" account would seldom be ade-
quate to cover periods of heavy losses. In 1956 and 1957 the industry
suffered consecutive years of substantial underwriting deficits, and the
following year, 1958, was just at a break-even point.

These three disastrous years in a row clearly shows the jeopardy to
which all mutual fire and casualty companies would be subjected under
the proposed bill. If additions prior to the five-year limits had not been
allowed to accumulate without limit or force-out, the protection against
loss funds developed by moderate addition over a 5-year period would
be quickly dissipated just at the time when they would be most necessary
for the purpose for which the fund was designed.

As a matter of record, within the last 10 years, two of the 20 largest
companies went through consecutive 3-year periods where their total
operating deficits (all outgoing items over all incoming items, including
taxable investment income) were in excess of 10% of one year's earned
premium.

If this can happen among the larger companies, the possibilities are
obvious that successive-year deficits of smaller and less diversified mutual
companies can run substantially higher than the suggested overall limit
of the "Protection Against Loss" account.
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Removing Time and Size Restriction Does Not Change Concept
of Tax on Total Income

It should be made clear that in requesting that the "Protection Against
Loss" account be allowed to accumulate without restriction as to either
time or size, the Mutual Fire and Casualty industry is not seeking to
change the concept that taxes are payable on a "total income" basis. All
of the funds retained in the "Protection Against Loss" account are subject
to use as on offset to extraordinary losses, and there is no way under the
proposed bill for mutual companies to transfer funds out of the account,
except as an offset to losses. Rather, we are asking that the special account
be allowed to grow to a size sufficient to serve its intended purpose, as
has been well stated in the Ways and Means report on H.R. 10650 (H.
Rept. No. 1447, 87th Cong., 2d Sess., pp. 42-43):

This accumulated underwriting income constitutes its reserve out of which
insurance losses can be paid, and the existence of such reserves is an important
protection to the mutual policyholders.

Eventually, these companies will pay tax on their total income, but the tax
deferral formula of the bill gives recognition to the mutuals' lack of access to the
capital market for funds with which to pay losses.

This recognizes that the Mutuals have a special need.
However, even if the concept of taxes payable on total income is

accepted, the special provisions in the proposed bill fail to achieve the
aim of providing a substitute for the Mutuals' lack of access to the equity
capital market. The "Protection Against Loss" account is so restricted in
size, by the force-out provision, and by the order of its use, that it cannot
serve its intended purpose.

H.R. 10650 Discriminates Unfairly Against Mutuals Returning
Policyholder Dividends at the End of the Year

H.R. 10650 contains a provision which provides that whenever a
policyholder dividend creates an underwriting loss, such portion of this
loss as is attributable to the refund to the policyholders shall first be
deducted against any funds in the "Protection Against Loss" account
before being used to offset taxable investment income.

This provision is grossly discriminatory. It penalizes companies which
choose to write participating policies.

A company which wishes to use an $85 price for a unit of coverage
may either charge $100 and return $15 as a participating "dividend"
at the end of the policy period, or it may elect to charge .$85 and grant
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no participating dividend. Both stock companies and mutual companies
may use either method, though the participating method is more common
for mutual than for stock companies.

The choice of using the participating or nonparticipating method is
properly within management discretion. It should not be influenced by
tax provisions encouraging one method or the other. But once the choice
of desired net premium charges is made on either method of operation,
management has little control of the amount of losses which will be in.
curred in given years. For any individual company in either method,
there will be good years and bad years. Both try to retain some portion
of the "underwriting gain" in good years to offset the "underwriting loss"
of the bad years. The "Protection Against Loss" provision in H.R. 10650
recognizes this principle, but then nullifies its effectiveness.

Though the net price may be comparable on a participating or non-
participating basis, sec. 824(d) (1) (A) in Section 10 of the House Bill
produces the amazing result of greatly reducing the effect of the "Protec-
tion Against Loss" account provisions for participating companies com-
pared to the treatment of nonparticipating companies.

The Financial Magnitude of Discrimination Is Material
for a Large Number of Mutual Companies

There are two exhibits (Exhibits 2 and 3) appended in which the opera-
tion of the "Protection Against Loss" account is shown for two companies
-first, one that operated on a dividend basis and, second, one that op-
erated on a deviated basis. (A deviated bksis is the establishment of a
rate in which the company anticipates the savings to policyholders by
paying such anticipated savings in advance instead of paying a dividend.)
For both exhibits, the company has been delivering the identical insur-
ance protection to similar customers for the same net prices.

If a company were to operate on a dividend basis, as shown on the first
exhibit, the "Protection Against Loss" account would never amount to
more than $730,000 which is less than 3% of a typical year's losses. How-
ever, if the company were to operate on a deviated basis, the "Protection
Against Loss" account would slowly rise to a little over $2,000,000 in the
six-year period shown.

In those six years, the dividend-paying company would have paid over
$1,000,000 more in Federal taxes than the deviating company.

We see absolutely no valid reason for this provision, and the committee
report throws no light as to why it was adopted.
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We can suspect that there was a feeling that it is improper for a par-
ticipating company to refund sufficient premiums so as to create an
underwriting loss in any given year. If this be a true surmise, it totally
ignores the realities of the business considerations entering into choosing
the participating rate.

Dividends to policyholders have always been deductible under the stock
company base. Indeed, the record shows that in particular years stock
companies have paid dividends that have created or increased under-
writing losses and that these losses have been considered properly charge-
able to otherwise taxable investment income. This is true even of the
Allstate Insurance Company as previously pointed out. (See Exhibit 4.)

In the past, the tax law did not materially influence dividend practices.
Nevertheless, both participating stock and mutual companies have shown
an almost universal "level dividend" history. That is, while there may
have been gradual changes in the participating margin, over a long
period of years, there is a very little up and down movement in dividend
rates, depending on the underwriting results of a particular year.

The public does not want widely fluctuating net insurance costs from
year to year. For example, people simply do not want to pay a very low
premium for windstorm coverage in years in which there are no property
destroying hurricanes and then extremely high premiums in years when
there are two or three.

Both participating and nonparticipating companies properly respond
to such public demand. For the nonparticipating company, this means
there will be years of underwriting gain and other years of loss. It means
the same thing for the participating company.

The provision under discussion has no effect on the nonparticipating
company. To avoid the tax loss described above, the participating com-
pany would have to adopt a variable dividend rate. In good years, it
could pay perhaps a 25 or 30% dividend without creating an under-
writing loss. But in bad years, it would have to skip or drastically reduce
dividend rates to avoid tax penalty. The result would be to impair its
competitive position by wide fluctuation in the net price from year to year
after dividends.

Further, it should be noted that a company may elect to write some
of its lines of business on a participating basis and other lines on a non-
participating basis. Such a company could have an underwriting loss
created wholly by its nonparticipating business. Yet this provision would
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penalize the company because it paid dividends on its profitable par-
ticipating business.

In summary, the provision under discussion would interfere with
proper management decisions. To avoid tax penalty, it would tend to
force companies to choose one of two widely accepted pricing methods-
the nonparticipating over the participating method. Alternately, it would
tend to force companies which remained on the participating basis to
adopt a varying rate of return premium dependent on fortuitous and
temporary swings in the loss cycle. The discriminatory tax effects of the
provision could be avoided by either choice without increasing revenue.
It is submitted the existing provision should be removed as an artificial
interference with the choice of accepted alternative practices of pricing
insurance on a participating or nonparticipating basis.

For a fuller explanation of this subject, see Exhibit 5.

H.R. 10650 Provisions for Small Mutuals Are Not Adequate

The proposed bill continues the present exemption of the very small
companies with less than $75,000 of gross income, a carryover from the
1942 law. Such very small companies are generally little more than loose
agreements by small groups in rural areas to share losses, tending to
develop little or no true taxable income. Since 1942, values of properties
have increased and simply to maintain the scope of the 1942 exemption
of $75,000, a $150,000 exemption is currently necessary.

For slightly larger companies with gross income between $75,000 and
$300,000 the proposed bill permits them to elect to pay on investment
income only. Recognizing that the underwriting results of small Mutual
Companies are inherently stablebl, we believe that a much higher limit
of $1,000,000 should be placed on this provision. Much of what appears
in the statement of such companies as "underwriting gain" in a given
year simply represents below-average loss experience for that year and
well may be offset by higher-than-average loss experience in other years.

For such companies to avoid drastic swings in the level of their charges,
they must have a means for building up funds for covering the occasional
very severe loss years. A stock company starting out can secure such
funds tax-free from the equity market, but this source of capital is not
available to mutuals and underwriting income provides the only prac-
tical source for Mutual Companies in this size range.

The proposed House Bill presently provides that those companies be-
tween $300,000 and $900,000 of gross income are to be taxed on under-
writing gains but with a special deduction of one percent of the difference
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between $900,000 and actual gross income. A special deduction dis-
appears at the $900,000 level of gross income. The limits for this rule
should be raised to cover the $1,000,000 to $5,000,000 gross income
bracket. As a substitute for the Ways and Means one percent rule, and
in keeping with the need of these companies, it is suggested that the per-
mitted additions from underwriting gain to the "Protection Against
Loss" Fund for these small mutuals be measured by one percent of the
difference between the company's gross income and $5,000,000. This
will develop a smooth transition from an investment income tax at the
$1,000,000 level to the use of the regular mutual tax prow: , at the
$5,000,000 level of gross income.

It should be emphasized that the fluctuations in loss ratio ei1countered
by the smaller Mutual Companies make it essential that they retain a
much larger share of their underwriting income during the good years
in order to have it available for the protection of their policyholders in
bad years. The effect of the present bill in forcing away such reserves in
good times can be illustrated by the following examples:

Three companies in Nebraska paid Federal income taxes during the
most recent ten years of $819,000. Under H.R. 10650, during the same
period, the Federal income taxes of these companies would have totaled
$3,813,000.

A company in Utah paid Federal income taxes aggregating $63,000
during the last ten years, and under the proposed bill, its tax burden
would have been $324,000.

An Iowa company had actual taxes of $5 1,000 and would have paid
taxes of $97,000.

A Kansas company paid taxes of $56,000 and would have had taxes
under the proposed bill of $238,000.

An Indiana company paid taxes of $274,000 and would have incurred
taxes of $820,000.

An Ohio company paid taxes of $77,000 and would -have paid taxes
of $494,000.

These examples illustrate the injustice of this bill in taxing away the
funds of these relatively small companies in good years and limiting the
availability of these funds in the underwriting loss years. Carry forward
and carryback rules give only partial relief and in no event allow such
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companies to show adequate statement surplus or to qualify under the
rules of various mortgage lending institutions.

Concentrated Risk Mutuals Should Have Less Restricted
Allowances Than H.R. 10650 Grants

H.R. 10650 recognizes that concentrated risk companies have a special
need regardless of premium size, but the restrictive definitions are so
narrow as to render the provisions largely inoperative in achieving the
intended objective.

Such extra hazardous loss insurance on property is almost always
written in connection with the ordinary property coverages, and only a
few companies are likely to have more than 50 percent of their premium
from the extra-hazardous risk coverage alone. However, there are a
number of companies which do specialize in risks of this type and as a
result do not have diversification of coverage as a cushion against these
extra-hazardous losses. For them, as well as the more general writing
mutuals, the 50% of premium limitation in extra-hazardous lines is too
restrictive.

Similarly, the bill imposes a' one-state geographical limit. This still
leaves the problem of slightly larger companies which still serve con-
tiguous geographical areas, and, as we all know, storm areas do not
recognize state boundaries. Recognizing that some geographical limit
might be desirable, it is suggested that a concentrated territory be defined
as a contiguouss area located in-four states or less."

Our "Mutual Plan" Would Provide Substantially Increased

Tax Revenue, But Not an Unbearable Tax Burden

Under the "Mutual Plan" which we urged unsuccessfully on the Ways
and Means Committee, the Federal income taxes that would have been
immediately incurred by our mutuals during the ten years 1951-1960
would have aggregated approximately $322,000,000 ($321,876,000).
In addition, there would have been a further tax liability of uncertain
amount, as the remainder in the "Protection Against Loss" account was
used as an offset against future tax losses. This would have been a sub-
stantial increase above the $274,225,000 actually incurred which the
mutuals would have found to be burdensome, but nevertheless bearable
because of the existence in the plan of the special "Protection Against
Loss" account.
H.R. 10650 with its arbitrary maximum limit, its 5-year "force-out"

provision, and its requirement that the "ProtectioA Against Loss" account
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be used for dividend-created underwriting losses (before offsetting any
investment income) would have saddled our mutuals with an aggregate
tax ranging from a minimum of $385,317,000 up to a maximum of
$403,857,000, thereby wiping out most of the "Protection Against Loss"
account.

Mutuals Can Stand Reasonable Tax Increase but
H.R. 10650 Is Unreasonable

Mutual insurance, like any other highly competitive business, can bear
reasonable increases in taxation. However, the proposed H.R. 10650
could result in unjust and intolerable injury to the protective strength
supplied by these companies in the interest of the policyholders, claim-
ants, and the general public.

In determination of any tax plan, it should be recognized that all
mutuals at one time or another sustain exceedingly heavy underwriting
losses. In the case of ordinary loss, the impact can usually be met and
overcome by the use of taxable investment income and this is the way
it should be under any so-called "total income" approach. Unless the
"Protection Against Loss" account is allowed to build up and remain
available for "excess losses" (i.e., exceeding investment and underwriting
income) without arbitrary force-outs, it will not be available for accom-
plishing its really essential purpose, to provide help in the event of un-
usual or catastrophic losses.

Our Mutual Plan Would Produce Substantially Increased Revenue

The plan which we presented to the Ways and Means Committee-
after it had been thoroughly checked and its figures and calculations veri-
fied by the 4taff of the Joint Committee on Internal Revenue-would have
provided a very substantial immediate increase in mutual tax revenue to
the Treasury and in taxation of our mutuals-approximately $50,000,000
for the 10 years 1951-1960. We submit that this is as heavy a tax increase
as should reasonably be forced upon any large segment of taxpayers,
especially when that segment is composed of non-profit companies with
no third-party stockholders and with no possibility of the funds being
used for anything other than insurance purposes.

Of course, we realize fully the desire of the Treasury for more and
more revenue. We realize that this tax bill In some parts provides for a
very substantial reduction in tax revenue by way of investment credits,
etc.; and we know that the Treasury is anxious to gather in as much
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money as possible from taxation of various sources. Nevertheless, we
submit that the need of the Treasury for more revenue and its desire to
balance tax reductions in some lines by tax increases in other lines cannot
fairly or logically be argued as any proper reason for unloading an un-
conscionably large increase upon some one segment of our economy-
especially when that is a non-profit segment and is one upon which
27 million of our people depend for essential insurance protection.

Summary and Conclusion

In summary and conclusion, we urge that H.R. 10650 be amended
as follows:

(1) Eliminate the arbitrary five-year automatic "force-out" and ceiling
from the "Protection Against Loss" account;

(2) Eliminate the restrictive provision requiring complete exhaustion
of the "Protection Against Loss" account before use of investment
income for policyholder dividends;

(3) Increase the existing $75,000 exemption figure for very small mu-
tuals to a more realistic figure such as $150,000;

(4) Permit small mutuals (i.e., with gross income under $1,000,000) the
option of taxation upon investment income only.

(5) Liberalize the additions to the "Protection Against Loss" account
of medium mutuals (i.e., with gross receipts ranging between one
and five million dollars).

(6) Make adequate the special provisions for concentrated hazardous
risk mutuals.

A G

I
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Exhibit 1

FIRE AND CASUALTY INSURANCE COMPANIES
1942-1960 (inclusive)

Stock Companies

Net Premiums Written ....................... $110,305,054,000

Less Policyholder Dividends ....................................... 623,776,000

N et Premium Incom e ........................................................ $109,681,278,000

Additions to Policyholders Surplus ........................ 7,330,609,000

Percentage of Net Premium Income added
to surplus (4 + 3) ...................... 6.72%

Mutual Companies

$36,451,523,000

3,598,353,000

$32,853,170,000

i,766,315,000

5.38%

(1547)



Ei"t 2

SIX-YEAR EXPE MDEIVIDEND MUTUAL
(ooo's OMITTED)

Taxable Investment Income

Premiums

Dividends
Net Premiums

Expenses*

Losses
Operating Outgo

Indicated Underwriting Gain

Additions to Loss Fund:

I % of Incued Losses
25% of Underwriting Gain

Subtractions from Loss Fund-- - -_
Loss Fund at Beginning of Year- ..- .
Loss Fund at End of Year . .-

Taxable Income

Tax at 52%

1st Year 2nd Year

2,W $ 2,000
50,000 50,000

7,500 7,500
42,500 42,500
17,500 17,500

23,000 27,000
4o50 44,0

,000 -2,000

230
500

0

0

730

32270
1,700

270
0

1,000

730

0

730

380

3rd fear

$ 2,000

50,000
7,500

42 50

17,500

23,000
4,500

2,000

230
500

0

0

730

3,270

1,700

4th Tear

$ 2,000
50,000

7,500
42,r50
17,500

27,000
44,500

-2,000

270
0

1,000

730

0

730

380

5th Tear

$ 2,000
50,000

7r5
42,500

17,500

23,000
40,00

2,000

230
500

0

0

730

3,270

1,700

6th Tear

$ 2,000
50,000

7,500
42,500

17,500

27,000
44,500

-2,000

270
0

1,000

730

0

730

380

6-Tear
TOTAL

$ 1%2,000
300,000

45,000
255,000

105,000

150,000
255,000

0

1,500
1,500
3,000

0

0

12,000

6,240



E02-91 3
o? SIX-YEAR EXPERIENCE-DEVIATION MUTUAL

(ooo's OMITTED)

Zst Year 2nd Year 3rd Year 4th er 5th Year 6th Ter TOTALTaxable Investment Incom ..... 2,000 $ 2,000 $ 2,000 $ 2000 2,000 $ 2,000 $ 12,000Premiums 42,500 42,500 42,500 42,500 42,500 42,50o 255,000
Dividends 0 0 0 0 0 0 0Net Premiums 42,500 42,500 42,500 42,500 4250 42,500 255,000
Expenses 17,500 17,500 17,500 17,500 17,500 17,500 105,000
Losses 23,000 27,000 23,000 27,000 23,000 27,000 150,000Operating Outgo 40500 44,500 40,500 44,500 4o,500 44,500 255,000
Indicated Underwriting Gain 2,000 -2,000 2,000 -2,000 2,000 -2,000 0 0

Additions to Loss Fund:
1% of Incurred Losses ....................... 230 270 230 270 230 270 1,500 fo

25% of Underwriting Gain .500 0 500 0 500 0 1,500Subtractions from Loss Fund_. .... _ 0 270 0 270 0 270 810Loss Fund at Beginning of Year.-_ --- - 0 730 730 1,460 12460 2,190 0Loss Fund at End of Year... 730 730 1,460 1,460 2,190 2,190 2,190Taxable Income 3,270 0 3,270 0 3,270 0 9,810Tax at 52% 1,700 0 1,700 0 1,700 0 5,100
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Exhibt 4

ALL STOCK COMPANIES
(Listed in Best's Insurance Guide)

AMOUNT OF INVESTMENT INCOME USED TAX FREE

TO PAY POLICYHOLDERS DIVIDENDS

19 5 1 .............................................................................................................................. $ 6 ,8 4 2 ,0 0 0

19 5 2 .............................................................................................................................. 4 ,3 9 6 ,0 0 0

19 5 3 .............................................................................................................................. 6 5 9,0 0 0

19 5 4 .............................................................................................................................. 1,0 0 3 ,0 0 0

19 5 5 .............................................................................................................................. 1,3 18 ,0 0 0

1956 .............................................................................................................................. 9,753,000

1957 ........................................................................................................................... 11,699,000

1958 .......................................................................................................................... 7,869,000

1959 .............................................................................................................................. 8,052,000 .

1959 .................................................................. % .......................................................... 8,052,000

1960 .............................................................................................................................. 6,357,000

$57,948,000
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Exhibit 5

H.R. 10650 Discriminates Unfairly Against Mutual Companies That
Return Savings to Their Policyholders in the Form of Dividends at
the End of the Policy Year. This Discrimination Should Be
Eliminated.

The "Protection Against Loss" account (hereinafter called P.A.L.) is intended
to give recognition to the mutuals' lack of access to the capital market. However,
the operation of the account is such that it provides less benefit for mutual com-
panies that customarily return unused or unabsorbed premiums in the form of
policyholders' dividends than it does for the companies that customarily anticipate
premium savings in lower initial rates. This disparity can be substantial for two
companies that may have identical operating results and may provide insurance
at identical net premiums to their policyholders.

This disparity is not justified by any of the differences between the participating
and the deviating method of operation. Policyholder dividends are an Ingredient
of the net price that a policyholder pays an insurance company for some Insurance
protection. In their effect on revenue from customers, they are indistinguishable
from premium returns under retrospectively rated policies, premium adjustments
made after exposure audits, or any other item in which a previous charge to the
policyholder's account is reduced. There are contractual differences, but these
differences in no way correspond with any concept of tax equity. There are some
practical differences, but these do not correspond with any difference In need
for the P.A.L. account.

In preparing a brief, it is commonly more difficult, or at least more time con-
suming, to .prove the absence of any reason for something than either to demon-
strate a valid reason where one exists or to refute an invalid one where such a
one has been specified. The Report does not reveal why this discrimination was
inserted. We do not know why. Thus we find ourselves obliged to cover more
ground than might be necessary for the refutation of some theory if a theory had
been revealed to us.

Our point is that neither the Treasury nor the public have anything to gain by
making the deviating method of operation more attractive than the participating
method of operation. To lay a foundation fdr this'point we Will describe In general
terms the participating method of operation and list Its advantages, disadvantages
and limitations. Several inferences will emerge from this discussion:

1. The participating method is not a substitute for access to the capital market

2. To treat its policyholders fairly, a mutual company may .feel obliged to pay
substantially the same rate of dividend over a long period tf time. SuCh divi-
dends may contribute to an underwriting loss in a year of adversity. This kind
of an underwriting loss has the same tax significance" as an underwriting loss
sustained by a deviating company.
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3. A large part of investment income is made possible by the fact that policyholders
pay in premiums before mutual insurance companies pay out losses on their
behalf. The use of Investment Income to reduce the cost of insurance protection
is obvious, proper and should be of equal tax consequence whether accomplished
through dividends or deviated rates.

Finally, we will exhibit an example of the discrimination we find troublesome.
It is of more financial consequence to some kinds of dividend paying companies
than to others. But all mutual companies financially affected or not, participating
or deviating, have a direct concern in any precedent for tax discrimination against
the participating method of operation.

The discussion follows in outline form:

1. Policyholders' dividends are a part of the net price that policyholders pay for
insurance protection.

The cost of insurance must be divided in an equitable way among those who
contribute premiums. There are two approaches to this necessity: that followed in
participating insurance and that followed in nonparticipating insurance.

Under nonparticipating Insurance the entire pricing discretion of the under.
writer is exercised in advance. Both' the buyer and the seller know the exact
formula under which the price of insurance will be determined, and in most
instances know in advance the exact number of dollars.

Under participating insurance the pricing discretion is exercised in two steps:
an Iidtial determination of the policy premiums or premium rates and a subsequent
determination of the portion of premium income that may be returned in policy-
holders' dividends. The obvious appeal of the two-step approach is that the
underwriter knows more about the risks he insured after the fact (or after some
of the facts) than he does before.

It must not be thought that the second step is deferred until the underwriter's
knowledge is complete and that the hindsight eliminates exposure to risk. It is
sufficient to say that the underwriter knows more about his commitments at the
time he is recommending policyholder dividends than he did when he established
the initial premium. This increment of knowledge may-be limited to an awareness
that no adverse trends of unexpected magnitude have developed from which he
infers that it will not be imprudent to continue a going dividend rate.

It is probably unfortunate that mutuals traditionally use the word "dividend"
when referring to the return of unused premiums in two-step pricing. To many
people, the word "dividends" connotes a return to investors on equity capital.
Our so-called "dividends" have no connection whatsoever with the dividends re-
ceived by a stockholder as his share of what the corpotion has earned on the
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capital he invested in it. The returns (dividends) that a mutual company uses
to adjust Its prices depend primarily on the amount by which the company and
its policyholders are willing to have Initial rates increased in order to give greater
scope to the second step. For example: If a company's method of doing business
permits it to pay losses and expenses with a $.90 premium rate, it may charge
a $1.00 rate and expect to pay a 10% dividend; or it may charge a $1.20 rate
and expect to pay a 25% dividend. So conceivably it might charge a rate of $1.80
and expect to pay a 50% dividend. There are practical boundaries to this range
of discretion, but it must be obvious that these returns are price adjustments with
customers, that they are received by policyholders in their capacity as customers,
and that they have no similarity to the dividend an owner (stockholder) receives
when the corporation he owns distributes a profit it made by selling hairbrushes
to some outside customers. We would be well served to have another word for
the second step in two-step insurance pricing, but the tradition is too deeply en-
trehched for a change to be made now.

2. Insurance written on the participating basis has a well established place in the
insurance market.

We do not believe there are any authoritative compilations which show how
much premium is written subject to subsequent adjustment by policyholders'
dividends and how much is written in such a way that the final cost is determined
by rates and rating plans that are a part of the policy contract. Such things can
be estimated only by looking at dividend totals and premium totals In compila-
tions such as Best's and working with assumptions as to what average dividend
rates may be. But it is possible to make some general statements that are thought
to be noncontroversial.

A. While participating insurance does not dominate the market as it does In
the life insurance field, it is a substantial minority element In the fire and
casualty field. Participating Insurance (in both stock and mutual companies)
is estimated to Involve between 15% to 20% of the fire and Casualty pre-
miums. It is estimated to Involve more than 65% of life insurance premiums.

B. Within the fire and casualty field, participation is used more extensively in
commercial insurance than in personal insurance. As much as 40% of
workmen's compensation insurance is written subject to participation. Prob-
ably less than 7% of private passenger automobile business is written subject
to participation.

c. Stock companies as well as mutual companies write participating policies. Of
the eight largest stock fleets, all pay some policyholders' dividends. Stock
companies pay about $5,000,000 in California workmen's compensation divi-
dends annually. A very large stock company specializing in automobile
insurance pays over $2,000,000 a year in policyholders' dividends to adjust
its requirements to certain state laws.
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3. Participating insurance has a well established place because it has some sound
utility.

Much of the utility stems from the fact that the underwriter has more infor-
mation to work with when he completes his pricing than he would have on a
nonparticipating basis. But there are other specific uses.

A. To provide a security margin.
Because the underwriter can, in the event of an emergency, increase his

net prices by withholding dividends that might otherwise have been contem-
plated, his company has an element of security that a nonparticipating com-
pany does not have. Because it has such an element of financial security in
its operating method, it can usually get along with a smaller policyholder
surplus than might be thought prudent if it operated on a nonparticipating
basis.

Participating companies generally do have smaller surplus to premium
ratios than nonparticipating companies. The security margin is not the only
explanation for this statistical fact, bet it is a matter of compelling interest
to mutual managements.

Mutual companies can acquire the surplus with which to provide security
for their member policyholders only from the members themselves. The
members may either permit the surplus to accumulate through higher net
costs, or leave a revolving fund of potential policyholder dividends in the
company's hands as a contribution to the same purpose. The latter approach
has had an acceptance that varies from place to place and time to time, but
has in no way lost its importance.

The security margin is clearly no substitute for access to the capital
market. Customers must be persuaded to pay higher initial premiums and
expose the excess to the uncertainty of a subsequent dividend.

B. To express the savings under Bureau rates that a mutual company's method
of doing business makes possible.

When an insurance company has a method of operation that permits it
to sell for a lower net price than the majority of its competitors, and when
there is a recognized system of list prices, either in the form of mandatory
state-made rates or a manual of a rating organization in general use, then it
may be convenient and desirable for the low cost company to use the differ-
ence between the established list prices and its operating requirements as its
dividend margin. Such a company may evaluate this difference on a long
range basis and then allow its dividend rate to remain unchanged as long as
potential savings are unimpaired and no fortuitous disaster occurs.

This is the general situation in commercial fire and workmen's compen-
sation. It extends to varying degrees to other lines. Where there exists a
system of uniform or substantially uniform rates, whether by law, custom or
economic necessity, it is convenient for the state administrators of the system,
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the agents, the participating companies, and even their non-particpating
competitors to have net price differences expressed in dividends rather than
through separate manuals.

Companies that operate on this basis,.. and there are many of them...
do not vary their dividend rates in terms of year to year results. They use
their surpluses to absorb the ebbs and flows of the underwriting cycle, but
always with the comfortable awareness that they could in the event of ex-
tremity bolster their resources by withholding dividends on policies in force.
They behave this way partly because a relatively stable price position is
demanded by the market and partly because they feel that equity among
policyholders is better accomplished by following the broad base of experience
that goes into ratemaking than by responding to their own more volatile
results.

It may be well to Illustrate this matter of equity, because some people have
difficulty understanding why a mutual would ever knowingly declare divi-
dends that would create an underwriting loss:

Assume that a mutual company has internal operating economies such
that it can provide insurance for 10% less than the companies whose require-
ments determine the Bureau rates. In other words, if its net charges to
customers are 10% less than those of the Bureau rates, it will do satisfactorily
over a period of years, even though it may have operating losses in some
years and gains in others.

Assume further that at any point of time the company has on its books
10,000 policyholders, all selected with whatever underwriting standards the
company uses and all equally entitled, both in their own eyes and the eyes
of the Directors they select, to this 10% saving that their chosen company
is capable of delivering over a long range basis. None of them would vote
to have it withheld from some and overpaid to others in terms of a lottery
or some game of chance.

Each year new policyholders are being added and others are dropping out.
There is considerable continuity, but the policyholder list is not the same in
1963 as it will be in 1968, even though the companies' method of operation
and selection practices nqay be the same. However, neither the 1968 policy-
holders nor the 1963 policyholders feel that they are different or that they
are entitled to any more or any less of the 10% saving than the other.

The larger claims that must be paid to or on behalf of a small minority of
policyholders will fluctuate erratically from one year to the next. These
fluctuations may make only a 5% dividend available from 1963 operations and
a 15% dividend available from 1968 operations or visa versa. These differ.
ences do not correspond to any differences in the quality of the policyholders.

If the company were to make its dividends follow its recent claim outgo
up and down the hills of fortuity, it would be taking a saving that its method
of doing business made possible-and that all policyholders contributed to
equally-and distributing it unequally, giving more to some lucky policy-
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holders who happened to be on the books when the large claim frequency was
light and taking away from essentially similar policyholders who happened
to be on the books when the serious claim frequency was heavy.

Many mutual companies wish to avoid this effect. They do so by holding
their dividend rates constant at the level of their long range savings potential.
With such an objective they obviously will be paying dividends during years
when they are suffering operating losses, whether the operating adversity
comes from their own fortuitous experience or loss cycles in the Bureau rate
level to which they have anchored themselves.

c. To meet the requirements of law

The uses of participation are occasionally required by statute: California
has a uniform minimum rate law for workmen's compensation with specific
provision in it for policyholder dividends to be paid only out of earned
California workmen's compensation surplus. Dividends may not be declared
(policyholders' net costs.cannot be fixed) until after the insurer's California
surplus status has been determined. All carriers, stock and mutual, are
effectively obliged to conform to this system if they are to write workmen's
compensation insurance in California. They must write their policies with
rigidly administered rates that are generally high, and, if they are to achieve
marketing acceptance, compete vigorously in dividend liberality after and
only after they have established surplus sufficient to cover the participating
returns.

New York group insurance is subject to laws built on a similar philosophy,
although the group life rate is the only minimum rate applied with inter-
company uniformity. However, "guaranteed retentions" are prohibited, the
purpose of the prohibition being to prevent companies from committing them.
selves contractually to premium levels that subsequent developments might
reveal to be inadequate.

In North Carolina for both fire and casualty and In Texas for casualty,
refunds under participating policies are the only means of effecting price
reductions to correspond with more economical methods of operation. The
statutes of these states are controversial and the members of MICOFT would
be in far from complete agreement on the desirability of things as they are. But
in both states the legislatures have reviewed the subject within the last
several years.

In several states there are no provisions in the laws for deviated workmen's
compensation rates. In these states, policyholders' dividends are the only
available mechanism for passing on savings to policyholders.

4. Participating insurance also has some disadvantages.

The most important disadvantages are:
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1. The insurance buyer is not certain of his final net cost for a period of time.

2. The buyer generally must leave with the company for the policy period the
amount which ultimately will be returned as a dividend. Commercial buyers
resent the loss, however minor, of working capital. Personal buyers are not
enthusiastic about higher initial prices.

3. Some items of outgo such as commissions, bureau assessments, etc., are
traditionally expressed as rates of policy premium rather than rates of net
premium after dividend returns.

4. Two step pricing necessarily involves more items of paper work than one step
pricing. This disadvantage probably is more persuasive with regard to small
premium unit business in electronic applications than it is with regard to
business characterized by large premium units than would involve rating
complexities anyway.

These disadvantages operate to keep a boundary around participatihg insurance.
Taken together with a general movement away from bureaus and rate uniformity
in some fields, they may be operating to reduce the percentage of business being
written subject to participation, at least in personal Insurance. It will be clear that,
if there is no longer an established price list below which a policyholder dividend
measures an easy to understand economy, then an otherwise participating under.
writer has a less obvious choice to make between the participating and non.
participating approaches. Even If the current trend in participation is downward,
it is not proper to project It to an inference that the issue is disappearing. Some
companies no longer need the margin of financial security provided by partic-
pation; others do. Some companies are voluntarily converting some of their
business from a participating basis to a deviated basis; others are firthly convinced
that their relations with their members, their credit policies, or their relations with
their agency plants depend upon continuation of the dividend system. Some, because
of heavy involvement in such states as Texas, North Carolina, and California or
because of heavy involvement in Workmen's Compensation Insurance, couldn't
shift away from participating insurance without giving up the right to serve very
large numbers of their policyholders.

5. Policyholders' dividends cannot be used to evade taxes

Their utility for such a purpose is denied by the same economic regulation that
prevents price cutting of any kind from becoming a troublesome problem of tax
evasion.

Any corporation can take itself out of tax paying status for a short period of
time by selling its wares below cost. Both stock and mutual insurance companies
can do this. Among mutual insurance companies it can be done through Initial
premiums that are too low or through subsequent dividends that are too high.
There are some state laws that might operate to discourage a sudden and deliberate
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effort to sell below cost, but, like the laws against suicide, they are probably a less
effective control than the general urge to survive. However, perhaps because of
the customary connotations of the word "dividend" in stock corporations, or
perhaps because mutuals stress their identification with their policyholders' in-
terests, there may be some feeling that dividend paying mutuals can somehow do
something with dividends to make their taxes less than they should be. To dispose
of this possibility, let us examine the ways in which a mutual fire or casualty com-
pany can reduce Its taxes under any of the total income tax laws that have been
drafted or discussed to date:

1. Tax exempt investment income

Both stock and mutual companies can invest in tax exempt bonds, trading
a lower gross yield for a higher net yield.

Both stock and mutual companies can invest some of their investable funds
in equities and enjoy an 85 per cent dividend received credit.

The first of these devices is open to all taxpayers. It is used by fire and
casualty companies, both stock and mutual, under the present law. It is not
used extensively by the life insurance industry because so much of their
investment income is removed from the tax stream that they are better served
by a higher gross yield.

The second of these is available to all corporate taxpayers. Stock fire and
casualty companies use it more extensively than do mutuals because they can
afford to. Life companies cannot make much use of it because of state laws
limiting their investments.

Tax exempt investment income is nut a special privilege of mutual fire
and casualty companies. If anyone were to suggest eliminating or reducing
the tax exempt status of certain kinds of investment income, we would be
among a large group that would oppose such changes for obvious self-serving
reasons. However, this issue is an entirely separate one.

2. Withdrawal from the market
A mutual company could charge its policyholders sufficiently low net rates

(either through dividends or deviations) so that its policyholders' surplus
remained the same from one year to the next. Such a company, bounded by
conventional surplus to volume relationships, would soon find itself serving
a declining share of the market. Ultimately, as the dollar requirements of
individual policyholders increased, it would find that it must serve a diminish-
ing number of actual policyholders.

Since the market itself, when measured in dollars, customarily doubles in
less than ten years, it will be seen that such a company would have effectively
removed itself from competitive significance.

Such a company, regardless of its happy tax position, should be no threat
to those who are concerned about competitive equality. Nor should the
existence of such a company be. of any worry to the watchers of the revenue.
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In an expanding market such a company is simply turning over Its share of
the business to growth minded competitors, stock or mutual, who must finance
just that much more capacity for the purpose.

These possible ways of limiting the tax a mutual company would pay under a
total income approach have been apparent from the beginning. The first has
nothing to do with the insurance business and the second has nothing to do with
policyholder dividends. A company that wishes to sell below cost can do so at
deviated rates as well as through overgenerous dividends.

6. In a mutual company net premiums to policyholders are typically a little less
than they otherwise would be as a result of investment income. For tax purposes,
it should make no difference whether this saving is passed back through dividends
or deviations.
The cost of preparing and Aalveriffi-ga" service always depends to

some extent upon whet e customers pay before o-t-afer expenditures are
made on their behalf the lag between cash-in and cash-out arge and enough,
it may create an i Vestment opportunity, aiqdth.!u of the investth nt opportunity
will offset otherEosts, , \

Magazine s.1 scriptions aj-iisually paid tor in advafpce. This shoulreduce the

cost of worl/ng capital ,t6the publisher. Mortgagebanks frequently Ilect in-
surance a real estatetax money",ironr- ' clients iK-nonthly ins Ilments
spread ou in advance of due dt.--This money received Wfore need\should
provide a investment opportunity" which; theoreticaly at le6st, would r ake itpossible f r the mortogkwto charge low-rinterest rates.

Our i vestment o' eratioisre made possible by ofir underwriting ope ations
and by tle addition, funds wehave built up.,for policyholder protection which
we call pdqicyholder s~rplus. Jd h, mutual compapy,-with trivial exception' all of
the policy lder surplh cape traced toeartie, tuderwritingtransactionsknLd the
investment f funds lef with the com~~iy~ n the' course of earlier und,°rwriting
transactions. There is no reason why we should do anything other tl~n giving
investment inc ie whatever ifcognitionf wd wish in determining net, cOsts to our
policyholders etkier through \dividends qr d@viated rates. /

The formula in fl.R. 10650 makes investment income a buff0t"for the Protec-
tion Against Loss Ac o t if the company is operating orzj.a-,aeviating basis but
exposes the Protection Agiahi Lo3.i Account directly jithe con pay is operating
on a participating basis, The connection tween investme qt ations and
underwriting operations is the same under both approachc4 to kv*Yost. There is
no excuse for the different tax treatment.

7. It is not the function of the Federal Income Tax to modify the balOnce between
the advantages and disadvantages of participating insurance.

This premise seems so obvious there is some reluctance to elaborate on it at all,
There is some concern that an elaboration may suggest de exitence of a respon.

BEST AVAILABLE COPY
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sible counterview that must be met. We are unaware of any such counterview.
There is neither technical nor suixtantial reason why policyholder dividends

must be considered to be anything other than an ingredient of income from
customers.

Any impairment to the deductibility of dividends (or, more accurately, any
inability to take into account the return of unused premiums when adding up
income from customers) shifts the balance in favor of nonparticipating insurance.

If the impairment were material, the Directors of both stock and mutual com.
panics that write participating insurance would have an obligation, one to its
stockholders and the other to its policyholders, to avoid generating an unnecessary
and artificial tax liability by continuing participating insurance in places where it
could be converted to nonparticipating insurance.

The obstacles to a total transfer from participating to nonparticipating are
agency relations, other operating methods, surplus sizes, and sundry state laws.
Presumably, all of these obstacles could be overcome by some mutuals easily;
most of them ultimately could be overcome by most mutuals with difficulty; some
would remain insurmountable for some mutuals. If stock companies. were not
similarly treated, the state law changes might be extremely difficult, and mutuals
would have to withdraw from some markets.

Such a transfer would not benefit the general public; it would have lost access
to participating insurance. The Federal Treasury would gain nothing other than
possible tax windfalls coming its way while participating insurance was in the
process of being destroyed. It must be clear that no policyholder would leave an
extra $1.00 with.any company, stock or mutual, in exchange for the likelihood of
a $.48 policyholder dividend, and no company operating in a competitive market
would ask them to do so. If the impairment were great enough, mutuals would be
obliged to either write nonparticipating insurance or withdraw from the market.

If the impairment were less material financially, we would have to approve it
with almost equal vigor. We want no precedent for discrimination against partici-
pating insurance on the statute books.

8. The financial magnitude of the discrimination is material for a large number of
mutual companies.

The greatest difference in tax and P.A.L. account accumulation occurs with
companies that typically operate in such a way that all or most of their necessary
surplus growth is provided by investment income. These are the companies that
over a period of years tend to show only a small cumulative underwriting gain or
loss and that tend to have an alternation of gains and losses in the individual years.

There are two exhibits appended in which the operation of the P.A.L. account is
shown for such a company first if it operated on a dividend basis and second if it
operated on a deviated basis. For both exhibits, the company has been delivering
the same insurance protection to the same customers for the same net prices.

If the company were to operate on a dividend basis as shown on the first exhibit,
the P.A.L. account would never amount to more than $730,000, less than 3% of a
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typical year's losses. However, if the company were to operate on a deviation basis,
the P.A.L. account would slowly rise to a little over $2,000,000 In the six-year
period shown.

In those six years, the dividend paying company would have paid over a
$1,000,000 more in Federal taxes than the deviating company.

9. With this discrimination, the P.A.L. account cannot perform its intended function
for dividend paying mutual companies that have fluctuating operating results.

As will be apparent from the first exhibit, the P.A.L. account tends to be dis-
sipated with year to year underwriting cycles. It is not permitted to accuftulate for
the more extraordinary losses.

A company that prices its insurance through policyholders' diVidends finds itself
using the account before its current outgo exceeds its current operating income.
This is hardly compatible with the concept of an emergency fund.

10. In all prior federal tax legislate' , policyholder dividends 4A been recognized
as reductions in the selling rice to fire and casualty insurance ers.

1. Section 831 opera to give stock fire and gs-ba4y companies full edit for
dividends to po yholders. .

2. The present utual fire a casualty law subtractsp6licyholder divid ds
from premi s initially j~aid by polyholdei.in the deterpinations of e
I1%o floor.

3. H.R. 106 0, in every aspect exco( 'the operation of the P.A.L. account
treats po holder dividends as j item to be subtracted from premiums in
order to termine in om usVmers.,

11. The absurdi ' of differe tiating bkveen policyholder returns and other com
ponents of u derwriting esuli~h th' P.A.4-. accojnt fonua is made abu
dantly clear en specific4it'tations are txatmiud. /

Assume that a c pany is operating exclusively in California and that it is p~o-
viding workmen's co pensation in rance on a participating basis and personal
automobile insurance a net rate order4ated! basis. Except by coincidence, the
workmen's compensation olicyholders would have no connection,with the
automobile owners that insur with the company, so the company wduld be under
some obligation of equity to see t ach group stood on its olwn °l.

Let us assume that the company pays 16itsCAifomirworkmen's cq itisaion
policyholders only the dividends that can be made available by the* anies'
current California compensation underwriting results. (The law in California
encourages this type of thinking, although the law permits dividends to be paid out
of an accumulation of all prior excesses of income over outgo including the income
from associated investment operations.)

Assume further that in the same year the companies' automobile insurance,
written at deviated rates, contributes a large underwriting loss.
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The combination of the two operations (workmen's compensation showing a
small underwriting profit after dividends and automobile showing a large loss at
deviated rates) is an underwriting loss for the company as a whole. The policy-
holders' dividends did not create the loss, since they were fully supported out of
premiums from the policyholders' to whom they were paid.

Nevertheless, under H.R. 10650 the underwriting loss generated entirely by
automobile insurance operations could not be applied against investment income
without taking down the P.A.L. account first, solely because the company is also
writing some workmen's compensation insurance and paying some fully earned
dividends to policyholders on it.

There is no possible justification for treating policyholders' dividends differently
than other ingredients of the selling price.

-~ - ~.--.v
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E EXHIBIT 6

Question. It has been charged that mutual companies actually' havo used'
access to the capital market. is.that a fact? I

Answer. No sir. Our mutuals by- their very nonstock nature cannot sell any
stock and must rely practically entirely upon their premium Income and Invest-
ment Income. Of course, some States allow mutuals to accept what is called
guarantee capital and both Federal and State courts have held that this guaran-
tee capital Is not capital stock of any kind but Is merely nothing more than
a debt subordinated to all other obligations and liabilities of every kind.

Anyone contributing. guarantee capital can only receive legally limited Interest
and can never receive back more principal than he actually pyts in.,

At any rate the total amount of this guarantee capital received by some mutuals
(luring the entire 20-year period of the present tax law Is absolutely negligible
and Insignificant because It amounts-over the entire 20 years-to less than
one-tenth of 1 percent of the mutuals' policyholders surplus.

EXHIBIT 7

NEARLY HALF Or Oua MUTUALS HAv: Ni"r UNDERWRITINGO LOSSES

As shown below, out of the 350 mutuals of various sizes and types. listed
In "Best's Insurance Guide for 1961": 133 had net earned premium volumes of
less than $1 million each; only 184 had net underwriting gains; almost as many,
168, had net underwriting losses.

This emphasizes the absolute necessity of permitting policyholder dividends
as well as current ordinary losses and expenses to be paid out of total income
(underwriting and Investment Income combined) rather than undertaking to
restrict such payment to underwriting Income alone, unless and until the loss
funds are exhausted.

Classification of mutual companies (1960) (excluding factory mutual and per-
petuars) by net premium income size and. underwriting gain

Net earned premiums Number of Federol tax
companies Incurred

Less than $1,000,000....: ..................................................... 133 $ 000
$1,000,00 to $4,999,000 ----------------------------------------------------- 126 3,9043,000
$5,000,000 and over ........................................................... 91 34,141,000

Total .................................................................. 360 38, 967,'00

.(Z? "iDERWarIYIOGAM? COMPANIES

Less than $1,00,000 .......................................................... 67 64,000
$1,000,000 to $4,99,000 ....................................................... 68 Z 200O.
$5,000,000 and over --------------------------------------------------------- 49 20, 763, 000

Total .......................................... 2:., ..................... 184 23,601,000

NET SDERWRIw o LOSS COMPA.,ES

Les than $1,000,000 ............. ............................................ 66 256,000
$1,000,000 to $4,99,00 ....................................................... ,743, 0o0
$5,0,00 and over ........................................................... 42 13. 8,000

Total ................................................................. I5,1 36,0o

EXHIBIT 8

Question. What answer do you have to the argument that mutuals and stocks
should be taxed identically alike because they are In direct competition with each
other in the same line of business?

Answer. If that argument Is valid, then the Congress would have to radically
revamp its basic income tax structure so as to eliminate the existing recognized
Income tax distinction between Individuals and partnerships on the one hand
and stock corporations on the other. For example, consider two mercantile
establishments In direct competition with each other In the same line of business
with stores right next to each other. Even though their volume of business
and expenses and net Income before taxes might be absolutely the same, never-
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theless their Federal income taxes would be vastly different. This distinction
is soundly based upon the differences in structure and ownership between the
two. Similarly, there is just as much fundamental difference between the
structure and ownership of mutual companies on the one hand and stock com-
panies on the other as other as there is between individuals and partnerships
on the one hand and stock corporations on the other.

xHBTrr 9

Question. Is it true that State taxation makes no significant dictinction be-
tween stock and mutual insurance companies? If so, should this fact have any
material or significant bearing on Federal taxation?

Answer. The facts are that only three States (Mississippi, Louisiana, and
Alaska) levy a tax on fire and casualty insurance companies under the label
of "State income tax." Even in these States the tax is not assessed on income
but rather is based on a specific percentage of whatever Federal income tax
the individual company incurs. Obviously this is a recognition by these States
of a significant difference between mutuals and stocks because their assessment
is based upon Federal taxes levied under separate and distinct tax systems.

All the rest of the States levy taxes on stock and mutual companies on the
basis of a sales tax which is in the nature of a license tax and is not an income
tax. Furthermore practically all States exempt some types of mutual insurance
companies.

ExHIBIT 10

Question. Do stock companies have any tax free "loss funds" which do not
have to be used or exhausted before using investment income for payment of
policyholder dividends?

Answer. Yes sir, they do. The records shows that more than one-fourth of
the policyholders surplus of stock companies has come into them, entirely tax
free, from the calptal market. This corresponds to a similar proportion which
our mutuals have heretofore been able to add to their policyholders surplus from
tax-free premium income.

The pending House bill H.R. 10650 would deprive our mutuals of this source of
addition to policyholders surplus. Instead the bill proposes a very limited pro-
tection against "loss funds" which would not only be smaller than net under-
writing income but would also be largely nullified by the arbitrary ceiling and
"forceout" provision and the provision that it must be exhausted before any part
of investment income can be used for policyholder dividends.

Quite properly there are no such provisions against the tax free "loss fund"
built up by stock companies through their access to the capital market and,
as a matter of simple equity, there should not be any such provisions enacted or
enforced against our mutuals.

EXHIBIT 11

Question. Do you think that the special loss fund allowances to life insurance
companies in the Life Insurance Company Income Tax Act of 1959 and the special
loss fund allowances to mutual thrift institutions In section 8 of the pending tax
bill, H.R. 10650, are in any way improper or unreasonable?

Answer. No indeed. We have no criticism whatever of these loss fund al-
lowances to life companies and to mutual thrift institutions. However, we do
feel very strongly that our mutual fire and casualty insurance companies are
fully entitled to similar equitable treatment. In other words, since these loss
funds of the life companies and the mutual thrift institutions are not subject to
either ceiling or arbitrary time forceout provisions, such provisions should not be
included in the bill against our mutuals.

Furthermore, our mutuals should be permitted to use such part of investment
income as may be necessary for the payment of policyholder dividends, losses,
and expenses, just as such use is permitted to life insurance companies and to
mutual thrift institutions.

EXHIrr 12

Question. Does the pending bill give to mutuals any deduction or tax credit
of any kind on group accident and health insurance .business similar to the
2-percent tax credit deduction given to life insurance companies for that type
of business?

Answer. No, sir, It does not, although it certainly should do so. Both stock
and mutual fire and casualty insurance companies write group health and
accident insurance Just as the life insurance companies do. Stock and mutual
fire and casualty insurance companies deserve the same allowance for this type
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of Insurance which involves such dangerous concentration of risks (regardless
of what type of company writes it). This group health and accident insurance
is usually a matter of competitive negotiation. We have no criticism of the
'2 percent tax credit granted to the life companies but we do urge most earnestly
that the fire and casualty companies, both stock and mutual, are entitled to
similar equitable consideration.

EXTIMIIT 13

Question. If the ceiling and. 5-year '.'1orce..0.utP' prQv.jgQns._.e..eJ1 unated from
H.R. 10650, W*i6tdbfit d "Pt6tbetion Ag~lht.Lbss Acebu't" bine reasonably
large?

Answer. No, sir. Our actuaries have carefully tested what the experience
would have been during the most recent decade (1951-700) which was a repre-
sentative average period including war years and peace years, prosperous years
and heavy loss years. Their tests showed that while the PAL would sometimes
have gone above 10 percent of premiums, it would have averaged only about
6 percent.

It must be remembered that every time the fund is drawn upon for excess
losses the amount thus withdrawn increases the company's taxable income for
that year. And, furthermore, the income derived by the company from invest-
ment of the fund increases the company's investment income.

Every company, large, medium, small, has some years of heavy excess losses
which would use up substantial portions of the fund. In the course of years,
greater In some cases and less in others, as a result of excess loss experience,
all moneys transferred into the fund could be expected eventually to reenter
the tax picture. Menntime the fund acts as a very necessary bulwark for public
protection.

So the Treasury would derive tax revenue both ways from the fund.
And most important of all, the fund cannot be used for anything except Insur-

ance losses.
EXHIBIT 14

Question. Has the Treasury Department heretofore advocated shifting mutual
fire and casualty insurance companies over onto a total income approach basis?

Answer. No, sir, not until the hearings began last year on the pending House
bill. Up until that time, for nearly 20 years, since 1942, various groups of anti-
mutual agitators from time to time attacked the mutual tax status. These
various groups, led, financed, and controlled by Allstate Insurance Co. in recent
years, presented their arguments to congressional committees and to the Treas-
ury. At no time since 1942 did the Treasury ever advocate or support or even
approve of any proposed change in the taxation status of our mutuals until last
year when control of the Treasury Department shifted to its present hands.

ExlImrr 15

Question. Do you think our tax laws should provide for some form of dis-
aster relief for mutualinsurance companies?

Answer. After a devastating hailstorm, windstorm, tornado or flood, it is not
unusual for the President of the United States or the Governor of a State to de-
clare the affected territory a disaster area and to provide financial relief to
individuals and industries who carried no insurance or insufficient ,insurance to
cover the damage. But not one of you has ever heard, of the Federal Govern-
ment or the State providing financial assistance to the insurance donipany who
carried a large portion of the liability in the area and paid for a ar#e portion
of the damage. Insurance companies are supposed to take care of themselves
and build up emergency funds to pay their losses regardless of the'amount. If,
because of excessive loss payments, this emergency fund or surplus is depleted
below a specified amount; the insurance commissioner of-the State is required
to declare the company insolvent. The only source of funds available to mutual
companies for building adequate emergency funds is from "underwriting gain,"
the amount of premium collected in excess of losses and expenses. It will be
impossible for a mutual company to build such a fund or to rebuild such a fund
after a catastrophe if 52 cents out of every dollar of underwriting gain Is taken
away in the form of Federal income tax. Underwriting loss can be carried back
only 3 years and forward 5 years for credit against underwriting gain. It is
entirely possible for a company to experience small underwriting gains for a
3-year period, then suffer a catastrophe followed by 5 years -of modest under.
writing gain. In such a situation the company would receive very little relief
from the carryback carry-forward provision.

82100-- 2--pt. 4-25
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EXHIBIT 17

ALL STOCK COMPANIEs (LISTED UI BMn's INsURANCE GUD )

Amount of investment income used tax free to pay polUfoldere' dividends

[1n thousands of dollars

Amount of
investment

Underwriting Policyholders income used
Company Year gain or loss dividends tax free to

lsympolicy.
dividends

Affiliated Fire Mutual, Rhode Island ................

All American C & Casualty, Ilinois .................
Alliance Assurance (England), New York ...........

Allied Fire, New York... .............

Allied Insurance, California ..........................

Allstate Insurance Co., Illinois .......................

American Auto, New Jersey .........................

American Casualty, Pennsylvania ..............

American Empire, Minnesota ........................

American Fire & Casualty, Florida ..................
American Hardware Industry, Minnesota .......
American, New Jersey ............................

American Insurors, Texas ............................
American Liberty, Alabama .........................

American Motorists, Illinois .........................

American Policyholders, Massachusetts ..............

American Premier, Minnesota .......................

American Star, California ............................ I
American Universal. Rhode Island ...................
Anchor Casualty, Minnesota ..........................

Appalebian, Rhode Island ........................
Associated Employers, Texas .........................

Associated Independent, New Jersey ...............

Assurance Co. of America, .New York ................

Automobile Club, Ohio .....................
Bankers & Shipperq, New York ..............

I

1956
1957
1958
1060
1955
1057
1958
1959
1951
1952
1954
1955
1958
1959
1960
1950
1957
1957
1958
1958
1959
1960
1958
1957
1958
1950
1060
1951
1951
1957
1958

IM195
low
195

1960
1951
1968
1957

low

1951
1952
1957
1958

Io

195

1960
1958
101
1062
195
1957
195
Io195
1960
196
1962

196
1951
1952
1957
1066
1951
1964
9M5
19W
1957
1961

[967

90
960

537
246
406
50
5

-271
-18

-1386
113
119
68
46

113
179
121-1,979

1,142
-2,015

-1,285
-1,604

-312
-122
-61

-137
-162

8
-14

-1,769
-1,706

-21
-246
-543
2,519
4,897
3,538
3,880

396
144

-10
-18
-40

-200
-108
-132
-201
-362
-973
-183
-186
-285
-105

1
-180

42
-140
-112
-708
-58

-4,314
240

-111
18

-31
-6

-1,022
-30

-123

-197
-220
-we8

758
48
469
421

211
1
1

118
120
121
118
139
211
138

1,619
1,o84

127
8
9,

10
13
1
2
8

17
30
31
25

238
19
2
5

13
2,827
4,947
4,588
4,619

524
213

I1
14

101

133

1
139

42
77

17
132

42

13102

32

4

221
252
63

371
1
I
I

55
72
20
32
17

1,819
1:,88

127
85
9

10
13
I
2
8

17
30
23
25

238
169

2

aIs

1,048
73

3
3

128

89

4

2
I

139
142
77

107
133
1a1
130

7
62
33

75
31

21
is
24
82
87

16
2
2
4

1567
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Amount of nvestment income fised tax free to pay pollcyholder8'
,ldrldnds-Continued

([in thousands of dollars)

Company Year

Bay'9tate, Massachusetts ............................ 1937
1958
1959

Beneficial Fire & Casualty, California ................ 1951
Bituminous Casualty Illinois ........................ 1951
California Comp., Califonila ------------------------ 1951

1952
1954
1950
1957
1958
1959
1960

California Food Industries, California ................ 1960
Casualty Insurance Co., California ................... 1951

1959
Casualty Underwriters, Minnesota ................... 1957

1958
1959

Civil Service, California .............................. 1955
1956

Colonial Insurance, California ........................ 1953
195
1957
1958

Commercial Standard, Texas ........................ 1957
1960

Continental Casulty, Minois ......................... 1957
Delta Fire and Casualty, Louisiana .................. 1954

1955
Dixie Fire and Casualty, South Carolina ............. 1951

1952
1955
1956
1958
1959
1960

Eastern Casualty, New York ..................... 1952
Educators Auto, Texas .............................. 1957

1958
Employers Casualty, Texas ......................... 1952

19%6
1957
1958

Employers Insurance, Alabama ...................... 1956
1957

Employers Reinsurance, Missouri ................... 1951
Enterprise, California ................................ 196
Fireman's Fund Inc., California ..................... 1955
Fireman's Fund Inc., California ..................... 1955

1956
1957
1959
1960

Franklin Casualty, Oklahoma1 ........................ 9
General Casualty of America, Washington ........... 1951

1952
General Fire and Casualty, New York ............... 1951

1952
General Insurance of America, Washington .......... 1956

1957
Guarantee Insurance, California ..................... 1951

19541955
1956
1957

Harbor, California ................................... 198
1059

Helvetia Swis (Switzerland), Alabama .............. 158
1959

Underwriting
gain or loss

167
87

172
-60
-28
138

-27
545
35

-714
-154

43
193
97
11

147
19

-207
-191
-256
-320

-86
-282
-78

10
-914
-491

-2,024
23

-16
-41

18
251
412
223
213
366
12
22
45

375
1,039

179
-539

66
-106

-#,431
-158
-208
-480

-15,798
-9,132
-1,110

-810
-8

-418
-2,543

-281
212

-935
f,329
-13
-2

-596
-1,285
-1.828

-138
-568
-,262

187

Amount of
investment

Policyholders' income used
dividends tax free topay policy-

holders'
dividends

170 3
168 81
182 10

4 4
21 24

458 320
131 131
621 76
401 300
161 161
472 422
171 128
231 41
104 7
25 14

160 13
40 21
5o 50
49 49

106 106
82 82
5 5

21 21
11 11
20 10
14 14
31 31

222 222
25 2
29 29
27 27
30 12

345 94
465 53
690 467
589 376
516 150
23 11
37 15
55 10

932 557
1.068 29
1.200 1,081
1,251 1,251

420 354
169 160
450 450
117 117

9 9
41 41

164 164
215 215
146 146
243 243

1 1
28 28
30 30

167 167
289 77

3, 838 3,838
4,261 1,932

73 73
41 41

148 148
217 217
70 70
12 12
8 8
1 15 6

13 1
3

1568
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Amount of investmeent income ued $am free to pay policyholders'

dtvid oni,-Contluued

tin thousands of dollars)

Amount of
investmentUnderwriting Po,!tiyholders' income used

Company Year gain or loss dividends tax free to
pi policyholdere-
dividends

Home F. & M., California ............................ 196
1957
1959
1960

Industrial Ind., California ............................ 1957
1958
1959
1960

International Service, Texas ......................... 1952
1956
1958
1960

Jersey, New York .................................... 1956
1957
1958
1959
1960

Keystone Insurance, Pennsylvania ................... 1951
1952
1957
1958
1959

Lackawanna, Pennsylvania .......................... 1956
Liberty Insurance, Texas ............................ 1951

1958
1959

Liberty National, Idaho ............................. 1951
1952

Manchester Insurance and Indemnity, Ohio ......... 1956
1957

Manufacturers & Merchants Indemnity, Ohio ....... 1951
1952
1953
1955

Maryland National, Maryland ....................... 1956
1957
195S
1960O

Ma.sachusetts Bay, Massachusetts .................. 1I O
Merchants Fire, New York .......................... 1956

19.57
1958
1959
IW0

Merchants Ind., New York .......................... 1956
1957
1958
1059

Merchants Property, Indiana ........................ 1956
1957

Mid.Century, California ............................. 1953
1951
1955
1956
195719581059

1960
Nidwestern Insurance, Oklahoma ............... 1951
.N filers National, Illinois ............................. 1952

1954
1956
1957
1960

National Auto and Casualty, California .............. 195
1953
1954
14M5

1959
National Farmers, Colorado .......................... 1951

1952

1956
1957
1958

-2,893
-1,672

-203
-148
1,550
-43

1,352
1,313

208

329
259

-80
-570
-128
-142
-323

748
908

1,453
1,230
1,282

-65
-15
-85
-66
- 50

-112
-24
-4
35-491"

58-63
-78
-18
-23
-11
-21

-134
-1,719

-471
-148
-895
-42

-110
-30

-224
326
371

-69
3

-10
-I
10

-102
-81
-2

-315
172

-30
-111

141
228

-0171
29
53
42

-953
136
98

-an
38,

30
39
2744

1,935
1,505
2,700
1 341

233
476
350
484

1
2
4
5
7

973
1,106
1,728
1,786
1,874

15
77

295
152

2
I
6
3

116
'65

4
8

12
21
1
3
11.5

14
10
1
44
3

484

26
18
6

18
19
9
7
7
9

223
266
327
322
378
32
35

188
134
130
172
150
58

174
74
89
43

30
39
2744
385

1,505
1,354

28
25

221
21225
1
24
5
7

225
196
275
M6
92
15
77
295
152
.2
I
3

81
65
8

56
4
8

12
21
.1
3I

15
14
10
4

4
3

15

18

9
9
7

81
266
327
181

32

"15

18

92
13030
58

206

138
74
so43
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Amount of investment income used tax free to pay policyholders'
divtdends--Continued

[In thousands of dollars]

Amount of
investment

Underwriting Policyholders' income used
Company Year gain or loss dividends tax free to

pay policy-
holders'

dividends

National Orange Fire, New Hampshire .............. 1954
1955

National Surety, California .......................... w1
1957
1959
1060

Newfoundland American, Newfoundland ............ 1959
1960

Now Jersey Manufacturers Casualty, New Jersey .... 1951
1952
1957
1958
1950
1960

New Jersey Manufacturers Indemnity, New Jersey.. 1959
1960

Northern, New York ................................ 1954
195
1957
1958
1059
1960

Northern Security, Vermont ......................... 195
1958
1960

Oregon Automobile, Oregon .......................... 1957
Oregon Farm Bureau, Oregon ........................ 1952

1955
Pacific Automobile, California ....................... 1951

1953
Pacific Employers, California ........................ 1951

1957
Pacific Indemnity .................................... 1951

1052
1956
1957
1958
1959

Pacific Insurance, Hawaii ............................ 195
1957
1958
1959
1960

Peerless Insurance, New Hampshire ................. 951
Pennsylvania General, Pennsylvania ................. 1056

1957
1958
1959

Pennsylvania Manufacturers Association Casualty, 1951
Pennsylvania. 1956

1957
1958
1959
1960

Pennsylvania Manufacturers AssoclationlFire, Penn- 1955
sylvania. 1957

1058
Preferred Risk Insurance, Arkansas .................. 1955

1957
1958
1959
1060

Protective Fire & Casualty, Nebraska ............... 1957
1958
1959

Republic Independent (Ariz.), California ............ 1951
1957
1958
1959

Reserve Insurance, Illinois .......................... 1
Safeco Insurance of America, Washington .......... 1--956
St, Paul F. & M., Minnesota1 ........................ 957
St. Paul Mercury, Minnesota ........................ 1957
Sea Insurance (England), New York ................. 1057

109
129

-3, 560
-2,058

-250
-183
-10
-6

2,692
2,222
5,113
5,915
4.,680
3,794
2,213
3,828
-329

12
-753

12
-1,441
-2,077

-4
28
9

-453
10
58

-131
-81

-706
563

-1,649
-355

-1,122
-2,923

-155
-155
-40

-1.026
-224
-250
-576
-300
-389
-769
-536
-283
3,573
5,630
5,985
5,430
5,816
5,397

115
154
243

1
-72

-88
-134

-78
-29
-47

-281
2

-21

-1,001-4, 945
-708
IV a

148
142
37
48
33
55
1
2

4,471
4,270
8,004
8,039
5,472
6,190
3,200
3,842

100
237
528
511
628
43
7

49
21
11
54
65
18
10

809
982
288

23
419
233
294
12
2
4
7

10
13
20

1
9

22
4,209
5,905
8,138

8.133
8,451
8,379

127
185
248

3

5

7.
4
5
8
8
7

20
18
18
89
25
14
3

37
13
37
48
3355
1
2

1,779
2,048

891
124
792

2,396
987
14

100
225
528
499
626
43
7

21
12
11
35
7

16
10

809
419
288
23

419
233
294
12
2
4
7

10
13
20I

9
22638

275
153
703
635
982
12
1
5
2
5
9
6
7
4
5
6
8
7

18
18
6

89
25
14
3
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Amount of investment income ue tax free to pay polioyholder'
dividend8-Contlnued

(in thousands of dollars)

Amount of
investment

Underwriting Polloyholders' income used
Company Year gain or loss dividends tax free to

holders
dividends

Selective Insurance, Ohio ............................

Sentinel Indemnity, Texas ...........................

Shamrock Casualty, New York ......................

Southern Farm Bureau Casualty, Mississippi ........

Southern Fire & Casualty, Tennessee ................

Southern General, Georgia .........................

Southern Home, South Carolina .....................

Southwestern Indemnity (Texas), Michigan.
State Farm Fire & Casualty, Illinois..........

Stock Insurance Co. of the Green Tree, Pennsylvania.
Textile Insurance, North Carolina ...................

Traders and General, Texas ..........................

Transcontinental, New York.......................
Transit Casualty, Missouri....................

Transport Indemnity, California .....................

Transport Insurance, Texas.................... 
'Underwriters Insurance, Illinois................ .

United Fire & Casualty, Iowa ........................

Universal Surety, Nebraska ..........................

Universal Underwriters, Missouri ...................

Utilities Insurance, Missouri .........................

Valley Forge, Pa .....................................

1954
1955

1957158
1959
1960
1957
1958
1951
1953
1954
1955
1958
1957
1958
1959
1960
1959
1960
1957
1958
1959
1957
1958
1959
1960
195
1953
1954
1955
1958
190
1951
1950
1957
1951
1952
1955
1958
1957
198
1959

190
1955
1957
1951
1959

1958
1951
1952
1953
1958
1957
1958

1957
1958
1959
1960
1959
1960
1959
1960
1951
1958
1957
1958
1980
1958
1980

-6
-8

-447
-229
-447

11
0
15
36

494
2,295
2,911
3,074
2,472
1,888
2,857
3,382
3,328

202
-48

-838
-522
-338
-44

-141
-30

-124
-61

-782
-159

34
-1,735

-65
2

-21
-21
-5

-423
24

-1,573
-188

13
78

-316
65

-161
27928
30

603
1,100
-46
-31

2
30

-266
-173
-228
-212
-98

13
-34
-89

-174
-134

198
346
-35
-88
-386
-42

-103
-497
-551
-645

1
3

31
it
14
12
23
35
38

629
2,830
3,021
3,200
2,600
2,047
3,040

3,573
3
6
2
3
1
2
1
3
2
3

19
28
58

114
11
34

123
105
58
51
46
39
57

134
188
157
76
38
30

1,100
129
811

1,416
38
41
58
58
64
72
52
15
23
34
43
47
3

24
437
518
28
23
11
17
11
4
4
8

1571

1
3

31
11
14
1

23
20
2

135
335
110
126
128
159
183
222
245

3
6
2
3
1
2
1
3
2
3
19
28
24

114
11
32

123
105
58
51
22
39
57

121
110
157
it
38
3

174
99
8

316
38
41
54
28
64
72
52
15
23
21
43
47
3

24
239
170
28
23
11
17
11
4
4
6
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Aniout of invcstincnt income U8edl taxztee to pay policyholders'
(li Vidends-Continued

(In thousands of dollars]

Amount ofInvestment
Underwriting rolicyholders' income used

Company Year gain or loss dividends tax free to
pay poliy.hio ders"
dividends

Vanguard Insuranuce, Texas .......................... 1956 -64 10 10
1957 -102 22 22
1958 -96 34 34
1959 -106 67 67
196 -46 94 94

Vigilant .............................................. 1956 -88 1 1
1957 -127 2 2
1960 -133 5 5

West American (Calif.), Ohio ........................ 1951 -2 7 7
1952 -147 12 12

Western Pacific, Washington ......................... 1953 -87 26 26
1954 1 27 26
1955 -9 59 59
1956 -165 75 75
1957 -72 10 16
1960 2A 47 22

Zenith National, California .......................... 19,q -28 25 25
1954 -22 87 87
1956 -83 202 202
1957 115 196 81
1958 146 203 57
1959 116 150 34
190 57 200 143

Zurich Insurance (Switzerland), Illinois .............. 1958 -3,602 47 47
1959 -827 133 133
196 -784 167 167

EXHIBIT IS

31Eh:M11I COMPANIES OF TIE MUTUAL IN'SURAXCE COMMITTEE ON l"-E.IERAL TAXATION

April 1962

ALAIIAMA

General 1Utual Insurance Co. of Alabama, Bridglfnm.

ARKANSAS

American Mutual Insurance Co., 3Morrilton.
Arkansas State Association of mutual Insurance Cos., Fayetteville.
Farmers Home Mututnil Fire Insurance Co., Inc., Paragould.
Farmers Mutual'Insurance Co., Benton County, Gentry.
Farmers Protective Insurance Co., Stuttgart.
Farmers Union Mutual Insurance Co., Little Rock.
Northwest Arkansas Farmers Mutual Tornado Insurance Co., Fayetteville.
Washington County Farmers Mutunl Fire Insurance Co., Fayetteville.

OALIFORNIA

Farmers Mutual Fire Insurance Co. of Mendocino County, -Fort Bragg.
Farmers' Mutuil Fire Insurance Co. of San Joacittin County, Stockton.
Los Angeles Mutual Insurance Co., Los Angeles.
Mutual Fire Association of Tulare county, Visalia.
Orange County Farmers Mutual Fire Insurance Co., Santa Ann.
San Diego County Mutual Fire Insurance Co., San Diego.
Santa Clara County Fire Insurance Co., San Jose.
Sonoma County Farmers' Mutual Fire Insurance Co., Santa Rosa.
Ventura County Mutttil Fire Insurance Co., Ventura.
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COLORADO

Farmers Union Mutual Insurance Co., Denver.

CON NECTICUT

Middlesex Mutual Assurance Co., Middletown.
Mutual Insurance Co. of Hartford, Hartford.
New London County Mutual Fire Insurance Co., Norwich.
The Patrons' Mutual Fire Insurance Co., Glastonbury.

DELAWARE

Farmers' Mutual Insurance Co. of Delaware, Wilmington.
Kent County Mutual Insurance Co., Dover.

DISTRICT OF COLUMBIA

Bankers Mutual Insurance Co.
GEORGIA

Cotton States Mutual Insurance Co., Atlanta.
Coweta Mutual Fire Insurance Co., Newnan.

IDAHO
Grange Mutual Life Co., Nampa.
Idaho State Association of Mutual Insurance Cos., Gooding.
Snake River Mutual Insurance Co., Boise.
Twin Falls County Mutual Fire Insurance Co., Buhl.

rTht.Izois

Albion District Mutual Windstorm & Cyclone Insurance Co., Albion.
American Manufacturers Mutual Insurance Co., Chicago.
American Mutual Reinsurance Co., Chicago.
Banner Mutual Insurance Co., Chicago.
Belleville, St. Clair County Farmers' Mutual Fire Insurance Co., Belleville.
Belvidere Farmers Mtitual Fire & Lighthing Insurance Co., Belvidere.
Bishop Township Mutual Fire Insurancb Co., Dieterich.
Buffalo Mutual Fire Insurance Co., Polo.
Camp Point Farmers Mutual County Fire Insurance Co., Cahip Point.
Carthage District Mutual Oyclone Insurance Co., Carthage.
Cass County Mutual Fire Insurance Co., Virginia.
Coles County Grange Insurance Co., Charleston.
Country Mutual Insurance Co., Bloomington.
Dlx Mutual County Fire Insurance Oo., Paxton.
)unham & Ciemtung County Mutual Fire Insurance Co., Harvard.

East St. Louis District Mutual Cyclone Insurance Co., Nashville.
Elmira MultuAl County Fire Insurance to., Toulon.
Federal Mutual Insurance Co., Decatur.
Florists' Mutual Insurance Co., d*ardsville.
Forreston County Mutual Fire Insurance Co., Forreston.
Founders MUtiil Casufilty Co., Chfdago.
Garden Plain Mutual Insurance Co., Fulton.
Grand 1tapds, Brobkfleld & Fall River: Home Insurince Co., Marseilles.
Green Garden Farmers Fire Insurance o., Monee.
Greene County Mutual County Fire Insurance Co., Greenfleld.
Hamlet Mutual Fire & Lightning Insurance CO.j Reynolds.
Harmony Mutual County Fe Insurahtc6 Co. of Carthage, Cat'thage.
Helvetia Township Mutiffil Fire Insurance Co., Highland.
Illifflis Mutual Fire Insurance Co., Belvidere.
Iuka Mutual Marion County Fite Insuranb Co., iuka.
Jacksonville Farmers Mutual (County Pire'Insurance Co., Jackfthiille.
,erseyville Mutual Countyli'ire insurance o. etseyville.
Kane County Mutual Fi1.IN Turance Co., denfa.
Lancaster Township MUtual Fire knsu1tnce Co., Freport.
Lincoln Mutual County Fire Insurance Co., Mount Morris.
Louisville Clay County Farmers Mutual Fire Insurance Co., Flora.
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Lumbermen's Mutual Casualty Co., Chicago.
Lutheran Mutual Fire Insurance Co., Chicago.
Lynnville & Monroe Township Mutual Fire Insurance Co., Lindenwood.
Macoupin County Mutual Fire Insurance Co., Carlinville.
Marshall Mutual County Fire Insurance Co., Marshall.
Mendota, Troy Grove & Clarion Farmers' Insurance Co., Mendota.
Menominee & Vinegar Hill Mutual Fire Insurance Co., East Dubuque.
Millers' Mutual Insurance Association of Illinois, Alton.
The Montgomery County Mutual Fire Insurance Co., Hillsboro.
Mount CArroll Mutual Fire Insurance Co., Mount Carroll.
Mount Sterling Mutual County Fire Insurance Co., Mount Sterling.
Mutual County Fire Insurance Co., Mount Prospect.
Mutual Reinsurance Bureau, Belvidere.
New Lenox Mutual County Fire Insurance Co., New Lenox.
Nunda-Algonquin Mutual Fire Insurance Co., Crystal Lake.
Pana-Hillsboro District Cyclone Mutual Insurance Co., Hillsboro.
Pecatonica Township Mutual Fire Insurance Co., Pecatonlca.
Pesotum Township Mutual Fire Insurance Co., Sadorus.
Prophetstown Farmers Mutual Insurance Co., Prophetstown.
Rockford District Mutual Tornado Insurance Co., Rockford.
Rockford Swedish Mutual Fire Insurance Co., Rockford.
State Farm Mutual Automobile Insurance Co., Chicago-Bloomington.
Staunton Township Mutual Fire Insurance Co., Mount Olive.
Stronghurst Mutual County Fire Insurance Co., Stronghurst.
Ursa, Mendon & Lima Mutual Fire Insurance Co., Mendon.
Vandalia Mutual County Fire Insurance Co., Vandalla.
Waltham, Utica & Ophir Township Mutual Fire Insurance Co., Utica.
Woodford County Mutual Fire Insurance Co., Eureka.

INDIANA

Bartholomew County Farmers Mutual Fire & Lightning Insurance Co., Columbus.
Bartholomew County German Mutual Insurance Co., Columbus.
The Boone Farm Mutual Insurance Co., Lebanon.
Brotherhood Mulual Insurance Co., Fort Wayne.
Citizens Mutual Fire Insurance Co., Richmond.
Farmers Home Mutual Insurance Co., Vincennes.
Farmers Mutual Fire Insurance Co. of Jay County, Portland.
Farmers Mutual Fire Insurance Co. of Johnson &Shelby Counties, Franklin.
Farmers Mutual Fire Insurance Co. of LaPorte County, LaPorte.
Farmers Mutual Insurance Co. of Clay Township, Spencer County, Lincoln City.

city.
Farmers Mutual Insurance Co. of Huntington, Wabash & Wells Counties,

Huntington.
Farmers Mutual Insurance Co. of Tipton County, Tipton.
Farmers Mutual Relief Association of Kosciusko County, Warsaw.
German Mutual Insurance Co. of Warrick County, Chandler.
Gibson, Warrick & Vandenburg Farmers Mutual Insurance Co., Haubstadt.
Grain Dealers Mutual Insurance Co., Indianapolis.
Indiana Farmers Mutual Insurance Co., Indianapolis.
Indiana Lumbermen's Mutual Insurance Co., Indianapolis.
Indiana Mutual Hall Insurance Co., Indianapolis.
Indiana Union Mutual Insurance Co., Indianapolis.
Jefferson County Patrons Mutual Fire Insurance'Co. of Madison, Madison.
Lawrence County Farmers Mutual Insurance Co., Bedford.
Meridian Mutual Insurance Co., Indianapolis.
Michigan City Mutual Fire Insurance Co., Michigan City.
The Mutual Fire Insurance Co. of Vanberburgh, Posey, Gibson & Warrick

Counties, Evansville.
Mutual Home Fire Insurance Co., Santa Claus.
Posey County Mutual Fire Insurance Co., Mount Vernon.
Remington Farmers Mutual Insurance Co., Remington.
Rockereek Township Farmers Mutual Insurance Co., Uniondale.
Switzerland & Ohio Counties Patrons Mutual Fire Insurance Co., Rising Sun.
Terre Haute Mutual Fire Insurance Co., Terre Haute.
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IOWA

Agricultural Mutual Insurance Association, Des Moines.
Allied Mutual Insurance Co., Des Moines.
American Mutual'Insurance Association, Davenport.
American Mutual Insurance Association of Wheatland, Clinton County, Wheat-

land.
Bohemian Mutual Insurance Association of Tama County, Tama.
Boone Farmers Mutual Insurance Association, Boone.
Brown Township Mutual Insurance Association, Marion.
Buena Vista Mutual Insurance Association, Alta.
Butler County Mutual Insurance Association, New Hartford.
Calhoun Mutual Insurance Association, Lake City.
Castle Grove Mutual Insurance Association of Monticello, Jones County, Monti-

cello.
Cerro Gordo Mutual Insurance Association, Mason City.
Clay Mutual Insurance Association, Spencer.
Dallas Mutual Insurance Association, Dallas Center.
Danish Mutual Insurance Association of Black Hawk County, Cedar Falls.
Danish Mutual Fire Insurance Association of Shelby County, Elk Horn.
Delaware County Mutual Insurance Association, Manchester.
Dickinson County Farmer's Mutual Insurance Association, Spirit Lake.
The Druggists' Mutual Insurance Co., Algona.
Eden Mutual Insurance Association, Benton County.
Employers Mutual Casualty Co., Des Moines.
Farmers Elevator Mutual Insurance Co., Des Moines.
Farmers Mutual Aid Association of Jackson & Clinton Counties, Preston.
Farmers Mutual Insurance Association, Adams County, Corning.
Farmers Mutual Insurance Association of Birmingham, Van Buren County,

Birmingham.
Farmers Mutual Insurance Association of Black Hawk County, Hudson.
Farmers Mutual Insurance Association of Central Iowa, Roland.
Farmers Mutual Insurance Association of Clinton & Adjoining Counties,

Wheatland.
Farmers Mutual Insurance Association of Crawford County, Schleswig.
The Farmers Mutual Fire & Lightning Insurance Association of Emmet &

Adjoining Counties, Armstrong.
Farmers' Mutual Insurance Association of Garnavillo, Clayton County, Garna-

villo.
Farmers Mutual Insurance Association of Iowa, Rockford.
Farmers Mutual Fire Insurance Association, Madison County, Withterset.
Farmers Mutual Insurance Association, Mitchell County, Osage.
Farmers Mutual Insurance Association of O'Brien County, Hartley.
Farmers Mutual Insurance Association of Osceola County, Sibley.
Farmers Mutual Insurance Association of Palo Alto County, Emmetsburg.
Farmers Mutual Insurance Association of Scott Coulty, Davenport.
Farmers Mutual Insurance Association of Sharon, Johnson County, Iowa City.
Farmers Muituhl Insurance Assoclatiditof Sioux and Adjoining Counties, Hull.
Farmers Mutual Insurance Association, Washington County, Washington.
Farmers Mutual Fire Insurance Association of Webster and Adjoliig Counties,

Fort Dodge.
Farmers Mutual Insurance Association of Winnebago County, Lake Mills.
Farmers Mutual Hail Insurance Co. of Iowa, Des Moines.
Farmers Mutual Reinsurance Co., Grinnell.
Farmers State Mutual Hlail Association of Estherville, Iowa, Estherville.
First Maxfleld Mutual Insurance Associtition (Brewer County), Denver.
Franklin County Farmers Mutual Insurance Association, Hampton.
Fremont Mutual Insurance Association, Sidney.
German Farmers Mutual Insurance Association of Allamakee County, Waukon.
German Mutual Insurance Association, Calhoun Cotility, Pomeroy.
German MltUil ITigrance Association, Jones County, Monticello.
Glidden MUtt1i6l Iisurance Association, Glidden.,
Grundy MSutuitl In surance Association, Grundy Center.
Hancock Mutual Insurance Association, Garner.
Harrison Mutual Insurance Association, Logan.
Henry County Mutual Insurance Association Mount Pleasant.
Home Mutual Insurance Association, iManflthg.
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Utnboldt Mutual Insurance Association, Hunboldt.
Iowa Hardware Mutual Insurance Co., Mason.
Iowa Mutual Tornado Insurance Association, Des Moines.
Iowa National Mutual Insurance Co., Cedar Rapids.
Jasper Mutual Insurance Association, Newton.
Kossuth Mutual Insurance Association, Algona.
Lee County Mutual Insurance Association, West Point.
Lincoln Mutual Insurance Association, Johnson County, Lone Tree.
Marion County Mutual Insurance Association, Knoxville.
Members Mutual Insurance Assocation of Clay County, Spencer.
Mill Owners Mutual Fire Insurance Co., Des Moines.
Mount.Carmel Mutual Insurance Association, Carroll County, Carroll.
Mutual Fire and Automobile Insurance Co., Cedar Rapids.
Mutual Fire and Storm Insurance Co., Burlington.
Northwestern Mutual Insurance Association, Iowa City,
Patrons Mutual Insurance Association, Iowa County, Williamsburg.
Pioneer Mutual Insurance Association, Red Oak.
Plymouth Farmers Mutual Insurance Association, Le Mars.
Pocahontas Mutual Insurance Association, Laurens.
Polk County Farmers Mutual Fire Insurance Association, Des Moines.
Pottawattamie Mutual Insurance Association, Council BlUffs.
Poweshiek Mutual Insurance Association, Grinnell.
Readlyn Mutual Insurance Association, Bremer County, Readlyn.
St. Ansgar Mutual Insurance Association, St. Ansgar.
Scandinavian Mutual Insurance Association of Webster and Adjoining Counties,

Dayton.
Shelby County Farmers Mutual Insurance Association, Harlan.
Square Deal Insurance Co., Des Moines.
Swedish Mutual Insurance Association, Madrid.
The Tarna County Mutual Insurance Association of Tama County, Traer.
Town Mutual Dwelling Insurance Co., Des Moines.
Victoria Farmers Mutual Insurance Association, Massena.
Wayne County Mutual Insurance Association, Corydon.
Western Cherokee Mutual Insurance Association, Marcus.
Western Mutual-Insurance Co., Des Moines.
The White Pigeon Mutual Insurance Association, Wilton Junction.
Worth County Mutual Insurance Association, Northwood.

KANSAS

The Bremen Farmers Mutual Insurance Co., Bremen.
Ford County Farmers Mutual Insurance Co., Offerle.
Kansas Mutual Insurance Co., Topeka.
Midland Mutual Fire Insurance Co., Newton.

KENTUCKY

Covington Mutual Insurance Co., Covington.
Farmers Cooperative Insurance Co., Vanceburg.
Farmers Insurance Association, Inc., of Daviess County, Owensboro.
Ffirier's Mutual Fire Insurance Co. of Boone County, Bt0ington.
Farmers Mutual Insurance Co. of Mason County, Maysville.
Hurst H6ohie Insdrane Co., Lexington.
Kenton Conifty Assessment Fire Insurance Co., Independence.
Kentucky Growers Insurance Co., LexingtOn. / -

Planters' Insurance Co., Inc., Bowling Green.

MAINE

Ar6ostook County Patrins Mutual Fire Insurance Co.; Presque Isle.
Mutual Fire Insurance Co., Saco.
Oxford County Patronsof Husbandry Mutual Fire Insurance Co., South Paris.
United Mutual Fire Insurance Co., Presque Isle.
York MutUal Insurance Co. of Maine, West Buxton.
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.MARYLAND

The Farmers' and Mechanics' Mutual insurance Association of Cecil County, Inc.,
North East.

The Mutual Fire Insurance Co. of Kent County, Maryland, Chestertown.
Mutual Fire Insurance Co. of Montgomery County, Sandy Spring.
The Mutual Insurance Co. of Frederick County, Frederick.
The O1.ympic Insurance Co. of America, Baltimore.
Taneytown Mutual Fire Insurance Co., Carroll County, Taneytown.

MASSAOMUSSETT

Abington Mutual Fire Insurance Co., Abington.
Allied American Mutual Fire Insurance So., Wakefield.
American Mutual Liability Insurance Co., Wakefield.
Associated Merchants Mutual Insurance Co,, Boston.
Attleboro Mutual Fire Insurance Co., Attleboro.
Berkshire Mutual Insurance Co., Pittsfield. to
Cambridge Mutual Fire Insurance Co., Andover.
Dorchester Mutual Fire Insurance Co., Boston.
Fitchburg Mutual Fire Insurance CO., Fitchburg.
Hingham Mutual Fire Insurance Co., Hingham.
Holyoke Mutual Fire Insurance Co., Salem.
Liberty Mutual Fire Insurance Co., Boston.
Liberty Mutual Insurance Co., Boston.
Lynn Mutual Fire Insurance Co., Concord.
Merrimack Mutual Fire Insurance Co., Andover.
Middlesex Mutual Fire Insurance CO., Concord.
Mutual Boiler & Machinery Insurance Co., Waltham.
Mutual Fire Insurance Association of New England, Boston,
Quincy Mutual Fire Insurance Co., Quincy.
Traders & Mechanics Insurance Co., Lowell,
Worcester Mutual Fire Insurance Co., Worcester.

MIOUAZ

American Fellowship Mutual Insurance Co., Detroit.
Auto-Owners (Mutual) Insurance Co., Lansing.
Century Mutual Insurance Co., Charlotte.
Citizens Mutual Automobile Insurance Co., Howell.
Dowagiac Mutual Insurance Co., Dowagiac.
Farm Bureau Mutual Insurance Co. of Michigan, Lansing.
Farmers' & Merchants' Mutual Fire Insurance Co., Calument.
Farmers' Mutual Fire Insurance Co. of Branch County, Coldwater.
Farmers Mutual Fire Insurance Co. of Clinton & Gratiot Counties; St. Johns.
Farmers Mutual Fire Insurance Co. of Ingham Cotnty, Mason.
Farmers Mutual Fire Insurance Co. of Oskar,
Farmers' Mutual Fire Insurance-Co. of St. Joseph County, Centerville.
The Finnish Mutual Fire Insurance Co., Hancock.
Frankenmtth Mutual Insurance Co., Frankenmuth.
Fremont Mutual Fire Insurance Co,, Fremont.
Grange Mutual Fire Insurance Co., Cadillac.
Hastings Mutual Insurance Co., Hastings.
Italian Mutual Fire Insurance Co., Laurium.
Lincoln Mutual Casualty Co., Detroit
Michigan Millers Mutual Insuranc6 C6.1 Lansing.
Michigan Mutual Auto Insurance 0o, Traverse 0ity.
Michigan Mutual Hall Insurance Co., Lansing.
Michigan Mutual Liability Co., Detroit.
Northern Mutual Fire Insurance Co, of Ishpemingj Iehpemin.
Patron's Mutual Insurance Co. Adrianm.
People's Mutual Insurance Co., Ionia.
Pioneer Mutual Insurance Co., Lansing,
Sanilac Mutual Insurance Co., Carsonville.
Scandinavian Farmers Mutual Fire Insurance Co. of Montealm and Kent

Counties, Gowen.
Southeastern Mutual Fire Insurance Co, Detroit.
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Southern Michigan Mutual Insurance Co., Marshall.
State Mutual Cyclone Insurance Co., Lapeer.
State Mutual Insurance Co., Flint.
Upper Peninsula Farmers Mutual Fire Insurance Co., Rock.
West Michigan Mutual Insurance Co., Grand Rapids.
Wolverine Mutual Fire Insurance Co., Dowagiac.
Woodland Mutual Fire Insurance Co., Woodland.

MINNESOTA

Acton & Gennessee Mutual Fire Insurance Co., Grove City.
Austin Mutual Insurance Co., Minneapolis.
Barber Farmers Mutual Fire Insurance Co., Easton.
Beaver Creek Mutual Insurance Co., Luverne.
Bird Island Mutual Fire Insurance Co., Bird Island.
Bloomfield Township Mutual Fire Insurance Co., Spring Valley.
Blue Earth Farmers Mutual Fire Insurance Co., Blue Earth.
Border Farmers Mutual Fire Insurance Co., Pitt.
Bray Mutual Fire Insurance Co., Red Lake Falls.
Carlton County Farmers Mutual Fire Insurance Co., Carlton.
Citizens Fund Mutual Casualty Co., Red Wing.
Citizens Fund Mutual Fire Insurance Co., Red Wing.
Claremont Farmers Mutual Fire Insurance Co., Dodge Center.
Cottage Grove Farmers Mutual Fire Insurance Co., Newport.
Delafleld Fire Insurance Co., Kinbrae.
Delaware Farmers Mutual Fire Insurance Co., Herman.
Des Moines German Mutual Fire & Lightning Insurance Co., Jackson.
Dovre & Mamre Insurance Co., Willmar.
Elmdale Farmers Mutual Insurance Co., Inc., Swanville.
Esko Mutual Fire Insurance Co., Esko.
Farm Mutual Re-Insurance Association of Minnesota, Esko.
Farmers Home Mutual Insurance Co., Minneapolis.
Farmers Mutual Fire Insurance Co. of Bath, Geneva.
Federated Mutual Implement & Hardware Insurance Co., Owatonna.
Flora Mutual Fire Insurance Co., Danube.
Glendorado Farmers Mutual Fire Insurance Co., Princeton.
Gordon Mutual Fire Insurance Co., Osaks.
Graham Mutual Fire Insurance Co., St. Cloud.
Hay Creek Mutual Fire Insurance Co., Red Wing.
Holmes City Farmers Mutual Insurance Co., Holmes City.
Hope Mutual Fire Insurance Co., Tyler.
Inver Grove Mutual Fire Insurance Co., Rosemont.
Itasca Mutual Insurance Co., Bigfork.
Lac qui Parle Mutual Insurance Co., Dawson.
Lake Region Mutual Insurance Co., New York Mills.
Louisville Mutual Fire Insurance Co., Jordan.
Marshall County Mutual Insurance Co., Newfolden.
Middleville Mutual Fire Inisurance Co., Howard Lake.
Minnesota Farmers Mutual Insurance Co., Minneapolis.
Minnesota Mutual Fire & Casualty Insurance Co., Minneapolis.
Minnesota Lake Farmers Mutual Insurance Co., Minnesota Lake.
Moe & Urness Mutual Fire Insurance Co., Irandoh.
Mound Prairie Mutual Insurance Co.,. Houston.
Murray County Mutual Insurance Co., Slayton.
Mutual Service Casualty Insurance Co., St. Paul.
National Mutual Dwelling House Fire Insurance Co., Red Wing.
Nessel Farmers Mutual Fire Insurance Co., Vine City.
New Prague Mutual Insurance Co., New Prague.
New Sweden Mutual Fire Insurance Co., Nicollet.
North Shore Mutual Fire Insurance Co., Two Harbors, Minn.
North Star Farmers Mutual Insurance Co., CottonWood.
Norwegian Mutual Fire Insurance Co., Cottonwood.
Oscar Farmers Mutual Town Insurance Co., Fergus Falls.
Palo Farmors Mutual Fire Insurance Association, Auroa.
Patron's Co-operative Fire Insurance Co., Robbinsdale.
Preble Farmers Mutual Fire Insurance Co., Lanesboro.
Redwood County Farmers Mutual Insurance Co., Lamberton.
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Rollingstone Mutual Farmers Fire Insurance Co., Lewiston.
Rose Dell Mutual Fire Insurance Co., Luverne.
St. Leo Farmers Mutual Fire Insurance Co., Taunton.
St. Paul Mutual Insurance Co., St. Paul.
Security Mutual Fire Insurance Co., Chatfield.
Shelby Farmers Mutual Insurance Co., Amboy.
Spring Garden Leon Mutual Fire Insurance Co., Cannon Falls.
Spring Vale Mutual Fire Insurance Co., Dalbo.
Stark Farmers Mutual Fire Insurance Co., Sleepy Eye.
Sumter Mutual Fire Insurance Co., Brownton.
Sversrup Mutual Insurance Co., Underwood.
Sweet Township Mutual Fire Insurance Co., Pipestone.
Tri-State Mutual Insurance Co., Luverne.
Unity Mutual Insurance Co., Howard Lake.
Vernon Edda Mutual Fire Insurance Co., Hayfield.
Wanamingo, Cherry Grove & Minneola Mutual Fire Insurance Co., Coodhue.
Westbrook Mutual Insurance Co., Storden.
White Bear Lake Insurance Co., Starbuck.
Willmar Farmers Mutual Insurance Co., Willmar.
Wilmington Mutual Insurance Co., Spring Grove.
Wilmot Mutual Fire Insurance Co., Lismore.
Young America Mutual Fire Insurance Co., Norwood.

MISSOURI

Adair County Farmers Mutual Insurance Co., Kirksville.
Arnsburg Farmers Fire & Lightning Insurance Co.. Uniontown.
Cedar Fork Mutual Aid Society, Gerald.
Central Mutual Casualty Co., Kansas City.
Citizens Mutual Fire Insurance Co., Cape Girardeau County, Daisy.
Clark's Fork Farmers' Mutual Insurance Co., Cooper County, Bunceton.
Colfax Farmers Mutual Insurance Co. of Tarko, Tarklo.
Concordia Farmers Mutual Insurance Co., Concordia.
Crawford County Mutual Fire & Lightning Insurance Co., Leasburg.
Dallas County Mutual Insurance Co., Urbana.
Farmers Home Insurance Co. of Ray County, Richmond.
The Farmers' & Laborers' Co-Operative Insurance Association of Monroe

County, Paris.
Farmers Mutual Insurance Co., Atchinson County, Rockport.
Farmers Mutual Fire Insurance Co. of Barton County, Liberal.
Farmers Mutual Fire Insurance Co. of Chamois, Osage County, Chamois.
Farmers Mutual Fire Insurance Co. of Chariton County, Mendon.
Farmers Mutual Fire Insurance Co. of Clark County, Kahoka.
Farmers Mutual Insurance Co. of Clay County, Liberty.
Farmers Mutual Fire Insurance Co. of Clinton County, Missouri, Plattsburg.
Farmers Mutual Fire Insurance Co. of Dade County, Mo., Lockwood.
Farmers Mutual Fire Insurance Co. of DeKalb County, Maysville.
The Farmers Mutual Fire Insurance Co. of Harrison County, Bethany.
Farmers' Mutual Fire & Lightning Insurance Co. of Henry County, Clinton.
Farmers Mutual Insurance Co. of Hickory County, Mo., Wheatland.
Farmers Mutual Fire Insurance Co. of Jefferson & Franklin Counties, Dittmer.
Farmers Mutual Insurance Co. of Lawrence Cotinty, Frelstatt.
Farmers Mutual Insurance Co. of Linn County, Meadsville.
Farmers Mutual Insurance Co. of Livingston County, Chillicothe.
Farmers Mutual Insurance Co. of Macon, Mo., Macon.
Farmer's Mutual Insurance Co. of Marion County, Palmyra.
Farmers Mutual Fire Insurance Co. of Nica, Christian County, Nixa.
Farmers Mutual Fire Insurance Co. of Petis County, Sedalia.
Farmers Mutual Fire & Lightning Insurance Association of Phelps Conthty,

Vida.
The Farmers Mutual Fire Insurance Co. of Platte County, Platte City.
Farmers Mutual Fire & Lightning Insurance Co. of Polk County, Bolivar.
Farmers Mutual Fire Insurance Co. of St. Johns, Washington.
Farmers Mutual Mire Insurance Co. of St. Lodit, Clayton.
Farmers Mutual Fire Insurance Co. of Scotland County, Memphis.
Farmers Mutual Fire Insurance Co. of Shelby Coufty, Shelbina.
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Farmers Mutual Insurance Co. of Sullivan & Adjoining Counties, Milan.
Farmers Mutual Fire & Lightning Insurance Co. of Vernon County, Nevada.
The Farmer's Mutual Hail Insurance Co. of Columbia.
Farmers Mutual Re-Insurance Co. of Missouri, Liberty.
Farmers Mutual Windstorm Insurance Co., Columbia.
Farmers-Planters Mutual Hall Insurance Co., Cape Girardeau.
Forest Green Farmers Mutual Insurance Co., Forest Green.
Grange Mutual Insurance Co. of Lewis County, Maywood.
Hazel Dell Farmers Mutual Fire & Lightning Insurance Co. of Moniteau

County, Latham.
Home Mutual Insurance Co., Columbia, Mo.
Home Mutual Insurance Co. of Newton & McDonald Counties, Meosho.
Johnson County Mut'al Insurance Co., Warrensburg.
Knox County Farmers Mutual Insurance Association, Edina.
Mercer County Mutual Fire Insurance Co., Princeton.
M.F.A. Mutual Insurance Co., Columbia.
The Mutual Insurance Association of Laclede County, Lebanon.
Patrons & Farmers Mutual Fire Insurance Co. of Cass Countyi Harrisonville.
Patrons Mutual Insurance Co. of Lafayette, Bates City.
Pike County Farmers Mutual Fire Insurance Co., Bowling Green.
Ralls County Farmers Mutual Fire Insurance Co., Hannibal.
Scott County Farmers Mutual Aid Society, Illmo.
Southeast Missouri Mutual Fire Insurance Co., Inc., Dexter.
State Farmers Mutual Tornado Insurance Co., Cameron.
Texas County Farmers Mutual Insurance Co., Licking.
Tipton Mutual Fire Insurance Co., Moniteau County, Tipton.
Traders Mutual Fire Insurance Co., Kansas City.
Union Town Mutual Fire Insurance Co., Union.

MONTANA

Tr-County Farmers Fire Insurance Co., Malta.

NEBRASKA

Battle Creek Mutual Insurance Co., Battle Creek.
Capital Mutual Insurance Co., Lincoln.
Farm Bureau Insurance Co., of Nebraska, Lincoln.
Farmers Mutual Insurance Co., of Nebraska, Lincoln.
Farmers Union Cooperative Insurance Co., Omaha.
The Gage County Xnsurance Co., Blue Springs.
German Mutual Insurance Co., of Dodge County, Scribner.
German Mutual Insurance Association of Nebraska, Auburn.
Mid.Continent Flie & Hail Insurance Co., Lincoln.
Nebraska Hardware Mutual Insurance Co., Lincoln.
Roman Catholic Farmers Mutual Fire Insurance Co., Petersburg.
Standitrd Reliance Insurance Co., Lincoln.
Union Insurance Co., LIncoln.
Western Plains Insurance Co., (Fort Dodge, Iowa, executive offce), Lincoln.

NEW HAMPSHIRE

Orange Mutual Insurance Co., Rochester.

NEW JERSEY

Mercer Mutual Insurance Co., Pennington.

NEW MEXICO

Mountain States Mutual Casualty Co., Albuquerque.

NEW YOK '

Allegany County Farmers Co-op Fire Insurance Co., Friendship.
American Co-operative Fire Insurance io., of Sullivan & Adjacent Counties,

Woodridge.
Argyle Co-op Fire Insurance Co., of the Town of Argyle, Argyle.
Bethlehem Mutual Insurance Association, ftsura Bush. *
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Bovina Co-operative Fire Insurance Co., Bovina Center.
Broome County Co-operative Fire Insurance Co., Windsor.
Callicoon Agricultural Mutual Fire Relief Association of Sullivan County,

Jeffersonville.
Capital District Grange Co-operative Fire Insurance Co., Greenville.
Cayuga County Farmers Insurance Co., Auburn.
Cayuga County Patrons "Fire" Relief Association, Popular Ridge.
Chautauqua County Patrons Fire Relief Association, Jamestown.
Chenango Co-operative Insurance Co., Norwich.
Clinton County Fire Relief Association, Wadhams.
Consolidated Mutual Insurance Co., Brooklyn.
Co-operative Fire Insurance Co., of Sullivan & Adjoining Counties, Woodridge.
Co-operative Windstorm Insurance Co., of New York, Greenville.
Cortland County Patrons' Fire Relief Association, Blodgett Mills.
Cosmopolitan Mutual Insurance Co., New York.
Dryden & Groton Co-op. Fire Insurance Co., Freeville.
Dutchess & Columbia Patrons' Fire Relief Association, Pine Plains.
Empire Mutual Insurance Co., New York.
Exchange Mutual Insurance Co., Buffalo.
Farm Family Mutual Insurance Co., Delmar.
Farmers Fire Insurance Association of the Towns of Greenville, Durham, Wes-

terlo & Rensselaerville, Oak Hill.
Farmers Fire & Lightning Insurance Co., of Oneida County, Westernville.
Farmers Mutual Indemnity Association of Cayuga County, Moravia.
Farmers Mutual Insurance Co. of Orleans & Niagara Counties, Lockport.
Farmers' Reliance Mutual Insurance Co., Montour Falls.
Fifth Co-operative Fire Insurance Co., of Sullivan & Adjoining Counties, Wood-

ridge.
The Fire Relief Association of Wayne County, Williamson.
Greater New York Mutual Insurance Co., New York.
Guilderland Mutual Insurance Co., Greenville.
Home Mutual Insurance Co., of Binghamton, Binghamton.
Interboro Mutual Indemnity Insurance Company, New York.
Jamestown Mutual Insurance Co., Jamestown.
Madison-Onondaga Mutual Fire Insurance Co., Chittenango.
Merchants Mutual Insurance Co., Buffalo.
Monroe County Patrons' Fire Relief Association, Rochester.
Mountain Co-operative Fire Insurance Co. of Sullivan & Adjoining Counties,

Woodbridge.
Mutual Insurance Association of Nassau, Schodack & Chatham, North Chatham.
North Country Co-operative Insurance Co., Watertown.
The Olive Co-op. Fire Insurance Association, Kingston.
Onandaga County Patrons Fire Relief Association, Manlius.
Ontario County Patrons' Fire Relief Association, Phelps.
Orleans County Farmers' Mutual Insurance Co., Albion.
Otsego County Patrons Co-op. Fire Relief Association, Schenevus.
Patrons Co-op. Fire Relief Association of Steuben & Livingston Counties,

Wayland.
Patrons Fire Rellef Association of Seneca County, Interlaken,
Patrons of Husbandry Co-op. Fire Relief Association of the County of Herkimer,

Herkimer.
The Pioneer Co-operative Fire Insurance Co., Greenville.
Preferred Mutual Insurance Co., New Berlin.
Public Service Mutual Insurance Co., New York City.
Salem Mutual Town Fire Insurance Co., Salem.
Sauquolt Valley Farmers Association, Sauquoit.
Schoharle & Schenectady Counties Farmers Mutual Fire Insurance Association,

Esperance.
Security Mutual Insurance Co. of New York, New York.
Springfield Cooperative Insurance Coo, East Springfield.
Surety Co-op Fire Insurance Co., Hornell.
The Third. Cooperative Fire Insurance CO. of Sullivan and Adjoining Counties,

Woodridge.
Tompkins Cooperative Fire Insurance Co., Ithaca
Tdthpklns, Schuyler & Tioga Counties Patron's Fire Relief Association, Truman-

burg.

8210-62-pt. 4----26
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Utica Mutual Insurance Co., Utica.
Walton Co-operative Fire Insurance Co., Walton.
Utilities Mutual Insurance Co., New York.
Walton Co-operative Fire Insurance Co., Walton.
Westchester & Putnam Patrons Fire Relief Association, Vails Gate.
Westmoreland Cooperative Insurance Association, Rome.

NORTH CAROLINA

Hardware Mutual Fire Insurance Co. of the Carolinfs, Charlotte.

NORTH DAKOTA

The Grant Farmers Mutual Fire & Lightning Insurance Co., Minot.
Kenmare Farmers Mutual Fire & Lightning Insurance Co., Kenmare.

o0t

The Buckeye State Mutual Insurance Association, Covington.
The Celina Mutual Insurance Co., Celina.
Central Mutual Insurance Co., Van Wert.
Erie County Farmers Insurance Co., Sandusky.
Farmers Mutual Aid Association of Van Wert County, Van Wert.
Farmers' Mutual Fire Insurance Co. of Darke County, Greenville.
Farmers Mutual Insurance Association of Seneca County, Tiffin.
The Henry County Farmers' Mutual Insurance Co., Napoleon.
The Huron County Farmers Insurance Co., North Fairfield.
Lightning Rod Mutual Fire Protective Association, Wooster.
The Lumbermens Mutual Insurance Co., Mansfield.
Motorists Mutual Insurance Co., Columbus.
The National Mutual Insurance Co., Celina.
Nationwide Mutual Fire Insurance Co., Columbus.
Nationwide Mutual Insurance Co., Columbus.
The Norton Mutual Fire Association, Barberton.
The Ohio Hardware Mutual Insurance Co., Coshocton.
The Ohio Mutual .Windstorm Insurance Association, Bucyrus.
The Ohio State Orange Mutual Insurance Association, Newark.
The Patrons Mutual Insurance Association of Ohio, Bellefontaine.
Shelby County Farmers Mutual Insurance Association, Anna.
Washington Township Mutual Fire & Lightning Insurance Association, Lakeville.

OKLAHOMA

Union Mutual Insurance Co., Oklahoma City.

OREGON
Butteville Insurance Co., Woodburn.
Orange Mutual Fire Insurance Co. of Oregon, Portland.
The Hop Growers Fire Relief Association of Butteville, Oreg., Woodburn.
Oregon Mutual InsuranCe Co., MeMififiville.
Pioneer Mutual Insurance Co., Hillsboro.
Sublimity Fire Insurance Co., Stayton.

PENNSYLVANIA

Allen Mutual Insurance Co., Allentown.
The Angelica Mutual Fire Insurance Co. of Berks County, Mohtiton.
AnnVille Mutual Insurance Co., Aniville.
Briar Creek Farmers Mutual Insurance Co., Orangeville.
Brush Creek Mutual Fire Association, Beaver Falls.
The Bucks County Contribititiship, Morrisville. .
Cambria County Mutual Fire Insurance Co., Patrons of Husbandry, Ebensburg.
Carpenter Muttfil Insurance Co. of Curwensville, Pa., Curwensvllle.
Center Valley Muttual Fire Insurance Co., Vandergrift.
Chester County Mutual Insurance Co., Coatesville.
Clarion County Mutual Fire Insurance Co., Clarion.
Commercial Mutual Insurance Co., Lebanon.
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Conemaugh Valley Mutual Fire Insurance Co., Johnstown.
Coolspring Valley Mutual Fire Insurance Co., Mercer.
Countrymen's Muttlal Fire Insurance Co., Lebanon.
Donegal Mutual Insurance Co., Marietta.
Elk County Mutual Fire Insurance Co., Patrons of Husbandry, Ridgway.
Empire Mutual Insurance Co., Philadelphia.
Erie County Mutual Insurance Co., Erie.
Farmers Alliance & Industrial Union, Shinglehouse.
Farmers American Mutual Fire Insurance Co. of Bucks County, Dublin.
Farmers & Mechanics Home Mutual Fire Insurance Co. of Sullivan County,

Forksville.
The Farmers Mutual Insurance Co. of Berks County, Robesonia.
Farmers Mutual Fire Insurance Co., Centre County, Spring Mills.
Farmers Mutual Fire Insurance Co. of Hannahstown, Marwood.
Farmers' Mutual Insurance Co. in the County of Lancaster, Elizabethtown.
Farmers Mutual Fire Insurance Co. of Marble, Pa., Marble.
Farmers Mutual Fire Insurance Co. of Schuylkill County, Orwigsburg.
Farmers Mutual Insurance Co. of Tuscarora, Wyalusing.
The Frankford Union Mutual Fire Insurance Co., Philadelphia.
Fulton County Mutual Fire Insurance Co., Needmore.
Greene County Farmers Mutual Insurance Co., Wind Ridge.
Harborcreek Mutual Fire Insurance Co. of Erie, Erie.
Harleysville Mutual Casualty Co., Harleysville.
Harleysville Mutual Insurance Co., Harleysville.
Juniata Farmers Mutual Fire Insurance Co., McAlistervlle.
Lancaster County Mutual Insurance Co., Lancaster.
Limestone Mutual Fire Insurance Co., New Bethlehem.
Lititz Mutual Insurance Co., Lititz.
Lykens Valley Mutual Wire Insurance Co., Elizabethville.
Mendon Orange Mutual Fire Insurance Co., Smithton.
Merchants and Business Men's Mutual Insurance Co., Harrisburg.
Millville Mutual Insurance Co., MilIville.
Montour Mutual Insurance Co., Danville.
Mt. Jackson Mutual Fire Insurance Co., Wampum.
Mount Joy Mutual Insurance Co., Mount Joy.
Mutual Fire Insurance Co. of South Bend Township, Apollo.
The Mutual Fire, Marine & Inland Insurance Co., Philadelphia.
National Mutual Assurance Co., Allentown.
Neffsville Mutual Fire Insurance Co., Lititz.
Nescopeck Mutual Fire Insurance Co., Nescopeck.
Northampton Mutual Insurance Co., Easton.
Northern Mutual insurance Co. of Lancaster County, Ephrata.
Old Guard Mutual Insurance Co., Lancaster.
Paradise Mutual Insurance Co., Hanover.
Penn Charter Mutual Insurance Co., Lititz.
Pennsylvania Association of Mutual Insurance Companies, Lancaster
Pennsylvania Lumbermens Mutual Insurance Co., Philadelphia.
Pomona No. 8 Mutual Fire Insurance Co., West Chester.
Pymatuning Mutual Fire Insurance Co., Mercer.
Saucon Mutual Insurance Co., Bethlehem.
Southern Mutual Insurance Co., Quarryville.
Southwestern Mutual Fire Association, Uniontown.
Tulpehocken Muitual Insurance Co., Myerstown.
Uffifi MUtuhl'Insurance Co. of Westmoreland County, Greensburg.
Wayne County Farmers Mutual Insurance Co., Honesdale.
Western Pennsylvania Mutual-Pire Insurance Co., New Castle.
Windsor Mutual Insurance Co., Hamburg.

13HODE 18LA"D

Automobile Mutual Insurance Co. of America, Providence.
Factory Mutual Liability Insurance Co. of America, Providence.
Pawtucket Mutual Insurance Co., Pawtucket.
The Providence Mutual ire Insurance Co., Providence.
tlbiob Mutual Fire Insurance Co. of Providence, Providence.
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SOUTH CAROUNA

The American Mutual Fire Insurance Co., Charleston.
Orange Mutual Fire Insurance Association of South Carolina, Inc., West

Columbia.
SOUTH DAKOTA

Farmers Mutual Fire & Lightning Insurance Co. of Hanson County, Alexandria.
Farmers Mutual Insurance Co. of Volga, Brookings County, Volga.
Farmers Mutual Tornado-Cyclone Insurance Co. of Union & Clay Counties, Elk

Point.
TENNESSEE

Farmers Mutual Fire Insurance Co. of Knox County, Knoxville.

TEXAS

Collin County Farmers' Mutual Insurance Co., McKinney.
Farmers Mutual Fire Insurance Association of Comal County, New Braunfels.
Germania Mutual Aid Association, Brenham.
Mutual Aid Fire Insurance Association of Hays, Caldwell and Adjoining Counties,

Kyle.
The Old American County Mutual Fire Insurance Co., Dallas.
Slavonic Mutual Fire Insurance Association, East Bernard.
Svea Mutual Fire Insurance Association, Inc., Taylor.
Texas Employers' Insurance Association, Dallas.

UTAH

Bear River Mutual Insurance Co., Salt Lake City.

ITRMONT

Granite Mutual Insurance Co., Barre.
Union Mutual Fire Insurance Co., Montpelier.
Vermont Mutual Fire Insurance Co., Montpelier.

VIRGINIA

Dan River Farmers Mutual Fire Insurance Co., Danville.
East Augusta Mutual Fire Insurance Co., Inc., Staunton.
Henrlco Mutual Fire Insurance Co., Richmond.
The Northern Neck Mutual Fire Association of Virginia, Irvington.
Shenandoah Mutual Fire Insurance Co., Woodstock.
West Rockingham Mutual Fire Insurance Co., Harrisonburg.

WASHINOTON

Farmers' Mutual Insurance Co., Enumclaw.
Northwestern Mutual Insurance Co., Seattle.
Public Employers Mutual Casualty Co,, Seattle.

WEST TIMi'NA

The Farmers Home Fire Insurance Co. of West Virginia, Lewlsburg,
Farmers Union Association & Fire. Insurance Co. of Preston County, Bruceton

fills
Orange Mutual Pir Insurance Co. of West Virginia, PiblppiL
Inland Mutual Insurance CO., Huntington.
Municipal Mutual Insurance CO., Wellsburg.
Mutual Fire Insurance Co. of West Virginia, Olarksburg.
Pan Handle Farmers Mutual Insurance Co., West Alexander.
Safe Insurance Co., Harrsville.
West Virginia Insurance Co.,, Harrisville.
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WISCONSIN

Alden and Black Brook Mutual Fire Insurance Co., Amery.
Arkdale Mutual Fire Insurance Co., Friendship.
Aurora Mutual Fire Insurance Co., Berlin.
Badger Mutual Insurance Co., Milwaukee.
Calumet Mutual Insurance Co., New Holstein.
Central Mutual Hall & Cyclone Insurance Co., Hortonville.
Church Mutual Insurance Co., Merrill.
Citizens Mutual Insurance Co., Janesville.
Clyman Town Mutual Fire Insurance Co., Juneau.
Cream City Mutual Insurance Co., Milwaukee.
Crystal Lake Farmer's Mutual Fire Insurance Co., Neshkoro.
Eagle Point Mutual Fire Insurance Co., Chippewa Falls.
Employers Mutual Fire Insurance Co., Wausau.
Employers Mutual Liability Insurance Co. of Wisconsin, Wausau.
Farmers Mutual Automobile Insurance Co., Madison.
Farmers Mutual Insurance Co. of Wisconsin, Madison.
Furniture Mutual Insurance Co., Milwaukee.
Germantown Mutual Insurance Co., Germantown.
Hardware Dealers Mutual Fire Insurance Co., Stevens Point.
Hardware Dealers Mutual Casualty Co., Stevens Point.
Hartland Cicero Mutual Insurance Co., Seymour.
Herman Mutual Insurance Co., Iron Ridge.
Hull Town Mutual Insurance Co., Colby.
Integrity Mutual Insurance Co., Appleton.
Jewelers Mutual Insurance Co., Neenah.
Kewaskum Mutual Insurance Co., Kewaskum.
Lima-Johnstown Town Mutual Fire Insurance Co., Whitewater.
Lynn Mutual Insurance Co., Neillsville.
Manitowoc County Mutual Fire Insurance Co., Manitowoc.
Manitowoc Mutual Fire Insurance Co., Manitowoc.
Marcellon Town Mutual Fire Insurance Co., Portage.
Market Men's Mutual Insurance Co., Milwaukee.
Martell Mutual Town Fire Insurance Co., Baldwin.
McMillan Grange Mutual Fire Insurance Co., Marshfleld.
Medina Mutual Insurance Co., Deerfield.
Middleton Insurance Co., Middleton.
Mutual Fire Insurance Co. of Bloomington, Wis., Bloomington.
Newark Mutual Fire Insurance Co., Beloit.
New Hope Mutual Fire Insurance Co., Amherst Junction.
Oakfield Town Mutual Fire Insurance Co., Oakfleld.
Paris Mutual Fire Insurance Co., Union Grove.
Raymond Mutual Fire Insurance Co., Franksville.
Rosendale Mutual Insurance Co., Rosendale.
Salem Mutual Town Insurance Co., Salem.
Trempealean County Mutual Fire Ibsurance Co., Galesville.
Union Mutual Fire Insurance Co., Evansville.
Washington Town Insurance Co., Washington Island.
Waupun Farmers Mutual Fire Insurance Co. Waupun.
West Bend Mutual Fire Insurance Co., West Bend.
Wisconsin Mutual Insurance Co., Madison.

(By direction of the chairmtih the following is made a part of the
record:)

THE P104EER COOPERATIVE FIRE INMik CE Co.,
(r reentUie, N.'. Jtarch RO, 1962.

Re mutual insurance company tax bill, H.R. 10650.
Hon. HAUY FLOOD BYnn,
Senate Finance Oommfttee, Wasehbiton, D.C.

DEiAR Sm: Our company believes that certain features of the hititual Insurance
company tax bill (f.R. 10650) in its present form are unfair and discriminatory.

Your support is solicited in making revisions in the bill as recommended by
John J. Wicker, Jr., general counsel for the mutual Insurance committee on
Federal taxation. I I
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We do not believe that you would wish to provide a bill which would be
detrimental to the interests of your mutual policyholder constituents.Very truly yours,

ROBERT 0. O'KEEFE, georetary-Manager.

TnAERS AND MECHANICS INSURANCE CO.,
Lowell, Ma8s., Maroh 30, 1962.

Hon. HARRY FLOOD BYRD,
Senate Oflee Building, Wa8hington, D.C.

DEA.R Sin: I am writing to you about the new tax bill, H.R. 10050. If this
bill becomes law, in its present form, it will be terribly unjust to mutual fire
and casualty insurance companies as a whole; will cripple many mutuals, both
large and small, by more than doubling their tax burden; and will be absolutely
ruinous to some mutuals.

This new tax bill actually discriminates against mutuals and in favor of
their stock competitors by prohibiting use of mutual investment income for
policyholder dividends unless and until mutual loss protection funds are con-
pletely exhausted.

As it now stands, this bill would practically stifle necessary wholesome growth
of many mutuals and would prevent large numbers of companies from accumu-
lating and maintaining reasonably adequate surplus for protection of policy-
holders and the public.

This bill denies and refuses equally appropriate treatment to fire and casualty
mutuals because it Includes an arbitrary unjustifiable 5-year time limitation
and an unnecessary and unreasonable ceiling on the mutual' loss protection
funds.

Unless these unjust and unreasonable discriminations are eliminated or cor-
rected by Senate Finance Committee, this bill will do untold harm not only to
mutuals but also to their policyholders.

The position of our mutuals will be formally presented during the Senate
Finance Committee hearings by our general counsel, John J. Wicker, Jr.; and I
would appreciate your giving serious consideration to his arguments against
this proposed new -tax.

Yours very truly,
H. K. BARTLETT, President.Senator CUwRS. Yes.

I think that would be all the time I shall take.
In behalf of Chairman Byrd I want to thank Mr. Wicker and his

associated witness.
The committee will stand adjourfied until 2 o'clock.
(Whereupon, at 1 p.m., the committee stood in recess until 2 p.m.,

the same day.)
AFTERNOON SESSION

Senator LONG (presiding). The hearing will come to or der.
Mr. Larry J. Desmond, speaking for the Reciprocal Inter-Insurers

Federal Tax Committee.
Will you come forward ?

STATEMENT OF LARRY 3. DESMOND, REPRESENTING RECIPROCAL
INTERINSURERS FEDERAL TAX COMMITTEE

Mr. DESMOND. I will not read my statement in the interest of time.
Senator LONG. I would prefer that your statement be printed in

the record, if you think you can summarize it.
Mr. DESMOND. Yes, sir.
Mv name is L. J. Desmond. I am director of administrative serv-

ices 'of the inter-insurance exchange of the Automobile Club of
Southern California.
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I appear here as the representative of the Reciprocal lTiter-Thsurers
Federal Tax Comtiiittee, an association of reciprocal exchanges. A
list of the membership appears in appendix I.

Time does not permit an exhaustive explanation of the nature of
reciprocal insurance. Basically, however, it consists of two separate
but interrelated elements. One is the group of individual subscribers
insuring one another. This aggregation of subscribers is called the
exchange. Reciprocal exchanges are not incorporated, having no
capital stock or reserves standing in a corporate name. At the pres-
ent time exchanges are subject to Federal income taxes on investment
income.

The other element is the attorney-in-fact. Each subscriber executes
an agreement, identical with that executed by every other subscriber,
empowering the attorney-in-fact to assume on his behalf an under-
writing liability on policies issued by the exchange covering the risks
of the other subscribers. This power will generally include the ad-
ministration of the affairs of the exchange. Attorneys-in-fact pay
Federal income taxes on the same basis as any other taxpayer. The
majority of attorneys-in-fact are incorporated and pay tax at the
regular corporate rates.

will be deviating somewhat now from the printed statement. Bas-
ically, the sponsors of H.R. 10650 claim the mutuals and reciprocals
are escaping taxes, that taxes should be equalized between types of
companies and that under the present tax system we have an unwar-
ranted competitive advantage.

All of these claims are invalid as applied to reciprocals for the fol-
lowing reasons:

1. Reciprocals are not escaping tax. If you will refer to page 3,
we will show you there the comparative Pederal income taxes for
stock, inutuals, and reciprocals, 1943 through 1959. First. we have
the stock: then the mutual; and then the reciprocal.

Under reciprocal we show the two entities, exchanges on the one
hand and the attorneys in fact and then the total.

Dropping down to line 6, we show the income before Federal income
taxes for the various types of insurance carriers, and we show the
Federal income taxes paid during this time. The exchanges paid $6
million and the attorneys in fact on their share of the underwriting
income paid $63 million for a total tax burden of $69 million.

On line 8, we show the percentage of taxes on income and in the
case of stock companies, th7t was 29.7 percent. In the case of recip-
rocals, it was 26.2 percent.

On line 9, the percentage of taxes to premiums, in the case of stock
companies, was 1.8 percent. and in the case of reciprocals, it was 2.1
percent.

The second point is that H.R. 10650 will substantially increase the
tax burden on reciprocals. We show that information on this table.
Stated in terms of mifnimiums and maximums, depending on the way
the protection against loss account would work out, it would be a
minimum tax, we estimate, of $99 million to a maximum of $103
million during this period of time. This would be somewhere be-
tween 30 and 39 percent of the net income as compared to only 29
percent for stock companies and 3.1 percent or 2.2 percent of pre-
mitums as compared to only 1.8 percent for stock companies.
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Turning then, to item No. 3, reciprocals have not enjoyed a coi-
petitive advantage. I merely wish to say that in 1942, when the
present law was enacted, there were approximately 70 reciproeal
exchanges and there are approximately that number today. At the
time, we were writing about 3 percent of the industry voluthe and
today we still only write about 3 percent of the total industry volutme.

No. 4: Reciprocals have not accumulated an excessive amount of
surplus. The table on the next page 5, shows the policyholder sur-
plus in relation to premium volume for stock companies and for re-
ciprocals. In 1960, the stock companies had a stock premitm surplus
ratio of 90 percent of premiums written and in the same year, recip-
rocals had a percentage of 50. This is a reduction of one-third since
1943.

In comparing surplus positions, it must be remembered that stock
companies have access to the capital market if they need to add to
their surplus, and reciprocals do not.

Senator LoNG. Let me see if I understand what you are saying
here, because if you have only one Senator to listen to you. at least
you would expect that that one Senator would understand. You
i1o not. have to have many people on your side, provided he under-
stands what you are talking about so he can explain it to the others.

It seems to me that this 6-hart that you have prepared here is very
meaningful, for it undertakes to show, on the item listed as No. 9,
that the percentage of taxes to premiums showed, according to your
calculations, that you are paying an amount of 2.1 percent compared
to 1.8 percent for stock companies and 1.1 percent for mutual
companies.

Xfr. DESMONID. Yes, sir.
Senator Loxo. If I understand correctly, the theory of this bill that

has been sent to us by the House committee and the House-and,
incidentally, I oftentimes say the "House committee" on these kinds
of things, because it usually comes out under a rule where if a House
Member does not like certain parts of it, he cannot offer an amend-
ment to do something about it. He is hogtied. He has to say yes or
no. He cannot say maybe I like this part or that part.

We Senators can offer as many amendments as we want to.
I notice that, if I understand correctly, the theory of increasing taxa-

tion on mutual companies is that they enjoy a favored status. What
you are saying here is that, take any standard that you want to take
and you, are just not in the favorea status to justify any additional
taxation based on that theory?

A.r. DESMOND. Yes, sir; that is what we feel.
Senator LoNe. It seems to me that one of the most meaningful com-

parisons you can get is percentage of taxes to premiums. That is
the way most States tax insurance companies, is it not?

Mr. DESmOND. On the State level, yes; it 'is the percentage of pre-
miunis written.

Senator Loxo. If you leave out the sociological argument about the
desirability of one form of business over another and say that every-
body is going to have to pay their share of taxes would that not be
about the fairest way to look at one industry compared to another?

Mr. DES3MOND. Yes, I think so. Even if you take another coMphri-
son such as percentage of taxes to net income, there is not a con-
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siderable amount of difference at the same time and the effect of 10660
wrould'be to increase that substantially, on either a net income basis
or-

Senator LoNe. I have been on this committee long enough to knowy
that if you make a comparisopP net raceme it can he very mis-
Jeading, because we, have ways of letting people add various amounts
to thefr reserves al d take accelertel depreciation if they are in themanufacturing business or percentage depreciation if they arei the
oil and gas business.. By the time we get through, that net iicone
mfht not mean wha; it says.
But if you look at the oyerall percentage of tax youpay with regard

to the amount of business you do, that is one standard that is hard to
get away from. It is a very meaningful standard to estimate what
your share of taxes should be. Are you telling me that you are paying
almost twice as much as the mutuals and you are paying, oh, 20 per-
cent more than tile Stock companies based on that standard- of measure-

Mr. DES-ONvD. Yes, sir; that is right.
Senator LoN. In support of that position, you point out that your

segment of the industry has not expanded beyond merely holding its
own on its share of the business?

i' DESMOND. That is right. There are really no tax advanfiges
there that have permitted us to grow beyond the normal.

Senator LoxG. How much would this increase your tax?
Mr. DESmo,D. Again on this chart 3, we are estimating a minimum

from $99 million to a maximum of $103 million, so we are talking
about an approximately $34 million increase or roughly 50 percent
increase in taxes.

Senator LoxG. You say from 99 to 103. Are you talking about the
minimum tax compared to what the maximum would be?

.Mr. DESmiOND. Yes.
Senator LoxG. You could average that figure and say $101 million ?
Mr. DEsmoND. Yes sir.
Senator LoNG. And that would amount to an increase of $8 percent?
Mr. DESMOND. Yes.
Senator LoNG., How much would it increase taxes on stock

companies?
Mr. DRs.3oxn This bill would not increase taxes on stockcompanies,
Senator Loxo. That is my impression, that it does not change it' forthem.
Mr. DEsMioND. It changes it for nitituals and reciprocals.
Senator Loxo. I must say you have a convining case. Please go

ahead and proceed with your other information.
What would you recommend we do about this?
Mr. DES3tOND. Well, we wodld prefer that you-
Senator Loxo. ,Just vote the whole bill down. But what are, the

other possibilities?
Mr. Ds-MoND. We have some other possibilities which jrceid

along the lipe of the mutual suggestions. That is, if this coiiittee
feels that something in thelnAture of this bill should be adopted, then
we should remove the am6ttnt and 'tilhe Hiitations on this protection
against loss aced11nt to extend to some extent the benefits for the small
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company and to eliminate the distinction between the deviating com-
1ny and the dividend-paying company. There was consicrerable
discussion about that this morning.

We have one further provision, which I may touch on now, which
is at the end of our presentation on page 11.

We have a situation which does no apply to mutuals; it applies only
to reciprocals; and I would like to read that if I may.

It states "Application of H.R. 10650 to Reciprocals With Corpo-
rate Attorneys in Fact." H.R. 10650 recognizes the difference between
a reciprocal underwriter and a mutual insurance company, stating
that the two differ in that the business of the reciprocal is conducted
by two entities instead of one. The report points out that "regular"
mutual insurance companies receive all of the premium income from
insurance and, not only pay losses, but conduct directly the operation
and management of the insurance activities, whereas the exchange
portion of the reciprocal pays the insurance losses but the attorney-
in-fact portion performs all or most of the insurance functions for a
portion of the premium income of the exchange, such as writing prem.
iums, selling premiums, and so forth.

The report. continues that if the. total income were earned by a
mutual insurance company, which performs these operations itself,
it would constitute underwriting income and would not be taxed under
existing law.

The bill recognizes the reciprocals' tintkque form of operation and
incorporates a. provision permitting the reciprocal to combine the
underwriting income of the attorney in fact with the exchange's
underwriting income for offsetting underwriting losses in the ex-
change against the income of the attorney in fact to arrive at the total
taxable income.

However, although recognizing this principle, H.R. 10650 does
not permit the combining of the exchange's income and the attorney
in fact income for the purpose of determining deferments into the
protection-against-loss account or in computing the amount remain-
ing in that account after the lapse of a 5-year period.

In this regard, only the exchange's income is allowed to be a basis
for computation. The bill ignores the fact that although the same
amount of premium may go into a mutual as goes into a reciprocal,
the mutual may retain a greater portion of that premium than a
reciprocal with a corporative attorney in fact. In other words a
mutual can avail itself of tax benefits due to deferral of a portion
of its entire underwriting gain. This is a significant advantage from
a competitive standpoint. In no event will the granting of the
privilege of combining the exchange's income with the corporate at-
torney in fact income to determine the deferral portion of the under-
writing gain result in such a reciprocal paying a lesser tax than a
mutual. In fact, it will make the taxes on each'type of insurer exactly
the same.

The only way to have tax equality under H.R. 10650 is to amend
it to treat the total income of the reciprocal, including its two parts,
in the same mariber as the total income of a nilitual insurance carrier.

I think that can conclude my statement.
I will be glad to answer any questions. There are some prts I

did not inclUde.
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(The complete prepared statement of Larry J. Desmond is as
follows:)
STATEMENT OF L. J. DESMOND, LOS ANGELES, CALF., REPRESENTING THE RFIPROoAL

INTFR-INsumes FE"WL TAx COMfliTm

My name is L. J. Desmond. I am director of administitive services of the
Inter-Insurance Exchange of the Automobile Club of Southern California.

I appear here as the representative of the Reciprocal Inter-Insurers Federal
Tax Committee, and association of reciprocal exchanges. A list of the member-
ship appears in appendix I.

NATURE OF RECIPROCAL INSURANCE

Time does not permit an exhaustive explanation of the nature of reciprocal
insurance. Basically, however, it consists of two separate but interrelated ele-
nients. One is the group of individual subscribers insuring one another. This
aggregation of subscribers is called the exchange. Reciprocal exchanges are
not incorporated, having no capital stock or reserves standing in a corporate
name. At the present time exchanges are subject to Federal income taxes on
investment income.

The other element is the attorney in fact. Each subscriber executes an agree-
ment, identical with that executed by every other subscriber, empowering the
attorney in fact to assume on his behalf an underwriting liability on policies
issued by the exchange covering the risks of the other subscribers. This power
will generally include the administration of the affairs of the exchange. At-
torneys in fact pay Federal income taxes on the same basis as any other taxpayer.
The majority of attorneys in fact are incorporated and pay tax at the regular
corporate rates.
H.R. 10650

H.R. 10650 would change the present method of taxation of mutual and recipro-
cal fire and casualty insurance companies and tax such companies on an entirely
different basis. The sponsors claim these bills are needed because:

1. Mutuals and reciprocals are escaping tax now;
2. Taxes should be equalized between type of companies;
3. Under the present tax system, mutuals and reciprocals have an un-

warranted competitive advantage.
All of these claims are invalid as applied to reciprocals for the following

reasons:
1. ReciprocaM are not escaping tax.-During the 17-year period, 1943-49, the

reciprocals (the exchanges and their attorneys in fact) paid 2.1 percent of their
premiums in Federal corporate income taxes as compared to 1.9 percent paid by
stock compai ies. These figures are set forth in the chart on page 3 which you
may wish te refer to. Line 1 shows the net premiums written by type of com-
pany. Lin 6 shows the income before Federal income taxes and line 7 shows
the Federal Income taxes. You will note that reciprocal paid a total of $69
million or 26 percent of net income (line 8) and 2.1 percent of net premiums
(line 9) as compared with 29 percent of net income and 1.8 percent of net
premiums for stock companies.
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Comparative Federal Income tae8, 8tock, niuthal and reciprocal; 1 43 through
1959

tok tReciprocal 2

. Exchanges Attorneys Total
in fact

1. Net premiums written ....... $97, 829,000,000 $30,246,000,000 $3,241,000,000 ............ $3,241,000,000

2. Underwriting Income ........ 992,000,000 3,427. 000, 000 303,000,000 .... ..............
3. Investment income and capi.

tal gains ................... ,574,000,000 1,0o,000 75,000,000 ..........................

4. Income before policy- .
holder dividends....- 6, W6, 000, 000 4,527,000,000 378,000, 000 . ........................

5. Policyholder dividends ...... 557,000,000 3,210,000,000 237,000,000 .........................

0. Income before Federal
income taxes ......... 6,009,000,000 1,317, 000,000 141, 000,000 $12, 000, 000 263,000,000

7. Federal income taxes ........ 1,785,000.000 328,000.000 00 00000 63. 000, 000 69,000,000
8. Percentage, taxes to income.. 29.7 24.9 26.2
9. Percentage, taxes to pre-

miums ..................... 1.8 1.1 .......................... z

Effect of H.R, 10,50 (app. II)

10. *M Inimum tax .................. ............... $36,000,000 $63, 000,000 $99,000,000
11. Percentage to income ................................................................. 37.6
12, Percentage to premiums----. ...... ------------------------------------- 3.1
13. Maximum tax-------------... ...-..... - .... 40,000,000 63,000,000 $103,000 000
14. Percentage to Income ........-------------------------------------------- -i 2
15. Percentage to premiums ..... --------------------------------------- 3.2

B Dest's aggregates and averages, 1943-59.
s Private survey representing about 82 percent of the reciprocal premium volume.

2. Under H.R. 10650 the reciprocals would hare a considerably heavier tax,
bltrden than. stoik cornpanle*.- -Agaln, please refer to the chart on page 3. If
the proposed Revenue Act had been in effect during the past 17-year period,
recilprocals' would have paid $99 million to $103 million in taxes, depending on
the extent to which the loss protective fund would be absorbed by underwriting
losses.

Reciprocals, then, would have paid in excess of 3 percent of premiums (lines
13 and 15)'as compared to 19 percent for stock companies. And reciprocals
would have paid 37 to 89 percent (lines 11 and 14) of their'net Income 's con-
pared to 29 percent for stock companies.

3. Reeiprocals have not enjoyed a competitive advantage.-As far as recip-
rocals are concerned, the present tax law has not operated to create a cow-
petitive imbalance. -In 1942, when the present law was enacted, there *wdre
approximately 70,reciprocttl exchanges. There are appx'oximately the same num-
ber todhy.

At that time reciprocals were writing 3 percent of the total premlumV'tolulue
of fire and casualty insurance. Today they still write only percent of the total
volume.

4. Reciprocals have not aecutonlated an exces8lve amount of sttrplus.-Reclp-
roeals as a group have not unreasonably accunittlated surplus, as may be evi-
denced by comparing the reciprocal record with accumulated surplus of stock
companies.

Premiums Policyholders' Percent
surplus

Stock companies:
1943 ...................................... ------------ $2,090,000,000 $2,494,000,000 119.3
1960 ................................................... 0,528,000,000 9,495. 000. 000 90.2

Reciprocals:
1943 ................................................... 66,000,000 49,000,000 73.9
1960 ................................................... 523, 000, 000 263, 000,000 50. 2

a,.. .. 11 va, .. ^,..tA /' .. lt , A n A..... . lit
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In 1060 stock, companies had a, surplts ratio of, 90 percent of premiums,%writ
tell, and in the same year the reciprocals had a policyholders' surplus ratio of
50 percent of premiums written, which was a reduction of approximately one-
tlilrd since 1948.

In comparing surplus positions it must be remembered that stock companies
htve access to the capital market if they need to add to their surplus. Recip-
rc ,als do not. Because of lack of access to the capital market, reciprocals
would be justified in accumulating a larger cushion for protection, purposes, but
they have not done so.

5. *Reciprocals do not operate like stock compattles.-A reciprocal exchange, as
an insurance operation, does not operate like a stock company. The history
of the reciprocal industry demonstrates that it has remained true to Its original
purpose.

Those contending that reciprocal exchanges operate In the same manner as
stock companies overlook the complete difference, in nature revealed by the
figures:

Stock ahd reciprocal fire and casualty insurance returns to Policyholders,-
17 years, 1948-50

Stock 'Reciprocal

Underwriting Income .................................. - $992, 000, 000 $396,000,000
Investment Income and capital gains .................... .......... 5,574,000,000 91,000,000

Total .................................................... ! ........ . 66, 000f 000 487,000.000
Returns to policyholders ........................................... 567,00,00 O335, 000
Percent returned ................................................. 68. 8

Source: Best's Fire and Casualty Aggregates and Averages, 1960.

During the period 1943-59 reciprocal exchanges returned as savings to sub-
scribers 68.8 percent their so-called ttiderwrlting and Investment Income. Dur-
ing the same period stock companies returned only 8.8 percent of their income
to policyholders. That is, the, percentage return to subscribers of reciprocals
are 800 percent greater than the returns to polleyholdets by stock companies.
This, then, Is the essential difference in the operatidtl of a reciprocal exchange
as compared to a stock company.

The stock company, after providing the contracted service, has no further
obligation to the policyholder. The profit that t made accrues to the benefit
of third-party stockholders or remains in the eorporatlbn. !'he reciprocal ex-
change has a continuihig obligation to the subkribers. That obligation' is to
return to subscribers the maximum amount of saVings commensurate with
the retention of the minimum amount of surplus consist wfth the security
of the subscribers.

The maintenance of a minimtlh surplus must be consider 4 as an essential
part of the insurance operation and the establiiteit of su1d a sitrplUs does
not in any way diminish the fact that reciprocal exchatg6s have been oper-
ated for the sole benefit of subscribers.

6". he additfotal tao imposed upon reciprocals by the Al.R. 10650 could only
be paid from savings while iwould otherwise be returned to 8ubtAorber.-The
effect of this bill would be to tax the savings of subscribers and to reduce the
amount available for return.

To demonstrate this point it is necessary to Warer back to the ratio of policy-
holders' surplus to premiums. At the end of 19*0'the p6Ucyhblders' surplus
of stock companies amounted to 90 percent of lOrehiltins written, while in the
case of reciprocal exchanges policyholders' surplus amounted to only 50 per-
cent of premiums.

There is a point below which the surplus of exchanges cannot be reduced
without endiitgering the financial security ok th6 subscribers contracts of
Insurance. CoMparing the surltis of exchanges with stock companies, it
should be apparent that exchanges, having no access to the capital market,
have what would appear to be a minimum amount in surplus.

If exchanges have accumulated no more than a mihififtihi surplus ard if they
had been taxed at a 50-percent rate over the past' t7 years, then 'It ' allows
that the same surplus could have, been iaccunfllaited, only by redUCinfg the
savings returned to subscribers.
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Cornparleon of present tao law and a 50-percent tax on underwriting gain on
reciprocal exohangee, 17 years, 1943-59

50 percent Increase or
Present law tax on under- (decrease)

writing gain

Underwriting income ......................................... $3M, 000 $396,000,000
Returned to substzlbers ...................................... 335,000,000 274,000,000 ($0,00,00)

Underwriting gain----------------------------61,000,000 122,000,000..........
Federal income tax ........................................... 0 61,000,000 61,000,000

Addition to surplus ..................................... 61,000,000 61,000,000 0

The consequence would have been a direct tax upon the savings returned to
subscribers. If returns to subscribers were not reduced and the entire tax were
paid out of underwriting gain, then the surplus of exchanges would be reduced
to only 38.5 percent of premiums whereas the stock companies have a 90-percent
ratio of surplus to premiums. Even the latter situation results in a direct tax
upon savings since It reduces the amount which in future years could be returned
to subscribers.

INEQUITIES IN APPLICATION OF II.R. 10050 TO RECIPROCALS

H.R. 10650 gives only partial recognition to the needs of reciprocals by provid-
ing that a deduction for premium savings credited to subscribers account. We
support this provision.

In other respects H.R. 10060 is grossly unfair and increases the existing tax
burden on reciprocals over that of stock companies.

We urge modification in the following areas. Points 1, 2, and 3, following,
apply equally to reciprocals and mutuals. Point 4 applies solely to reciprocals.

1. Elimination of time and amount limitations on PAL account.-The bill
presently establishes a temporary deduction of 25 percent Income plus an amount
equal to 1 percent of incurred losses as a loss protective fund. Charged against
this fund will be underwriting losses. At the end of 5 years, the major portion
of the loss protection fund becomes taxable. The Intent of the House of Rep-
resentatives was to provide a safeguard against excess losses In recognition of
the reciprocals' lack of access to the capital market.

The protection intended by the authors of the bill falls because the loss pro-
tective fund is limited by time and amount. The maximum benefit which can
be realized by a reciprocal from PAL is one-eighth of the underwriting Income,
provided no losses have intervened to reduce the fund, plus the interest on the
remainder of the account for a 5-year period.

This Is grossly inadequate to provide the protection necessary for catastrophic
years or to compensate for the stock companies' ability to obtain necessary
financing through additional capitalization. We urge the committee to eliminate
the time and amount limitations now Imposed by Hi.R. 10050.

2. Deletion of discrimination between dividend and nondtvidend paying recipro-
cals.-H.R. 10650 provides that so-called policyholder dividends which create an
underwriting loss shall be first charged against the PAL account to the extent
that they create such loss before being used to offset investment Income. There
Is really no difference between a reciprocal establishing a lesser premium in the
first Instance and a reciprocal which, through custom or for other reasons,
matches that premium through the use of retbtrn of excess premium to policy-
holders (customarily called didends).

The net cost of the policyholder may be the same as will the overall financial
result to the reciprocal, yet this bill will produce totally different tax conse-
quences. It follows, therefore, that the deviating reciprocals (those with an
initial lower base rate) and a dividend-paying-type reciprocal each realize the
same underwriting loss in bad years. In each case, the insurer should be per-
mitted to offset the loss against current investment income before resorting to
the P.A.L. account.

8. Eaoteneion of small company relief.-H.fl. 10050 provides an exemption for
mutual and reciprocal companies with gross rreceipts of less than $75,000; it
provides an election to pay on investment income only where the gross re-
tselpts are between $75,000 and $300,000 and a diminishing deduction starting at
$O,O00 for those companies having gross receipts of between $600,000 and $900,000.
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The proposed bill does not fully take into accopt the increases in property

values and inflationary trends which have occur ed-since 1942, nor does it take
into proper account the unstable experience of small companies. A company
with less than $1 million in premium Income simply does not have the ability to
add to surplus through Investment income or underwriting gain to adequately
provide continuing protection to policyholders.

It Is our recommendation that the relief to small companies be expanded by
providing complete exemption to those companies with gross receipts up to
$800,000 and the option of being taxed on the basis of investment income only
for those companies with gross receipts of up to $1 million.

4. Application of H.R. 10650 to reoiprocals with corporate attorneys.i-fact.-
H.R, 10650 recognizes the difference between a reciprocal underwriter and a
mutttl Insurance company, stating that the two differ In that the business of the
reciprocal is conducted by two entities instead of one. The report points out
that "regular" mutual Insurance companies receive all of the premium income
from Insurance and, not only pay losses, but conduct directly the operation
and management of the insurance activities, whereas the exchange portion of
the reciprocal pays the Insurance losses but the attorney-In-fact portion per-
forms all or most of the Insurance functions for a portion of the premium income
of the exchange.

The report continues that If the total income were earned by a mutual insur-
ance company, which performs these operations Itself, it would constitute un-
derwriting Income and would not be taxed under existing law. The bill recog-
nizes the reciprocals' unique form of operation and incorporates a provision
permitting the reciprocal to combine the underwriting Income of the attorney-
in-fact with the exchange's underwriting Income for offsetting underwriting
losses In the exchange against the income of the attorney-in-fact to arrive at the.
total taxable Income.

However, although recognizing this principal, H.R. 10650 does not permit
the combining of the exchange's income and the attorney-in-fact Income for the
purpose of determining deferments Into the protection-against-loss account or
in computing the amount remaining In that account after the lapse of a 5-year
period. In this regard, only the exchange's income is allowed to be a basis
for computation. The bill ignores the fact that although the same amount of
premium may go Into a mutual as goes Into a reciprocal, the mutual may retain
a greater portion of that premium than a reciprocal with a corporative attorney
in fact. In other words, a mutual can avail itself of tax benefits due to deferral
of a portion of its entire underwriting gain. This is a significant advantage from
a competitive standpoint. In no event will the granting of the privilege of
combining the exchange's Income with the corporate attorney-in-fact Income
to determine the deferral portion of the underwriting gain result in such a
reciprocal paying a lesser tax than a mutual. In fact, it will make the taxes
on each type of Insurer exactly the same.

The only way to have tax equality under H.R. 16050 is to amend it to treat
the total income of the reciprocal, including its two parts, in the same manner
as the total Income of a mutual insurance carrier.

APPENDIX I

RECIPROCAL INTER-INSURERS FEDERAL TAX COMMITTEE

Army Co-Operative Fire Association, Fort Leavenworth, Kans.
Automobile Clob Inter-Insurance Exchange St. Louis, St. Louis, Mo.
Belk Stores Insurance Reciprocal, Charlotte, N.C.
Berwind Exchange, Philadelphia, Pa.
California State Aito Association Inter-Insurance Bureau, San Francisco, Calif.
Consumers & Disrtibutors Insurance Exchange, San Francisco, Calif.
Detroit Automobile Inter-Insurance Exchange, Detroit, Mich.
Erie Insurance Exchange, Erie, Pa.
Farmers Automobile Insurance Association, Pekin, Ill.
Farmers Insurance Exchange, Los Angeles, Oa0if.
Fire Insurance Exchange, Los Angeles, Calif.
Inter-Inhsurance Exchange of the Auto Club of Southern Califorflia, Los Angeles,

Calif.
Inter-Insurance Exchange of the Chicago Motor Club, Chicago, Ill.
Lumbermen's Reciprocal Insurance Exchange, Little Rock, Ark.
Marylabd Indemnity & Fire InsUrance Exchange, Baltimore, Md.
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Midwest Lumbermen's Inter-Insurance Exchithge, LinColn, Nebr.
Motor Clflb Insurance Associton, Omaha, Nebr.
Naf[60 Insurane Underwriters, St. Louis, Mo.
01( Hlickory Insurance Exchange, Nashville, TPenn.
PrAirks State Farmers Insurance Assoclatlhm, Bloonifigt6n, i1.
Preferred Insurance Exchange, Seattle, Wash.
State Automobile & Casualty Underwriters, Des Moines, Iowa
State Automobile Insurance Association,' Indidnapolls, Ind.
Temperance Insurance Exchange, Walla W61la, Wash.
Truck Insurance Exchange, Los Angeles, Callf.
Union Automobile Indemhity Association, Bloomington, Ill.
United Services Automobile Assoclation, San Antonio, Tex.

ExIniBIT ii

Effect of H.R. 10650-f7noputation of reciprocal exchanges taxes, 1943-59

M%1INIMUM TAX
Underwriting income ----------------------------------------- $303, 000,000
Less: Dividends to policyholders ------------------------- 237, 000, 000

Subtotal ----------------------------------------- 000,000

Less: 12% percent nontaxable ----------------------------- 8, 000,000

Net underwriting income ------------------------------------- 58,000,000

Income tax at 52 percent -------------------------------- 30,000,000
Tax on investment Income ------------------------------------ 0,000,000

Total ------------------------------------------ 3,000,000

MAXIMUM TAX
Underwriting income ---------------------------------- 303, 000, 000
Less: Dividends to policyholders ------------------------------ 237,000, 000

Subtotal ---------------------------------------- 66,000,000

Less: Nontaxable .................

Net underwriting Income -------------------------------- 6,000,000

Income tax at 52 percent -------------------------------- 84,000,000
Tax on investment income ----------------------------------- 6,00000

Total ------------------------------------------ 40, 000,000

Senator LoNG. As far as this Senator is concerned, it might be a
mistake to have you answer questions. This Senator is sold. Senator
Curtis may have some questions.

Senator CURTIS. I am sorry I did not get here at the beginning of
your paper, but you represent a grottpof reciprocals?

Mr. DEsmo.ND. Yes sir.
Senator CURTIS. What kind of insurance do they write?
Mr. DEsmomD. They will write fire and casualty insurance. Others

will write a good bit of automobile insuiratifce solely; others will write
automobile andflre; some will write flre'only. ,

Senator CURTIS. And they are the companies listed on-
Mr. DESHroD. On appendix 1.
Senator CuRTs. Appendix 1?
Mr. DESMOND. Yes.
Senator Cunis. That is all ?
Mr. DEsxom. That is the entire group of reciprocals I am repre-

senting. There is a total of 70 all together anjl we represent about 27
Senator Ctunrs. Did you hear Mr. Wicker's testimony?
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Mr. DESMOND. Yes, I did.
Senator CuRns. Are you opposed to any of his recommendations?
Mr. DESmomD. No sir; I am not.
Senator CurTis. ihat additional things are you advocating for

the consideration of the committee to meet what peculiar problems the
reciprocals have?

Mr. DESMOND. If H.R. 10650 is adopted as the proper basis for tax-
ing mutual and reciprocal insurance companies, we ask for the further
provision that the underwriting company and the attorney in fact be
allowed the 25-percent underwriting gain distribution under this pro-
tective loss account.

Senator CuRrs. Does that amount to taxing the two entities as one?
Mr. DESMOND. It has the effect of doing that, yes, sir.
Senator CURs. In other words, you feel that it should be regarded

as one entity, the attorney in fact and what is it you call'the other one,
the exchange?

Mr. DESmOND. Yes, that is right. We are asking for that effect, yes,
sir; that they be treated as a single entity, because the two entities
represent our operation.

Senator CuRTIs. And the reciprocal, instead of managing its own
business, contracts with-

Mr. DESMOND. The individuals; that is right.
Senator CuRTIs. As distinguished from mutuals?
Mr. DESMOND. Yes; that is right.
Senator CuRnTs. Sometimes they contract with an individual; some-

times with a corporation as an attorney in fact?
Mr. DESMOND. That is right.
Senator CURTS. But the attorney in fact has no other business that

would appear in its income tax return other than the business done
for a particular exchange with which it is associated; is that right?

Mr. DESMOND. Generally that is true. Now, you may have an oc-
casional attorney in fact who has additional income from another
source.

Senator Curs. If he is an individual?
Mr. DESMOND. Well, even a corporative attorney in fact may have

it. But it is an unusual situation. It is possible for him to have some
other income, say from renting or something of that sort. The bill
would be designed to exclude that portion of the income from the
combination.

Senator CURTIS. What you are saying in fact is that the attorney in
fact's income comes from a given exchange and the exchange income
should be treated as one entity

Mr. DESMOND. Yes; that is it exactly.
Senator CuRTs. That is all.
Senator Lrno. Thank you very much, sir.
You made a good case.
Mr. Charles-T. Houston, speaking for American Reciprocal Insur-

ance Association.

82190--2--;t. 4- 27
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STATEMENT OF CHARLES T. HOUSTON, REPfESENT. G AMERICAN
RECIPROCAL INSURANCE ASSOCIATION

Mr. HousTon. Mr. Chairman, Senator Curtis, I am Charles T.
Houston, manager of the American Reciprocal Insurance Association,
with offices at 910 Commerce Building, Kansas City.

I have prepared a long statement which I would like to enter into
the record f-I may, but-I have also prepared a condensed one, which
I think will fit within the time limitations.

Senator loxo. Do you have copies of your condensed statement?
Would you make those available to me and Senator Curtis?
Senator CURTIs. May I ask a question first, Mr. Chairman?
Senator Ioiro. Go right ahead.
Senator CuRTi. Is your association one insurance entity?
Mr. HousTox. it is composed of 15 exchanges. Now, that list is

not attached. If you would like a list, I will present it.
Senator Cun'rxs. Fifteen exchanges.
Mr. Housron. Yes, sir.
Senator CURTIS. How many attorneys in fact?,
Mr. Housron. There are about 12 attorneys in fact.
Senator CuRTis. So some attorneys in fact are acting for more

than one company?
Mr. HOUSTON. Yes, sir.
Senator CURTs. WoUld you submit that?
Mr. HotvsTox. Yes, sir. I will do that.
(The following was later received for the record:)

AMERICAN RECIPROCAL INSUTIRAx'. ASSOCIATION

MEMBERSHIP LIST

American Reciprocal Insurers, Reciprocal Managers, Inc., managers, 2 Park
Avenue, New York, N.Y.

California Casualty Indemnity Exchange, Index Underwriters, Inc., attorney
in fact, 550 Kearny Street, San Francisco, Calif.

Canadian Reciprocal Insurers, Reciprocal Managers, Ltd., managers, 183 Bay
Street, Toronto 1, Ontario.

Canners Exchange Subscribers at Warner Inter-Insurance Bureau, Lansing B.
Warner, Inc., attorney in fact, 4210 Peterson Avenue, Chicago, Ill.

Casualty Indemnity Exchange, Manlin Service Corp., attorney in fact, 122
North Seventh Street, St. Louis, Mo.

Casualty Reciprocal Exchange, Bruce Dodson & Co., attorney in fact, GPO
Box 559, Kansas City, Mo.

Consolidated Underwriters, T. II. Mastin & Co., attorney in fact, 1907 Grand
Avenue, Kansas City Mo

Druggists Indemnity exchange, Manlin Service Corp.. attrtwy in fact, 122
North Seventh Street, St. Louis, Mo.

Lumbermen's Underwriting Alliance, U.S. Epperson Underwriting Co, attorney
in fact, 5115 Oak, Kansas City, Mo.

Manufacturers & Wholesalers Indemnity Exchange, Hiram C. Gardner, Inc.,
attorney in fact, 2019 Stout Street, Denver, Colo.

National Insurance Underwriters National Associated Underwriting Co., at-
torney in fact, 8030 Forysth Bufilding, St. Louis, Mo.

Reciprocal Exchange, Bruce Dodson & Co., attorney in fact. GPO Box 559,
Kansas City, Mo.

Retail Lumbermen's Inter-Insurance Exchange, O.D. Hauschild, Inc., attorney
in fact, 05 France Avenue South, Minneapolis, Minn.

Universal Underwriters, Lynn Underwriting Co., attorney in fact, 5115 Oak,
Kansas City, Mo.

Warner Reciprocal Insurers, Lansing B. Warner, Ic., attorney in fact, 4210
Peterson Avenue, Chicago, Ill.
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Senator Lotwo. Would you proceed, sir?
Mr. Housrox. Yes, sir.
Reciprocal insurance exchanges are neither stock corporations nor

mutual insurance corporations. H.R. 10650 proposes to tax them as
if they were mutual corporations, but their different characteristics
have necessitated two substantial modifications in their treatment in
order to avoid extreme hardship and unfair tax consequences.

The premium deposits paid lr insurance at a reciprocal exchange
are committed to an attorney in fact, usually a corporate agent, for
disposition in accordance with specific directions. These funds do
not belong to the agent or the exchange, but remain the property of
subscribers who have paid them, for use only as directed. As we have
previously testified before the Ways and Means Committee, in the
House of Representatives we think these funds should not be treated
as income; the unabsorbed portion of the deposits at an exchange are
savings to the subscribers and not income to anyone.

The first modification recognizes this principle. Reciprocal ex-
changes are permitted to deduct from taxable income, as defined in
the bill, amounts credited to the accounts of subscribers but not paid
out, provided the subscribers are entitled to withdraw the funds in
their accounts on termination of their contracts.

This section rightfully recognizes that savings credited to the sub-
scribers of a reciprocal exchange are the property of the subscribers
and cannot be treated as belonging to any other person or entity for
tax purposes.

The second modification applicable to reciprocal exchanges also
arises from the difficulties created by attempting to tax an aggrega-
tion of individual taxpayers as though they were a single taxpayer.
!t permits the income of the attorey-in-fct-earned through serv-
ing the subscribers-to be combined with the excess of earned pre-
miums over losses and expenses in order to simulate the income or
loss picture of a corporate insurer. The combination of income proce-
dure permitted by this section is elective. We approve of this sec-
tion, but feel that it has a serious shortcoming, which I shall explain
later.

Section 10 of this bill has as its main objective the imposing of a
total income approach on mutual fire and casualty companies. Aside
from the two modifications I have mentioned, reciprocals are to be
taxed in all respects as mutuals. We have certain specific objections
to the procedures applied to the mutuals which we share with the
spokesman for the mutual industry.

Because of the particular problems of mutual insurance the bill
would permit the tax deferral of certain amounts for the creation
of a special account for protection against loss. This provision
springs from the' fact that nonstock insurers do not have access to
the capital market, and therefore cannot obtain tax-free surplus from
stockholders. To counterbalance this disadvantage they should have
access to other tax-free funds in amounts sufficient to provide protec-
tion against extraordinary losses.

The bill therefore aIlows, 25 percent of undemritibg gain and an
aqWou0t equal to 1 percent ot the losses for the tax year to be trans-
ferred by mutual to'akt account for protection a gaitist loss atd to be
exempt from,.taxation for 5,years. One-half of the 25 percent of
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underwriting gain may be permanently transferred to the account,
and be permanently exempt from tax subject to the limitations on use.
As to al1 other amounts in the account, at the end of the fifth year,
unused portions thereof must return to taxable income.

There is a major defect in this proposal as now drafted, however.
Where a reciprocal exchange returns its total underwriting gain to
its subscribers in cash or as credits to their accounts and the sub-
scribers are business firms or corporations obtaining insurance for
business purposes, there will never be any funds in the protection
against loss account.

No underwriting gain will be eligible for placing in the account,
and all the underwriting gain will be taxable to the subscribers to
whom it has been returned. Moreover, even if some underwriting gain
has been retained in past years, savings paid or credited to subscribers
in excess of current underwriting gains must be first charged to the
protection against loss account, thus assuring its depletion, and, in
effect, denying the deferral benefits to any underwriting plan de-
signed to provide insurance protection at actual cost by returning
savings to policyholders. In other words, the benefits afforded by
transfers to the account for protection against loss are substantially
denied to reciprocal exchanges at which unused premiums and earn-
ings on investments are customarily returned to policyholders as
savings.

We strongly urge that this unfair discrimination against fully
participating reciprocal insurance be removed. Such reciprocals
should be afforded the same protective funds as others which do not
return savings in any substantial amdutt. The subscribers at an ex-
change are equitably entitled to the same protective fund free of tax
as that provided for a nonparticipating insurer.

I have previously referred to the provision permitting a reciprocal
to combine the savings of subscribers and the income of the attorney
in fact in determining income tax. The bill would not permit the in-
come attributable to the attorney in fact to be used in computing
amounts to be deferred for the protection against loss account. We
believe this is an unfair denial since the purpose of that combinationof
income is to treat the subscribers at the exchange and their attorney
in fact as a tax unit.

Our statement deals more full with the serious faults we find in the
bill and we submit that all of them can be removed without harm to
the objective of equitably taxing all forms of fire and casualty
insurance.

(The complete prepared statement of Charles T. Houston is as
follows:)

STATEMENT BY CHARLES T. HOUSTON, GENERAL MANAGEn, AMERICAN REoIPROCAL
INSURANCE ASSOCIATION

My name is Charles T. Houston, and I am general manager of the American
Reciprocal Insurance Association, with offices at 910 Commerce Building,
Kansas City, Mo. This association consists Qf 15 reciprocal insurance ex-
changes located throughout the country, at which thousands of individuals, busi-
ness firms and corporations exchange contracts of indemnity to protect themselves
against property and casualty hazards. I submit this statement on behalf of
the members of the association regarding H.R. 1065, introduced by Chairman
Mills, of the Ways and Means Committee, and passed by the House of Repre-
sentatives.
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TOTAL INCOME APPROACH AND MODIFICATIONS

I.R. 10650, as reported by the Ways and Means Committee and passed by the
House of Representatives, proposes a tax formula for mutual fire and casualty
insurance companies, taxing such companies "on their underwriting profits, as
well as on their investment income, substantially in the same manner as stock
companies." (See Ways and Means Committee report.) The bill is described
as "a modified total income formula."

Reciprocal insurance underwriting would be taxed as though the persons In-
terchanging insurance contracts through an agency (attorney in fact) common
to all, were a mutual insurance company. For convenience, I will refer to the
participants in an Interchange of insurance contracts on the reciprocal plan as
"subscribers," the agency appointed by subscribers to exchange the contracts
and provide required service as "attorney In fact," and the place of such inter-
change as the "exchange."

The special circumstances taken into consideration by the Ways and Means
Committee of the House of Representatives Included "recognition to the mutuals'
lack of access to the capital market for funds with which to pay losses." The
modifications are provisions authorizing the deferral of certain amounts, other-
wise within "total income" and currently taxable, for limited periods, and the
transfer of such deferred amounts to a special account for protection against
losses.

An insurer would be authorized to transfer to a "protection against loss"
(PAL) account a sum equal to 1 percent of insurance losses Incurred during the
taxable year, plus an amount equal to 25 percent of the ordinary underwriting
gain. The amounts set aside within a given year may be used for paying losses
as specified in the bill, but at the end of the 5th year thereafter the amounts in
the PAL account, which have not been used for the payment of losses, must be
returned to taxable income for that year, with one exception. One-half of that
portion of the account attributable to the 25 percent of underwriting gain may
be retained beyond the fifth year "as a cushion against extraordinary losses."
There Is an overall limitation in the total amount which can be accumulated,
so that no Increase In the account can be made from any source when, at the
close of the tax year, the account Is greater than 10 percent of the earned pre-
iniums, less dividends to policyholders for that year. As a matter of language,
clarification of that provision in the bill may be needed, to assure that the limita-
tion is 10 percent of the earned premiums, computed after dividends have been
subtracted from the total earned premiums.

The bill provides for the order In which this special account is to be used4,
and under some circumstances a small portion of the account (one-half of the
25 percent annual deferral of underwriting gain) may be retained for an in-
definite period, so long as within maximum limits of the account. A fundamental
defect in this part of the proposal is the requirement that the additions to the
account and dividends, when there is no current underwriting gain, must first be
charged against the PAL accoutht, and, only after exhaustion of the account, are
these charges to investment income. This depletes the account in a participat-
Ing Insurer.

As an illustration, let us assume that in the first year after this bill becomes
law a reciprocal exchange has incurred losses of $5 million, underwriting gain
(premiithns in excess of losses and expenses) of $100,000 and taxable invest-
ment income of $100,000. It distributes savings of $100,000, and transfers to
the PAL account $50,000 (1 percent of losses for the year). There can be no
transfer of 25 percent of underwriting gain because "statutory underwriting
gain" is redleed by amounts distributed in savings and transferred to the PAL
account. Therefore, underwriting gain or loss is computed by deducting from
gains of $100,000 the sum of distributed savings ($100,000) and the transfer to
the PAL account ($50,000), leaving an underwriting loss of $50,000. This
must first be subtracted from the PAL account (to which $50,000 has been
transferred), thus "wiping out" the account. These transactions leave taxable
investment income of $100,000, which is fully taxed. This demonstrates that a
reciprocal exchange distributing all underwriting gain to subscribers-fully
participating--can never create a PAL account and all so-called income Is
fully taxed. Any amount transferred to the PAL account as 1 percent of losses
is immediately "wiped out" as we have shown.
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STATIIORY UNDERWRITINO INCOME MODTCATWON5o-RECIPROCA.L EXCHANGER

The proposed bill proceeds on the theory that mutual Insurance companies
and reciprocal insurance exchanges should be taxed alike-treating the
reciprocal exchange as though it were a corporate taxpayer. These
are procedures at war with each other; if reciprocal exchanges and
corporations are taxed alike, there must be an appropriate formula recognizing
the distinctive features of each. This recognition is extended. partially, through
a provision in the bill which permits deduction of savings credited to Individual
subscribers' accounts at a reciprocal exchange as though the credits were divl-
dends paid. This is some relief from the major dislocations that would arise
from taxation of the subscribers in the aggregate as a corporate taxpayer, with
subsequent taxation of those same subscribers individually. (This is discussed
more fully in a subsequent part of our statement, giving more treatment to the
nature of reciprocal exchanges.) If the exchange is to be taxed as though a
corporation, the provision for deduction of amounts credited to subscribers
accounts is a necessary recognition of the reciprocal method of underwriting.
Without this provision, the resulting double taxation of subscribers' funds would
be confiscatory in effect.

Another provision emphasizes the necessary adjustments If a reciprocal ex.
change e is to be taxed as though it were a corporate insurer. This latter provi.
sion would permit a combination of the so-called income of an exchange with
that of the corporate attorney in fact keeping records on the same basis as the
exchange, in order to produce a result which is offered as more nearly simulating
taxation of a mutual insurance company. This is done by permitting the recpro-
cal exchange to forgo deduction of business expenses arising from compensation
paid to the attorney in fact, to the extent of the profit to the attorney from
such compensation.

It is conditioned upon the ability to identify the income and expense items
as those attributable to the insurance transactions at the exchange (see Ways
and Means Committee report. p. 49). The privilege of combining income of the
corporate attorney in fact and that of the exchange for tax purposes is optional.
but an election to so combine is irrevocable except when permission is granted
by the Secretary of the Treasury or his delegate. The arrangement cannot
reduce taxes of the attorney in fact which must pay the same tax under any
circumstances. However, the combination may prove desirable where the ex-
change is experiencing underwriting losses enabling recovery by the exchange of
taxes paid by the attorney.

The permission to effect a combination of gains or savings at the exchange
(to be treated as income of the exchange) with income of the corporate attorney
in fact appears to be based on the fact that the reciprocal exchange is not an
Insurance company and Inequities are inevitable when there is an attempt to
apply a corporate tax formula to It. Therefore, this permissive arrangement is
designed to relieve some of the unfairness and produce a less discriminatory tax
result. We do not suggest that this is a satisfactory adjustment to compensate
for the unrealistic treatment of a reciprocal exchange as a corporation. but we
recommend that the privilege be retained In the bill so long as the reciproal
exchange is to be taxed as a corporate entity. We urge, however, that the
transfer of underwriting income to the account for protection against loss should
be from underwriting income of the combined "tax unit" and that denial of
the transfer of income of the attorney contradicts the very purpose of the combi-
nation. It defeats the objective of permitting the combination to treat the
exchange and attorney as a unit for income tax 1iurposes and to equate reciprocal
underwriting with mutual companies.

PROrECrixo. AGAMST LOSS ACCOMT NOT AVAILABLE TO MAY RECIPROCAL IYSVRERS

The limitations imposed on the PAL account prevent it from carrying out its
avowed purpose of giving the nonstock Insurers a means of compensating for
this inability to obtain tax-free surplus funds from the equity capital market.
A reasonable adjustment in the bill can, and should. cure this obviously unfair
discrimination. The PAL account accumulates most rapidly. and attains largest
size at an exchange having substantial and consistent underwriting gain. but
returning limited amounts to subscribers as savings. For example, the type of
exchange which would benefit most from this deferral of Income is that which
realizes large underwriting gains and pays or credits little or no dividends or
savings. However we urge adjustment to afford proportionate relief where
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there is no such consistent gain and to those exchanges which distribute their
gains to subscribers. This need for relief is most acute as it applies to smlftle
exchanges, where the Impact of a single large loss can be most serious and
against which adequate provision must be made.

It Is said that stock company insurers over the last several years have
derived about one-fourth of their surplus funds from the equity capital market,-
tax free. If the objective of the PAL account Is to give the reciprocal Insurer
a similar opportunity, the provisions of the bill certainly frustrate this objective.

The proposed PAL account is offered not only as a solution to the problem
arising from lack of access to the capital market but, also, to provide a "cushion
against extraordinary losses." Under the bill neither objective Is even ap-
proached because of the severe limitations Imposed and the rules under which
the account must be depleted. The depletion affects not only the portion of
the account which might be termed "capital funds," but It also destroys the
"cushion against extraordinary losses."

We recognize, of course, that largest deferrals must necessarily arise where
there is largest gain from which deferrals can be made. flowever, as we shall
see, this bill contains a built-in denial of the PAL lcmount for Insurers which
return all or most of their gains to policyholders in dividends or savings. This
result arises from requiring depletion of the PAL account for distribution of
dividends or savings In excess of ordinary underwriting gain, thus assuring that
an Insurer which distributes practically all gain or savings to its policyholders
will, never benefit from the modifications of the "total income appronch"-will
never have "protection against loss" in the manner provided. A fund for protec-
tion (cushion) against catastrophe cannot be created for such an underwritingg
operation. This is especially unfair and Inequitable to reciprocal underwriting
plans returning all savings to subscribers.

For an illustration, let us assume a requirement of State law that subscribers
at a reciprocal exchange must accumulate a contingent surplus for protection
of policyholders at the rate of 1 percent of net premium deposits (as New York
does). If the total income approach is adopted, as this bill is now written, a
reciprocal exchange would find it necessary to accumulate more than 2 percent
of net premium deposits because of the tax impact. The protective or guarantee
fund could not be established and maintained under the proposed PAL account.
New York law will not permit Impairment of the protective or guarantee fund
by payment of dividends, savings, or refunds; yet the proposed PAL account
in this bill is completely "wiped out" through normal distribution of savings
where all savings (or most) are returned to subscribers. Thus, the proposed
bill is completely out of harmony with regulation of reciprocal insurance in the
largest insurance State. In effect, It will Impose new and unanticipated burdens
on reciprocals solely because they have to comply with New York law.

Perhaps It will be said that reciprocals can adjust their operations to the
extent necessary to build the PAL account. This is best answered by a ques-
tion: Why should the tax laws discourage, handicap, or force change in an In-
surance plan designed to provide insurance protection at actual cost with return
of unused funds to subscribers? The purpose of the bill is to raise revenue and
not to reshape and change the structure of the Insurance industry. We submit
that such a result is not intended.

To deny the benefits of the PAL fund to those insurers which return all of
their underwriting gains and portions of their Investment Income to subscribers
would penalize the traditional practice of reciprocal insurance underwriting at
cost-making it necessary to retain substantial amounts of funds otherwise
returnable to policyholders in order to build the PAL fund. In this way, the
tax law would become a wrecking tool In destroying Insurance underwriting at
cost. We submit that this is contrary to the public interest, the national
economy, and the policy of the Congress over a period of many years.

MODMFCATIO.S NEEDED TO PREVENT T UNFAIR DISCRIMINATION

We believe it will be helpful to examine more closely the fundamentals of
reciprocal underwriting, to better appreciate our problem. Perhaps these are
best demonstrated by contrasting the reciprocal exchange with the corporation,
to which It is likened in the bill for purposes of taxation. The corporate Insurer
receives premiums which become the property of the corporation, and it realizes
gain or low from the insurance transaction arising out of the contracts in
which the premium Income is consideration for Indemnities provided.
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In the case of the reciprocal exchange, these transactions are fundamentally
different. The exchange is not an entity capable of receiving and owning pre-
mitlin deposits or any property. All funds are placed in the hands of the man-
aging agency, the attorney-in-fact, or as otherwise directed, under contractual
authority to exchange contracts of indemnity and to perform those contracts on
behalf of each subscriber. (Subscribers may be individuals, business firms,
or corporations.) Each of the subscribers usually makes a deposit, which is
intended to meet the obligations that subscriber has assumed, and the subscriber
may or may not make additional commitments to meet greater obligations should
the necessity arise. In any event, the deposited funds belong to the subscriber
and must be used In meeting the obligations in exact conformity with the agree-
ment appointing the attorney-in-fact. The contracts are always several, and
there is no joint undertaking on the part of subscribers at any exchange. Each
subscriber assumes and bears a proportion of the risks underwritten and, in
turn, enjoys the protection provided by the other subscribers with whom con-
tracts have been made. Under these circumstances, and in this plan of exchang-
ing insurance contracts, it is obvious that any so-called underwriting gain
is, in reality, nothing more than the saving realized by each individual sub-
scriber, which may be termed the unused or unabsorbed portion of the premium
deposit of that subscriber.

The interest of the insuring public requires regulation of transactions in
the nature of insurance underwriting, whether by corporations, or by the inter-
change of contracts on the reciprocal plan. Since most of the insurance business
is transacted by corporations, accounting procedures adaptable to those opera-
tions have been somewhat standardized, and the attorney-in-fact, representing
subscribers at a reciprocal exchange, is required to adapt the transactions of
the aggregation of subscribers to the accounting procedures of a corporate in-
surer. It is proper that such regulation exist, but it is unfortunate that the
result has been to present the aggregate results of underwriting by subscribers
at a reciprocal exchange as though the exchange were the insurer, and as
though the results represented gain or loss to it. The reported underwriting
gain for a reciprocal exchange is, in reality, a statement of how the subscribers
have fared in their insurance costs by interchanging insurance contracts. That
it represents income is completely fictional and, undoubtedly, accounts for the
fact that it has been the policy of the Congress over the years to realistically
recognize that the savings at a reciprocal exchange are the savings of sub-
scribers and do not represent income of the exchange. It should be noted that the
transactions of subscribers at a reciprocal exchange are reflected in the taxes
of those subscribers, to the extent that savings are realized and deductible
insurance expenses of the subscribers are correspondingly minimized.

The bill should permit transfers to the proposed PAL account without regard
to whether savings are held at the exchange or returned to subscribers. The
objective shoUld be protection against loss. Creation of the PAL account
should not depend on disposition of savings or retention of taxable funds at
the exchange. The exchange is only a place at which the transactions occur,
and the manner of holding surplus funds by an agency or the subscribers does
not alter the need for the protective funds. Fairness requires that the pro-
posed modification of the "total income" theory of income taxation shall not
discourage insurance which operates on the principle that service and protection
shall be provided at cost and unexpended deposits shall be returned to the
subscribers.

Perhaps illustration would help clarify the problem. The bill would discrini-
nate unfairly in the following way: Exchange A enjoys substantial underwriting
gain (premium deposits exceed losses and expenses) and makes small or no
distributions of savings. As a result, exchange A closes the tax year with
combined underwriting and investment gain of $i million, which it retains.
It may transfer to the PAL account 25 percent of underwriting-gains, plus
1 percent of losses incurred. Capital or surplus funds and a fund for protection
against extraordinary and long-range losses can be maintained to that extent
without tax consequences.

B is a reciprocal exchange and the subscribers there likewise enjoy substan-
tial underwriting gain (premium deposits exceed losses and expenses). This is
an exchange at which the subscribers are business enterprises seeking maximum
service at actual cost as a business economy. Therefore, unabsorbed deposits

%are returned to the subscribers, along with investment Income accruing on such
funds. The tax year closes with combined underwriting and investment gain
of $1 mlio6n, all of which is returned to the subscribers in cash, or credited to
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accounts which may be withdrawn on termination of their contracts. In either
case the funds are taxed as income of the subscribers. Exchange B can transfer
nothing to the PAL account and must deplete anything previously transferred
to such account before any investment income on funds of subscribers may be
returned to them. Why the difference? The gain is held by subscribers instead
of leaving it in a common fund at the exchange, held by their agent. The dif-
ference is in the plan of underwriting and should have no bearing on the tax
treatment. If the subscribers choose to receive their own funds and the $1
million is divided into 10 accounts of $100,000 each, it is, nonetheless, under-
writing and investment gain; yet a PAL account cannot be established by
insurer B. Neither capital funds for protection of normal operations nor a
"cushion against extraordinary losses" can be created; yet both are as essential,
as they are to exchange A, in the example.

TABLE

Exchange not Exchange
distributing distributIng

savings savings

Underwriting gain ....................................................... $1,000,000 $1,000,000

Savings paid or credited ................................................. 1,000,000

Underwriting gain ................................................. 1,000,000 0

Transfers to PAL:
25 percent underwriting gain ........................................ 250,000 0
1 percent losses ...................................................... 50,000 50,000

Total ................-..................... .................-..... 300,000 50,000

Taxable underwriting gain ........................................ 700000 (50, 000

Tax on savings to 10 subscribers ......................................... 0 465,000
Tax to exchange ................................................... , 0
Discrimination .................................................... 0 106,500

From these illustrations it is clear that both types of insurers should receive
like treatment since the total gain is subjected to tax in both situations; one is
permitted deferral of income while the other Is denied the privilege. The sub-
scribers at insurer B must pay the full tax on all funds, while insurer A enjoys
the right to accunilate its PAL account for needed protection against insurance
losses. It Is not that A receives anything more than just recognition of a need,
but we urge that B likewise receives such consideration. Nothing less Is fair
and equitable. There is no logical reason for the discrimination. If the pro-
posed fund for protection against losses is to be meafiingful and suitably related
to the insuring functions it in intended to serve, there must be material Alteration
in the proposed fornilla for creating and maintaining the fu nd, so that it will
not be destroyed by normal operations of the insurer and so that it can attain
adequate size to afford reasonable protection.

The foregoing examples demonstrate the illogical results from the efforts to
apply unif~lht treatment, for tax purposes, to corporate taxpayers operating for
profit and aggregations of subscribers Insuring each other with no element of
profit.

If it is intended to recognize the inaccessibility of the capital market to non-
stock insurers, there should be provision for the accumttlation of untaxed ftlds
In an amount approximhting tax-free funds from equity capital Available to the
stock companies. The severely limited PAL account falls far short of that,
and will not even approximate a reasonable need in the case of all reciprocnl
underwriters.

RECOMMENDATIONS

We urge the following H1odificatit6hs in section 10 of the bill to provide relief
front its unfair treatment of reciprocal insurance:

1. Provide that, for the purpose of making additions to the account for pro-
tection against loss at an exchange where substantially all underwriting gain is
distributed to the subscribers as savings, the underwriting gain shall be deemed
the amount by which the premium deposits for the taxable year exceed losses
and expenses, without regard to whether such savings are credited to accounts
of subscribers or distributed In cash.
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2. Provide that distribtftion of savings from investment gain shall not affect
the account for protection against loss.

3. Provide that the account for protection against loss Is not returned to tax-
able income at any time.

We also Join in the recommendations of the spokesman for the mutual con)-
panies pertaining to the treatment of the small- and medit-sized compiftles.

Senator Lox. I understand that the Treasury opposed at one time
the general theory under which, recipfocals operate and are taxed. Are
there not instances where a stock company will contract with an out-
side agency to do some or all of the things the attorney in fact does
for the reciprocal ?

Mr. HousTox. Well, sir, thfit is a little diffitlttt for me to compare.
I can understand that a 4ock company may contract with an agency.

Senator LoNG. Well, as I understand it, the Treasury's argument
was that the attorney in fact is merely getting a commission -for the
service he performs, just like any other employee or agent would get
a commission for the service he performs and would be taxed on that
basis.

Mr. HOUSTON. He is an agent to manage the reciprocal exchange
business.

Senator Loxo. The conipany could get a deduction for the fee they
paid him and that would be the beginning and the end of it.

Mr. HOUSTON. I believe you are getting to the point of combining
in order to compare with the mtlaa company. Is that what you
mean?

Senator LoNG. What I tm trying to get straight in my mind is, What
is the answer to that argument that the Treasury has made, along the
line that I have indicated? Why should you not be taxed on the basis
that the attorney in fact is merely getting a commission and that he
has patidhis commission and that you are entitled to a deduction for
what you have paid himas a commission andno more?

Mr. HoUsToN. I think our view wouid be that the attorney in fact
is the management of the exchange just as a mutual corporation might
have management, but of the same entity. In order to create a tax
pittlre which compares, it has been suggested, and this bill proceeds
along that line, that the two, the attorney in fact and the exchange,
be combined, that the exchange will not in effect take a deduction for
that portion of the compensation of the attorney which results in
profit, but will combine the two, in effect, so as to produce an income
picture thatis like a corporation.

Senator LooG. Well, as I understand it, the Treasury has more or
less receded from its position, perhaps reluctanitly, but have an'par-
entlv gone along with your argument that the attorney in fact should
not be taxed Just as any other employee or agent of a corporation would
be taxed. But I wanted to get for the record from you a statement of
the reasons why you do not think it should, be that way.

Mr. Housron. Well, this bill does treat it so, except that in'compnt-
ing the amdunts to be placed in the deferred fund, you cannot use the
income of the attorney in fact for that pirpose.

Senator LoNG. I understand the Treasury opposed that nart of it.
I wanted to get that straight, because I understand that is the issue.

Mr. Hos'row. Yes, sir.
,Senator Loxo. Senator Curtis.
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Senator Cnrs. Are your views in conflict with the previous wit-
ness?

Mr. HousToN. No, I don't think so. I think we are in agreement all
the way.

Senator Cumrs. Now, does the, exchange have underwriting gain
or profit?

Mr. HOUSTON. In our viem, Senatori the exchange has what we callsavings. It is the remainder and it is---
Senator CuRris. I understand thut; that.is more money taken from

your members than you need?
Mr. HoURsN. That is right, sir.
Senator CuRTIS. Do you have underwriting gain?
Mr. HousToN. It is termed underwriting gain; yes, sir.
Senator Cumrs. Does. the attorney in fact have underwriting gain?
Mr. HOUSTON. Only in the sense that if you combine the two, the

portion of the attorney in fact as compensation which is profit is un-
derwriti g gain in the same sense that it would be in a mutualcorpration.Senator C RS. Now, while there are some attorneys in fact who
act for more than one insurance company, more than one association,
historically these things came into being with the -intent of the mem-
bers to create an insurance company and-by contract, divided the func-
tions between the exchange and the attorney-in fact. Is that not right?

Mr. HousToN. May I explain, sir?
Senator CURTIS. Yes, sir.
Mr. HOUSToN. The origin of reciprocals, I think, was not to create

a company but to create an underwriting service whieh did not exist
then.

Senator Cuns. All right. But their objective was to create an
insurer; right?

Mr. HOUSToN. To insure among themselves; to exchange contracts;
yes sir.

Senator CURTS. And they intended to create one complete unit to
do that and it was divided into two parts; is that right?

fr. HOUSTON. No sir. I do not believe that -is my understanding.
Senator CURTIS. Tell, now, I will put it this way. Did the attorney

in fact exist before the insurance company did, or did anybody or-
ganize an exchange without, at the same time, organizing or contract-
ing with the attorney in fact?

Mr. HousTON. That is quite conceivable. I do not know that one
ever existed without some agency serving it; no, sir. They began in
America in about 1881 and i-t started in a very small way, a group of
merchants I believe, and they agreed to exchange their contracts to
insure each other, to accept erxh other's liability, and the need of a
managing agent to handle the interdhhnge called for the employment
of the attorney in fact.

Now, just When that occurred, I cannot give that much of thehistory.
Senator CURTIs. I think the California Motor Club is a reciprocal,

and if I understand correctly at the very time they organized the ex-
change, they contracted with their attorney in fact.

Mr. HousToN. I am sure this is true basically; yes, sir.
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Senator -Curs. To complete the setup, to handle the complete
transaction of the membersI

Mr. HousTow. Yes, sir.
Senator Cuis. It is your position that for tax purposes, including

the building up of reserves, it should be regarded as one entity?
Mr. HousTon. If it is to be taxed as an entity. I think that is where

we need to remember that reciprocals, since-well, up to right now-
have been recognized as not profitmaking entities so far as the ex-
change is concerned, that is an aggregation of individuals interchang-
ing contracts not for profit at af1, but the attorney in fact, of course,
has been called an administrative agency and has paid taxes on income.

Now, the proposal would tax the exchange itself as a profltmaking
agency. Well, our proposition here is that m order to make them like
mutuals, we need this combining of the two. Because we have the
management in one place and the insuring operation in another, if
that is to be done.

Senator CuRTis. Then the answer to my question is that that is
what you are proposing, treating the two as one entity for the purpose
of applying this tax.

Mr. HousTON. Of applying this bill; yes, sir.
Senator CuRrs. All right. That is all.
Senator DouGLAs (presiding). Thank you very much, Mr. Houston.
Mr. HoUstN. Thank you.
Mr. Henry J. Clay, Committee on Fair Federal Tax Incentives.
I am mighty glad to-have you here, Mr. Clay. You bear a famous

name. We had a James K. Polk here last week and now we have a
Henry Clay.

Are you a descendant?

STATEMENT OF HENRY 3. CLAY, ON BEHALF OF THE COMMITTEE
ON FAIR FEDERAL TAX INCENTIVES

Mr. CLAY. I am, sir. But like the story of the old potato plant,
the good part is under ground.

Air. Chairman, I have prepared a statement for the committee but
I would prefer, alth6ttgh I recognize the long patience of the commit-
tee today, just to summarize the highlights of the statement orally.

The point that oUr committee is interested in is in section 14 of
H.R. 10650.

Senator Cuirrs. May I inquire for what committee you are testi-fying?
Mr. CLAY. Yes, sir. The committee is the Committee on Fair

Federal Tax Incentives.
Senator DouoLAs. Does that committee consist of representatives of

the building industry?
Mr. CLAY. Yes, sir.
Senator DotGLAS. Do you have a list of representatives?
Mr. CLAY. I have a list here.
Senator DouoaLs. It will be made apart of the record.
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(The d6ument referred to is as follows:)

MEMBERSHIP OF COMMITTEE ON FAIR FEDERAL TAX INoEN=T S

Aveamerica Realty Corp., 475 Fifth Avenue, New York, N.Y.
Buena Park Co., care of William 0. Brown, Jr., Post Office Box 308, 8031 Staiton

Avenue, Buena Park, Calif.
Tishman Realty & Construction Co., Inc., 660 Fifth Avenue, New York, .Y.
Wolfson Management Corp., 529 ]fifth Avenue, New York, N.Y.
Oestretcher Realty, 6 East 53d Street, New York, N.Y.
The Kratter Corp., 521 Fifth Avenue, New York, N.Y.
Uris Buildings Corp., 850 Third Avenue, New York, N.Y.
Lazard Freres & Co., 44 Wall Street, New York, N.Y.
Pearce, Mayer & Greer, 41 East 42d Street, New York, N.Y.
Joseph Durst 41 East 42d Street, New York, N.Y.
Benjamin Duhl, 20 East 46th Street, New York, N.Y.
William Zeckendorf, 383 Madison Avenue, New York, N.Y.
Eastman Dillon, Union Securities & Co., 15 Broad Street, New York, M.Y.
Association of Real Estate Syndicators, 48 West 48th Street, New York, N.Y.
Rose Associates, 529 Fifth Avenue, New York, N.Y.
Wein, Lane & Klein, 60 East 42d Street, New York, N.Y.
Helmsley-Spear, Inc., 60 East 42d Street, New York, N.Y.
The Futterman Corp., 580 Fifth Avenue, New York, N.Y.
United Improvement Investing Corp., 25 West 43d Street, New York, N.Y.
Wertheim & Co., 120 Broadway, New York, N.Y.
Weiler & Swig, 711 Third Avenue, New York 17, N.Y.
Realty Equities Corp. of New York, 666 Fifth Avenue, New York, N.Y.

Mr. CLAY. Section 14 of the House bill seeks to amend the present
section 1231 by introduction of a new section into the code, section
1245, which seeks to tax all in 1 year at ordinary income rates the
difference between the sale price of depreciable personal property atid
its deprediated tax basis or the adjusted basis.

Under the present law, section 1231, gains on the sale of capital
assets and property used in trade or business are treated as capital l
gains. This favorable tax treatment was put into the present tax
law for the very same reason that the President now urges your support
for his investment credit; namely, as an incentive to business to invest
in new equipment and replace obsolete equipment.

The President has stated that he thinks that the economy needs in-
centives and we certainly agree with him. We agree that there should
be certain incentives or encouragements to industry to attract new
investments in the modernization of plant facilities.

Incentive measures have always been a part of our tax structure and
tax pattern and played a prominent part in our effort during the past
three wars, and certainly, they are no less important today in the
present cold-war crisis.

The Secretary of the Treasury has indicated that the present law
was undertaken as an emergency measure and now he would like to
retreat to the peacetime economy.

Well, one good fact is worth u shipload of argnment, and I think
that the national budget and the cost of maititaining the Milittry
Establishment and the problems in this world of ours indicate that we
are not in the peaceful economy that he would suggest. And the
Government has consistently urged American industry to keep itself
abreast of world affairs and to keep its tooling modern, due to the
present world tension.
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The proof of this is the very existence of the Business and Defense
Services Administration. So therefore we say that the present law,
whibhldoes have incentive feattrs to encourage management to keep
abreast of technological improvements is good, sound business.

We all agre that American industry must be kept up to date and
abreast of all the improvements in production.

Senator CtRTs. Mr. Chairman, could I osk a question at that point?
Senator DouGLAS. Yes, indeed.
Senator Ctvins. I want to make sure I understand what you are

talking about.
Under the present law, if someone purchased a tool or a machine

for a thousand dollars, since the 1954 act, it had a useful life of 10
years, so they started out under the declining balance to throw off
20 percent the first year, then 20 percent of $800 the second year; and
so on.

After they had written it all off they sell that tool or machine for
$300. Tinder present law, that is $300 capital gain?

Mr. CLAY. That is correct; yes, sir, Senator.
Senator CuRTIs. And the Treasury proposed to make it ordinary

revenue?
Mr. CLAY. That is correct.
Senator CURTtS. How much revnue are they going to bring in?
Mr. CLAY. They have indicated revenue in the approximate area

of $200 million, I believe. I think Mr. Stain would probably be
better able to give you the proper figures, but our position is, whatever
the increase to the Tremury is, it will be offset by that figure which
will deprive American industry to retool: This would discourage the
re lacement of eqti mont.

Senator CuRTsI. I am informed by Mr. Stain that the estimate they
now have is $160-million.

.ell, now, what will happen in this transaction ,in your opinion-
will 'it slow up both the sale of property that has been fully depreci-
ated-just slow up the sale of that, or will it slow up the purchase
of new e quOent?

Mr. CLAY. It will do both, Senator. The prudent businessman who
might normally sell his equipment to meet the competition from West
Germany or from the Common Market, he might very well dispose of
his property at a profit above the adjtisted basis, and that profit would
be used to purchase new and more improved equipment in order to
meet the competition from-the Common Market. But if he had to
pay ordinary income rates on the profit, that would necessarily deter
him, i his good business judgment, because, not only would he pay
the additional amotmt of money in income tax, and the new equip-
ment that he replaces in most instances is more expensive than the
equipment that he is now using. .I

Senator CunTis. Using'the illustration that I cited, and disregard-
ing increased cost because of inflation for a moment, his decision to
buy a new tool orma?hine for $1;00 might be dependent upon what he
could sell the old one for any whathe would have left after taxes after
selling the old one?

Mr. CLAY. Well, Senator, that is only part of the answer. Ordi-
narly what happens, is that that profit is usually the downpayment or
partof the downpayment that he is goihg tohse tobtty new equipment.

i610
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Senator CURTis. That is what I say; it would enter into his decision
whether or not to get it?

Mr. CLAY. Undoubtedly it would Senator,
Senator CURTrs. To that extent does it run contrary to another pro-

posal of the Treasury for the incentive tax-to the objectives that is?
They are quite different.

Mr. C~AY. They are two different propositions. In a sense what
happens is that the investment credit of 8 percent is giving you a
windfall on one hand or an incentive, and, under the recapture pro-
vision it is taking it out of the other one. They are contrary to one
another, juxtaposed, in our opinion.

If I may proceed, Mr. Chairman?
Senator DouoLAs. Yes.
Mr. CLAY. Under our system when business initiative is frustrated,

our national economic life is boundto suffer. Our tax laws do a great
deal more than raise revenue. They may encourage industries, they
may destroy industries. We aren't urging here a windfall or a loop-
hole as characterized by Mr. Dillon or a gimmick, but a realistic tax
incentive for our economy for bona fide industry and for bona fide
users.

We are not in favor of section 14. However recognizing the real-
istic facts of life, that, in the event that in the good judgment of
Congress this provision is introduced, this so-called loophole could be
elimfhated by providing that section 1231 be amended to increase the
6-month hol diig period to 5 years.

In this way thie machinery which will incur substantial wear and
tear and whioh is of a substantial nature and of a substantial cost,
would not be penalized in its replacement by this harsh tax treatment,
especially in the areas where technology is progressing, physically ade-
quate equipment may very well become outmoded by newer models.
Appropriate tax deductions from income to reflect these factors have
always been recognized and should be continued to be recognized.

Now as an illustration of this point, I take an item like a painting
press, which mitghthave a livelihood of 10 years. It costs $10;000. At
the end of 3 years-and it has a production of 1,000 impressions a
minute-at the end of 3 years, through technocracy, a new type of
press is introduedM. Let us call it a jet press. This press costs $2,000.
Itwill make 100,000 impressions a minute, and because of competi-
tion, the owner or the user of this press must acquire this to meet com-
petition. So he disposes of his original machine, which he bought
with the original expectancy of keeping it 10 years, let us say, A a
profit above its adjusted basis. The adjusted basis is, say, $6,000, and
he sells it for $8,000. But the cost of the new machine is $25,000.

What, happens under the present law is that the difference between
the $6,000 and the $8,000 is treated as a capital gain and he uses that
difference, usually in the practice of the business, as a downpayment
on the new, more expensive machine which he is having replaced.

Under section 14 of the House bill, as I have mentioned the $2,000'
of profit would be treated as ordinary income aid he would be taxed
at that rate.

Senator Dotor,s. Mr..Clay, I have to leave in a minute, but I wish
you would clear ltp a point of uncertainty in my mind thatt probably
splays my ignorance.
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You represent primarily the building construction industry and
realty industry, but you are talking about a section which as you
say, deals with depreciable personal property other than building and
structural components. Now I am a little puzzled as to what your
economic interest is in this matter.

Mr. CLAY. Yes, sir.
Senator DOUGLAS. What is the thing that you are complaining

about in the bill as it comes out; the machinery which is used in the
construction of buildings?

Mr. CLAY. That is correct; yes.
Senator DOUGLAS. Hoisting machinery
Mr. CLAY. Hoisting machinery, forklift machinery, any of the heavy

equipment that goes into the construction of a building.
Senator DOUGLAS. Elevators?
Mr. CLAY. That is correct, and air-conditioning units. But I might

say, parenthetically speaking, that this bill, section 14 as recom-
mended by the House, goes Ito the area of pipelines, it goes into the
area. of streetcars, tank cars, and in Washington, D.C., alone, in its
transit system practically overnight they eliminated streetcars. Those
streetcars obviously had an additional life of 10 or 15 years and they
had to be sold to South America or some other cottlntry that uses
streetcars.

If they made a gain on that unexpected liqttidation of that divi-
sion of their company, that gain presently, over the adjusted basis
would be taxed at capital gains. Under the proposed law it would
be at ordinary rates.

I might say again for emphasis, the reason I did not discuss real
estate, which does not and in the good jud m nt of the House com-
mittee, appear in the bill, is because we feel that the recaptured de-
preciatibn there would be a tremendous blow to the free exchange
of real estate and to the tremendous expansion that has taken place
in the real estate industry since World War II. On real estate we
agree with the House bill.

Senator GoRE. What abottt the fairness of taxation aside from what-
ever blow you think might occur? Taxation is a blow to all of us. It
seems to me that people ought to pay taxes on the profits they make.

Mr. CLAY. This is depreciable personal property, Senator. The as-
pect of real estate comes Under a completely different section.

Senator GonE. But you were speaking of real estate, though.
Mr. CLAY. I was just relatig it in connection with the question from

Mr. Douglas as to whom I represent.
Senator DOUGLAS. Well, suppose we were to pit in the act the same

provision as for depreciable personal property, but imposed your 5-
year tax which you suggest here: It would be capital gains if sold in
tess than 5 years.

In other words, suppose we adopt your standard about applying
that to buildings. Would you object to that? I thiik you may have
given us a very valuable suggestion here.',

Mr. CLAY. This recomlnendation was earlier made before the Ways
and Means Comhrittee in a little bit different recommendation, namely,
that there be a holding period of a minimum of 8 years up to 6 years.
We made this recommendation in connection with the real estate. Itliik in the good judgment of the Ways and Mceans Committee, they
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decided to put this over until there was a more full study of depre-
ciation in connection with-real estate.

Senator DoUGLAs. They went you oine better and completely ex-
empted it.

Now what I am raising is we should take your very valuable sug-
gestion of depreciable personal property and apply it to depreciable
real property, would you not have made a really valuable contribution
to the practice of taxation ?

Mr. CLAY. I would like to avoid the answer to that question.
Senator DouGLAs. I know you might like to avoid the answer, but I

hope you will not avoid it.
Mr. CLAY. In direct answer to your question, Senator, we did make

such a recommendation over on the House side, and it has been elim-
inated by the House, and I am satisfied with their view.

Senator DOUOLAS. I want to congratulate you.
Mr. CLAY. Thank you, sir.
Senator GonE. I take it you renew your suggestion here?
Mr. CLA Y. Inasmuch as this is not a part of the present bill, I do

not think It would be in good taste to recommend anything that is not
in the bill.

Senator GORE. Well, that is not a valid premise. The bill is before
the U.S. Senate. It can be amended in any way the Senate chooses.

Mr. CLAY. I recognize that, Senator, but it is not the bill before the
Senate committee at the moment. It has not been amended.

Senator DOUGLAS. Well, this possibility is in the mind of the Sena-
tor from Illinois and I think in the mind of the Sdnator from Ten-
nessee and you have strengthened the possibility very much by your
desire to impose a 5-year limit in the case of depreciable personalproperty

Mr. LAY. Well, as you know, Senator, there was and we certainly

do not accept this a recommendation by the Secretary of the Treastury
on a holding period for real estate. We say that this new concept
of a holding period is acceptable to us. The period is not. If noperiod is good enough for real estate in the House recommendation, it
certainly should be good enough for depreciable personal property
used in the business.

Senator DOUGLAS. If your recommendation is good for depreciable
personal property it is good for real estate.

Senator GOoR. ou have made a fine contribution.
Senator DOUGLAS. Yes. I think it is a fine contribution and I want

to congratulate you on your testimony.
Senator Gonu.. Unintended, perhaps.
Mr. LAY. There is one aspect ofthis section 14 1 would like to

address myself to and that is the effective date of the act.
Senator GoyE (p'esiding). You just used a term that I find some

of my colleagues using. You want to address yourself to it. I think
you want to address this committee to the subject.

Mr. CLAY. I bel your pardon, sir.
Senator GoR,. II dare not, being a former country school teacher,

correct any of my colleagues except by indirection.
Mr. CLAY. Yes, sir.
Senator, there is another aspect-
Senator Gorm. You address the committee now, or yourself?

82100-62--pt. 4---28
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Mr. CLAY. Senator, there is a second aspect of section 14 which I
would like to biting your attention to.

Senator GoRE:. Yes, sir. The committee will be pleased to hear you
address it.

Mr. CLAY. Thank you, sir.
That relates to the effective date of the act. Out of the 21 sections

of the proposed bill, we have calculated that 17 are prospective in the
effective date. You will find that the effective date usually is related
as to the period after December 31, 1962.

In this particular section, for reasons only known probably to the
House committee, it has placed an effective date of December 31, 1961.
1We say that as far as the integrity of the tax laws are concerned, and
a taxpayer depends upon those tax laws to guide his investment, that
lie is entitled, if by surprise or otherwise, there has been a decision to
change the law, that he should be given a reasonable time in which to
judge as to whether or not he desires to continue his investment in
that field or whether he would like to alter his investment without
punitive tax consequences.

So, therefore, we would recommend that the committee amend the
date in section 14 to those periods of time after December 31, 1962
and the language for that amendment I have included in the prepared
statement.

That, gentlemen, is my statement.
Senator CARLSON. Mr. Chairman, I just wish to state that I think

Mr. Clay has given the committee some information that is very help-
ful. I have one or two questions here.

If you sell a piece of depreciated property for more than its un-
depreciated cost, is not that gain likely to be because you deducted too
much depreciation?

Mr. CLAY. No, sir; not necessarily.
Senator CARLSON. Not necessarily?
Mr. CLAY. No, sir. If you are talking about long-life equipment,

the used-machine market, in light of the Increases in costs of new and
more efficient machinery, the practice in the industry is that because
of the period that is involved, depreciation does not take into con-
sideration inflation and each year the dollar becomes smaller and

smaller inits ability to purchasenew equipment.
And we say that it, is not because you have improperly depreciated

or you have chosen an acelerated depreciation, but that this properly
reflects the amount of inflation that has taken place between the
time you originally purchased this piece of equipment and the time
that you sold.

Senator CAILSON. Well, in case you did deduct too much deprecia-
tion in periodof ordinary income, should not this gain also be viewed
as ordinatty gain? In case you did?

Mr. CLAY. In our view, Senator, we feel that if there was a. gain
over the adjusted basis, fliat this is a proper incentive to business,
because where you are king about depreciable personal property
used in yotut bu iness or occupation, that obviously, if you are con-
tititting this business, that this money is tndoubtedly going to be
used to replace new equipment anid to expand your business.

Senator CAmrrsoN. Thank you very mubh.

4 v/
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(The complete prepared statement of Henry J. Clay is as followH:)

STATEMENT BY HENRY J. CLAY, COUNSEL TO THE COMMITTEE ON FAIR FEDERAL
TAX INCENTIVES, ON TAX TREATMENT OF GAIN ON SALE Or DEPREABILE
PERSONAL PROPERTY

Mr. Chairman, my name is Henry J. Clay. I am a member of the firm of
DeWitt, Lockman & DeWitt, of New York, N.Y., counsel to the Cothmittee on
Fair Federal Tax Incentives, which is composed of representatives Of the
building construction Industry, financial community and realty Interests, prin-
cipally located In the city of New York. Our committee Is most appreciative
for this opportunity to testify on the administration's tax proposals, now
embodied in H.R. 10650, presently before you, which amends the Internal
Revenue Code of 1954. Our specific Interest relates to section 14 of the bill.
This section provides that If depreciable property, other than buildings and
structural components, Is disposed of, there will be included in ordinary tax-
able Income, in the year of disposition, any gain on the disposition to the extent
that it represents depreciation taken after December 31, 1961.

SECRETARY DILLON'S RECOMMENDATIONS

In his statement before the Joint Committee on Internal Revenue Taxation,
on January 18, 1962, Treasury Secretary Dillon has emphasized that it Is the
administration's declared policy to place American production on an equal
footing with foreign competition. While there can be no disagreement with
this general objective, certain provisions tend to mitigate the full effective-
ness of such a program. One of these is the harsh tax consequences contained
in proposed section 14.

Mr. Dillion has stated that "flexibility. and simplification of the system of
depreciation will require one important safeguard." This safeguard, he ob-
serves, Is made available through the Treasury's proposal to tax, as ordinary
income, gains from the sale of depreciable assets to the extent of all prior
depreciation taken.

The proposal to change the capital gais ,treatment, In all instances, on the
sale of depreciable property, regardless of useful life, would have a result at
direct variance with the stated objective of encouraging Investment in new, as
well as used, machinery and equipment to stimulate American economic growth
and would deter continual modernization of machinery and equipment to keep
abreast of technological changes.

In view of the well-known disparity of production costs between the United
States and other industrialized nations, we believe that it is essential that appro-
priate encouragement should be given to the contitnudl growth of U.S. production
capacity for home and foreign markets. Certainly, a blanket denial of the exist-
ing favorable tax treatment of gains resulting from the sale of long-life
depreciable property would have an adverse effect on the efforts to make Ameri-
can production competitive.

SO-OALLED TAX LOOPHOLE INAPPLICABLE TO BONA FIDE USERS

Prior to the Korean war, personal property used In a business could be
depreciated by one of several methods and, If sold or exchanged, any profit
realized could be taxed on a capital-gains basis. In 1954, the rules for deprecia-
tion were changed, permitting "accelerated depreciation" but, In no event, below
the salvage value of the property.

Nevertheless, the Treasury Department has come to regard all gains realized
upon sales of such properties as resulting solely from excessive depreciation
and, consequently, when sold, the capital gains treatment accorded such gains
was called a loophole in the tax strutctire. The House bill purports to close this
alleged loophole and substitutes a tax credit as to investments made in the
future on certain new and old property. The bill eliminates capital gains treat-
ment on the sale or exchange of depreciable property to the extent of all past
depreciation and provides taxation on the basis of ordinary income. It Is this
provision of the bill to which we object.

Under the present law, a taxpayer Invests in new eqttipment, having in mind
the right 'to depreciation deduction against current income resultilig from the
use of the equipment. On the sale or exchange thereof, the resulting gain is
treated as capital gains If the equipment was acquired as an investment for
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use in the trade or business of the taxpayer and not, primarily, for sale. These
tax consequences had an Important bearing on making bona fide investment
decisions with respect to acquisitions of new and used equipment. We are ask-
Ing that the present law remain as it is.

NEoESSIY FOR INTEGRITY OF TAX LAWS

We also believe that the recapture provisions of proposed section 14 would
compromise the integrity of the Internal Revenue Code of 1954 which encour-
aged taxpayer Investment within the framework of long-term capital gains and
a more liberal depreciation policy. As a result of this liberal treatment, many
taxpayers have made substantial investments which would not otherwise have
been undertaken. These investments have resulted in a major contribution to
our Nation's economy since the enactment of that code.

TAX TREATMENT OF LONG-LIFE DEPRECIABLE PERSONAL PROPERTY

Our committee is specifically concerned with the depreciation treatment ac-
corded long-life eqlpment. It Is sympathetic to the plugging of tax loopholes
which have provided the short-term abuses complained of by the Treasury. If
abuses have crept into the picture, we feel that they consist, principally, of
treatment accorded short-life equipment. These abuses could be corrected if
the right to capital gains treatment were limited to property held for a period
of 5 years or more. However, Investments which involve bona fide ownership
and use of long-life equipment should not be affected by a proposed alteration
of the capital gains tax treatment on casual dispositions of such equipment.
The dispositions of such equipment play an important part in industry's ability
to grow. It is essential that holders of long-life equipment be able to dispose
of used machinery at prices reflecting the real purchasing power of the dollar
at the time of replacement. The majority of industrial investors purchase long-
life equipment not for tax benefits, but for legitimate business reasons. The
real Incentive to replace used equipment is based upon the desire of manage-
ment to increase its productivity and profits. Should capital gains treatment be
withdrawn, there will undoubtedly be a slowdown in replacement due to the
additional tax burden incurred upon sale or other disposition. Actually, the
loss of a more favorable caplil gains tax treatment could well mean the dif-
ference between buying and not buying new equipment.

We believe that the long-range character of an investment In long-life equip-
ment and the difference in the cost of financing such equipment, compared to
relatively short-life equipment, are Important considerations. Long-life equip-
ment entails large capital costs which cannot be recovered out of profits from
its use for a number of years. The user of such equipment normally has to
borrow in order to finance its purchase and the terms of such borrowings are
usually shorter than the expected useful life of such equipment. The income
derived from the use of long-life equipment is pledged for a number of years
to lenders but, nevertheless, is taxable currently to the owners who may not
receive their profit on their risk equity capital until many years later. The
risks of technical obsolescence in long-life equipment and inflationary cost of
replacement are greater than In short-life equipment because of the long period
of time it must produce profit, first to repay the debt incurred to finance It and,
then, return a profit, if any, to the users. Capital gains treatment of such bona
fide investors is not a loophole but, rnthpr, an incentive nccdcd to compensate
for increasing financing costs and encourage the periodic replacement of long-
life equipment.

DESIRABILITY OF RETENTION OF CAPITAL GAINS TREATMENT ON LONG-LIFE
EQUIPMENT

Tax Incentives, such as capital gains treatment on sale of property used In
a trade or business and not held primarily for sale have always been a part of
our tax policy and should not be removed Indiscriminately, for the following
reasons:

1. Tax incentives are necessary for the prudent financing of expensive
long-life equipment.

2. Industry should be encouraged to purchase new and more efficient
equipment without adverse tax consequences incurred In disposing of used
equipment.
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3. As a hedge against inflation, industry should use realistic factors in

planning programs and budgets for the future. Tax provisions which do
not recognize such economic facts of life, would necessarily increase such
projected costs.

4. In any case, since the basic concept of depreciation is that equipment
is used up in the production of income, any deductions taken, at least to
the extent of straightline depreciation, should not be "recaptured" and tared
at ordinary income rates, upon sale. Under any theory, these deductions
represent actual wear and tear of the property and are a current expense.

JUSTIFIOATION FOR 5-YEAR HOLDING PRIOD

We feel that a 5-year holding period, as a basis for capital gains treatment of
depreciable personal property, is reasonable and should be made part of the
Government's tax policy for the following reasons:

1. It Is almost impossible to calculate the effect or extent of inflation
beyond 5 years.

2. It protects against excessive price rises of replacement equipment.
3. Commercial banks ordinarily restrict loans to 5 years-in actual prac-

tice.
4. Capital budgets are usually estimated on a 5-year basis; estimates

beyond this period are purely speculative.
5. A 5-year holding period Is a reasonable period within which to cal-

culate wear and tear and obsolescence; calculations beyond this period are
speculative.

6. The holding period will encourage investments and eliminate the abuses
complained of by the Treasury Department.

FTECTIVE DATE--CHANGE TO DECEMBER 81t 1902

I now turn to another part of the bill. H.R. 10650 Is divided into 21 sections.
It should be noted that the various revenue provisions, almost without exception,
fix the effective date for taxable years beginning after December 31, 1962. One
of the notable exceptions is section 14 which provides that the recommended
change in the tax treatment of depreciable property should apply to dispositions
made after the date of the enactment of the Revenue Act of 1962 and should
relate to depreciation taken for taxable years beginning after December 31, 1961.

It is difficult to understand why the drafting staff has particularly segregated
this section and affixed an effective date prior to the pattern fixed in the large
majority of sections Included in the proposed bill.

Although it Is stated that the intent Is that this provision shall not have a
retroactive application, In reality, in does provide for recapture of depreciation
taken after January 1, 1962. It Is suggested that, to be consistent and equitable,
the language in section 14 should be changed in the following manner:

"1245(a) (2) RECOMPUTED BASIS. For purposes of this section, the term 'rec-
computed basis' means, with respect to aiy property, Its adjusted basis recom-
puted by adding thereto all adjustments, for taxable years beginning after De-
cember 31, 1962 * * *."

"1245(f) EFmrrvE DATE. The amendments made by this section shall apply
to taxable years beginning after December 31, 1962, and ending after the date
of the enactment of this act."

We are urging deferment of the pffpetlvp (inte of this Propnged provision of
law to permit the taxpayer to adjust his interest in the current year under the
present law.

CONCLUSION

In summing up our position in connection with this proposed legislation, we
urge that before any novel or drastic change in the tax treatment of dereclable
property is adopted, many factors and their consequences should be thoroughly
considered. It is Inescapable that one of the contributing factors to the recent
economle expansion of our NatiOn has been the favorable tax treatment of de-
preciable property used in a trade or business. The cold facts of the matter
are that depreciation allowances and capital gains treatment have contributed
to this country's post-World War II economic development. There continues a
great demand in our country for continued modernization and expansion of in-
dustry. Constructive tax reforms are sound, but a tax policy which restricts
growth or discourages Initiative is "penny wise and pound foolish." The with-
drawdl of capital gains treatment n disposition of depreciable personal prop-
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erty would, we respectfully submit, seriously hinder the President's program.
It would curb investment incentives, hamper our economic growth, and con-
tribute to further inflation. Capital gains treatment on the sale of long-life
depreciable personal property should be retained for property held more than
5 years and as a proper incentive to encourage continued investment in new
equipment for American industry.

Mr. CLAY. Senator, I would just like to note the presence of 31r.
Markham, James Markham, my Washington attorney: Mr. Joseph
Cass Woodle, our associate counsel, my New York attorney: and Mr.
Charles Chohen, our accountant.

Senator GORE. The committee is pleased to note their appearance.
The committee will stand in recess until Monday.
(By direction of the chairman, the following is made a part of the

record:)
VENTURA COUNTY MUTUAL FIRE INSURANCE CO.,

Ventura, Calif., March 28, 1962.
Hon. HARRY FLOOD BYRD,
U.S. Senate, Washington, D.C.

My DEAR SENATOR BYRD: We call your attention to tax bill. H.R. 106:0,
regarding taxation of mutual insurance companies. We are very much con-
cerned over this bill because in its present form it is extremely unjust to
mutual companies as a whole and to small companies specifically.

The Ventura County Mutual Fire Insurance Co. has been serving its policy-
holders since 189. Please understand that we do not oppose paying taxes and
have been paying what we feel to be a just income tax. This present legisla-
tion is being pushed principally by Allstate Insurance Co. and it may well
eliminate smaller companies such as ours if passed.

We feel that small businesses are what has made our country great and we
urgently request that you oppose this legislation in its present form.

Sincerely yours
RALPH H. BENNET, Secretary.Manager.

WmStanRG, W. VA.. March 27,1962.
Hon. HA Y FLOOD BYRD.
Sentate Office. Building. Wa*h inglon. D.C.:

If proposed tax bill. H.R. 1065Z0. becomes law. it will cripple and possibly
forte out of business many Farm Mutual Fire Insurance Companies in our
State. This bill contains many unjut and antimutual provisions which will
more than double our tax burden. stifle future growth. and force us to burden
the farmers in our State with an increase In the cost of insurance.

We respectfully urge elimination of the unjust antimutual prvi-ions In this
bill.

WEsr VwrvxrL Assocmtino. or MTtAL
F.utf Fur I.srxtvc Co P.t,.rm.

N. S. XRaucKm Prcpiident.
J. A. GIs'r..'rlar-Tre*.rrcr.

Wr B. -. W. V.t.. MIjr--A7. 1h#.
Hon. H "mR Ftoo Bnut.
Scfr Ople Buil4finp. Wo*A ington. D.C.:

Tax bill. H.R 10650. as now proosed very damaging to our manyan. Oar tax
burden would become so great that we would be fomed to rai-e ins ran-e rates
and financially penalize our policyholders, most of whom are farmmwners.

We re-petfully urge elimination of tbese harmful provisionr in thbt NIll.
Mrxtiz.CPAL MrtuAL FARuM) Faz Ixs-Li3Cz CO-.
MICH""~i DIrAsxo. EJrrfirq r-tse vest k
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MIwDYsT 1X0 Tt;A(o Co,

Louisville, Ky., February f1, 1962.
Hon. JoHiN SHERMAN CooPER,
Senate Ofjteo Building,
W1ashington, D.Q.

DEAR SF3NATOR CooPR: It has been made public knowledge that the blouse
Ways and Means Committee has placed tentative approval for Increased cor.
porate taxation of mutual savings banks and withholding (if tax on Interest and
dividend Incomes.

This letter Is being written to you as a means of protest against thin action,
and it would be greatly appreciated if my views would be presented to the
committee so that they might take into consideration these viewpoints In their
future study of this proposed taxation injustice,

As Indicated by the letterhead on which this message Is being written, I alt
engaged In mortgage banking activities. Such being the c'ase, we are aiutiost
wholly dependent upon receiving funds from mutual savings banks and similar
Institutions for the purchase of mortgages In our operating area. Our mort-
gage activities are connected solely with the making of permanent loans to In-
dividual purchasers of low- and medium-cost housing.

An imposition of this withholding tax program on the mutual savings banks
and similar Institutions would seriously and drastically curtail the amount of
funds that these organizations have heretofore channeled into the homebuilding
market, and further, those funds which would be left available would come to
us at such an extremely high cost that It would undoubtedly force the home-
builders to curtail and possibly eliminate their activities In this field. The
reason being, that the cost of construction would become so great that in the
final analysis the builder would be considered fortunate If he were able to op-
erate on a break-even basis.

Another result that can be foreseen by this additional taxation Is that there
would be a substantial shift of savings from savings institutions to savings
bonds, where the tax liability can be postponed for an Indefinite peTiod.

We need not look any further than our Canadian neighbors to se. that this
program was administratively Impractical. The Canadian G government aban-
doned the withholding of Income on investments after a short period of titne.

It can also be added here, that the Housing and Irome Finance Ageney, the
Veterans' Administration, and the Federal Home Ilank Board, are all In agree-
ment that the heavier taxation as profosd would lead to a reductOon In savings
inflow, which would in tarn, o.*ncivably result In a serious de('line In mortgage
lending and homebuilding.

The amount of funds savings banks would have In excs(s of the needs of their
own local communities would decrease and their out-of-State lending wouldl be
curtailed sharply. Mutual svings banks hold $6,3 billion oif mortgages on
properties In nonsavings bank States, mainly in rapidly growing areas where
the supply of savings from loc-al qoures lags behind mortgage demand. More-
over, if savings banks were permitted in effect a bad debt reserve allowance
only against conventional mortgages, as is proqoy*d by the Treasury stagg,
their ability and willIngness to acquire FHA and VA loans necessarily would
be adversely affected. In lending on properties located In States other than those
in which they are located, savings banks are limited largely to 'HA and VA
m rtgages

It is extremely urgent and important that yorz use every con(eivable power
and influence that you might have in opposing this impfractical and nrwieldy
taxation program.

Very truly Youf"., rL. i, flAwsI, VIe Presldcnit.

(t1I, o MrYflVAL 1.' u'gx ¢ ASOT, AUlt~o.,
Luejru , O0 do, Slarc& 26l,1962.

e~makor, ffeae O~ee BRtilg,

DzyL XL. Brw: I uzwera sd that the Senate fbianee Cimittez of which
you are ralrman, will soer have before It the new tax bill (IJ& I($,O'.
There is a prrovson In this bill that tfianges the forrama for the tax on mutual
are and eavlty Wn.uran * i'.0 nI**.
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I happen to be secretary-treasurer of a postloss mutual in Ohio, with more
than 55,000 members. Ours is a nonprofit organization, and any safety funds
that we are able to accuntlllate are held for the payment of future losses. If
for any reason our association would cease doing business, any surplus ftlid on
hand would be returned to the members.

I firmly believe that if we paid taxes on our taxable investment income, that
we would be paying our fair share. In the past, our association has always paid
more than that. We would figure our tax at the regular corporate rate on tax-
able investment income, and also at 1 percent of all of our assessment income and
pay according to whichever was greater. This was a tax on misfortune, in that
in the years when tornadoes caused heavy losses, our assessment would be
higher, and to the extent that it was higher to pay the catastrophe losses, our
Federal income tax was higher.

Inasmuch as the assessment mutuals do not have access to the capital
markets to raise funds on which to conduct business, we do feel that such as-
sociations as ours could be hit by a catastrophic tornado at anytime, anywhere,
should be able to create a tax-free fund in anticipation of such losses.

The proposed 1 percent of incurred losses and 25 percent of underwriting
gain is not sufficient and there should be no time limit on such special loss-
protection funds.

I think you will agree with me that too much of our legislation today is
either to gain an unfair advantage or to stifle competition. This seems to be that
type of legislation, and as it now stands, our assessment mutuals will be
put at a very unfair disadvantage.

I have always admired your stand on fiscal matters, and I hope that you will
do whatever you can to help us get this on a fair basis. We want to pay our
fair share of taxes, and we will back you in any way that we can to achieve a
balanced budget, and to ellilhate wasteful and unnecessary spending.

Very truly yours,
PAUL KRAUTER, Secretary-Treasurer.

KENTUCKY MUTUAL AND CO-OPERATIVE
FIRE INsANCE AsSOcIATION,

Lexington, Ky., March 14, 1962.
Senator HARY FLOOD BYnD.
U.S. Senate,
WashingtOn, D.C.

DEAR SENATOR BYRD: I am enclosing a copy of a resolution passed by the
Kentucky Mutual and Cooperative F)re Insurance Association on October 25,
1961.

I hope you will give careful consideration to the contents of same and aid us
in avoiding unreasonable conditions in the new revenue act, now before the
House of Representatives.

Yours very truly,
W. G. READING, Secretary-Treasurer.

Whereas for several years organizations opposed to mutual insurance have
expended hundreds of thousands of dollars in publicizing propaganda to the
effect that mutual Insurance eompines were unfairly favored under the present
Federal income tax laws; and

Whereas this effort on the part of commercial companies to use Federal taxes
as a means of impairing the growth and usefulness of mutual insurance has
had considerable effect upon the members of the Ways and Means Committee of
the House of Representatives; and

Whereas in recent hearings before that committee tentative tax proposals
have been suggested which in effect, would cause the Federal Government to
penalize mutual Insurance companies for natural growth and impair their ability
to maintain a standard of solvency required to retain the confidence of conserva-
tive insurers: Therefore be It

Resolved, by the Kentucky Mutual d Cooperative Pire Insurance Association
at its 55th annual meeting, held in Lexington, Ky., ,on October 25 and 26, 1961,

, That we protest the enactment of any revenue measure which treats additions
to loss reserves of mutual companies as taxable profits, and fails to recognize
the difference between underwriting profits which may be paid to stockholders I
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as dividends, from underwriting gains of mutual companies which must be placed
in a loss reserve and which cannot be withdrawn for the personal gain of any
individual; and

That we condemn tentative tax proposals before the Ways and Means Com-
mittee which obviously would penalize mutual companies because of growth or
which would under certain circumstances, impose Income tax upon such: com-
panies In years when the companies were operating with a deficit; and

That the proposal to permit a mutual company with a gross income of less
than $800,000 to retain allof its so-called underwriting profits free from Federal
Income tax but when a mutual company had an Income of $801,000 such sums
would be taxed as much as 52 percent, is not only unfair, unjust, and unreason-
able, but is a glaring example of the determination to use Federal Income taxa-
tion to check the natural growth of mutual companies. This proposal must have
originated from the same source that caused amendments to be offered before
the last session of the Kentucky Legislature which would have prevented coop-
erative insurance companies from having more than $12 million Insurance in
force; and

That we earnestly request the Members of Congress to recognize the fact that
no successful mutual insurance company has ever operated without making a
material savings in the cost of insurance and that such savings increase the
tax liability of the individuals and businesses carrying policies in mutual com-
panies. We further request the enactment of statutes which are certain and
definite In fixing the liability for taxes on mutual insurance companies and
which do not leave the matter of tax liability subject to regulations by the
Treasury Department; and

That a copy of these resolutions be mailed to the members of the Ways and
Means Committee of the House of Representatives and to each of the U.S.
Senators and to all State associations and to each mutual company in the State
of Kentucky and to the Secretary of the National Association of Muttlil Insur-
ance Companies; and

That we further request the officers of all mutual Insurance companies to
contact as many of their members as possible and urge them to request their
Representatives and Senators to use their influence to prevent competing com-
panies from using Federal income tax laws to injure and destroy mtitual
Insurance.

MOBrLE, ALA., March 12, 1962.Hon. LUSTER HILLr,
U.S. Senate Offlie Building,
Washington, D.7.
Hon. Jonr SPARRMAN
U.S. Senate Office Building,
Wa8hington, D.O.

DEAR SENATORS HILL AND SPARKMAN: I write you at this time about some
of the proposals which are now pending before the Congress to change the tax
laws by increasing taxes.

Perhaps I should acknowledge In the beginning that I am aware that those
who have offered the changes to which I am adressing myself have euphemis-
tically described them as proposals to "close loopholes."

It is my earnest opinion, however, that the changes to which I address myself
do not represent the "Closing of loopholes," but rather plainly constitute pro-
posals to Increase taxation, which hfive been thus labeled by the authors in an
effort to avoid the measure of opposition which they would aut6matically
arouse, even on the part of those not directly affected, if they were candid
enough to correctly name their proposals.

First, there is the proposal before Congress which would tax as ordinary
income gains realized from the sale of personal property which theretofore
had been depreciated. If ever there was a proposed tax change which would
directly and proximately deprive thousands of small businessmen of what may
be their sole opporttinity to acquire capital of their own, this is it. About the
only opportunity that a small businessman who operates a garage or a small
drilling business, or a small contracting business now has to acquire capital of
his own is to buy equipment on time, pay for it out of earnings by virtue of
depreciation credits, and then at some much later date when he has an oppbr-
tunity to sell all or a part of his business, to take a capital gain such as is
recognized by existing tax laws, and pay the lower rate of taxation thereon.
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It is by such means that thousands of small businessmen have acquired the
capital with which they thereafter went on and founded successful and larger
businesses.

Furthermore, the ramifications of any such change in the law which could
be brought about by administrative rulings of the Bureau could probably be
extended so as to tax as ordinary income gains realized from the sale of securi-
ties when the real reason for the gain was the difference between depreciated
value and the market value of depreciated personal property owned by a closely
held corporation. Knowing the Bureau from long experience, this is not too
much to expect.

The second proposed change to which I address myself is that under which
real property owned by a U.S. citizen who dies while resident either at home
or abroad would henceforward be included in his estate for the purpose of
computing and paying U.S. inheritance taxes. At present, real property so held
is not included in the gross estate of U.S. citizens for inheritance tax purposes.
The reason for the existing rule under which such property is not now included
in the estates of U.S. citizens for inheritance tax purposes is that since such
real property is located within the jurisdiction of a foreign sovereign power,
the levying of a tax by the United States directly upon or with respect to such
property would constitute an invasion of the power of another sovereignty.
This would be especially true should such property constitute, for instance, the
sole asset of an estate of a deceased U.S. citizen, and the United States should
attempt to collect taxes with respect thereto in a foreign country.

Unless within the recent past we have come to have less respect for the rights
of other sovereignties, even if justified by an alleged need for ever increasing
taxes the basis for the rule of law which exists today is just as sound now as it
was g0 years ago, and this alone would seem to compel the conclusion that there
should be no change.

However, there are additional reasons which seem to me to militate strongly
against the making of the proposed change, or any other.

The first additional reason is that if for illustration, a U.S. citizen should
die owning an estate valued at $10 niiilio, consisting of $5 million of assets
held in the United States and $5 million of real property held in Argentina,
then the result-which would surely come to pass is all too easy to antiCipate-the
Bureau of Internal Revenue would simply lay claim to the entirety of that part
of the estate located within the United States and leave the heirs to their own
devices in liquidating the property in a foreign land. Also, judging by my own
experience with the Bureau while I was practicing law before the Bureau and
the Tax Court of the United States, it would be all too easy for the Bureau
to have the estate at its mercy by the simple device of arguing for an excessive
evaluation of that part of the estate consisting of the real property held in the
foreign land.

The second additional reason which, in my opinion, wotld persuade one that
the law should be left as it is at present, is that there would appear to be
neither a legal nor a moral basis for enacting such a law except the naked
fNet thht the Uziited States, tinder the l)revtllhfig construction of our Con-
stltutilon, has the power to tax witlotit litiitAtlon. Specifictlly, when I submit
that there is neither legal nor moral jihstifleatibn for it, except -as noted above,
I have reference to the fact which has become -all too plaih and obvious in the
recent past, namely that this country either will not or cannot protect the prop-
erty of Its citizens hold by them in foreign lands. This Im all too plain when
one considers the recent debacle whith took place in Cuba, while we did nothing.
The lives of Amerieah citizens were in danger, their property, businesses, and
homes were taken withOtti iIdeililties or the payment'of reparations, without
the slightest suggestion 'that the U.S. Goverfitnent w601d or could do anything
abotlt it. The assets of the American Sugar ReAlning Co., the Ifiternatonrifl
Telephone & Telegraph Co., and the holdings of the Rosenwald family in the
Nai0Ial Hotel, to mention only a few, were taken without compensation, and
even more recently I uhi'~rstithd that the Aierican owned telephone 'system
in Brazil has been exproprtted with the suggestion thht the Government of
Trail will pay $400,6004in indeniiities, whereas the valt of 'the property seized
is said to have exceeded $fO million.

On what mi'ril theory, then, can this Government levy a tax against the
foreign real estate of a deceased person who dies while a citizen of the United
States if this OGvernimentt coitribtites nothing to the protection 'of the property?

I have limit d"this discussion to the possible effects of a chfinge whith Would
allfw the levying of inheritance taxes with respect to 'real property held by,
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U.S. citizens in foreign lands, because real property is partleilaMily and ex-
clusively subject to the dominion of the sovereignty where the land is located.

I feel that the matters I have submitted herein have considerable merit, and
I would appreciate it very much, therefore, if you would let me know what your
reactions are to the thoughts which I have expressed herein.,Very truly yours, BART B. CHAMBERLAIN, Jr.

CoMRUs CRnISTI, TEX., Jantiary 22, 1962.
Hon. HARRY FLOOD BYRD,
Chairman, Finance Committee of U.S. Senate,
Washington, D.C.
Hon. WILBUR D. MILLS,
Chairman, Way8 and Meata Committee of the U.S. House of Representatlves,

Washington, D.O.
DEAR SIRS: It is my understanding that the House Ways and Means Com-

mittee will reconsider its position with respect to the Treasury proposal rela-
tive to taxation of gains for iheome taxes from disposition of real properties.
The chftinge would be such that gains realized on disposition of depreciable real
property would be taxed as ordinary income to the extent of depreciation
claimed by taxpayer prior to disposition.

The undersigned is a member of the Tax Section of the American Tax Asso-
elation and an active member of the section and committees thereof. The
"Depreciation and Amortization Committee" of the section reported at the St.
Louis meeting of the American Bar Association that "the committee has not
as yet taken a position on President Kennedy's proposals" which included the
proposal relative to tax treatment on disposition of depreciable real properties
and personal properties. Thus, the comments heretafter set forth are not
in any way to be construed as being a position taken as a practicing tax lawyer.
On the contrary, the position taken is set forth 'as counsel for the Corpus Christi
Board of Realtors concurred in by the undersigned as a citizen.

The Corpus Christi Board of Realtors believes that in many, if not most, of
the situations involving dispositions of depreciable real property as well as
nondepreciable real properties, the gain, if any, obtained by the seller is attrlb-
utable to inflation to a material degree. Thus the gain is not a true economic
gain, but only involves the receipt of more dollars than was paid for the prop.
erty, each of the dollars having lesser purchasing power -than was true at the
rime of acquisition of the property by taxpayer.

We understand that some of the major problems confronting administrative
policy of the administration to be as follows: preservation and restoration of
foreign markets for American made goods by keeping American production com-
petitive with products produced abroad; maintenance of high output of national
gross product coupled with achievement of full employment to the maximum
extent feasible; production of $92 billion of revenue in fiscal 1962 as a condition
precedent of a balanced budget in fiscal year 1962; increased Federal expendi-
tures, particularly in the areas of defense and welfare, which will consume all
but abotit 1 percent of the proJe'ted $92 billion revenues.

Hon. Stanley Surrey, Undersecretary of the Treasury, and according to the
understanding of the undersigned, a prineiptl framer and legislative draftsman
of the admifilistration tax program, advised the tax section of the Ameriean
bar in St. Louis in August, 1961, that the Treasury position was that conllpetitive
price of American goods could -be achieved through technological improvement
of American industry which must be stimilhted through the incentive of gratt-
Ing tax benefits to industry in exchange for plant modernization with a view
to productlo at cheaper cost through use of less labor. Not a word was said
ciherfiing comnpensation of the labor force on the basis of productivity in order
to maintain competitive prices or otherwise cotlitrlltig the labor cost included
in manufactured goods. It was stated that ltwehloyment created through tech-
nolgicalhfitt[Strial development would'be handled by rehabilitation and reloca-
tion of the displaced workers, all piestitibly At Federal expense. The tax cred-
its and benefits given for capitAl thvestment to stithul~te production of manu-
fact~tred goods with use of less labor would be ofset, as I understand Mr.
Surrey, by taxing gain on disposition of depreciable assets to the extent that
depreciation has been taken thereon at ordinary income rates.
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It is submitted that the proposals are economically unsound. The United
States has contributed materially to the development of Industrialization abroad,
and now we find that manufactured goods are produced abroad with cheaper
labor than is available to Industry here, and sold here at prices below our pro-
duction costs. In some instances, the raw material can be obtained In this
country, shipped abroad, converted to manufactured goods, and returned to this
country to be sold In the domestic market at prices less than the cost of pro-
ducing similar goods by domestic industry. We see a paradox where an unem-
ployment problem has been created by pricing our products out of world markets;
and, by Indirection, we export the jobs of our working force. It seems reason-
able that any such Incentive arrangement would merely compound the unem-
ployment problem by eliminating In industries jobs which have already, through
loss of world markets, reduced their production and labor force. It seems to
me that the real economic truth Is that we either must pay less for the labor
included within the cost of our manufactured goods or we must increase the
cost of labor Included within manufactured goods produced by our foreign coin-
petitors. In this connection we might export a few of our labor leaders and let
them Incite workers abroad with their program for less productivity at higher
wages in the industrial complexes we have helped create abroad.

To focus on the effect that elimination of capital gains treatment on disposi-
tion of depreciable real properties might well have In our area, the following
observations are respectfully submitted. Probably the most depressed industry,
apart from domestic crude oil production, In our area, is the construction In-
dustry. Residential building is extremely slow, and the only facet of the con-
struction industry holding up at all is public works and commercial. Much of
the conifiercifl results from Investor construction coupled with long-term leases
to occupant users. There Is no question but what tax shelter Is some of the
motivation for the construction. Recovery of cost through depreciation coupled
with hedge against inflation through capital gains treatment on ultimate dis-
position is a definite factor in causing the Investor to build In the first Instance
under circumstances where his yield on his Investment is generally considerably
lower than has been traditional In the real estate area. It is my conviction
that the change of tax treatment will further retard commercial construction
activity in this -area and will create further unemployment among the con-
struction industry which does employ considerable Unskilled labor. We are told
here that the biggest local unemployment problem is in unskilled labor.

It is further submitted, and most respectfully so, that it is improbable that
revocation of the long traditional capital gain treatment on disposition of Im-
proved real estate will materially aid the Federal revenues and thus serve to
offset depreciation credits proposed to be given on investments contributing
to production of manufactured goods by use of less labor. The first result that
will flow is that new construction will be retarded, perhaps nominally at first
and then in increased amounts as the impact of taxable treatment of gain on
disposition of improved real estate is fully realized by the lay public; and
second, and perhaps more Important and the first effect to be observed, will
be that taxpayers simply will not sell at the price of paying ordinary income
tax rates on the gain realized to the extent of depreciation theretofore claimed.
In many instances the gain is less than the depreciation claimed, and It will
convert all .of the gain on disposition to ordinary Income rather than capital
gain. The Impact of Federal taxation on gains realized by the seller on dis-
position of real property is, even at capital gains rates, a very material deter-
rent to dispositions of Improved and Ouiimproved real estate. The writer has
long thought that capital gains treatment of sales of real etsate should be di-
minished and liberalized, particularly in the area of owner development through
subdivision and retailing of lots. Such measures would considerably aid and
abet prospective purchasers obtaining a site they would improve if the seller
eouild be encouraged to dispose of it, and when the seller finds that the tax
impact makes it impractical for him to dispose of It the result is that in many
instances the property simply remains undeveloped and the Investor utilizes
his funds in other medias. The writer believes this not to be fictioal or the-
oretical, but to be actual and real. If we are now to tax dispositions of im-
proved real estate, as to the gain realized therefrom by the seller, at ordinary
income rates, It can only keep many improved properties from being sold, and
in ffihy cases, left status quo in a quasi-obsolete state for use at less than
Mlghest afnd best use, and a prospective acquirer who might contribute to the
economy and employment by ac4tiffiing the property and "ifproviig the exist-
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Ing improvements or replacing the existing improvements will not be able to
acquire it simply because the owner won't sell. It seems to the writer that
the ultimate Federal tax revenues might well be diminished rather than in-
creased if the proposed legislation of the administration is enacted.

For the foregoing reasons, the undersigned on behalf of the Corpus Christi
Board of Realtors and himself individually, respectfully, and urgently requests
that no change be made in the taxation of gains on disposition of depreciable
capital assets, both realty and personalty, and that, on the other hand, serious
consideration be given to reducing capital gain rates on such dispositions and
broadening the dispositions on which capital gains may be obtained, particularly
with respect to owner-subdividers, it being observed that the present arbitrary
and capricious rules with regard to improvements the owner might construct
and the rapidity of sales of lots are unrealistic, preposterous, and absurd.

Be assured that the foregoing is offered in utmost sincerity and that all con-
siderations given to the position stated will be greatly appreciated.

May both of you continue to display the courage of your convictions and ra-
tional practical conclusions which has heretofore so consistently been manifested
in your actions as chairmen of your respective committees whose legislative rec-
ommendations so materially and vitally affect the economy of our Nation and
each and every resident thereof.

With sincerest best wishes and kindest regards,
Very cordially yours,

WrLLrAm H. BLOOH.

ROADWAY EXPRESS, INO.,
Alron, Ohio, March 30, 1962.

Hon. HARRY F. BYRD,
Chairman, Senate Finance Comnzittee,
Washlngton, D.C.

DEAR SENATOR BYRD: As you will soon be taking tax legislation under con-
sideration, I would like to express my personal views on several of the pro-
posals embodied in H.R. 10650 as they will affect the motor carrier industry.

Secretary Dillon and other top Treasury and Internal Revenue Service per-
sonnel have referred to the "tax windfalls" resulting from the sale of depreciable
assets, and the "rankling controversies" surrounding the question of salvage
value. They have stated that treatment of the gain from the sale of equipment,
as ordinary income, would eliminate most of the salvage value controversies.

It is my opinion that, under proposed section 14(c) of H.R. 10650, most of
the controversies would not be eliminated but, rather, might be aggravated.
Most of the controversies occur with taxpayers who replace equipment at the
end of its economic useful life, whiih is shorter than the physical useful life
of the equipment. Under the proposed new law such taxpayers will continue to
face salvage value determinations (often made with the benefit of hindsight
not available to the taxpayers).

Furthermore, the proposal will reduce the amount of depreciation such tax-
payers are allowed under existing law. Presently, no salvage value Is taken
into consideration in computing depreciation under the declining balance method,
whereas the proposal states that salvage value, up to 10 percent of basis only,
need not be taken Into consideration.

Capital gains treatment on the sale of depreciable assets has been a major
factor in encouraging the replacement of outmoded, inefficient equipment We
have looked upon this as an incentive for maintaining a modern and efficient
fleet, rather than as a "tax windfall." To the extent that the tax credit pro-
gram would provide the necessary incentive, it might take the place of capital
gains treatmefnt. However, it should be recognized that the loss of capital gains
treatment, together with the discriminatory effect of section 14(6), relating to
salvage value in excess of 10 percent, far exceed the small benefit to be obtained
under the tax credit in V.A. 10650.

The natural result would be that users of trucks, trailers, and other assets
which have a short economic useful life, would retain their equipment for longer
periods of time to obtain greater benefit under the tax credit proposal and,
at the same tithe, avoid salvage value problems. This result is in direct conflict
with the expressed intent of the proposed legislation ie., to encourage moderli-
zation and improvement of operating facilities, with a corresponding improve-
ment in the general economy.
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I urge that proposed section 14(c) be amended to provide that salvage value
need not be taken into consideration for purposes of computing depreciation
allowances, without reference to 10 percent or ay other limitation.

I further urge that the 33 percent and 66% percent portions of the tax
credit applicable to assets with short economic useful lives, as provided in
section 2(b) of H.R. 10650, be increased to 50 percent and 75 percent, respec-
tively, to more nearly offset the tax impact resulting from ordinary income treat-
ment of gain from the sale of equipment.

RespectfUlly,
CmArLEs F. ZoRoW, A8stant Trea8urer..

TIiE CRAWFORD COUNTY FARMERS MUTUAL FIRE INSURANOE CO.,

Bueyru8, Ohio, April2, 1962.
Hon. HARRY F. BYRD,
Senator, Senate Offlce Buildi g,
Washlngton, D.O.

DEAR SIR: I am writing you concerning the new tax bill (H.R. 10650) chang-
ing the formula for the tax on mutual fire and casualty insurance companies.

I am secretary-treasurer of a post-loss mutual in Ohio, with approximately
10,000 members. Ours is a non-profit organization, and any safety funds that
it is possible for us to accumulate are held for the payment of future losses.
This surplus fund of course, would be returned to the members in the event that
our company should cease doing business.

The new bill (H.R. 10050) will not affect our company. due to its size, as
much as it will larger companies, but it will stifle our growth and to my estima-
tion, is very unfair and unjust to the mutual companies as a whole.

This bill denies and refuses equally appropriate treatment to fire and cas-
ualty mutuals because it includes an arbitralry unjustifiable 5-year time limita-
tion and an unnecessary and unreasonable ceiling on the mutuals' loss pro-
tection funds.

We do want to pay our fair share of taxes, and feel that we have been doing
so under the regular corporate rate or 1 percent of all of our assessment income
(whichever is greater) and also feel that the new bill is very discriminatihg
against mutiils-and in favor of their stock competitors, which should not be.

We will certainly appreciate anything you can see your way clear to do for
us in this important matter.

Yours very truly,
DWIGHT L. MUTOtILER,

Seoretary-Treamirer.

TiE UNITED HOME MUTUAL INSURANOE CO.,
B1lcyrts, Ohio, April S, 1962.

Hon. HARRY F. BYnD,
Chairman, Senate Finance Committce,
Washitngton, D.C.

DEAR MR. BYRD: I understand that H.1t. 10650 is now before the Senate Fl-
nance Committee.

We call your attention to this bill, as it affects mtftuhl fire and casualty in-
surance companies as a whole. If this bill becomes a law, in its present form,
it will be terribly unjust to the muttuils.

This new tax bill actually discriminates against mutuals and is in favor of
their stock competitors. As it now stands, this- bill would practitihlly stifle
necessary wholesome growth of many mUtuAls, and it would prevent'large nili-
bers of companies from accumflltihg afid maintaiing reasonable adequate sur-
plus for the protection of the policyholders, and the public.

The propriety and necessity of appropriate tax deferrals to enable mutuals
to accunflliite and maintain adechate special loss protection funds, without any
sort of thne limitations, has been recognized, quite pOfperly, by Congress in the
recent llfe insurance tax law.

Furthermore, it is also recognized, qttite properly, for mutual banks and sav-
ings and loan ckmnpatites in the present pr6osed tax bill itself..

However, this bill denies and refuses equally appt6biate treatment to fire
Ind casuhity mutuals, because it includes an arbitrary unjustifiable 5-ear time
lIitaton afd an unnecessary and Unreasonable ceiling on the mutuals loss pro-
tectl6i funds.
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Unless these unjust and unreasonable discrimination are eliminated or cor-
rected by the Senate Finance Committee, this bill will do untold harm, not oily
to mutuals, but also to their policyholders, and especially to those mutuals, which
write tornado insurance and casualty insurance within a limited territory.

Your help and assistance in this matter will be apprec.iated.
We also wish to express opposition to the withholding tax on dividends, not

only because of the increased bookwork it will cause our financial institutions,
but because many of the "little fellows" will not go to the trouble to seek the
refilnd, which they would be entitled to.

Very truly yours,
H. H. HUDDLE, Secretary.

MUTUAL INSURANCE COMPANIES ASSOCIATION OF INDIANA,
Inctianapo Us, Inhd., April 10, 1962.

Re H.R. 10650.
Senator HAnRY BYRD,
Senate Finance Committee,
lIashingtott, D.C.

DEAR SENATOR BYRD: This association represents 68, mutual fire and casualty
companies throughout the State of Indiana which, in turn, protect many
thousands of policyholder members.

In order to determine the effect of the tax formula provided in the above bill,
several of these companies have made actual computations which indicate, with-
out doubt, that Federal taxes for some of them would increase four and five
times and possibly even greater, if this bill is passed without amendment.

One company found, as an example, that its taxes on 1 year's operations
would be $40,000 on the old basis but would JuMp to $202,000 under the above
bill.

By actually applying the formula to the operations of members companies,
we have found that this bill, if passed without amendment, would place the
safety funds of member companies in serious jeopardy. This means, of course,
that they would eventually simply not be able to pay losses due to Federal taxa-
tion providing an excessive drain on surplus funds, preventing any buildup in
these funds-which is a necessity for the payment of losses and the protection
of policyholders who own the companies.

We would like to urge your committee to especially examine the operations of
companies having less than $5 million annual premium income and even those
with less than $10 million annual" premium income since it appears that the
smaller companies in those brackets will be most seriously effected by this
legislation, which may eventually force some of them to close their doors.

If the committee or a special subcommittee at your disposal could work from
the figures in "Best's Insurance Guide" and apply the formula provided in
H.R. 10650 to all sizes of companies-especitlly including the smaller ones, I
am sure that you would find, as we have, that the bill in its present state pro.
vides far from an equitable solution.

Mutual complinies have no objection at all to paying Federal taxes. In fact,
a study by our association indicates that in many cases mutuals have paid
more taxes during past years than stock companies of comparable size. In
addition, some stock companies have even received Federal tax refunds when
mUtudls have not. All of this information is readily available in "Best's In-
surance Otlide With Key Ratings."

There is, of course, a distinct difference between stock and mUttitl! types of
operations. If mutuals do not have enough surplus funds, they cannot sell
stock to get more money as stock companies can. Since iutual company as-
sets must be kept in the most liquid form, especially with reference to catas-
trophe claims, they are very much restricted on how much they can invest in
nofilltitltdtype investments. This, of course, is contrary to the stock operations
whieh many times indlfites that stock companies couhit on their investment
income carrying them along.

We are certain that your committee will do everything possible to amend
this bill in order to Insure that it has a fair and equitable application. In sum-
mary, if you pass H.R. 10650 as it is now, thousands of policyholders, not just
companies, are going to be affected.

We are certain that the administration, while apparently believing in the
need for additioMU txation, did not at the same time want to have compatles
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fall by the wayside or have their operations otherwise placed in such jeopardy
that a negative effect on our overall economy would be realized. We are con-
fident. too, that you would favor fair and equitable treatment for all types of
companies.

A delegation from this association will visit your committee hearing on Fri-
day, April 13. Meanwhile, we would sincerely appreciate your opinion and hope
tMat you will go along with us in urging a more thorough analysis and applica-
tion of the formula in the bill of the various type mutual operations and sub-
sequent amendment so as to prevent a disastrous effect upon hundreds of mu-
tual companies throughout the Nation.

Sincerely,
ROERT L. BENJAMIN, SeOretary.

COSMOPOLITAN MUTUAL INSURANCE CO.,
New York, N.Y., April 4, 1962.

Re 1I. 1,10050, proposed new tax bill.
Senator HARRY FLOOD BYRD,
Chairman, Senate Finance Committee,
R enate Offlce Btilding, Washington, D.C.

DFAR SENATOR: Our company is a mUtual casualty insurance company, organ-
ized under the laws of the State of New York and has actively been engaged in
writing insurance business in this State since 1924. Since that date, we have
returned to our policyholders tile sum of $24,650,000 in the form of dividends.

We respectfully request that you do all in your power to vote for the elimina-
tion of tile unjust antiniutual provisions of that bill since it actually discrimi-
nates against mutual casualty insurance companies and in favor of their stock
Insurance company competitors.

We realize that our company should bear its just share of the tax burden but
we clain that the present provisions of the bill result in an unjust burden upon
the mutual companies, both large and small, and have the effect of crippling
their growth.

By prohibiting the use of our investment income for policyholder dividends,
unless and until our loss protection funds are completely exhausted, it discrimi-
nates against us and in favor of our stock company competitors who are per-
nnitted to pay dividends to their stockholders out of investment income. The
bill fails to take cognizance of the fact that investment income is earned as a
result of using the policyholders' premium dollar.

The bill would stifle the wholesome growth of mutual companies which are
nonprofit organizations returning their savings to the policyholders. A mutual
insurance company has no stockholders. Ownership resides in the policyholders.
The company's sole function is to provide insurance coverage for its policy-
holders at the lowest possible cost consistent with safety.

In the recent life insurance tax law, Congress recognized the propriety and
necessity of appropriate tax deferrals to enable Mituals to accumulate and main-
tain adequate loss protection funds without any time limitation. This is so
because mutual companies, unlike stock companies, in times of heavy losses,
have no access to the capital market. If this principle is sound for mutual life
insurance companies, why is it not applied to mutual casualty companies as well?
Incidentally, the same principle has been applied by Congress in the very present
tax bill for mutual savings banks and savings and loan companies. The present
bill denies equal appropriate treatment to mutual casualty companies because it
Includes an arbitrary unjustifiable 5-year time limitation and an unnecessary
and unreasonable ceiling on the mutual loss protection fund. This will result
in irreparable damage to mutual companies and their policyholders.

I hold myself ready to further discuss this bill with you if you should find it
necessary or advisable to do so.

We urge you to vote for the elimination of these ufijust antimutual provisions
in the proposed tax bill as indicated herein.

Very truly yotrs,
EMAUEL OENBESSER,

Secretary andl General C'ouuzsel.
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FARMERS' MUTUAL FIE INSURANCE CO.,
Stockton, Calif., April 10, 1902.

Re tax bill H.R. 10650, public hearing.
Hon. HARRY F. BYRD of Virginia,
U.S. Senate, Washlngton, D..

DEAR SENATOt BYRD: We are Informed that hearings on the above bill will
soon commence.

This letter refers to the portion of the bill that deals with the taxing of
mutual fire and casualty companies and particularly the portion that provides
a 5-year limitation and a ceiling on the mutuals' loss protection funds.

Congress has recognized the need and the propriety of tax deferrals to enable
mutuals to accumulate and maintain adequate surplus for policyholder protec-
tion in the recent life Insurance tax law. This present tax bill also recognizes
this fact in regard to the mutual banks and savings and loan companies. These
deferrals do not have the limitation or ceiling.

The discriminatory provisions of this bill against the mutual fire and casualty
companies will be harmful to these companies and their policyholders and will
prevent many mutuals from accumulating and maintaining adequate surplus
funds for the protection of the policyholders and the public, and will tend to
stifle desirable competition.

We urge your sincere consideration and your urgent effort to assist in elimi-
nating these provisions.

Very truly yours,
R. T. FILIASON, Sccretary.

I'ENNSYLVANIA LUMBERMENS MUTUAL INSURANCE CO.,
Philadelphia, April 18, 1962.

Senator HARRY F. BYRD,
,Seate O)flee Building, Washington, D.C.

DEAR SENATOR BYRD: Your Finance Committee is now considering House bill
10650, Revenue Act of 1902.

Those of us associated with the mutual property insurance industry are terribly
concerned about the section of this law that provides for the setting aside in a
protective fund, I percent of losses paid and 25 percent of underwriting profit.

If there have been no demands on this protective fund, it would not have used
up the first year's appropriation. After 5 years, beginning with the sixth year,
the amount set aside 5 years earlier must be returned and treated as income for
that year.

As a mutual company we have no other means of providing capital for our
business other than through expanding the medium of underwriting profit, ap-
preciation on our investment portfolio, and our investment income.

On the basis of the law under which we are now working if there is an under-
writing profit it becomes available as additional surplus to be used for support-
Ing expanding business.

Under the new law at least one-half of the protective fund, if it Is not used
for excess losses, would be taken for taxes.

Since our companies will continue to be taxed on our investment income and
our portfolio appreciation, it leaves us no opportunity to provide increased
strength for growth.

I am certain you realize the great need for keeping strong the property insur-
ance section of the industry.

Naturally, we are vitally interested in the treatment mutual insurance com-
panies will be getting in this law that has now been proposed and passed by the
House.

I understand that savings and loan associations and factory mutual insurance
companies have received consideration on most of the requests that were made to
the House committee. Unless the mutual property insurance companies can get
some consideration, there will be left no incentive for the creation of new com-
panies to handle the expanding business that the future years will develop.

We hope you will be able to appreciate the position the mutual fire and casualty
companies witll be in if the request that we make in this letter doesn't receive
consideration.

Sincerely,
FRED H. LuDWxi, Chairman.

82190-2--pt. 4-20
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PRENTICE-HALL INc.,
Englewood (lifs, N.J., April 11, 1962.

ELIZABETI SPRINGER,
Clerk, Senate Finance Committee,
Washington, D.C.

DEAR MADAM: In connection with the current hearings by the Senate Finance
Committee on the Revenue Act of 1962, H.R. 10650, I desire to submit the en-
closed material. It Is in the form of a series of memorandums, each dealing
with a separate Issue.

My conclusions are the result of an analysis made of proposed section 1245,
the "recapture of depreciation" provision, in connection with my work at Pren-
tice-Hall. (I am an editor on the staff of the Lawyer's Weekly Report and
the Accountant's Weekly Report, both publications by Prentice-Hall in the
field of Federal taxes. I enclose an issue of our paper with an article of mine
which explained tle recapture provisions in general language for our readers.)

Briefly, the material being submitted touciles mainly on points of draftsman-
ship in the partnership area. It became clear to me that section 1245 as drafted
would have many side effects on partners and partnerships that perhaps were
not contemplated by the draftsmen. In some instances there are loopholes, in
others drastic effects harmful to taxpayers which are not discussed in the House
committee report.

In memorandums dealing with basis, death of a partner, current and liquidat-
ing distributions, collapsibility, and other problems of partnerships, these effects
are explained and appropriate corrections suggested.

Other memorandums deal with some undesirable effects of section 1245 on
section 333 liquidations, some ambiguities in the definition of section 1245 prop-
erty, and an ambiguity in the mutual savings bank legislation (proposed see.
593 (f)).

Tile opinions expressed in these memorandums are, of course, mine alone and
do not necessarily reflect the opinions of Prentic-Hall.

It should not be necessary to appear and testify in person. Of course, I shall
be glad to be helpful in any way as to my point disucssed in the material sub-
mitted.

Very truly yours,
JoiiN B. SHEPPARD,

Editor, Weekly Letter8 Department.

[Lawyer's Weekly Report, Apr. 9, 1902]

HOW THE NEW DEPRECIATION RECAPTURE PROVISIONS WILL HIT YOUR BUSINESS

Soon, your business will be paying higher taxes on turnovers of machinery and
equipment. That's in store under the new Revenue Act of 1962-passed by the
House and now before the Senate.

As things now stand, if you sell depreciable property at a profit, your whole
gain is favorably taxed capital gain. After it's law, new section 1245 will turn
part of this gain into ordinary income-the part that represents your post-1901
depreciation deductions. But the rest will still be capital gain.

What's more, new section 1245 will create income where it's never existed be-
fore. It'll tax corporations on dividends and liquidations, partners when they
withdraw or sell their interests. It also affects gifts, some like-kind exchanges,
and involuntary conversions.

But, under the House bill, one big class of property-buildings and their struc-
tural componets-will continue to be free of the recapture provisions.

How recapture work8.-The new law recaptures only post-1961 depreciation
deductions-the past is forgiven. The key idea here is "recomputed basis." It
is simply the adjusted basis when you sell plus all depreciation or amortization
deductions in tax years beginning January 1, 1962, and later. Any gain up to
your recomputed basis is ordinary income; anything above that continues to be
capital gain under section 1231.

Suppose you sell a business machine for $15,000 on January 1, 1903. Here's
how it would work: The machine has an adjusted basis then of $10,000 and your
depreciation deduction in 1962 was $2,000. So your recomputed basis is $12,000.
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Amount realized -------------------- $15, 000
Adjusted basis ------------------------ 10,000

Gain .......................... 5, 000

Recomputed basis 12,000
Adjusted basis .... 10, 000

Ordinary income ------------------------------------- 2,000

Capital gain (sec. 1231) -------------------------------- 3 000
There's a limtit on rccapture.-If you sell for less than the full recomputed

basis, your ordinary Income is limited to the actual gain. For example, if you
had gotten only $11,000 for the machine (instead of $15,000), your recomputed
basis would still be $12,000, but the ordinary income would only be $1,000, the
actual gain. There would, of course, be no capital gain in this situation.

No itwome on gift8-but the done carries your burden.-You can give away
section 1245 property without realizing income. But here-as in other carryover
basis situations we'li discuss below-the property carries over your section 1245
potential.

Example: In 1965, you own section 1245 property with value of $150,000, ad-
justed basis of $90,000, and post-1961 depreciation deductions of $50,000. You
gave it to son and pay a gift tax of $25,000. Here's how things shape tip:

Carryover basis ----------------------------------------- $90, 000
Gift tax paid (see. 1015(d) ) -------------------------------- 2000

Son's adjusted basis --------------------------------- 115, 000
Adjusted basis ------------------------------------------ 115.000
Carryover, sec. 1245 potential -------------------------------- 50,000

Son's recomputed basis---------- ----------- 105,000
So If son now sells for $150,000 before taking any depreciation deductions, his

ordinary income is $35,000 ($15,000, lower of amount realized and recomputed
basis, minus $115,000 basis).

Gifts to charity also have a stingcr.-No Income from the gift, but the amount
of your charitable deduction will be cut down by the section 1245 potential. So
on the facts in our example, $50,000 of your charitable deduction is lost, and
your deduction is $100,000.

Death transfers are the exception-there is no income and no carryover of sec-
tion 1245 potential. So if son acquires the property on father's death, his new
basis (death value) is $150,000; on sale for $160,000 before son takes any de-
preciation deductions, he has $10,000 capital gain.

Involuntary coWerstOns.-Very generally, if an involuntary conversion is tax
free, there's no section 1245 income then and the section 1245 potential carries
over to replacement property. However, to the extent gain is recognized, it will
be ordinary income up to the section 1245 potential.

Take some facts. Your property is destroyed or (condemned). Basis of busi-
ness machinery was $100,000, insurance proceeds were $117,000, and recomputed
basis $116,000. Let's look at the two most likely cases.

First, supose you elect tax-free replacement, and the new machinery costs
$114,000. Since your recognized gain is $3,000 ($117,000, amount realized,
minus $114,000, cost of replacement), only $3,000 will be section 1245 income.
Of course, the replacement property carries over the old property's section 1245
potential-presumably here only $13,000, sice $3,000 of the original $16,000 has
already been taxed.

On the other hand, let's say you don't elect tax-free replacement. Then it's
like any other sale. Your gain of $17,000 is taxable as $10,000 ordinary income
and $1,000 capital gain.

Trade-ins generally follow the same pattern, but here there Is normally no
recognized gain to worry about.

Example: Adjusted basis of old machine is $10,000, value $20,000. You trade
it in for a new machine costing $50,000, paying $30,000 cash. Your post-1901
depreciation deductions were $5,000.
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Result: Adjusted basis of new machine is $40,000-$10,000 carryover basis plus
$30,000 cash. It carries over a section 1245 potential of $5,000 from the old
machine.

Corporate dlivdenda and liquidatfou.-They're caught in the new web, too. If
a corporation distributes section 1245 property to stockholders-as a dividend, in
redemption of stock, or in complete or partial liquidation-there'll be a tax to the
corporation on the section 1245 potential just as if it had sold.

Tax-free liquidations will be tax free no longer. The 12-month liquidation
under section 337, the 1-month liquidation under section 333, and the Kimbell-
Diamond liquidation of a subsidiary-all are caught. There's just one excep-
tion-liquidation of a subsidiary under section 332 where the parent carries over
the subsidiary's basis.

However, transfers to the corporation on initial incorporation or as contribu-
tion to capital-will not invoke section 1245 treatment, except up to the amount of
any gain recognized; the corporation carries over section 1245 potential.

Partnershfp tran8actions arc also ht.-A partner will realize his share of the
section 1245 income when he sells his interest. If his interest Is completely or
partially liquidated, he'll realize income if he doesn't receive Ills share of the
section 1245 potential' the other partners will realize income if the outgoing
partner receives more than his share.

What property's covered?-Section 1245 property is roughly the same as prop-
erty which qualifies for the new investment credit. That is, it must be depre-
ciable, but buildings and their structural components are excluded. It also in-
cludes tangible real properties, such as blast furnaces and pipelines, which are
not buildings or structural components and which are used in manufacturing,
production, extraction, transportation, comninication, and public utilities, or
which are research or storage facilities for these activities. But it goes even
further and includes intangibles, such as patents, and assets with a useful life
under 4 years.

Effective datc.-Recapture hits sales and other dispositions after date of
enactment. Consider these two points:

(1) If you have section 1245 property with pre-1902 appreciation in value,
it may be better to sell it before post-1901 depreciation deductions pile up.
Reason: Each dollar of such deductions will turn the appreciation into a dollar
of ordinary income if you sell lter on. Furthermore, your replacement prop-
erty nmy qualify you for a tax saving via the proposed Investment credit.

(2) Still don't be panicked into sellitig before enactment. Any time in 1962
is just as good. Reason: Section 1245 reaches only depreciation deductions.
for tax years beginning after January 1, 1062. But on a sale any time in 1962,
IRS would get the same result by 01' -ving your depreciation deduction for the
year of sale. It doesn't need section 1245 to do this (Cohn, CA-0, 259 F. 2d
371).

More freedom on sal gc valics.-But the news isn't all bad-the bill lib-
eralizes present depreciation rules in one way: It lets businessmen disregard
salvage by up to 10 percent of original cost on personal property with a useful
life of at least 3 years. So, if a machine costs $10,000 and has a salvage value
of $1,500, you will be able to reduce salvage to as little as $500 ($1,500 minutes
$1,000). That means you can then deduct $9,500 over the years instead of
$8,500.

You get this break only on property you buy after enactment.
Progress report

Last Monday, the Senate Finance Committee began 5 weeks of hearings on
the House-passed bill. The administration wants to tighten things up. For
example, it wants to bring buildings under the depreciation recapture provisions.
Opponents are especially critical of the investment credit.

STOCKHOLDER-OPICER MISSES OUT ON DEDUCTION WIEN HIE PAYS RACK TOO-HIGH
SALARY

Executives Berger and Kelling owned the stock of real estate corporation
which paid them excessive salaries. A revenue agent cut them down by one-
third each. Result: The company lost its deduction for the excess, while they
paid a tax on it.

Resourceful Mr. Berger and Mr. Kellng repaid "the excess, and claimed a
deduction on their personal returns. Now that we're restoring this, they said,
we should get a deduction for what we repitid.
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The fallacy? This, said the Tax Court: Nobody can compel a stockholder

to return excess salary. There's no deduction if your repayment is voluntary
(Berger, 37 T.C. No. 101).

Not long ago a stockholder rented a building to his company. IRS said the
rent was too high and disallowed half. He paid back the disallowed part, but
(like Berger and Kelling) he couldn't deduct his repayment either (Simon, 281
F. 2d 520, 0 AFTIR 2d 5274).
18 there a way outf

Here's one possibility, though it hasn't been tested in court: Make a reim-
bursement agreement before you get any salary. This gives you the argument
that you were legally obligated to pay back. Actually the Tax Court might ignore
this too, especially if it's the controlling stockholders who are in on the salary
and repayment deals.

Compare thi8.-Suppose only one of the stockholders--say he owns 40 per-
cent-repays. He should get a deduction; at least the Tax Court allowed it in
one case (Clark, 11 T.C. 072; see also Wetstone, D.C. Conn., 5 AFTR 2d 1486).

Impairment of capital.-Suppose the excess salary puts the stock under water.
Under State law the company may have a strong legal duty to get it back. One
early case gave the shareholders relief in this situation (Eakins, D.O. N.Y., 86
F. 2d 961, 8 AFTR 9931).
11igher stock baafs and refutd

Assuming IRS wins, there's this consolation prize-what you repay is a con-
tribution to the company's capital, and increases the basis for your stock.

Moreover, you should claim a refund for the earlier year. Ground: The ex-
cess should be treated as a dividend, so you're entitled to the 4 percent credit and
$50 exclusion.

PROFIT-SARINO EXTRA-DISTRIAUtMONS TO COVER MEDICAL EXPENSES ARE TAX FREE

Qualified profit-sharing plans-long a tax favorite with companies and em-
ployees alike-can now boast of an attractive new feature. In a private letter
ruling, IRS has just given the go-ahead signal to one west coast company to
reimburse its employees for medical expenses through tax-free profit-sharing
distributions (letter ruling, February 20, 1962).

Why tax free?-Most profit-sharing distributions are taxable to the recipients-
some as ordinary income, some capital gain. But section 105(b) says that
amounts you receive as accident or health benefits-for example, reimbursement
for medical bills of you, your spouse, or dependents-aren't taxable. And the
regulations say section 105 applies to distributions under a profit-sharing plan
(regulations sec. 1.72-15).

Tax-free cycle
Follow it from deductible beginning to tax-free end: Employer deducts his

contribution; employee isn't taxed when the contribution is made; the trust's
earnings are tax exempt; and, to the extent the distributions are paid out to
reimburse participants for medical expenses, they're tax free.

How your employees bcneflt.-They profit in two' ways. First, there's finan-
clal protection against the sky-high costs of a medical emergency. Second,
there's a substantial dollar saving-even for your low-bracket employees. How?
Since the entire distribution will be tax free, employees will now recover 100
cents on their medical dollar; they'll be able to bypass the maximum and min-
imum limitations which the tax law places on medical deductions.
What to do

Test the water before jumping in. This is a complicated area of the tax law,
so don't take chances. If you're interested, ask your tax adviser to get you
your own ruling from the Revenue Service. And if you'd like to see the ground-
breaking private letter ruling, it's at paragraph 54,708 of the 1962 P-H Federal
Tax Service.

(:0oo NEWS FOR CONTRACTORS WHo 0 EPORT ON THE cORMK-TR.E CONTWCT MEUTOD

The nice thing about the completed contract method of accounting is that you
don't report any income until you're all through with the job and the work's
been accepted. Of course, IRS may try to limit tlits break. It can claim that
a contractor isn't entitled to use the, completed contract method. Or, though

82190-62-pt. 4--40
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it concedes this method is proper, it may argue that the contractor still should
have reported income sooner than he did. The Revenue Service did make these
arguments in two recent cases, but the taxpayer came out on top both times.

Have tou a e st-pls contraotf-The Sam Emerson Co. did And it elected
to report on a completed contract basis. But IRS objected. It argued that since
profits were tied to costs, the company knew tt the end of each year how it made
out.

The completed contract method is OK for cost-plus contracts, said the Tax
Court. It's a standard accounting method. And what's more, since Umerson
Co. was potentially liable for its negligence, it couldn't determine its overall
profit until the entire contract was completed and accepted (Sam Emerson Co.,
37 T.C. No. 107).

Was your final certificate delayed?-That's what happened to Thompson.
King-Tate, Inc. The company finished its work under a long-term construction
contract In 1053, and was po1d most of the money due It. However, the arehi.
tect's final certificate of completion was held up until 1955. IRS thought the
completed contract method required the company to report income In 1953.

No tax until 1955, said the sixth circuit, backing the company. Reason:
The regulations require final completion and acceptAince of the contractor's work
before the income is taxed (regulation section 1.451-3(b) (2)). Substantial
completion isn't enough (Thompson-King-Tate, Inc., 8 AFIR 2d 5920, rev'g 6
AFTR 2d 5455).

THE DOORKEY TO DEDUOTING HIGH SALARIEB---TIE PAST PLUS THE RECORD

Recently we discussed a case in which the chief executive and controlling
shareholder of a company received a $32,000 bonus on top of his $18,000 salary.
U ven though IRS tried to cut down his company's deduction, the Court of
Claims thought he was worth the money and allowed it in full (Gordy Tire,
8 AFTR 2d 5876).

Here's another taxpayer victory. This company head's salary was strictly
contingent; if the company did well, he did well.

Ziegler and Glendale were equal owners of Steel Corp. Ziegler contributed
the know-how and services; Glendale the cash. Ziegler's salary was 20 per-
cent of net profits and in 1956 and 1957 came to almost $250,000. IRS dis-
allowed half.

Full deduction allowed (Ziegler Steel, TC memo 1962-57). Why? Even
though it's large and wholly contingent, it's reasonable because:

(1) The salary payments to Ziegler were made under a contract entered into
10 years before.

(2) It was an arm's-length agreement.
(8) Over the past 10 years Ziegler's salary ranged from $45,000 to $1510,000.
(4) The corporation's success was due in large measure to Ziegler's ability.

Comment
Generally, the Tax Court is very strict on a contingent salary setup, espe-

cially to a stockholder. But Ziegler shows that you don't have to be afraid if
you've got a good case and take the trouble to prove it.

YOU DON'T NEED INCOME TO DEDUCT UPKFZP EXPENSE OF INCOME-PRODUCING PROPERTY

You've often read that the cost of maintaining income-producing property is
deductible. That's true as far as it goes. But a recent case reminds us that
upkeep and depreciation can be deducted even though .no income is actually
produced.

Mr. Drown bought the Marion Davies home in Santa Monica, intending to
turn it into a beach club. He spent $23,000 the flrst year on upkeep and repairs.
Depreciation was $5,000. What can he deduct?

The whole thing, says a district court. You can deduct the expense of main-
taining property held for rental or investment though it prodhces.no income in
the tax year (Drown, 9 AFTR 2d 089).
Tip for homeowners

Many homeowners can benefit from this same rule. If you move out of your
house and put it up for rent, you can take a deducton for maintenance and
depreciation although you never take a penny in rentals.
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MUST TIE SUMVOR O A MERGER CARRY ON ROTt PRNEMERER BUSINESS?

No, it's a tax-free shuffle, says a District Court.
Take this common situation. Warehouse Corp. merges with Manufacturing

Corp. Warehouse shareholders don't expect to pay a tax on the Manufacturing
stock they receive; they have scrupulously followed one of the code-approved pat-
terns for a tax-free reorganization [sec. 308]. Suppose Manufacturing converts
the storage space into a new plant. The regulations tinder section 368 say that
"continuity of the business enterprise" is an essential ingredient of a reorganiza-
tion. Will discontinuance of Warehouse's business result in tax on the trans-
action? No, said a district court recently.

In the case before it, the court was considering the merger of a real estate
subdivision company into in insurance company. The insurance company held
the real estate as part of its required reserves. But this change in busine&4 use
didn't bother the court. The survivor must carry on a business, but it doesn't
have to be the same as or similar to the premerger business (Bentsen, D.O. Tex.,
o AFTR 2d 2685).

Other courts have reached the same conclusion. What makes this case Inter-
esting? Previously it was the taxpayer who made the argument in order to
escape the reorganization provisions. Here it was the Government that for the
first time pressed for this version of the "continuity of business enterprise"
requirement.

What iva8 in IRS mitnd.f-Presumably it thought the deal looked more like a
sale than a reorganization. Why? Because it felt the survivor of the merger
was after its predecessor's assets, not its business. Taxmen feel IRS may try to
apply the "continuity" i equirement as restrictively as possible.

Things to cone.-There are already indications IRS is taking a harder line in
related areas. It will no longer issue advance rulings on the merger of a personal
holding company into a publicly held investment company or on the transfer of
securities to a mutual fund on incorporation. And if IRS does try to tax personal
holding company mergers, it will find some support In the Benten case. Although
the same business doesn't have to go on, the court indicates that there must be
some business which can be continued. The activities of incorporated pocket-
books would ordinarily not be extensive enough to constitute a business.

RECAPTUW OF DEPRFCIATION

Basis weaknesses of House bill in respect to partnership distributions, and
effects on carryover of section 1245 potential. Basis aspects of gift transfers;
effect of gift tax on basis

In a partnership distribution, the distributee partner does not necessarily
receive a carryover basis. Although carryover of the partnership's basis is the
"pattern" rule of section 732(a), there are numerous instances where this is
not true.

Thus, suppose the basis of the distributee partner's interest is $75,000, and
he receives a distribution of $20,000 cash, inventory with a basis to the partner-
ship of $20,000, and depreciable property with a basis to the partnership of
$50,000. The cash and inventory take a carryover basis of $40,000, reducing
the basis of the partner's interest to $35,000, and the depreciable property takes
a basis of $35,000 (reducing basis of his interest to-zero). Here the distributee
partner has a basis lower than the partnership's.

Again suppose basis of a partner's interest is $100,000, and he receives in
liquidation of his interest depreciable property on which the partnership's basis
is $85,000. The partner's basis for the distributed property Is $100,000. Here
his basis is higher than the partnership's.

The House bill meets this problem after a fashion by adding the partnership's
section 1245 potential at time of distribution to the distributee partner's new
basis, whatever it is, to determine the property's recomputed basis in his hands.
The example in the committee report supposes basis to partnership $85,000,
basis to distribute partner $75,000, and section 1245 potential carried over of
$15,000. Thus although the partnership's recomputed basis was $85,000 plus
$15,000, the distributee partner's recomputed basis under the House bill will be
$75,000 plus $15,000. He sells for $103,000 without taking further deductions
and has section 1245 gain of $15,00. The result is sound here, but not the
procedure.
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I. The procedure reaches an unsound result in many cases, as shown by
this variation, where the distributee partner's basis is higher than the partner-
ship's. Suppose the distributee partner's basis for his interest had been $100,0000
Instead of $75,000. Then on liquidation of his interest, the property would have
a basis in his hands of $100,000-he could sell at this point and wipe out all
section 1245 potential. To give him a "recomputed basis" of $115,000, as the
House bill does, is meaningless because there will probably be no gain on sale.

This, then, becomes a very convenient escape hatch from section 1245 treat-
nient.

In other words, section 1245 operates only when there is gain. Here there is
none.

The trouble could be removed by providing that for purposes of determining
the amount of gain to which section 1245(a) (1) applies, the adjusted basis (at
time of sale or disposition) of the distributee partner shall be reduced by the
amount by which his basis after distribution exceeded the adjusted basis to the
partnership before distribution. Of course, an appropriate capital loss would
have to be provided.

Example: On our assumed facts, gain (for sec. 1245 purposes) would be com-
ptted as $100,000 amount realized minue $85,000 (= $100,00, basis at sale minus
$15,000 difference between basis to distributee partner at distribution and basis
to partnership at distribution). However, for purposes of determining gain
tinder section 1001 (a), gain is $100,000, amount realized, minus $100,000 basis,
or 0. In addition, there is a $15,000 capital loss.

The reason why the $15,000 compensating loss is not taken into account as an
adjustment to basis in competing section 1001 (a) gain or loss is that this would
produce a section 1231 loss ($100,000 amount realized minus $115,000 basis),
and so offset the section 1245(a) (1) gain in many cases. Essentially, however,
the loss is from liquidation of a partnership interest, so should be treated as
capital.

If the suggestion above is adopted it will be necessary to provide for a reduc-
tion in the recomputed basis by the same amount as the reduction in the recom-
puted basis by the same amount as the reduction in adjusted basis for purposes
of computing section 1245 gain. For example, on our facts recomputed basis
would be reduced from $115,000 to $100,000. So, if the distributee partner sold
for $105,000 tizstoad of $100,000, he would have $15,000 section 1245 gain, $5,000
section 1231 gain, and $15,000 capital loss.

It is entirely possible that, in some cases, the procedure above will produce
a negative basis for purposes of computing section 1245 gain. For example, on
our assumed facts, if the distribttee partner takes $100,000 of depreciation
deductions and then sells the property "for $5,000, his adjusted basis for section
1245 computation purposes is minus $15,000 and his recomputed basis is 0. He
therefore has $15,000 section 1245 income, $5,000 section 1231 gain, and a $15,000
capital loss.

In this connection, note that Parker v. Delaney, (186 F. 2d 455 (1st Cir., 1950))
held that abandonment is a "disposition."

II. Conversely, where the partner's adjusted basis is less than the partner-
ship's, an injustice may be done under the House bill.

Example: Assume adjusted basis to partnership of $85,000, with section 1245
potential of $15,000. Assume the distributee partner's basis for the property is
$50,000. He sells the property (without taking further depreciation) for $85,000.

The proper result here is that no section 1245 income should be realized. Yet
under the House b1ll the partner's recompt, ed basis would be $65,000; section
1245 income would be $15,000. Again the result is fortuitous, depending on the
accident that adjusted basis to the distributee is not the same as it was to the
partnership.

Conclusion: For purposes of determining the amount of gain on which section
1245 operates, adjusted basis (at time of sale or disposition) should be increased
by the amount by which the distributee partner's basis after distribution is less
than the adjusted basis to the partnership.

Example: On the facts above, adjusted basis for purposes of section 1245
would be $85,000 ($50,000 plus $35,000 difference between basis on liquidation).
Thus there is no gain for section 1245 purposes. For section 1001(a) purposes,
the gain is $35,000. It may be further desirable to treat $10,000 of this as
capital gain and the balance as section 1231 gain.
,As in corresponding point I above, recomputed basis would be increased by

the same amount. For example, on our facts, recomputed basis would be in-
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creased to $100,000 ($50,000 adjusted basis plus $15,000 depreciation added back
plus $35,000 special adjustment).

III. Similarly, in a transfer by gift the House bill as drafted may reach more
gain than it properly should, because of the fact that the donee's carryover basis
is increased by the arnoulit of gift tax paid (sec. 1015(d) ).

Example: Father owns section 1245 property; value $150,000, adjusted basis
$90,000, and post 1061 depreciation deductions of 050,000. He gives to son and
pays a gift tax of $25,000.

Son's adjusted basis is $115,000 ($90,000 plus $25,000). His recomputed basis
under the House bill is $165,000 ($115,000 plus $50,000). However, the recom-
piuted basis should stop at $150,000. If son sells for $165,000, tihe $15,000 gain
realized above $150,000 should be treated as capital gain, as it would be to
father if he retained the property.

There is no indication in the House committee report of an intention to penalize
transfers of section 1245 property by gift. On the contrary, it seems evident
the intention was to put. son in the same position father would have been had
father retained the property. The effect of gift tax on son's recomputed basis
appears to be an oversight. The result of the House bill, however, makes the
property in son's hands less desirable thon in the hands of father, since the
first $15,000 accretion in value would be ordinary income if realized by son,
whereas it would have been capital gain if realized by father. Thus thel House
bill result may affirmatively discourage gifts of section 1245 property.

REoAPTURE OF Dr"RECIATION

Liquidation of deceased partner's interest1 -income in respect of a decedent
effects of House bill on death-value basis

If a partnership owns section 1245 property, the House bill-wsecton 14(e)-
says that the amount of gain which would be section 1245 gain to the partner-
ship will be an "unrealized receivable" for purposes of section 736, among others.

When a partner dies, the partnership often buy his interest from his estate or
heirs. In fact buy-out agreements for this purpose are common. Te normal
tax results are shown by an example:

1P is a one-third partner. At death, the partnership owns unrealized receiv-
ables of $15,000 and other partnership property of $30,000. Total $45.000. Value
of the estate's interest is $15,000. Its basis for the interest, however, is only
$10,000. Reason: $5,000 of the $15,000 value at death is attributable to un-
realized receivables, which are rights to income in respect of a decedent (regula-
tion see. 1.742-1, relying on YRO, sec. 1014 (c)).
I Suppose the partnership pays the estate $15,000 in liquidation of the deceased

partner's interest. The mechanics of the statute treat $5,000 of this as ordinary
income. It is reasoned as follows: Under section 751(b) (1) (B), there is an im-
puted distribution to the estate of its share of the receivables ($5,000). There
is then an imputed sale of the receivables to the partnership for $5,000 cash.
On this sale, the successor realizes $5,000 ordinary income, since the basis of the
receivables in his hands is zero. (Note sec. 732(d) does not give a stepped-up
basis for the receivables here.) This is followed by a distribution of $10,000 cash
to the estate, having no tax consequences because its basis is also $10,000.

There is no way of escaping recognition of income on the $5,000. Under section
736, all payments arrtibutable to unrealized receivables must be treated as sec-
tion 736(a) payments. And, under section 753, all section 736(a) payments are
income in respect of a decedent.

This is fine in the case of true unrealized receivables. But it is wholly inap-
propriate to the fictitious section 1245 receivables created by the House bill.
They really represent only appreciation in value of depreciable property. If
owned outright by the decedent (instead of in partnership), his estate would
have, under the House bill a stepped-up basis. The estate would not be taxed
with income or carry over the deceased's section 1245 potential. The same should
be true on liquidation of a deceased partner's interest.

Probably the result reached in the House bill is unintended and a drafting
oversight. (However, see p. 70 of House committee report for possible indication
the problem received some thought.)
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REOAPTUR or DEPRECIATION

Liquidation of partnership Intorests; appropriateness of using section 751 to
achieve result desired

The House bill does not cover current distributions of section 1245 property at
all, as pointed out in a companion memorandum on that subject. Its answer to
liquidating distributions is to treat them under the collapsible partnership rules
of section 751.

It is suggested that section 751 is not an appropriate vehicle for treating part-
nership distributions of section 1245 property. The fundamental objective here is
to prevent shifts of section 1245 Income or potential from outgoing partner to
partnership and vice versa. The House committee report evinces confidence that
the House bill accomplishes this. Does it?

Turn to example (3) of the regulations under section 751. It Illustrates what
might be called the section 751 melting-pot concept. All section 751 items are
thrown together and any distribution of section 751 items up to an outgoing
partner's share is treated as outside section 751. Only the excess (or deficiency)
of section 751 items is treated as within section 751.

Por example, if, as in example (3), equal partnership ABC has:
$9,000 accounts receivable, basis ------------------------------ $9, 000
$30,000 inventory, basis ----- ------------------------------- 21,000

Total ($39,000) ------------------------------------- 30,000
and partner C retires, section 751 does not operate to the extent ABC distributes
any $13,000 of section 751 items to C. Thus, in example (9) the distribution is
of $13,000 inventory, consisting of C's $10,000 share and $3,000 treated as ex-
changed for $3,000 of account receivable.'

The regulation says the exchange of $3,000 inventory for $3,000 accounts
receivable is not within section 751. The net effect is that the profit on the
$3,000 of inventory which C receives in excess of his share of Inventory is shifted
from the partnership to C.

Another way of looking at it is this: Before distribution, each partner had
$3,000 of potential ordinary income on section 751 items. After distribution,
(I has potential ordinary income of $3,900 (value $13,000, basis $9,100), whlle
A and B each have potential ordinary income of $2,550 (value $8,500 each, basis
$5,950).

Conversely, C can be gotten out of the partnership with less than his share of
the ordinary income potential. Suppose, for example, the distribution to ('
is $9,000 accounts receivable and $4,000 inventory.2 In this case C carries over
only $1,200 of potential ordinary income ($4,000 value of inventory minus $2,800
basis). Some $1,800 of potential income is shifted to the partnership.

The same kind of maneuvering will be possible with section 1245 "tlnrenitzed
receivables" if section 751 is used to handle partnership distributtos. For
example, suppose partnership ABC has the following assets:

B Basis Value

See. 1245 property ........................................................... $8, 50 $10,000
Inventory...-............................................................... 900 1, 500
Accounts receivablo ......................................................... 1, 5 1, 600
Cash .. .................................................. 6000 5,000

NOTE.-NO liabilities.

I In example (A). there Is a further inventory distribution of $7,000, for a total of
$20,000. The regulation treats the $7,000 as atn excess distribution under sec. 751(b),
on which, accordingly, gain Is recognized.

s Plus, of course other property necessary to bring the entire diiftribution tip to the
value of him Interelk

1. I I . ,, 1. , '. , " - , - , i - ,I
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For section 751 purposes this would presumably be rearranged as follows:

Basis Value Potential
inooms

See. 1245 receivable ........................................... 0 1,00 $1,5 00
Inventory .................................................... goo it 60
Accounts receivable .......................................... 1,500 1,500 0
Boo. 1245 property ............................................. 8, 0 8, 5 ..............
Cash.......................................................... ,0,000

Total .................................................................. 18,000 2,100

Partner C withdraws, receiving $1,500 of accounts receivable and $4,500 cash.
Because C has received his share of section 751 items, section 751 does not apply-
and C does not carry over any section 1245 potential. It has all been shifted to
A and B.

It seems that quite erratic results may be reached under section 751. In view
of this, it would appear preferable to deal with section 1245 problems in liquidat-
ing partnership interests entirely separate and apart from similar proLlems with
inventory and unrealized receivables. This could be done by an entirely new
section of the code or by a new subsection added to section 751. The gist of it
would be that on distributions In liquidation or partial lkiqtidation of a partner.
ship interest, the outgoing partner realizes income to the extent he receives less
than his share of section 1245 potential, and the partnership realizes income to
the extent he receives more than his share.

RECAPTURE OF DEPRECIATION

Current distributions by partnerships

The House bill proposes to treat distributions of section 1245 property by a
partnership to a partner under the collapsible partnership rules of section 751.
These rules apply, however, only on complete or partial liquidation of a part -
ner's interest. They do not apply to current distributions (Reg. sec. 1.751-1(b) (1) (11) ).

To a certain extent, this is already a loophole in the treatment of Items
presently encompassed under section 751. For example, suppose a partnership
of Father & Son. Father has a great deal of income and Is In a high bracket;
Son In a low bracket. The share of each in current earnings is $10,000 and
the firm has $10,000 of fees earned but not yet paid. Father is paid $10,000 In
cash but Son gets the reeelvables. Result: Father's income is his distributive
share, $10,000; It would have been $15,000 if the firm 'ad collected. Son's In-
come is $20,000; it would have been $15,000 If the firm had collected. Thus $5,000
of income has been shifted from Father's return to Son's, without substantial
economic difference.

In a mercantile business, this can be done by current distributions of ap-
prelated inventory.

Under the House bill, the same is possible in the case of section 1245 property.
By current distributions of section 1245 property, the section 1245 potential can
be taken out of the partnership and thus out of the returns of high-bracket
partners. If a partnership is going to sell property with a section 1245 potential
anyway, why not make a current distribution of it to the partner in whose return
the income (when realized on sale) will do the least harm?

This seems wrong. A much preferable approach would be to follow the pattern
which the House bill sets for corporate dividends. There, a current distribtuilon
creates Section 1245 inceone to the crporatlon.

As applied to partnerships, where the distributed partner's share of the gain
should not be taxed unless and until realized by sale or other disposition, that
means:

The partnership would realize section 1245 Income to the extent section 1245
potential distributed to any partner during the year exceeds his pro rata share of
the total section 1245 potenitil distributed. This section 1245 income should
be specially allocated to the distribttive shares of income of partners receiving
less than their pro rata shares. A simple example illustrates the principle:

Example: A, B, and C are each one-third partners. In a current distribution
to A, the partnership distribltes a section 1245 asset with value of $10,000 and a

-- , I " " * - i ' , - # ' - ' , " , '," ',I I - r,;, o ;* L 1 - . -, ',, . #--1 , 7 , - - , , . 1. , I --
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post-1901 depreciation deduction account of $1,500, of which, therefore, each
partner's share Is $500.

Since B and C have now escaped the possibility of section 1245 taxation on the
asset, the partnership should be considered as having sold B and C's share
($1,000) of the section 1245 potential distributed. The profit on this sale ($1,000)
should be specially allocated to B and C Under section 702(a), and the basis of the
asset on distribution should be increased by $1,000.

If there are several current distributions of section 1245 property during
the year, the same technique can be applied to the deficiency in section 1245
potential received by a partner below his pro rata share of the total.

Example: A receives property with $1,500 section 1245 potential, B property
with $1,000 potential, and C property with $500 potential. The total section 1245
potential distributed in current distributions is $3,000 and the share of each
partner is $1,000.

This can be treated as if the partnership sold $500 of section 1245 potential,
the profit on which is allocated to C. Basis of property distributed to A would
be In creased by $500.

Of course, at present current distributions of unrealized receivables and appre-
ciated inventory do not come under the collapsible rules of section 751. Where
true unrealized receivables are distributed, as in the father-son example above,
the Revenue Service might possibly deal with it on an assignment of income
theory. See Jud Plumbing, 5th Cir., 153 F. 2d 681, and Williamson, Court of
Claims, 202 F. 2d 524, for cases supporting the assignment theory or its equivalent
in a corporate setting. The keystone to Government success here is the fact that
income had already been earned and was not taxable to the partnership only
because its method of accounting hadn't included it yet.

But It seelnis Inu.ssible to nmintnill an assignment of income position as to
appreclated but unsold Inventory: even less as to the fictitious section 1245
receivables rated by the House bill. No ineome has been earned yet; in the
section 1245 prdperty case, sale of such prolprty normally doesn't recur fre-
qtently in the course of business, so looks even less like an assignment of Income.

It Is a fair reading of the House committee report that the House bill drafts-
men thought they hnd included current distributions. See committee report,
page 70. If so, this objective has surely not been achieved. Further, it should
be noted that different criteria should govern current and liquidating distribu-
tions. In liquidating distributions, the question is: Has the outgoing partner
received his share of the total section 1245 potential of the partnership? In
current distributions, however, the question should be: Has the outgoing partner
received currently more section 1245 potential than other partners have received
currently?

RECAPTURE OF DEPRECIATION

Collapsibility of partnerships and effect of House bill on definition of
substantially appreciated inventory

The collapsible partnership rules are in section 751 of the code. Normally,
a partner gets capital gain on sale or liquidation of his interest. But under the
collapsible rules the outgoing partner (1) is always taxed at ordinary income
rates on his share of the unrealized receivables, (2) is taxed at ordinary income
rates on his share of the potential profit from inventory but only if all "inventory
items" have "substantially appreciated In value."

The terni "inventory itpms" is defined very broadly by section 751(d), so
broadly that the section 1245 poteltial of tile partnershil)--iade into an
"unrealized receivable" by the House bill-might be dragged into the definition,
with unintended consequences. "Inventory items" include not only property
held for sale to customers, but also (see. 751(d) (2) (B)) "any other property
(if the partnership which, on sile or exchange by the partnership, would be
considered property other than a capital asset and other than property described
it section 12313."

The regulations say this does Include both realized and unrealized receivables
(Reg. sec. 1.751-1(d) (2) (i)). Furthermore, section 1245(a) of the House bill
says that, on sale or other disposition of section 1245 property, the section 1245
gain "shall be treated as gain from the sale or exchange of property which is
neither a capital asset nor property described in section 1231."

An excellent argument could be made, therefore, that the section 1245 un-
realized receivable created by the House bill is an "inventory Item" within the
pieaning of section 751 (d). Whether this argument Is conclusive Is beside the
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point. It Is there and it is troublesome. What is the practical effect If it is
accepted?

True inventory-property held for sale to customers-is not subject to collaps-
ible treatment unless "inventory items" as a whole have "substantially appre-
ciated." They have "substantially appreciated" only when their value is greater
than (a) 120 percent of the adjusted basis to the partnership and (b) 10 percent
of the value of all partnership property, other than money (see. 7151 (d)).

Notice that adding section 1245 receivables to value increases that side of the
equation, in some cases perhaps immensely. However, nothing is added to the.
other side. The 120-percent figure is not increased because the basis of section
1245 receivables Is presumably zero. The 10-percent figure Is not increased be-
cause the value of all partnership property remains the same.

Thus, the net result would or could be that many partnerships not collapsible
today will be collapsible under the House bill, insofar as true Inventory is con-
cerned.

Of course, this possibility should be obviated before enactment.

REOAPTURE or DEPREOIAflON

Failure of House bill to provide reduction in carryover of section 1245 potential
after recognition of gain in carryover basis and similar cases

Generally, when property is transferred and carries over its pretransfer basis,
the House bill provides for carryover of the pretransfer section 1245 potentiaL
More exactly, under section 1245(a) (2), post-1901 depreciation deductions of the
transferor (as well as of the transferee) are added to the transferee's adjusted
basis in figuring recomputed basis of the transferee.

Under the House bill, a similar principle applies to carryover bases in like
kind exchanges and involuntary conversions.3

But no provision clearly covers the case where section 1245 recognizes gain on
the transaction. That some provision should be made is best shown by this
example:

Business machinery with an adjusted basis of $100,000 is destroyed In a fire.
Insurance proceeds are $117,000 and post-1961 depreciation deductions were $16,-
000. Under the involuntary conversion privileges of section 1033, the owner
replaces with similar property costing $114,000.

Gain recognized is $117,000 (amount realized) minus $114,000 (cost of replace-
ment) or $3,000. This will be taxed as section 1245 income under the House
bill.

Under section 1033 (c) new basis=cost of new-gain not recognized.
But gain not recognized in turn = cost of new minus adjusted basis of old.
Substituting--

New basis equals cost of new minus (cost of new minus adjusted basis of old)
cost of new minus cost of new plus adjusted basis of old
adjusted basis of old

It seems, then, that within the meaning of section 1245(a) (2), the new basis
"reflects" the entire $16,000 of post-1961 depreciation deductions taken on the
old property. So if owner now sells for $117,000 without further depreciation
deduction, lie will have a section 1245 gain of $16,000 (plus capital gain of
$1,0o).

Yet the correct result clearly is that only $13,000 should be added on to the
basis of the new property In figuring its recomputed basis-$3,000 of the carried-
over section 1245 potential has already been realized.

It is possible to argue that, since $3,000 of gain was recognized, only $13,000
of post-1961'depreclation deductions are still "reflected" In adjusted basis, within
the meaning of section 1245 (a) (2). But this seems a strained interpretation.
It is more natural to say that depreciation deductions are "reflected" In ad-
justed basis whenever they enter the equation which determines that basis. Here
they enter through the adjlusted basis of the old property.

Moreover, what geoflhd is there to atribute the $3,000 of recognized gain to
post-1961 depreciation deductions? It cold a,4 rghily be attributed to pre-1961
deductions, or partly to each.

a Technically, In involuntary conversions, the replacement property does not have a
carryover basis (Reg. see. 1.1038(b)-1(b)), But, as demonstrated above In this memo-
randum, basis of the old property is "reflected" In basis of the new within the meaning.
of see. 1245(a) (2).
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ileic 1iie vIjoiit itrises, or 'ourse, whenever section 12.t5 property hum a carry.
toei' ,insis. (('ottrIlitilotis to c(rporAtion or iartlnerslillm, wc. 1031 ex-
01llli1lg.,s etc,.)

Hollp prl'vglflll should Ip lnlidt, to clarify the pointt before enAtment. In mb.
StIldate, I. ost-lt)411 deprecitlon deduct bats carried over should be reduced by the
11141111t of thu. gilllt recogalized Aild taxithie" tlader Section 12.15,

IE:xNllhpl : As above, 1isullrll(e Iacei'ds $117,0): ndJu1sted basix $100,000: cost
t relibi'ement I'roperty $11.0,(m): gain r'ecog4mized $3,()00. 1However, postfl0,lt

disprel-lit til deductlIons at I Illit gn Iit I recognized are only $1,(X ).
.Althotlgh se tion 13 recognizes $,,k,()o gillin here, only 1,0(MO of the gain

Is littrih'ltillle to post-1)fll (l'jreelitlol dedltictoti itnd txahle under section
12-15, 11d ti shollid he flth t unt of reduction In setellon 12-Il oltelthial enrirledl
iov'r. It would lie wrong to reduce tie potentifll by ftie elntlre $0.

ltF:CAPTI'uFl OF I)F;PauFIA110aX

Hection .833 liquidation of corporation ; earnings and profits ili(I sulbhapter 8
corporations aspects of House bill

TUder the House bill, it "one,-lonth" section :33 liquidlhtion of it (oritraton
Is treated the stime for section 1245 purpIses its lully other corporate liquid.
lion. That Is. the eorlportlion realizes section 12.11 Illeon as if It had sold
Its Reel loll 1245 property tit the nonient of Ilqtiation. The earnings and profits
tire accordingly Inereased by the section 12-15 lgain (inuI tax nttrlbttnblo to It).

The theory behind tie wiy the Ilouse bill treats normal corporate liquidations
In that the enmpany nly have underplid Its tax through excessive depreciation
deductions; to reolp the underpaid tax and restore It at the corporate level,
the tllx In Im psed nt time of liquidation.

However, for section 333 Ilquidntinis, thls treatment results in far more
drastic tnx burdens on stockholders than in normal liquidation. Tilth is no
be ause, under section 333, the Individual stockholders must take In their ratable
shares of onrnlngs nawl profit as a dividend, taxable nt ordinary income rates.

Moreover, this treatmetit produees InequalIty of result ans between normal
and section 3:14 liquidntions. It will result ti two successive ordinary Income
taxes, whereas i the norli Ilqudntlon there will be one ordlnary income tax
oil the corporntion and n eapltal ain tnx on the stockholder.

Pnrtletlnrly for subc-halter 8 corporations is this unfortunate.' It sliould
be possIble for smnll business to aehleve the lietefils (such an limited lnility)
of operating l in eorpor ate form tlnd still lie taxed as partnerships. Congress
recognlvzed this in enneting otbchapter , which substantilnly parallels partner-
ship treatnent for current operations and distrNtions,

R'ven on liquidation, It is now possible through section 1133 to aehleve sub-
stintilnly partnership-type treatment for subehapter 0 corrntions (and
others), Tn fact, the Ishi Idea beli d section 83. Is that it Is like a partner.
ship llqidatihn. The snlient . imlhirities are :(i) (lain Is not generally rpeog-
nil.ed In either ease exceptt tis to money ili excest (if bnois i a painrtnership
liquidation, nnd ns to money and certain , securities in a sPee. ,483 liquldntIon).
(M) Both section ,33 stoeklolders and partners take over the anssets of the
enterprise nt the ndjtsted balses of their st-(.k or Interests.

Tie one prinlllpl point of difference' netunlly enrrip out the nnnlogy further.
The difference Is that partnerr( do not gemnrnlly renllze income from liquidntlon,
while seetlon 1133 stoekholhers nny he tnxed with a dividend on their slinre of
the entity's earnings nd profits. Thils In neeounted for b)y the fact that the
partner wn currently taxed on his share of the entity's earnings while the
stockholder wns not. Thus the stnekholder In doing all nt one wlint the
partner has bee4n doing over n period of time.

tn effect, the Mioue hill throws n substnntiln obstacle Into thin desirable feature
of tho tax law. It will probably nnk. s,%etlon .13 liquidntlons unusnble when-
ever there Is shstnntlnl section 1245 potential. Stockholders will rarely go
through with section 83.3 liquidations If there is n lnrge dividend tax in store.
and the House bill guaranteed jlt that.

There nre several wnys of handling this problem, nny one of which would
Implive the House bill.

STpehnleallv In stubeh, A corporations, xnin on tiquqalntion will inerins, tShp latek.
older' dWtrbutive ohareg of corporate earnings, rather thpjn the corporatA enrningiA and

profit accountitNelf. The effect to much the name,
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Proposal 1. ltecognize section 1245 gain to the corlporation, but don't add It
to earnings and profits. On tile corporate level, this will achieve parity with
norntal iq uidtions. And as to the stockholder, It is consistent with the basic
nourecoglition purpose of section 3:9, since it does not add anything to the
amount of Income recognized to him.

Proposal 2. Recognize section 1245 gain aitd add it to earnings anti prollts,
but tax this part of a stockholder's share of earnings and profits as capital gain.
That achlleves exact parity with normal liquidations both on corporate and
sto-khohler levels. But It adds to the tax oil tile stockholder, and ths Is loss
consistent with the fundamental purpose of section .133.

Example: Post 1901 delreclation deductions of $10,M) on corporate section
1245 property; adjusted basis $100,000 and fair market value $117,O,. Under
the I1mse bill as well as under both proposals 1 and 2 above, the corporation
realizes $10A)0 section 1245 income. Assuine tax on the section 1245 Income ts

Under proposal 1, nothing Is added to earnings and profits. There Is no added
tax to tile stockholders.

Under proposal 2, earnings and profits are increased $10,00. Assume $40,000
earnings and profits apart front the section 1245 Income on liquidation, or total
earnings and profits of $50,000. Assume also the stockholder's gain is $100,000.
Then $10,000 Is taxable as capital gain and $40,000 as a dividend. (Tie $00,000
balance Is not recognized under section 333, except as to money and certain
securities,) If the stockholder's gain had been only $25,000, then ten thousand
ilfty-thousandths of It, or $5,000, should be capital gain. Forty thousand fifty.
thotiindths, or $20 000 should be dividend.

Under the House bill, earnings and profits are increased $10,000, and (assumlling
gain of at least $10,000) the entire $50,000 is taxed as a dividend to stockholders.

Proposal 8. Give full-scale partnership-type treatment to the section 1245
gain, either for all corporations or for subchapter 8 corporations only, with
other corporations treated under proposals I or 2.

Following the partnership analogy as it appears In the House bill this ineans
(1) no tax to the entit on Its section 1245 potential at tisie of liquidation, (2)
except to the extent that a distributeo receives more or less than his share
of section 1245 potential and (8) carryover of the entity's section 1245 potential
to the distributes.

The special problem ot a section 833 liquidation not present in partnerships
Is that, In effect, it Is two liquidations because "qualified electing shareholders"
are treated specially and all others in the regular way, That suggests the
following treatment:

(a) recognize and tax to the cororation that part of the section 1245 loten-
tial propo)rtionllte to the Interests (f those who are not qualified electing share-
holders. It oine-fifth don't qualify, one-fifth of the gain will be taxable per se.
The amount normally added to earnings and profits (gain minus tax on the
gain) should not be added lit tils case, since it would only Increase taxes on
qualifying stockholders.

(11) Iii addition, re(oglize and tax to the corporation any palrt of tile sLtion
1245 potential attributable to the interests of qualifying stockholders as a
group which Is not In fact distributed to them. For example, assulo four-fifths
Is thWer share, but that two-fifths Is distributed to nonqutalifying stockholders,
Since one-flfth of qualifying stockholders' potential his been shifted to the
nonqualifying group, onte-ilfti should be taxed to the corporation. The appro-
lrlate addition to earning and proit should be iiade till( allocated entirely
to the account of qualifying stockholders as a group.

(is) As to the remainder of the section 1245 Pmtentlal, to the extent a jiar-
tieulu qualifying stockholder receives less than his share (vis.a-vis other quail-
tying stockholders), the corporation realizes section 1245 Income. The appro-
priate addition to earnings and profits Is allocated entirely to that stockholder's
share of earnings and profits.

In practice, Wiost cases shouldn't involve the inaxilll eomnplications possible
under proposal 8 above. Because of limitations built Into section 833, most
section 81 Ilquidations are of corporations iln modest businesses owned by small
cohesive groups of stockholders; presumably all are normally qualified electing
shareholders. Most of the time therefore tie proposal outlined above will not
entail more conmplIcntion than the House bill already entails for liquidation of
partnerships,
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Toi the pntrIt .', *tla)11 1215 I)Oteltli Is lint reall't.ed by flip corlml'ittion In a
secti4'i Ul31 IhuIdttlom, It wuld Ix vtarrihd over to oiuajylifyig stmikholders lit
the ianmr pri.,rlhibi mttider the HIouse bill for Ii'rtnei'siill. Ililthitniliiis.

If prqmolial :3 Is emlhited to) sllbeholpter . eforl'w'rllhms, ii ij,'e-lil prol etm Is
erelifted by the fat. thu I ti t,' .eirwrittlon ean swlit(. fr(iii Ntlichilp(wr 4 tts aind
ba.k. ()lwImsly, It wmld Ie, Inaploro )rite to iillw it i.,,tilhbiliter .8 v''rlwrii-
tillt to lIi,,' m 11ie it e itn. llillufl oti) of I (llldltifll.

A glihlitioli Is to dllhh, tile setion 124-5 Jpotenthil lint, i part iittrilliltble to
sulbehaliter . years and a part attributable to nioilsubs,,rlber .$4 years. The part
alttriutahle to) tit nsubtuiilter . years would N4 ituttinulti,.illy teuxible; flip
part attrilbutable to sulx'hapter S years would loe treated its oitltlied in r julmsi-Al 3.

More slit,.iially: Under seetioi 1245( a) (1 ), if fair smirket value att liquid.
tioli Is i vl!uie ri'-clliptilte(Id basis, tlip se't 1 1245 hIf'eltil vIliualI tfial pI(st-l- l
lelrPMiai4tot 4I1Nt1110118 011 the se'vtl i 1245 .s$,ts: 111d thle 11l1oti1t of setUIon

1243 potentllil to IXw ttedi4t41 Its outlined lin proljs-isl 3 Wmiuld ,ll luiy q41lil IMst.
11411 ileolditionis attributale to stibhapter . .v3atts. The rest would le treated
its onisulihapter . years' Iiteltthll, itllt If fair lliltriket valu at lit lqidatlon I
ilow reco)llmlt4l IMsis. thell Under section 124Wlia) the section 12451 lutentlitt
t(itl forpiniite liquialtlons) IN only flite difference, between fair market value tind
adjusted 141414: In that (sis the Islrt attributable to nIotisu tt'holit er .4 years
would bear the slme ploprtioni to total setlIn 1245 pxotenthi lits Ias st-1901
dealutittons lit lninsiluwhilpter .4 years bear to total lwst-1901 oeluetlons.

There are. of course, basIs Allncitlon dlffereltees betwtn Stpitill .::3 liquid.
tiolg antd irtnfership liquidations. 'ndoer section 3M. basis of a shareholder's
sts.k Is alkmwted anong oiwts repeIved ttlubtontlally aveordling to thi' relative
values of the assets at liquidation. (See regulation, see. 1.I4-2.) In
lirltiersliil) liquidations, on the other hand, basis of a partner's IIiter(*t Is
alomnated amin itasmsts reveih'ed in prolmrtloi to their adjusted blsIl to the
partnership (apart from cash, recelvables, and Inventory, whIeh tire not see.
1245 assets anyway).

RICAPrrUR Or DEPRECIATION

Weaknesses In House bill definition of "personal property" and of "depreciable
property"; intangibles Included

The definition of "section 1245 property' Is none too clear tinder the House
bill. Specifically, it should be stated whether "property subject to the allowance
for depreciation provided in section 167" Includes property sublt to anmortiza.
tion. And It should be stated whether "personal property" iliw.lud'es posaeory
Interests in (a) land, (b) buildings and structural eonnponents. and (P) the
fixturetype assets specified In section 1245(a) (8) (B.

In addition, the question arises whether the inclusion of all Intangibles as
section 1245 property (toes not go too far.

I. The regulations draw a sharp distinction between amortization and deprecla.
tIon. For example. a tenant who buys a leasehold Interest In land amortzes
the cost over the remalntni termn of the lease as a business expense under sec-
tion 102: he does not take depreciation deductions under section 167. (See regu-
hatlon se.. 1.162-11 ().) Lik,,wIse. a tenant erecting a bulldlng under a long.
term lease uniortizes the cost over the life of the lease If the useful life of the
building Is longer than the term; but If It Is less than or equal to the term of the
lease, hls f14lt,,tlion Is for depreciation. fSee regulation, see. 1.1r2-11 (h and
regulationsee. e T.4t a )-.)

There Is at least one practical difference between amortization and deproda.
tion. Amortization Is always a straight line writeoff, while depreciation may
be eligible for accelerated methods.

Nevertheless. a recent Tax Court case (Raker 88, TO No. 2) holds that prop.
erty of R character subject to the allowance for depreciation provided In section
107 Includes property subject to amortization. The case arose because the Identi-
eat phrase appears In section 1239, and the Government successfully argued.
In spite of the regulations, that there Is no difference between depreciation and
amortization within the meaning of the language quoted.

Thns It seems better to provide explicitly either for "depreciation (but not
amortization)" or for "depreciation (or amortization In lien of deprecation)."
Aetually. It would otm that the latter makes more sense, particularly in con.
section with the fixture-type Interests Included as section 1245 property under
section 1245(a) (8) ().
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To Illustrate, consider the case of a taxpayer who puts fixtures (not a build.
Ing or structural components) on property. If he owns the property and the
fixtures outright, the fixtures are depreciable and clearly section 1245 property
as defined in the louse bill. But if he does not own the property and instead
has it under a lease which will expire before the useful life of the fixtures and
either the fixtures aren't removable under the lease or It would Ie impracticable
to remove them, the writeoff is through amortization.

For example, it friend of mine rented space for a dance stf(llo and put panel-
lIg on the walls to give It atmosphere. The paneling will far outlast the lease.
It would be tisele s on removal and he does not plan to remove it. Instead he Is
writing it off over the term of the lease. Another example in where a tenant
constructs a building on leased land, and in connection with this puts In firture-
type property (not structural components) such as blast furnaces or counters,
not removable at lease's end. (See case a below.)
It. Turning to the concept of "personal property," it In Impossible to ascertain

the intention of the h1mose bill as to leases of land and buildings. The committee
report says without qualification that personal property includes intangibles;
that indicates inclusion. Furthermore, leases have been classed as personal
property by the common law for centuries. On the other hand, section 1245 as
drafted excludes buildings and structural components, which looks the other

& balance, It seems probable a court would hold that leases are personal

property within the meaning of section 1245 of the House bill and (if we accept
the premise that depreciable property Includes property subject to amortization,
that they are section 1245 property.

The question is of practical importance. Not only are long.term leases bought
and sold frequently, but corporations or partnerships in iquidation may dis.
tribute leases to the stockholders. The following cases should be considered.

1. Tenant leases land and pays advance rent. lie amortizes the advance pay.
ment over the lease term. Midway in the term, he assigns the lense for vnlue.

Does his gain come within section 1245? Under the House bill, apparently It
does--his lease is personal property and it is property of n character subject
to an allowance for depreciation (amortization).

2 Tenant leases land. Later he assigns the lease for a consideration and the
new tenant amortizes the cost over the remaining life of the lease. He in turn
sells at a gain. Does the second tenant's gain come within section 1245? Ap.
parently It does under the House hill.

3. Tenant leases land and constructs building which has n useful life longer
than the term of the lease. le amortlzes the cost over the term of the lease
(regulation sec. 1.102-11(b)). Later he sells the leam for more than his eid.
Justed basis. Apparently this gain also comes within see. 1241; of the Hous bill.

(Notice: In constructing the building, the tenant will also probably put in
fixture.type assets which are sec. 124S property by virtue of sec. 12415(a) (8) (B).
A problem arises as to how gain attributable to these is to be treated. See
point I above.)

4. Same a 3. except that the seond tenant assigns the lease to a third tenant
after amortizing part of his cost. Does the second tenant's gain come within
section 1245? Apparently.

5$. Same as 8. except that the life of the bulldIng is shorter than the term of
the lpee. Tenant depreciates the cost of the building over its useful life (rPgn.
lation see. 1.167(a)-4). Before end of the building's useful life, tenant assigns
the lease for a consideration greter than his adjusted basin. The gain is due
to both (1) appreciation in rental value of the land; and (2) appreciation In value
of the building caused by higher contemporary construction costs

An excellent argument can be made that both elements of the gain are within
section 1245. As to the land, see eases 1 and 2 above. An to the building, tonant'n
Interest is personal property (assuming that technically landlord owns the build.
Ing because affixed to the realty) and It In subject to depreciation. It comes
literally within the statute as drafted.

In all of these cases, the source of the gain is essentially increase In value of
land, building, or both; or in ease 6 the source could, Indeed, be attributable to
excessive depreciation deductions because of accelerated methods, too short a
useful life, or underestimated salvage. The point Is that the real estate people
persuaded the House Ways and Means Committee to exempt real estate from
section 124M. The results reached above are Ineonixtent with that exemption

HI. The third point Is what intangibles should be included in section 1245
erty. This raises the question, what Is the fundamental purpose of section
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'The louse committee report represents the purlHse as primartily reform. It
stattes that excessilve delitiot (lt4 twtiots may have been taken against
ordinary Income Iecause of tnderestmnated useful lives, underestimated salvage,
or accelrate, d metilods (committee relort, pp. 64-07). It Is also true, of course,
that gain on resale may be due to Inflationary factors-and this is a speculative,
Investment-tyl element that should be etltitled to capital gain. However, it
praetico It is Iniosslblo to distinguish between tile sources and tie Honso
Ill)prolu('h It) to attribute all gain to overdeprtclatIon.

It may well be doubted thalt Ihe prenise is correct, Indicatiotns tire that
useful Ives Ipermitted by the IteveUe Service have been grossly overstated for
years. In fact, the Treasury conceded this In prescribing inUch shorter useful
lives for the textile Industry and In annotnclng a complete revision of Ililletiln
F. On the other hand, It Is known that reproduction cuRts have risen greatly.
Thus It would appear that the (0overntment hns actually been getting at break on
deprevition deductions, and that gains on resale are due, by I1lld large, toInflation.

Coisequently, It Is hard to take tit face value the protestations of thke House
committee report. The one legitimate argument-tiat the gain many he attrib-
utable to overdeprecahtIon b enuse of accelerated nethod-ils easily a1nswered
by taxing as a recapture of delpreciatlon only the exn'ess of aceelerated deprecla.
tion over 1'lat would have been. deducted under the straight line method.

But whatever the merits of the "reform" argument, It does not apply to write
offs of Intangibles. If Intangibles, such as patents, can be written off at all, they
iuust have a definitely limited useful life. There Is no estimation Involved and
no Salvage value.' And only tangible property may be written off unier double-
declilnig or sumn.of.the-.yearsdigits .d ctel'ierated methods (concelvably a patent
can be written off under the 150 percent decllulig balance method).

Likewise, the "reform" reasoning does not apply to amortization writeoffs.
It a tenant erects a building with a useful life greater than the term of his lease,
the period of writeoff is definitely fixed; It Is not subjmet to estimation and there
Is no salvage. Furthermore, amortization is always a stralghtilne writeoff, so
there cannot be overdepreclation through accelerated methods.

It Is possible that section 1245 Is being tied in with useful life revision. The
UQuse committee report so Intimates. That might justify it If the businessman Is
really going to be given leeway In choosing useful lives. However, one doubts
that revenue agents will really do this or that the revised lttlletin F will really
prescribe useful lives that are on tile short side. Probably nothing short of a
statute prohibiting disturbance of any reasonable useful lifo chosen by the tax-
payer would really do the trick. But whatever the merits, if this Is the under-
lying objective, neither Intangibles nor amortization writeoffs come within it,
since there Is no leeway in either ease to choose a too short useful life.

One suspects that the real reason behind section 1245 Is simply to raise revenue.
If this Is so, inclusion of intangibles and of amortization writeoffs may be justi-
fied. It should be noted however, that property benefiting from the Investment
credit-tangible personal property-will then not be perfectly matched by prop-
erty bearing the burden of new taxation-tangible and intangible personalproperty. MUTUAL SAVINGS 13ANKR

Amount of distribution in redemption or partial liquidation chargeable to earn-
Ings and profits to reserve accounts under House bill

In the Ilouse bill, new section 908(f) provides tin order of priority for the
corporate accounts against which distributions to stockholders are to be charged.
These rules govern current dividends, redemptions, partial and complete liquida-
tions. The order provided for dividends Is (a) accul4ulated earnings and profits;
(b) reserve for losses on real property loans; (e) sutuplemental loss reserve' and
(d) other appropriate accounts. For redemptions and partial and complete ilqu.

nations, the general scheme is the same with a ,different order of priority.
The fouse bill appears to contemplate and direct charging of the entire amount

of the distribution against these accounts, This is too favorable to stockholders.
A point apparently overlooked In the drafting of section 6038(f) is the rule of
the Jarvis case (40 BTA 480; aft'd, 4th'Cir., 128 Ir. 2d 742), as explained In

$ It is possible that patents and copyrlihts may be written off in some capes over a
Period shorter tan the, maximum useful ife. Bit these mustbe raro case& requiring
strong proof thattbe aCtual Period of usefulness is shorter, m
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(I.C.M. 23460 (1042-2 Cum. Bull., p. 1K4)). This rule appears In recondite form
in section 312(o) today.

Briefly, under present law on a distribution in redemnptloit or partial liqulda.
tion, only part of the distribution is charged to earnings and profits. Part Is
charged to capital account, thus does not reduce future liability of stockholders to
dividend treatment.

Appropriate clarification of this point should be made before enactment.

BRai. oN MANUFAOTUuED ToiLncco--CII1WN0, SMOKINO, AND SNUFF

(Submitted by Mr. W. Brooks (eorge, Larus & Bros. Co., Inc., Itichmond, Va.)

The manufactured tobacco (chewing, smoking, and snuff) segment of the
tobacco industry is in a very distressed condition. After carefully weighing all
of the aspects of this problem it is apparent that it can only be resolved by
reduction In the Federal exclse tax rate on manufactured tobacco.

From 1802, when tax was first InilSed on tobacco products, until 1)18, when
manufactured tobacco attained its Iak of production In the United States, such
tobacco represented an important part of the significant contribution of the
tobacco industry to the economy or this country, Since 1018, however, there
has been a steady (leeline iin the production and consumption of manufactured
tobacco in the United States,

In 1018 more than 400 million pounds of manufactured tobacco were produced
lit more than 1,500 factories in this country. The Federal Government collected
more than $10 million in revenue front its exercise tax on manufactured tobacco,
which represented about one.third of the total Federal tobacco tax collections In
1018. On the other hand, in 1060, the last-year for which complete figures are
now available, only 173 million pounds of manufactured tobacco were produced.
The number of tobacco factories in business dropped to less than 175. The
Federal Government collected only $17 million in the fiscal year ended June 80,
1001, from Its excise tax on manufactured tobacco. That amount represented
less than 1 percent of the total Federal tobacco tax collections in 1001.

According to statistics released by the U.S. Department of Agriculture, and
Health, lEducation and Welfare, 75 percent of all consumers of chewing and
smoking tobacco live in rural areas. Particularly striking Is the fact that Mf
percent of the consumers have incomes under $3,000 per year, It is also striking
that 85 percent of such consumers receive less than $1,000 per year. Therefore,
manufactured tobacco is basically it Ioorman's tobacco, since the bulk of the
consumers thereof are persons with low Income. Accordingly, the cost of such
tobacco to consumers must be held to the lowest figure possible. Manufacturers
have consistently attempted to do so by Improving production, packaging, and
distribution methods, passing on to the consumer the benefits of Improved effi.
ciency. This has been done despite Increased costs of the leaf or raw tobacco,
labor, packaging, and marketing of manufactured tobacco.

As a result of the steady and drastic decline In the consumption of manu-
factured tobacco, coupled with mounting increases in manufacturing and market.
Ing costs, producers of such tobacco have been hard pressed for many years in
their efforts to stay in business and to provide quality merchandise to low.
income consumers at a price such consumers can afford to pay. On November
1, 1051, the Congress reduced the Federal excise tax on manufactured tobacco
from 18 cents to 10 cents per pound In an effort to alleviate the problem and
to stimulate this long established and important segment of the tobacco industry.
However, the production and consumption of manufactured tobacco continued
in steady decline. A drop of 20 percent occurred from 1051 to 1001. Therefore,
it is now imperative that the existing Federal excise tax on manufactured tobacco
be reduced from 10 cents to not more than 4 cents per pound. Such tax reduc.
tion is essential in order to stabilize and revitalize such tobacco.
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Tits NATIONAL BIOAD OF YM UNDUWIEU .M,
Vow 'ork, N.'., April 11, 1062.

RIe Section 13 of H.R. 10050.
1ion, IIAXY F. BYW,
Chairman, Finance Qommiteo,
U.8. klcnato, Washington, D.C.

I)EAR H.NATOR Ithio: The Assomiation of Casualty and Surety Companies and
the National Board of Fire Underwriters have no objection to the elimination of
the tax haven operation proposed under section 13 of H.R. 10050. However, the
bi1 us drafted not only elinlates the insurance tax haven, but also elinates
tax deferral on normal foreign subsidiary operations, thereby placing U.5,-owned
foreign insurance operations at a disadvantage with foreign-owned competitors
lit seeking their fair share of the foreign insurance market. A committee rep-
reenting American Insurance operations in the worldwide market has drafted
the attached memorandum and proposed amendments to section 13 of the bill,
which are directed solely to resolving this problem.

The American Insurance market In recent years has been expanding Its
worldwide operations and hopes to continue this progress in the future. While
few of our member companies now own foreign domiciled subsidiaries, the nor.
mal growth pattern for this worldwide operation will, most certainly, result In
an Increase in the number of such companies organized or bought during the
next few years.

In order to maintain the continued growth of American insurance lit the
worldwide market, we urge that section 13 of the bill be modified in its applica-
tion to Insurance and reinsurance written by American-owned foreign Insurance
companies In line with the proposed amendments submitted herewith, for the
reasons set forth In the attached memorandum.

respectfully submitted.
ASSOCIATION OF CAUAlTY & HUIKTY C0OMPANIEtSt
ROBiERT N. O(l.Mouin, Jr.,

(encral Counsel.
NATIONAl. BOARD Or Y1111E UNDERWIInTRS,
J. IAYMOND BERRY,

Gtitv'al (ounswl.

1)m'AII,: EXPLANATION

VONTOI.I.I) FORt:ION COIPORATIONS

We urge that section 13 of the bill I miodified in its application to insurance
and reinsurance written by American-owned foreign Insurance companies.

The report of the Ilouse Ways and Means Counttee (page 57) states:
"Itl this area the President recommended the: 1* * * elimination of the tax

haven device anywhere in the world, even in the underdeveloped countries,
through the elhzninathon of tax deferral privileges for those forms of activities,
such as trading, licensing, Insurance, and others, that typically seek out tax
haven methods of operation. There is no valid reason to permit their remaining
urlaxed regardless of the country in which, they- are located.'

"Your connlmittee's bill does not go as far as the President's recommendatilons.
It does not eliminate tax deferral In the case of operating businesses owned by
Amerli-ans which are located in the economically developed countries of the
world. Testimony In hearings before your committee suggested that 0e location
of Investments in these countries Is an important factor in stimulating American
exports to the same areas. Moreover, it appeared that to Impose the U.N. tax
currently on the U.S. shareholders of American-owned businesses operating
abroad would place such firms at a disadvantage with other firms located in the
same areas not subject to U.S. tax."

We express no opposition to the quoted objectives. However, In eliminating
the Insurance tax haven, 11.11. 1000 has gone so far that It defeats the ex-
pressed purpose of preserving tax deferral of operating Insurance businesses
abroad owned by American Insurers.

INAURANCE AIOAD

Amerian insurers do not have a share of the foreign insurance market Com-
rpensurate with the size and strength of our insurance industry. International
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r,insurance, for example, Is almost completely domilnatcel by W0uropean-owned
&m)nrns. lin dirt Insurince, a few American concerns have sizable foreign
operations, but they are not large in the worldwide scene. American insurers
should be encouraged to participate lit foreign business. And to got business,
We have to go after It.

To date most American conilmnlos operating abroad have (fone ao by the
branch office method. But foreign domiciled subsidiaries have been used in sine
cases and are contemplated in others. This alternative method of expansion
should not be discouraged. Section 13 as presently drafted foreclohe the sub-
sidiary method of acquiring bonafldo foreign buslness.

In many cast the subsidiary route is the better, or only, method of foreign
expansion because:

(1) Certain countries have local requirements that effectively prohibit
the branch office approach. Growing nationalism indicates the number of
such countries will Increase.

(2) The branch method does not permit local minority participation.
(8) Occasionally it Is posslhlo to acquire a going foreign concern by pur-

chase of a controlling stock Interest.

HOW 81OTroN 18 WOUP OPXRATX ON INSURANCK AND MKNSURANOF2 OF AMMJIWAN
11KS

Section 962(b) (1) makes imnedi taxable under sWNMW P. Income in
respect to any Insurance or reltisuance of U1.. rNks. This prb% ppses that
every single piece of U.S. Infill ce business that finds its way to a: merican.
owned foreign insurer goes t re for tax-avoldanee purposes. . .

This is not so, M rst, 9y1American parent inside reinsurer may "\tilize
reinsurance in a forlg subtsildlary simply, to cit dow- own eIxp;)au to
adverse underwriting sults. NorniqP.oni raets on the sa lte basis that te
parent reinsures buins as with non! q ed conpanics, Amerien orforeign, 111
not be likinalized.

Second, a foreign operating subsidiary bj It*-aw., les activfth's will uin-
doubtedly be offer particllpatifiR in-Axwer!tcan rsklw, by way of rplniurnnet
cesions which orn Inally found their wa lth -r foreign relusuran 'e market

t angels, completely se 7 te from the parent and 'ron tax-Having motives.
$ueh routine bI siness wo d a silnr1) pOrtoil of theooierall volme of abona ide foreign operating nsura -e subsdiarY. ' its existence, shoulh not

compel either a d )rture fro i the usitp! pattern of taa deferral nor'should the
koipany and Its o vners be ( npolled to MInhlpimtQ lijeome Ond keel) books on the
U.S. basis in ad( tion to tt basis V'eired b flocal;,areowultng and local
regulation. / . , /

In contrast, in t so-called lUsrance ta'-hovei--dovtce, what Is typically
encountered Is ai A iericanconfrolled foreign Ruihrer without sales, or under./
writing or claim pe rniel, or a prinelpal.iyflco worthy of the inawe, the vast
mojority of whotie bust ess represent s jnfrolled bushIness olt American exposures
shuttled to the forlgn mpalny in onway or another by the Ahierican pareht.

Prior releases by the I s and 51eanis nmulttee lhdicatedithat the bill vbuld
deal with tie latter sltuatt aid not the former" "ut HI.R. 10Ml50 does 6t pre
serve the distinction. " p t"

We, therefore, recontntid re htlg to nit approach limited to In]mdiate tax.
nation of inome from speIfic tax I itej) ttntisnctlons. A more UJofrable a rna-
tive, however, particularly from the A idpoint of epf-i' ministry (I
certainly of result, would be an amendment e-iUMhik from subpart is 1o,any Income front insurance or reinsurance of T1.S. risks If no nore tha er-ent of the total net premlmmu writings of the controlled foreign insurance cor.

pioration was on U.S. risks. ks
We also wish to point out that the definition of U.S. business as that in connee-

tion with residents of the United States produces what we believe Is an unintended
result lit that It might be construed to Inelude insurance on foreigni prolisrtles
owned by, or foreign activities of, U.S. concerns. This should le cltrifted.

Is foreign business U.S. business?
Proposed section 062(b) (2) (ft) goes so far as to classify certain Insurance and

relinsuranco of wholly foreign exposures as U.S. business where the foreign
business results from an exchange of U.S. business of comparable premium
volune. This attempt to get at a hypothetical evasion goes too far,
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It ligaortit the retialt~to of EIouropem'I riiurnve. JIttro3)lin insurers rein.
stir a much larger proimirtiolI of their total writing than do knierican vomic
panics. When thelay reinsure, particularly oil propiortionate t)Uslmlt', they' mistoin-1
irily tlonand-i ad they rth ~apoia efl .ual a mmnit of reiittraiv#

444s44ionm hacek. This is their staindardl methtod (if jireserviiig volume whilo spread-
Ing thie risk.

'Ihul4, an .Anteriliowned company tartiiig ii Iiuropie today, If It exXNt4 to
get any start lit till is going to iivew to offt'r other bugshiess lin exchig. This
htisiness must initilly lie retrOtessINJis8 of Atnieriran11 lsiMtS1PS8 ohitilitlied from11 tllP
part ''u for tile shiplt relisoit that that Is sill i1t has ocv'iiable for reeiprovity

W'o recomimit'ii, tlaera'forit, thui seet tot 05.2(h) (2) (11) hue elhintated, oi-
ame1-14nde M1 It 11111110 's I. o III t tilt ismttIlonti not It t ti f i icdbtry v'(ili,$' fit t)usiie'$5
mid1 not for tax jatrimisem.

P'ropossed set ion 9)52(e) ( I I Ivindills its "JFor'Igit biase cointny inv'uina' lit-
vest illt inltw of' it uoct iohlud fort-liri coerpoerat iona. it It is reugar d the% report

"Your cemitittm, while rt'coiniig the ee toe miltan ailve Aimr'ian
lctim-mu's operattiotis lahflold Oill lill equalt comtttIiivi funtig with other ojx'riti
log Imbtt.siss lt ti( same foreign countries, nu'verthlele-sm sees nto need tomin
tat n, ulterral of U.S. tux %we' the Inetcteis tc jwrtfoiio t3'l5s ft illve.t
Itlell iMtuolluu. I lhl 01 '10- there Is noU comptiiljMt iiy ttbim Justifylig jp'st.
iiolivilt Oif thle tax IX ttii titeouli is repatriateul.

"Thie imismIv'u inome referred to here is thep satme as 'foreign poi'sotiil holding
coitijian)' inom eCept thlit renttal Income Is ineiudi whether or not rents

represented morue than 110) jercetit of the gross litnme illolveid. Ai i'xceitioit Is
also anadue for ninoe of hunks and banak subIasdiatry oi'guntiziitiotiui sice lin much
eases (thp receipt (if littt'roWu atnd othteri similar types of invuompe(do lnt ruhsult fromt

Ti'h nihlstilieiit inceome of anl insurance tueit 113', Just ts lit t1w case (it at W~intk,
dlues not. result from pasive iuivemtitetit. Ani Insurer's working clicital, and its
re11s11rv0s titlist lie elltvely Investeud. Accordingly, we rocoiimend tMei addition of
eioth lin ragtailluiilr to (te hanklit epition (011012 (o) (fl) ) exemptiiig front
titw (liltiol iof "foreign im"s comlipaity ieonlie", thle Inicome of filly v'(rlixtat lolt
oiigiailstd maid activelyv doing a mulistaiti ml tionT*.H. Itnsuratnce Itsitess tinde-r t it(
laws (if i fot'tigut country. To pireven~t use oif it dlormnt foreign imiuror for
iiiv.4'enttiit hiolditigs, tile i'xchimiot is limited to c'oncernstt whichl otaintaln comn-
lileti' forelin offices iaid a ntlinim niett of fal-tiow eiiployees looted jit
M1t0 fice whot' avi~ re a(tiveiy eut1gogel lit Intsurance sitles, uinderwriting, or ('mutt
aict ivitit'.

'Te pIbi)lity Of 'pNIaWv" Itivestiwtit Income, through deliberate retetit iot
oft earnings by3 way) of excessive surpluta is provided for by prolxmsed sectiont
11.1i (it) (1I) (13) taxing oat'tiiigm Itnvek lit itttqutillled iproltert)'

!NNTaIM iNT IN NON4IJAIIDt PE1'~TY

P'ropiosed sectiont 9151 (a) (1) (BI) would tax to a 10 pere'itt or greater mitari
ltoli'i' on v1iottrolhi'd foreign (oriorittboti thle Inerease lin earnings invelstetch
ye'ar lin "ntiuahliled" ipnuoixrty. Qtialified property, hit general, Is prolwrty
situtated oittsItle te it(Tiltt'd States whic(hl is orditnqr andt( nem-ssa rt for the, ac-tive
vottduet of a "quamilfled trade or business," iLe., thle satmie trade or buainess which
thep conitroilledI foreign corporation wasm carrying on onl 1)et-enber 211, 11)112, or
during the 5-yetar lpiriuid ending with thep close of the preceding taxable year, or
a new or unrelated tradle or business carried on lin at less developed country.
There are n few Wtted exeptionm to the rule thant qualified lirotuorty must be
s1ittd ou~tSie the0 Itattle Staltes, notably, V.S. Government obligtilont; atnu
batik (lcistN.

because of thle special nature of finurance It Is essential that comptinies car-
rying on a bona title insurance business be excepted from these investment restric-
tions. 'The Itnvestmient lportfolio of an Insurance company IN ordinary nd nees.
sary for thle active conduct of Its busitiess. An Insurance company must 'aklect
Its itivestmient neacording to tile tests of safety and adequate yield. Ini the catie
of ifeo linurance It has a special fiduciary obligation 'to stfegnard the long-termn
savings of'its policyowners. In many countries of the world, as In the Vnited
States, thle company ios subject to governmental rogulation, enforced by local
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Insuran'e' collllluItOIilners, is It the in3vestlenlts it Inly lnlke. The prolkiled
hill would superimpose additional restrictions whihi have no relation to th,
proper stamnards by which Insurance company Invetstinints are selected. Oilthe contrary, thiese restrictions largely frustrate a 8001l(d investuzientl policy, The)'

would iitallz.o it controlled ftoreign) Insurance (onmiany for Investing In the
su vrleles of 11. corperations. COmpnionC cOlilmeln('llng b)uilne.4 after I)e(eil.
ber :11, 1002, would be restricted to Invtstiieit in 'less idev'eIopedi" countries
rgardless of whether the Investient opportuftlths in itsc h cOttrie8 were
tihquit4t , or suItable. WVhaterei' the inorts of directing through the pressure of
lox Imilley ordinitry private Ilivestinenit toward l ds developed countries, It is
wholly iiii$sllild i(to IlpOmo sithI restritions Oil insurl'ale (Olii)alli-S w'hielh deal
with their i)olheyowners' InOny-eslX'ciil lly when the pollcyowners in'e iln most

vasosI foreign aiutloIn'Is.
Another effect of these provislons wotld he to lprelmet a 'otrolled foreign

IIsurantll e corporal it'l from writing contrtstm of iiisiirtni.e iid relisurnce pay.
ttle in ,.1. dollars. An IInstrmilee (voinipllly ilnnst Invest Its reserve tissetsl In the
stile curren('y iis Its vontrct linbility, or at leai iln us sounil it urroney, It
,annot gamible on ex(,lalige litie'uaton andt! controls. I.8. (ltvwerninvt ohIl.
gitiolls ind hank deposit alMon are not satisfitlory inVestilmltnts. par Icularly
for life' insurance companies, since the yield Is too low to it011w iho lojnfliany
Its required Investintt eattilgigs It It i to offer rates 'onluietitive with those
offered by fo reign comtinics. The 6 etrt~-d~usInsuranice and re-
Insurance should not be eonful wth the question '6"bhether or not the
risk In located iln the Tlnlte states. There Is a sllhtnnglt n) ollunt of US.
dollar business available he Interntionnl Insuranee nilrket 'M1 iply bwellUso
for one reason or inot lj InsurtIeds prefer dol contracts to thogekexpressed
payablo li other enroeles. Controlled forgnrporations should ot Ie
prevented from (-olnlting with thelr .elgn inletl lin writing sm h bstll-
nes.s. 1urthermorivhwhether pren i tli oInto derived irom U.S, or, I lost
eases, foreign natl6nals, Its It.ve imont Ih .M., security eyan only bnelln this
country's halane- f.iymenlt 'biosXtll -

therefore, It pro psged hlt' l!o ,i-sttoi-Ih)1'2) be 71-(ldvd to pe lit
coitrolle'd foreli ii sUraic cfilfnitwildingah6 Mehqf(le Inital e busilless to)
Invest their p0 cy reserves ndi a rea/IJabI ahllowpce ot'str l) 1.4 freeTly n (I
without regar to the restrictions prelp ly ili he bill. -Wjfhout tiIs Investiie I
freedom, U.A- wned comnljm ep now IA imslne will nok M able to 0oinpewt witI
foregi, coinpa is igd n )olanie I l note organs i l!.

NO 8 UARTAY AUK OiN 0Ati) iwAI

As we read Ie hill, a . . Insu ie omnpoy €conduetIng its foreign oplr
tons through foreign sitsidla,' wolld be lij,a ,botnlntlflty, worse tax totI-
tion than one o rating on a branch basis.

Thus, If a for gn subsidy firy operation wqr consistently unprofitable ov r a
untbor of years, o parent cotild not use s se . to, offset profits on don &sle

Where there are "tvo or nore frelgn subsidiaries, a lom -In one couldn't be
offset against profits another sub'Atftar.A

Propsed section 5 peaks of each taxable-loear separately, Wlhll calcula-
tions of subpart bi ineom on Insurance on .S, risks in a fire and 1suaity com-
pany Is supposed to be in under the methods prescribed b lbchpter L,
It Is by no menns clear wheth e loss earryback and enrr ,frfrward provisions
apply. low does what one wonli- I a °'subpart F los get th " g]mIpt tAx
recognition accorded to subport F Illoin -"-eWeiead tho bill, I4 i4 rea rs a
foreign subsidiary profits on U.S. bsiless, the parent is promptlY as if
the business were written by the parent, but In the years when at 06os results
there In neither carrybaek, nor carry-forward against subpnrt V Income of other
years, nor any offset against subpart 1 Income of other subsidiaries nor against
profits of the parent.

We recommend that an appropriate provision be added so that the parent may
elect to be taxed on the Income of a particular subsidiary in the same manner
as It would have been, had the operation been conducted as a branch.
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SUMMARY

These amendments are urgently needed. Othewise U.N. insurers will find
themselves at a serious competitive disadvantage with local competitors on
foreign business. Indeed, as to reinsurance the present bill would have even
given foreign-owned companies a competitive advantage over a U...owme foreign
subsidiary on American business.

1. Amend S. 052(b) (1) (A) and (B), defining Income from insurance of
U.S. risks to read:

"(A) Against loss or damage to, or legal liability In connection with prop.
orty, or upon the lives or health of persons, in the United States or

"(B) Against loss or damage to, or legal liability in connection with prop.
erty, or upon the lives or health of persons, not In the United States as the
result of any arrangement, not in the usual course of an insurance or reinsur-
ance business, whereby another corporation receives a substantially equal
amount of premiums or other consideration in respect of any reinsurance or the
issuing of any insurance or annuity contract In connection with property in,
or residents of, the United States, and the principal purpose of such arrange.
ment Is to secure the benefit of a reduction of Income otherwise taxable as pro.
vided In this section."

2. Amend S. 94(b) defining controlled foreign corporations to read:
"(b) SPROcAL RULN FoR INSURANO& For purposes only of taking into account

Income described in section 952(a) (1) (A) (relating to income derived front in-
surance of U.S. risks), the term "controlled foreign corporation" includes:

"(1) a foreign corporation as defined by subsection (a) provided the grown
amount of premiums or other considerations in respect of insurance or rein.
surance of U.S, risks (as defined In section 962(b) (1) (A) and (B) exceeds 80
per centum of the gross amount of all premiums or other consideration in res.
pect of all risks; and,

"(2) a foreign corporation of which more than 25 per centum of the total
combined voting power of all classes of stock is owned, directly or indirectly
(within the meaning of section 955(b)), by United States persons on any day
during the taxable year of such corporation If the gross amount of premiums or
other consideration In respect of insurance or reinsurance of United States risks
(as defined It section 052(b) (1) (A) and (B) exceeds 75 per centum of the gross
amount of all premiums or other consideration In respect of all risks."

8. Amend section 052(e) (5) to read:
"(5) INCOMIC OP CERTAIN BANKS AND BANK-CONTROWID CORPORATIONS AND

CERTAIN INsURANCI CORPORArONS HXCLIUDED. The term 'foreign base company
income' does not include--

"(A) (No change.]
"(B) [Nochange.]
"(0) the Income of any foreign corporation organized and actively doing

a substantial insurance or reinsurance business outside of the United
States under the laws of a foreign country. A corporation shall be con-
sidered to be 'doing a substantial Insurance or reinsurance business out-
side of the United States' It

"(I) It maintains a foreign office In which It Is the principal oc-
cupant and

"(I) It has a staff of at least five employees engaged full time In
the sale, underwriting or claim adjustment of Insurance or reinsurance
contracts and

"(III) the gross amount of premiums or other considerations in
respect of Insurance or reinsurance of United States risks (as defined
In section 9152(b) (1) (A) and (B)) does not exceed 80 per centum
of the gross amount of all premiums or other considerations In respect
of all risks."

4, Amend section 958(b) (2) defining qualified property by adding (H2) to
read.

"(P) any property wherever located held by a controlled foreign insurance
corporation as assets to meet its matured and contingent liabilities under In-
surance, annuity and reinsurance contracts, In an amount requirhl In the
ordinary and necessary conduct of Its business,'
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Tim NATIONAL , BOARD OF F11R5 UNDERWSITUIc,
NoW York, April 11, 196.

H011. II.,aY F. BYRD,
0holirman, Finano Committee, U.S. Senate, Waalngton, D.O.

I)F:Au SF:N.TOR iHvl): This ienMorandum is submitted on behalf of the Asso.
elation of Casualty & Surety Cos. and the National Board of Fire Underwriters,
for the ptwpose of outlinitg the position of these organizations with respect
to section 10 of H.R. 10650, which relates to the taxation of mutual and re-
vilors'al Insurance companies.

Tl u nembershlp of the National Board and the association consists solely
of stock insurance companies writing fire and casualty lines of business. Our
eoii1blluMl membership in 1)5) wrote 48 percent of all fire and casuiilty busl-
Iiet,4 und 8 lKreent of all fire, inland marine, and allied fire lines of business
written by till eluvl. of insurers in the United States. Our member companies
have always been taxed on their total Income, as are other buslne*i corporations.

()ur position on the taxation of Instureri other than life, may be sunimar,.ied
ts follows:

(1) We believe in the principle of equality of taxation.
(2) We belleve that all such insurers should be taxed on their total

Income as are other business corporations.
(8) Accordingly, we favor the retention of the total income method of

taxation of stock insurers and believe that nonstock insurers Phould be
taxed In that manner.

(4) We are opposed to section 10 of H.R. 10050, because it is Inconsistent
with the foregoing.

(M) We are opposed to the special privileges wlhei nonstoek Insurers
would gain under that bill and do not seek them for stoek Insurers.

PROTECTION AOAINOT 1.0s8 (PAT.) ACCOUNT

Wew anr olixlsed to those provisions of section 10 of HR. 10060 which pro.
vide for the establishment and mnlntenance by mutual and reciprocal fire and
ensalty Insurers of a special "protection against loss" (PAL) account to which
annual tax-free transfers of Income would be made. Under these provisions, a
portion of such contributions to the PAL account would become taxable after
5 years. However, another lx)rtion of Income--12%, percent of underwriting
gain-would remain In the I'AL account forever In the case of a company
whih Is consistently mueessful. Accordingly. it would aplear that the larger
the manyy and the more profitable Its operations, the more it would gain
from tims provision while, on the other hand, this provision would be less
beneficial to smaller companies,

These provisions, we subnit, defeat section 10's primary purpose which is
to achieve tax equality between mutual and reciprocal Insurers and stock
Insurers, in accordance with the President's message on taxation of April 20,
1101. In fact, these provisions, far from eliminating an equality, would actually
create tax advantages for mutual and reciprocal Insurers.

lpeeIl tax treatment would be afforded these Insurers on the ground that
It Is necessary to give "recognition to the inutuals' lack of access to the capital
market for funds with which to pay losses" (I. fept. 1447, Ways and Means

ommitte, p. 48). We submit that lack of access to the capital market Is not a
proper element of consideration In the development of income tax legislation.
We also disagree with the contention that mutual insurers should be permitted
to neumulate tax-free funds to Insure their health, to finance their growth, and
to maintain their competitive position. This to particularly pertinent when we
consider that during the rj.-year period ending December 81, 100, mutual com-
panies have been able to increase their surplus 40.8 percent (as compared with
an Increase in the combined capital and surplus of stock companies of 80.8
percent), and to increase their premium writings 00,8 percent (as compared
with an Increase in premium writings by stock companies of 48.0 percent). An-
other consideration in thile connection is the fact that a reduction in dividend
payments to policyholders equal to 1 percent of earned premiums would provide
mutual companies with more than the funds needed "as an important protection
to the mutual policyholders."

Furthermore, the capital market is available to stock companies only when
investors can be assured of a sound security with a favorable outlook for
future earnings. It Is totally unr9allstie to think in terms of an available'
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capital market as a source for providing funds to take care of losses. Tie plain
aet of the matter Is that all Insurers today, whether stock, mutual, or recipro.

cal, imtust rely on their ability to add to their surplus front current underwriting
and investment Income, if they are to continue to meet the rapidly growing
deimanls of the Insuring public. No segment of the Insurance business .should
be given i special tax advantage to meet the risks common to nil Insurers.

The claim is made that, "while a stock insurance company can pay extraordi.
nary losses not only out of Its accumulated profits, but out of its Ild-in capital,
a mutual Insurance company can pay extraordinary losses only out of retanlmd
underwriting Income" (11. Ilept. 1447, Ways and SMeans ('oninitteo, p. 42). In
this connection It should be noted that the payment of extraordinary losses by
mutual companies is not llimited to underwriting Income. As In the vase (if stock
coipailles, sullch losses tuly he pld out of all uf the aecumulated profits, whet her
these profits are from retained underwriting Income or Investm(nt Income,

4urthermoro, mutual companies can retain for such purposes till or an1y portion
of the large amounts usually pild to l)olcyholders Its dividends.

In accordance with the stated position of our inember companies, wtare Iposed
to any permanent deferral of taxable Income of nonstock Insurers. However,
we would have no objection to the Inclusion of such a provision for a "loss 1rq-
tective account," as was provided in the "discussion draft" bill previously pre.
pared by the House Ways and Meam Committee which would be limited to one
fl-year period, plus an additional 5-year period during which the account would
run off Into Income, This would be in the nature of a transition provision,
which would expire at the end of the 10-year period.

In conclusion, we quoto with approval from the statement made by Secretary
of time 'T'reasury Dillon to the Senate Finance Committee oni April 2, 1002, as
follows:

"Tie -year deferral provision is continuous In Its effect; taxation of each
succeeding year's underwriting gain is deferred for 5 years. Thus It Is more
than a more transition to regular corporate taxation. If tihe growth trend of
the mutual companies continues, each successive year's underwriting gains will
exceed the gains of the fifth preceding year, so that current full taxation will
never be achieved. In addition, permanent deferral of one-eighth of underwriting
gains Is a windfall for the most profitable companies ; only those companies with
consistent underwriting profits will be able to enjoy this permanent deferral and
the larger their profits tie greater the value of the benefit.

"T e House provisions represent an Important step toward placing the mutual
ire and casualty insurance companies on a tax basis whihh recogizes under-
writing as well as Investment sources of Income or loss.' But the regular corpo-
rate basis of taxation, as originally recommended by the President, and as now
applied to the stock companies would provide simpler and more equitable treat-
mont. In effect, this recommendation would eliminate both the f-year and.
permanent deferral provisions of the House bill."

For the foregoing reasons, we urge the elimination front ,111, 100l) of the
provisions relating to the protection against loss (PAL) account and all pro-
posed tax-free transfers to such account.

Respectfully submitted,
ASSOCIATION OF CASUALTY & SUINTY OOMPANIKSq,
RomIJET N. GILtOmuW% Jr,, General 0utmscl.
NATIONAL HOARD Or Wmr. UNDIltWHITER8,
J. RAYMOND BERtlY, General Coansel.

IPARMEIIS CASUALTY CO., MUTUAL,
not Afoltcs, lowa, April 10, 190*.

1on. HARRY FLOOD BYRD,
Senate Ofice Bulldhig, Washlngto, D.O.

HONORAIILE SrNATOR: Before this week Is ovei you will he hearing claims front
stock and mutual companies, on the merits and demerits of this proposal Included
in section 10 of H. 10050.

I wold like for you think on this purpose: to raise more money Is the basic
reason. Are you sure you want to forgo the main purpose until 1008? 1 don't
believe there will be additional revenue until that time, under this bill. In
place of Increased revenue you will be confronted with less revenue.
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The sources of income of most companies are premiums and investments. The
simplicity of uniform tax would be welcome by all companies, however, In this
proposal and those 1in the past will always be construed as unfair and the loudest
porotestor will gain advantage, not on facts but on noise. Why not look at the last
:1 years of income tax paid? Note, they will say tills is an unreliable time.
So it may be, the proposal calls for only a 3-year rollback; therefore, I felt obliged
to accept the timv element of the bill, to determine who pays the most tax per
Income dollar.

The figures fronm "llest's Aggregate and Averages," a stock pulblivation, shows
that stocks In 1050, for each $100.06 Income, paid $1 income tax. Tie mutual
paid $1 income tax ol each $I)8.62 of Income. In 1110 tile stocks paid $1 income
tax on each $143.22 of Income. Tie nutuals paid $1 income tax on each $04.70
of income. Tills clearly shows inutuals are paying more than their share.

'l'w hodgepodge of language of this s,,tlon 10 (f 1i.11. ItX,1 create sumliclons
as to how this will fie iterlreted. t'he 'Preeisiry li)eonirtent already shows
Imstillty to this law.

We coull makto tills vry slo to police ttilI regulate by refullig Il liull'-
1111co companies to pay 1 lercent of the total Inome reflected in a notarized
annual statement. 1x to he Imsed oil total direct premiums written nd not
Investment Income.

I believe this propmil Is soniewhiit like the, ole we lhiiiV now, but tlt (4).t
of policing and collection would be negligible.

I ami afraid someone has laid a smokesereen of words to you amd have
,oltiplotely hid the fets from you, This lill will produce less tax from inutlials
uill 111117 op 1(18 It will still hide the tact iat inutials pay more tax Ipr
dollar of incolue than any other group of histrance companies, tit least for
the last 8 years ie provided In the period of rollback of this bill.

We trust you are fair and want all compnlies taxed proportional to their
1in(olue, I will be at the Congressional Hotel, care of DOliver Ke1it1 Jr.

Yours truly,
Gimoro llowias, Rcereltry-TreaUrr.

ATLANTIC MUTUAL INGURANON Co.,
NeO York, N.Y., April 11, 1902.

lie Muntual Marine Insurance Cos.; section 10(e), revenue bill of 1002 (11.1T.
100m).

loln. IIAulY P. Byn,
Ohairnao, Senate Finance Oommlttcc,
Vashinpto^h D.O.

Mv l)YhAN SNA'rOa1 BYRD: We would like to request an amendmuont of msetlon
10(e) of H.1. 100,50 as It paSSe(l the House In order to clarify the Intent of
tile Congress with respect to the years from 19,M to 11)(11.

The Insertion of section 10(o) entitled "Election of certain mutual companies
to be taxed ol total Income" followed a request by us for (larifleation of
existing law which since 1142 has provided that mutual marine Inmtrance
conilanies be taxed In the sane manner and at the same rates as stock, fire.
Ilid (lsutalty companies.

''he Atlantic Mutual Insurance (Vo.. to our knowledge, is the onily mutual
mallio Isntranvo company which ha14 filed its Pederal income tax returns under
the provisions of section 831, and its predecessor In the 1939 (efitI, since the
enactment of that section. However, the fact that during the past decade fire
and casualty Insurance written by the Atlantic Mutual has been Increasing
more rapidly than marine insurance has ainde the company's status as a mutual
marine company ilot entirely clear. Because (1) the marine busltqs by
nature Is one of extreme fluctuaflons, (2) the co11mplly has a Wholly owned
stock subsidiary taxable under section 831, and (4) all of the lrincipal c il.
petitors of the Atlantic Mutual Insurance Co. are stock companies, the coin.
pany wishes to continue to be taxed under section 881 In the sane manner
and at the same rates as stock conpanles. It takes this position notwith.
standing the posslillity that, aS pollted out by Recretary Dillon in hi recent
appearance before your committee, it might be foregoing some future advantage
In the forn of lower taxes which it might derive by leing taxed as a iuitimal
fire and casualty company under the lprovlisions of section 821.
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Heetion 10(e) of the House bill which provides an election by a mutual
company without regard to the predominance of marine Insurance as a source
of prenlum In(omne would cure this problem for 1902 and future years. How.
,wer, the problem still remains for all prior years which have not yet been

closed. In order to avoid any doubt on the point, the company requests that the
Intent of C(ongress be made clear by making the election provided for In section
10(e) betiune effective as of January 1, 1954, Instead of January 1, 10(12. The
section could provide that the earlier effective date of the election would apply
only It the electing conimpany had filed thely returns for the years 1954 to
19111 Inclusive (taking Into account extensions of time), as a mutual marine
ctonliany uder section K11. Thus the use of the earlier (late would not be
retroa('tiv(' in a true sense; It would merely serve to clarify and be In lieu of
it (iihlnition of "mututal marine Insurance company."

A lalttern inta lmrt''eiet ire )resent In the Tthnlcal Andiidmnts Act of
1I),58 which made numerous amendlmeiits of a technical nature retroactive to
195 . The legislation he're proposed Is ili the nature of a technical amndment;
it 0lariie0s ilI(l dos 11ot chalIge existing law.

For your ronshhcratlon there Is attached a proposed section 10(e) revised
to reflect the requested amnendient.Very truly yours, F. B. T1uTTL , Cha trinua of the Board.

Jttvw:Nu: l1mi. o, 1912
(S-e. 10(e) revised to make effective( date January 1, 1054: material deleted

f'oim louse 11111 appears iln black brackets and new material Is In Italic)
(P) L,1,:ECr MN or ('F:mTAIN MUTUAL COMPANIm;S To fi. TAxEo oN TOTAL. IN('OMI&-

Sect ion sMll is amended by redesignat ing sustetlon (c) as subsection (d), and
by isertlig titter subsection (h) the following new sutbseetion

"(l E'ECTIO F01a MILTIPLE fItNE COMPANY Y To il. TAXEI ON TOTAl. INcoMr.-
"(1) IN EN. EIA.L-Any mutual Insurance company engaged iln writing

niautl', tire find 1 csUalty insurance which for any (-year period beginning
after l)e.ember 31, 19.11, and ending before January 1, [1902.] 1954 was
,1ubject to the tax Imtposed by section 8.31 (or the tax Imposed by correspond-
Ing p~rovlsions of prior law) may elect, in such manner and at such time
ias the Seeretary or his delegate may by regulations prescrlbe, to be subject
to the tax Inipo.sed by section 831, whether or not marline insurance is Its
lredohinant source of premium Income.

"(2) E:FECT or r.t.EcvIO.-If an election Is lnad(e mider paragraph (1),
the electing company shall (in lieu of being subject to the tax imposed
by section 821) be subject to the tax Imposed by this section for taxable
years beginning after December 31, [1{01.] 1958; provided, however, that
with respvt to years ending on or before Decc(m br 31, 19b1, etch election
shall be effcothre only If the taxpayer fied timely returns (takint into account
ir'ten.ilons of tite), for the 11earo 1954-1961, Inluire, reporting its income

as a. mutual marine Intsuranco company and computed Its ta lIability under
are. 881. Such election shall not be revoked except with the consent of the
Secretary or his delegate."

IOWA MUTUAL TORNADO INSUBRAOEl AssoorATom,
Dee Moines, Iowa, April 17, 196*,

Subject: Federal Taxation of Mutual Fire and Casualty Insurance Companies.
1ion1. HARRY F. BYRI,
164enate 0/71cc IBuIld fg,Il'ash Ingtopn, lD.C.

D)AR Sin: The proposed 1120 Ievenue Act as recently passed by the House
is now before your Senate Finance Committee. Section 10 of the bill rewrites
the present Federal Income tax law applying to mutual fire and casualty com-
panies. It will greatly Increase the present taxload and In many ways impair
the ability of such as our association and other companies like It to serve their
policyholders at the lowest possible cost.

'rhe official position of mutual fire and casualty companies Is contained in the
,ofMh'ial presentation of the Mutual Insurance Committee on Federal Taxation
made on April 18, 1002, by our counsel, Mr. John t.' Wicker, Sr., of Richmond.

.,I

-'A " I ; 41 ',I A '- I ' % -, ' ""' "A '4, , , - ' ' L , %' -1



REVENUE ACT OF 1902

Va. At this committee hearing there was certainly appreciated the large number
of your committee present and the interest shown by your committee.

Some 2 years ago Congress changed the basis of taxing life companies to a
partial total income basis. The official representative of our Industry, the Mu-
tual Insurance Committee on Federal Taxation, during the middle of the
past year was confronted with a "total income" approach by the Ways and Means
Committee of the House and accordingly presented to that committee a plan with
such an approach under which mutual companies could continue to be a com-
petitive factor with nonmutual or stock private-type companies.

That plan called for an unrestricted "protection against lose account" con-
sistitig of 1 percent of incurred losses and 25 percent of underwriting gains, If
any: this account to be used only for the payment of total losses In excess of total
current Income. There was also advocated equitable relief provisions for
small mutuals and an increase In the exemption from $75,000 to $150,000. Op-
position to this requested suggestion before the Ways and Means Committee
was largely by one strictly stock company. The present House passed "total
Income" approach denies equitable modifications and Imposes excessive tax bur-
dens on siall and larger mutuals. The present new House bill wording makes
ineffectual and worthless the mutual plan as offered.
This factual statement may further point out the needs for the suggested

aniendnients. Our association, having about $3 million per year total Income,
has Just gone through a 10-year period of great fluctuation of Income and loss
front year to year. At the end of 10 years the loss protective fund would have
been depleted under the proposed House version affecting our association and
there would have been an unused loss carryforward of $1,350,000. The taxes
pali under the presmtt law for 10 years aggregated $277,03 and under the pro-

OS~t~l law taxes paid would have aggregated $202,850. In addition, the unused
loss carryforward for the next 5 years would be worth approximately $650,000
iln tax savings. However, under the present law there would be no savings but
additional taxes for the next 5 years.

It a 5-year unused loss carryback provision were used instead of a 8-year,
there would have been an additional tax savings of $60,000 over a 10-year period.
This association would qualify as a concentrated risk company. In the last 0
out of 10 years an annual underwriting Income loss was suffered ranging from
a fevw thousand dollars to over $1,300,000. In 1955 the association would have
received a deduction of $M10,069 from which the normal deduction of 25 percent
of underwriting gains would have been only $340,000. The difference of $659,000
resulted in a tax savings In that year of #310.000. When in 0 other years sub-
stantial underwriting losses took place the additions to the loss protective fund,
based on 1 percent of incurred loes and 25 percent of underwriting gains,
would not have been adequate.

Therefore, the amendments to present 11.11. 10050 as outlined on page 21 of
the statement presented last Friday should be amended by:

(1) Eliminate the arbitrary 5-year automatic "force out" and ceiling from
the protection against loss account;

(2) Elininate the restrictive provision requiring complete exhaustion
of the protection against loss account before use of Investment Income for
policyholder dividends or deviations;

(8) Liberalize the additions to the protection against loss account;
(4) Make adequate the special provisions for concentrated hazardous

risk mutual such as this one, writing over $1% billion of Insurance In force
In one State such as Iowa and nearby States;

(5) An option to mutuals with gross Income under $1 million to be taxed
on Investment Income only ; and

(0) Increase of the existing $75,000 exemption figure for small local
township or county mutual to some figure such as $150.000 exemption.

Last year our association took over the management of another Iowa-domiciled
mutual writing largely casualty and fire coverages In four States. Therefore,
operation of the hazardous coverage of tornado, wind and hall Insurance will
be over four States and a serious handicap if restricted to only one by the
"mother company" would take place under the present House version.

Over the last to years the protection against loss fund for that company would
have been adequate to provide for the losses for the fifth year and one-half of
the losses for the sixth year, but 4 years of loss protection fund additions would
have been liquidated In 1% years. This company could have enjoyed a 50
percent savings In taxes paid. However, where losses are first applied to the
protective fund until It Is depleted before the unused loss carryback takes effect,
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the unused lIss .arryback provisions for 3 years should in all cases be extended
to r) years.

The present wording requirement that the fund be depleted before the un-
used los carryback provision became effective would normally result In an
actual carryback of only I year. In the case of this company the loan protective
fund would absorb losses for possibly two successive loss years, but losses in the
third successive year would be carried back to the last year In which a tax was
pmld. Again. the requirement that. losses first be applied to the loss protection
fund makes the unused carryback provision Inadequate and meaningless. At
least a 5-year carryback for unused losses would be most needed.

A minimum loss protective fund balance should be considered. Such a re-
qluirement would enable a company to carrybaek losses and recover taxes paid In
prior years at an earlier date. The minimum balance could be computed on the
sanme basis used to determine maximum balances.

Again, the present House bill Imposes an unreasonable ceiling which would
prevent any addition to the PAL, account If It equals 10 percent of the annual
premism volume. Furthermore, the -year forceout (return to taxable Income)
from this PAl, account And the 10 percent limitation cripple the very purpose
for which It Is understood the Ways and Means Committee Intended these pro-
visions.

This protection against loss account, made up of the transfer of 1 percent of
loses Incurred and 2fl percent of underwriting gains, If any, Is a necessary sub.
statute for the mutunals' lack of access to the capital equity market. Again to
repent, In the ,ase of our association and the company recently taken over the
,rippling orovislon of the House hill reduce the protection against loss account
fund to that It would not. serve Its function as an adequate reserve acumu-
lated In good years to take care of excess losses In had years. The IS-year force.
out nrovisIon and the 10 percent limitntion provisions must be eliminated.

Phie change from the present law to n total Income basis Is very radical. Large
,ompniesil might be able to adjust to n reasonable total Income approach. but
4mnll and medium size cnmpanles with their less resource will find It difficult
'nd burdensome. It Is suggested thai companies of our size with gross Incomes
in excess tot $1 million and up to $1S million he lpermitted to add to their protec-
tion aglist lop ncnunt an additional amount equal to 1 percent of the difference
In their gro.m Income and $IS million.

Again, with such as our concentrnted risk company the provisions are too
limited. The House bill provides that mutunls such as ours, deriving more
than Mi0 percent of premium volume in one Stnte. be permitted to put Into the
protection against loss account In ndditIon to the one-fourth of underwriting
gain. If any, a percentage by which premiums on such hazards as windstorm on
property or hall on crops exceed 5Io percent of our total premiums. One State is
too limited as to area of exposure nnd amount needed in reserve to protect
against the good and bad year experience, The 10-percent limitation, as pre-
viously referred, does not apply to these concentrated risk mutunls but the
forepot does.

We hnve found from many years' experience the hazards resulting from forces
of nature do not confine themselves to State boundaries. The iS(percent limita-
tion Is too high and restrictive to be of benefit to those property Insurance com.

innlies who write windstorm Insurance In connection with fire policies.
The present House hill contains certain principles, some of which our

group proposed and could accept, but the forceout and Imposition of a ceiling
If It equnls 10 percent of the annual prtmium volume are recommended he re-
moved. Our mutual proposals do conform and, support fair application of the
Income tax system to total Income, but any new changes shoulX take account of
the partimulnr nature and form of operation. The survival of our mutual In.
dustry as an effective competitive force depends ijpon substitution of our pro.
gram for the suggested Inequitable and unfair~tai provisions.

Thank vou for your support of the mutual proposals for amending section
10 of l.R. 10050 having to do with taxation of mutual fire and casualty
companies.

Binerey,
HARRY r1. Oaoss, Ohafrman.
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RESOLUTION ny NKw YORK-BRONX ETrrAL MEAT AND FOOn DW.Ms, INO.,
Naw Yonxx, N.Y.

Whereas (1) There Is now pending before the Senate Finance Committee a
proposed tax bill, Hl.R. 100M, adversely affecting mutual insurance companies;
and

(2) Our organization is composed of 500 members engaged In the retail meat
and food business In Now York, whose members are insured with mutual
casualty and fire companies; and

(8) The effect of this bill would be to impede the growth and development
of mutual insurance whose solo function it Is to afford insurance protection to its
membership at the lowest cost consistent with safety; and

(4) The proposed bill would discrimivate against mutual In favor of stock
companies In that It would prohibit the use of Investment Income for policy.
holder dividends unless and until mutual loss protection funds are completely
exhausted; and

(5) The proposed bill, by placing unreasonable and unjustifiable time limit.
tion and an unnecessary ceiling on mutual loss protection funds, In effect denies
to mutual casualty and fire companies the equal treatment to such companies,
as It did allow to mutual life Insurance companies, and in this very bill, does
allow to mutual savings banks and savings and loan associations: Therefore be
it

Resolvcd, That the New York-Bronx Retail Meat and Food Dealers, Inc., pOti.
tion the Senate Finance Committee, Senator Jacob K. Javits, and Senator Ken.
neth B. Keating to vote for the elimination of these antinutual provisions
mentioned herein.

DAvn Dnsoi, Ohairman of Board.

11 HOLUTION DY NEW YOtK HAND LAt1NDHY.M.N'S ASSOCIATION, INO.,

Nacw YORK, N.Y.

Whereas (1) There Is now pending before the Semite Finance Comiiulttee a
liroploed tax I)lll, M1.R. 10050, adversely affecting mutual Insurance companies;
and

(2) Our organization is conipoed of 500 members engaged in the laundry
business in Now York, whose members are insured with mutual casualty and
fire companies; and

(8) The effect of this bill would lie to Impede the growth and develoinent of
mutual insurance whose solo function it Is to afford Insurance protection to Its
membership at the lowest cost consistent with safety; and

4. The proposed bill would discriminate against inutuals in favor of sto.k
companies in that it would prohibit the use of investment income for policyholder
dividends unless and until mutunI loss protection funds are completely ex-
hausted; and

(5) The proposed bill, by placing unreasonable and unjustiflable time limits-
tion and an unnecessary ceiling on mutual loss protection funds, in effect denies
to mutual casualty and fire companies, the equal treatment to such companies.
as It did allow to mutual life insurance companies, and In this very bill, does
allow the inutual savings banks and savings and loan associations: Therefore
be It

R4rolepd, That the New York Hnnd Laundrymen's Association petition the
Senate Finance Committee. Senator Jacob K. ,Tavits, and Senator Kenneth B.
Keating to vote for the ellmhintion of these antlmuttual provisions mentioned
herein.

BERtNARD LUTRKY.

REAOI.UTION OF NW YORK CouNCIL OF WHIIOLMRAI.R MEAT DEALERS, INc.,,
BRooKLoyN, N.Y.

Whereas (1) There is now pending before the Senate Finance Committee n
proposed tax bill, H.R. 100M, adversely nffectJng mutual Insurance companleA;
and

(2) Our organization Is composed of 120 firms engaged in the wholesale meat
business In New York who are insured with mutil casualty and fire companies:
and
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(8) The effect of this bill would be to impede the growth aind development
of mutual insurance whose sole function it Is to afford insurance protection to Its
membership at the lowest cost consistent with safety: and

(4) The proposed bill would discriminate against mutual in favor of stock
companies In that it would prohibit the use of investment Income for policy.
holder dividends unless and until mutual loss protection finds are completely
exhausted; and

(5) The proposed bill, by placing unreasonable and unjustifiable time limi.
station and an unnecessary ceiling on mutual loss protection funds, In effect
denies to mutual casualty and fire companies, the equal treatment to such com.
panics, as it did allow to mutual life Insurance companies, and in this very bill,
does allow to mutual savings banks and savings and lonn associations: There.
fore be it

Resolved, That the Now York Council of Wholesale Meat Dealers, Inc., petition
the Senate Finance Committee, Senator Jacob K. ,Tavlts, and Senator Kenneth
B. Keating to vote for the elimination of these antimutual provisions mentioned
herein.

JosEiPl KAUFMAN, President.

STATEMENT OF AaMUND J. SCHOEN, CJIAIRMAN OF Tilt BOARD or Dint(yronR OP TIno
AMERICAN AuToMoTIvE LEASINO AssociATzoN

On May 21, 1961, I appeared before the blouse Ways and Means Committee,
which was then deliberating on the President's recommendations on tax reel-
slon, and I presented to the committee a statement on behalf of the American
Automotive Leasing Association (which was endorsed hy the Car and 'Pruck
Renting and Leasing Association) in which I pointed out In some detail the
very serious adverse effect that the President's proposals, If enacted, would
have on the automotive leasing Industry. My testimony Is set forth at pages
1011-1018 of volume 2 of the hearings (hearings before the Committee on Ways
anti Means, House of Representatives, 87th Cong., 1st sess., on the tax rejoin.
mendntions of the President contained in his message transmitted to the Con.
gress, April 20, 1001. vol. 2, pp. 1011-1018), and there would seem to be no need
to burden unduly the hearings of this committee by duplicating hero my testl-
mony before the House Ways and Mean Committee. Reference is made to my
testimony for the full details of the summary which I propose to set forth herelt.-

The members of the long-term automotive leasing industry purchase about
1IM.000 new cars each year for fleet leasing, and, at the present time they have
on lease to Industrial and commercial lessees approximately 300,000 passenger
vehicles. This represents an investment of about three-quarters of a billion
dollars. The history and development of the Industry, the reasons for Its growth,
and a description of the typical method of operation are set forth In my testi-
mony. It suffices to state here that one of the primary reasons for the growth
of automotive leasing is that It offers lessees the advantage of releasing large
amounts of capital for Investment in plant and equipment that would otherwise
be tied up In company-owned fleets. Automotive leasing thun makes a positive
contribution to the productive investment potential of the Nation's; businesses
and directly facilitates the objectives emphasized in the President's tax message
and in Secretary Dllon's statement and testimony: namely, to increase the mod-
ernization, productivity, and competitive status of American industry and to
stimulate the expansion and growth of our economy.

The combined effect of two provisions in 1L.1. 10(0, however, would frustrate
the automotive leasing Industry's ability to maintain and expand the service It
offers to American Industry. These are (1) the provisions in section 14 ellinat-
Ing the capitnl gains treatment of gains realized on the dispo.qltion of depreiia.
ble assets, and (2) the limitations In section 2 relating to the credit for Invest-
ment in depreciable property which require tl~at tin asset in order to qualify
for any credit, must have n useful life of 4 years or more.

Lensed automobiles generally have a useful life of approximately 18 to 24
nontls because of the lessees' demand for relatively new vehicles in their service,
and the result is that the automotive leasing Industry would not qualify at all
for the Investment credit, If M. 1014) Is enacted Into law in ItN present form,
the automotive leasing Industry, far from being advanced by this legislation,
would be seriously disndvnutated. It woold lose Its e.isting right to treat on
n cnnital gains hnsils any gqlns that might be ronllted on the disnosition of
vehicles, nnd, at the sani, time, It would nehleve nwheneflit from the investment
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credit provisions because it could not qualify under the presently proposed 4-
year useful life requirement. In this connection It is Interesting to note that
Secretary Dillon, in his statement on May 8, 101, to the House Ways and
Means Committee, defended the withdrawal of the capital gains privilege by
stating that "this reform Is particularly essential at this time In view of the
recommendations to provide a tax credit for new Investment In depreciable
property." This Justification obviously has no application to assets, such as ours,
which are held for too short a period to qualify for the investment credit under
the presently proposed arbitrary 4-year useful life requirement.

One further aspect of the proposed legislation needs comment at this point.
Section 14(c)(1), which adds a new section 107(f) to the Internal Revenue
Code of 1954, allows the estimate of salvage value for depreciation purposes to
be reduced by 10 percent of basis of the asset, thereby Increasing the permissible
depreciation deduction. This privilege, however, Is accorded only with respect
to assets having a useful life of 8 years or more, and, for reasons already set
forth, even this Is not available to the automotive leasing Industry.

Here, then, is a piece of proposed legislation which Is stated to have as Its
major purpose an Incentive to Investment in plant and equipment, but every
provision which I have noted has precisely the opposite effect on the automotive
leasing Industry, resulting not only In the Inability of the Industry to expand or
even maintain Its services to American Industry, but also In frustrating the
very purpose which the legislation Is stated to have. There is no doubt In my
mind that If this legislation Is enacted in Its present form, fewer, and not more,
automobiles will be purchased In this country annually.

A few words hero are appropriate concerning the proposal to eliminate the
right to treat on a capital gains basis any gain on the disposition of depreciable
assets. The capital gains privilege has been of peculiar Importance to the auto.
motive leasing industry for a number of very legitimate reasons and has played
it significant role In facilitating the expansion of investment In this industry,
thereby permitting It, In turn, to meet the needs of American industry. On pages
1013-1010 of my testimony before the House Ways and Means Committee I have
discussed this matter In some detail, and reference Is here made to that state.
ment. Without here going Into the data and statistics there set forth, I would
like, however, to refer to Just three paragraphs which state the general con-
elusion to be drawn:

"At the same time, the elimination of the capital gains privilege on the sale
of depreciable assets would deny us the modicum of protection we had pre-
viously enjoyed against the erosion of our capital resulting from the sharp
upward trend In new automobile prices that prevailed throughout the last
decade. Had It not been for this degree of protection during those years, we
would have encountered extreme difficulty not merely In expanding but even
maintaining our fleets In the face of these rising prices. * 0 *

"The capital gains actually recorded during this period of rising prices by
the members of our Industry are, In fact, attributable largely to this steady rise
in new car prices which exercised a substantial sustaining Influence on the used
car market. As a result, our members were often able to resell their cars at

prices somewhat higher than they had anticipated at the time they put them
In service and established their depreciation pInns. The resultant tax saving,
by reason of the capital gains privilege, played an Important part In permitting
our members to conserve their capital to the extent needed to permit them to
replace used equipment with constantly more expensive new models * * *.

"I should like to stress at this point that the automotive leasing Industry Is in
a peculiarly weak position In a Period of rising prices In terms of the mainte-
nance of the value of Its capital. The monthly rentals are fixed at the time the
cars are leased and cannot be Increased during the life of the leases In order
to compensate for rising replacement costs. The average manufacturing or
commercial establishment does not have this problem, at least In the same degree.
Thus, as Increases In replacement costs for machinery occur or are foreseen,
the prices of products manufactured by the machinery can be and regularly
are Increased. Whether such Increases can be sufficient to compensate fully for
higher costs of machinery replacements will depend, of course, upon the com-
petitive position of the specific Industry. The automotive lessors, however,
cannot avail themselves of this form of protection to any degree at all.'

At the time of my testimony before the House Ways and Means Committee,
the investment credit proposal was limited to assets having a useful life of A
years or more, and no smaller credit was available for shorter lived assets.
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We recognized that the full tax credit would not be appropriate for shorter
lived assets such as motor vehicles, and my statement contained several sug-
f cstlots for more limited credits, in the event that the capital gains rights were

i fact eliminated. Thereafter the useful life requirement was reduced to 4
years by the House Ways and Means Committee, and .R. 10050, as it passed the
House, contains the 4-year useful life requirement, with a nore limited credit
for such shorter lived assets. The contemporaneous newspaper stories at the
time the House committee reduced the qualifying period from 0 to 4 years indi.
cated that one of the purposes was tolnclude automobiles within the scolp of
the tax credit provisions.

liut the reduction to a 4-year useful life is of no help to the automotive
leasing Industry. Leased cars must be disposed of and replaced usually no
later than 2 years from the beginning of service. If there is any disposition to
avoid the resulting damage to the automotive leasing industry, and if the capital
gains provisions of existing law are to be, in fact, eliminated, then the ulseful
life requirement for qualifying for the tax credit must be further reduced to a
period of 18 or 24 months with a corresponding reduction in the amount of the
credit for such shorter lived assets.

(Whereupon, at 8:10 p.m., the committee recessed, to resume Mon.
day, April 16,1962 10 a.m.)


