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TAXATION OF FINANCIAL SERVICES INDUSTRY
FRIDAY, MARCH 11, 1983

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, D.C.
The committee met, pursuant to notice, at 10:04 a.m., in room
SD-215, Dirksen Senate Office Building, Hon. Robert J. Dole (chairman) presiding.
Present: Senators Dole, Chafee, Long, Bradley, and Pryor.
Also present: Senator Metzenbaum.
[The press release announcing the hearing, the Joint Committee
on Taxation staff report, and Chairman Dole's prepared statement
follow:]
(1)
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Press Release No. 83-114

P P E S S
FOR IMMEDIATE PFLEASE
February 22, 1983

R E L EA S E

UNITED STATES SENATE
COMMITTEE ON FINANCE
SD-221 Dirksen Senate Office Building

SENATE COMMITTEE ON FINANCE SCHEDULES HEARING ON
TAXATION OF BANKS, SAVINGS AND LOANS, AND CREDIT UNIONS
Senator Bob Dole, chairman of the Senate Committee on
Finance, today announced that the committee will hold a hearing
on Friday, March 11, 1983, to examine the special tax preferences
enjoyed by banks, credit unions, savings and loan associations,
and other members of the financial services industry.
The hearing will begin at 10:00 a.m. in Room SD-215 of the
Dirksen Senate Office Building.
In announcing the hearing, Senator Dole stated, "Recent
studies by both governmental and nongovernmental organizations
indicate that many financial institutions enjoy unusually low
effective tax rates. According to a recent study performed by
the Joint Committee on Taxation and the General Accounting
Office, twenty of the largest commercial banks in the United
States enjoyed an effective U.S. tax rate of 2.3 percent on their
U.S. income in 1981.
"Many of the special provisions and tbx preferences that keep
these rates low undoubtedly had some justification when they were
first placed in the law. But Congress has a responsibility to
reexamine these preferences, and determine whether they can now
be justified, in light of the much higher effective tax rates
borne by most other business and individuals.
"If the Finance Committee is directed by a Budget Resolution
to raise revenues, I believe we must insure that all industries
are paying their fair share before we consider proposals that
have been advanced to raise tax rates across the board, or to
repeal the tax indexing provisions or the third year tax cut of
the Zconomic Recovery Tax Act of 1981."
Senator Dole noted that, during 1982, the Congress had
restricted a number of tax preferences used by both nonfinancial
and financial industries. He stated, "In the Tax Equity and
.Fiscal Responsibility Act of 1982, Congress raised substantial
revenues without raising individual or business tax rates, simply
by enacting several tax reform proposals that were either
contained in the President's 1983 budget proposals or developed
in the Congressional process. By restricting the completed
contract method of accounting used by the construction and
aerospace industries Congress raised over S5.6 billion over the
three-yeay period beginning in fiscal year 1983, and by
restricting MODCO and other tax preferences used by life
insurance companies, we raised over $7 billion over the same
three-year period. In addition, by restricting cost recovery
deductions for equipment in the out-years, we raised nearly $30
billion in the three-year period beginning in fiscal year 1985.
The Administration's corporate minimum tax proposal would have
increased the share of corporate taxes paid by the banking
industry by over 50 percent,-but that proposal was not enacted."
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TAXATION OF BANKS AND
THRIFT INSTITUTIONS
SCHEDULED FOR A HEARING
BEFORE THE

COMMITTEE ON FINANCE
UNITED STATES SENATE
MARCH 11, 1983
Prepared for the Use of the

COMMITTEE ON FINANCE
BY THE STAFF OF THE

JOINT COMMITTEE ON TAXATION
INTRODUCTION
This study has been prepared by the staff of the Joint Committee
on Taxation at the request of Chairman Robert Dole in connection
with the Senate Committee on Finance's hearing on the taxation of
banks, savings and loan associations and credit unions, scheduled
for March 11, 1983.
The first part of the study is an overview. The second part presents data on the amount of income tax paid by banks and savings
and loan associations in recent years and the effective tax rate of
banks in 1981, along with a discussion of the significance of the effective tax rate concept and some of the issues involved in measuring effective tax rates. The third part analyzes a number of areas
in the income tax law where the rules for financial institutions
differ from those applied to other taxpayers or where general rules
are of particular significance for banks, including discussions of
present law, the legislative history and the analytical issues involved.
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I. OVERVIEW
This study is an initial effort to address the federal income tax
treatment of commercial banks, mutual savings banks, savings and
loan associations and credit unions. In recent years, these financial
institutions have in most cases either paid no U.S. federal income
tax or have paid rates of U.S. federal income tax that are a relatively low percentage of income. For some institutions, a low or
zero U.S. tax burden resulted from the fact that few or no profits
were earned; however, the relatively low tax burdens of financial
institutions also result from a variety of provisions in the tax law
that treat financial institutions differently from other taxpayers.
Taxes paid by financial Institutions and effective tax rates
In 1978, a relatively profitable year for financial institutions,
commercial banks and thrift institutions (mutual savings banks
and savings and loan associations) paid about $3 billion of U.S. federal income tax (out of total tax liability for U.S. corporations of
$64 billion). $1.6 billion was paid by commercial banks, $1.3 billion
by savings and loan associations and $0.2 billion by mutual savings
banks. By 1980, the tax liability of commercial banks had fallen to
$1.4 billion. 1980 was an unprofitable year for many thrift institutions, however, and the tax liabilities of savings and loan associations fell to $188 million and that of mutual savings banks to $23
million.
It is possible to use published data from annual reports to estimate effective tax rates paid by individual commercial banks in
1981, although such estimates are based on controversial methodological assumptions and can vary widely. In 1981, large banks
appear to have paid relatively little U.S. tax, although the tax rate
appears to be significantly higher when foreign taxes are counted.
To some extent, the low U.S. tax rate results from tax provisions
that create a deferral of tax liability that can be expected to lead to
tax liability in some future year.
The principal provisions of the law that reduced the tax of banks
in 1981 include the exclusion for interest on State and local government bonds and tax benefits associated with leasing activities. To
the extent that these investments by banks earned a lower pre-tax
rate of return than comparable but fully taxable investments, it
may be argued that the banks did bear an indirect economic
burden attributable to the income tax apart from the actual tax
payments they made.
Specific tax provisions affecting financial Institutions
Bad debt reserves.--Commercial banks and thrift institutions are
allowed to deduct additions to bad debt reserves in excess of their
actual loan losses and, some argue, in excess of what would be
needed to produce a proper economic measure of income. In the
(2)
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case of thrift institutions, the excess bad debt reserves are intended
to encourage investment in home mortgages and certain other
types of assets, but there has been criticism of the structure of this
incentive in the light of recent regulatory changes.
Tax-exempt bonds.-Unlike other taxpayers, banks can deduct interest on obligations allocable to tax-exempt securities. Congress
placed limits on this deduction in 1982. This interpretation of present law gives banks a tax benefit not enjoyed by other taxpayers,
which may create a competitive advantage for banks over other
taxpayers, such as broker-dealers, when they engage in similar
businesses. Also, there are cases where these interest deductions
can lead to what some consider to be too much assistance being
provided, such as when bank deposits of a State or local government are collateralized by that government's tax-exempt obligations. However, limits on the deductibility of interest used to purchase or carry tax-exempt securities may affect the market for taxexempt bonds to the detriment of the issuing governments and
other beneficiaries of tax-exempt financing.
Foreign-source income.-Many large banks earn most of their
income outside the United States. As a resultof the tax rules for
foreign source income that are generally applicable to corporations,
but perhaps more beneficial to banks because of the nature of their
business, banks pay little or no U.S. tax on their foreign operations. Moreover, the rules may be viewed as making certain foreign loans more attractive than U.S. loans. Furthermore, some of
the present rules on foreign-source income may operate to permit
banks to reduce their U.S. tax burden on U.S. income.
Credit unions.-Credit unions are tax-exempt, even on income accumulated rather than distributed as dividends to their members.
Since this exemption was last considered by Congress, some credit
unions have expanded to become large, sophisticated organizations,
and it may be appropriate to re-examine the exemption.
Dividend deductions..-Mutual savings and loan associations and
mutual savings banks may deduct 100 percent of dividends to their
shareholder-depositors. In contrast, mutual life insurance companies may deduct only 77 2 percent of policyholder dividends. To the
extent that dividends of mutual financial institutions are viewed as
a return on the equity of the institutions, some limit on deductibility may be appropriate to achieve a proper measurement of
income.
Other provisions.-Several other provisions of the tax law provide special treatment for financial institutions, including exemption from the restrictions on commodity tax straddles, the ability to
deduct costs of starting a credit card business, special rules for loan
foreclosures, special merger rules and special rules for loss carryovers and carrybacks.
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II. INCOME TAX PAID BY FINANCIAL INSTITUTIONS AND
EFFECTIVE TAX RATES
A. Income Tax Paid by Financial Institutions
The U.S. income tax liability of commercial banks, mutual savings banks and savings and loan associations for the years 1976 to
1980 is shown in Table 1. Total U.S. income tax liability of these
taxpayers increased from $1,659 million in 1976 to $3,089 million in
1978, but fell in 1980 to $1,597 million, essentially the pre-1976
level. Income liability of commercial banks increased from $896
million in 1976 to $1,833 million in 1979 and then decreased to
$1,386 million in 1980. Tax liability of mutual savings banks rose
from $111 million in 1976 to $184 million in 1978 and then declined
to $23 million in 1980. Tax liability of savings and loan associations
decreased from a high of $1,260 million in 1978 to $188 million in
1980. The sharp decline in tax liability of savings banks and savings and loan associations in 1980 reflected the extremely low profitability of many of those institutions in that year. The data in
table 1 do not take into account the effects of net operating loss or
credit carrybacks from suboequent years that reduced (or will
reduce) tax liability for the years shown in the table. To this
extent, they overstate the taxes that will ultimately be paid for
these years.
Credit unions paid no income tax because of their statutory exemption.
Table 1.-Income Tax Liability of Financial Institutions, 19761980
[In millions of dollars]
Year

1976 ....................
1977 ....................
1978 ....................

1979 ....................
1980 ....................

Savings and
associations

Mutual
savings banks

652
968
1,260
932
188

Commercial
banks

111
146

896
1,112

184

1,645

124
23

1,833
1,386

To

1,659
2,226
-

3,089

2,889
1,597

Source: Internal Revenue Service, "Statistics of Income: Corporation Income Tax
Returns," various years.

(4)
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B. Effective Tax Rates of Large Commercial Banks
This section presents an analysis of the effective tax rates paid
by 20 large commercial banks in 1981.1 It includes a discussion of
the methodology used to compute effective tax rates from data derived primarily from corporate annual reports. It also includes a
discussion of the principal reasons why effectivotax-rates differed
from the 46-percent statutory corporate income tax rate.
Background
One definition of a corporation's "effective tax rate" is simply
the income tax it owes in a particular year divided by its income
for that year. The Securities and Exchange Commission requires
that corporations include in their annual reports a reconciliation
between their actual effective tax rate and the maximum statutory
corporate tax rate (now 46 percent).2 Because data from corporate
income tax returns are only available several years after the taxable year for which the returns are filed and returns of individual
banks are confidential, the annual reports present the most up-todate and accessible evidence on corporate effective tax rates. However, a number of problems arise in using these data for this purpose. These are discussed below.
If generally accepted accounting principles 3 and tax accounting
rules were exactly the same and there were no tax credits, then all
corporations would show an effective rate of tax equal to the statutory rate. The differences between the tax and financial accounting
rules, and tax credits, account for the difference between effective
tax rates and the statutory rate. Some of these differences are referred to as timing differences, which will reverse in a future
period, and others are permanent differences, which will not reverse.
Permanent differences arise from statutory provisions under
which specified revenues are exempt from taxation, deductions are
allowed for tax purposes for items not counted as expenses for book
accounting purposes, and specified expenses (for book purposes) are
not allowable as deductions in determining taxable income. An example of a permanent difference is the interest received on municipal bonds, which is included in income for book purposes but excluded for tax purposes. Another example is the 15-percent reduci The staff has made no attempt to analyze effective tax rates for other types of financial institutions. Savings and loan associations and mutual savings banks were, in general, sufficiently
unprofitable in 1981 that an effective tax rate calculation would not be meaningful.
' APB Opinion No. 11 recommends that si ificant differences between pretax accounting
income and taxable income be disclosed. The Securities and Exchange Commission formalized
this rule to require a reconciliation of the effective tax rate to the statutory rate (Rule 17, CFR
210.4-08(h)). In addition, any timing difference that is 5 percent or more of total timing differences is generally disclosed separately.
2 Generally, the rules for accounting for income taxes are described in APB Opinion No. 11, as
amended.
(5)
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tion in the amount allowable as a deduction with respect to any
financial institution preference item. Other permanent differences
arise from items entering into the determination of taxable income
which are not components of pretax accounting income in any
period. Examples include the deduction for intercorporate dividends received and the excess of percentage depletion over cost depletion. Another type of permanent difference is a tax credit.
In financial statements, an effective tax rate is computed by comparing the provision for income taxes with net income before tax.
This effective tax rate is reconciled to the statutory rate by identifying the permanent differences which give rise to the differences
in rates.
Timing differences arise from differences between the periods in
which transactions affect taxable income and the periods in which
they enter into the determination of pretax accounting income.
Each timing difference )rriginates in one period and reverses in one
or more subsequent periods. For example, depreciation may be reported on an accelerated basis for tax purposes but on a straightline basis for accounting purposes. Gross profits on installment
sales are recognized for accounting purposes in the period of sale,
but are reported for tax purposes in the period the installments are
collected.
The accounting recognition of the tax effects of timing differences is based on the concept of interperiod tax allocation. Under
this concept, the provision for incometaxeson the financial statement for a given year includes all the tax effects of the revenue
and expense transactions included in the determination of pretax
accounting income for that year. Thus, the total tax expense for
the year is the statutory rate times income before tax, plus or
minus whatever adjustments are needed to allow for permanent
differences. Some portion of this expense is due currently under
the tax law while the rest will be due in the future. The portion
that is due currently is termed "current tax expense," and the portion that will be due in the future is termed "deferred tax expense." 4
Effective tax rates computed from financial statements
Effective tax rates can be computed from data published in
annual reports using various methodologies regarding the appropriate measurement of "taxes paid" and "income." It is important to
note that there has been a good deal of controversy about just what
methodology is appropriate for this purpose and that the resulting
effective tax rate measures can vary markedly.
Deferred taxes.-The principal methodological issue concerns the
treatment of deferred taxes. As noted above, these represent taxes
which are not currently paid, which would have been paid had the
statutory tax rate been applied to book income, and which are not
attributable to permanent differences between tax and book rules.
4 Deferred tax expense can be negative, which will be the case whenever book accounting
principles require that expense be deducted prior to the time they are deductible for tax purposes or income reported later than the time it is included for tax purposes. Current tax expense
can also be negative, which will be the case when carrybacks result in income tax refunds.
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Under the book accounting rules, deferred taxes are treated as a
current year's tax expense. However, for many corporations, particularly during a period of growth or inflation, deferred taxes roll
over from one year to the next and are, in fact, never paid or will
be paid in the distant future. The actual burden of each dollar of
deferred tax liability, therefore, is less than that of each dollar of
current tax liability and will depend upon the period of deferral
and prevailing interest rates. Accounting for deferred tax liability
as equivalent to current tax liability may be appropriate as a way
of obtaining a conservative measure of after-tax income, but it
would not be an appropriate way to measure the income tax
burden for the purpose of ascertaining a company's or an industry's contribution to Treasury revenues. Conversely, completely neglecting the deferred tax liability will understate the true tax
burden to the extent that the present value of the deferred tax liability is positive. (i.e., to the extent that some tax will be paid in
the future).
Under some circumstances, a corporation may recognize the
future tax benefits of loss or credit carryforwards in the book provision for current taxes. Thus, loss corporations may show a negative
current tax expense not only because they are receiving refunds
from loss or credit carrybacks but also because they are anticipating use of carryforwards in the future. In this event, the book provision for current taxes may be understated compared with actual
tax liability. However, to qualify for current recognition, the future
tax benefit of loss carryforwards must be "assured beyond any reasonable doubt"." This stringent requirement prohibits the recognition of future tax benefits of net operating loss carryforwards
except in unusual and rare circumstances. The accounting rules for
claiming a reduction in current tax expense for investment credit
arryovers, however, are more lenient.
Effective tax rates disclosed in the financial statements, in effect,
are based on the assumption that the present value of deferred
taxes is the same as their stated value. In the 1981 Tax Year Corporate Tax Study, done by the staff at the request of Congressmen
Pease and Dorgan (henceforth called the Pease-Dorgan Study), effective tax rates were based on the opposite assumption that the
present value of deferred taxes is zero. 6 In the study of Effective
Corporate 'Tix Rates in 1981 by Tax Notes (henceforth called the
Tax Notes Study) deferred taxes were included in the computation
of effective tax rates to the extent that the author assumed that
they would be paid in subsequent years.7 Thus, a range of effective
tax rates, each based on different assumptions, is available for purposes of evaluation and comparison.
Foreign and nonfederal taxes.-A second important methodological question concerns just what types of taxes should be counted in
the itumerator of the effective tax rate fraction. (Other taxes
should be subtracted before determining the denominator). Should
worldwide taxes be counted or just U.S. taxes? Should taxes at all
APB Opinion No. 11 (in paragraphs 45-47).
6128 Cong. Rec. H10545 153-Part ] (daily ed. Dec. 20, 1982) (remarks of Rep. Pease).
? "Effective Corporate Tax Rates in 1981, A Special Supplement," prepared by the Editors of
Thx Notm 661.
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levels of government be counted or just taxes at the Federal level?
Should only taxes on net income be counted or other types of taxes
as well (like withholding taxes on gross interest income or excise
taxes like the crude oil windfall profit tax)? The data on financial
statements often do not distinguish between these different types of
taxes in order to make possible alternative computations.
Carryforwardsand carrybacks.-A third methodological question
concerns the effect of carryforwards from prior years into the cirrent year, and carrybacks from the current year to prior years. A
net operating loss carried forward from a prior year will reduce
taxable income, and consequently taxes, but not necessarily book
income, in the current year. Thus, an effective tax rate computed
on book income may be understated. Similarly, even in a year
when there is book income, there may be a tax net operating loss
which can be carried back to prior years. The refunds attributable
to this carryback reduce tax liability for book purposes in the current year. Thus, the effective tax rates will be understated and
may, in fact, be negative. Income tax credit carryovers and carrybacks can distort effective tax rates in a similar fashion.
The information needed to eliminate the effect on effective tax
rates of carryovers and carrybacks is not always available in the
financial statements. Consequently, such adjustments are not made
in either the Pease-Dorgan or the Tax Notes studies.
Effective tax rates of large corporations by industry
The effective tax rates of selected large corporations for 1981,
grouped by industry, is shown in Table 2. These come from the
Pease-Dorgan Study. Under the methodology used in this study, effective tax rates are computed by comparing reported current
income tax expense with net income before tax.
Where data are available to separate foreign and domestic earnings, a foreign tax rate on foreign income and a U.S. tax rate on
U.S. income are computed in addition to the worldwide rate on
worldwide income. For several reasons, however, the foreign tax
rates shown may not be comparable with the U.S. tax rates. The
identification of income as either foreign or U.S.-source on financial statements may not be consistent with the sourcing rules for
income tak purposes; foreign tax expense may include amounts
which are not creditable foreign taxes for purposes of the foreign
tax credit; and foreign currency translation gains and losses are
treated as foreign income, which can distort, the foreign tax rate.
Some effective tax rates in this study are negative. Generally, as
discussed earlier, a negative effective tax rate occurs when there is
a book income but a tax loss for the year. The tax loss gives rise to
a refund (or claim for refund) of past taxes, which is both measurable and currently realizable; therefore, the tax effect of the loss is
recognized in the provision for taxes in the current year. Hence,
the refund (negative tax expense) is compared with book income
(positive), resulting in a negative tax rate.

Table 2.-Federal Corporate Income Tax Rates of Selected Companies by Industry, 1981
[Dollar amounts in thousands]

Industry

Aerospace ....
Beverages .....
Chemicals ....
Commercial
banks ........
Crude oil
production ............
Diversified
financials ...........
Diversified
services .....
Electronics,
appliances .........
Food
processors ............

before t

$2,282,317
1,186,983
3,116,500

Worli-

Foreign

Worldwide

Current

Current

Current

U..ax
U.S.
rat on

Foreign
ae
tax rate

wiert
wide ra

income
before tax

2
incometax
before

tax
U.S.
expense

foreign
expensetax

worldwide
expense
tax

U.S.
income

foreign
income

worldwide
income

$172,943
346,457
1,545,800

$339,834
688,708
1,700,100

6.8
28.8
5.0

36.5
39.1
57.1

12.3
33.2
29.2

38.1

24.7

$473,541 $2,755,858
885,719 2,072,702
2,707,400 5,823,900

$155,291
342,251
154,300

2,050,168

3,274,376

5,312,823

47,975

1,247,677 1,311,036

2.3

996,075

2,470,226

3,887,881

31,043

1,833,019 2,040,988

3.1

74.2

52.5

1,653,911

238,357

2,282,168

2177,816

93,645

399,161

16.8

39.3

17.5

1,714,074

951,309

2,522,970

5507,179

319,152

693,958

29.6 -

33.5

27.5

4,551,281

1,703,692

2,809,725

905,571

-a

6,222,036 1,3335,269

722,004 2,131,060

29.3

42.4

34.3

752,603

458,973 1,211,576

26.8

50.7

32.6

3,715,296

Table 2.-Federal Corporate Income Tax Rates of Selected Companies by Industry, 1981--Continued
[Dollar amounts in thousands]

Industry

U..
income
before
tax

Worldwide

Current

Current

Current

U.S.U..ax

Foreign

tax rate

wide rate

incometax
I
before

income
before
tax

U.S. tax
expense

foreign tax
expense '

worldwide
tax expense

rate on
income
inome

on
foreign
income

on
worldwide
income

t

Industrial
and farm
equipment ..........
Metal
manufacturing ........
Motor
vehicles .....
Office
equipment ..........
Oil and
refining .....
Paper and
wood
products ....
Pharmaceuticals ...

Retailing ......

Tobacco ........

World-

Foreign

438,395

2,033,163

383,574

177,167

560,741

24.1

40.4

27.6

2,557,389

329,755

3,297,944

249,680

115,820

382,000

9.8

35.1

11.6

1,188,694

468,088

1,099,982

566,704

456,299

240,103

47.7

97.5

21.8

4,327,124

2,877,055

7,204,179 1,093,007

1,725,520 2,818,527

25.3

60.0

39.1

19,737,334 47,638,253 4,003,997

11,913,965 18,092,162

18.6

60.4

38.0

(135,538)

(14.2)

29.0

(8.7)

619,915 1,176,697
642,090
123,822
110,678
922,559

35.9
22.7
31.3

48.4
41.1
20.6

39.6
24.5
29.5

1,594,768
1

21,489,584
1,354,143

197,959

1,552,102

(192,877)

1,692,049
2,365,877
2,593,421

1,280,600
301,268
536,340

2,972,649
2,621,145
3,129,761

606,782
536,268
811,881

57,339

0(3

Transportation:
Airlines ....
Railroads..

239,571
1,723,273

796,654
Trucking..
Utilities ........ 15,375,821

95,635

326,374

38,533

(3)

1,723,273

(129,434)

10,826
204,521

367,550
795,395
16,202,651 1,417,224

25,800
(3)

57,469
(129,434)

372,733
5,183
83,024 1,514,037

16.1
(7.5)

46.1
9.2

27.0
(s)
47.9
40.6

17.6
(7.5)

46.9
9.3

Foreign income as disclosed in the financial statements may not reflect an allocation between foreign and domestic income that is
of the
for purp
consistent with U.S. tax rules. Current foreign tax expense may' include amounts which are not creditable oreig taxesgamb
and loes), the
foreign tax credit under the applicable U.S. tax rules. For this and other reasons (such as foreign currency translation
tax rate may not be comparable with the U.S. tax rate.
foreign
2 Worldwide income is not necessarily the total of U.S. income and foreign income because some companies do not disclose foreign
earnings and because losses are excluded from group totals. Thus, the worldwide tax rate does not necessarily fall between the U.S. and
foreign tax rates.
3Not available.
'-A

/
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The twenty large commercial banks included in the PeaseDorgan Study had an average worldwide effective tax rate of 24.7
percent, a U.S. tax rate of 2.3 percent and a foreign tax rate of 38.1
percent.
The U.S. tax rates on U.S. income varied widely among industries, from a negative 14.2 percent for paper and wood products to
47.7 percent for motor vehicles. However, the rate for banks of 2.3
percent was lower than for any industry except paper and wood
products (an industry which was severely depresssed in 1981) and
railroads.
Worldwide tax rates also varied over a broad range from negative 8.7 percent for the paper and wood products industry to 52.5
percent for crude oil production. The worldwide tax rate of 24.7
percent for commercial banks was not markedly lower than for
many other industries.
Effective tax rates of large commercial banks

The effective tax rates for each bank included in the commercial
banks group in the Pease-Dorgan Study are shown in Table 3. Effective tax rates for the 10 largest banks are shown separately.
These banks had a higher worldwide effective tax rate (30.3 percent
compared with 24.5 percent) and U.S. effective tax rate (9.7 percent
compared with 2.7 percent) than the group of 20 banks. (The totals
in table 3 differ slightly from the table 2 totals primarily because
table 3 totals include all 20 banks, while table 2 tbtals exclude
bahks with losses.)

Table 3.-Federal Income Tax Rates for 20 Large Commerical Banks, 1981
[Dollar amounts in thousands]
Worldwide
Bank

Income

Tax

Bank America ..............................................................
$602,950 $169,000
CitiCorp .........................................................................
778,917
405,000
Chase Manhattan.......................................................
509,731
177,048
Manufacturers Hanover Trust .................................
311,490
91,224
J. P. Morgan & Co ......................................................
478,300
97,900
Continental Illinois .....................................................
361,079
86,377
Chemical New York ...................................................
230,916
,55,249
First Interstate ............................................................
245,910
18,100
Bankers Trust New York ..........................................
244,970
61,509
First Chicago ................................................................
142,509
22,100
Subtotal .............................................................
3,906,772 1,183,507
Security Pacific ...........................................................
311,788
28,176
Wells Fargo ..................................................................
145,778
17,613
Crocker National ........................................................
68,645
8,397
Macine Midland ..........................................................
107,103
19,670
Mellon National ..........................................................
123,101
(22,106)
Irving Bank ..................................................................
123,368
15,362
Interfirst .......................................................................
186,000
31,000
First National Boston ................................................
151,981
41,293

Northwest Bancorp .....................................................

First Bank System ......................................................
Total ...................................................................

98,577

(2,949)

81,874
(22,153)
5,304,987 1,297,810

United States

Foreign

Rate I

Income

Tax

28.0
52.1
34.7
29.3
20.5
23.9
23.9
7.4
25.1
15.5
30.3

$153,950
(81,803)
109,552
(38,497)
204,900
234,259
138,462
206,910
45,258
103,209
1,076,200

($18,000)
15,000
16,272
3,333
38,900
38,813
4,400
12,100
(894)
200
104,732

(11.7)

9.0
12.1
12.2
18.4
(18.0)
12.5
16.7
27.2

264,916
52,778
7,997
64,423
10,522
65,461
163,000
65,591

6,184
2,808
(16,449)
4,821
(39,757)
1,074
29,000
(15,703)

2.3
5.3
(205.7)
7.5
(38.8)
1.6
17.8
(23.9)

(27.1)

69,146
1,932,034

(3.0)

224.5

(3)

Rate

(3)

(23,628)
53,082

Income

$449,000
860,720
14.9
400,179
(3)
349,987
19.0
273,400
14.3
126,820
3.2
92,454
5.S
39,000
(2.0)
199,712
.2
39,300
9.7 2,830,572
(3)

(3)

(34.2)
22.7

46,872
93,000
60,648
42,680
20,579
57,907
23,000
86,390
(3)

Tax

Rate 2

$187,000
390,000
160,776
87,891
59,000
52,956
50,849
6,000
62,403
21,900
1,078,775

41.6
45.3
40.2
25.1
21.6
41.8
55.0
15.4
31.2
55.7
38.1

21,992
14,805
24,846
14,849
17,651
14,288
2,000
56,996

46.9
15.9
41.0
34.8
85.8
24.7
8.7
66.0

(3)

12,728
1,475
3,274,376 1,247,677

(3)

11.6
38.1

(parenthetical indicates a negative rate).
The average
rate computed from this table differs from the Pease-Dorgan
average rate. This difference is primarily due to the exclusion
of loss
companies
from
the Pease-Dorgan computations.
3
Not disclosed, or not computed.
2

IPercent
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The U.S. tax rate for individual banks was either negative or
varied over a relatively narrow positive range, from negative 205.7
percent (Crocker National, a refund on relatively low income) to
19.0 percent (J. P. Morgan & Co.). Only four banks (Chase Manhattan, J. P. Morgan & Co., Continental Illinois and Interfirst) showed
U.S. tax rates on U.S. income greater than 8 percent. The worldwide tax rate on worldwide income varied over a broader range,
from negative 27.1 percent (First Bank System) to 52.1 percent (Citicorp).
Table 3 also illustrates the source of income. For the 20 largest
banks, 62 percent of their income was foreign source; for the 10
largest banks 72 percent was foreign source. For example, Citicorp
had foreign source income of approximately $861 million, worldwide income of $779 million and a domestic loss of $82 million.
Likewise Bankers Trust New York had $200 million in foreign
income, $245 million worldwide income and domestic income of $45
million.
Large banks' effective tax rate of 24.7 on worldwide income is in
large part due to the higher effective tax rates on foreign source
income combined with the high percentage of total income that is
foreign source. This has the effect of offsetting the low U.S. tax
rate on U.S. income.
A comparison of the effective tax rates computed in the PeaseDorgan Study with those in the Tax Notes Study and those disclosed in the corporate financial statements is shown in Table 4.
The U.S. and foreign rates are not shown in financial statements
and thus are not available for comparison.
First, in comparing the worldwide rates in the Pease-Dorgan
Study with the rates in annual reports, it can be seen that, overall,
the differences between these rates are relatively small. The average rate for the 20 banks is 27 percent in annual reports and 24.7
percent in the Pease-Dorgan Study. The main differences are attributable to the treatment of State and local income taxes (included in the annual report rate) and deferred taxes.
Second, the differences between the rates in the Pease-Dorgan
Study and those in Tax Notes are more marked, with the rate in
Tax Notes for almost every bank being lower. (The reasons for
these differences are discussed more fully below.) The foreign tax
rates in these studies are identical in many cases and very close in
others. In Tax Notes the U.S. rate on U.S. income is negative in 11
out of the 19 banks which were included in the Tax Notes Study.
The highest rate was J. P. Morgan & Co.'s rate of 7.9 percent, the
only rate which was above 5 percent.
Since in the Pease-Dorgan Study deferred taxes and State and
local taxes are excluded from the provision for income taxes, the
effective tax rates are, as could be expected, generally lower than
the effective tax rates disclosed in the financial statements. However, the effective tax rates computed by Tax Notes, which include a
portion of deferred taxes, are generally even lower than the rates
in the Pease-Dorgan Study. The reason for this somewhat unexpe cted result lies in the selection of timing differences that Tax
Notes treats as quasi-permanent (and thus does not include in the
tax rate) and those timing differences that result in deferred taxes
that Tax Notes treats as actually paid.

Table 4.-Comparison of Effective Tax Rates for 20 Large Commercial Banks, 1981
Effective tax rates
Bank
Annual
report
report

Bank America .........................
Citicorp ....................................
Chase Manhattan ...................
Manufacturers Hanover
Trust .....................................
J. P. Morgan & Co ..................
Continental Illinois ................
Chemical New York ...............
Firsi Interstate .......................
Bankers Trust New York .....
First Chicago ...........................
Security Pacific .......................
Wells Fargo ......... ...................
Crocker National ....................
Marine Midland .....................
Mellon National .....................
Irving Bank ................

PeaseDorgan
study

31.0
34.7
26.9

27.1
31.2
18.1

28.0

33.2
32.3
31.8
27.9
11.0
24.0
18.3
37.6
21.0
9.6
31.3
12.3
28.2

16.4
17.6
19.7
4.7
3.2
7.6
11.1
5.5
(8.6)
37.2
15.0
(4.4)
11.9

29.3
20.5
23.9
23.9
7.4
25.1
15.5
9.0
12.1
12.2
18.4
(18.0)
12.5

25.2

27.2

Interfrst ..................................

26.0

Northwest Bancorp ................

3.6

First National Boston ............

Tax Notes

33.4

First Bank System .................
IInformation not available or not disclosed.

1.6

(1)

3.3

(16.4)

Foreign tax rate on
foreign income

U.S. tax rate on
U.S. income

Worldwide tax rate on
worldwide income

52.1

34.7

16.7

(3.0)

(27.1)

Tax Notes

(15.4)
(2)

(44.1)
(2)

PeaseDorgan
study

Tx Notes

(11.7)
(2)

14.9
(2)

7.9
3.9
(14.9)
1.0
(92.4)
(6.3)
(2.2)
(61.3)
(1,786.3)
1.8
(22.6)
.2

19.0
14.3
3.2
5.8
(2.0)
.2
2.3
5.3
(205.7)
7.5
(38.8)
1.6

(23.8)

(23.9)

(1)
(1)

(20.6)

17.8

(1)

(34.2)

2No rate is computed on book loss.

PeaseDorgan
study

41.2

41.6

31.6

40.2

45.3

45.3

24.4
23.8
48.7
65.2
15.4
30.6
55.5
46.9
20.1
41.0
34.8
85.8
24.7

25.1
21.6
41.8
55.0
15.4
31.2
55.7
46.9
15.9
41.0
34.8
85.8
24.7

66.5

66.0

(1)
(1)

11.6

8.7

(1)

11.6
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Timing differences treated as quasi-permanent by Tax Notes include accelerated depreciation primarily from leasing activities and
some loan losses. These particular timing differences result in a deferred tax expense for most of the banks studied. Thus, the effect of
excluding these items from the effective tax rate is a lower rate
than that disclosed in financial statements, which is the same
result as in the Pease-Dorgan Study. However, the Tax Notes rate
is further reduced by the inclusion of timing differences Which, in
the case of those particular banks, result in a deferred tax credit
(i.e., they reduce the overall tax rate). These timing differences
either originated in an earlier period and are now reversing or
result from transactions giving rise to income which is recognized
for tax purposes sooner than it is for financial statement purposes.
These timing differences appear to include some loan losses, cash
to accrual adjustments, installment sales, undistributed earnings of
foreign subsidiaries, foreign currency translation, foreign tax credits, investment tax credits and others.
Analysis of permanent differences

Table 5 shows the permanent differences identified in the reconciliation of effective tax rates to the statutory rate in the financial
statements.
Clearly, the most significant permanent difference for banks is
the interest received on State and local government obligations,
which is included as income for financial accounting purposes but
is excluded from taxable income. Tax exempt income reduced the
effective tax rate by amounts which varied from 5.6 percent (Citicorp) to 47.3 percent (First Bank System). For fifteen of the twenty
banks, the reduction in effective tax rates was greater than 15 percent.
Other permanent differences that affect banks are often grouped
as "other" where each item included is not material by itself.
These differences are in general similar to permanent differEnces
for other corporations.
Reductions in tax rates from the statutory rate also arise f rom
provisions in the tax rules which tax some income at a different
rate than other income, or from income tax credits. Examples of
income taxed at lower rates include the first $100,000 of taxable
income, which is taxed at graduated-rates below 46 percent. Additionally, income resulting in capital gains is taxed at a lower rate.
Income tax credits include the investment tax credit, targeted jobs
tax credit and others. Investment tax credits can result in a significant reduction of tax, rates for any bank that is engaged in substantial leasing activities.
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Table 5.-Reconciliation to Statutory Federal Income Tax Rate
Per Financial Statements for 20 Large Commercial Banks, 1981
Bank

Bank America .....................
Citicorp ................................
Chase Manhattan ...............
Manufacturers Hanover
Trust .................................
J. P. Morgan & Co ..............
Continental Illinois ............
Chemical New York ...........
First Interstate ...................
Bankers Trust New
York
...............
First Chicago .......................
Security Pacific ...................
W ells Fargo .........................
Crocker National ................
Marine Midland .................
Mellon National .................
Irving Bank .........................
Interfirst ..............................
First National Boston ........
Northwest Bancorp ............
First Bank System .............

Statutory
rate

Tax
exempt
income

Investment tax
credit

46.0
46.0
46.0

(7.0)
(5.6)
(17.2)

(6.0)

46.0
46.0
46.0
46.0
46.0

(15.2)
(19.9)
(13.1)
(18.7)
(32.0)

46.0
46.0
46.0
46.0
46.0
46.0
46.0
46.0
46.0
46.0
46.0
46.0

(19.0)
(21.8)
(6.0)
(14.4)
(23.9)
(15.8)
(31.1)
(18.9)
(18.6)
(16.6)
(39.2)
(47.3)

(2)
(2)
(2)
(2)
(2)
(2)

(5.0)
(2)

(2.3)
(5.3)
(6.9)
(16.4)
(3.0)
(2)
(2)

(.7)
(.3)
(4.9)
(3.0)

Other

Effective tax
rate per
annual
reportI

(6.0)
(7.0)
(5.2)

27.0
33.4
23.6

(6.4)
(.5)
(2.9)
(6.1)
(1.0)

24.4
25.6
30.0
21.2
8.0

(4.0)
(5.6)
(2.2)
(3.7)
(1.4)
(1.8)
(2.6)
(4.8)
(.7)
(1.2)
(2.3)

23.0
16.3
32.5
16.9
4.3
25.4
12.3
22.3
26.0
27.9
(.4)
(4.3)

(2)

1Excludes portion attributable to State and local taxes.
2 Not

available or not disclosed.

In accounting for investment tax credits, special rules apply to
financial institutions. A financial institution may include the investment tax credit as part of the proceeds from leased property
accounted for by the financing method and include it in determining the yield from the loan, which is reflected in income over the
term of the lease. Under this method of financial accounting for investment tax credits, the provision for taxes will not be decreased
but, instead, income will be increased by the amount of the investment tax credits. Therefore, the effective tax rate calculations will
show the bank paying more tax (but earning more income) than it
actually does. However, the amount of investment tax credit amortized to lease income is not always disclosed; therefore, the distortion in effective tax rates due to this method of accounting for the
investment tax credit cannot always be determined. Investment tax
credits accounted for in this manner will not be reflected in the
reconciliation to statutory rates.
When a bank purchases property for its own use, the investment
tax credit on this property can reduce taxes for book purposes in
the same yeir as for tax purposes (flow-through method) or over
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the life of the asset (deferral method). If the flow-through method is
used, the investment tax credit will be reflected as a reduction in
tax rate in the same manner as a permanent difference. If the deferral method is used, the amount deferred for book purposes will
be reflected as a timing difference. Investment tax credits which
are disclosed separately reduce the effective tax rate by as much as
16.4 percent (Crocker National).
Analysis of timing differences

Table 6 shows the timing differences identified in the analysis of
deferred tax included in the financial statements. This section discusses some of the more significant of these timing differences.
Leasing.-First, some significant timing differences are attributable to the accounting for lease financing activities. Such timing differences arise primarily from the use of accelerated cost recovery
for tax purposes and straight-line depreciation for financial accounting purposes. These timing differences generally result in a
deferred tax expense (i.e., an expense treated as a current year's
expense for book purposes although it will not actually be payable
until some future date). To the extent that a financial institution
increases leasing activities or there is inflation, these deferred
taxes may be deferred indefinitely. However, if the leasing activities are reduced, these timing differences will reverse (deferred tax
will be a credit), and the tax liability will be paid.

Table 6.-Analysis of Deferred Tax Per Financial Statements for 20 Large Commercial Banks, 1981
[Percent]

Bank

Bank America .............................
Citicorp .........................................
Chase Manhattan .......................
Manufacturers Hanover.,
Trust .........................................
J. P. Morgan & Co......................
Continental Illinois ....................
Chemical New York ...................
First Interstate ............................
Bankers Trust New York ..........
First Chicago ...............................
ecurit Fargo
y Pacific
Wells
........ ...........................
...........................

Crocker National ....................
Marine Midland ..........................
Mellon National ..........................
Irving Bank ..................................
Interfirst .......................................

Effective
tax rate
per
annual

Loan

Rate reduction due to deferred tax 2
Lease
financForeig
Accrual
ITC
ing
to cash5

27.0
33.4
23.6

(3.9)
8.9
.7

(10.3)
(5.1)
(3.9)

3.2
6.3
6.2

24.4
25.6
30.0
21.2

7.0
2.5
3.8
1.5
3.7
(.7)
(6.7)
(22)
5.7
11.7
2.8
(13.4)
1.8
(1.1)

(10.2)
(7.8)

4.5

8.0

23.0
16.3
32.5
16.9
4.3
25.4
12.3
22.3
26.0

(5.1)

(6-4)
(14.0)

(5.9)

(24.7)
(20.6)
(30.8)
(5.6)
(10.1)
(8.5)
(4.8)

(4)
(4)
(4)
(4)

(4)
(4)

(4)
(4)
(4)

(4)
(4)

(4)
(4)

(4)

2.6
2.1

(4)

(4)
(4)

4.2
3.8
(4)
3.0
(4)
16.4

(30.5)

(4)

.4
(4)
(4)

11.7
(4)
(4)

(4)
(4)

(5.8)

(4)
(4)
(4)
69.0
3.6
(4)
652.8

(2.7)

(4)
(4)
(4)

Other 3

Deferral
of State
and
local tax

Effective
tax rate
per
PeaseDorgan
study

(0.4)
6.0
3.1

0.7
(.3)
2.9

28.0
52.1
34.7

4.8
(5.3)
.9
5.1
.3
15.3
(2.2)
(3.9)
(7.7)
(3.7)
(1.6)
(7.2)
(5.2)

(1.2)
5.5
.1
(1.6)
(2.0)
1.5
2.0
3.7
1.4
8.4
.1

29.3
20.5
23.9
23.9
7.4
25.1
15.5
9.0
12.1
12.2
18.4

7(3.4)

(4)

2.1

(4)

(18.0)
12.5

16.7

Table 6.-Analysis of Deferred Tax Per Financial Statements for 20 Large Commercial Banks, 1981
[Percent]

Bank

First National Boston ................

Northwest Bancorp ....................
First Bank System ......................

Effective
tax rate
per
annual
annual
report

27.9

(.4)

(4.3)

Loan
los
loss

4.5

Rate reduction due to deferred tax 2
Lease
Lease
Accrual
financForeign
tocs
TC
to cash
ing

.2

.4

(7.4)

1.7

(7.7)

(6.3)

7.6

(4)

Other

3

Deferral
ofand
State
ad
local tax

Effective
tax rate
per
PeasePae
Dorgan
study

4.4

(4)

2.3

27.2

(4)

(5.5)

(.7)

(4)

(4)

(4)

7(20.6)

3.8

(27.1)

(2.8)

(3.0)

1 Excludes portion attributable to State and local taxes.
2A

deferred income/expense item which reduces the current year's tax liability is shown as a reduction in effective rates (negative

amount) in the above table.

3 Includes adjustments to income and tax expense made in the Pease-Dorgan Study. For an explanation of these
adjustments, see
Methodology and Appendix A in Pease-Dorgan Study.
4 Not available.
5Includes amounts attributable to different methods of accounting for book and tax purposes.
5Includes foreign tax credit carryovers.
7Adjustment includes effect of tax refund attributable to securities losses (not included in annual report effective rate).
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Nineteen of the twenty large banks benefited from the deferrals
due to lease financing. The resulting reduction in effective tax
rates ranged from 30.8 percent (Crocker National) to 3.9 percent
(Chase Manhattan). Seven banks (Bank America, Manufacturers
Hanover Trust, Bankers Trust New York, Security Pacific, Wells
Fargo, Crocker National, and Mellon National) reduced their effective tax rates by more than 10 percent due to their leasing activities.
Loan-loss reserves.-Second, other timing differences are attributable to the provision for losses on loans. Under generally accepted
accounting principles, the convention of conservatism requires
that, when assets are measured in a context of significant uncertainties, possible errors in measurement should be in the direction
of understatement. Thus, the reserve for losses on loans is based on
an evaluation of anticipated loan losses. The methods used to compute loan loss reserves for tax purposes generally do not result in
the same addition to a reserve for loan losses as that computed for
accounting purposes. Thus, the bad debt expense is allowed as a deduction in different years for book and for tax purposes, giving rise
to timing differences.
For some of the banks included in the Pease-Dorgan Study, the
bad debt deduction allowed for taxes was higher than that allowed
for book purposes, giving rise to a deferred tax expense which reduced the current year's income tax liability. The amount of the
reduction ranged from 13.4 percent (Mellon national) to 0.7 percent
(Bankers Trust New York). For other banks, the bad debt deduction allowed for tax purposes was lower than that allowed for book
purposes, giving rise to deferred taxes which reflect a higher current year's tax liability than book liability. Effective tax rates were
increased by 11.7 percent (Crocker National) to 0.4 percent (Northwest Bancorp).
Typically, in years prior to 1981 the additions to the loan loss reserves for book purposes were lower than those allowed for tax purposes. In those years banks had the benefit of the tax deferral.
More recently, during a period of economic uncertainty, the additions to the loan loss reserves for book purposes, determined under
management's best judgement of expected loan recovery rates,
have often been greater than the amounts allowed for tax purposes.
Foreign items.-Third, some timing differences are attributable
to foreign operations. These include the undistributed earnings of
foreign subsidiaries, foreign-currency translation and foreign tax
credits.
Deferred taxes need not be provided on undistributed earnings of
subsidiaries when sufficient evidence shows that the subsidiary has
invested, or will invest, the undistributed earnings indefinitely or
that earnings will be remitted in a tax-free liquidation. In this
case, the books reflect the deferral of taxes that exists under the
tax rules as a permanent difference. However, if the earnings are
not deemed to be invested indefinitely, deferred taxes must be provided.
Foreign currency translation gains or losses may be included in
income, and foreign tax credits may be recognized, for financial
statement purposes in a different period than for tax purposes.
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Deferred taxes attributable to foreign operations of banks included in the Pease-Dorgan Study have been grouped together (see
Table 6). In total, the change in effective tax rates ranged from a
decrease in rate of 6.3 percent (First National Boston) to an increase in rate of 7.6 percent (Northwest Bancorp). Overall, these
items do not have a major impact on the effective tax rates.
Method of accounting.-Fourth,some timing differences are at-

tributable to a taxpayer sing the accrual method of accounting for
book and the cash method of accounting for tax purposes. Some
large, and many smaller, financial institutions use the cash method
of accounting for tax purposes.
Accrual-to-cash timing differences arise when items of income or
expense are recognized or allowed as a deduction in different periods. In general, many of these timing differences originate in one
period and reverse in the next period. While in aggregate accrualto-cash timing differences may provide some deferral of tax, this
deferral is not generally an indefinite deferral such as the deferral
attributable to accelerated cost recovery.
Other differences.-Fifth, all other timing differences are grouped
together. Each timing difference included may not be material by
itself. For purposes of Table 6, the adjustments made in the PeaseDorgan Study are also grouped with "other differences". These adjustments were needed primarily to ensure that the accounting
entity was comparable with the tax entity because the accounting
rules for grouping corporations together are not the same as the
tax rules. On average, the impact of these adjustments on the effective tax rate was not material.
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C. Significance of Effective Tax Rates
The previous section noted a number of unresolved issues that
arise in trying to measure the effective tax rates of commercial
banks from data in financial statements. Apart from these somewhat technical questions, there are some more fundamental questions about the significance of the resulting measures of effective
tax rates.
Perceptionsof tax equity
One issue that arises when an industry pays relatively low effective tax rates is that individuals may conclude that the tax system
is not equitable. This may cause them to reduce their own level of
compliance with the tax laws, avail themselves of more opportunities to make tax-sheltered investments, u;rge their legislators to
enact countervailing tax preferences for themselves, or simply
cause the American people to lose faith inl the political process.
These perception problems may be particularly acute when an industry is highly visible, like the banking industry, and is an industry whose interactions with the citizenry are sometimes adverse
(e.g., loan foreclosures and high interest costs for loans).
(True burden of taxation
One deficiency of the effective tax rate concept is that it does not
distinguish between the income tax burden imposed directly on a
taxpayer (in the case of the banks, a relatively modest burden in
1981) and the ultimate economic burden that the income tax places
on a person. The economic burden of the income tax on banks is
considerably higher than the actual tax they owe. The reason for
this is that many of the tax-preferred investments made by banks,
including equipment leases and tax-exempt bonds, yield lower pretax rates of return than do fully taxable but otherwise comparable
investments. This lower pre-tax rate of return constitutes a burden
attributable to the income tax on banks that is not reflect in effective tax rate measures based on taxes actually paid.
The extent to which this indirect burden causes the total burden
on banks to approach the 46-percent statutory tax rate depends on
the difference between the after-tax yields of tax-preferred investments and fully taxable investments. If the difference in after-tax
yields is small, it indicates that the banks bear close to the full economic burden of the income tax with respect to the tax-preferred
investments.
For some tax-preferred investments, this appears to be the case.
For example, in the case of tax-exempt bonds with relatively short
maturities, interest rates are sufficiently lower than on comparable
taxable bonds that the after-tax return on the tax-exempt bonds is
not appreciably higher. Thus, even though holders of these bonds
pay no tax on the income, they bear a burden comparable to the
(23)
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full 46-percent income tax. In effect, the banks in this case are relatively efficient conduits through which the federal government
routes its assistance for short-term borrowing by State and local
governments.
However, the issue is more clouded in the case of longer-term
tax-exempt bonds. The interest rates on these bonds in recent
months have been 75 to 85 percent of those on comparable taxable
bonds, so that banks have earned a higher after-tax rate of return
on them than on taxable bonds. (The tax-exempt interest rate
would have to be 54 percent of the taxable rate for-the banks to be
bearing a full 46-percent indirect burden.) Thus, with respect to
these investments, the banks bear some burden but considerably
less than the full 46 percent. In effect, the banks are a conduit
through which the federal government routes its subsidy for longterm borrowing to State and local governments and other beneficiaries of tax-exempt financing, but they are a relatively inefficient
conduit. For example, at an interest rate ratio of 80 percent, the
issuing government receives only 43 percent of the federal interest
subsidy and the banks receive 57 percent.
The other principal area in which the banks act, in effect, as conduits for the delivery of federal assistance through the tax system
is equipment leasing. It is widely known that leasing enables some
of the value of tax benefits to be passed through to lessees through
lower lease rentals; however, unlike the situation with tax exempt
bonds, no data are available on what fraction of the benefits are
passed through. (A Joint Committee staff study on safe-harbor leasing 1 concluded that 77 percent of the benefits were passed through
to lessees, but no comparable study is available for ordinary leasing.)
Reserve requirements
The banks argue that their actual tax payments understate the
contribution they make to federal budget receipts because the Federal Reserve System earns interest on reserves which banks and
thrift institutions are required to keep at the Fed. The Fed pays no
interest on these reserves, and when the Fed deposits its earnings
at the Treasury, the budget records additional budget receipts.
However, others argue that reserve requirements, to the extent
they can be considered analogous to a tax, are closer to an excise
tax than to an income tax and, therefore, should not be counted as
a component-of an effective income tax rate. Furthermore, it is
argued that many businesses have to deal with government regulations and that discussions of effective tax rates would be confused
if adjustments were made for the burden of such regulations (e.g.,
the effect of natural gas price controls on the oil and gas industry).
Allocation of resources
Some have argued that the low effective tax rates paid by banks
provide an incentive for the economy to invest too much of its limited stock of capital in the banking industry, as opposed to investing in other kinds of industries. However, it would be very difficult
to quantify this effect.
"'Analysis of Safe Harbor Leasing," a report by the staff of the Joint Committee on Taxation,
June 14, 1982 (JCS-23-82).
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III. SPECIFIC TAX LAW PROVISIONS
A. Bad Debt Reserves
PresentLaw
General tax rules
Under present law, taxpayers are permitted a deduction for any
debt which is acquired or incurred in the taxpayer's trade or business which becomes wholly or partially worthless during the taxable year. This deduction may be computed under either of two
methods. Under the "specific charge-off method" specific bad debts
may be deducted in the year in which they become worthless or
partially worthless. Under the "reserve method" a deduction is permitted, at the discretion of the Secretary, for a reasonable addition
to a reserve for bad debts. When debts are determined to be totally
or partially worthless, no deduction is allowed, but the amount of
the bad debt is charged against the reserve (i.e., the reserve is reduced). The taxpayer s method of computing the annual addition to
the bad debt reserve will allow him to deduct an amount needed to
increase the reserve to the appropriate level. The reasonableness of
an addition to a reserve for bad debts depends upon the facts and
circumstances of the particular case as they exist at the close of
the taxable year of the proposed addition to the reserve. The courts
have generally permitted taxpayers to determine the reasonable
addition to the reserve for bad debts under a formula similar to the
experience method for banks, described below.
Commercial banks
Commercial banks may use several methods of computing bad
debt reserves. A commercial bank is allowed a deduction for an
annual addition to its loan loss reserves 1 equal to the greater of
the amounts computed under2 either the "experience" or "percentage of eligible loan" method.
Experience method.-Under the experience method, the addition
to the reserve for bad debts is generally an amount necessary to
increase the loan loss reserve at the close of the taxable year to a
percentage of total loans outstanding equal to the average ratio of
total bad debts in the current and 5 preceding taxable years to the
sum of loans outstanding at the close of these years. However, if it
leads to a larger loss reserve, the annual allowable addition is the
amount necessary to increase the balance of the loan loss reserve
I Unlike the funded reserve that many financial institutions are required to maintain under
the auspices of various regulatory bodies, a reserve for bad debts for tax p
consists
simply of accounting entries in the institution's books and records (i.e., it is not a funded reserve
of cash or other liquid assets available to offset the impact of unexpected loses).
I Commercial banks also are permitted to use the specific charge-off method in lieu of the
reserve method. However, few banks presently use the specific charge-off method.
125
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to the balance of the reserve at the close of the base year (or if the
total amount of loans outstanding at the close of the taxable year
is less than the loans outstanding at the close of the base year, a
proportionate part of the loans outstanding at the close of the taxable year). Presently, the base year is the last taxable year before
the most recent adoption of the experience method. Taxpayers may
use an averaging period shorter than 6 years with the approval of
the Treasury. which may be given in the cases where the taxpayer
can demonstrate that there has been a change in the type of a substantial portion of the loans outstanding such that the risk of loss
is substantially increased.
After 1987, commercial banks are required to compute the deduction for additions to the reserve for bad debts solely under the experience method (or specific charge-off method).
Percentage of eligible loans method.-Under the "percentage of
eligible loans" method, an addition to the reserve for bad debts is
allowable in an amount sufficient to increase the loan loss reserve
at the close of the taxable year to a specified percentage of the eligible loans at the close of the taxable year.3 The specified percentage was 1.0 percent for 1982 and is 0.6 percent for 1983 through
1987. Thus, in the case of a bank whose eligible loan portfolio is
expanding and which starts the year with a 0.6-percent bad debt
reserve, the deduction for the addition to the bad debt reserve in a
typical year will be the actual bad debt losses charged against the
reserve during that
year plus 0.6 percent of the increase in eligible
loans during the year.
As is the case under the experience method, commercial banks
utilizing the percentage of eligible loans method are permitted, at a
minimum, a deduction sufficient to restore the balance in the loan
loss reserve at the close of the taxable year to its base-year level so
long as eligible loans have not decreased below their base-year
level. 4 If eligible loans have decreased below their base-year level,
the minimum bad debt deduction permitted the bank will be reduced proportionately. 5 In addition, the maximum addition to the
reserve for losses on loans under the percentage method cannot
exceed the greater of 0.6 percent of eligible loans outstanding at
the close of the taxable year or an amount sufficient to increase
the reserve for losses on loans to 0.6 percent of eligible loans at
such time.
A commercial bank may switch between methods of determining
the addition to its reserve for losses on loans from one year to another. Further, a commercial bank need not adopt a method yielding the largest deduction, although the regulations do prescribe
minimum deductions.
Under present law, if the bad debt reserve deduction for the taxable year determined under the above rules exceeds the amount
8 For purposes of the percentage computation, the term "eligible loans" generally means loans
incurred in the course of the normal customer loans activities of the financial institution, on
which there is more than an insubstantial risk of loss. In determining the allowable addition to
reserves under the experience method, there is no requirement that the computation be based
on eligible loan balances.
4 For puroes of the percentage of eligible loans method, after 1982 the base year will generally be 1982.

'There is a further limitation that reduces the bad debt addition when the base-year loss reserve is less than the allowable percentage of base-year loans.
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which would have been an allowable deduction on the basis of
actual experience, the allowable bad debt reserve deduction for the
taxable year is reduced by 15 percent of the excess. Further, 71.6
percent of the excess is an item of tax preference under the minimum tax.
Thrift institutions
Under present law, thrift institutions (mutual savings banks, domestic building and loan associations, savings and loan associations, and cooperative banks without capital stock) are granted
more favorable tax treatment in the computation of their bad debt
deductions than that generally allowed to other taxpayers. Presently, thrift institutions are allowed to compute the deductible additions to their bad debts reserves under modified versions of either
of the two methods available to commercial banks (i.e., the experience method or the percentage of eligible loans method), or under
the "percentage of taxable income" method. They may also use the
specific charge-off method.
In determining the amount of an allowable loan loss deduction,
special rules apply with respect to "qualifying real property loans"
and "nonqualifying loans." In general, a qualifying real property
loan is any loan secured by an interest in improved real property
or secured by an interest in real property that is to be improved
out of the proceeds of the loan, A nonqualifying loan is any loan
which is not a qualifying real property loan.
Experience method.-Under the experience method, a thrift institution is allowed a deduction equal to a reasonable addition to its
loan loss reserve, determined under the experience method applicable to commercial banks.
Percentageof eligible loans method.-Under the percentage of eligible loans method, a thrift institution is allowed an addition to its
loan loss reserve for losses on qualifying real property loans computed in the same manner as the addition for losses on eligible
loans is computed for commercial banks plus the allowable addition to the loan loss reserve for nonqualifying loans computed
under the experience method. However, the overall loss reserve is
limited to the larger of (1) the amount determined under the experience method applicable to commercial banks, or (2) an amount
which equals the excess of 12 percent of total deposits or
withdrawable accounts of depositors at the close of the taxable year
over the sum of the institution's surplus, undivided profits and reserves at the beginning of such taxable year. (This limit applies to
the percentage of taxable income method as well.) In effect, thrift
institutions using the percentage methods may not build up a loan
loss reserve such that their loan loss reserve plus their surplus exceeds 12 percent of deposits. Thrift institutions which have little or
no taxable income usually elect this method of computing their bad
debt reserves.
Percentage of taxable income raethod.-Under the percentage of
taxable income method, a thrift institution is allowed a deduction
for additions to its loan loss reserve for qualifying real property
loans equal to 40 percent of its "taxable income" for the taxable
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year. 6 A variety of limitations are, however, placed on this addition. First, the percentage of taxable income which may be deducted under this method (presently 40 percent) is reduced by % percentage points for each percentage point by which "qualifying
assets' fall short of 82 percent of total assets (1Y percentage points
for each percentage-point shortfall below 72 percent in the case of
a mutual savings bank without stock).7 Second, the percentage-oftaxable-income method is not applicable at all if less than 60 percent of the institution's total assets are invested in qualifying
assets. Third, the amount determined under the percentage of taxable income method must be reduced by a proportional amount of
the loan loss reserve addition for that taxable year determined
uluer the experience method with respect to nonqualifying loans.
Fourth, the addition to the reserve for qualifying real property
loans may not exceed the amount necessary to increase the balance
of such reserve at the close of the taxable year to 6 percent of such
loans outstanding at the close of the taxable year. Finally, the
overall bad debt reserve addition cannot exceed the greater of (1)
the amount determined under the experience method described
above for commercial banks, or (2) the excess of 12 percent of total
deposits or withdrawable accounts of depositors at the close of the
taxable year over the sum of surplus, undivided profits, and reserves at the beginning of the taxable year.
As in the case of commercial banks, the excess of the amount allowable to the thrift institution as a reasonable addition to its bad
debt reserve for the taxable year, over the amount that would be
allowable for that taxable year had the institution maintained its
reserve on the basis of actual experience for all taxable years, is a
financial institution preference item. As such, 15 percent of the
excess is nondeductible and 71.6 percent of such excess is an item
of tax preference subject to the minimum tax.
Because the effect of the percentage of taxable income method is
to subject thrift institutions to tax only on part of their income,
limitations are imposed upon some of the deductions and credits of
thrift institutions. First, thrift institutions are entitled to only onehalf of the investment tax credit available to other taxpayers generally. Second, thrift institutions are entitled to only one-half of
the targeted jobs tax credit available to other taxpayers generally.
Finally, although corporations generally are entitled to a deduction
of 85 percent (100 percent in certain circumstances) of all dividends
' The term "taxable income" is def'med for this purpose to mean taxable income computed by
excluding amounts recaptured by thrift institutions out of excess loan los reserves, without
regard to amounts deductible as an addition to the bad debt reserve, by excluding from gros
income amounts of net gain on the sale or exchange of corporate stock or taxexempt bonds, by
excluding 18/46 of other net long-term capital gains and by excluding interorporate dividends
received to the extent a deduction is allowable.
I 'Qalffifing assets" for this purpose are: (a) cash, (b) taxable Government obligations, (c) obli.
gation of State-chrtered organizations which are organized to insure deposits or share accounts of member association, (d) share limms, (e) loans for residential real property, including
real property primarily used for church purposes, facilities in residential nevelopments dedicated to public use (e4g., school and libraries), and property used on a nonprofit basis by residents (eg., swimming pools, ePc.) and mobile homes not used on a transient basis, (M loans for
the improvement of commercial or residential property in an urban renewal area or in an area
eligible for assistance under the Demonstration Cities and Metropolitan Development .Act, 0)
loins for educational, health and welfare institutions or facilities including facilities primarily
for students, residents, etc., (h) property acquired through the liquidation of any of the prior
three categories, () student loans, and () property used by the thrift institution in its business.
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received from domestic corporations, thrift institutions must reduce
the amount of this deduction by 40 percent. These provisions that
deny tax benefits to thrift institutions apply regardless of whether
the institutions actually use the percentage-of-taxable-income
method and are independent of the amount of the benefit they receive from use of that method.
Legislative History
Commercial banks
Prior to 1969, bad debt reserves of commercial banks were determined under administrative rulings. Prior to 1965, banks were allowed to accumulate a reserve of up to three times the 20-year
average of their losses as a percentage of loans. In 1965, the Treasury Department granted banks the privilege, o.n an industry-wide
basis, of building up a bad-debt reserve equal to 2.4 percent of eligible loans.
The Tax Reform Act of 1969 established the basis of the present
system of computing bad debt reserves of commercial banks. The
percentage of eligible loans method was phased out over an 18-year
period. At that time, it was asserted that bad debts averaged only
about 0.2 percent of outstanding noninsured loans.
In the Economic Recovery Tax Act of 1981, the phase-down of the
percentage from 1.2 to 0.6 was delayed from 1982 to 1983, and a
percentage of 1.0 established for the year 1982. The Tax Equity and
Fiscal Responsibility Act of 1982 reduced the excess bad debt reserve deduction of both banks and thrift institutions by 15 percent
as part of an across-the-board cutback in tax preferences.
Thrift institutions
Savings and loan associations, cooperative banks and mutual savings banks were tax exempt until the Revenue Act of 1951. While
thrift institutions were made taxable as part of that Act, they were
also given generous bad debt deductions that kept their taxes to a
small fraction of income. In the Revenue Act of 1962, Congress attempted to end this virtual tax exemption by modifying the bad
debt reserve deductions.
The system set up in 1962 allowed thrift institutions to choose
among two alternative formulas: (1) an annual addition to reserves
of 60 percent of taxable income (limited to a loss reserve of 6 percent of qualifying real property loans), or (2) a loss reserve of 3 percent of qualifying real property loans plus a percentage of other
loans based on experience. Savings and loan associations and cooperative banks were allowed to use these methods only if 82 percent
of their assets were invested in residential real estate, liquid assets
and certain other assets, but no similar restrictions were applied to
mutual savings banks.
The basis of the present system was set up by the Tax Reform
Act of 1969, which eliminated the 3-percent method, phased down
the percent of taxable income from 60 to 40 percent over 10 years,
applied limits on the use of the percentage of taxable income
method to mutual savings banks similar to those applicable to savings and loan associations (but with a 72-percent qualifying asset
requirement in place of 82 percent , provided that the taxable
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income percentage was to be phased down gradually if an institution's proportion of qualifying assets fell short of 82 or 72 percent
(instead of causing that institution to lose all benefit from the percentage of taxable income method), and made a series of other
modifications to the bad debt provisions.
The Economic Recovery Tax Act of 1981 expanded the organizations eligible for these special rules to include stock savings banks.
The rules applicable to stock savings banks are the same as those
applicable to savings and loan associations.
Issues

The principal policy issues related to the bad debt reserves of financial institutions can be grouped under two headings: (1) what
treatment of bad debts provides an accurate measure of a taxpayer's income, and (2) to the extent that Congress wants to provide
deductions in excess of those needed to measure income in order to
achieve some nontax policy objectives, what treatment of bad debts
would best carry out Congressional intent?
Income measurement
Since 1921, all businesses have been allowed to deduct additions
to bad debt reserves; that is, to accumulate a bad debt reserve out
of pre-tax, rather than after-tax, income. The argument that the reserve treatment of bad debts (as opposed to the specific charge-off
method) contributes to proper income measurement runs essentially as follows: When a business makes sales that are reflected in accounts receivable, and reports the sales as taxable income, it knows
that statistically a certain percentage of those receivables are
likely to become bad debt. According to the principles of accrual
basis accounting, the cost of the bad debts is allocable to, and properly deductible against, the sales which generated those receivables, and thus some estimate of their cost should be deducted as
an addition to bad debt reserves when the income from the sales is
reported. When actual defaults occur, under this theory the bad
debts should first be charged against the bad debt reserve and
should only be deductible to the extent they exceed the amount
previously deducted as an addition to the bad debt reserve.
Under present law, a widely accepted method of determining a
reasonable addition to a reserve for bad debts is an experience
method as described in the case of Black Motor Co.8 The Black
Motor Co. case adopted a six year moving average method for determining a business' addition to its bad debt reserve. This rule
generally was adopted statutorily as one method for determining a
financial institution's annual addition to its loan loss reserve.
There has been criticism of the Black Motor Co. method as it applies to an ordinary business because it only produces the theoretically correct reserve addition (i.e., the amount that would be deductible according to the principles of accrual accounting stated
above) under a rather strict set of assumptions, the principal ones
being that losses are charged off promptly, future losses equal a 68 Black Motor Co, Inc. v. Commissioner 41 B.T.A. 300 (1942Y, see, Thor Powr Tool Co, v. Cor.
missioner, 439 U.S. 522 (1979).
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year moving average of past losses, and that receivables turn over
once a year.' Suggestions have been made on how the experience
method might be adjusted to deal with some of these problems.
These include mechanical adjustments to the formula to adjust for
turnover, as well as making it easier for taxpayers to make a "facts
and circumstances" showing that their 6-year moving average loss
rate is not a good estimate of future losses. It is not clear, however,
that bad debt deductions for most ordinary businesses are sufficiently important to warrant the complexity associated with finetuning the Black Motor formula.
Some banks have argued that these same principles should apply
to accounting for their bad debts but that bad debts are so important for their business that the deficiencies of the experience
method should be corrected, such as by permitting more liberal use
of "facts and circumstances" deviations from the 6-year moving
average formula. Alternatively, it has been suggested that Congress set up a sufficiently generous statutory formula, such as 1.0
percent of eligible loans. Banks have argued that a one-percent formula would approximate the size of bad debt reserves for book purposes in recent years.
However, the application of accrual accounting principles to
banks does not necessarily lead to the conclusion that their bad
debt reserves should be computed under the formula that theoretically should be applicable to the accounts receivable of an ordinary
business. Consider, for example, a bank that makes 100 loans, each
amounting to one dollar and each maturing in 3 years. Assume
that it anticipates that 5 percent of the loans will not be repaid,
and it charges sufficiently high interest rates on all 100 loans to
make them profitable despite the 5-percent expected default rate.
One interpretation of the principles of accrual accounting is that
the $5 bad debt expense be- spread over the period during which
the income from the loans will be earned; that is, one-third of it
should be approximated by some type of bad debt reserve deduction
each year. This is not the same as the formula appropriate for the
receivables of an ordinary business. The difference is that the creation of receivables is usually the by-product of an event that produces taxable income against which all the bad debt losses from
those receivables should be matched in an accrual method of accounting. Banks, however, generate bad debts from lending, and it
is the interest from the loans that is the income against which bad
debt losses should be matched, not the loans themselves. However,
others argue that a more conservative treatment of expected bad
debt losses is more appropriate for the banking industry, such as
* Assume, for example, that a business sells $100 of goods per year and generates $100 of receivables per year, $95 of which are paid after one year and $5 of which are bad debts. Under
present law, the taxpayer will be able to build up a bad debt reserve equal to $5, the theoretical"ly correct amount. Suppose, however, that receivables turn over twice a year (ie sales of $200
per year with receivables paid every 6 months), in which case bad debt losses will be $10 each
year but outstanding debts at yearend will still be $100. Under the experience method, the taxpayer will be allowed to accumulate a bad debt reserve equal to 10 percent of receivables ($10
annual average losses divided by $100 annual average yearend receivables), or $10. This clearly
exceeds the theoretically correct amount, which is still 5 percent of receivables, or $5. Conversely, the experience method leads to too small a reserve when receivables turn over less frequently than once a year. For examples on how the experience method produces incorrect results in
other cases, see Whitman, Gilbert and Picotte, "The Black Mobr Bad Debt Formula: Why It
Doesn't Work and How to Adjust It," Journal of Taxation, December 1971
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accounting for the entire expected bad debt loss in the year the
loan is made. The issue of how best to determine an experiencebased bad debt reserve is a complicated one, and Congress may
want to study possible technical modifications of the present experience method prior to its becoming the required method for banks
in 1988.
There are a number of other possible ways to approach the question of what treatment of bad debts best measures income. Some
have argued that a financial institution's bad debt deductions
should be structured so as to make it indifferent, from a tax standpoint, between insuring its loans against risk (e.g. through a mortgage insurance company) and assuming the risk of loss itself.
Others have argued that the tax rules should be structured so that
the present value of the deductions is no different than that under
the specific charge-off method. Still others have argued that the
system should correspond to a mark-to-market system, under which
taxpayers deduct the decline in the fair market value of their loan
portfolio each year.
One difference between a bad debt reserve formula based on experience and one based on a statutory percentage of eligible loans
is that the experience method provides larger loss reserves to
banks engaging in relatively risky loans (e.g. consumer loans or
loans to troubled businesses).
Bad debt reserves as a tax expenditure
The present percentage of taxable income method for savings
and loan associations, cooperative banks and mutual savings banks
was designed to serve a nontax purpose-encouraging these institutions to specialize in residential mortgage lending and certain
other specified types of lending (see footnote 7 above). Thus, the
method is available only to institutions which maintain 60 percent
or more of their assets in qualifying assets and is phased down to
the extent that less than a certain percentage of assets consists of
qualifying assets.
The present system, however, does not appear to be well designed
as an incentive for residential mortgage lending. Commercial
banks and investors other than thrift institutions, which are excluded from the percentage of taxable income method, are given no
tax incentive to engage in mortgage lending. Savings and loan associations and mutual savings banks fewer than 60 percent of whose
assets qualify as residential mortgages or other types of qualifying
assets also have no incentive to increase their mortgage lending,
nor do thrift institutions whose qualifying assets exceed 82 percent
of total assets (72 percent for mutual savings banks). The 10-point
difference in the asset requirement between savings and loan associations and mutual savings banks appears to create an uneven
playing field for competition between these institutions. Also, the
present system encourages thrift institutions to specialize in mortgage lending (at least up to the 82- and 72-percent levels) which
goes against recent trends in financial regulation that have attempted to encourage greater diversification. In past years, there
have been recommendations to replace the percentage of taxable
income method with some sort of generalized tax incentive for
mortgage lending. The thrift institutions argue that the definition
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of qualifying assets ought to be broadened to include consumer
loans and other assets for which the thrift institutions are being
given new lending powers, or that the 82- and 72-percent thresholds be reduced.
One consequence of computing the addition to bad debt reserves
as a percentage of taxable income is that the marginal tax rate of
the typical thrift institution is only 60 percent of the statutory tax
rate (i.e., 27.6 percent insted of 46 percent). This gives thrift institutions an incentive to invest in assets that generate taxable income;
consequently, their holdings of tax-exempt bonds and their participation in equipment leasing tends to be smali, unlike commercial
banks.
A second argument for allowing financial institutions to have
bad debt reserves in excess of those needed for a proper measurement of income is that federal regulations require that they maintain a certain percentage of their assets in zero or low-yielding
assets as reserves or liquidity requirements. Excess bad debt reserves, especially those measured as a percentage of assets, enable
financial institutions to build up some of their reserves or liquidity
requirements out of pre-tax income, partially compensating them
for the burden of the regulations.
Finally, it is argued that recent years have been particularly difficult for thrift institutions and that the national economy has an
interest in maintaining the solvency of those institutions. This
goal, it is argued, is promoted by generous deductions for additions
to bad debt reserves.

36
B. Interest on Debt Used to Purchase or Carry Tax-Exempt Bonds
Present Law
Overview
Present law disallows the deduction of interest payments on indebtedness incurred to purchase or carry tax-exempt obligations.
Under a long-standing judicial and administrative interpretation,
bank deposits are not considered to have been accepted for the purpose of acquiring or holding tax-exempt obligations. Thus, a bank
may invest deposited funds in tax-exempt obligations while continuing to receive a deduction for the full amount of interest it
pays to its depositors. By contrast, individuals and most non-banking corporations which incur debts prior or subsequent to the purchase of tax-exempt obligations, without an independent business
or personal reason for doing so, are considered to have incurred the
debts for the purpose of acquiring or holding the tax-exempt obligations. These taxpayers are denied an interest deduction to the
extent they have used borrowed funds to acquire or hold the taxexempts.
The law regarding corporate preference items, added in 1982, reduces by 15 percent the amount of the deduction allowed to financial institutions for interest on debt allocable to tax-exempt obligations.
Statutory provisions

Section 163(a) of the Internal Revenue Code allows as a deduction all interest paid or accrued within the taxable year on indebtedness. Banks generally are permitted to deduct interest payments
made to customers on amounts maintained as deposits.
Section 265(2) of the Code provides that no deduction shall be allowed for interest incurred or continued to purchase or carry obligations the interest on which is wholly exempt from federal income
tax.1
Section 291(a03) of the Code, added in 1982, reduces by 15 percent the amount allowable as a deduction with respect to certain
financial institution preference items. These preference items include interest on indebtedness incurred or continued to purchase or
carry tax-exempt obligations, to the extent a deduction would otherwise be allowable for such interest.
The law as generally applied
The Internal Revenue Service and the courts have consistently
interpreted the law to disallow an interest deduction only upon a
IThe provision also disallows a deduction for interest incurred to purchase or carry any certificate to the extent the interest on such certificate is excludable under section 128 (all.eavers
certificates).
'34)
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showing that a taxpayer incurred or continued indebtedness for the
purpose of acquiring or holding tax-exempt obligations. 2 They have
employed various tests to determine whether a taxpayer has the
prohibited purpose. In general, when a taxpayer has independent
business or personal reasons for incurring or continuing debt, the
taxpayer has been allowed an interest deduction regardless of his
tax-exempt :.oldings. When no such independent purpose exists,
and when there is a sufficiently direct connection between the indebtedness and the acquisition or holding of tax-exempt obligations, a deduction has been- disallowed.3
Illinois Terminal Railroad Co. v. United States, 179 Ct. Cl. 674,
375 F.2d 1016 (1967), disallowed a deduction for interest on a debt
originally incurred for an independent business purpose, when the
debt was continued for the purpose of allowing the taxpayer to
carry
bonds. The court held that the taxpayer lacked
"puritytax-exempt
of purpose" in continuing its debt.
Similarly, Wisconsin Cheeseman, Inc. v. United States, 388 F.2d
420 (7th Cir. 1968), denied an interest deduction to a corporation
which took out short-term bank loans to meet recurrent seasonal
needs for funds, pledging tax-exempt securities as collateral. The
court held that the taxpayer could not automatically be denied a
deduction because it had incurred indebtedness while holding taxexempt obligations. However, use of the securities as collateral established a "sufficiently direct relationship" between the loans and
the purpose of carrying tax-exempt securities. The court stated further that a deduction should not be allowed if a taxpayer could reasonably have foreseen, at the time of purchasing tax-exempts, that
a loan would probably be required to meet ordinary, recurrent economic needs.
In Rev. Proc. 72-18, 1972-1 C.B. 740, the Internal Revenue Service provided guidelines for application of the disallowance provision
to individuals, dealers in tax-exempt obligations, business enterprises that are not dealers in tax-exempt obligations, and banks in
situations not dealt with in Rev. Proc. 70-20, 1970-2 C.B. 499.4 The
revenue procedure sets forth the general rule that a deduction will
be disallowed only where the indebtedness is incurred or continued
for the purpose of purchasing or carrying tax-exempt securities. Accordingly, the application of the law requires a determination
based on all the facts and circumstances as to the taxpayer's purpose in incurring or continuing each item of indebtedness. This
purpose may be established either by direct or circumstantial evidence. Direct evidence of a purpose to purchase tax-exempt obligations also exists where the proceeds of indebtedness are directly
traceable to the purchase of tax-exempts. Direct evidence of a purpose to carry tax-exempt obligations also exists when such obligations are used as collateral for indebtedness, as in Wisconsin Cheeseman above. In the absence of direct evidence, a deduction will be
disallowed only if the totality of facts and circumstances estabIslative histo

cates that Congress intended the purposes test to apy.
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Rep. No. 617, 65th Cong., 3d See. 6-7 (1918); S. Rep. No. 398, 68th Cong., 1st Sees. 24 (1924); S.
Rep. No. 558, 73d Cong., 2d Sees. 24 (1934).
'See general Phi
v. United States, 188 Ct. Cl. 531, 414 F. 2d 1366 (1969); Bishop v.
Comm
l, 342 F. 2d 757 (6th Cir. 1965), aff'g 41 T.C. 154 (1963).
4
Rev. Proc. 70-20 is discussed in the section concerning the law as applied to banks.
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lishes a sufficiently direct relationship between the borrowing and
the investment in tax-exempt obligations. A deduction generally
will not be disallowed for interest on an indebtedness of a personal
nature (e.g. residential mortgages) or indebtedness incurred or continued in connection with the active conduct of an active trade or
business.
Under Rev. Proc. 72-18, when there is direct evidence of a purpose to purchase or carry tax-exempt obligations, no part of the interest paid or incurred on the indebtedness (or on that portion of
the indebtedness directly traceable to the holding of particular taxexempt obligations) may be deducted. In any other case, an allocable portion of interest will be disallowed. This amount is to be determined by multiplying the total interest on the indebtedness by
the ratio of the average amount during the taxable year of the taxpayer's tax-exempt obligations to the average amount of his total
assets.
Rev. Proc. 72-18 provides specifically that dealers in tax-exempt
obligations are denied an interest deduction when they incur or
continue indebtedness for the purpose of holding tax-exempt obligp.tions. When dealers incur or continue indebtedness for the general
puprose of carrying on a brokerage business, which includes the
purchase of both taxable and tax-exempt obligations, an allocable
portion of interest is disallowed." The revenue procedure does not
specify under what circumstances, if any, a bank will be treated as
a dealer in tax-exempt obligations. This issue may become more
significant as banks expand into businesses previously handled by
broker-dealers.
The law as applied to banks
Interest on bank deposits
Legislative history indicates that Congress did not intend the disallowance provision to apply to the indebtedness incurred by a
bank to its depositors.6 The Internal Revenue Service took the position as early as 1924 that indebtedness to depositors was not incurred to purchase or carry tax-exempt obligations, within the
meaning of the law. In Rev. Rul. 61-22, 1961-2 C.B. 58, the Service
stated its position that the provisions of the law "have no application to interest paid on ikidebtedness represented by deposits in
banks engaged in the general banking business since such indebtedness is not considered to be 'indebtedness incurred or continued
to purchase or carry obligations*
' within the meaning of section 265."
The Service has attempted to disallow bank interest deductions
in certain cases. Rev. Rul. 67-260, 1967-2 C.B. 132, provided that a
deduction will be disallowed when a bank issues certificates of deit for the specific purpose of acquiring tax-exempt obligations.
ruling concerned a bank which issued certificates oi' deposit in
consideration of, and in exchange for, a State's tax-exempt obligasSee Leslie v. Comm'r 413 F.2d 636 (2d Cir. 1969), cert. den. 396 U.S. 1007 (1970). The court in
Leslie held specifically that the exemption of banks under the disallowance provision did not
appr
a brokerage business. See Denman v. Slayton, 282 U.S. 514 (1931).

(1964).

S. Rep. No. S6, 7Sd Cong., 2d Sees. 24 (1934, S. Rep. No. 830, 88th Cong., 2d Sess. 80
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tions, the certificates having approximately the same face amount
and maturity dates as the State obligations.
In Rev. Proc. 70-20, 1970-2 C.B. 499, the Service issued guidelines for application of the disallowance provision to banks holding
tax-exempt State and local obligations. The revenue procedure provides that a deduction will not be disallowed for interest paid or
accrued by banks on indebtedness which they incur in the ordinary
course of their day-to-day business, unless there are circumstances
demonstrating a direct connection between the borrowing, and the
tax-exempt investment. The Service will ordinarily infer that a
direct connection does not exist in cases involving various forms of
short-term indebtedness,' including deposits (including interbank
deposits and certificates of deposit); short-term Eurodollar deposits
and borrowings; Federal funds transactions (and similar interbank
borrowing to meet State reserve requirements, and other day-today and short-term interba-ak borrowings); repurchase agreements
(not involving tax-exempt securities); and borrowings directly from
the Federal Reserve to meet reserve requirements. However, even
though indebtedness falls within one of the above categories, unusual facts and circumstances outside of the normal course of business may demonstrate a direct connection between the borrowing
and the investment in tax-exempt securities. In these cases, a deduction will be disallowed. The Service will not infer a direct connection merely because tax-exempt obligations were held by the
bank at the time of its incurring indebtedness in the course of its
day-to-day business.
Under Rev. Proc. 70-20, application of the disallowance provision
to long-term capital notes is to be resolved in the light of all the
facts and circumstances surrounding the issuance of the notes. A
deduction will not be disallowed for interest on indebtedness created by the issuance of capital notes for the purpose of increasing
capital to a level consistent with generally accepted banking practice. Types of borrowings not specifically dealt with by the revenue
procedure are to be decided on a facts and circumstances basis.8
Rev. Proc. 78-34, 1978-2 C.B. 535, provided that the Service will
allow a deduction for interest paid by commercial banks on borrowings of Treasury tax and loan funds when those borrowings are secured by pledges of tax-exempt obligations. The revenue procedure
involved transactions in which a depository bank issues interestbearing notes to the Treasury representing funds withdrawn from
the bank's tax and loan account, the notes to be payable upon
demand. The Service took the position that this type of borrowing
is in the nature of a demand deposit. 9
I For purposes of the revenue procedure, "short-term bank indebtedness" means indebtedness
for a term not to exceed three years. A deposit for a term exceeding three years will be treated
as short-term when there is no restriction on withdrawal, other than loss of interest.
I Rev. Proc. 72-18, discussed above, is applicable to banks in situations not dealt with in Rev.
Proc. 70-20.
9 Rev. Proc. 80-55, 1980-2 C.B. 849, would have disallowed a deduction for interest paid by
commercial banks on 'certain time deposits made by a State and secured by pledges of taxexempt obligations. The revenue procedure concerned banks that participate in a State program
that requires the banks to bid for State funds and negotiate the rate of interest, and requires
the State to leave such deposits for a specified period (f time. The Service took the position that
direct evidence of a purpose to purchase or carry tax-exempt obligations exists in such transactions under Rev. Proc. 72-18.
Continued

40
38
In addition to -the foregoing administrative rulings and procedures, two recent court decisions concerned the application of the
disallowance provision to financial institutions. In Investors Diversified Services, Inc. v. United States, 573 F. 2d 843 (Ct. Cl. 1978), the
court found that the use of tax-exempt securities as collateral for
face-amount certificates 10 was not sufficient evidence of a purpose
to purchase or carry tax-exempt obligations. Summarizing the existing law, the court stated that "where the issue is disputed there
should always be an inquiry, more-or-less particularized, into the
connection and relationship between the tax-exempts and the indebtedness so as to discover whether in fact the taxpayer used borrowed funds for the primary purpose of purchasing or carrying
those securities." Noting the many similarities between banks and
face-amount certificate companies, 1 the court held that the rationale for the "bank exception" to the disallowance provision was
equally applicable to these companies. The court cited three further grounds for holding the disallowance provision inapplicable:
(1) that the sale of certificates (i.e. borrowing) was wholly separate
from and independent of the company's investment process, including the acquisition and maintenance of exempt securities; (2) that
the essential nature of the company's business was the borrowing
of money which had to be invested in order to pay off the certificate holders; and (3) that the company could not reduce its borrowings by disposing of its tax-exempts, since only the certificate holders had the power to terminate each certificate.
Finally, in New Mexico Bancorporationv. Commissioner, 74 T.C.
1342 (1980), the Tax Court permitted a bank a deduction for interest paid on repurchase agreements which were secured by taxexempt State and municipal obligations. The court concluded that
the repurchase agreements were similar to other types of bank deposits, and were not the type of loans or indebtedness intended to
be covered by the disallowance provision. Furthermore, the bank's
purpose for offering repurchase agreements was independent of the
holding of tax-exempt obligations.
Recent legislative developments
The Tax Equity and Fiscal Responsibility Act of 1982 added a
provision which reduces by 15 percent the amount allowable as a
deduction with respect to any financial institution preference item.
The Act defined financial institution preference items to include
Rev. Proc. 80-55 was revoked by Rev. Proc. 81-16, 1981-1 C.B. 688. However, Rev. Proc. 81--16
states that the disallowance provision will continue to apply to interest paid on deposits that are
incurred outside of the ordinary course of the banking business, or in circumstances demonstratingoa
direct connection between the borrowing and the tax-exempt obligations.
0
Faceamount certificates are certificates under which the issuer agree to pay to the holder,
on a stated maturity date, at least the face amount of the certificate, including some increment
over the holder's payments. Present law (sec. 265 (2)) provides specifically that interest paid on
face-amount certificates by a registered face-amount certificate company shall not be considered
as interest incurred or continued to purchase or carry tax-exempt obligations, to the extent that
the average amount of tax-exempt obligations held by such institution during the taxable year
does not exceed 16 percent of its average total assets The Investom Ditvrsifed Servicesas
involved a face-amount certificate company whose tax-exempt holdings exceeded 15 percent of
its total assets
I"The court noted that both banks and face-amount certificate companies were subject to
State banking laws; both competed for the savings of the generalpublic; and both had to invest
ny obtained from depositors/purchasers to secure payment of an agreed rate of interest to
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interest on indebtedness incurred or continued by financial institutions 1 2 to purchase or carry tax-exempt obligations acquired after
December 31, 1982, to the extent that a deduction would otherwise
be allowable for such interest. Unless the taxpayer (under regulations to be prescribed by the Treasury) establishes otherwise, the
15 percent reduction will apply to an allocable portion of the taxpayer's aggregate interest deduction, to be determined by multiplying the aggregate deduction by the ratio of the taxpayer's average
adjusted basis of tax-exempt obligations to the average adjusted
basis of the taxpayer's total assets. For example, a bank which has
invested 25 percent of its assets in tax-exempts will be denied a deduction for $3,750 of each $100,000 of interest paid to its depositors
during the taxable year (15 percent X $25,000 interest allocable to
debt used to acquire or hold tax-exerpts).
Issues

Overview
The allowance of an interest deduction to banks which acquire or
hold tax-exempt obligations raises a number of legal and policy
issues. These include (1) administrative problems, including the
tracing of borrowed funds and the allocation of funds among different purposes of the taxpayer; (2) a concern for tax equity, since
banks are generally allowed to deduct interest on debt used to finance the acquisition or holding of tax-exempt obligations, while
most other taxpayers are prohibited from doing so; and (3) the
probable effect of any modification of the existing rule on the
market for tax-exempt State and municipal bonds.
Administrativeproblems
The disallowanceprovision generally
The basic policy of the disallowance provision is to prevent a taxpayer from receiving tax-exempt income and paying tax-deductible
interest on the same or equivalent funds. Thus, in a simple case, a
taxpayer who borrows $10,000, which he then immediately invests
in tax-exempt obligations, is denied a deduction for interest paid to
the lender on the $10,000. This prevents a result under which the
taxpayer, by receiving the benefits of both tax-exempt income and
the interest deduction, would profit (and thereby reduce tax revenues) merely by serving as a pass-through for the funds. Effectively, the law denies the taxpayer the benefits of tax-exempt income
to the extent he has financed the acquisition of tax-exempts with
the proceeds of indebtedness. i 3
As the taxpayer's finances become more complex, the administration of the disallowance provision becomes progressively more
complicated. Because money is essentially fungible-that is, because one $10,000 is the same as any other $10,000-it is difficult to
determine whether a taxpayer is financing the acquisition or holding of particular tax-exempt obligations with the proceeds of any
"The provision is applicable to mutual savings banks, domestic building and loan associations, and cooperative banks, as well as to commercial banks.
"3The extent to which the taxpayer actually loses the advantage of tax-exempt income depends upon the prevailing biterest rates for taxable and tax-exempt obligations.
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particular indebtedness. It may be even more difficult to determine
whether the taxpayer has the actual purpose of doing so. This is
particularly true in the case of a corporation (or a wealthy individual) which constantly incurs debt for a variety of purposes and
which also, in separate transactions, acquires and holds taxexempts.
Application to banks
The fungibility problem is particularly acute with regard to
banks, whose major business consists of the lending and borrowing
of interchangeable sums of money, including (to varying degrees)
the acquisition and holding of tax-exempt obligations. Even the
purposes test, when applied to banks, may result in conflicting conclusions. A bank may argue that, in accepting deposits, it is simply
carrying on its general business as a bank 14-in a sense, that it
has an independent business purpose for incurring debt to its depositors. Accordingly, the bank should be allowed an interest deduction under the general principles applicable to all tax payers.
(Alternatively, the bank may argue that the acceptance of deposits
does not constitute borrowing, at all. 15) It may also be argued, however, that one of the major purposes of a bank's general business
(as demonstrated by bank practice) is the acquisition and holding of
tax-exempt obligations. Thus an allocable portion of deposits accepted in the general course of business should be considered to
have been accepted for the purpose of investing in tax-exempts,
and the deduction for that portion should be disallowed. This would
be equivalent to the treatment accorded under present law to dealers in tax-exempt obligations (other than banks) who borrow money
business, includfor the purpose of conducting a general brokerage
ing the acquisition and holding of tax-exempts. 16
Use of a formula for allocation of a bank's deposits between taxable and tax-exempt assets also presents special difficulties. The
formulas applied to non-banking taxpayers, which generally rely
upon the ratio of tax-exempt obligations to a taxpayer's total
assets, may not be adequate to reflect the reality of the banking
business. In cases where the interest rate on tax-exempt bonds is
less than the interest rate paid by the bank, application of these
formulas could result in a loss of deductions ir. excess of the benefits received from tax-exempt income.
Tax equity
Banks vs. taxpayers generally
Aside from revenue considerations, the strongest argument
against present law is that it distinguishes in its application between banks and other taxpayers. By using deposited funds to purchase and carry tax-exempts, banks are able to enjoy the benefits
of receiving tax-exempt investment income and paying tax-deduct14See Investors Diversified Services, Inc. v. United States, 573 F.2d 843, 852-53. (Ct. Cl. 1978.)
"I Banks may argue that deposits are distinguisd from most other forms of debt, since they
are (1) for an unspecified period, and (2) terminable at the will of the depositor, but not of the
bank. See Investors Diversified Services, Inc. v. United States, 573 F.2d 843, 853. (Ct. Cl. 1978.)
This argument is obviously less applicable for time deposit.
Isee Rev. Proc. 72-18, 1972-1 C.B. 740; Leslie v. Comm'r, 413 F.2d 636 (2d Cir. 1969), cert.
den. 396 U.S. 1007 (1970).
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ible interest on the same or equivalent funds. This is precisely the

double benefit which is denied to other taxpayers. The volume of
tax-exempt obligations held by banks indicates that banks have
made extensive use of deposited funds to acquire and hold taxexempts.
The ability to deduct interest on debt used to purchase taxexempt securities makes it possible for a bank to eliminate its taxable income by investing a relatively small percentage of its assets
in tax-exempt securities. For example, a bank that earns an average return of 8 percent on its taxable assets and pays an average of
8 percent on deposits will pay no tax if it invests 20 percent of its
assets in tax-exempt securities.
A particular problem under present law is the use of tax-exempt
obligations as collateral for deposits or other short-term bank borrowing. By using tax-exempts as collateral, a bank receives tax
benefits when it is really the depositor (who may be tax-exempt or
have a low marginal tax rate) who is lending to the issuing government. State and municipal deposits in particular are frequently collateralized with tax-exempt obligations, sometimes of the same
State or municipality. 1 7 In these latter cases, the Federal govern-

ment subsidizes a transaction in which there is no net borrowing
by the State or local government.
Limitations on bank exemption

The history of the disallowance provisions indicates two approaches to limiting the exemption of banks under the disallowance provision. First, the Internal Revenue Service has, on at least
two occasions, acted to curb what it perceived as particular abuses
of the exemption. Thus, in Rev. Proc. 76-260 supra, the Service disallowed a deduction for interest on certificates of deposit which a
bank had issued in exchange for tax-exempt State obligations, the
certificates having approximately the same face amount and maturity dates as the State obligations. Rev. Proc. 80-55, 1980-2 C.B.
849, would further have disallowed a deduction for interest paid by

commercial banks on certain time deposits made by a State and secured by pledges of tax-exempt obligations; however this revenue
procedure was subsequently withdrawn.'
The difficulty with this approach is that it is necessarily piecemeal, reacting to specific perceived abuses as they occur. Moreover,
the approach still applies a different, more favorable standard to
banks than to other taxpayers. While taxpayers generally must establish an independent business or personal purpose for incurring
debt,
banks will be subject to disallowance of interest only when
"unusual
facts and circumstances outside of the normal course of
business. . . demonstrate a direct connection between the borrowing and the investment in tax-exempt securities." Rev. Proc. 70-20,
1970-2 C.B. 499, 500 (emphasis supplied). The law thus creates a

presumption that debts incurred in the normal course of the bank-

17 State and local law generally requires that State and municipal deposits be collaterialized
with obligations of specified governmental bodies. These may include taxable or tax-exempt obligations.
1s The withdrawal of Rev. Proc. 80-55 followed vigorous protests by banks and by various
States and municipalities, which argued, inter ,lia that the revenue procedure would cause serious damage to the market for tax-exempt bonds. This issue is discussed below.
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ing business are exempt from the disallowance provision. The great
majority of a bank's debts will, therefore, qualify for the exemption.
Congress took a second approach in 1982 when it characterized
the deductibility of interest on debt used to acquire or hold taxexempt obligations as a financial institution preference item, and
reduced the otherwise allowable deduction for this type of interest
by 15 percent. This reduction was accompanied by equivalent cutbacks in various other items characterized as corporate tax prefer- ences. 19 By its own terms, however, the 1982 Act reduced, rather
than eliminated, the benefits enjoyed by banks with regard to the
interest deduction. To the extent that banks are treated differently
than other taxpayers, they continue to be treated differently with
respect to 85 percent of the interest at issue. The flat reduction approach also raises potential problems of enforcement and allocation, 20 particularly with regard to affiliated and consolidated corporations. Finally, a flat reduction does not take into account the
particular situations of various banks, or their reason for acquiring
or holding tax-exempts.
Each of the approaches above suggests possible further changes
in the application to banks of the disallowance provision. Congress
could act, or direct the Internal Revenue Service to act, to curb
perceived areas of abuse by financial institutions and issuing jurisdictions, including (but not limited to) certain kinds of deposits collaterized with tax-exempt obligations. Congress could also impose
further numerical or percentage limits on the overall amount of
the deductions at issue. Each of these approaches would involve the
problems suggested by the discussion above. Alternatively, Congress could act to eliminate the entire deduction for interest paid
by banks on debt used to acquire or hold tax-exempts.
State and municipal finance
Tax-exempt bonds are a major source of financing for State and
municipal governments. In effect, denying the interest deduction in
proportion to a taxpayer's holdings of tax-exempt obligations involves taxing a fraction of the otherwise tax-exempt interest (under
some formulas, more than 100 percent of the interest). This reduces
the attractiveness of the bonds to potential holders. Legislative history indicates a Congressional concern that, if banks were denied
an interest deduction in proportion to their tax-exempt holdings,
the banks would eliminate or substantially reduce their investments in tax-exempt bonds. The Senate Finance Committee in
1934, rejecting a proposed change in the rule, expressed the opinion
"that the change made by the House bill will seriously interfere
with the marketing of government securities, which are bought for
19
The law also characterized excess bad debt reserves as a financial institution preference
item.

1T law provides (unless the taxpayer establishes otherwise) for disallowance of 15 per cent

of that portion of deductible interest which is equivalent to the proportion of tax-exempt obligations acquired after 1982 in the taxpayer's total assets. This is essentially the same formula used
to allocate interest for taxpayers generally (with the exception that 10jrcent of allocated interest in the cae of a general taxpayer will be disallowed). Because the lw is effective only for
taxable years beginning on or after January 1, 1983, there is as yet no available data regarding
compliance or enforcement.
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the most part by banks and financial institutions, and also presents
grave administrative difficulties." 21
In 1980, when the Internal Revenue Service issued Rev. Proc. 8055 supra, banks, and various State and local governments, protested that the disallowance of deductions on the deposits in question
would depress the market for tax-exempt bonds, making it more
difficult for States and municipalities to raise needed funds. Additionally, they argued that banks would refuse to accept State and
municipal deposits, which generally must be secured by specified
taxable or tax-exempt obligations. (It was also argued that the revenue procedure was inconsistent with previous interpretations of
the disallowance provision.)
The Service revoked Rev. Proc. 80-55 in April 1981. In a statement accompanying the revocation, the Treasury and the IRS concluded that the overall effect of the revenue procedure on the municipal bond market, the banking system and the fiscal health of
State and local governments would have been slight.2 2 This referred, however, only to the effect of the revenue procedure itself,
rather than to the presumably broader effect of disallowing interest deductions on all deposits in proportion to a bank's tax-exempt
holdings.

21 S. Rep. No 558, 73d Cong., 2d Sees. 24 (1934).
z2 Revenue Procedure 80-55: Hearing Before the Subcomm. on Select Revenue Measures of
the House Comm. on Ways and Means, 97th Cong., 1st Sees. 4 (1981) (statement of John E. Chapoton, Assistant Secretary (Tax Policy), Department of the Treasury, and Roscoe L. Egger, Jr.,
Commissioner of Internal Revenue).

21-161 0-83-
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C. Foreign Income
Present Law
Foreign tax credit
The United States taxes U.S. citizens and residents and U.S. cor-porations on their worldwide income. The United States allows
U.S. taxpayers to offset the U.S. tax on their foreign income by the
income taxes paid to a foreign country ("foreign tax credit").
In addition, a U.S. corporation that owns 10 percent or more of
the stock of a foreign corporation may credit foreign income taxes
paid or deemed paid by that foreign corporation on earnings that
are distributed as dividends.
A credit is available only for foreign taxes that are income taxes
under U.S. concepts (sec. 901) and certain taxes paid to a foreign
government in lieu of an income tax otherwise imposed by that foreign government (sec. 903). A foreign tax is an income tax if it is
designed to reach realized net income. Certain taxes imposed on
gross payments of interest and other passive type income are creditable. However, gross withholding taxes imposed on gross recipts
of U.S.-taxpayers engaged in trade or business in a foreign country
have been held not creditable (Rev. Rul. 78-233, 1978-1 C.B. 236).
A fundamental premise of the foreign tax credit is that it should
not offset the U.S. tax on U.S. source income. Accordingly, the
Code contains a limitation to ensure that the credit offsets the U.S.
tax on only the taxpayer's foreign income. The limitation is determined by using a ratio of foreign source taxable income to total
worldwide taxable income. 1 The resulting fraction is multiplied by
the total pre-credit U.S. tax to establish the amount of U.S. taxes
that, absent a foreign tax credit, would be paid on the-foreign
income and, thus, the upper limit on the foreign tax credit. Deductions apportioned to foreign source gross income reduce the foreign
tax credit limitation, while deductions apportioned to U.S. source
income do not.
The United States has entered into a number of bilateral income
tax treaties that reduce or eliminate source country flat-rate withholding taxes on passive income, including interest. The U.S. position is that the rate on interest should be zero. A number of treaties have a zero rate only for interest paid to banks.
I Historically, the foreign tax credit limitation has been based upon either the -taxpayer's
worldwide foreign income or his foreign income from each separate country, or both. These are
known as the overall limitation and the per-country limitation, respectively. Under the percountry limitation, taxes paid to any foreign country could be used against only the pre-credit
U.S. tax on income from sources within that country. Today, some foreign countries use a percountry limitation, while others use a separate limitation for every item of income.
(441
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U.. taxation of foreign corporations and their U.S. shareholders
Foreign corporations generally are taxed by the United States
only on their U.S. source income and on foreign source income that
is effectively connected with a trade or business conducted in the
United States. Accordingly, the foreign'source income of a foreign
corporation is subject to U.S. income tax only when it is actually
remitted to the U.S. shareholders as a dividend. However, under
the subpart F provisions of the Code 2 income from certain tax
haven type activities conducted by corporations controlled by U.S.
shareholders is deemed to be distributed to the U.S. shareholders
and currently taxed to them (subject to a foreign tax credit). The
categories of income taxed include foreign personal holding company income which in turn includes interest income. Also, earnings of
controlled foreign corporations are generally taxed currently to
U.S. shareholders if they are invested in certain U.S. property.
Rules of particular signifwance for U.S. banks
In general, banks are subject to the same tax rules on their
income from international transactions as other U.S. taxpayers.
Some of these rules are of particular significance to banks and are
described below.
Source of income
Foreign source taxable income increases a taxpayer's foreign tax
credit limitation. Foreign source income may thus increase the
amount of foreign taxes a taxpayer may credit and decrease the
taxpayer's U.S. tax liability. For this reason, taxpayers may prefer
foreign source income to U.S. source income.
Interest income has its source in a country when the obligor is a
governmental entity, a corporation, or another entity resident in
that country. Thus, interest on a loan to a foreign entity is foreign
income regardless of where the loan proceeds are used. 3 However,
a proportionate amount of the. interest paid by a foreign corporation is treated as U.S. source if 50 percent or more of that corporation's gross income is effectively connected with a U.S. trade or
business, while all interest paid by a U.S. corporation is foreign
source if the corporation has over 80 percent of its gross income
from foreign sources over the past three years.
Under these rules, if a bank lends to a foreign corporation (such
as a foreign bank) that invests in the United States, or to a foreign
subsidiary of a U.S. corporation that invests abroad, the bank will
generally earn foreign source interest income.
As a general rule, the source of income from leasing a vessel or
aircraft is where the vessel or aircraft is used. Thus, most of the
income from vessels or aircraft used in international commerce
would be foreign source, and related deductions would be allocable
or apportionable to foreign sources and would reduce the available
foreign tax credit limitation. However, in 1971, Congress enacted a
special elective rule allowing U.S. lessors to treat income and de.
' Similar rules would apply to tax U.S. shareholders of foreign personal holding companies.
3 Banks may be able to source other income in foreign countries by locating operations or
transferring title there. Only the easy transferrability of money may distingah banks from
other taxpayers in this respect.
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ductions from leases of certain ships and aircraft as U.S. source. In
adding this elective rule, Congress took notice that "One of the
principal means available to finance the purchase of ships or aircraft is a leasing arrangement under which a financial institution
purchases the ship or aircraft and then leases it to the air carrier
or ship operator . . ." S. Rep. No. 92-437, 92d Cong., 1st Ses. 78.
"Typically, in a leasing transaction of this type, the lease produces
a tax loss during its early years to the lessor (primarily as a result
of the depreciation deduction)." Id. Congress created the election to
treat these losses as reducing U.S. income because "The characterization of the loss as foreign source in combination with the limitation on the foreign tax credit can have the effect of causing the financial institution to lose a foreign tax credit to which it would
otherwise be entitled for foreign taxes paid with respect to its foreign banking or other financial operations." Id. Although the primary intent of this elective rule was to provide air carriers and
ship operators with the financing needed to acquire new equipment, this rule incidentally benefitted banks.
In 1980, Congress made this elective rule mandatory (Public Law
96-605, Code sec. 861(e)).
The source of income from foreign currency trading is generally
the country where title to the currency passes to the buyer. This
rule may allow banks to generate foreign source income from profitable investments and U.S. losses from unprofitable investments.
Apportionment of interest expense
The apportionment of deductions between U.S. and foreign
source gross income has a significant impact on the foreign tax
credit limitation. Because banks, by the nature of their business,
borrow large sums of money, the rules governing apportionment of
interest expenses to U.S. and foreign sources are of particular importance to banks.
Method.-The Treasury Regulations governing allocation and apportionment of interest expense are generally based on the approach that money is fungible and that interest expense is attribut-.
able to all activities and property of the payor regardless of any
specific purpose for incurring an obligation on which interest in
paid (Treas. Reg. sec. 1.861-8(eX2Xi)). The regulations do not provide for tracing of interest expense on borrowed funds to the investments made with those funds. To the extent that banks obtain
funds for loans to U.S. borrowers more cheaply than they obtain
funds for loans to foreign borrowers, the Regulations provide more
foreign source taxable income than a tracing approach and tend to
increase the banks' foreign tax credit limitation. This may reduce
the banks' U.S. tax liability on foreign source income.
In general, taxpayers may allocate interest deductions to specific
property only in the case of certain nonrecourse debt (Treas. Reg.
sec. 1.861-8(eXiv)). Taxpayers may elect, on an annual basis, to apportion interest deductions that are not allocable to specific property by either of two methods, the asset method or the gross income
method. 4 Under the asset method a taxpayer may apportion its in4 Foreign corporations engaged in trade or business in the United States are subject to a different set of rules, discussed below, for determining interest deductions for U.S. tax purposes.
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terest deductions between foreign and domestic sources by comparing assets generating foreign gross income to assets generation all
gross income. The debt obligation of a foreign entity will ordinarily
be a foreign asset. Under the gross income method, expenses are
apportioned to offset foreign source income by comparing foreign
source gross income to worldwide gross income.
Interest paid to carry tax-exempt bonds.-As described above, a
bank may invest deposited funds in tax exempt obligations while
continuing to deduct the full amount of interest it pays to depositors. However, the tax exempt obligations are domestic assets for
purposes of applying the asset method of allocating interest deductions between United States and Foreign sources.
Elections.-Under the asset method the taxpayer has additional
flexibility to apportion interest deductions. The taxpayer may generally choose to value assets on the basis of book value or on the
basis of fair market value. In addition, taxpayers using the asset
method may apportion interest on certain debt incurred before
January 1, 1977 by certain other methods.
Separate limitation for interest income
The foreign tax credit limitation is computed separately for certain interest income (sec. 904(d)). Interest "derived in the conduct
by the taxpayer of a banking, financing, or similar business

. .

is excluded from that separate limitation. (Code sec. 904(dX2XB)).
The absence of a separate limitation for interest derived in the
banking business could allow credits for foreign taxes on other foreign income, such as foreign fee income, to reduce U.S. tax on interest income. Likewise, foreign income taxes imposed on interest
income can reduce U.S. tax on other classes of foreign income.
Foreign subsidiaries of U.S. banks
Interest income (as well as dividends and certain gains on the
sale of stock or securities) of a foreign banking subsidiary of a U.S.
bank is exempt from subpart F, and thus, is not taxed to the U.S.
shareholder if it is derived in the conduct of a banking or other financial business and is received from an unrelated party (Code sec.
954(c3)B)). 6. The securities producing that income must be "acquired as an ordinary and necessary incident" to the conduct of a
banking business (Treas. Reg. sec. 1.954-2(dX2Xiii). For this purpose, "securities" include any debt obligation or right to purchase
any debt obligation. In general, however, certain second-tier subsidiaries of national or State banks which are members of the Federal
Reserve System need not meet the "incidental" test (Treas. Reg.
sec. 1.954-2(dX2Xiv)).
'The Internal Revenue Code contains two sets of rules aimed at preventing the use of corprations to avoid taxation on passive income at the level of the ultimate investor, the shareholder. Neither set of rules generally applies to fore
subsidiaries of U.S. banks engaged in a banking business. One such set of rules, the personal holding company rules, does not apply to U.S.
banks or, in general, to foreign corporations that derive 60 percent or more of their ordinary
gross income "directly from the active and regular conduct of a lending or rmance business
sec. 542(c)). The other set of rules, the foreign personal holding company rules, does not generallyapply to "a corporation oranized and doing business under the banking and credit laws of a
foreign country if it is established... to the satifaction of the Secretary that such corporation
is not formed or availed of for the purpose of evading or avoiding United States income taxes
which would otherwise be imposed upon its shareholders" (sec. 652(X2)).
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There is another special rule in the subpart F provisions for
banks. Although most U.S. shareholders are subject to some current taxation if income from certain transactions with related parties amounts to 10 percent of the gross income of a controlled foreign corporation, subsidiaries of U.S. banks may generally receive
up to 30 percent of their gross income from related parties in the
banking business without subjecting the U.S. parent to current taxation under subpart F (Code sec. 954(cX4XB), Treas. Reg. sec. 1.9542(eX2)).
Interest deductions of foreign banks
Under Treasury Regulations, for purposes of computing their
U.S. taxable income, foreign corporations are subject to rules for allocation of interest deductions that are different from the "fungibility" rules governing U.S. corporations. Foreign corporations engaged in U.S. trade or business may elect a "branch book/dollar
pool" method, which considers primarily the interest the branch
paid and secondarily dollar borrowings of the foreign corporation,
or a "separate currency pools" method, which considers the interest the corporation paid on a currency-by.currency basis (Treas.
Reg. sec. 1.882-5). Under these rules, low-cost home country deposits need not reduce U.S. interest deductions. In addition, borrowings in a strong currency that bear a low nominal rate of interest
to compensate for expected appreciation in value of principal need
not reduce U.S. interest deductions.
Miscellaneous rules
A number of tax rules governing the customers of banks incidentally provide special treatment for banks.
Tax law encourages foreign persons to make deposits in U.S.
banks. Foreign persons are generally not subject to U.S. income
taxation on deposits in U.S. banks unless the income from those deposits is effectively connected with a trade or business in the
United States. Nonresident aliens are generally not subject to
estate or gift taxation on gratuitous transfers of such deposits.
Banks have only a minor burden in policing the identity of persons
who claim foreign status. There is no requirement that payors of
interest to persons claiming foreign status report such payments to
the Internal Revenue Service.
Persons collecting foreign items e
_
interest or dividends
paid by foreign corporations) for UTS. persons need not
report the
collection of such foreign items unless they amount to $600 or more
(Treas. Reg. sec. 1.6014-4).
In general, under the subpart F provisions of the Code, a foreign
corporation controlled by U.S. shareholders subjects those shareholders to current U.S. tax when it invests its retained earnings in
United States property, such as stock or debt of domestic issuers. A
special statutory provision exempts from this rule "deposits with
persons carrying on the banking business" (Code sec. 956(2XA)).
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Issues
Measure of foreign source income
The present method of computing foreign source income for purposes of the foreign tax credit limitation may result in higher foreign source income than would seem correct. If so, too much foreign tax could be credited. Additional foreign tax credits could
reduce U.S. tax and might permit banks to reduce U.S. tax on what
should be considered U.S. source income. On the other hand, the
present method may result in a correct computation of foreign
source income. 'The key elements in this calculation are the source
of income rules and the alloction of deduction rules.
Source of income
Proponents of the current rule that the source of interest income
is the residence of the payor argue that this rule allows U.S. taxpayers to treat as foreign source income the income that foreign
governments are likely to tax. This result, they argue, is consistent
with the policy of the credit to mitigate double taxation.
Opponents of the current rule argue that it gives taxpayers the
flexibility to lend to a foreign member of a related group and thus
to increase the foreign tax credit limitation. They point out that
lenders may thus generate foreign source income that will be subject to no foreign tax.
Proponents of the current rules treating leasing of U.S. ships and
aircraft as yielding U.S. source income and deductions argue that
this treatment is appropriate because foreign countries are unlikely to tax such-leasing income. Therefore, categorization as foreign
source is unnecessary. Opponents of this rule argue that the special
rule tends artificially to reduce U.S. source income and to benefit
lessors, and that the general rule reducing foreign sourc income
would be as appropriate in this context as elsewhere.
Proponents of the current rule that the source of foreign currency trading income is the country where title passes note that this
rule is a generally accepted source rule. They argue that any other
rnle would be unworkable or arbitrary.
Opponents of the title passage rule argue that it allows banks
selling currency to increase foreign source income and to decrease
U.S. source income.
Allocation rules
Proponents of current law allocation of interest expenses argue
that money is fungible and that interest expense is attributable to
all the activities and property of a business regardless of any specific purpose for incurring an obligation on which interest is paid.
Fungibility, they say, recognizes that all activities and property require funds and that management has a great deal of flexibility as
to the source and use of funds. They contend that when money is
borrowed for a specific purpose, such borrowing will generally free
other funds for other purposes and that it is reasonable to attribute
the cost of borrowing to such other purposes.
Opponents of the current fungibility rule argue that tracing
would result in a more accurate calculation of foreign source
income. They argue that fungibility artificially increases the for-

52
50
eign tax credit limitation and thus may reduce U.S. taxes. For example, assume that a bank (1) borrows $1,000 from a U.S. depositor
at 5 percent and invests that $1,000 in a loan to a U.S. borrower
yielding 9 percent, and (2) borrows $9,000 from a foreign depositor
at 10 percent and invests that $9,000 in a loan to a foreign borrower yielding 11 percent. A tracing method would treat $40 as U.S.
source income and $90 as foreign source income. The asset method
portions the total $950 of interest paid on the basis of assets.
S. assets ($1,000) are 10 percent of total assets, so $95 (10 percent
of interest expense) is deducted from U.S. source income. This results in a U.S. loss of $5 ($90 interest received less $95). Foreign
source income is $135 ($990 of interest received less $855 (90 percent x $950)). Opponents of fungibility say that both these loans are
profitable. They also note that foreign banks doing business in the
United States are not subject to the fungibility rules. They argue
that when interest rates in this country vary from interest rates
abroad, these different interest rates reflect different costs of banking in this country and abroad. They note that foreign banks (1)
factor in interest rate differentials and (2) disregard any low-cost
home country deposits in calculatiaig U.S. income. If fungibility is
inappropriate for these banks, opponents argue, it is also inappropriate for U.S. banks.
Proponents, however, argue that tracing of interest expense to
specific assets would cause administrative difficulties. They also
argue that tracing could cause compensatory taxpayer behavior,
such as seeking to match low-cost funds with foreign assets. Such
behavior could include requirements that U.S. borrowers (or related parties) establish low-interest-rate deposits overseas.
Opponents of current law argue that even if fungibility is the
correct approach, there should be one method of calculating interest deductions under that approach to yield the correct result.
Thus, they say, there should be no elections among asset method,
book or fair market value, and gross income method.
Proponents of the current elections argue that these elections are
necessary to measure properly income of differently situated businesses, some of which have high foreign assets in relation to foreign gross income, and s-, ne of which have low foreign assets in
relation to foreign gross income
Interestpaid to carry tax-exempt bonds

Proponents of the current rule treating tax-exempt obligations
like any other U.S. asset for the purpose of apportioning interest
expense argue that this rule reflects the true economic nature of
the transactions because interest paid to carry tax-exempt bonds
relates to U.S. assets. They also argue that this rule is consistent
with the policy of permitting the deduction of the interest which is
to encourage banks to hold tax-exempt State and municipal obligations. Removing these obligations from the allocation would be inconsistent with this policy.
Opponents of the current rule argue that if banks should not
trace interest deductions to tax-exempt interest income in determining the amount of income, banks should not trace interest deductions to tax-exempt income in determining the source of income.
They argue that it is inappropriate to derive a second tax benefit
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(higher foreign source income) from ownership of a tax-exempt
asset.
Gross withholding taxes
Proponents of the creditability of gross withholding taxes on passive income argue that such taxes are income taxes. They note that
such taxes are a standard international device, that the United
States has such taxes, that the United States labels its taxes
income taxes and that other countries credit these U.S. taxes. Even
if these taxes are not income taxes, proponents of the current rule
argue that such taxes are comparable to income taxes and are thus
"creditable as taxes in lieu of income taxes. They note that the rates
of such taxes are not unlike marginal income tax rates in the
United States. They note that a taxpayer who invests his own capital is subject to net income tax rates beyond the 25-30 percent
range in the United States and in many other countries.
Opponents of creditability argue that a gross withholding tax on
persons in the active business of lending money is neither an
income tax nor comparable to a net income tax. They note that
lending margins of bankers rarely attain the rates of gross withholding taxes, which can reach 15 or 25 percent of gross interest.
They argue that if the lender is bearing the tax, the tax is not designed to reach net income but rather to exceed net income and is
thus not creditable. They say that if the borrower, not the lender,
is bearing most or all of these taxes, then they should not be creditable against the lender's U.S. taxes. They argue that current law
may allow foreign tax credits for high taxes to eliminate the U.S.
tax on other, low-taxed, foreign source income. Opponents argue
that these credits, if allowable at all, should not apply against
taxes on other foreign source income.
Proponents of creditability argue that it may be in the interest of
the United States to credit certain taxes, even though they may be
relatively high, imposed by friendly countries. Creditability may
encourage private investment in these friendly countries and may
indirectly help create markets for U.S. goods and jobs for U.S.
workers.
Some argue that even if gross withholding taxes generally should
be creditable, such taxes imposed by a foreign government on a
loan to a government-owned corporation or a quasi-governmental
entity should not be creditable or should be separately limited.
They argue that such taxes constitute a rebate of interest charges.
Proponents of creditability argue that the identity of the borrower should not affect the creditability of taxes. They note that the
United States taxes the interest income it pays.
Those concerned about the creditability of gross withholding
taxes also object to the absence of a separate foreign tax credit limitation for banks' interest income. They argue that current law
allows only banks to offset U.S. tax on low-taxed foreign source fee
income or trading income with credits from high-taxed foreign
source interest income (or vice versa).
Proponents of the current rule exempting banks from the separate limitation for interest income argue that interest in the hands
of banks is active business income, and should not be treated differently from other business active income.
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Deferral
Proponents of the deferral of U.S. taxation on the earnings of
controlled foreign banking subsidiaries argue that interest income,
although passive in the hands of an investor, is active income in
the hands of a financial intermediary.
Apparently, the reported return on assets on U.S. banks' foreign
subsidiaries is higher than that of both the total international operations of large U.S. banks and the banks' consolidated (worldwide) operations. Board of Governors of the Federal Reserve
System Staff Study, Foreign Subsidiaries of U.S. Banking Organizations 6 (1982).
Opponents of deferral argue that these high reported returns
may indicate that banks can choose to do highly profitable business
offshore. They argue that interest income is passive income even in
the hands of a financial intermediary. They argue that it is easy to
choose to earn interest income or currency trading income in a controlled subsidiary and thus to defer U.S. tax.
Proponents of deferral argue that reported return on assets does
not necessarily reflect economic profits. They note that ending deferral would create administrative problems.
Some may argue that even if deferral is proper as a general rule
for foreign subsidiaries of U.S. banks, the current rule allowing receipt of up to 30 percent of gross income from related parties without incurring subpart F income is too lenient. Such a rule, they
may argue, allows transfer pricing issues to develop, and is not in
line with the 10 percent test generally applied to corporations
other than banks.
Advocates of the current 30 percent test argue that it is not comparable to the 10 percent test applied to corporations other than
banks. They also argue that transfer pricing problems are less
prevalent in the lending of money than in the sale of goods, because comparable prices are easier to find for lending businesses.
(hey also argue that intra-group transactions are more proper
among banks than among other related parties.
Miscellaneous rules
Proponents of the current rules encouraging deposits in U.S.
banks argue that these rules help capital formation in the United
States.
Opponents of these rules argue that they do not necessarily encourage retention of capital in the United States because banks are
free to lend these funds to foreign persons. They argue that banks
should in any event bear more responsibility to insure depositors'
compliance with U.S. tax laws.
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D. Tax Exemption for Credit UnionsPresentLaw
Under present law, credit unions are exempt from Federal
income tax regardless of whether their income is distributed as
dividends.
Legislative History

State chartered credit unions have always been exempt from
Federal income tax. Until 1951, the tax exemption for State-Chartered credit unions was subsumed under the tax exemption for savings and loan associations. When the exemption for savings and
loan associations was terminated as part of the Revenue Act of
1951, the exemption for credit unions was continued in a separate
Code provision. Federal credit unions have been exempt since enactment of the Federal Credit Union Act of 1934, which established
federally chartered credit unions.
Issues

Originally, credit unions were exempted from tax along with savings and loan associations because both credit unions and savings
and loan associations operated on a "mutual" basis (that is, on
behalf of and for the benefit of their members), and not as separate
profit-seeking entities. In addition, credit unions were generally
small, unsophisticated- financial institutions, operated by volunteers.
However, today there are many large credit unions, and credit
unions offer depositors an array of services that are not always distinguishable from those offered by banks and savings and loan associations. Other types of mutual financial institutions, -vhich compete with credit unions, are subject to tax on income not paid out
to member-depositors as dividends. Furthermore, some credit
unions appear to manage their asset portfolios so as to tap national
capital markets. Some argue, therefore, that the credit union exemption should be reconsidered and credit unions be treated no differently than other thrift institutions.
Credit union representatives argue that they are unlike trutual
savings and loan associations and mutual savings banks because
they tend to be more closely controlled by their depositors, rather
than by a board of directors. The law requires that a majority of
the directors of a credit union receive no compensation and forbids
proxy voting in credit union elections. These requirements, it is
argued, ensure that credit unions, unlike other mutual institutions,
will not operate like profit-seeking entities.
(53)
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E. Deductibility of Dividends by Mutual Thrift Institutions
Present Law
Prior to 1952, mutual savings banks, cooperative banks, domestic
building and loan associations and other savings institutions chartered and supervised as savings and loan or similar associations
under Federal or State law were not subject to income tax. Since
then, and under present law, these thrift institutions have become
subject to the generally applicable provisions of the Code b.s well as
some special tax rules.
In determining their taxable income, thrift institutions are allowed a special deduction from gross income for amounts paid to,
or credited to the accounts of, depositors or holders of withdrawable accounts. Because these amounts are in the nature of interest,
this deduction is allowed regardless of whether the amounts are denominated as dividends or interest. However, these amounts paid
or credited must be withdrawable on demand, subject only to-the-customary notice of intention to withdraw. Thus, amounts paid as
a dividend on the non-withdrawable capital stock accounts of a domestic building and loan association or a mutual savings bank are
not deductible.. Such a nondeductible dividend is a distribution out
of earnings and profits as it is in the case of any other corporation.
The deduction for amounts credited as dividends or interest by
thrift institutions is allowed in the taxable year in which such
amounts become withdrawable by the depositor or accountholder.
Thus, regardless of the accounting method used by the thrift institution, this deduction is not allowable on an accrual basis. The use
of the "withdrawable" standard generally makes the deduction allowable when a cash-basis depositor or accountholder would include the amount in income, a question which may depend on the
application of the constructive receipt principles and the provisions
for recognizing accrual of original issue discount. Finally, the deduction is not denied because amounts that are credited, and otherwise deductible, are subject to the terms of a pledge agreement between the depositor or accountholder and the thrift institution.
Issues

Because a mutual thrift institution is theoretically operated for
the benefit of its depositors or accountholders, conceptually such
depositors or accountholders are not creditors in the same sense depositors of a commercial bank are considered to be. At the same
time, however, the amounts credited to these accounts are in the
nature of interest; they are derived from activities and are credited
in a manner comparable to those used by commercial banks obligated to pay interest on funds on deposit. Thus, a member-depositor of a thrift institution might be considered to have a dual char(54)
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acter, that of both an owner and a creditor. One suggestion is that
shareholder-depositors be treated as owners to the extent that their
dividends represent a reasonable rate of return on the equity capital of the institution. Thus, a percentage of dividends approximating this amount could be made nondeductible.
The present dividend deduction might be considered to follow a
conduit theory as its model for taxing the income of a thrift institution. The thrift institution receives income on behalf of its depositor members; to the extent such income is distributed, because it is
withdrawable on demand, only the depositors are taxed. However,
by allowing a full deduction for amounts credited to withdrawable
funds, the present provisions might be seen as failing to recognize
the dual character of the depositor-members.
A similar situation, but a different tax approach, exists under
present law for the treatment of policyholder dividends paid by
mutual life insurance companies. Like thrift institutions, mutual
life insurance companies are organized and operated for the benefit
of their member-policyholders. However, under present law, a
mutual life insurance company generally cannot deduct the full
amount of the dividends it pays or credits to policyholders. For example, limitations temporarily in effect under the Tax Equity and
Fiscal Responsibility Act of 1982 allow a mutual life insurance
company to deduct 77V2 percent of policyholder dividends paid
during the year, whereas a stock life insurance company is allowed
to deduct 85 percent. The 7 percent difference for comparable deduction items has been referred to as the "profit differential" or
"ownership differential" between mutual and stock companies engaged in the same business. Such a differential might be said to
recognize, to some extent, the dual character of a policyholder in a
mutual ife insurance company, that of both an owner and a policyholder. However, unlike an owner/depositor in a mutual thrift institution, an owner/policyholder in a mutual insurance company
generally is not taxed on policyholder dividends credited to him.
Casualty insurance companies and mutual funds, however, are
presently allowed a deduction for 100 percent of policyholder dividends.
Thrift institutions argue that most of their accounts are viewed
by the depositors as deposits, not as equity interests in the institutions, and involve obligations virtually identical to those of a strict
debtor-creditor relationship. Denying a deduction for part of the
dividends paid by mutual institutions, therefore, would be unfair
and could lead to income tax being paid by thrift institutions
which, by ordinary standards, are in financial difficulty. Furthermore, a deduction denial would not necessarily raise very much
revenue, since most accounts would be converted into interestpaying, not dividend-paying, status and would qualify for the ordinary interest deduction.
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F. Miscellaneous Issues
1. Exemption From Straddle Provisions
Present Law

The Economic Recovery Tax Act of 1981 (ERTA) adopted a
number of rules'governing the tax treatment of straddles. Straddles consist of offsetting positions in actively traded personal property, other than stock. The measures adopted by ERTA were
designed to prevent deferral of income, and in some cases the conversion of ordinary income or short-term capital gain into longterm capital gain, by closing positions on which a loss was sustained or by incurring deductible costs while delaying the closing of
offsetting postions reflecting unrealized gain until a later year.
With respect to straddle transactions, these measures preclude
the current deduction of certain interest charges and carrying
costs, require the deferral of losses to the extent of unrealized gain
on offsetting positions, and authorize regulations to apply rules
comparable to the statutory wash sale and short sale rules to straddle transactions. In addition, all regulated futures contracts held
by a taxpayer at the close of the taxable year are subject to tax as
if they were then sold at their fair market value. This treatment
follows the marking to market rules employed by the domestic futures exchanges. The mark to market rules were extended by the
Technical Corrections Act of 1982 to cover certain contracts for the
delivery of foreign currency that are traded in the interbank
market.

-

Hedging transaction are excluded from the straddle rules, including the mark to market treatment of futures contracts and foreign
currency contracts traded in the interbank market. A hedging
transaction is one with respect to which both the hedge and the
property hedged produce only ordinary income or loss and which is
entered into in the normal course of the taxpayer's trade or business. In addition, if the taxpayer is not a bank (as defined in sec.
581), a transaction qualifies for the hedging exception only if it is
entered into primarily (i) to reduce risk of price change or currency
fluctuation with respect to taxpayer-held property, such as inventory, or (ii) to reduce risk of interest rate or price changes or currency fluctuations with respect to borrowings or obligations of the
taxpayer.
Issues

*The exemption of banks from these primary purpose requirements was intended to allow certain business activities which are
regularly conducted by banks, but which may not be conducted primarily for risk reduction (for example, foreign currency trading), to
be exempt from the straddle rules. It was argued that the straddle
(56)
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rules would be burdensome to banks and that banks do not typically engage in the transactions which would otherwise be subject to
those rules for tax-avoidance purposes; therefore the banks should
be exempt. However, other taxpayers who engage in non-tax-motivated business transactions may not qualify for the hedging exception and have requested that the special rule for banks be extended
to them (e.g. market-makers in options).
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!.t Card Start-up Costs

Present Law
Deductibility of start-up costs.-Under present law, ordinary and
necessary expenses paid or incurred in carrying on a trade or business, or engaging in a profit-seeking activity, are deductible. Expenses incurred prior to the establishment of a business normally
are not currently deductible since they are not incurred in carrying
on a trade or business or while engaging in a profit-seeking activity.
Expenses or costs incurred in acquiring or creating an asset, e.g.,
a business, which has a useful life that extend beyond the taxable
year normally must be capitalized. These costs ordinarily may be
recovered through depreciation or amortization deductions over the
useful life of the asset. However, costs which relate to an asset
with either an unlimited or indeterminate useful life may be recovered only upon a disposition or cessation of the business.
5-year amortization of start-up costs.-In 1980, a provision (sec.

195) was enacted which allows business start-up cost expenditures
to be amortized, at the election of the taxpayer, over a period of
not less than 60 months beginning with the month the business
begins. In general, expenditures eligible for this amortization must
satisfy two requirements. First, the expenditure must be paid or incurred in connection with creating, or investigating the creation or
acquisition of, an active trade or business entered into by the taxpayer. Second, the expenditure must be one which would be allowable as a deduction for the taxable year in which it is paid or incurred if it were paid or incurred in connection with the expansion
of an existing trade or business in the same field as that entered
into by the taxpayer.
Credit card costs.-Several courts have held that start-up fees incurred by banks to participate in a credit card system are deductible business expenses.' These expenses include such items as promotional and advertising costs, credit reports, operating manuals,
and program costs.
Issues

The issue is whether start-up fees incurred by banks in starting
in the credit card business should be treated as non-deductible
start-up costs eligible for 5-year amortization.
On the one hand, it can be argued that the expansion by a bank
into the credit card business should be viewed as the entry into a
IColorado Springs National Bank v. US., 505 F.2d 1185 (10th Cir. 1974);
First Security Bank of Idaho v. US., 592 F.2d 1050 (9th Cir. 1979), affig 63 T.C. 644 (1975);
Iowa.Des Moines National Bank v. Commr., 592 F.2d 433 (8th Cir. 1979), afg 68 T.C. 872
(1977).
q58,
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new business and the costs incurred should be required to be amortized since the business will generate income over a period of years.
On the other hand, the entry into the credit card field may be
viewed as an expansion of the existing lending business and the
otherwise deductible start-up costs should be treated the same as
those in other expanding businesses.
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3. Special Rules Involving Reorganizations of Financially
Troubled Thrift Institutions
Present Law
In 1981,1 Congress enacted several relief provisions designed to
aid the then-ailing thrift industry. These provisions facilitate taxfree reorganizations of troubled thrifts, relax loss carryover rules,
exclude from income recapture amounts when thrifts make certain
distributions to the FSLIC, and liberalize the rule applicable when
the FSLIC contributes to the capital of certain thrift institutions.
Tax-free reorganizations
Present law contains special rules designed to facilitate reorganizations of financially troubled thrift institutions undertaken under
the jurisdiction of the Federal Home Loan Bank Board (FHLBB) or
Federal Savings and Loan Insurance Corporation (FSLIC) (or, if
neither has supervisory authority, an equivalent State authority).
Institutions to which this rule applies are savings and loan associations, cooperative banks, and mutual savings banks (i.e., thrift institutions to which sec. 593 applies). The continuity of interest doctrine (which requires that shareholders of the acquired corporation
must continue to have an interest, through stock ownership, in the
successor corporation) does not apply to such reorganization transactions. With respect to such thrift institution reorganizations,
there is no requirement that stock or securities in the transferee
corporation must be received or distributed in the transaction. Substantially all the assets of the transferor, however, must be acquired by the transferee and substantially all the liabilities of the
transferor, including deposits, immediately before the transfer
must become liabilities of the transferee.
Loss carryovers
In general, if one corporation acquires another in a reorganization and the other corporation has a net operating loss, and certain
other requirements are met, the net operating loss of the loss corporation must be reduced (section 382(b)). However, in applying
this rule to the reorganization of thrift institutions which has been
certified by FHLBB or FSLIC deposits in the acquired corporation
which become deposits in the transferee corporation are treated as
stock of both corporations. Thus, the loss limitation rule has reduced application in the case of the reorganization of a savings and
loan association.
'The Economic Recovery Tax Act of 1981, sections 241-244 and 246, effective for taxable years
after 1980.
(60)
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Distributionsout of bad debt reserves
In general, when a savings and loan association makes a distribution to its shareholders out of excess bad debt reserves (i.e., in
general, the excess of the reserve for losses on qualifying real property loans over the reserve which would have been allowable under
the experience method), it must report that amount as ordinary
income (section 593(e)). This recapture rule does not apply, however, to distributions to the FSLIC in redemption of an interest in a
thrift institution received in exchange for financial assistance.

FSLIC contributions to savings and loan associations
Contributions to capital by nonshareholders are excluded from
the income of the recipient corporation (sec. 118), but the basis of
property is reduced by such contributions (sec. 362(c)). However, a
savings and loan association need not reduce basis for money or
property contributed to it by the FSLIC under its financial assistance program.

Issues
These provisions were designed to assist FHLBB and FSLIC in
reorganizing financially troubled thrift institutions at a time when
there was concern over the survivability of many thrift institutions. In effect, they reduce the direct outlay cost to FSLIC of subsidizing reorganizations by substituting more favorable tax treatment for direct outlays. In 1981, this may have been justified by
the extremely serious problems which might have been created had
it been necessary to enact additional appropriations for FSLIC in
the event that depositors become concerned over the solvency of
FSLIC and withdrew deposits from some institutions.
However, the question arises how long these provisions will be
needed now that interest rates have fallen and the health of the
thrift industry has improved. The banking industry has suggested
that it be made eligible for similar treatment. Congress may, therefore, want to consider some sunset date for these provisions before
they become a precedent for other industries.
Some would argue that the reorganization provision (with respect
to the continuity of interest doctrine) clarifies the treatment of
thrift reorganizations and should be retained, even if other ERTA
amendments benefiting the thrift industry are limited or repealed.
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4. Foreclosure on Property Securing Loans
Present Law

In general, foreclosure by a creditor on property in which the
creditor holds a security interest is a taxable event to the creditor.
First, the creditor may realize a deductible bad debt loss on the
foreclosure if part or all of the debt foreclosed upon is worthless.
Second, if the creditor acquires the property at the foreclosure sale,
he may recognize gain or loss on the foreclosure if the property
foreclosed upon has a fair market value more or less than his basis
in the amount of the debt for which the creditor purchased the
property. This is because the creditor is treated as disposing of the
debt in exchange for the fair market value of the property foreclosed upon. Later, if the property is disposed of in a taxable event,
additional gain or loss may be recognized.
Since the Revenue Act of 1962 special treatment has been provided, however, for thrift institutions which acquire any property
which is security for payment of a debt. If a thrift institution forecloses on the security for a debt owed to the institution (or otherwise reduces the property to ownership or possession by any process of law or by agreement), no gain or loss is recognized and no
debt is considered as having become wholly or partially worthless
regardless of the property's fair market value at the time of the
foreclosure. Instead, the loan transaction is held open and the property received in the foreclosure (or other proceeding) is treated for
tax purposes as having the same characteristics as the debt for
which it was security.2 The basis of the acquired property is equal
to the institution's adjusted basis in the debt, increased by the costs
of acquisition.
While, under this provision the acquisition of the security by
foreclosure (or other legal means) is not itself a taxable event to a
*thrift institution, foreclosure may still have tax effects in the taxable year of foreclosure or later taxable years. For example, if the
property foreclosed upon has depreciated in value below the thrift
institution's basis in the property (generally the amount of the debt
outstanding at the time of the foreclosure, adjusted for acquisition
costs), the decline may be charged against the bad debt reserve of
the institution (if that is proper under the institution's method of
accounting), and the basis of the property reduced accordingly. If
the property continues to decline in value, further loss deductions
may be taken.
When the property is later disposed of, the amount realized is
treated as a payment on the debt (closing the loan transaction).
Thus, the disposition will generally generate either ordinary
income (or a credit to the appropriate bad debt reserve account), or
'Thus, no depreciation deduction is allowable with respect to the acquired property.
(62)
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a bad debt loss at that time. Any income generated by the property
and any deductions (-Aher than depreciation) allocable to the property, retain their characteristics as rent, royalties, etc.
This treatment is mandatory if the institution is a thrift institution in the taxable year of the foreclosure. For this purpose, a
thrift institution is any mutual savings bank not having capital
stock represented by shares, a stock savings bank which is regulated like a mutual savings bank, a savings and loan association, or a
cooperative bank without capital stock organized and operated for
mutual purposes and without profit.
Issues
Under pre-1962 law, if a thrift institution acquired property at a
foreclosure sale for an amount less than the unpaid debt, a loss deduction was allowable (if the excess was otherwise uncollectable).
Further, a gain or loss could result on foreclosure if the property
had a fair market value different from the creditor's basis in the
amount of the loan bid at the foreclosure sale. In the case of the
later sale or other disposition of the property, a third recognition
event could occur. This provision eliminated these erratic results
with respect to thrift institutions. It also discourages foreclosures
to obtain depreciation deductions, which the law prior to 1962 may
have encouraged. However, this provision provides thrift institutions with tax treatment different from that provided other taxpayers such as commercial banks. Some have suggested, therefore,
that the treatment of thrift institutions acquiring property on foreclosure (or other legal means) be conformed with the treatment
given other taxpayers (or vice versa).
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5. Loss Carryback and Carryover Rules
PresentLaw
In general, for net operating losses arising in taxable years
ending after 1975, taxpayers are permitted to carry a net operating
loss back to the 3 taxable years preceding the loss year and forward to the 15 taxable years following the year of the loss. Commercial banks (and thrift institutions) are given different net operating loss treatment than taxpayers in general. Commercial banks,
small business investment companies, housing development corporations, and certain thrift institutions are permitted to carry a net
operating loss back to each of the 10 taxable years preceding the
loss year and forward to each of the 5 taxable years following the
year of the loss.
Legislative History
The extended loss carryback for banks, savings and loan associations and mutual savings banks was enacted in 1969, the same
year that their bad debt reserves were reduced.
Issues
Generally, taxpayers will prefer a loss carryback to a carryforward because the carryback enables them to obtain an immediate
refund while the carryforward only provides the possibility of a tax
reduction in the future. Financial institutions argue that the volatility of their business, and the serious problems that arise for the
national economy when they experience losses, justifies their receiving a longer carryback period than other businesses. They also
argue that their ability to average income and losses over a 16-year
period, rather than the 19-year period given to ordinary businesses,
put them at a disadvantage and have suggested that they be given
an 8-year carryforward.
Others argue that there is no valid reason why financial institutions should have different carryover and carryback rules than
other businesses.
(64)
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STATEMENT OF SENATOR DOLE

Today's hearing is an initial effort to ask-and hopefully answer-the question
whether commercial banks, thrift institutions, and credit unions are bearing their
fair share of the income tax burden.
I frankly admit that I do not know whether the tax preferences, and other tax
provisions, used by many of these financial institutions are unwarranted, inefficient,
or too generous. That is why I am interested in hearing the testimony of our distinguished witnesses today.
There are certain facts that are inescapable, however.
First commercial banks enjoy an usually low effective tax rate on their U.S.
income. In 1981, a sample of twenty large commercial banks studied by the staff of
the Joint Committee enjoyed an average effective tax rate of 2.3 percent. In contrast, the average effective tax rate for individuals was in the range of 20 percent,
and many industries had effective tax rates higher than thirty or forty percent. In
all fairness, I should point out that many large corporations appear to enjoy effective tax rates lower than the statutory corporate tax rate of 46 percent. But even
among other large corporations, commercial banks enjoy an exalted position in
terms of their ability to reduce their effective tax burden.
Second, financial institutions enjoy special tax preferences that are not shared by
other industries. Banks, for example, are generally permitted to deduct interest paid
to carry tax-exempt securities, a privilege not enjoyed by other taxpayers. Savings
and loans enjoy special loan loss provisions, and credit unions enjoy complete exemption from Federal income taxation, regardless of whether their income is distributed as dividends. That means that a credit union is not only better off than a
business corporation subject to the corporate income tax; credit unions are also
better off than consumer cooperatives who can avoid income taxation only if they
distribute all of their current income to their members. While many credit unions
are small, their ability to accumulate income free of tax has undoubtedly contributed to their rapid growth. In 1981, for example, the ten largest credit unions each
had assets greater than $200 million, and the two largest credit unions, the Navy
Federal Credit Union, and the Pentagon Federal Credit Union, had assets of $949
million and $554 million respectively.
REVIEWING TAX PREFERENCES

Many of the special provisions and tax preferences enjoyed by financial institutions undoubtedly had some justification when they were first placed in the law.
But Congress has a responsibility to reexamine these preferences, and determine
whether they can now be justified, in light of the much higher effective tax rates
borne by most other business and individuals.
In conducting such a review, the answers are by no means preordained. It is clear
that the ownership of tax-exempt bonds is a very significant factor contributing to
the low tax rates of many commercial banks. But our Committee may well decide
that the preferences that give banks a special incentive to invest in tax exempt
bonds should be retained, despite the inefficiency, and windfalls for bond holders,
that have been associated with this method of assisting States and local governments.
On the other hand, a recent article in the "Weekly Bound Buyer" suggested that
certain changes in the taxation of commercial banks, such as the enactment of a
corporate surcharge similar to that proposed by President Reagan, could improve
the market for tax-exempt bonds, by making them more attractive to the banks.
According to the analysis of Gerald Roberts, Vice President of the securities firm
of Smith Barney Harris Upham & Co., Inc., an increase in the statutory tax rate for
banks, from 46 percent to 51 percent would result in a 94 basis point increase in the
after-tax yield of municipal bonds. Changes of this nature, this securities expert has
said, could not only raise revenue, but also improve the attractiveness of municipal
bonds, to the benefit of the issuing governments. Clearly, our Committee must not
only review issues carefully but consider a variety of alternative approaches, if we
conclude that changes in the tax law are warranted.
REVIEW OF USER TAXES FOR FINANCIAL INSTITUTIONS

One issue the Committee may review, is whether income taxation is the best
method of insuring that financial institutions pay their fair share of the Federal tax
burden, especially when the Federal Gjvernment is called upon to bear the cost of
certain governmental programs and activities of particular benefit to the financial
industry.
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In the recent post-election session of the 97th Congress, the Surface Transportation -Assistance Act of 1982 increased the user taxes on gasoline, certain tires, and
certain trucks, to contribute to the important national task of repairing our Nation's highways and bridges. It may be appropriate for the Committee to review the
possibility of imposing similar user taxes, in addition to the income tax, to support
governmental programs of significance to the financial industry.
Congress will soon be considering the Administration's request to increase our
quota authority with the International Monetary Fund by $8.5 billion. I do not believe that this proposal is a bail-out for the banks, as some have suggested. By the
same token. I do not believe that last December's highway repair bill was a bail-out
for the nation's drivers, truckers, and other highway users. Perhaps it would be appropriate, however to consider asking the nation's commercial banks to pay a user
tax, possibly an excise tax related to the size of their deposits, to contribute a greater share to the cost of participating in the International Monetary Fund. Although I
am a strong supporter of our continued participation in the IMF, I was surprised to
discover the relationship between the cost of our participation, and the amount of
taxes paid by commercial banks. According to the Treasury Department, our participation in the IMF cost the Treasury an average of $107 million each year, over the
last 13 years. But in 1982 our participation cost $528 million and in 1981 it cost $1.5
billion. These recent cost figures may be extraordinary, and may not indicate a
trend of growing cost. But it is noteworthy that our participation in the IMF in
1981, cost the Federal Government more than the entire amount of Federal income
taxes paid by all commercial banks in f980, the most recent year for which statistics
are available.
No user tax should be a substitute for a fair income tax. And certainly, no tax
should be considered that would discourage the future foreign lending which is
needed to help resolve the current international debt problem. But the possibility of
extending the user tax concept from truckers to bankers should be explored. I believe this is particularly appropriate since the study prepared by the staff of the
Joint Committee on Taxation indicates that while a group of the 20 largest banks
paid only 2.3 percent of their income in taxes, a group of the largest trucking companies paid over 46 percent of their income in taxes.
I look forward to hearing the testimony of our distinguished witnesses.
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Example on Tax-Exempt

-2
-

I

Suppose cost of funds is 9%, and can earn 10% in taxables
but only 8% on tax exempts (consistent with the present
15% to 25% reduced yield on long term bonds). In case
number 1, the bank invests all of its assets ($1,000) in
taxable obligations. In case number 2, the bank invests
90 percent of its assets ($900) in taxable obligations
and 10 percent of its assets ($100) in tax-exempt
obligations.
Case number 1

Case number 2

Investments

$1,000 taxable bonds

$900 taxable
$100 tax-exempt

Total Income

$100 ($1,000 at 10%)

$98 ($900 at
10% plus
$100 at 8%)

Income subject
to tax

$100

$90

Cost of funds

$ 90

$90

Taxable income

$ 10

$ 0

Tax

$

4.60

$ 0

After-tax income

$

5.40

$ 8

So, at cost of $2 in loss of income, an investment in
tax-exempt obligations reduces taxes from $4.60 'a 46 percent tax
rate) to zero. Note also that, even though the bank appears to
lose money on the investment in tax-exempt obligations (income
yield of 8 percent compared to a 9 percent cost of funds), the
bank's after-tax return is increased through its investment in
tax-exempt obligations. The reduced before-tax income of $2 from
investing in tax-exempt obligations is a burden arising from the
tax system that is passed on to the borrower of the tax-exempt
obligations. For simplicity, this example ignores the 15%
disallowance of deductions for interest incurred to carry
tax-exempt bonds.
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Foreign tax credit for gross withholding tax
Assume a 10% interest rate (adjusted to take into
account all risk factors), cost of funds is 9%, and a foreign
country which imposes a gross withholding tax of 20% of
interest paid.
Treasury absorbs
tax
A.

Bank able to use
credits
Interest charged
Tax withheld
After tax yield to
bank after FTC
After foreign tax profit

B.

Foreign borrower
absorbs tax

10%
2%
10%
1%

12.5%
2.5%
12.5%
3.5%

Bank in excess credits
position
10%

12.5%

Tax withheld

2%

2.5%

After tax yield

8%

10%

Interest charged

After foreign tax profit

(loss)

21-161 0-83---6

(-1%)

1%
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The CHAIRMAN. The hearing today will be on the taxation of
banks, savings and loans, and credit unions.
We are pleased to have as our first witness the distinguished
Senator from Ohio, Senator Metzenbaum.
[Senator Metzenbaum's prepared statement follows:]
STATEMENT BY SENATOR HOWARD M. METZENBAUM

Mr. Chairman, I am deeply concerned about what is happening to this country's
tax policy. We are facing record high budget deficits of $200 to $300 billion. Yet this
year we will collect 20 percent fewer dollars from the corporate income tax. And
corporate income taxes as a share of GNP are expected-to reach a post-world war II
low of 1.3 percent.
What we see developing is an unfair sharing of the tax burden, pushing more and
more on the individual taxpayer-and less and less on the corporations of this country.
Excluding payroll taxes, we have seen corporate income taxes go down from 31
cents out of every Federal tax dollar in 1950, to 12 cents in 1983.
The effective corporate tax rate fell from 50 percent in 1950 to 39 percent in 1980.
According to the Congressional Budget Office the effective rate will continue to
drop, reaching a new record low of 26.2 percent in 1988.
In industry after industry the pattern is clear. A Joint Tax Committee study reports that in 1981 the paper and wood products industry had U.S. income of almost
$1.4 billion, yet received refunds or tax credits of $193 million.
Railroads had $1.7 billion in income, yet received refunds and credits totaling
$129 million.
The top crude oil producers earned nearly $1 billion in income, but paid only $31
million in taxes, a 3.1 percent effective tax rate.
The chemical industry earned 3.1 billion dollars, but paid only 5 percent of that
amount in taxes.
Last week, General Electric reported that it had earned $1.8 billion in 1982. Yet it
received a tax refund of $146 million.
I don't criticize the corporation of this country for that. I was a businessman
before I came to the U.S. Senate, and I know that no good business will pay more to
the tax man than the law requires. But the fact is that there is something wrong
with our tax system when large profitable corporations find that they don't have to
pay any federal income taxes, and it is incumbent on us as legislators to remedy
this situation.
I am not alone in this belief. Corporate income taxes have been cut so much that
16 Republican Senators wrote a letter to the President of the United States in
which they said, "We are greatly concerned that by 1985 as many as half of all corporations may be paying no corporate income taxes." The letter went on to say, "it
would be a mistake to allow such a situation to develop at a time when all citizens
should be asked to assume their fair share of that burden.
Mr. Chairman, the low effective ax rate of financial institutions is an example of
the problem we face.
In 1981, this country's 20 largest banks earned $1.9 billion in U.S. income, but
paid $53 million in taxes, a 2.7 percent tax rate. Six banks had incomes ranging
from $8 to $154 million but paid no taxes and received either tax refunds, or credits
to reduce future tax liabilities. For example, the nation's second largest bank, Bank
America, had income of $154 inillion but will either receive $18 million in refunds
or reduce its future years' tax bills by the that amount.
Congress has enacted various provisions throughout the years-a bad debt deduction, a foreign tax credit, net operating loss carry-overs, and other provisions that at
the time seemed to make sense. But in combination with one another, these tax provisions are today operating to reduce, and in many cases eliminate, the legitimate
tax liability of the nation's largest banks.
Since 1951, for example, financial institutions have enjoyed an excess bad debt deduction. No other businesses have it. If other businesses have bad debts they write
them off. But under this special provision, banks and other financial institutions are
permitted to compute and deduct amounts far in excess of their actual losses.
What does it cost the Federal treasury?
Between now and the end of fiscal year 1988, that one item will reduce Federal
revenues by $4.2 billion.
Last year's Senate Budget Committee report on tax expenditures indicated that
this artificial bad debt reserve which is scheduled to expire in 1988, is a major
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reason why the bank pay such low effective tax rates. A year ago, however, the
Treasury Department supported efforts to permanently keep the deduction at its
1981 level.
Is that still the administration's position?
The answer is "maybe."
Last month, when Secretary Regan testified before the Budget Committee, I asked
him if the administration would continue to favor retaining the bad debt reserve.
His answer?
"I do not know. We have not made up our mind on a position."
I must say that I find it amazing that this administration has no trouble concluding that we need an excise tax on oil, an income surcharge, and new taxes on employer-provided health care. But when it comes to deciding whether or not the
banks should retain a tax benefit that no other taxpayer enjoys, the administration
just cannot decide.
And the bad debt reserve is only one of the special tax breaks tailored for the
banking industry. In 1969, when Congress decided to phase out the bad debt reserve
through 1988, the industry obtained for itself a new loophole. What we took away
with one hand, we gave back with the other.
Let me explain how this provision works.
All companies which accumulate more tax writeoffs than they can use in a given
year may apply these tax breaks against taxes paid in the three previous years to
obtain a tax refund.
But banks?
Banks are special. They can receive refunds for taxes paid during the prior ten
years.
What rationale can exist for this special treatment, The only one that I can find
is that some industry lobbyist decided that if the banks were going to lose the artificial bad debt reserve, they should get a new loophole to take its place. And they did.
Financial institutions enjoy even more special interest tax breaks:
The tax code says that taxpayers may not deduct interest on obligations used to
finance the purchase of tax-exempt securities. But the tax laws exempt banks from
this requirement.
The tax rules for foreign earned income also benefit banks. These rules make certain foreign loans more attractive than U.S. loans. And they operate to reduce the
U.S. income tax burden on U.S. income.
Banks are exempt from the rules governing straddles.
Banks may immediately deduct their start-up cost for credit card operations,
while other taxpayers must writeoff start-up costs over a five-year period.
I am not unmindful of the financial problems which confront many of our nation's thrift institutions. Those that are ailing should not be saddled with additional
tax burdens. But that is not the issue. The fact is that the majority of our financial
institutions are thriving. They are paying few taxes or none at all. Some are even
getting tax refunds.
Mr. Chairman, the revenues lost to these special tax breaks do little or nothing to
create jobs, improve productivity, or spur economic growth. But what these special
tax breaks do accomplish is to further reduce the corporate taxes and to further
shift the tax burden to individuals.
I urge this committee to repeal these unproductive tax breaks. In the interests of
elementary fairness to the taxpayers of this country, I urge you to look at the low
effective tax rates in other industries as well, and to take corrective action.

STATEMENT OF HON. HOWARD M. METZENBAUM, U.S. SENATOR
FROM THE STATE OF OHIO
Senator METZENBAUM. Thank you, Mr. Chairman.

Mr. Chairman, I am deeply concerned about what is happening
to our country's tax policy. We are facing record high budget deficits of $200 to $300 billion, yet this year we will collect 20 percent
fewer dollars from corporate income taxes. And corporate income
taxes as a share of GNP are expected to reach a post-World War II
low of 1.3 percent.
What we see developing is an unfair sharing of the tax burden,
pushing more and more on the individual taxpayer and less and
less on the corporations of this country.
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This chart over here indicates it pretty clearly [indicating]. In
1950, corporate income taxes were 31 cents of the Federal tax
dollar, excluding social security taxes. They have gone down to 12
cents. Individual income taxes in the same period went from 47
cents up to 78 cents, and excise taxes during that same period
pretty much held their own. They didn't make that much relative
difference.
But the disparity in the question of the tax burden between individuals and corporations has been almost unbelievable.
In industry after industry the pattern is clear. The Joint Tax
Committee Study reports that in 1981 the paper and wood products
industry had U.S. income of almost $1.4 billion; yet we see refunds
or tax credits of $193 million. How do you explain that to the average working Joe who says, "They take a lot out of my payroll
check each week, and yet they make $1.4 billion and get a tax
refund of $193 million?"
Railroads made $1.7 billion, and received refunds and credits totalling $129 million. The top crude oil producers earned nearly $1
billion in income but paid only $31 million in taxes-a 3.1-percent
effective tax rate. The chemical industry earned $3.1 billion but
paid only 5 percent of that amount in taxes.
You have to say to yourself, "What kind of an America is this?
Whose job is it to pay for the cost of government? Isn't there supposed to be some equity, some fairness, some equality?"
Last week General Electric reported that it earned $1.8 billion in
1982. And how much did it pay in taxes? It received a refund of
$146 million.
Now, let me make something clear. I don't criticize the corporations of this country for that. It's not their fault. Neither you, Senator Long, nor Senator Metzenbaum, nor anybody is supposed to
pay anything more in taxes than that which the law provides.
I was a businessperson before I came to the U.S. Senate, and I
know that no good businessman will pay more in taxes than the
law requires. It's not the fault of the corporate world; it's our fault;
not theirs.
There is something wrong with our tax system when large profitable corporations don't pay a fair share of the tax burden. And it
isn't they who are irresponsible for taking advantage of the tax deductions available to them, it is we in the Congress who are irresponsible as legislators if we fail to remedy this situation.
Now, I'm not alone in this belief. Corporate income taxes have
been cut so much that 16 newly elected Republican Senators, that
so-called group of conservatives who -came in in 1980, last year
wrote a letter to the President of the United States in which they
said, "We are greatly concerned that by 1985 as many as one-half
of all corporations may be paying no corporate income taxes."
The letter went on to say, "It would be a mistake to allow such a
situation to develop at a time when all citizens should be asked to
assume their fair share of that burden."
That wasn't a group of liberals; that wasn't a group of economists; that was a group of 16 conservative Republican Senators
who themselves were so amazed at what we had done in the tax
laws that they saw fit to write a letter to the President saying,
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"We didn't know that 50 percent of the corporations would be
paying no taxes by 1985."
Mr. Chairman, the subject of this hearing today, the low e4 ' ctive
tax rate of financial institutions, !s an example of the problem we
face.
I was in the banking business, and I'm aware of the tax advantages, but I think they are greater today than they were then. In
1981 this country's 20 largest banks earned $1.9 billion in U.S.
income. Well, what did they pay in taxes? A paltry $53 million in
taxes-a 2.7-percent tax rate.
You work in a steel mill, you work as an auto worker, you work
as a waitress, you work anyplace, you pay a minimum of about 20
percent. Banks paid 2.7 percent.
Six banks had incomes ranging from $8 million to $154 million.
How much did they pay in taxes? They paid no taxes, and either

received a tax refund or credits to reduce future tax liabilities.
For example, the Nation's second largest bank, the Bank of
America, had income of $154 million, but will either receive $18
million in refunds or reduce its future years' tax bills by that
amount.
If we permit this kind of thing to continue, then we aren't the
legislators that we ought to be.
Congress has enacted various provisions throughout the years
that have gone just the opposite way: An artificial bad debt deduction. Every other business computes its bad debt deduction on the
basis of what its bad debts actually were; but for banks we set up
artificial figures. We give them foreign tax credits, net operating
loss carryovers and other provisions that at the time we enacted
them may have seemed to make sense. But in combination with
one another these tax provisions are today operating to reduce andin many cases eliminate the legitimate tax liability of the Nation's
largest banks.
Since 1951, for example, financial institutions have enjoyed this
excess bad debt deduction that I mentioned. No other business has
it. General Motors doesn't have it, General Electric doesn't have it,
the oil companies don't have it-nobody has it. If other businesses
have bad debts, they write off the actual amount. But under this
special provision, banks and other financial institutions are permitted to compute and deduct amounts far in excess of their actual
losses. Why? There isn't any reason on God's green Earth that explains why they've got this special privilege.

-

And what does it cost the Federal Treasury? I'm sitting over
there in the Budget Committee that's meeting right now, and we're
scrimping and trying to find a few bucks. We're taking food out of
kids' mouths. But between now and the end of fiscal year 1981, the
bank bad debt deduction will reduce Federal revenues by $4,200
million.
Now, last year's Senate Budget Committee Report on Tax Expenditures indicated that this artificial bad debt reserve, which is
scheduled to expire in 1988, is a major reason why the banks pay
such low effective tax rates. A year ago, however, the Treasury Department supported efforts to keep the deduction at its 1981 level
permanently.
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I don't understand the Treasury. And when I attempted to find
out whether that was still the administration's position, the answer
was "Maybe."
Last month when Treasury Secretary Regan testified before the
Budget Committee I asked Mr. Regan if the administration would
continue to favor retaining the bad debt reserve. His answer? "I do
not know; we have not made up our mind on a position." Well, it's
high time for the Treas-ury to make up its mind on such a matter.
They make up their mind on everything that affects consumers
and the people of this country and their taxes; but when it comes
to the banks, Mr. Regan isn't quite sure what the answer is.
I must say that I find that amazing. This administration has no
trouble concludin-g that we need more and more taxes on individuals, consumer taxes, $5 a barrel on oil, a standby tax-of 12-cents-agallon, an income st.rcharge, taxes on unemployment compensation, new taxes on employer-provided health care, but the administration won't touch the banks.
The bad debt reserve is only one of a number of special tax
breaks tailored for the banking industry. In 1969 when Congress
decided to phase out the bad debt reserve through 1988, the industry, not without its own kind of ingenuity, obtained for itself a new
loophole. What we took away with one hand we gave back with the
other. Let me explain how that provision works:
All companies which accumulate more tax writeoffs than they
can use in a given year may apply these tax breaks against taxes
paid in the 3 previous years to obtain a tax refund. But banks? Oh,
no. They are special. Banks can receive refunds for taxes paid
during the previous 10 years. There isn't any reason under the Sun
for that.
What rationale exists for this special treatment? I can only find
one, and that is that there were some great industry lobbyists who
decided if the banks were going to lose the artificial bad debt reserve they should get a new loophole to take its place, and they
did.
Financial institutions enjoy even more special-interest tax
breaks. The Tax Code says that taxpayers may not deduct interest
on obligations used to finance the purchase of tax-exempt securities; but the tax laws exempt banks from that requirement.
The tax rules for foreign-earned income also benefit banks. These
rules make certain foreign loans more attractive than U.S. loans,
and they operate to reduce the U.S. income tax burden on U.S.
income.
Banks are exempt from the rules governing straddles. Banks
may immediately deduct their startup costs for credit card operations, while other taxpayers must write off startup costs over a 5year period.
I am not unmindful of the financial problems which confront
many of our Nation's thrift institutions, and I am concerned about
those problems. Those institutions that are ailing should not be
saddled with additional tax burdens. But that's not the issue.
The fact is that the majority of our financial institutions are
thriving. They are paying few taxes or none at all. Some are even
getting tax refunds.

-
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Mr. Chairman, the revenues lost to these special tax breaks do
little or nothing to create jobs, improve productivity, or spur economic growth.
Now, having said that, Mr. Chairman, let me address myself to
the matter at hand. There is an issue on the floor of the Senate
having to do with the question of withholding, and the media has
spoken out on the subject over and over again, that your interest in
this issue with respect to taxing the banks on a fair and equitable
basis, or certainly a higher basis, relates directly to that.
Mr. Chairman, let me say that I don't wish to make a moral
speech; but if this committee were to back off its interest in this
subject by resolving the issue that sits on the floor at the moment,
I would say it would affect our credibility as Members of the Congress.
I cannot say it to you strongly enough-and I address it particularly to you, Mr. Chairman. You have provided yeoman leadership;
you have shown courage in the last session of the Congress in going
back and undoing some of the wrongs with respect to some of the
tax loopholes that exist. And I would hope that you will continue
in that effort, because you probably more than any other Member
of the U.S. Senate can have an impact upon what we are doing
over in the Budget Committee.
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Nobody suggests that taxes should be raised-nobody argues

that-but I don't think anybody can justify some of the loopholes
that exist in the laws today for banks and for so many other institutions that wind up paying no taxes or getting tax refunds.
I say to you, you and I are members of different parties, but I
would help you in every way possible, not to raise taxes-that isn't
the issue-but to close the loopholes that make it possible for some
not to pay their fair share of the tax burden. Nobody should pay
more than their fair share, but nobody should pay less, either.
I do hope that you will see fit to move strongly and rapidly in
this direction, as you did in the past session.
The CHAIRMAN. Senator Metzenbaum, thank you very much. I
want to not only assure you but assure others, there is no relationship between the amendment on the floor and these hearings. We
are going to be having a series of hearings. We are starting with
financial institutions; we are looking at life insurance companies,
property and casualty companies, and others in an ongoing effort to
review the Tax Code to make certain that we have a balanced
system.
I am not certain whether more taxes should be imposed. But the
perception, if you just look at statistics, it seems that at least we
ought to take a look at many of the preferences of existing law.
Now, I hope I haven't intimidated any bankers-I don't think
that would be helpful.
Senator METZENBAUM. You haven't done very well at it, if you
have tried.
The CHAIRMAN.

Right. [Laughter.]

But there is no relationship with what is taking place on the
floor, except that it does interfere with this hearing.
But we will struggle through somehow, and we can always have
another hearing.
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But I appreciate very much your testimony, and I think we do
have that responsibility. We are not trying to prejudge this matter
or any other matter, but it does seem that one reason the bank can
spend so much money is that they don't pay much tax. So they can
send out a lot of mail and a lot of ads and do a lot of things that
the normal corporation couldn't do. If you are only paying a 2-percent effective rate, you -have-alittle more change in your pocket.
I have no questions. Senator Long may have questions.
Senator LONG. Mr. Chairman, if that withholding issue had nothing to do with this hearing, I would suggest that you see if you can
get the Washington Post straightened out. [Laughter.]
here is an article that appeared in yesterday's business page of
the Post about the study it says was requested by the chairman of
the committee, and it says something to suggest that this is an
effort to try to make the banks quit advocating a repeal of the tax
withholding on interest and dividends. The Washington Post admires the chairman just as I do, but I think they've got to get their
reporters straightened out.
The CHAIRMAN. Well, I think it may have expedited the hearing

a little, but I'm not certain.
Do you have any questions, Senator?
Senator LONG. Well, I just wanted to say one thing.
It seems to me that we ought to take into account the whole mix
when you talk abdut people paying no taxes. You referred to the
crude oil extraction industry paying 3.1 percent. In my State I
know for a certainty that they pay a 10-percent severance taxthat's 10 percent of gross. You know, even if you make no profit at
all you are still paying the 10 percent of the gross, not net. Then if
that's a major company, we tax them 70 percent of everything over
$14-the windfall profits tax-and the only deduction they get
from that is taxes they've already-paid. All the cost of refining the
oil and producing it is not deductible under the windfall profits tax.
So you say they only are paying 3 percent. I'm not sure whether
that's correct or not, but my impression is that they are paying low
taxes because the Government got so much of what they had with
taxes prior to that point.
Now, when we are talking about the taxes they pay, it's only fair
that you consider all the taxes someone pays-particularly if you
are talking about a gross income tax that they get him with before
he knows whether he has a net profit or not.
Senator METZENBAUM. I'm sorry, I missed that.
Senator LONG. I say when you are talking about the taxes that
somebody pays, you ought to consider all the taxes they have paid,
especially when you are talking about a tax they put on someone's
gross income, which hits him before he knows whether he has a
net profit or not.
Senator METZENBAUM. Well, I understand that, Senator Long;
but the fact is that everybody must pay a number of different
taxes. Individuals pay other taxes as well. And what I am talking
about, and I think this chart clearly indicates it is that when we
are talking about income taxes, the share of the Federal revenues
coming from corporate income taxes has greatly declined while the
share of the total revenue from individuals has greatly increased.
So when I am referring to the rates here, when I am talking about
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percentages, I am comparing equals with equals. I am comparing
some segments of the economy with other segments of the economy; and I'm not talking about grosses, I am talking about taxes on
income earned-not taxes on gross revenues.
Senator LONG. Well, Senator, when you put an across-the-board
10-percent or 20-percent tax that the producer cannot pass on, one
that comes strictly out of his hide, then to say that that's not a tax
on income, to me, is strictly a matter of splitting hairs, or a matter
of semantics. It's a tax on his income whether he has a net income
or not.
It doesn't do me much good for you to tax away what I'm making
and then say, "Well, but you see, we call that by a different name.
We call this a tax on net, and we call this a tax on gross."
If you are talking about what you are taxing away from me, and
if you tax it all away by taxing my gross income before I pay that
tax on net income, it's misleading to say I only pay the 3-percent
tax on net if you taxed it all away to begin with.
Senator METZENBAUM. But what I'm saying is, here is the
income, and here is the little amount that is paid in taxes. I am
comparing the amount of tax paid on the actual corporate income.
And I think that's the only means that you have with which to
compare.
There's no sense in saying that a company does a hundred billion
dollars' worth of business and only makes $3 billion. It may be that
that company has a $2 billion net worth. Now, these are actually
just fictitious figures, of course,. but I think the real question is: On
the $3 billion of income, how much tax do they pay? I think that is
the real issue.
All I am saying is that on the income that is made they ought to
pay a fair share. I like your phrase, I always remember it. I think
it goes something like, "Don't tax him, don't tax me, tax the fellow
behind- the tiee." I think it's something like that. And I am not
saying that. I am just saying let's be fair. Let's have some balance.
And what I am trying to address is the egregious cases where the
taxation of certain segments of the economy is not fair compared to
other segments.
Senator LONG. Well, what I'm trying to say, Senator, is that in
your comparisons you mentioned the oil industry.
Senator METZENBAUM. No, I really didn't. I want to make that
clear. I only talked about the crude oil producers, and that does not
represent the crude oil refiners which have a much greater segment of the income, and the figure for that is a higher one than
the one I used here. This came from the Joint Economic Tax Committee study.
Senator LONG. I noticed that.
Now, I have asked the executive officers of major companies this
question. Out of the additional money they got because of the increase in the price of oil, how much of that did they have left that
they could put back into oil production?
Generally their statement to me has been that they have about
16 cents left out of every dollar. In other words, the taxes going to
government-Federal and State-plus the royalties, most of which
are going to government, work out to about 84 cents on each dollar.
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Those are taxes they can't pass along. We're not talking about
taxes at the pump; we're talking about what they are paying in addition to that.
Now, this 3.1 percent you are quoting is only one of the taxes.
And the reason that's so low is that taxes are taking so much of it
before it ever gets down to a matter of net income.Senator METZENBAUM. The thrust of my remarks, Senator Long,
as I think you are aware, does not concern this company or that
company; it's a question of our responsibility to see to it that the
tax laws are fair and equitable. And in my opinion they are not
now.
The main thrust of my comments had to do with the banks. I
have referred to the oil industry, to the oil producers, as one of the
groups; but I did riot single them out today, and my feeling is that
what this committee is doing is exploring all of the areas to see
where certain segments of the economy get special tax breaks that
the rest of industry doesn't get. And I think that's the real issue
that your committee is faced with.
Mr. Chairman, I understand there is a hook that gets you after
that red light goes on, and I don't want to be hooked.
Thank you very much.
The CHAIRMAN. I don't know if Senator Pryor or Senator Bradley
had questions.
Senator PRYOR. No, I do not.
Senator BRADLEY. No, Mr. Chairman.
The CHAIRMAN. Thank you very much, Senator Metzenbaum, we

appreciate it. Good luck in the Budget Committee.
Senator MErZENBAUM. Thanks. 111 tell them how much X you're
coming from. [Laughter.]
The CHAIRMAN. Don't tell them yet. The next witness is William S.
McKee, Tax Legislative Counsel of the Treasury Department.
Before Mr. McKee starts, I would like to just summarize a statement that I have and then ask that it be made a part of the record.
Today's hearing is an initial effort, as I said earlier, to ask and
hopefully to answer the question whether commercial banks, thrift
institutions, and credit unions are bearing their fair share of the
income tax burden. I frankly admit that I do not know whether the
tax preferences and other tax provisions used by many of these financial institutions are unwarranted, inefficient, or too generous.
This is why I am interested in hearing the testimony of our distinguished witnesses today.
But there are certain facts, and Senator Metzenbauin has alluded to some, they come from the same source. First, commercial
banks enjoy an unusually low effective tax rate on their U.S.
income. In 1981 a sample of 20 large commercial banks studied by
the staff of the joint committee enjoyed an average effective tax
rate of 2.3 percent. In contrast, the average effective tax rate for
individuals was in the range of 20 percent, and many industries
had effective tax-rates higher than 30 or 40 percent.
In all fairness I should point out that many large corporations
appear to enjoy effective tax rates lower than the statutory corporate tax rate of 46 percent, and I am not quite as concerned about
that as Senator Metzenbaum is.
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Second, financial institutions enjoy special tax preferences, and
they have been touched upon in earlier testimony. Banks are generally permitted to deduct interest paid to carry tax-exempt securities, a privilege not enjoyed by other taxpayers. Savings and loans
enjoy special loan-loss provisions, and credit unions enjoy complete
exemption from Federal income taxation, regardless of whether
their income is distributed as dividends. That means that a credit
union is not only better off than a business corporation subject to
the corporate income tax; credit unions are also better off than consumer cooperatives who can avoid income taxation only if they distribute all of their current income to their members.
While many credit unions are small, their ability to accumulate
income free of tax has undoubtably contributed to their rapid
growth.
In 1981, for example, the 10 largest credit unions each had assets
greater than $200 million, and the 2 largest credit unions-the Navy
Federal Credit Union and the Pentagon Federal Credit Union-had
assets of $949 million and $554 million respectively.
I just suggest that we have a responsibility to determine whether
or not the system is fair. Some around here are seekingto repeal
the third year of the tax cut; some want to do away with indexing;
the President wants to tax business more; and I think we have an
obligation before we plunge into that area to see whether or not
the present system is fair.
So I would just say that in conducting this review the answers
are by no means preordained. It is clear that the ownership of taxexempt bonds is a very significant factor contributing to the low
tax rates of many commercial banks, but our committee may well
decide that the preferences that give banks a special incentive to
invest in tax-exempt bonds should be retained, despite the inefficiency and windfall for bondholders that have been associated with
this method of assisting States and local governments.
On the other hand, a recent article in the Weekly Bond Buyer
suggested that certain changes in the taxation of commercial banks
such as enactment of a corporate surcharge similar to that proposed by President Reagan could improve the market for taxexempt bonds by making them more attractive to the banks. I
won't go into that analysis, but it's in my prepared statement.
Finally, perhaps the committee may want to review, after we
have had not only this hearing but other hearings, whether income
taxation is the best method of insuring that financial institutions
pay their fair share of the Federal tax burden, especially when the
Federal Government is called upon to bear the cost of certain governmental programs and activities of particular benefit to the financial industry.
In the recent postelection session of the 97th Congress the Surface Transportation Assistance Act of 1982 increased the user taxes
on gasoline, certain tires, and certain trucks to contribute to the
important national task of repairing our Nation's highways and
bridges. It may be appropriate for the committee to review the possibility of imposing similar user taxes in addition to the income tax
to support governmental programs of significance to the financial
industry.
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For example, Congress will soon be considering the administration's request to increase our quota authority for the International
Monetary Fund by $8.5 billion. I do not believe that this proposal is
a bailout for the banks, as some have suggested. By the same
token, I do not believe that last December's highway repair bill
was a bailout for the Nation's drivers, truckers, and other highway
users. Perhaps it would be appropriate, however, to consider asking
the Nation's commercial banks to pay a user tax, possibly an excise
tax related to the size of their deposits, to contribute a greater
share to the cost of participating in the International Monetary
Fund. Although I am a strong supporter of our continued participation in the IMF, I was surprised to discover the relationship between the cost of our participation and the amount of taxes paid by
commercial banks.
According to the Treasury Department, our participation in the
IMF cost the Treasury an average of $107 million each year over
the last 13 years; but in 1982 our participation cost $528 million,
and in 1981 it cost $1.5 billion. These recent cost figures may be
extraordinary and may not indicate a trend of growing costs, but it
is noteworthy that our participation in the IMF in 1981 cost the
Federal Government more than the entire amount of Federal
income taxes paid by all commercial banks in 1980, the most recent
year for which statistics are available.
So I think it is an area that we should address. I just suggest
that for many reasons, before we start taking away the tax cuts
that were enacted in 1981, or repealing indexing, or tightening up
on ACRS anymore-I think we have done enough of that-we bad
better take a look for revenues in areas where we believe, at least
on the surface, that there may not be a balance.
Again, I regret the error in the Washington Post, but I would
suggest that there is no relationship between these hearings and
withholding.
Mr. McKee.
STATEMENT OF WILLIAM S. McKEE, TAX LEGISLATIVE COUNSEL,

DEPARTMENT OF THE TREASURY, WASHINGTON, D.C.
Mr. McKEE. Thank you, Mr. Chairman, and members of the committee.
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I am pleased to have the opportunity to discuss the current rules
governing the taxation of depository institutions. We think it is appropriate and timely to review the tax treatment of all financial
institutions and their products, given the significant changes in the
financial services industry in recent years.
By way of background, recent financial deregulation measures
such as the Garn-St Germain Act have made the products of various financial institutions more similar, as well as the institutions
themselves.
The tax treatment of these institutions can greatly affect their
relative competitive positions.
In general, we believe that similar tax treatment is appropriate
for similar products offered by similar institutions; and thus we believe it is especially timely at this moment to review the tax treatment of all financial institutions.
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A review of the taxation of financial institutions is also important as we try to encourage long-term savings which flow primarily
through these institutions. Tax rules affect these savings flows, and
unjustified tax differences among institutions can reduce and distort these flows from their most productive uses.
We have not completed our review of the financial institutions'
problems, but we are prepared to discuss some of the considerations which should be part of such a study.
First, I will turn to a description of the major relevant tax provisions which affect these institutions. Under current rules depository institutions are generally subject to the corporate tax. A major
exception, however, is credit unions, which are totally tax-exempt.
Needless to say, this has contributed to their rapid growth in
recent years, as the chairman has pointed out.
There are two general rules which greatly affect the tax treatment of depository institutions that are also applicable to other
taxpayers:
First, and perhaps most important, is that the interest on State
and local bonds and on industrial development bonds is tax free.
Banks are primary investors in such bonds.
Second, the investment tax credit and the benefits of the accelerated cost recovery system are available to lessors of equipment, and
banks are significant lessors.
There are also some special provisions which apply to depository
institutions. As previously noted, the most important perhaps is
that interest paid or accrued to purchase or carry tax-exempt obligations is deductible by financial institutions. Other taxpayers
cannot deduct such interest. Under the 1982 Tax Act, this benefit
was reduced somewhat by disallowing 15 percent of such interest
as a deduction. Nevertheless, it is still a major tax benefit to depository institutions.
Third, there are special rules dealing with additions to bad debt
reserves of financial institutions. These depository institutions can
use a method of calculating their bad debt reserves which is totally
unrelated to the actual experience of such institutions. Banks can
choose either the percentage or the experience method on an
annual basis. Under the percentage method they are entitled to
maintain a bad-debt-reserve equal to six-tenths of 1 percent of
loans outstanding.
Thrift institutions can also use an additional method, which is
the percentage-of-taxable-income method, if they hold a sufficient
volume of residential mortgages. Under this method a thrift institution is entitled to a deduction of 40 percent of its taxable income.
This reduces the maximum rate applicable to such institutions to
27.4 percent, since only 60 percent of its taxable income is subject
to tax at the maximum Federal rate of 46 percent.
There are various other special rules applicable to financial institutions which have been mentioned, such as special net-operatingloss rules, special rules dealing with mutual thrift institutions, and
special rules dealing with the reorganizations of financially troubled thrift institutions.
There are also some special tax rules that are applicable to the
products produced by these financial institutions. Most of these
special rules reflect conscious policy decisions on the part of the
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Congress, such as the provisions dealing with IRA's and qualified
pension and profit-sharing plans. There is one aspect of those rules,
however, which probably does not reflect a conscious policy decision, and that is that the income from services which are coupled
with an investment by a depositor escapes tax altogether.
For example, the value of the free checking account which you
get from your bank is totally tax free. Your bargain with the bank,
of course, is to give them your money in exchange for a low rate of
interest-they don't pay a very large rate of interest on the initial
amount that you put in-plus you get free checking. Obviously the
free checking is a substitute for interest which would otherwise be
taxable. This is a significant benefit to institutions which can take
advantage of this rule.
Turning now to the effective tax rates on financial institutions:
The studies have shown that effective tax rates on commercial
banks are among the lowest among all industries.
The conventional measure of a taxpayer's effective tax rate is a
simple ratio of the taxes paid by the taxpayer-or the industrydivided by the financial statement income of that taxpayer-or
that industry. Such a measure shows the extent to which the tax
system is used to provide incentives for numerous social purposes
rather than raise revenues at the statutory rate. With the current
budget deficits, we should carefully review the Tax Code and all of
its provisions to insure that the purposes behind these tax incentives are still valid.
Under conventional analysis, the 20 largest banks pay only a 2.7percent effective tax rate. This shows primarily that a large
amount of tax subsidy is passing through the commercial banking
sector. Some of these tax subsidy provisions are targeted specifically to banks and thrift institutions; fbr example, the tax exemption
for credit unions, the fact that thrifts are entitled to calculate their
bad-debt deduction using the percentage-of-income method, and the
fact that banks are entitled to deduct interest paid to purchase or
carry tax-exempt securities.
Other rules that produce this low effective rate are generally applicable to all taxpayers-primarily, the fact that interest on State
and local bonds and private purpose industrial development bonds
is tax free.
In looking at these benefits it is important to see which ones
accrue primarily to the banks and thrifts-the bad-debt deduction
provision, for example-and which ones are wholly or partially
passed through to the intended beneficiary of the subsidy. To the
extent that the tax benefit is passed through to someone else, the
banks suffer an indirect burden imposed by the tax system. From
the point of view of the bank shareholders, the indirect burden
with respect to State and local bonds is the fact that the bank receives a lower interest rate than it would receive on fully taxable
bonds. Similarly, with respect to leased property, the bank receives
less rent than it otherwise would receive. Thus, from the bank
shareholder's point of view, the tax system imposes an indirect
burden on the banks.
For our analysis of the effective tax rates of bans, therefore, a
critical issue is how efficient the passthrough is. How much of the
subsidy in these situations is going to the intended beneficiary, and
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how much is siphoned off by the banks ini the process of delivering
the subsidy?
In the short-term, tax-exempt market, for example, the passthrough is generally fairly efficient; although, depending upon
market conditions, it can be more or less so. The banks in general
keep only a small amount of the subsidy inherent in the tax exemption in the short end of the market.
In long-term tax exempts, however, banks capture between onethird to one-half of the subsidy inherent in the tax-exempt bonds.
In other words, at the long end of the tax-exempt bond market we
have a very inefficient subsidy delivery vehicle, and the banks are
primary players in that end of the market.
We therefore think that it would be appropriate to explore an alternative calculation of effective tax rates. Under this method, we
would attempt to remove the subsidy element that passes through
to the bond issuers or to the lessees, and attempt to focus only on
the subsidies that are actually captured by the banks or the other
financial institutions. Such a measure would show an effective tax
rate figure that would be larger than the 2.7-percent figure under
the conventional analysis, but still would be substantially less than
the 46-percent statutory rate.
In fact, we expect that bank shareholders are probably not capturing a great deal more tax benefits than other sectors of the
economy. Nevertheless, that doesn't mean we shouldn't be extremely concerned about what is going on. The effective tax rate analysis
once again shows that an enormous amount of subsidies are passing through the system. We can also tell from examining the banks
that the method of delivering those subsidies is often inefficient.
For example, we question whether the revenue drain occasioned
by private-purpose industrial development bonds is appropriate.
And we note that in this area banks tend to capture a significant
portion of the subsidy targeted to private individuals in exchange
for delivering the subsidy, because private-purpose IDB's tend to be
concentrated to some extent in the long end of the market.
I must point out, however, that a conventional effective rate
analysis does ignore the indirect burden borne by the banks
through lower interest yields on tax-exempt bonds and lower rents
on leased property, and thus is somewhat misleading in assessing
the amount of this tax subsidy that accrues to the banks as opposed to other industries, and is not a precise enough measure of
analyzing how much of the subsidy sticks with the banks and how
much of the subsidy passes through to the intended beneficiary.
In conclusion, it is our view that the relative tax treatment of
financial institutions and products has assumed increasing importance as financial deregulation makes these institutions more
alike.
The issues raised in these hearings deserve careful analysis and
consideration, and we would like to work closely with the tax-writing committees on a comprehensive review of all financial institutions and their products and a review of the existing subsidies provided through the tax system.
That concludesmy remarks.
[Mr. McKee's prepared statement follows:]
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Mr. Chairman and Members of the Committee:
I am pleased to have this opportunity to discuss
the current rules governing the taxation of depository
institutions. We think it is appropriate and timely to
review the tax treatment of all financial institutions and
their products given the significant changes in the
financial services industry in recent years.
Background
Any tax legislation affecting depository institutions
and their products should reflect the significant changes
that have occurred recently in the operation of all
financial institutions. Financial deregulation measures,
such as the Garn-St. Germain Depository Institutions Act
of 1982, have expanded the powers of banks and thrift
institutions.
In addition, the life insurance industry
has developed new products that contain predominantly
investment features similar to those offered by depository
institutions. Ls a consequence of the increasing similarity
of products offered by different financial institutions, the
tax treatment of the institutions and their products can
greatly influence their relative competitive positions.
The taxation of financial institutions is also
particularly important as we pursue our commitment to
encouraging long-term savings which are essential to the
continuation of our economic recovery. The rate of return
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to savers and the relative efficiency of the use of the
savings are affected by the taxation of the financial
institutions through which a major portion of all savings
£ow. Different tax rules for financial institutions and
their products may also reduce and distort the flow of
savings from their most productive uses.
While we have not completed our review of the tax
treatment of depository institutions and other financial
institutions and their products, we are prepared to discuss
some of the general considerations which should be part of
such a study. First, I will briefly describe the major
provisions of current law affecting the tax treatment of
depository institutions and their products.
Current Tax Rules Affecting Depository Institutions and
Their Products
General
Depository institutions generally are subject to the
corporate income tax. -Credit unions are an exception and
are exempt from tax on their income, regardless of whether
retained or distributed to depositors as dividends. When
savings and loan associations and mutual (nonstock) savings
banks became subject to the corporate income tax in 1951,
credit unions were not made taxable despite their similarity
to other thrift institutions. However, in 1951 credit union
deposits represented a relatively small share of total
savings. Since that time, credit unions have grown rapidly,
partly as a result of their tax-exempt status.
Significant General Tax Rules
Before describing the special tax rules applicable
only to depository institutions, I should make note of two
aspects of the Internal Revenue Code which are not limited
to depository institutions but which significantly affect
the tax liabilities paid by depository institutions. It
is important to understand that these two provisions are
available to all taxpayers.
First, the interest on State and local government
obligations (including certain industrial development bonds
issued for private businesses) -is exempt from tax. Close
to half of the new tax-exempt bond issues in 1982 were-for
private purposes, such as owner-occupied housing, pollution
control, student loans, private hospitals, and private
businesses. Commercial banks are among the primary
investors in tax-exempt bonds. Second, the investment tax
credit and accelerated cost recovery ("ACRS") allowances
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reduce the tax liabilities of depository institutions as
a result of their participation as lessors in leasing
arrangements.
Special Rules for Depository Institutions
Deduction for Interest Paid. Financial institutions
differ from nonfinancial businesses in their heavy reliance
on debt capital. Most of the funds employed by financial
institutions are provided by creditors (depositors or
policyholders), rather than by shareholders. The amount
of equity capital as a fraction of total assets in most
financial institutions is only 5-10 percent, compared to
40-60 percent for most nonfinancial businesses. Thus, the
most important deduction is for interest paid (and, in the
case of thrift institutions, dividends paid or credited on
withdrawable accounts), which accounts for 60-65 percent of
total expenses.
Generally, interest deductions are not allowed for
debt attributable to purchasing or carrying tax-exempt
securities. Prior to the Tax Equity and Fiscal
Responsibility Act of 1982 (TEFRA), the interest paid by
commercial banks to depositors was specially treated in that
it was generally not considered to be incurred to purchase
tax-exempt bonds. As part of a general cutback on corporate
tax preference items, TEFRA disallowed 15 percent of the
interest deduction on indebtedness incurred by commercial
banks to purchase or carry tax-exempt obligations acquired
after 1982. Other businesses, such as security dealers,
whose businesses involve carrying tax-exempt obligations
cannot deduct any interest paid to purchase or carry those
bonds.
Deduction for Additions to Bad Debt Reserves. Unlike
nonfinancial businesses, depository institutions can deduct
additions to reserves for bad debts using a method totally
unrelated to the actual experience of the taxpayer.
Commercial banks can choose either the percentage
or the experience method for determining their bad debt
deduction. The percentage method allows a current deduction
for additions to reserves sufficient to maintain a reserve
of up to 0.6 percent of eligible loans outstanding. The
experience method generally is based on average loan losses
over a six-year period. Banks need not use one or the other
method consistently. The election to use the percentage
method is scheduled to expire at the end of 1987, at which
time all commercial banks must use the experience method.
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Thrift institutions may use modified versions of the
percentage method or the experience method available to
banks. Alternatively, thrift institutions, if they hold
sufficient amounts of their assets in certain eligible
investments (primarily residential mortgages), can elect
the percentage of taxable ii-ome method for purposes of
establishing their bad debt reserves for qualifying real
property loans. Savings and loan associations and stock
savings banks must hold at least 82 percent of their total
assets in eligible investments to be able to claim the
maximum deduction, which is equal to 40 percent of taxable
income (computed with certain modifications;. The
deductible percentage of taxable income is reduced if fewer
than 82 percent of total assets are eligib1'r investments.
Mutual savings banks must hold at least 72 percent of their
total assets in eligible investments to take advantage of
the maximum deduction, which is also subject to reduction
if the percentage of eligible investments declines below
72 percent. As a result of the deduction allowed under the
percentage of taxable income method, thrift institutions
that can claim the maximum deduction are subject to a
maximum marginal tax rate of only 27.4 percent, since they
pay tax on only 60 percent of their taxable income at a
maximum rate of 46 percent.
Thrift institutions that qualify for the percentage of
taxable income deduction are limited in the amounts of
certain other tax benefits they may claim. For example,
thrifts are entitled to only half of the otherwise allowable
investment tax credit, and they receive a scaled back
dividends received deduction compared to that available to
other corporations.
The minimum tax provisions of TEFRA include a cutback
of the amount of bad debt reserve deductions of depository
institutions. Fifteen percent of the addition to bad debt
reserves in excess of those allowable on the basis of actual
experience is disallowed. Additionally, 71.6 percent of the
the addition to bad debt reserves in excess of the the
addition that would have been allowed based on actual
experience is a tax preference item for purposes of the
corporate add-on minimum tax.
The appropriate tax treatment for additions to reserves
for future contingencies such as bad debts Is an important
issue in the tax treatment of financial institutions. In
order to be neutral, the use of reserve accounting for tax
purposes should be equivalent to the deduction of actual

losses when they occur. The current deduction for additions
to reserves by depository institutions and insurance
companies may overstate the present value of the future
expected losses and thus understate real income.
Other Special Provisions for Depository Institutions.
A number of other special provisions in present law apply to
depository institutions. Unlike most other taxpayers who
are permitted to carry back net operating losses for only
three years, commercial banks and thrift institutions are
allowed a 10-year net operating loss carryback period (but
are limited to a 5-year carryforwacd psiciod rather than the15 years generally allowable). This means that depository
institutions may be able to claim refunds resulting from
losses sooner than other taxpayers.
Mutual thrift institutions are allowed to deduct the
full amount of interest or dividends paid or credited to
withdrawable accounts, even though some of the dividends
or interest may be paid to depositors out of a return on
equity capi-il in their capacity as owners of the mutual
institution. The return paid on equity generally is not
deductible under our corporate tax system.
In addition, a sexnies of special rules has been
enacted to relieve tax liabilities or other burdens that
would otherwise be imposed in case of mergers involving
financially troubled thrift institutions.
The Tax Treatment of Depository Institution Products.
The effect of the tax system on depository institutions
is also determined by the income tax treatment of their
products. The income credited on investments in bank and
thrift deposits is generally subject to tax when earned,
unless it is exempted for certain well-defined policy
reasons. For example, the investment income earned on tax
/deductible contributions to qualified retirement plans and
individual retirement accounts is effectively untaxed in
order to encourage savings for retirement. It should be
noted that these tax-favored forms of savings are available
from all financial institutions. The All-Savers
Certificate, which expired at the end of 1982, was an
exception in that it was available only from depository
institutions.
The income from investments which are offered jointly
with financial services, such as checking account services,
is often reported net of the income attributable to the
value of the services. This is comparable to the deduction
of the payment of the cost of those services. When
financial services are unrelated to earning investment
income, the costs of those services are similar to personal
expenditures which would normally not be deductible. Thus,
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where investment income is reported net of the cost of
personal expenses, nondeductible personal expenses are
effectively converted to deductible expenses. Financial
institutions t)nat can offer tax-favored checking accounts
and other personal services with their investment products
can offer higher after-tax total returns and thus can
attract more savings than other financial institutions.
Effective Tax Rates on Financial Institutions
Several studies have been published that show effective
tax rates on commercial banks to be among the lowest for all
industries. As conventionally measured, effective tax rates
generally compare a taxpayer's taxes paid with its income
reported on its financial statements for a given year.
These measures indicate the extent to which the tax system
is used to provide incentives for numerous social purposes,
rather than to raise revenue at the statutory rates. At
a time of fiscal austerity and large projected future
deficits, the benefits from tax credits, deductions, and
exemptions that cause low effective tax rates should be
carefully reviewed to insure that the original purpose still
merits this form of government assistance.
Conventional effective tax rates are significantly
below the maximum statutory corporate tax rate in almost all
industries. The Joint Tax Committee study, prepared for
Representatives Pease and Dorgan, shows a ratio of U.S.
taxes paid to current U.S. source income of 2.7 percent in
1981 for 20 large commercial banks. This indicates that a
large amount of tax subsidies for a variety of purposes are
passing through the commercial banking sector.
As previously explained, certain tax law provisions of
general applicability to all taxpayers are heavily used by
depository institutions to reduce their tax liabilities.
In addition, there are other provisions that are peculiarly
applicable to banks and thrifts. In the case of thrift
institutions, examples of the latter provisions include both
the tax exemption of credit unions, which reduces their
effective tax rate to zero, and the percentage of taxable
income bad debt reserve deduction, which reduces the
maximum effective (and marginal) tax rate of other thrift
institutions to 27.4 percent. In the case of banks,
interest paid to depositors is deductible even though thd
borrowed funds are used to carry tax-exempt bonds which
can reduce a bank's effective rate substantially below
46 percent. In addition, deductions for additions to bad
debt reserves are available in amounts that may exceed bad
debt losses determined on the basis of actual experience or
expected future liabilities.
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Some of the benefits of these special tax rules, such
as the bad debt deduction allowable to banks, may inure
primarily to the benefit of the financial institutions.
Other benefits are shared with or transferred to others,
such as State and local governments and IDB users that
benefit from lower interest rates on tax-exempt bonds held
by banks.
As I have mentioned, conventional effective tax rates
can show the total amount of tax subsidy as compared to
statutory tax rates. However, comparisons of those
effective rates across industries cannot, in many cases,
indicate which industries bear a lower direct economic
burden from the tax system than others. The direct economic
burden borLe by taxpayers as a result of the income tax
system cannot be measured simply by measuring taxes actually
paid. This is because the tax system causes reductions in
disposable income and creates differences between pre-tax
and after-tax returns by means other than the direct
assessment of taxes.
It is important in the case of banks to recognize that
tax rules directly reduce the yields on tax-exempt bonds and
the rentals on leased property. These market adjustments
are what provide the subsidy to users of tax-exempt bond
proceeds and lessees. For example, the tax exemption of
interest paid on State and local government obligations
increases the demand for them, which raises their purchase
price and lowers the market yield below yields on comparable
taxable securities.-The lower yield on tax-exempt bonds
accrues to State and local governments and IDB users in the
form of lower interest costs, but that lower yield reduces
the benefit of tax exemption from the point of view of bank
shareholders.
Thus, the low tax rate of investors in
tax-exempt securities is a result of tax subsidies that
accrue largely, but not entirely, to tax-exempt issuers.
If the pass-through of the subsidy is relatively
efficient then most of the tax benefits will accrue to
the intended beneficiaries.
In the case of short-term
tax-exempt bonds, the subsidy mechanism is usually fairly
efficient. The percentage reduction in yield (and rate
of subsidy) for most short-term tax exempts is reasonably
close to the maximum statutory corporate tax rate of
46 percent plus the applicable net marginal State tax
rate, so State and local government issuers receive most
of the subsidy. In these circumstances, banks receive
little more than the cost of the services provided.
Tax-exempt bonds with longer maturities offer a lower rate
of subsidy to tax-exempt issuers, since their yields range
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from 60 to 85 percent of taxable yields of comparable
securities. Long-term tax-exempt bonds are thus quite
inefficient subsidy mechanisms because the intended
beneficiaries receive only between one-half to threequarters of the lost Fedc-sl revenue, with the remaining
subsidy captured by investors. The inherent inefficiency of
the tax-exempt market and the concomitant benefits received
by banks could be eliminated by providing the subsidy to
State and local governments and IDB issuers directly in the
form of cash grants.
An alternative calculation of effective tax rates for
banks could be attempted that would remove the subsidy
element that benefits tax-exempt bond issuers and lessees
and would only include the subsidy that benefits banks.
Such a measure would show the differences in the cost of
raising equity capital for banks as compared with such
costs for other kinds of businesses. This measure of the
effective tax rate would recognize the pass-through of tax
benefits which typically occurs when the ultimate
beneficiary pays a lower return to the financial institution
because of the tax benefits. This measure of the relative
tax burden across industries would restore the amount of
benefits transferred to the ultimate beneficiaries to both
the numerator and the denominator of the effective tax rate
fraction.
The necessary adjustments in the computation of the
effective tax rates of the largest commercial banks would
clearly raise their effective tax rates significantly above
the estimates given by conventional ratios of tax payments
to book income, but they would remain well below the
statutory tax rate of 46 percent. The alternative measure
of the effective tax rate removes the subsidies that do not
accrue to banks and focuses on the tax subsidy that banks
actually receive.
Because of their major role as a tax intermediary, we
would expect an alternative effective tax rate calculation
to show that shareholders of commercial banks do not derive
significantly more tax benefits than shareholders of other
industries. Tax incentives that are available to all
taxpayers should tend to equalize the cost of raising equity
capital across industries. Only where the tax benefits are
limited to a particular industry, such as the banks'
preferential interest deductions, the thrifts' special bad
debt deductions or the credit unions' tax-exempt status,
would relative tax burdens be expected to vary greatly.
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Even though an alternative effective tax rate analysis
would probably show that banks are not capturing more tax
benefits than other sectors of the economy, it must be
remembered that large amounts of tax subsidies are being
passed through banks to other beneficiaries. Clearly, this
large leakage of revenue is a cause for concern if the
subsidies are inefficiently delivered through the banks or
the subsidieb are benefiting activities that do not merit
government assistance.
In summary, two points must be kept in mind.
First, there are large amounts of subsidies that are
currently being delivered through the tax system. The
low conventional effective tax rate paid by large banks
raises- the question of the propriety of such large subsidies
hidden in the tax system. For example, we question whether
the large volume of private purpose IDB's, which account for
roughly half of new tax-exempt bond issues, should continue
to be a drain on Federal tax revenue and reduce the taxes
paid by investors in tax-exempt bonds, such as commercial
banks.
Second, conventional effective tax rates
who actually benefits from the subsidies. An
calculation is needed to compare the relative
tax system across industries, because many of
benefits are passed through to nontaxpayers.

do not show
alternative
burden of the
the tax

Tax Incentives and the Minimum Tax
One response to low effective tax rates has been an
expansion of the minimum tax provisions. It must be
recognized that, in most instances, the minimum tax reduces
the extent to which taxpayers make use of the existing tax
incentives. This reduces the amount of the subsidized
activity or the amount of the subsidy received by the
intended beneficiaries. Thus, a minimum tax must balance
the concern with fairness and the desired amount of the tax
incentives.
This tradeoff can be seen in the case of the tax
preference cutback on binks' interest deductions for
holding tax-exempt bond ;. The effect of the cutback on the
interest deduction incurred for carrying tax exempts will
initially reduce banks' demand for tax-exempt bonds. This
will reduce the Federal subsidy inherent in tax-exempt
financing by raising the interest rate that eligible
borrowers have to pay to a rate closer to that paid by all
other borrowers.
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A comparison of the two changes in TEFRA affecting
tax-exempt bonds is instructive. The tax preference cutback
provision indirectly reduced the incentive provided to
issuers of tax-exempt bonds by reducing the interest
deductions allowed commercial banks. TEFRA also included
a number of direct limitations on the use of tax-exempt
bonds for private purposes. The limitations on industrial
development bonds included reducing the double-dipping of
tax benefits by private users of tax-exempt bond proceeds
and requiring public approval of the bond issues to insure
that they serve a public purpose. The bank preference
cutback reduces the subsidy to all tax-exempt bond issuers,
while the IDB restrictions are targeted at private purpose
tax-exempt bonds and would actually improve the rate of
subsidy for the remaining State and local public purpose
issuers.
Conclusion
The relative tax treatment of financial institutions
and their products will become increasingly important as
financial deregulation and other developments make these
different institutions more alike in the financial services
they provide. The issues raised in these hearings deserve
careful analysis and consideration. The Department of the
Treasury would like to work closely with the tax-writing
committees on a comprehensive review of the tax treatment of
all financial institutions and their products, and a review
of the existing subsidies provided through the tax system.
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Senator CHAFEE. Senator Long.
Senator LONG. Are you up here to recommend an increase in
taxes on the banks?
Mr. MCKEE. Senator, we are recommending that we work with
the committees to analyze the taxation of all financial institutions.
Financial institutions, as tax intermediaries, play an important
role in delivering tax subsidies through the system. We think it is
very important to analyze those tax subsidies, analyze the way in
which they are being distributed through the system.
We are not at this time prepared to make any specific recommendations other than to say we think the matter is of serious concern and deserves careful study.
Senator LONG. During the consideration of the 1981 tax-cut bill,
the Secretary of the Treasury, speaking for your Department, suggested that we continue a tax break with regard to the matter of
reserves that banks can deduct, which amounted to continuing a
tax break that banks have, whether it is justified or not.
Why did the Treasury recommend that further tax break for the
banks if it didn't think they are paying enough taxes?
Mr. MCKEE. Again, Senator, I am not in a position to go back
and analyze the statements of the Secretary of the Treasury. As
the tax legislative counsel, that's obviously not my role. I will point
out that, again, that we do believe there are problems in the taxation of banks along with other financial intermediaries. Many financial intermediaries have special treatment dealing with reserves, deductions today for losses that won't occur in the future,
which is an anomaly in the Federal tax system, and we think it
deserves careful study.
Senator LONG. Well, I can't help but be impressed by the fact
that as recently as 1981 the Treasury was recommending a further
tax cut for the banks, at a time when the banks were supporting
the position that Treasury was taking on that bill, and now you
come along a year or so later and you want to look into putting
more taxes on them. It has been alleged by the newspapers-and I
suspect there is some evidence to support it-that this has to do
with the fact that the banks are not in favor of the withholding
provision on interest and dividends, which mainly affects their customers.
Senator LONG. Now, this change of position is somewhat hard for
some of us to understand. For example, here is a resolution that I
reported on behalf of the Finance Committee-it wasn't my resolution-Senate Concurrent Resolution 92, that was reported in the
96th Congress. That was only a few years ago. And who was sponsoring that?
By the way, that resolution said that "it is the sense of Congress
that the enactment of a withholding tax on interest and dividends
payments would be detrimental to the well-being of the United
States."
[The resolution follows:]
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SoCON. RES. 92
[Report No. 96-863]

lIeclaring that the Congress does not favor the withholding of income tax on
interest and dividend payments.

IN THE SENATE OF THE UNITED STATES
MAy 6 (legislative day, JANuARY 8), 1980
('. A'J E (for himself, Mr. DOLE, Mr. LuoAR, Mr. GOLDWATER, Mr. DsCowoLdi, Mr. HATCH, Mr. DumN¢, Mrs. KASSEBAUM, Mr. STAFFORD, Mr.
ToWER, Mr. HUmPHmY, Mr. MCCLURE, Mr. CocHR'x, Mr. Cim-tcu, Mir.!
1hELMS, Mr. PRESSLER, Mr. FORD, Mr. GAIN, Mr. RANTDOLPH, Mr. DANFORTK, Mr. HAYAKAWiA, Mr. TH RM oND, Mr. PRYOR, Mr. ZORSmY, Mr.
1!%TFIELD, Mr. MATHIAS, Mr. WILLOP, Mr. YouNo, Mr. Scirm.iT, Mr.
('oEN, Mr. Hziz, Mr. RoT, Mr. LAxALT, Mr. DtMENZ-Ear,
Mr.
lAKER, Mr. STzvENs, Mr. WARNER, Mr. ARMSTRONG, Mr. STONE, Mr.
PERCY, Mr. GLENN, Mr. LImmy, Mr. MORGAN, Mr. NUNN, Mr. BuPm ,
Mr. McGovBw, Mr. TsoNGAR, Mr. SCEWEIKER, Mr. HA.RT, r. EAGLETON, Mr. BoRN," Mr. METZENBAUM, Mr. MELCHER, Mr. STEWART, Mr.
WLAMs, Mr. LEvW, Mr. GRAVEL, Mr. NELSON, Mr. RmGLE, and Mr.
BE'TSEN) submittbd the following concurrent resolution; which was referred
to the Committee on Finance
JuLY 28 Oegilative day, Juwr 12), 1980
-Reported by Mr. LONG, without amendment
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CONCURRENT RESOLUTION
Declaring that the Congress does not favor the withholding of
income tax on interest and dividend payments.
1

Resolved by the Senate (the House of Representative,

2 concurring), That it is the sense of the Congress that the
3 enactment of a withholding tax on interest and dividend pay.
4 ments would be detrimental to the economic well-being of the
5 United States.
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Senator LONG. Now, who was sponsoring that? The principal
sponsor was Senator Chafee, for himself, and Senators Dole, Lugar,
Goldwater, DeConcini, Hatch, Durkin, Kassebaum, Stafford, Tower,
Humphrey, McClure, Cochran, Church, Helms, Pressler, Ford, Garn,
Randolph,
Danforth,
Hayakawa,
Thurmond,
Pryor,
Zorinsky, Hatfield, Mathias, Wallop, Young, Schmitt, Cohen, Heinz,
Roth, Laxalt, Durenberger, Baker, Stevens, Warner, Armstrong,
Stone, Percy, Glenn, Leahy, Morgan, Nunn, Bumpers, McGovern,
Tsongas, Schweiker, Hart, Eagleton, Boren, Metzenbaum, Melcher,
Stewart, Williams, Levin, Gravel, Nelson, Riegle, and Bentsen.
I reported that. How could I do anything but report it? The majority of the committee were sponsors of the resolution. [Laughter.]
And may I say about this matter, I think I can see both sides of the
argument. I have voted on both sides of this question. [Laughter.]
So I can see it from both points of view.
But can you honestly sit there and tell me that this doesn't have
anything to do with the fact that there is a provision pending right
now on the Senate floor to repeal withholding on interest and dividends? Can you, honestly? If you had to be under oath, could you
actually make that statement? [Laughter.]
Mr. McKEE. I can honestly say, Senator, that the Treasury Department has been engaged in the study of the taxation of financial
intermediaries for about a year now, and that we do think the
issue is worthy of careful analysis.
Senator LONG. About a year? Did that happen at about the time
the banks started their campaign against withholding on interest
and dividends?
Mr. McKEE. Actually, Senator, it occurred when another group
of financial institutions was discussing their tax treatment with us,
and it kind of led to a broader inquiry.
Senator LONG. Insurance companies?

Mr. McKEE. Well, it might have something to do with that.
Senator LONG. Because don't they get some of the same considerations?
Mr. McKEE. Well, certainly the issue of reserves is one. Quite seriously, the Treasury Department is quite disturbed about the current deduction for expenses which will not arise until some future
point in time, primarily because even though the expense occurs in
the future it is deducted in terms of today's dollars, when the
present value of that expense-which doesn't occur sometimes for
10 or 20 or 30 years-is obviously much smaller than that. And so
we have grave concerns in terms of the tax system in general
about the timing issues, about when you deduct a dollar when the
dollar will not be paid until some future point in time. And the tax
treatment of all financial institutions raises that issue across-theboard, and we are taking a very hard look at it. It is troublesome.
Senator LONG. Now, can you tell me how the taxation of banks
compares to that of insurance companies?
Mr. McKEE. We cannot at this time. We are not that far along.
Senator LONG. Well, don't you think you ought to be looking into
that matter?
Mr. McKEE. Yes, we definitely agree with you.
Senator LONG. Isn't that a big industry?
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Mr. McKEE. Well, both industries are very large industries.
Senator LONG. Well, thank you very much.
The CHAIRMAN. I would just follow on with this. We took a look

at life insurance companies last year, and I think over the 3-year
period they are going to increase their tax burden by about $7 billion. So they cooperated with the committee. I think our estimates
may be a little low, as I understand now.
But again it would be probably pretty hard to separate this from
what is going on on the floor. It just all happened to fit together so
nicely. How did I know Kasten was going to offer the amendment
yesterday? I mean, he focused on withholding rather than the jobs
bill, so the unemployed people are waiting while we massage the
bankers. So it just seems to me that we will try to work it out the
best we can. And this won't be the last hearing, I'm sure.
Senator Long, we are taking a look, as he suggests, and this has
been in the works a long time-you can probably almost pinpoint
the date since you have been looking at financial institutions. So
there is no direct relationship between the avalanche of mail and
this hearing, except I may have expedited it a little bit. If I can't
answer the mail, I figured I might as well be doing something else.
[Laughter.]
So what do you think about the tax exemption for credit unions?
Mr. McKEE. Mr. Chairman, we can think of no sound tax policy
reason for credit unions to be tax exempt.
- The CHAIRMAN. You know, I can see a reason in the early stages;
but as I recited in my testimony, there are a couple that are almost
billion-dollar credit unions. Are you in the process of studying
credit unions as well as S&L's and banks?
Mr. MCKEE. Certainly; again, Senator, we are very concerned
about having equal tax treatment across all financial intermediaries that are essentially engaged in providing the same services. The
fact that one group is tax-exempt and another similar group is
fully taxable raises serious policy considerations.
The CHAIRMAN.

All right.

Now, I assume you have got ongoing studies not just here but in
a number of areas on whether or not it is a balanced system.
Mr. McKEE. That is correct.

And as I have indicated earlier, we plan to have
additional hearings. Again, we are not on a witch hunt; but it
seems to me we have an obligation. We are getting all this talk
about some trigger tax in 1986, 1987, 1988, to raise a hundred and
some billion dollars; some want to repeal indexing; some want to
repeal the third year of the tax cut; but it would seem to me that
before we take away the tax cuts from individuals we ought to be
taking a look at the entire system.
We ve got about $296 billion in tax expenditures, and maybe
there are areas that we can address. And I think there are a couple
of questions we ought to ask just for the record:
Do you favor using the bad-debt deduction or other tax provisions
to encourage mortgage lending?
Mr. MCKEE. In general, Senator, again, with the financial deregulation measures that have occurred in the last several years, we
think that it is time to reexamine the reason for having, for examThe CHAIRMAN.
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ple, the percentage of income bad-debt deduction used by thrifts as
a way to encourage them into the home mortgage market.
The fact that the thrifts got caught in recent years with too large
a volume of home mortgages and were unable to handle a period of
rising interest rates suggests that the policy behind locking them
into a large volume of home mortgages purely because of their tax
position was not necessarily sound. And so we think it is time to relook at that again, especially in light of the fact that the recent
very good efforts made on the part of the Congress to deregulate
financial institutions generally has made many of these thrifts
almost indistinguishable from banks, arid yet they have very different tax treatment.
From an historical perspective one can understand perhaps why
those rules were different when the institutions were so different;
but now that the institutions are quite similar, we think that we
ought to completely reexamine all the rules to try to get the tax
rules to be the same.
The CHAIRMAN. Well, what are the factors that make tax-exempt
bonds an efficient or inefficient method of helping issuing governments?
Mr. McKEE. Well, primarily the question has to do, it seems to
us, with the supply-and-demand problem dealing with the taxexempt bond market. The reason the short end of the market tends
to be very efficient is because banks are able to secure the tax advantages that they want without taking any risk of dealing with
fluctuations in interest rates or fluctuations in credit conditions of
the issuer. So at the short end of the market they are able to
engage in a pure tax arbitrage calculation which means that the
subsidy gets almost fully passed through to the intended beneficiary.
As the maturity gets longer, banks begin to have less interest in
investing in those longer term instruments, primarily because they
don't want to tie up their funds so much in the long-term market
and expose themselves to varying interest rates. Since they have
less demand for those investments, the interest rate that has to be
paid by the borrower goes up and the subsidy passthrough becomes
much less efficient. Banks in essence compensate themselves for
the risk that they perceive in investing in longer term bonds by
capturing a significant portion of the tax subsidy that is inherent
in the situation. And that's when, from the government's point of
view, a big chunk of those lost revenues ends up in the banking
sector and doesn't go to the borrower that you are trying to help.
The CHAIRMAN. Well, does the appearance of an inequity in our
tax system contribute to lack of confidence? You know, there are 5
to 6 million nonfilers, as I understand, and there may or may not
be any evidence that that is related at least to a feeling that the
system is not fair. That's why some on this committee have been
talking about a flat-rate tax-Senator Bradley and others-to try
to improve confidence in the system.
It would seem to me, rightly or wrongly, when somebody reads a
headline that somebody pays an effective rate of minus 12.4 or 2.3,
and they are out there paying 25-35-40 percent, whether they are
an individual or a business, there must be some concern if you
don't fully understand the tax laws.
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Mr. MCKEE. We agree with that,-Mr. Chairman. The problem is
that we need to review the subsidies that are inherent in the code
that give rise to these very low effective tax rates. And you are
quite crrect-to the extent that the Tax Code is used to deliver
subsidies instead of raise revenue, that leads to complexity and a
perception of unfairness on the part of the average taxpayer.
We agree with that, and we support working with you to review
on an ongoing basis, as we did last summer, the provisions in the
Code that are delivering subsidies and to continue to inquire as to
whether or not those social purposes justify-are still strong
enough to justify-the existence of those subsidies.
And once again, in the banking area we note, as we just discussed, some of the provisions seem to perhaps have outlived their
usefulness.
The CHAIRMAN.

Senator Pryor.

Senat6-r PRYOR. I think Senator Bradley has a question. I may
have one later.
Senator BRADLEY. Thank you, Mr. Chairman. Mr. McKee, in your
statement on page 1 you say, "Any tax legislation affecting depository institutions and their products should reflect the significant
changes that have occurred recently in the operation of all financial institutions." And then you go down the list and talk aboutLt
banks, thrift institutions and life insurance.
And then you say, "As a consequence of the increasing similarity
of products offered by different financial institutions, the tax treatment of the institutions and their products can greatly influence
their relative competitive position."
Then on page 2 you conclude by saying, "Different tax rules for
financial institutions and their products may also reduce and distort the flow of savings from their most productive uses."
My question to you is: Do you think all financial products should
be taxed at the same rates?
Mr. McKEE. Again, Senator, we believe that identical products
ought to be taxed identically. In terms of the same rates, it seems
to me that raises other issues as to whether or not you want to
have a progressive rate structure for individuals, et cetera; but by
and large there is no question that the same products ought to be
given the same tax treatment, and simliar institutions ought to be
taxed similarly.
It seems to us there is no reason for the dramatic proliferation of
tax rules governing financial intermediaries in a world in which
they all seem to be doing about the same things.
Senator BRADLEY. So would you support, then, the idea that all
savings and investment income should be taxed basically alike?
Mr. McKEE. I think you are raising other issues. For example,
the policy of the Congress and the administration to favor retirement savings would argue that income which is put away for retirement ought to be taxed differently than income which is currently available for spending.
Senator BRADLEY.Well, it is not just a question of retirement. I
mean, if we just go down the list of the way we tax income from
savings and investment, we have a complete exemption for municipal bonds; we have a 60-percent exemption for long-term capital
gains; you have interest and dividends taxed at the highest margin-
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al rate-at 50 percent-and we have deferral on IRA's and pensions, and then we have a separate treatment for life insurance
products that are investments.
The question is: What is the rationale for these differences?
What is the substantive rationale? I mean, you are up here giving
us advice on how we should reorganize the taxation of depository
institutions; is there a rationale for these very different treatments
of income from savings and investment?
Mr. MCKEE. Senator, you are raising obviously major issues of
the structure of our tax law. We agree with you that we should
always and continually reexamine the disparate tax treatment of
transactions that are largely similar-or, to the extent that they
appear similar, try to determine whether or not they are in fact
not similar.
The difference between capital gain and ordinary income, for example, is a line that is very difficult to draw but I think reflects a
congressional judgment over a long period of time that gains on
certain types of property is different than interest on bonds and
therefore ought to be taxed differently.
We are perfectly willing to work with you to reexamine the fundamental structure of the income tax; indeed, the President has
called for that reexamination to see if we can come up with a
fairer and simpler tax. And we would be happy to work with you in
attempting to accomplish that goal.
Senator BRADLEY. All right.
In the document that has been prepared by the Joint Committee
on Taxation, it shows that the U.S. tax rate on U.S. income for
banks is 2.3 percent; the foreign tax rate on foreign income is 38.1
percent; and the worldwide rate is 24.7 percent. Why do you suppose that occurs?
Mr. MCKEE. It appears to us that on the domestic side, Senator,
the banks are tax intermediaries in our system. They are used as
vehicles to deliver large amounts of subsidies to other taxpayers in
the system. Other countries apparently do not have such provisions, and basically tax banks on their profits.
As I mentioned, we have in effect an indirect burden imposed by
the tax system on the banks to the extent that they are simply
passing on a portion of the tax subsidy to its intended beneficiary,
prirrarily State and local governments, private-purpose IDB borrowers, et cetera. I think that's what is driving those two numbers
'o be so disparate.
Senator BRADLEY. Could I ask one last question? Senator Dole
suggested in his opening statement the possibility of user fees
based on size of institutions. How would that work?
Mr. McKEE. Senator, the Treasury has given no consideration to
such a taxing scheme, and I think it would be premature for me to
try to comment on it without having had the opportunity to discuss
it and analyze it with both members of my staff and with the Assistant Secretary.
Senator BRADLEY. Thank you.
-The CHAIRMAN.

Senator Chafee.

Senator CHAFEE. Mr. Chairman, I want to commend you for holding these hearings. As you recall, last year when we got into the
life insurance, as you mentioned in the life insurance industry
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there are very, very substantial sums. I think it was something like
$7 billion over 3 years.
As has been mentioned in the statement by Mr. McKee here, the
financial institutions have been undergoing tremendous change. I
have been conscious of this, as we all have. I served in the Banking
Committee for a couple of years. And so we have the credit unions
absolutely changing their method of doing business due to the deregulation, and in effect they are banks, they are fiscal institutions,
as are grocery chains and Sears, Roebuck & Co., and everybody
else.
So I think it is overdue for us to take a look at this, and I look
forward to participating with you as we proceed further in these
hearings.
I don't have any specific questions. Thank you, Mr. Chairman.
The CHAIRMAN. I think there is one area that I know Senator
Chafee is interested in. You know, we look very kindly on IRA's,
and we have looked at a number-whether they are student IRA's
or housing IRA's-that are just expanding the IRA program itself.
We know that is a revenue-loser, but I would hope that we might
have continuing input from Treasury on the effect of that program.
It seems to me that that's a program that not only may be of
some help to financial institutions but it fits into social security
and other things we are looking at, and we'd appreciate your continued interest in that'area.
As you continue to study financial institutions and other groups
you will be working with Treasury, whatever happens to anything
else. I mean, this is not going to be a 1-day hearing and then everybody goes back to sleep.
Mr. MCKEE. That's correct, sir.
The CHAIRMAN. Thank you.
Mr. McKEE. Thank you.
The CHAIRMAN. We now have Dave Brockway of the Joint Committee on Taxation. Dave succeeded Mark McConaghy as the director of that nonpartisan group that has been so helpful to this committee over the years c ad to the House Ways and Means Committee.
STATEMENT OF DAVID BROCKWAY, CHIEF OF STAFF, JOINT
COMMITTEE ON TAXATION, U.S. CONGRESS
Mr. BROCKWAY. Thank you, Mr. Chairman.
With me is Richard Gordon and Jim Wetzler of our staff.
I thought I would just go through some of the major aspects of
the study which was released I guess the day before yesterday, our
study on Taxation of Banks and Thrift Institutions, which we
submit for the record.
Also, Mike is passing out some charts that may make it easier to
explain some of the major points found in the study.
The study is in two parts: The first is an effective rate analysis,
and the second is a discussion of the special provisions that lower
the effective rate of tax on banks and also those provisions of general applicability that happen to be of particular significance to
banks because of the nature of the industry.,
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In doing an effective rate study normally you would think of how
much tax is paid as a percentage of economic income. Now, there is
a great deal of dispute as to exactly what "economic income" is;
and, in any event, even if you settle on a measurement, there is no
real good data to compute it. So what the study basically does is
summarize three different studies-they appear on page 15 in table
4 of the study-that measure taxes in relation to book income.
One study is drawn from the annual reports, the effective rate
computed by the banks. There is a study published in Tax Notes
Magazine; I gather that a witness later today will describe their
study. Finally, there is a study that our staff prepared for Congressmen Pease and Dorgan that is summarized in the pamphlet.
I should point out in the beginning that these studies only deal
with Federal income tax. Many of these taxpayers have other types
of taxes-they may for example, have substantial State taxes-so
that it does not necessarily give an accurate reflection of their aggregate effective tax rate.
Also, by using book income you have some substantial distortions, particularly if you look at 1 year at a time, because of differences in timing of book and tax income. But those distortions tend
to wash out, if you look over a period of years, or if you look over a
sufficiently large grouping of taxpayers.
Further distortions are created by the treatment of deferred
taxes, taxes that companies incur with-respect to income in the
current year but don't have to pay until a later year-ACRS would
be a good example. Those taxes, using our methodology, are not
counted at all. So the methodology does understate the effective
tax rates of the various taxpayers. How serious that distortion
really is turns on how long the deferral is for the taxpayer. Equipment-leasing would be an example where it might not be that great
a distortion if the taxpayer continues in the business and continues
to roll over and defer the taxes so that the present value of the tax
is not substantial.
The first two charts that we have illustrate the data on table 2
on page 9, which summarizes the effective rates under the Pease
Study, the study that we prepared on an industry-by-industry basis.
The first chart shows the U.S. tax paid on U.S. income. The
study only deals with large banks, by the way; we do not have a
study of small banks because we did not have an adequate representative sample. By using book income, we needed to use publicly
traded corporations who publish their annual reports.
We found that by this methodology the effective rate of commercial banks is relatively low. There are two industries-paper and
wood products, and railroads-which had tax refunds even though
they had book income. But after that commercial banks have the
lowest effective rate. There are a number of other industries that
pay substantially more tax.
For banks we show two different sales and that has been the
cause of some confusion. They have a 2.3-percent effective rate of
tax, using this analysis, if you don't count the three large commercial banks that have U.S. losses. If you take those U.S. losses into
account, however, it goes up to a 2.7-percent effective rate of tax,
using this methodology, on U.S. income in 1981.
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Now, you also can see that there are a number of other industries that have significantly higher tax, such as motor vehicles.
That example demonstrates a problem I mentioned before, that the
differences between timing of book and tax i:icome may lead to distortions if you only look at 1 year. Motor vehicles in 1980, rather
than paying the 49 percent that they paid in 1981, only paid 13
percent. On the other hand, crude oil production, which was raised
earlier this morning, had an effective rate of only about 3 percent
in the study in 1981, but the year before the independent crude
producers paid over 20 percent. Thus, in 1980 they were sort of in
the mainstream of most industries.
So it is generally misleading if you only look at 1 year. But I can
say that for commercial banks the rate has been relatively low in
each year. In 1980, by our methodology, it was 5.3 percent, and it
was relatively low in previous years. That's pretty much consistent
in the various studies that look at banking, that banks tend to
have a relatively low effective rate of tax, or at least nominal tax,
as compared to other industries.
The second chart looks at worldwide tax on worldwide income.
There are several things you can notice from this chart. First, most
industries have a higher foreign rate than the U.S. rate, and there
are a variety of questions that that raises-questions that get fairly
complicated. Second, the rate for banks is noticeably higher on foreign income than it is on the U.S. income. It's sort of in the mainstream of other industries. A little later I will go into some of the
possible explanations of why that is the case.
The next chart breaks down on a company-by-company basis the
1981 effective rate on U.S. income for the 20 largest commercial
banks in the United States. Three banks are not shown. Citicorp
and Manufactureis Hanover aren't shown because they had U.S.
losses for book purposes, even though they had very high foreign
profits. There is another bank not shown, a smaller bank, for
which we don't have the necessary data.
When looking at the bank-by-bank data, I think you have to look
over a period of years to get a true picture. I don't think you can
look at this and come to the conclusion that each year Bankers
Trust, for example, pays a low tax, and each year Continental Illinois, for example, pays a relatively high tax. You have to look over
several years before drawing conclusions like that.
The next chart shows the bank-by-bank worldwide effective tax
rates on worldwide income. Bank of America, the first bank listed,
has a 28-percent worldwide effective rate. Its foreign effective rate
is almost 42 percent, but it has a negative rate in the United
States. That means that on its U.S. income it is generating a
refund of almost 12 percent.
The bank with the highest worldwide rate is Citicorp, which had
a U.S. tax loss but a 45-percent foreign rate of tax. There is a similar pattern for most of the banks-they have a much higher foreign rate, which accounts for their higher worldwide rate.
The final chart breaks down the percentage of their worldwide
income between U.S. and foreign sources. You can very easily see
from this that for many of the large commercial banks, a substantial part of their book income is from foreign activities rather than
U.S. activities. Both Citicorp and Manufacturer's Hanover have
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more than 100 percent of their income from foreign sources because they are reporting a U.S. loss, for book purposes. As this
chart shows, about one-half of the banks are reporting more than
one-half of their book profits from foreign sources.
The banks' 2 or 3 percent effective rate on U.S. income is largely
accounted for by two factors. The principal item is their investments in tax-exempt obligations. The next most significant is the
investment credit and ACRS benefits, or accelerated depreciation
benefits, on their equipment-leasing activities-activities which
they have been involved in for a number of years.
On the foreign income, I think that the higher effective rates are
largely a matter of both higher foreign net income taxes and also
gross withholding taxes, an item having a substantial impact on
the banks.
As was pointed out in some of the discussion earlier, the effective
tax rates in these studies only reflect the Federal income tax the
banks pay to the U.S. Government or the foreign taxes they pay.
The rates are not a measurement of the burden on the banks as a
result of the U.S. tax system. There is what banks would describe,
and I think maybe Bill McKee described, as an implicit tax. For
example, where a bank invests in a long-term bond that is trading
at a discount of perhaps 20 percent from the taxable rate, the-bank
is getting a reduced yield. So while it isn't paying any U.S. tax on
that income, it is getting less income by virtue of the tax system
than it would otherwise get.
You also have a reduced yield in equipment leasing. There it is
not going to the governmental body that issued the bonds, or actually the private user if we hwve a private purpose revenue bond
that is tax exempt, but it is going to the user of the equipment.
Part of that benefit is spread to the intended user, and part is retained by the bank, as Bill McKee discussed.
Also, it doesn't reflect a number of other factors that are important such as the requirement that banks keep interest-free deposits
with the Federal Reserve. That has a significant impact. The banks
view that as a tax because the Federal Government does make
money off of that. It may more properly be viewed as just the effect
of a regulation that is a cost of doing business..If it is a tax, it is
more in the nature of an excise tax. As I've indicated, however, it
may be better to view it, for example, the way you would view regulation of natural gas, where obviously the owner gets a lower
return as a direct effect of governmental regulation.
The second part of the study goes into the various reasons why
the effective rates of banks are as low'as they are.
The first area analyzed is bad debt reserves. Now-that commercial banks are phasing down to an experience method, their tax
bad-debt reserves are roughly comparable to their book bad-debt reserves, and so bad-debt reserves don't really account for a significant lowering of their effective rate of tax on book income. In fact,
once they fully phase in to the experience method, they will probably take lower bad-debt deductions for tax purposes than they
take for book purposes, because bank regulators would rather they
take a conservative position for book purposes.
In the case of thrift institutions, there are the special bad-debtreserve provisions intended to encourage investment in mortgages,
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and the resulting concentration of thrifts in mortgages, that Bill
McKee discussed this morning. The policy issue is whether there
should be that type of an incentive to invest in mortgages., I think
that everyone would agree that this special reserve is not really an
attempt to measure income.
The next area analyzed is the treatment of investments in taxexempt obligations. That is the principal factor explaining why
their effective rates are low. The way banks differ from other taxpayers is that, as a general rule, their deduction for interest on indebtedness incurred to carry tax-exempt obligations is not disallowed, whereas most taxpayers, if they borrow to carry tax
exempts, lose their interest deduction.
This permits a bank to leverage itself into a situation where it
can invest only a relatively small portion of its assets in tax
exempts and eliminate its entire tax liability. Roughly speaking, it
has to invest the same proportion of its assets in tax exempts as its
profit spread bears to its interest income on taxable obligations. It
generates no taxable income on the investment, but it is generating
interest deductions which eliminate its tax liability.
In the materials we have an example of how a bank might profitably, on an after-tax basis, invest in tax-exempt obligations that
yield it less money before tax than its cost of borrowing funds. The
reason it would make the investment is to get the tax benefit from
deducting its cost of borrowing funds, without being required to include the interest in income. I link that the principal issue here is
that if you change that rule, it would have a substantial impact on
whether the banks would invest in tax-exempt obligations and not
whether this treatment accurately reflects their income.
The final item and probably the most important other item for
the major banks is the tax treatment of their foreign operations.
The last item in the materials is a chart which illustrates how
their foreign tax credits work.
The issue here is whether the foreign tax credit rules and other
rules dealing with their foreign income provide larger profits for
banks in their foreign operations than in their domestic operations,
or whether the rules otherwise create an incentive for the banks to
lend overseas.
That issue arises principally in connection with the foreign tax
credit and, there, principally in connection with the gross withholding taxes that a number of countries impose.
The first way that this might happen arises in connection with
the source-of-income rules used in determining how much of their
tax liability is attributable to their foreign operations. For book
purposes, as I indicated earlier, roughly half of the income for
these banks was attributed to foreign sources. I understand they
use a tracing method for book proposes.
Under the rules the U.S. banks use for tax purposes, though, tax
data indicates that in 1980 about 85 percent of their taxable
income-this is after adjusting for their tax-exempt income-about
85 percent of it was- from foreign sources, and in the 2 previous
years about 75 percent was from foreign sources.
By increasing their taxable income from foreign sources, they increase their allowable foreign tax credits. The issue here is wheth-
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er the current rules accurately determine foreign source taxable
income.
The other major item possibly giving rise to an incentive to lend
abroad is the treatment of gross withholding taxes. A number of
jurisdictions impose withholding taxes at rates up to 25 percent
and perhaps higher. Now, obviously, 25 percent of a bank s gross
interest is, as a general matter, much higher than its net profit on
the loan. So it is unlikely that the bank is going to bear the burden
of that tax itself, because otherwise it would not make the loan.
There is an example in the materials of a situation where a bank
would lend at a 10-percent interest rate, if r~o withholding tax applied, the cost of the bank's funds is 9 percent, and to a foreign
country that imposes a gross withholding tax of 20 percent.
If you assume that the bank is not going to bear the burden of
that tax, it's going to look at its after-tax yield to decide what it
will do.
There are two possible results that will occur in that situation:
One is that the Treasury will absorb the tax through allowing a
foreign tax credit for that tax, even though that tax is much higher
than the net income. The other possible result is the foreign borrower will absorb the tax by an increase in the interest rate to
cover the tax.
So in this situation if an interest charge of 10 percent were
charged and a 20-percent tax withheld, that would leave the bank
only an 8-percent after-foreign-tax yield. Since its cost of funds is 9
percent; at this point it's a loan that the bank would lose money
on, and it would not enter into it. But with the foreign tax credit, if
the bank was not in an excess-credit position, it would be the
Treasury that would effectively bear that 2-percent tax, and so the
bank's after foreign taxes would have a 1-percent profit rather
than a 1-percent loss.
If you assume otherwise that the foreign borrower would absorb
the tax by increasing the interest rate, what would happen is that
the interest rate would be 12.5 percent, the tax withheld would be
2.5 percent, and the before-credit yield of the bank would be 10 percent, the same as if the tax wasn't levied; but yield after the foreign tax credit would be 12.5 percent or a net profit after foreign
taxes of 3.5 percent-substantially higher than it would otherwise
obtain.
We have a couple of other examples here dealing with the situation where the bank is in an excess-tax-credit position. In that situation the bank would not have the same benefit, because they
would not be able to use the foreign tax credit. However, it should
be pointed out in that situation, if a bank is in an excess-foreigntax-credit position from its loans to one jurisdiction, it may well
lend to another jurisdiction where there is no foreign tax imposed,
which is a typical situation in large part because of the U.S. treaty
program where both sides agree to waive taxes. Given the fact that
a bank can shift its source of income from one jurisdiction to another at no particular marginal cost, it does not need to move its
business operations, it can fairly easily use these rules to make
sure that it does not absorb the burden of these high foreign
taxes-these taxes that are,
as I said, significantly higher than the
loan.
actual net income on that
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There are a number of other issues that we cover in substantial
detail in the report. For now, though, I just will leave it with that.
The CHAIRMAN. Senator Long.
Senator LONG. You have had some very worthy predecessors, and
I'm sure you will be a worthy success to them in your job, Mr.
Brockway. One of them was Larry Woodworth. I guess you recall
Larry pretty well, don't you?
Mr. BROCKWAY. Yes.

Senator LONG. You worked with him, didn't you?
Mr. BROCKWAY. Yes, I started under Larry.

Senator LONG. Some years ago when we were working on a tax
reform bill I was rather pleased that we appeared to put together a
bill in which those who were best able to pay and who were paying
perhaps less than their share were made to py a lot more.
T asked you to put together a chart showing who was the ultimate payor of those taxes. He went to work on it, and after a while
he came back and said, "'Well, they had one basic problem they
had to decide." And he asked me for my judgment. He said that
the taxes we were levying on corporations, by taking away deductions or whatever we were doing, were, according to most economists, really being borne somewhere between 50 and 75 percent by
the customer, so that these corporations were passing anywhere
from 50 to 75 percent of that tax liability through to the public in
the price of the product.
Now, that sort of amazed me at the time. I didn't think it was
that high. But he said that most advice he was getting from economists would be that it would be nearer to the 75 percent than it
would be to the 50 percent.
Now, what can you and Mr. Wetzler give me to help my thinking
on that subject?
Mr. BROCKWAY. Well, I think I'm going to let Jim do it all.
[Laughter]
Senator LONG. Well, could he speak for the two of you now?
Mr. BROCKWAY. Yes.

Senator LONG. Personally I like the guy. I'm not sure whether
he's as good a tax lawyer as you are, but I think he's a good economist. Go ahead.
Mr. WETZLER. Well, you are asking really one of the questions
that economists have been debating for as many years as we haye
had the corporate income tax, which is: Who really bears the
burden of it?
Obviously, a corporation itself can't bear the burden of a tax; it's
got to be some person, whether it is going to be the shareholders of
the corporation, the workers who work for the corporation, or the
customers, or whether the tax burIen gets diffused very widely
through the economy. It's a question, as I say, that has been debated, and it's still being debated.
There has been a lot of analytical work done on it in the last 10
or 15 years, since Larry prepared that material for you, and I'm
sure if Larry were able to have access to this thinking he might
have changed his view a little bit.
I might add that a lot of the work has been done up at the National Bureau for Economic Research under Martin Feldstein, who
is now the administration's chief economist.
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Senator LONG. Now give me the best information you can, based
on your knowledge of this matter. What percentage of the increase
of taxes on a corporation tends to be borne by the consumer?
Mr. WETZLER. Well, there are some industries where clearly
almost all of it is borne by the consumer-public utilities are an
obvious example, where the regulatory commission just automatically passes the tax on to consumers. Unfortunately a lot of utilities don't pay much tax these days; in fact in some cases the regulatory commission passes on to consumers more than 100 percent
of the tax because of the normalization rules that are in the Internal Revenue Code.
Senator LONG. Well now, what's your guess for the banks?
Mr. WETZLER. Well, you know, banks don't pay that much tax. If
Congress changes the law so that they did, the answer to your
question would depend on precisely how we raised the money.
Senator LONG. Now, we are talking about increasing their taxes
here. That's what we came to talk about. They are paying some
taxes. Now, to what extent are they passing it through?
Mr. WETZLER. Dave and I aren t talking about increasing their

taxes; we are just analyzing.
Senator LONG. Oh, you didn't come here to advocate that9
[Laughter.]
The CHAIRMAN. They are not policy guides.

Mr. WETZLER. But I would say if we did something in the State

and local area, obviously that some of the burden of that and possibly a lot: of the burden of that would be borne by the State and
local governments.
If we did something in the equipment-leasing area, probably a lot
of -the burden of that would be borne by the users of the equipment.
In the foreign area, which is the third big area, it's very hard to
say. We have to look into that more, and we've got to do a lot more
research-into that question. I think that's an area where it is really
unclear how much of it would be borne by foreign borrowers, how
much of it would just lead to less foreign lending and more domestic lending. It's just a very complicated problem.
Senator LONG. You made an interesting point here, and Bill
Simon has used the same expression from time to time. He said
that the corporations don't pay taxes, it's the people that pay the
taxes. The corporation is owned by individuals, and in the last
analysis you are either taxing the people that own that corporation
or else you are taxing somebody else on the consuming end.
Mr. WETZLER. That's right. It's going to be one or the other, very
likely. Yes.
Senator LONG. Thank you.
The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Thank you, Mr. Chairman. You really went

out on a limb on that last one. [Laughter.]
The CHAIRMAN. I've been there before. [Laughter.]
Senator BRADLEY. It's either one or the other. [Laughter.]
Now let's assume that we did change our laws so that the effective U.S. rate of tax or banks went up. What would this do to their
worldwide rate?
Mr. BROCKWAY. If their effective tax on U.S. income--
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Senator BRADLEY. You have a 2.3-percent effective tax rate on
bank, ' U.S. operations, and their foreign tax rate is-according to
the data that you have submitted-about 38 percent. If we raise
the U.S. rate, what would happen to the foreign rate?
Mr. BROCKWAY. If you raised the effective U.S. rate, not the statutory 46 percent, well then the aggregate would just go up.

Senator

BRADLEY.

The worldwide rate would then go up-is that

right?
Mr. BROCKWAY. Correct.
Senator BRADLEY. What would happen to their net profits?
Mr. BROCKWAY. Depending on the answer to Senator Long's question about who bears the tax, whether they can pass it forward,
presumably the net profits would go down.
Senator BRADLEY. What would then happen to their competitiveness with other financial intermediaries?
Mr. BROCKWAY. In the U.S. market?
Senator BRADLEY. And worldwide.
Mr. BROCKWAY. Well, I don't know that it would affect their competitiveness in the foreign markets if you raised their effective rate
on U.S. operations. But in the U.S. market, presumably it would
make them less competitive compared to other institutions-the
mutuals, savings and loans, credit unions, insurance companies,
whoever is providing a similar service.
Senator BRADLEY. Do you think that's advisable?
Mr. BROCKWAY. I think you have to look at all the financial institutions and make a judgment. It also depends upon how you increase their effective rate. It may or may not have that impact.
For example, the mutual savings banks and the savings and
loans will testify later today that, in years when they haven't had
the substantial losses which they have had in the last couple of
years, their effective rate has been in the mid-teens. Now, we
haven't examined that data, and I don't know whether that is correct. But, competing in the same market, they would argue that
they are paying a higher effective rate than the commercial banks
are.
Senator BRADLEY. Can you identify any economic effects of cutting back dramatically on their foreign lending? What effect would
that have on our domestic economy?
The CHAIRMAN. Jim is the economist.
Senator BRADLEY. I mean to ask the panel that, not just one.
Mr. WETZLER. Well, again, obviously I don't think you want to
precipitately change the incentives the banks have so that they
suddenly pull back all of their foreign loans and you have some
sort of worldwide crisis.
I think in certain circumstances there clearly are incentives to
the banks to lend abroad rather than lend at home; in other cases
the system works the other way. It depends just on what the tax
situation of the bank is, what the tax rate of the country is, and
what sort of tax treatment you have. .
Senator BRADLEY. What do you mean "worldwide crisis"? How
would that happen if you did change this dramatically?
Mr. WETZLER. Obviously there is a certain amount of danger
right now since a lot of these foreign countries into which banks all
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over the world, including ours, have lent are having a little trouble
paying the debts.
If all the banks started to withdraw their loans in these countries, the countries would default, and I think you would clearly
have a serious problem.
And as I understand it, the Treasury, the Fed and the IMF are
working very hard to make sure that doesn't occur.
Stmator BRADLEY. OK. Let me ask you one other question.
In your analysis you talk about some of the benefits that accrue
to banks and some of the penalties, more or less. And you implied
that the amount of deposits that banks have to maintain at the
Federal Reserve interest-free is a form of penalty. Is that really so?
And what banks do not have to hold deposits with the Federal Reserve?
Mr. WETZLER. Well, F think they are phasing-in a rule under
which all financial institutions will have to maintain more or less
the same reserve requirements, and that in effect means they have
got to take a certain fraction of their assets and not earn any interest on them. From the standpoint of the economic system, it's one
way that we try to maintain control over the money supply, and
it's an important element of monetary policy.
But from the banks' standpoint, it is in effect a regulation that
reduces their earning power. Now, I think their concern is that the
money market funds don't have reserve requirements, and they
have got to compete with the money market funds.
Senator BRADLEY. But what do banks get out of that agreement?
I mean, if you have to hold a certain amount of money interest-frde
at the Federal Reserve, you are also the member of a system that
ultimately provides a lender-of-last-resort. Is that not correct?
Mr. WETZLER. Yes, they get access to the discount window; but of
course they have to pay.
Senator BRADLEY. And before there was a Federal Reserve, when
there were crises like in Tennessee last week or in Texas last year,
those banks, the depositors, and the shareholders just lost. Is that
not correct?
Mr. WETZLER. That's
Senator BRADLEY. So

right.

there is a rationale for the Federal Reserve
and participation in the Federal Reserve?
Mr. WETZLER. Oh, yes. I don't think that the banks would argue
that they don't want to have a Federal Reserve System. I think
they would probably like to have interest paid on the reserves that
they keep at the Fed.
Senator BRADLEY. So essentially what you are saying is that that
would be free participation? They want to have the advantage of
having a lender-of-last-resort without having to participate in the
system in a way that doesn't generate income. Is that not correct?
Mr. WETZLER. I think all they -have really asked the joint committee staff to do is to give them a little credit for this in our effective-rate studies.
The CHAIRMAN. I think that lack of interest is sort of a user-fee
for using the system.
Senator BRADLEY. That's where I was leading the questions, to
say what Senator Dole had suggested earlier about a user fee is in
effect this deposit at the Federal Reserve.
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The CHAIRMAN.

Senator Chafee.

That could be one definition.

Senator CHAFEE. Thank you, Mr. Chairman.

I was looking at Senator Metzenbaum's testimony, and he says
"the Tax Code says taxpayers may not deduct interest on obligations used to finance the purchase of tax-exempt securities. But the
tax laws exempt banks from this requirement." And that's labeled
a "special interest tax break" and you touched on that in your testimony, Mr. Brockway.
But if we should change that, as there was a suggestion that we
were going to do last year, as you recall, the ramifications upon
municipal authorities or other authorities issuing tax-exempt bonds
would be extraordinary, would it not?
Mr. BROCKWAY. Well, actually, you did cut back last year by reducing the deduction for interest paid on indebtedness incurred to
hold tax-exempts. You cut it back by 15 percent in your general
preference cutdown.
Certainly if you eliminate the deduction entirely, that would
take a substantial segment of the buyers out of the market for taxexempt obligations, particularly short-term obligations where the
banks are primary buyers.
It is not clear, however, whether increasing what you did last
year by disallowing 15 percent of the deduction would decrease or
increase the demand for tax-exempt obligations or at least longterm obligations, because one effect of the disallowance is that
banks, in order to reduce their taxable income to the same extent,
have to purchase more tax-exempt bonds. So it is not quite clear
what impact it has when you have a disallowance of deduction, at a
relatively low level.
Senator CHAFEE. That was a very modest disallowance.

Mr.

BROCKWAY.

That's correct.

Senator CHAFEE. But if you disallowed it completely--

Mr. BROCKWAY. It clearly would have an impact.
Senator CHAFEE [continuing]. The effect on the ability to issue
such bonds or the rate you would issue them at would be changed
very dramatically.
Mr. BROCKWAY. It clearly would have a significant impact.

Senator CHAFEE. I think the point here is that, as you mentioned

in your testimony, everything that is in the code is in there for
what we looked on at one time or another as a purpose. Now,
maybe we want to change those purposes. Certainly we want to get
equal treatment. And that's what I find is going to be best out of
these hearings, is because of the growth of these other institutions
that are treated unlike banks, or that banks are now being able to
participate in their business and they are treated differently. So
it's this equity that we are seeking through here, as far as I'm concerned.
I appreciate your testimony.
Thank you, Mr. Chairman.
The CHAIRMAN. Along that same line, Dave, what would be the
result if Congress allowed banks to deduct only half the cost of carrying tax-exempt bonds, but also allowed the broker-dealers the
same tax treatment?
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Mr. BROCKWAY. Well, you would obviously have a substantial decrease in the amount of buying that banks would do, but a substantial increase in the amount that the broker-dealers would acquire.
I think that for banks, once you start disallowing a significant
portion of the interest deductions then you would start discouraging the acquisition of bonds fairly clearly. But in that proposal you
would be offsetting it by purchases by broker-dealers. I don't know
how it would net out. We would just have to look at that.
The CHAIRMAN.

And also you have touched on the general ques-

tion that many of the larger banks make a lot of loans overseas
and make much of their income abroad and still pay only moderate
worldwide taxes. Have you been able to determine whether there is
any incentive to lend abroad rather than at home? You know, if
the Tax Code is geared in a way that encourages lending abroad
rather than lending here, that might get into interest rates and a
number of other things that we don't have jurisdiction of.
Mr. BROCKWAY. Well, Mr. Chairman, we are just at the initial
stages of that study. I went through two possibilities of how the
gross withholding taxes imposed overseas and our allocation of the
deduction rules could cause that result. We are going to have to do
more analysis to see whether and to what extent that does happen;
but certainly there are tendencies in the system that could have
the result that it would be more attractive to lend abroad for a
bank than to lend in the domestic market.
The CHAIRMAN. I think I mentioned in my statement about one
analyst at Smith-Barney who suggested that a corporate surcharge
might result in banks paying more taxes, and at the same time
help issuers of tax-exempt bonds. Do you agree with that?
Mr. BROCKWAY. Well, assuming they bought the tax-exempt
bonds, then there probably wouldn't be any increase in the banks'
tax other than the fact that they probably would be getting a lower
yield on their tax-exempts because there would be a greater
demand generally for tax-exempts if marginal rates were raised.
But certainly it would help the issues.
The CHAIRMAN. Well, again I want to thank the joint committee
and indicate that you are not testifying in the policy area, you
have been helping us out in the technical area. And we appreciate
your help in putting together the preliminary study.
We will be working with the joint committee, not just in this
area-I would have to underscore that. We are looking at other
areas as well as the financial institutions, but I think that's an obligation we have.
Senator CHAFEE. Mr. Chairman.
The CHAIRMAN. Yes?
Senator CHAFEE. Mr. Chairman, I would urge that you do pay
particular attention to the overseas loan situation and the ramitications of us changing the tax situation there, because it goes far
beyond taxation and revenues; as you mentioned, it gets into a host
of other areas that certainly we want at least brought to our attention. Some of them we are aware of-the IMF and other situations-but I would hope you would point them out to us.
Mr. BROCKWAY. Very definitely, Senator. At this point I want to
make it clear that this analysis, on what is happening in the foreign area, is very preliminary. We have to do a great deal more
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research. We are not sure whether it does in fact provide an incentive to lend abroad and what impact it would have if you changed
the rules in that area. But we will certainly look into that.
Senator CHAFEE. Yes, the impact far beyond revenues.

Mr. BROCKWAY. Exactly.
Senator BRADLEY. Mr. Chairman, if they could answer a question
for me it would be helpful-on this question of whether there are
incentives to lend abroad versus lending at home, how that is possible if the effective foreign tax rate is 38 percent and 2 percent at
the domestic level. You don't have to give that answer today.
Mr. BROCKWAY. All right. But generally what it would be is that
in order to reduce your domestic effective rate-for example, if you
invest in tax-exempts-you have to accept a reduced yield. So if
you can lend overseas and pay no tax, you prefer to do that. Part of
the question is whether these taxes are in fact borne by the borrower, reflected in higher interest rates, or borne by the Treasury.
Senator BRADLEY. It might be helpful if you could show for each
one of these what if they were eliminated or half was eliminated,
what the effective tax rate would be domestically. I think that
would be helpful from my standpoint.
Mr. BROCKWAY. Sure. That information is contained in tables 5
and 6 of the study, which show how much various factors contribute to the reduction of the banks' effective rate of tax on worldwide
income.
The CHAIRMAN.
Mr. BROCKWAY.
The CHAIRMAN.

Thank you very much.

Thank you.
We now have a panel of witnesses: Richard C.
Kaplan, associate professor of law, College of Law, University of Illinois; Fred Wertheimer, president, Common Cause; Don Fullerton,
assistant professor of economic and public affairs, Woodrow Wilson
School, Princeton University.
Let's see. Mr. Kaplan, do you want to lead off?
I would say in advance that your entire statements will be part
of the record, and if you could summarize it might be helpful. We
still have 12 witnesses. We will have an afternoon session starting
at about 1:30, but we will try to go to about 12:30 now, if we can.
STATEMENT OF RICHARD L. KAPLAN, ASSOCIATE PROFESSOR OF
LAW, COLLEGE OF LAW, UNIVERSITY OF ILLINOIS, CHAMPAIGN, ILL.
Mr. KAPLAN. In view of my prepared statement, I will try to be
brief.
I am a law professor at the University of Illinois and a certified
public accountant and have been involved in the analysis of effective corporate tax rates since 1974. This has not been a subject of
just the last couple months with Tax Analysts and their publication, Tax Notes.
It was in 1973 that the Securities and Exchange Commission
began requiring disclosures of Federal tax burdens for the first
time. That was when Tax Analysts and I got involved in trying to
determine just what these disclosures meant. Unfortunately, most
of the corporate disclosures were in such various forms--some in
dollars, some in percentages, different base figures-that there was
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no useful way of comparing one company to another. This then
became the principal purpose of the Tax Analysts' project-to
obtain comparable figures for different industries and different
companies.
Those studies have been reported since 1974 and have recently
received much attention, primarily because of the low effective tax
rates shown for commercial banks. I might mention that the particular sample involved only 29 banks out of some 500-plus companies, but it has been these tax rates that have attracted the most
attention.
One of our findings since 1974 has been that effective tax rates
for this particular industry are the lowest of any industry; that is,
this phenomenon of low tax rates for commercial banks is not a
curiosity of the last year or two.
The reasons for these low effective tax rates are several; they
have been set forth in the previous testimony as well as in my prepared statement, so I will focus on only a few dimensions here:
One, the single largest factor reducing commercial bank taxes is
their ownership of municipal bonds. Any corporation, or any individual for that matter, may purchase municipal bonds, but more
than half of all municipal bonds are held by commercial banks. It
is clear, as Mr. McKee has indicated, that some of the differential
in bond yield goes to the States and municipalities that issue those
bonds, but a substantial portion-in his estimate approximately a
third, and in some computer simulation studies at least that
much-is strictly a subsidy to the banks. This is a rather curious
arrangement because the exemption of tax on municipal bond interest is thought of as a subsidy local governments exclusively. It
certainly is a subsidy for them, but it is also a subsidy for the middlemen, in particular, the commercial banks.
A second major contributor to the low effective corporate tax
rates for banks is leasing operations-very similar in nature to the
operations that this committee substantially tightened last year.
Those restrictions largely did not affect commercial banks, for they
had been arranging leasing transactions since the early sixties and
continue to do so. All the equity arguments and concerns that this
committee had in 1982 apply in large measure to these leasing operations as well, and their production of accelerated depreciation
deductions and investment tax credits. The studies that Tax Analysts have done do not impugn particular tax incentives but rather
try to call the attention of the Congress to the effect that these incentives, when combined with other exemptions and incentives,
have on the effective tax rates of particular industries. But certainly one question should be raised about leasing operations, and that
has been a question not yet addressed this morning-namely, if
Congress felt that safe harbor leasing should be restricted, as was
done in 1982, then why are these substantially similar deals unrestricted?
One other provision merits some comment: capital gains, a major
structural component of our tax system. Any corporation is eligible
for capital gains treatment, but most companies obtain such treatment only on assets unrelated to their regular business. In the caseof commercial banks, which are substantial holders-of bonds-corporate and municipal, however, they are able to obtain capital gain
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treatment on assets that are very much a part of their regular
business.
These three provisions-leasing, municipal bonds, and capital
gains-as shown by the charts that Tax Analysts have published,
are the principal ways that commercial banks have lowered their
tax rates.
The CHAIRMAN. Thank you very much, Mr. Kaplan. We will have
some questions.
[Mr. Kaplan's prepared statement follows:]

21-161

0-83--9

126
PREPARED STATEMENT
of
aICHARD L. KAPLAN

For the U.S. Senate Finance Committee

March 11, 1983

Mr. Chairman, I am a law professor at the University of
Illinois and a certified public accountant as well.

I teach in

the areas of tax law, tax policy, and accounting for lawyers and
have been involved in the analysis,,of effective corporate tax
rates since 1974.

It was in that year that publicly-held

corporations began disclosing pertinent information about their

federal tax obligations in their annual reports to stockholders.
These disclosures were mandated by the Securities and Exchange
Commission to determine the principal divergences between net
profits as reported to stockholders and as reported to the
Internal Revenue Service.

Thus, for the first time, stockholders,

financial analysts, and other interested readers could determine
why a company was paying less than the statutory rate

-

currently

1
46% --

1.

of its net income in taxes.

See generally Kaplan, Effective Corporate Tax Rates, 2 JOURNAL
OF CORPORATE TAXATION 187 (1975).
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Unfortunately, the form these disclosures took in company
reports was so variegated that meaningful comparisons were
virtually impossible.

Some data were in dollars, others in

percentages; some included state and local taxes, which are
deductible against federal taxes, while others included foreign
income taxes, which usually are creditable.

So it was that I

undertook, along with the policy-oriented journal Tax Notes, to
analyze- these disclosures and to organize the data into some
useful format.

The result was a series of charts, organized by

industry, of major corporations showing their effective tax rates
and the principal reasons why those rates differed from the
statutory rate.

These charts have been published in Tax Notes for

calendar years 1973 through 1981, and 1982 will be undertaken as
soon as the corporate reports start coming in.
From the beginning of this project, several significant
conclusions became clear:
First, effective corporate tax rates vary greatly from
industry to industry and even from company to company within the
same industry.
Second, these effective corporate tax rates are usually less
than the statutory rate and have been declining steadily since
1973.

Third, the major causes of these low effective rates are
various tax incentives created by Congress for one reason or
another: investment tax credits, accelerated depreciation on
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business assets, preferential rates on "capital gains," and so
forth.

In addition, there are other tax incentives with special

significance for particular industries due to the nature of those
industries.

For example, the exemption of income earned in-U.S.

possessions is enjoyed predominantly by drug companies, the
exemption of most dividend income is used primarily by insurance
companies, the exemption of municipal bond interest is very
important to commercial banks, installment sales reporting is of
particular benefit to retailers, and so forth.
Attention has been directed in recent weeks to the part of our
project dealing with commercial banks, primarily because the
effective tax rates for this industry seem conspicuously low.
indeed they are.

And

For 1981, the most recent year available, the

twenty-nine largest public'ly-held banks had an average U.S. rate
on U.S. income of negative 12.6%.2

That is, although these

banks reported net profits to their shareholders, they reported
net losses to the I.R.S.

Thus, the banks owed no U.S. taxes and

in fact had potential refund claims against taxes paid in prior
years.
Actually, this situation is not really new.

In 1980, the

banking industry's average rate was also negative, this time a
negative 1.9%.

And in each earlier year studied, commercial

2. The charts for 1981 are attached as an appendix.
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banks as a group had the lowest effective tax rate of any industry
surveyed.

Moreover, those rates were always small, even when

positive.
The major reasons for these low tax rates are as follows:
1.

Leasing operations --

generate investment tax credits and

accelerated depreciation on business assets "owned" by banks but
actually used by other corporations.

In basic outline, these

arrangements resemble the "safe-harbor" leases created in 1981 and
substantially restricted last year.

The banks' arrangements,

however, preceded 1981 and are largely unaffected, therefore, by
the 1982 amendments.
2.

Municipal bonds --

federal tax.

interest on these bonds is exempt from

Any corporation can acquire state and local bonds,

of course, but financial institutions hold over half of these
obligations.

Consequently, this tax exemption is uniquely

important to these institutions.
3.

Capital gains --

the lower rate applicable to "capital

gains" is also available to business corporations generally, but
once again, this preference has special significance for major
holders of corporate and municipal instruments, such as commercial
banks.
4.

Bad debt reserves -

the tax code (section 585) allows a

bad debt deduction to be calculated without regard to actual
experience.

In the past, this provision has been a significant
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factor in reducing banks' taxes, because the formula exceeded the
bad debt expense reported to shareholders by a multiple of three
or more.

In recent years, however, this factor has been much less

significant, largely because actual bad debt experience has
worsened for domestic as well as foreign loans.

Moreover, the

statutory formula is being phased out and will be-eliminated
entirely after 1987.
Thus, commercial banks reduce their taxes primarily by such
well-known devices as the investment tax credit, accelerated
depreciation, municipal bonds, and capital gains.

All of these

mechanisms are available to business corporations generally,
although the latter two have particular significance for financial
institutions.
A few concluding caveats should be noted, however.

First of

all, our analyses rely exclusively on publicly available data.
Actual tax returns are confidential, needless to say, so only
company-prepared information has been used.

Secondly, no attempt

has been made to "verify" this information.

That is, we have no

way of knowing whether the banks' equipment really qualifies for
accelerated depreciation, whether the investment credit is
properly claimed, whether the treatment of certain profits as
"capital gains" is accurate, and so forth. Only a full-scale
I.R.S. audit can answer these questions.
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Thirdly, the tax "provisions" reported in financial statements
do not necessarily correspond to the actual taxes paid by that
company.

Typically, a company's private auditors include some

padding or "cushion" to cover questionable positions or
"aggressive" interpretations taken on the company's tax returns.
This procedure is done primarily to protect investors, but the
inevitable consequence is

that a company's actual tax burden may

well be less than the tax rate reported in our studies.
In any case, our charts do not purport to challenge the wis4om
or appropriateness of specific tax provisions, be they investment
tax credits or the municipal bond exemption.

They do, however,

dramatize the effect of those provisions on particular companies
and industries.

When, as in the case of financial institutions,

those provisions render an industry virtually exempt from federal
income tax, questions may indeed be raised about the usefulness of
those provisions, and such questions should be considered
3

seriously.

Hopefully, our studies help to encourage such

serious consideration.

RLK:dlr

3.

See also Kaplan, The Issue Is Corporate Tax Breaks, Not Their
Tax Rates, 14 BUSINESS & SOCIETY REVIEW 39 (1975); reprinted
with statistical appendix as Disparity in Corporate Rates
Raises Questions About Underlying Tax Policy, TAX NOTES,
Nov. 17, 1975 at 13.
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The CHAIRMAN.

Mr. Wertheimer.

STATEMENT OF FRED WERTHEIMER, PRESIDENT, COMMON
CAUSE, WASHINGTON, D.C.
Mr. WERTHEIMER. Thank you, Mr. Chairman.
I want to commend the committee for these hearings and for the
work it has done over the past year to begin to reverse the process
of a tax system that is dominated by special tax preferences.
The study just released by the Joint Tax Committee certainly appears to show that the banking industry, because of the cumulative
impact of a series of tax preferences, has a privileged status in the
tax system. The fact that they are one of the most powerful interest groups in the country is probably not unrelated to that privileged status.
The study shows why this hearing is appropriate. Congress
should be very carefully examining how and why the banking industry has achieved the status of being among the lowest-paying
industries in the tax system.
Congress also should be very carefully questioning whether it is
fair and equitable for it to continue that way. If it's not, then the
Congress should be considering legislation to change it.
We also believe, however, it is important to recognize the larger
question raised here-the need for Congress to pay far greater attention to the whole system of tax preferences that exists today. At
a minimum, Congress should be periodically and systematically
looking at the almost $300 billion in tax preferences that exist now
to see if they are fair and equitable. And that of course is all the
more urgent given the huge deficits the country faces, and I'm very
glad to hear the chairman say that this is the beginning of a series
of hearings that will attempt to do that.
That approach was certainly the philosophy underlying last
year's important tax bill. In our view it is a correct philosophy and
should be carried forward in this Congress.
Ultimately, as the committee knows from our testimony last
year, we hope to see the day when the tax system will move away
from being so based in special tax preferences.
There was discussion earlier about whether this hearing was related to the amendment pending -on the floor. The hearings may
not be directly related to the amendment being on the floor
today-and I leave it for the committee to explain the relationship
between the hearing and that amendment-but the tax status that
the banking industry has in America is directly related to what is
going on on the floor today, because both of them flow from exceptional and at times very distorted power that the banking industry
can exercise in this country and in Congress.
Earlier this morning Senator Metzenbaum said:
People take advantage of preferences-those preferences aren't the fault of the
people taking advantage of them, they are our fault in Congress-we give them the,
preferences.

Well, I will partially agree with the Senator, but I would add
that those preferences don't wind up in the code by accident; they
don't simply come out of the interests of the Congress; they come
out of power and the exercise of power.
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Bankers and the banking industry are known for their commitment to fiscal responsibility and prudence, and I'm sure the banking industry is deeply committed to reducing the Federal debt.
That commitment appears to be much stronger, however, when it
applies to others than when it applies to the banking industry.
That at least- is the impression one would get from the provision
that is pending in the Senate today and from the impact of the tax
structure on the effective rate that the banking industry is paying
in this country.
I think the special-interest nature of our present tax system can
be vividly seen in the effort to repeal the tax withholding provisions. Our organization withholds taxes for the Government, so do
millions of others. It costs us money to do so; it's an administrative
burden for us to do it. I wonder whether the banking industry is
interested in repealing withholding of income and social security
for my organization and for the millions of other organizations that
exist in this country that do it?
That fight going on is very important in the larger scheme of
things, because it is a fight over whether or not we can continue
with the philosophy that began with last year's tax bill, of trying to
address a system that is permeated with preferences, or whether
we cannot continue that philosophy.
So I think the action and the fight is directly related to the question of what the banking industry's effective rate is. We support
the efforts of the chairman and others to continue that withholding
provision, and we hope very much you are successful, because we
think it will directly impact on whether or not we as a country can
make some progress away from a tax system dominated by interest
preferences to one that is more equitable, a move that is all the
more important in an era of $200 billion deficits.
Thank you.
The CHAIRMAN. Thank you, Mr. Wertheimer.
[Mr. Wertheimer's prepared statement follows:]
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TESTIMONY OF FRED WERTHEIMER
PRESIDENT OF COMMON CAUSE

Thank you, Mr. Chairman and Members of the Committee,

for the opportunity

to testify today on the taxation of banks and other financial institutions.
Although our testimony focuses on tax provisions that affect financial
institutions, our concerns relate to problems that afflict the entire federal
tax system.

That is, we see the taxation of financial institutions not as an

isolated issue, but as an illustration of pervasive problems that this Committee and the Congress should address.

We would like to thank you at the outset, Mr. Chairman, for the leadership you have provided this year and last in removing some of tax system's
serious inequities and in defending those improvements once enacted.

We hope

that you will continue to focus attention on the crucial issue of tax equity
as you and the Comittee address the nation's revenue needs in the 98th
Congress.

REVENUE AND EQUITY

Raising revenue is the principal purpose of any tax system.

As we

testified before this Committee last September, the public has a right to
expect that needed revenue will be raised in ways that are fair and that
ensure compliance by all taxpayers.
tO achieve these objectives.

But our tax laws increasingly have failed

The result, as we noted last fall, has been

widespread public dissatisfaction with the tax system, as revealed by a number
of recent surveys.

We are here today to stress that the changes we advocated
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then are needed more than ever:

the tax base must be broadened, compliance

with our tax laws must be improved, and public faith in the tax system must be
restored.'

The specific issue we address today -

institutions -

taxation of financial

illustrates in particular the need to distribute the burden of

taxation fairly, and without regard to the influence of powerful special
interests.

The 1981 Tax Act

The treatment of tax preferences in the 1981 tax law -

the so-called

"Economic Recovery Tax Act" -- did severe damage to the dual needs of revenue
and equity.

That Act cost the government billions of dollars in revenue as it

created new tax preferences and expanded existing ones.

The resulting revenue

drain contributed to our present deficits, currently estimated at more than
$200 billion in fiscal year 1983.

The new and expanded tax breaks created by

the 1981 Act also undermined the equity of the tax system, since they
increased the disparate treatment of income from different sources, provided

disproportionate benefits to the wealthiest taxpayers, and further diminished
the corporate share of the tax burden to about 6 percent, down from nearly 25
percent during the early 1960s.

The Influence of Special Interests

One reason for the proliferation of tax preferences and the tax system's
increasing inability to raise revenue fairly has been the steady growth of
special interest influence in the tax lawmaking process.

Many corporations,

trade associations and labor groups have wielded their influence to shape the

-
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tax system to their own needs.

That influence approached all-time high levels

-- and the integrity of the tax system approached all-time lows -- during the
Lear jets packed

infamous "bidding war" that produced the 1981 Act.

Washington's airports as a horde of corporate executives and lobbyists swarmed
over Capitol Hill, seeking special tax breaks for their firms and industries.
Tb addition, Political Action Committees (PACs) representing various special
interests contributed almost one-half million dollars in campaign
contributions to members of the Ways and Means Coumittee in the five months
surrounding the Act's passage.

As Chairman Dole has noted, "when these PACe

give money, they expect something in return other than good government."

Such

special interest contributions strike at the heart of public confidence in a
tax system that relies fundamentally on public trust and voluntary compliance.

The Tax Equity and Fiscal Responsibility Act of 1982

In response to the escalating deficits and public outcry over inequity
that the 1981 Act created, Congress, led by this Committee, passed the Tax
Equity and Fiscal Responsibility Act of 1982.

While TEFRA did not solve all

of the tax system's problems, it repealed or restricted several of the most
inequitable tax preferences.

In doing so, the Act slowed the steady erosion

of the tax base and the growth of deficits that previous tax measures
particularly the 1981 tax Act -- had exacerbated.

--

In addition, several key

provisions of the Act encouraged greater compliance, especially among those
taxpayers who have escaped paying their fair share through use of tax shelters
or receipt of non-wage income.

Together these provisions constituted an

important first step toward rebuilding public confidence in a tax system too
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often perceived as benefiting the wealthy and--influential at the expense of
the average taxpayer.

THE CONTINUING NEED TO RESTRICT TAX PREFERENCES AND ENHANCE EQUITY

TEFRA was only one step in the right direction.

The task of closing

unfair tax preferences and ridding the tax code of its special interest
domination remains an enormous one.

Public support for the tax system depends

on a widespread perception that the system is fair.

That perception will be

fostered only if Congress commits itself to transforming the current tax
system -- a patchwork of special interest provisions --

into a fair and

effective instrument for raising revenue.

Restricting Tax Preferences: The Tax Treatment of Commercial Banks

The tax treatment of commercial banks illustrates the need for further
congressional scrutiny of the tax system.*/

According toa study released

this week by the Joint Committee on Taxation, the twenty largest U.S. banks
paid an effective rate of 2.7% in corporate income taxes on their domestic
income in 1981.
rates

--

And cix of those banks actually paid negative effective tax

a graphic illustration of the abundance of legal means available

*/ Although our general discussion of tax preferences applies to other
financial institutions, we will restrict our comments here to commercial banks
for two reasons. First, unlike thrift institutions, they are generally in
financial good health. Second, unlike credit unions, commercial banks are
taxable corporations with a vested interest in reducing their tax liabilities.
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for reducing tax liabilities.

Of all industries, banks paid the third lowest

tax rate on U.S. income in a year when their profits grew almost three times
faster than the average for all industries.*/

Several provisions in the tax

code combine to allow banks to reduce and, in many cases, eliminate their tax
liabilities.

These provisions include:

1. Tax-Exempt Municipal Bonds.

Comsercial banks are the largest

purchasers of tax-exempt municipal bonds.

The tax-exemption for

municipal securities was designed to provide an indirect federal
subsidy to state and local governments.

Yet the largest reduction in

bank tax rates is attributable to their holdings of these securities.
While any taxpayer may purchase tax-exempt bonds, banks have special
incentives to do so.

Unlike other investors, banks can deduct the

interest they pay on customer deposits used to purchase or carry
tax-exempt bonds.

2. Leasing.

For twenty years, comrcial banks have been allowed to

engage in leasing transactions

that is, purchasing equipment to

qualify for investment tax benefits and then passing part of those
benefits on to non-taxpaying entities in the form of lower lease
payments.

Like other leasing corporations# banks can purchase

equipment with borrowed money and then lease it,

thus leveraging

their investment and sheltering greater amounts of income.

As reported in "Corporate Scoreboard," Business Week, March 16, 1981,
May 17, 1982, and March 14, 1983.

21-161 0-83---10
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As with the indirect subsidy from municipal bonds, leasing constitutes an indirect federal subsidy to tax-exempt organizations and
non-taxpaying corporations.

But as is the case with municipal bonds,

a portion of the tax subsidy serves to reduce bank rates.

3.

Foreign-source Income.

As is true for other corporations, banks may

credit against their U.S.

tax liability the foreign taxes paid on

their income earned abroad.

In addition, they may defer payment of

any remaining U.S. taxes on income from their subsidiaries until it
is repatriated.

Foreign tax rules were adopted to avoid double

taxation of income earned abroad, which would discourage overseas
operations of U.S. corporations.

Yet because banks have expanded

their foreign operations about three times as fast as their domestic
operations in the last ten years, these provisions have significantly
lowered their effective U.S. tax rates.

4. Bad Debt Reserves.

Banks are also allowed a tax deduction for

additions to their bad debt reserves.

This deduction can be cal-

culated using the "experience" method -- reflecting an average of
their bad debt losses actually incurred during the previous six years
--

or the "percentage" method --

noninsured loan assets.

reflecting a portion of their total

Under a 1969 tax law, the percentage method

is to be gradually phased out of existence, disappearing altogether
by 1988.

We recognize that each of these provisions raises complex iiues of tax
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Yet their cumulative effect is to enable banks to pay one of the

policy.*/

lowest effective tax rates of all U.S. industries.

That result raises serious

Certainly the American public deserves to know why banks appear to

questions.

bear so little of the national tax burden.

Therefore, we urge the Congress to

re-examine these and other tax provisions available to banks, focusing on
their cumulative effect, as well as their individual merits.

But we wish to make a larger point. Congress must periodically
--re-examine tax preferences throughout the tax code, both individually and in
terms of their cumulative effect on the equity with which tax liabilities are
distributed.

Such a review of tax preferences is especially urgent in this

period of high budget deficits.

Those provisions that Congress finds

excessive should be restricted.

Those that are failing to meet their

objectives efficiently should be replaced, preferably with direct spending
programs.

And those that are no longer justifiable should be repealed.

was the philosophy embodied in TEFM,

That

and that is the philosophy that should

guide future tax policy for banks, for other financial institutions, and for
all areas of the tax system.

/ For example, banks may pay "implicit' taxes as a result of carrying
municipal bonds. "IsplicitO taxes refer to the reduced income banks and other
financial institutions may receive as a result of acting as financial intermediaries. As discussed above, banks may have lower effective tax rates
because they buy substantial amounts of tax-exempt municipal bonds. But
tax-exempt bonds typically pay a lower rate of return than taxable bonds.
Thus, banks "implicitly" lose the difference between the return on their
municipal bonds and the rate they would otherwise have received on taxable
securities.
It is unclear, however, how much consideration Congress should
give such implicit taxes. After all, other industries also pay implicit taxes
due to regulation or other duties that the laws impose.
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The Need to Protect Previously-Enacted Improvements

The task that lies ahead will not be easy, because special interests will
lobby against your efforts every step of the way.

They will also lobby to

undo accomplishments already achieved, but Congress must vigorously resist
those efforts.

For good tax legislation passed one year, but repealed soon

after by a Congress under pressure, can be more harmful to the tax system than
no reform at all.

Retreat in that fashion merely confirms the public's

cynical view of the tax system:

that it is easily manipulated to suit the

special needs of narrow interests.

The difficulty of sustaining needed tax reform is well illustrated by the
current campaign to repeal withholding on interest and dividend income.

Withholding -- a key provision in TEFRA -- was adopted to raise revenue by
improving taxpayer compliance on interest and dividend income.*/
was also adopted to promote equity.

Withholding

It treats income and dividend income i in

the same manner as wage income by requiring that taxes be paid as income is
earned rather than once a year.

And It promotes equity among income groups

because those who receive substantial interest and dividend income are disproportionately upper-income t&xpayers.

However, financial institutions have lobbied for years against withholding.

Unwilling to help the government collect taxes

employers and retailers have shouldered for decades

---

a responsibility most
they have now mounted a

*/ Compliance for such income is now less than 90 percent, compared to 99
percent for wage income.
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massive campaign to repeal the provision.

Able to contact millions of Ameri-

cans in the course of their normal business dealings, commercial banks and
thrift institutions have issued misleading statements about withholding,
frightening their depositors into opposing this instrument of good tax policy.
Using such deceptive slogans as "ten percent of the money you earn in interest
is going to disappear," they have implied that withholding will deprive
depositors of substantial income and may even drive them to financial ruin.

In reality, the Treasury has estimated the cost to taxpayers will be
small.

On a $1,000 account invested at 9 percent, for example, the cost to

the taxpayer would be only about fifty cents, or less than one percent of the
interest that would otherwise compound.

Nor will the administrative burden on

TEFRA allows banks to defray their first-year adminis-

banks be unreasonable.

trative costs by giving them-use of the withheld funds for 30 days.

in

addition, last week the Treasury announced that it would give the banks an
extra six months (beyond the original six month extension that was included as
part of TEFRA) to implement their withholding systems for some types of
.accounts and securities.

Thus, Congress has prudently reduced both the budget deficit and the
inequities of the tax system by enacting a sound, justifiable tax provision.
And yet members are now faced with mounting pressure to repeal it.

The

financial industry's campaign has helped generate volumes of constituent mail
opposing withholding.

In response, Congress should expose the misinformation

in the industry's campaign and publicly defend last year's legislative accomplishments, not retract them.

This challenge will face Congress every time It

improves the tax system over the objection of some special interest.

But
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every time, it should hold fast to TEFRA's philosophy: that tax equity and
fiscal responsibility, and not the concerns of special interest groups, should
shape this nation's tax policy.

CONCLUSION

Congress must acknowledge what the public already perceives, that tax
preferences reduce fairness when special interests use them to reshape the tax
system to suit their own needs.

And Congress must continue to recognize -- as

it did in TEFRA -- that tax preferences are not a costless way of achieving
public objectives.

Because they cause inequity in the tax system and reduce

revenues to the Treasury, Congress must carefully scrutinize all new and
existing tax breaks, including those that benefit banks and other financial
institutions.

Those deemed absolutely necessary must be recognized as a form

of government spending, with resulting revenue losses reviewed periodically
and recovered elsewhere if growing deficits are to be contained.
be restricted or eliminated altogether.

Others must

That is the only approach to take if

Congress is to raise revenue in a manner that is fair and that inspires public
confidence.
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The CHAIRMAN. Mr. Fullerton.
STATEMENT OF DON FULLERTON, ASSISTANT PROFESSOR OF
ECONOMIC AND PUBLIC AFFAIRS, WOODROW WILSON
SCHOOL, PRINCETON UNIVERSITY, PRINCETON, NJ.
I
Mr. FULLERTON. Thank you.
Mr. Chairman and members of the committee, I appreciate this
opportunity to be here.
A number of different studies have been reported this morning,
and they all seem to show that the effective tax rate on banks is
lower than the effective tax rate paid by other industries. Also, a
number of people testifying have given reasons why that is so,
namely tax-exempt bond interest, leasing, and such.
I won't go into that further, but I would like to ask, with those
low effective tax rates in mind, what are the economic effects of
those low effective tax rates? What are the effects on the distribution of income? What are the effects on efficiency and productivity
of the economy?
Well, first of all I think that some of the discussion this morning
has been misleading in talking about a bank as a taxpayer institution.
Along the lines that Senator Long was suggesting earlier, I think
we should not be interested in the welfare of nonhuman entities
such as banks or corporations or institutions. Instead we should be
interested in the welfare of individuals-investors, workers, or consumers. The point is that unfair treatment of banks is just not an
issue of any importance.
We might be concerned with an unfair treatment of the owners
of the banks, but I would like to argue that the low effective tax
rates on banks do not provide any advantages to the owners.
Most commercial banks are large corporations with many shareholders, and the stock is held very widely. When these special provisions were first enacted, and the after-tax profits of the bank
went up, the stockholders at the time would all reap a windfall
gain. The reason they would reap a windfall gain is that other potential stockholders would be willing to pay more for that stock in
order to acquire the rights to that higher return.
But the point is that subsequent stockholders, new buyers of
bank stock, by paying that higher price and perhaps earning that
higher profit, are only receiving a normal rate of return. The
entire benefits go to the windfall capital gains of the people who
hold the stock at the time of the tax change.
So current stockholders are not receiving any unfair advantage
in the way of a higher rate of return. The stock market insures
that they cannot receive a higher rate of return on average than in
other investments, or else more investments would flow right in
and bid away that higher return.
As a result, I think that some of the discussion of equity is misdirected. In fact, to the extent we are concerned about equity, we
might be more concerned instead about the windfall losses that
would occur to the owners of the bank if we were to raise the taxes
back up; because then, when the net profits are reduced, the price
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of the stock would have to fall for a new purchase of bank stock to
yield the same rate of return as other investments.
These kinds of equity comments argue against making any tax
changes at all, because the tax changes result in capricious windfall capital gains and losses. Losses do not accrue to those who
made earlier gains, because the corporate stock has changed hands.
Aside from these equity arguments I would like to turn to some
considerations of efficiency. There are problems with having different effective tax rates on different industries. The resources of the
economy are m;" r-rted, in a sense. If there were no taxes at all,
or if all industries were taxed similarly, then the great American
entrepreneurs would know just what to produce and how to produce it so as to satisfy the needs of consumers.
But when the Government steps in and applies differential tax
rates-high rates in some industries, low rates in others-that allocation of resources is affected, and the private economy cannot produce the same real value of products that it otherwise would be
able to produce.
I have a simple-minded example to illustrate this: If we were to
have 99 percent tax rates on all commodities in the economy
except for the production of cabbage, we could produce a heck of a
lot of cabbage. We could produce it very efficiently. We could use
the right combinations of land and labor and machinery, but it
wouldn't be the right output. It would be a perfectly efficient technology, but it would not be an efficient or healthy economy. We
would be producing way too much of one thing and too little of another.
That is a very simple and extreme example, but there are reasons to believe that the same kind of thing goes on with less extreme examples. Because of the differential taxation of banks
versus other industries, there is reason to believe that there is too
much banking going on. There is too much provision of banking
services relative to the healthy economy where the entrepreneurs
allocate resources so as to produce what the consumers want in the
correct mix.
These tax differentials serve to misallocate resources and reduce
productivity, and this is something with which we ought to be concerned.
I have some suggestions for reform in the written testimony and
I am willing to answer questions on those reforms, but I see that
my time has ended for these verbal remarks.
Thank you.
[Mr. Fullerton's prepared statement follows:]
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Mr. Chairman, and members of the Committee, I appreciate this
opportunity to come and tesify before you.
,--By some-Incredible coincidence, the Washington Post just yesterday
reported a study by the Joint Committee on Taxation finding that the nation's
twenty largest banks paid 2.7 percent of their 1981 income in taxes.

This

effective tax rate is considerably below the rates paid by most other industries in the study.

I'm not sure how this study came to be released just

before these hearings on bank taxation, but it does provide us with a useful
framework for discussion.

Some of the questions raised by this study include:

1.

Are banks' effective tax rates really that low?

2.

If so, why are they so low?

3.

What are the effects on the distribution of income?

4.

What are the effects on productivity and real output of the economy?

5.

What reforms might be suggested to improve matters?
These five questions represent far more than I can cover adequately

in the few minutes available, so I will discuss some in more depth than
others.
First, it is difficult to deny that banks have low effective tax rates.
Different studies have been undertaken by the Joint Committee on Taxation,
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by the journal Tax Notes, and by academic economists with which I am
familiar.

These studies differ in their methodologies and results, but

they all generally support the notion that banking as an industry is
taxed less than other industries.
Second, it is generally recognized that banks pay low effective tax
rates because of special provisions that are available only to them.

Most

of us are not allowed to deduct interest payments on funds that are borrowed
to finance the purchase of tax-exempt municipal bonds.

Banks, however, can

undertake suh borrowing without limit, deduct the interest paid, and
exclude the additional tax-exempt interest receipts.

They pay an implicit

tax because the municipal bond rate that they earn is less than the taxable
rate that they pay, but effective tax rate measures typically exclude this
implicit tax.
Banks also receive large deductions for bad-debt reserves.

Because of

complicated rules that are specific to the banking industry, these deductions
usually exceed the aCttual losses that banks experience.

As a result, this

provision also reduces tax as a-proportion of nat income.
The newest mechanism for tax avoidance is potentially the biggest.

When

a U.S. bank lends to a U.S. corporation, interest receipts are taxable income
to the bank.

The same loan, however, can be run through a Caribbean sub-

sidiary of the bank.

Income there is not taxed until repatriated, so effective

tax rates are again reduced.

The net effect of these and other provisions

is that taxes for banks are essentially voluntary.

Banks could make use of

these provisions more than they do, but there are other costs involved, and
at least occasional payment of tax is better for public relations.
Most would probably conclude that these provisions represent unfaIr
advantages for banks.

This inference is misleading, however, for several
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reasons.

First of all, we should not be interested in the welfare of non-

human entities such as banks, corporations, or other institutions.

We

should instead be interested in the welfare of individual investors, workers,
or consumers.

Unfair treatment of banks is just not an issue of importance.

We might be concerned with unfair advantages to owners of the banks, but I
would like to argue that low effective tax rates on banks do not provide any
advantages to their owners.
Most comercial banks are large corporations with many shareholders.
When tax advantages were first introduced, years ago, competitive forces in
the stock market undoubtedly bid up the price of bank stock.

Those who

held bank stock at the time enjoyed a windfall capital gain, but any new
purchaser of bank stock would pay more for the stock and thus earn only a
normal rate of return.

Most current holders of bank stock have purchased

their stock since the tax advantages were introduced, and they are receiving
only a normal return on their investment.
The stock market insures that current holders of bank stock do no
better or worse, on average, than current holders of other stock.

Indeed,

current bank owners have good reason to object to legislative changes in
those tax advantages for banks, because-any tax increase would probably
result in capital losses for them.

If higher taxes reduce net-of-tax profits,

then the price of bank stock would have to fall for new investors to earn
the same expected rate of return in any investment.
Moreover, any tax change results in capricious redistributions.

The

introduction of tax advantages provided windfall capital gains to some
individuals, and their removal would provide windfall capital losses to
different individuals, since the great bulk of corporate stock changes
hands so rapidly.
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To sumuarize these contents on redistributions, it is extremely
unlikely that current bank owners receive unfair advantages.

Concern

about equity should be directed at windfall losses to current bank owners
that would result if their taxes were raised.
Despite these redistributions, there might be good reason to eliminate
tax preferences for banks.

While these tax preferences don't provide higher

rates of return to investors, they do provide considerable incentive to invest
more resources in the banking Industry.

When the allocation of resources

is changed in this way, the economy produces the wrong mix of outputs with
a lower real value.
Let me explain this phenomenon with a simple-minded example.

With no

taxes in the economy, profit seeking entrepeneurs will produce just what
consumers want to buy.

If there are no external benefits or costs such

as pollution, then Adam Smith's invisible hand works well.

Suppose however,

that 99 percent tax rates were imposed on the production of all outputs
except "cabbage."

Lower net returns in the taxed industries encourage

producers to shift their resources into the untaxed industry until, as
above, net after-tax rates of return are made equal.

Lots more cabbage

will be produced,with perfectly efficient combinations of land, labor, and
machines.

Because other goods are made more expensive, consumers will buy

the additional cabbage.

Clearly, however, it would not be a healthy economy.

This extreme tax differential implies very high costs to society, but
less extreme tax differentials imply the same kinds of costs.

We encourage

certain kinds of equipment which investment tax credits, but we often forget
that the additional equipment comes at the expense of other investments in
buildings, Inventories, or intangibles.
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Similarly, higher taxes on oLher activities encourage more banking
activity.

These banking services have value and are produced perfectly

efficiently, but, unless there is some good reason to believe that banking
services confer general benefits to individuals other than the direct producers and consumers of banking services, there is too much of it.
Resource misallocations reduce the real productivity of the economy.
Clearly, this tax differential could be eliminated by raising the tax
rate on banks, back to the level of other industries.

Then all would be

affected similarly, and we would not have too much of one at the expense of
another.

If we were to attempt to impliment a comprehensive income tax,

this approach would be the correct one.
As an alternative reform, however, I would like to reco
hensive consumption tax.

nd a compre-

As argued above, we ought to be concerned with

fair treatment of individuals, and this kind of equity is difficult to achieve
by taxing institutions such as businesses.

After all, high-income businesses

are often owned by many low-income individuals,
often owned by high-income individuals.

and low-income businesses are

As a result, taxation of high-income

businesses cannot accomplish goals regarding fair treatment of individuals.
Under a comprehensive consumption tax, there is no need to operate
separate taxes on business at all. Individuals simply report all forms of
income, and deduct all forms of savings through qualified accounts such as
IRA accounts without ceilings.

If those funds are used to invest in business,

or banks, which make profits, then the individual is taxed on those profits
when he withdraws them from the account to spend.

The resulting tax base

for different individuals can be subjected to a schedule that is as progressive as desired.
Finally, of course, this reform would put banks on the same footing
as other businesses and thus remove distorting effects of tax differentials.
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The CHAIRMAN.

Senator Long.

Senator LONG. No questions.
The CHAIRMAN.
Senator PRYOR.

Senator Pryor.

Mr. Fullerton, in your opinion, what would be
the effect if we did not allow banks to deduct interest when they
borrow money to purchase the tax-exempt bonds? What would be
the overall effect on the tax-exempt bond market?
Mr. FULLERTON. Well, in the tax-exempt bond market, it probably would result in less of a subsidy to the State and local municipalities. But of course the amount of that subsidy is related to Federal revenue loss, so tbat would be a way to raise revenue. Part of
that revenue increase would come at the expense of the State and
local governments, and some would come at the expense of the

banks.

. Senator PRYOR. So, if we did not allow the banks what some
might call "a break," then the consumer on the State and local
level would have to pay a tax increase to support such things as
sewers, streets, and water-improvement districts?

Mh
Or.FULLERTON. That is possible, yes.
Senator PRYOR. What do you think about the bank stock issue? I
was interested in the rate. of return for the stockholder on bank
stocks.
It is my understanding tha- bank stocks generally have not been
an attractive investment. It is my understanding that they don't
really get a very large rate of return, and this has been the case
for the last 3 or 4 years.
Mr. FULLERTON. That speaks directly to my remarks earlier.
Senator PRYOR. Right.
Mr. FULLERTON. Just an efficient working of the stock market
would suggest that you can't do better buying one stock, on average, than you can by buying any other stock. So I would not expect
the bank stocks to be doing any better as a rate of return for an
investor even with these tax advantages. That's why I say that removing the tax advantages would create a windfall loss for those
current bank stock owners.
Senator PRYOR. You mentioned in your written statement, which
I read earlier today, that some banks have engaged in possible Caribbean-based bank companies or maybe French banking in the Caribbean. And, that these entities are used as a way to avoid taxes.
Is this correct?

Mr. FULLERTON. Yes.
Senator PRYOR. To what extent does this go on?

Mr. FULLERTON. I'm sorry I don't have figures with me. In discussing this with some of my colleagues at Princeton, that was suggested as a major upcoming way for banks to avoid taxes. The suggestion was that it is not used very extensively now, but that it
may be more so.
By the way, if the interest deductibility on the borrowing used to
finance tax-exempt municipal bonds is removed, and they lost that
tax break, then they would be likely to find others such as these
foreign tax breaks.
Senator PRYOR. Mr. Kaplan.
Mr. KAPLAN. Yes, Senator Pryor. I would like to add something
on that.-The use of offshore tax havens primarily for banking in-
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dustry loans is neither particularly obscure nor particularly recent.
There was an article in the Wall Street Journal for February 4,
1983, involving this sort of switch, having loans that were allegedly
French for U.S. purposes, and allegedly United States for French
purposes. As one who practiced law in Texas for several years, I
was well aware of these techniques. Indeed, if one was representing
a major bank and was unfamiliar with offshore banking modalities
and the various tax incentives-particularly the allocation of interest between United States and foreign sources, he was probably
guilty of professional malpractice.
Senator PRYOR. Thank you.
That's all, Mr. Chairman. Thank you.
The CHAIRMAN. Senator Chafee.

Senator

CHAFEE.

Thank you, Mr. Chairman.

Mr. Wertheimer, I would like to ask a question if I might. What
you stressed in your testimony was the feeling that the banks have
been getting away with murder, that they have gotten all kinds of
preferences, that these preferences should be curtailed. And I'm
not arguing with that.
But if you look at banks, banks have not been an area that has
been a very good investment. I doubt if the price of any major bank
stock has ever reached what it was in 1970, for example. And that's
not even counting inflation.
If you look at growth companies, if banks aren't there, if you
look at who has made a lot of money in the country, they have
been real estate developers, and fast-food eaterie kings, and oil
field magnates. But you don't read about bankers very often except
maybe the Butcher Brothers, and they haven't done too well.
So I am just asking this: Suppose we did everything asked, we
eliminated these preferences, and the major preferences go to
areas, as Senator Pryor mentioned and we have mentioned here, in
the revenue bonds and tax-exempt bonds-well, let's take that specifically.
So we do that. Then where are we? Is that an improvement as

far as the national interest goes, in your judgment?
Mr. WERTHEIMER. Well, I would like to reframe a little bit the
question that I think has to be looked at by the Congress.
The Congress enacts a series of different preferences. It's only
when you look at the cumulative impact of those preferences on
the banking industry that you then find out that they are among
the lowest payors of effective tax rates.
I don't think we can point to a value judgment that has been
made to date that says, "We want the banking industry to be
among the very lowest payors of effective tax rates." It is a cumulative impact of a series of preferences, not particularly enacted for
that result. And it is at that point that I think Congress has to look
seriously about whether in fact you really do want that result,
whether that is a value judgment, that is beneficial to the country.
A second point I would make: If we have a corporate tax structure that holds out a corporate rate of 46 percent, and it turns out
that the effective rate for one industry is 2.3 percent, that tremendously contributes to people's view that this is an inequitable,
unfair tax system, particularly when they look at what they themselves pay.
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So I think you have a second problem that this kind of activity
causes, a feeling of a very, very inequitable tax system.
The third point I would make is that when we wind up on the
corporate side with a whole series of industries paying vastly varying effective tax rates, the question is do we really want that? Is
that a public policy judgment that those differences should be
made? Or did we wind up that way?
It's where a system of preference after preference after preference takes you to, without ever making any value judgment that
you wanted to get there. And in that context I think this kind of
hearing and future hearings require the Congress to look at that
and make the judgment.
So I didn't say and I don't say, "Repeal all of those preferences."
I do say that given the very favorable treatment and the tax
system that the banks appear to have, it is correct to be very carefully looking at this question and determining whether this is fair
and equitable vis-a-vis individual taxpayers and other industries.
Senator CHAFEE. Well, I think you are right. I think it is of great
value to look at this, and when you see a disparity within an industry or of industry versus industry we should consider it.
But when we grant the preferences around here, the preferences
aren't to preserve the industry or the corporation; the preferences
are directed toward what is the effect going to be on the individual.
We don't give preferences as far as banks not having to pay interest or being able to borrow to invest in tax-exempt bonds; we do
that because of the effect on the tax-exempt bonds, not looking at
the industry.
However-yes?

Mr. KAPLAN. Senator Chafee, I wanted to mention two things on
that subject.
First, you asked earlier that the joint committee staff investigate
the relationship between effective tax rates and charges to consumers. The studies that Tax Analysts have done are unique in the
sense that they have been done over the past 9 years, not just for
1981, and show that banks' effective tax rates have been regularly
the lowest of all industry groups, and on an absolute level, have
been less than 10 percent throughout that period.
During that same period, of course, interest rates charged to consumers, which we might think of as the price to the ultimate purchaser, have varied widely, appFarently without any relationship to
corporate tax rates.
Senator CHAFEE. My time is up, but it is curious. I think Mr.
Wertheimer's points are very good, but it is curious that with this
low rates, these preferencesand all, that people aren't rushing to
invest in banks, but banks as investments, as a stock, have been a
dog or close to it over the past 15 years.
Well, I wouldn't put them quite that low, but they have not been
as good as some.
Thank you.
All right, go ahead.
Mr. KAPLAN. I had one further point, and that is that all of these
studies use 1981 rates. I think that is significant, because the
changes wrought in 1982 have not bees incorporated into the financial statements that we-have been able to see.
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I mention that point because of the discussion in Congress last
year relating to the alternative minimum tax. This is relevant to
the discussion of whether banking tax preferences ought to be repealed. While an alternative minimum tax doesn't repeal a tax
preference, it certainly reduces its attractiveness. And of the various tax preferences enjoyed by financial institutions, there is only
one such preference that is not subject to the alternative minimum
tax, and that exception is the exemption of interest from municipal
bonds. The principal tax incentive relating to leasing-namely, accelerated depreciation for property subject to a lease-is included,
as well-as the excess bad debt reserve additions. Both of the excess
deductions, that is the tax deduction in excess of what actual experience would produce, under section 585 for banks and under section 593 for savings and loans, is already subject to this minimum
tax.
Senator CHAFEE. Thank you very much.
Senator PRYOR. May I ask another question?
The CHAIRMAN. Sure.

Senator PRYOR. I might just ask each of you to answer yes or no.
Do you feel that the banks should be taxed at the same rate, for
example, as General Motors or Exxon or Montgomery Ward? In
other words should we apply basically the same formula to the
banks as we apply to those types of businesses?
Mr. KAPLAN. Our studies have never suggested that all corporations be taxed at the same rate, but rather that the problem of
horizontal equity that you are describing is probably more significant for human taxpayers than it is for corporations vis-a-vis other
corporations. When we have such widely varying effective rates,
however, significant questions about the underlying tax provisions
are appropriate.
There are economic concerns, though, about having differential
tax rates, and I will let Dr. Fullerton respond to that.
Mr. FuLLERTON. Well, the efficiency considerations I was discussing earlier would suggest that you would want to have the same
rate on all industries.
In terms of the equity considerations, as I was saying, it is very
difficult to get at any notion of equity among individuals by taxing
corporations at all. High-income corporations can be held by lowincome individuals, and very low-income corporations are often
held by high-income individuals. So you just cannot get at what
you want in the way of taxing high-income people by taxing corporations at all.
Senator PRYOR. Mr. Wertheimer.
Mr. WERTHEIMER. I would just say, without saying yes to equali-

ty, I would like to see something a lot more equitable and with a
lot less disparity.
Senator PRYOR. Thank you.
The CHAIRMAN. Well, I know we have been primarily discussing
banks, but I think there is also some question-I know Treasury
has expressed a view on the credit unions and the statutory tax exemption they enjoy. Have you given any thought to that?
I cited a couple of examples of very large credit unions that are
totally tax-exempt. And again, if we are looking at the whole picture, as we are, Im not trying to single anyone out or to eliminate
21-161 0-83----11
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anyone from at least consideration. I think that's another area we
should address.
Mr. WERTHEIMER. I don't have a position on that except to say
that is absolutely correct. You pointed out earlier, if there are
changed circumstances one has to look at it in a different context.
The CHAIRMAN. Mr. Fullerton, does your theory of equity suggest
that Congress shouldn't make any changes in the. Tax Code? Just
lsave all the tax breaks-since they all balance out in the market
somehow?
Mr. FULLERTON. In terms of equity, Senator, it would suggest
that we never make any tax changes, because the redistributions
that result are very capricious. However, in terms of efficiency,
that is not the case. Efficiency would argue very strongly for equalizing tax rates on all business activities.
There are basically two ways to equalize tax rates on different
industries. If you notice these tax disparities, one way to eliminate
them would be to raise the taxation of banks. In light of some of
the other things I have said, however, it would be better to lower
-the taxes on the other corporations instead. With a consumption
tax, for example, a comprehensive consumption tax, then when
people set aside savings, those savings would be deducted from the
tax base. They could be used to invest in a bank or a business or
any kind of business activity, and the return would then be taxed
at the individual's correct marginal rate when withdrawn from the
account in order to be consumed. Such a plan would get at the
problem of taxing individuals equitably, because that tax base, the
consumption tax base, could be applied to a schedule that is as progressive as you like. Separate business taxes are very complicated
and are really unnecessary.
The CHAIP.MAN. Right. I think the President hinted about that in
Boston recently. [Laughter.]
I'm not quite clear what his message was, but-Mr. Kaplan, could you explain briefly and in simple terms what
it means when a corporation has a negative tax? And also, can individuals generally enjoy this unusual privilege? You know a lot of
people out there would like to have some of that negative tax and
don t know how to do it.
Mr. KAPLAN. I quite agree. I'm afraid that the privilege of a negative tax rate is denied to humanoids; the best we can do is have
negative income. [Laughter.]
And that is a very different situation from a negative tax rate. A
negative tax rate indicates that the company, in computing its
income for tax purposes, has a loss-that is, the accelerated depreciation, the investment tax credit, all of these particular deductions
and credits actually exceed the company's taxable receipts.
I should point out that if the company is actually losing money,
we do not consider that to be a negative tax rate, because we
wouldn't expect such a company to be paying taxes to begin with.
All of the companies included in the tax analysts' study with negative effective tax rates are companies that made money, at least in
their reports to shareholders. So we are dealing not merely with a
situation of financial income as reported to shareholders exceeding
taxable income as reported to the IRS, but rather the most extreme
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example of that phenomenon: Income reported to shareholders is
positive and income reported to the IRS is negative.
These negative tax rates flag the fact that we have a company
that is making money but not paying any tax, creating instead a
series of claims for tax refunds to be presented for up to 15 years.
The CHAIRMAN. Well, I want to thank the panel very much.
I would say to Mr. Wertheimer, I don't know what is happening
on the floor but I understand they have moved to other amendments, so I assume we will renew the withholding discussion today
or next week or next month.
But we appreciate any help you can give. It's rather a lonely
battle out there right now.
Mr. WERTHEIMER. We will do what we can, Senator.
The CHAIRMAN. I understand the President did say this morning
he would veto the jobs bill if the ABA succeeded in getting the
repeal of withholding on the bill.
Our next witness happens to be from the ABA. [Laughter.]
Mr. John Garry. We are very pleased to have Mr. John Garry,
senior vice president, Morgan Guaranty Trust Co., New York, N.Y.,
on behalf of the American Bankers Association, Washington, D.C.
Mr. GARRY. Thank you, Senator.
The CHAIRMAN. And I might say, Mr. Garry, your entire statement will be made a part of the record, and you can summarize or
proceed in any way you wish.
[Mr. Garry's prepared statement follows:]
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STATEMENT OF JOHN F. GARRY ON BEHALF OF THE AMERICAN BANKERS
ASSOCIATION
I am John F. Garry, the Chairman of the Taxation
Committee of the American Bankers Association.

I am a

Senior Vice President of the Morgan Guaranty Trust Company.
The American Bankers Association is the national trade and
professional association for America's Full Service Banks,
The combined assets of its nearly 13,000 member banks
represent approximately 95 percent of the industry's total
assets.

I would like to thank the committee for this

opportunity to testify.
Taxation affects more than the balance sheet of a
government.
In times past, however, governments operated on the
assumption that immediate revenue was the sole factor
involved in making decisions to tax.
We can only describe many of the consequences of such a
policy as disastrous, especially in that they reflected a
simple lack of foresight on the part of officials.
For example, a noted British historian points out that
government policy-makers played a part in creating the
terrible health conditions in the slums of England during
the first half of the nineteenth century.
True, the tenement owners were-reluctant to make
improvements in their property.
However, he observes that the government reinforced
this reluctance by taxing window glass.

A generation of the

English working class literally lived in the dark as a
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result .1
We have only anecdotal evidence - such as reports from
special commissions and the works of Charles Dickens - to
support the notion that this official short-sightedness
resulted in misery if not illness.
Despite the lack of statistics, can we doubt that it
did?
I hope that today we have a greater awareness that the
effects of tax --

any tax

--

are felt throughout our economy

and society.
Now, as to the purpose of today's hearing, the American
Bankers Association could not agree more readily that the
Finance Committee and the Ways and Means Committee have a
continuing oversight responsibility for the tax code.

As

you know, Mr. Chairman, many special provisions enacted
recently have included termination dates, thereby almost
compell-ing periodic reevaluation of the necessity and
2
appropriateness of the provisions.

There is no reason why the Congress should not
periodically reexamine other provisions of the Internal
Revenue Code of 1954 to test them for continued
justification and utility.

There should be no legitimate

objection to thoughtful, even-handed reconsideration of the
tax policy and public policy behind any provision of the
Federal tax law.

Temporary or transient changes in the

political or economic environment should not be allowed,
however, to influence the outcome of zhe reexamination

AMERICAN BANKERS ASSOCIATION/3

process.

I am confident that the Finance Committee will

approach the subject matter of this hearing in a spirit of
fairness and equity.

-~

Effective Tax Rates

Let me turn first to the subject of effective tax rate
studies.

There is considerable disagreement over how

effective tax rates should be calculated. 3

There is also

concern that effective tax rate data may be misapplied or
misused. 4

The more appropriate question is not what is the

effective tax rate for banks, but whether banks are bearing
their fair share of the burden of defraying the costs of
government.

The answer to that question necessarily

involves a discussion of the contribution made by banks
through excess earnings of the Federal Reserve system as
well as the intermediation of rates paid by state and local
governments on their borrowings.
While commercial banks are, in general, subject to
taxation under the same rules applicable to other taxable
corporations, there are many "special rules" applicable to
banks scattered throughout the Internal Revenue Code of
1954,5 the Internal Revenue regulations, revenue rulings
interpreting and applying the Code, and court decisions
involving controversies under this important and complex
statute.

Some of these "special rules" deny or limit

benefits others confer benefits but most of them are needed
simply to ensure that the general rules are properly applied
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to banking.

In spite of all these "special provisions", an

examination of the tax law for those features that-are
important in studies of effective tax rates reveals that, by
and large,-"special provisions" or "tax preferences" are not
involved.

Instead, as Chart I shows, the single most

important factor in reducing the Federal income taxes paid
by banks is the exemption from Federal income tax provided
by section 103 of the code for interest paid by state and
local governments on their obligations.

In addition,

another large component of the reduction for major
institutions is the credit allowed by section 901 for
foreign taxes imposed by other countries on income earned by
the taxpayer in those countries.

A tnird large component is

the combined effect of the investment tax credit and
depreciation deductions

from equipment leasing operations.

None of the tax reducing effc. tz of these provisions of the
Federal tax law is attributable to the enjoyment of a
special provision by banks, except, arguably, to the extent
that banks deduct interest on public deposits secured by
pledged securities.

Rather, they reflect the important role

of banking in municipal financing and the costs of doing a
banking business.

On the other hand, there is special

treatment when it comes to the loan loss reserve provision
for banks and other financial institutions.

Although this

is not a major component of the reduction of Federal iTicome
taxes for most banks, we believe it is an important and
justifiable "special provision" because it promotes safety
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and soundness in the banking system, a major goal of 'Fderal
policy.
I will address each of these subjects in turn, starting
with effective tax rates.

EFFECTIVE TAX RATES
The subject of effective tax rates is difficult and
complex.

More important, even where there can be some

agreement concerning methodology to facilitate comparisons,
there is not necessarily any correlation between effective
tax rates and fairness.

As noted by the Joint Committee on

Taxation in the study referenced in the press release
announcing this hearing, "If generally accepted accounting
principles and tax accounting rules were exactly the same,
then all corporations would show an effective rate of tax
equal to the statutory rate before credits.

The differences

between tax and financial accounting rules account for the
6
variances in effective tax rates".

. -

The most important question, I believe, is whether

commercial banking as an industry is bearing its fair share
of the burden of defraying the costs of government.

There

are a number of ways to approach the question.
Using the method employed by the Joint Committee on
Taxation in the study it prepared for Congressman Pease, 7 we
have recalculated the effective tax rate to reflect better
banking's contribution to the revenues by showing the result
of including in the calculation the earnings on reserves
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provided to the Federal Reserve System, in a manner approved
by the Securities and Exchange Commission for use in annual
reports, and by showing a tax equivalent analysis of
municipal bond income.

See Chart I.

Under the Monetary Control Act, banks must post
reserves with the Federal Reserve System on an interest-free
basis in direct ratio to their transaction accounts and
nonpersonal time deposits.

The reserves held by the Federal

Reserve System are then invested primarily in government
securities.

The Securities and Exchange Commission has

approved a method for calculating the earnings attributable
to the reserves posted by each bank and a format for
disclosing this in annual financial statements. 8
tax?

Is this a

It is not cast as a tax, but as a regulatory

requirement, but--because it directly generates revenue that
is covered into the Treasury as miscellaneous receipts--it
does represents a financial contribution by the banking
industry to the revenues available to pay the direct costs
of government.
contribution.

No other industry makes a parallel financial
The effective tax rate for each institution

in the Joint Committee study increases dramatically when
these two factors, or either of them, is taken into account.
STATE AND LOCAL OBLIGATIONS
With certain exceptions not pertinent here, the
Internal Revenue Code provides that interest earned on state
and local obligations is exempt from Federal income tax.
Commercial banks are the largest single component of the
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market for these obligations, historically comprising 50 to
60 percent of the market for these oblig~itions.

The

tax-exempt income derived from investmen: in these assets is
the largest single factor in

reducing th.. nominal effective

rate of Federal income tax for banks.

This provision of the

Internal Revenue Code is probably more important to banks
than to any other type of corporation.
Banks purchase these obligations for a number of
reasons that have little to do with the tax-exempt nature of
the income from the investment.

In many communities,

particularly those with either no bond rating or an inferior
rating, the banks of the community provide the only
continuous, reliable source of financing for the/local
government.

In other words, if the banks of the community

would not agree to take a substantial portion of the
obligations, where would they -be sold--and at what price?
Bear in mind here also that a substantial portion of
the tax-exempt obligations issued by state and local
governments are not long term bonds but rather revenue
anticipation notes and other short-term obligations used to
cover temporary shortfalls of cash when payments, including
municipal payrolls, become due before periodic tax receipts
have been received.
In addition to purchasing a certain number of these
tax-exempt obligations in order to meet their
responsibilities as good corporate citizens of their
communities,

banks purchase state and local obligations to
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assure themselves liquidity and to meet pledging

requirements for public desposits in excess of insurance
limits. 9
Approximately 35 states, and many local governments,
require banks to secure public deposits in whole or in part
by bonds issued by the state or local government involved,
Federal securities, or similar high quality forms of
collateral. 1 0
Clearly, this is not a "special provision" or "tax
preference" enjoyed by banks, but a reflection of the
traditional role of commercial banking in providing
financing to state and local governments.

Although the

exclusion from income of interest on state and local
government obligations appears to have derived from early
debates over the constitutional restrictions that might
attach to the taxation of state and local governments by the
Federal government, 1 1 the practical effect has been to make
it possible for state and local governments to borrow money
at rates lower than those payable on equivalent taxable
obligations.
In 1980 the Internal Revenue Service issued Revenue
Procedure 80-55,

a ruling that would have terminated a

longstanding administrative interpretation of a provision of
the Internal Revenue Code that permits the deduction of
interest paid on certain deposits secured by tax-exempt
securities.

Studies of the impact of that Revenue Procedure

on state and local governments concluded that its
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implementation would "lead to added interest costs amounting
to a present value of between $430 million to $2.15 billion
on first-year sales of new state and local -ecurities.

Each

year, of course, would add a new increment of interest
costs." 1 2

The same study found that "an annual earnings

loss to state and local governments of between $320 and $530
million" in interest on large public deposits would result
13
if the revenue procedure were to be implemented.

Not only does section 103 (which provides for the
tax-exempt status of state and local obligations) not
constitute a "special provision" or "tax preference" for
banks, it confers a positive benefit on state and local
governments through the intermediation of banks.
the so-called "bank exception" to section 265(2)

Similarly,
(which

denies the deduction of interest on indebtedness paid or
incurred to purchase or carry tax-exempt obligations),
permits banks to carry out their role as financial
depositories of public funds in compliance with the
requirements of state laws requiring collateral for large
public deposits in an economically efficient manner.
As you can see from Chart II, investment in tax-exempt
obligations has been a factor of decreasing importance in
bank taxation for several years.

The rate of decline in

bank purchases of these obligations is even greater than
indicated by the chart because for many of the decline
years, the yields on tax-exempt obligations were increasing.
This decrease in bank investment in tax-exempt
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obligations is, among other things, a consequence of changes
afoot in the financial marketplace.

For example, a leading

bank securities firm recently published an analysis showing
that, as interest expense increases, "the positive effect on
reported IBST (income before securities transactions) from
tax-exempt investments increases as long as the bank has
sufficient taxable income or is able to carry-back.
However, if the bank finds itself in a carry-forward
position the effect on IBST turns negative." 14

The article

noted that "The problem stems solely from the absolute level
of the cost of funds; regardless of the yield."

For this

reason, many banks have been slowing their purchases of
tax-exempt obligations.

With continuing deregulation of the

financial marketplace, the aggregate cost of funds to
commercial banks is likely to continue to increase.

As it

does, the importance of tax-exempt investments may well
continue to decline in overall financial and tax planning.
It should be noted also that under new section 291 of
the Code, enacted as a part of the Tax Equity and Fiscal
Responsibility Act of 1982, a portion of the deduction for
interest expense for banks and certain other financial
institutions will be disallowed

in the future to the extent

that the bond portfolio reflects post-1982 acquisition; of
tax-exempt obligations.

This will further diminish tte

attractiveness of tax-exempt obligations for commercial
banks.

This will be reflected in the financial markets as

higher yields are required in order to offset the fax

171
AMERICAN BANKERS ASSOCIATION/I1

penalty from new purchases of tax-exempt obligations.
In summary, the single largest factor in reducing the
Federal income taxes otherwise payable by commercial banks
has been investment
obligations.

in

tax-exempt state and local

Since commercial banks have made up 50 to 60

percent of the market for these obligations, the tax
exemption not only lowers the Federal income taxes banks pay
but also has an impact on the rates state and local
governments must pay.

Investors, including commercial

banks, accept a lower yield on these obligations because of
the tax-exempt nature of the income.

Even without any

erosion of the tax-exempt status of these obligations,
commercial banks have begun to cut back their purchases over
the past few years.

In part this reduction is attributable

to the impact of lower than taxable yields on financial
planning in an environment in which the overall cost of
funds to financial institutions is increasing.
Although as a banker I understand the importance of
controlling and ultimately reducing the Federal deficit, I
believe that there are serious and important public policy
considerations involved with-any modification of the tax
treatment of state and local obligations, either directly or
indirectly through modification of the tax treatment of
commercial banks With respect to investment in tax-exempt
obligations.

Because of market forces and recent tax

changes, the bank market for municipals appears to be
shrinking.

Any policy change that exacerbates this\trend
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may have adverse consequences for communities all across
this nation.

LEASING
Equipment and major asset leasing is a form of asset
based financing.

Financial institutions such as insurance

companies, commercial banks, and finance subsidiaries of
manufacturing companies have played a significant role as
intermediaries in these transactions.
may or may not be leveraged.

These transactions

If the transaction is a

leverage lease, the owner of the leased asset will have
borrowed part of the purchase price.

In virtually every

case this borrowing will not exceed 80% of the value of the
asset.

Such borrowing is normally secured by a lien against

the asset itself as well as an assignment of the rents from
the lessee.
In order to receive a favorable ruling from the IRS,
the taxpayer must demonstrate that there will be income from
the property independent of tax benefits. 1 5

Although the

rule of Rev. Proc. 75-21 is a ruling standard only, a
16
similar concept has been followed by the courts.

Consequently, it is necessary for lessors to demonstrate
that there is a positive yield on the transaction without
taking tax benefits into account in most transactions.
point should not, however, be overstated.

This

The availability

of tax benefits to the lessor are central to the transaction
from both the lessor's and lessee's viewpoint.
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The economics of tax oriented equipment leasing
transactions are such that the bulk of tax benefits derived
by the lessor in the form of investment tax credits and
accelerated depreciation or ACRS deductions are immediately
passed on to the lessee in the form of reduced rental
payments.

This is of particular importance to the capital

intensive transportation industries.
There is no question that without such tax benefits,
the yield on any given transaction would be so low as to be
unmarketable.

Accordingly, any legislative change which

reduces or eliminates the economic value of those tax
benefits will effectively remove leasing as an important
source of financing to capital intensive industries.
For a variety of reasons, over the past three to five
years many major banks have substantially reduced the volume
of leasing activity.

In order

to utilize most thoroughly

the tax benefits associated with equipment leasing, the
lessor must have a sizeable portion of taxable income
available to it.

Major banks have not enjoyed such a large

taxable income pool that would permit the tax benefits
associated with leasing to be fully utilized.

In addition,

leasing transactions, whether leveraged or not, require a
hefty initial outlay of capital.

Depending on the size of

the transaction, this capital may be committed to the
transaction for extended periods of time.

For example,

leases of wide-bodied aircraft typically have a term of
fifteen to eighteen years.

21-161 0-83-

12

The committment of capital for
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so long a period during times of great interest rate
volatility may not be attractive.
In summary-, equipment and major asset leasing is a
financing device though which businesses in need of plant
and equipment may obtain the use of these capital items
without suffering the high initial cost of purchasing them.
To this end, banks and other financial middlemen put capital
and user together.

In performing this service the financial

institution may act as lend, r, investor, broker, or advisor
to an investor.

Whatever the role of the financial

institution, the availability of tax benefits is usually a
basis on which a lease can be economically distinguished
from a loan or conditional sale.

MUNICIPAL LEASING
Municipal leasing is a financial transaction in which
the "lessor" provides capital to a local or municipal
"lessee".

The lessee is a state or municipality (or an

agency there of) authorized to issue debt carrying interest
exempt from federal tax.

Unlike the equipment leasing

situations, the "lessor" does not treat the transaction as a
lease for Federal income tax purposes.

The "lessor" does

not claim either cost recovery allowances or the investment
tax credit on its tax return.

In addition the "lessor"

takes iins to assure that the transaction will not
withstand scrutiny as a lease under established precedents.
Hence the lessor may not have the typical 20% investment in
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the term of the lease may be for the entire

useful life of the asset, and the "lessor" will treat a
portion of the rents paid by the "lessee" as tax exempt
interest pursuant to section 103.
Municipal leasing is best viewed as merely a specific
type of tax exempt financing.

For this reason the typical

financial motivation for engaging in this type of financing
is to obtain tax exempt interest.

The lessee, on the other

hand, perceives the transaction as advantageous for its "off

balance sheet" quality.

Many local governments and publicly

owned corporations and associations are limited by law in
the amount of debt which they can issue.

In order to

satisfy their capital requirements, these entities may enter
into a transaction which qualifies as a "lease" under local
law principles.

This device may permit the local government

to avoid its limits on borrowing while, at the same time,
allow it to obtain the required capital.

Thus, the "lessee"

will treat the transaction as "lease" on it books for local
law purposes and the "lessor" will treat the same
transaction as a loan or conditional sale for Federal income
tax purposes.
While these transactions have an elegant simplicity,
they are not in widespread usage.

In some cases, the same

laws which limit municipal borrowing will affect the
municipalities' ability to lease as well.

In other cases

the credit considerations which underlie the local laws
limiting the amount of debt will deter the financial
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institution from extending credit.

Finally, the tax

experience of major banks over the recent period has been
that there is

a need for taxable as opposed to tax exempt

income.
Since, as was stated previously, municipal leasing is
best viewed against the backdrop of all tax exempt
financing, financial institutions will evaluate municipal
leasing as an investment in a tax exempt item.

In many

cases financial instititions will enter into such
transactions for reasons wholly independent of the return on
assets.

Banks must also "live" in the communities where

they transact business.

As a practical matter, they buy a

certain number of tickets to the local policeman's ball.
They sponsor a little league team.

If a new fire engine is

required for the local volunteer fire department, they are
likely to be called on to consider a municipal leasing
transaction.
In considering the role of this type of financial
transaction under the Internal Revenue laws it is best to
analyze municipal leasing as another variety of tax exempt
financing.

Revenue measures which affect section 103 are

likely to affect municipal leasing transactions as well.
Depending on what decisions are ultimately made, it is
likely that any changes which erode the tax benefits
associated with these transactions will either reduce the
availability of capital to municipalities or increase its
cost.

In this respect, this is a point on which we need to
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be very clear.

The financial needs of state and local

government are not dictated by the banks.

Those

requirements will exist regardless of \hether financial
institutions are able to participate in these loans.

To the

extent the banks are not able to join in these transactions,
to the extent they are dissuaded from them, local government
will have to find other sources of capital.

THE FOREIGN TAX CREDIT
Former Assistant Secretary for Tax Policy Donald C.
Lubick stated the case for the foreign tax credit with
elegant simplicity.

"...The foreign tax credit recognizes

the inequity that would result if a U.S. taxpayer paid
income tax both to a foreign government and to the U.S. on
the same income.

Such international double taxation would

severely impede foreign investments by U.S. taxpayers, and
in some cases would make such investments prohibitively

expensive. "17
Like other U.S. taxpayers, banks that engage in
international activities are subject to foreign taxes on

income produced from such activities and are also subject to
U.S. income tax on the same income-.

The foreign tax credit

is the tax mechanism by- which relief is obtained from the

double taxation that would otherwise occur.

As a factor in

the reduction of Federal income taxes paid by commercial
banks, the foreign tax credit closely parallels the growth
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Its

in foreign lending that occured during the early 1970s.
impact is, of course, restr-icted to major financial

institutions because the rapid growth in foreign operations
over the period was concentrated in the largest banking
organizations.18
Foreign lending has become increasingly competitive in
recent years, and U.S. banks may be losing the competition.
After undertaking almost 40 percent of net new lending in
1-976 and 1977, the share of new lending by U.S. banks
dropped to 20 percent in 1978 and turned negative in the
first six months of 1979 as repayments exceeded gross new
lending. 1 9

Foreign banks, especially those from

strong-currency countries, are a major factor in dollar
lending abroad.

Up to now, U.S. banks have welcomed the

increased competition--although admittedly with mixed

-

feelings--as a sign of the health of the international
J
banking system.

As increased competition has narrowed

profit margins for foreign lending, the foreign tax credi-t
has become increasingly significant.

In fact, if the

foreign tax credit were not available, U.S. banks would have
to increase interest charges in order to maintain an
adequate return.L%,Competition from other banks will not
permit such pricing.

The increased tax cost would put U.S.

banks at a competitive disadvantage with foreign banks,
whose costs would not be similarly increased, and might well
force U.S. banks out of important overseas markets.

Because

of the role foreign loans play in financing the sales of

179
AMERICAN BANKERS ASSOCIATION/19

United States commodities and products abroad, a reduction
in the availability or utility of the foreign tax credit to
commercial banks could not fail to have an adverse impact on
U.S. trade, on our balance of payments, and even on domestic
employment.
Although statistics vary somewhat, about 20% of all
goods produced in the U.S.

today are exported.

That figure

rises to about 40% in agriculture.
Exports are an important factor in generating jobs in
the United States.

As a percent of the labor force, more

than 10% of U.S. jobs rely on exports.

For agriculture, the

impact that exports have had on employment is much larger.
Almost 24% of all agricultural jobs depend on exports.
Even so distinguished a critic of many aspects of
Federal tax policy as Stanley Surrey recently commented that
"Revision of the foreign tax credit lies more in the
technical field, since the problem is one of proper
structure for a credit

bhose basic use is

to eliminate

double taxation." 2 0.
Here, again, one is dealing not with "special
provisions" or "tax preferences" but with a basic structural
component of our Federal income tax system.
modifications in

Substantial

the foreign tax credit might result in a

reduction of its significance to tax and financial planning
at major banks,

but it

would surely have an adverse impact

on all U.S. taxpayers whose exports of goods or services are
financed

indirectly by U.S.

banks through foreignlending.
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RESERVES FOR LOAN LOSSES
Prior to the Tax Reform Act of 1969, the method for
computing

additions to the reserve for loan losses for

commercial banks was determined by administrative rulings.
In 1965, under Revenue Ruling 65-92, the Internal Revenue
Service set out a uniform percentage of 2.4 percent of
outstanding uninsured loans for computing the addition to
the reserve for loan losses for banks.
The Tax Reform Act of 1969 enacted section 585 of the
Internal Revenue Code.

This section provided new statutory

rules for computing a reasonable addition to the reserve.
For years prior to 1987 a bank is allowed to compute its
reserve addition using either the percentage method or the
experience method.

Under the percentage method the maximum

allowable percentage dropped from 2.4 percent to 1.8 percent
for years prior to 1976, to 1.2 percent for years beginnning
after 1975 and to .06 percent for years 1982 through 1987.
The Economic Recovery Tax Act of 1981 amended section 585 to
provide that the maximum allowable percentage for 1982 would
be 1 percent.

For taxable years beginning after 1987 a bank

will be required to compute the addition to the reserve on
the basis of its loan loss experience for the current year
and the preceding five years.
In addition, the difference between the amount computed
and deducted under the percentage method and the amount
computed as if the bank had always been using the experience
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method is treated as a tax" preference item for purposes of
the minimum tax under section 56 of the Internal Revenue.
Code. This amount is also treated as a tax preference item
for purposes of section 291 which was established by the Tax
Equity and Fiscal Responsibility Act of 1982.

Section 291

provides that the allowable loan loss deduction be reduced
by 15 percent of the loan loss tax preference amount.
While the level of loan losses for the banking industry
as a whole amounted to approximately one-half of the maximum
rate of allowable reserve additions provided by section 585
for 1976 through 1981, many banks experienced losses equal
to or greater than the 1.2 percent level in effect for 1981.
It should be noted that, particularly in light of loan
losses experienced during the current economic decline, bank
regulatory agencies are encouraging banks to increase their
loan loss provisions in order to diminish the risk of severe
economic reversals from the cumulative effects of
non-performing loans due to current business failures.

In

fact the Comptroller of the Currency and the Chairman of the
Federal Deposit Insurance Corporation supported legislation
in the 97th Congress which would have kept the allowable
percentage at the 1-percent level on the basis that a
reduced rate would discourage banks from maintaining
21
adequate loan loss reserves.

Section 585 did establish a "special provision" for
banks.

However the maintenance of adequate loan loss

reserves is not tax motivated; it is necessary to the
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preservation of a sound banking system.

CONCLUSION
I appreciate this opportunity to review with you those
provisions of the Internal Revenue Code that reduce
significantly the Federal income tax paid by commercial
banks.- As you can see, the effective tax rate for
commercial banks is not a result of special provisions and
tax preferences so much as it is simply the straightforward
operation of basic structural components of our tax law.
Due to time limitations imposed on the Joint Committee on
Taxation in the preparation of the pamphlet published for
use at this hearing, it was not possible for the staff to
take a statistically sound survey of commercial banks
grouped by asset size, organizational structure, or product
lines.

Each of those factors, we believe, can affect not

only the Federal income taxes paid by an organization but
also will change the "mix" of tax attributes that form the
constituent elements of their tax and financial planning.
We believe that this is an important inquiry and a
serious subject.

We are concerneA that the Committee may

draw inferences from the study that are not justified.

It

is unfair and inaccurate, particularly for purposes of
assessing the continued justification of certain tax rules,
to assume that commercial banking is a monolith of 14,500
identical units.

Rather,-the banking system is more like a

living body consisting of interacting cells similar in
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structure, but differing in function.
Tax rules that are of significant interest and
substantial effect for one bank may be completely irrelevant
to the tax and financial planning of another.

An attempt to

make tax policy decisions based only upon industry averages
or the tax picture of large publicly-held banks, without
taking into account the diversity within the industry and
the functions affected or served by particular rules of tax
law, is likely to have unintended competitive and economic
effects.

This would result from the uneven impact of a

revenue-gaining change in the law on different commercial
banks.

Most important, many of the changes that would raise

revenue would ultimately have their greatest impact on one
or more public or economic sectors and would thus affect not
only banking but everybody.
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CHART 1 - ADJUSTMENT OF EFFECTIVE TAX RATE
TO REFLECT FEDERAL RESERVE EARNINGS
AND TAX EQUIVALENT YIELDS
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STATEMENT OF JOHN F. GARRY, SENIOR VICE PRESIDENT,
MORGAN GUARANTY TRUST CO., NEW YORK, N.Y., ON BEHALF
OF THE AMERICAN BANKERS ASSOCIATION, WASHINGTON, D.C.
Mr. GARRY. Since you have introduced me, I don't have to do
that myself.
The American Bankers Association, the organization on whose
behalf I am appearing today, is the national trade and professional
association for America's full-service banks. The combined assets of
its nearly 13,000 members represents approximately 95 percent of
the industry's total assets.
I would like again to thank the committee for this opportunity to
testify.
There can be no legitimate objection to thoughtful, even-handed
reconsideration of the tax policy and public policy behind any provision of the Federal tax law. I am confident that the Finance Committee will approach this subject matter in a spirit of fairness and
equity.
Now, if I may, I would like to turn to the subject of effective tax
rates.
It has been widely publicized and frequently spoken about here
this morning that the 20 banks discussed in the Joint Committee
study have an effective rate of U.S. tax on U.S. income of only 2.7
percent.
We are concerned that this information is misleading because it
fails to reflect the real financial contribution made by the banking
community in the support of Government.
If one takes into account the excess earnings of the Federal Reserve System from the interest-free deposits provided by banks, and
the costs to the banks of State and local financing through the reduced yields on these tax-exempt obligations, then the equivalent
effective tax burden for these 20 banks is 59 percent.
-As pointed out by the joint committee, and I quote:
One deficiency in the effective-tax-rate concept is that it does not distinguish between the income iax burden imposed directly upon a taxpayer-in the case of
banks a relatively modest burden in 1981-and the ultimate economic burden that
the income tax places on a person. The economic burden of the income tax on banks
is considerably higher than the actual tax they owe.

Now, putting aside effective tax rates, we believe that it is
more
important to look at the major components that go into the computation of the Federal tax liability of banks.
As the chart on page 25 of our prepared statement shows, the
single most important factor in reducing Federal income taxes paid
by banksa.s the exemption provided by the code in section 103 for
interest paid by State and local governments on their obligations.
This provision historically has permitted State and local governments to borrow money significantly below market rates.
Another component of the reduction for banking institutions as
well as for other corporations is the credit allowed by section 33 for
foreign taxes paid or imposed by other countries on the income
earned in those other countries. This credit operates to avoid
double taxation of income earned by U.S. taxpayers in foreign jurisdictions, and it thereby encourages the export of American goods
and services.

191
A third component is the combined effect of investment tax credits and depreciation deductions from leasing transactions.
Equipment leasing provides an alternative method of financing
for American business.
None of the tax-reducing effects of these provisions of the Federal law is attributable to the enjoyment of a special provision for
banks. Instead, they merely reflect the important role of banking
in municipal financing and acting as a financial intermediary.
Finally, I would like to spend a moment discussing the loan-loss
provisions for banks. We do not view the maintenance of adequate
loan-loss reserves as tax motivated. Rather, we believe that the deduction for loan-loss reserves is an important and justifiable provision because it promotes the safety and scundness of the banking
system, a major goal of Federal policy.
As a matter of fact, we believe that the 1-percent level that was
authorized by Congress last year should remain a permanent part
of the law.
In closing, I would like to compliment the joint committee staff
on their study. The tax treatment of banking is a complex subject
even for tax professionals.
Although I have not had time to review the study in detail, it
appears they did arn excellent job in a very short period of time.
Thank you.
The CHAIRMAN. Senator Long.
Senator LONG. I am glad to hear your statement of your analysis
of your tax problem. It took a long time to get to it, and we only
have two Senators left here now, one on each side of the aisle here,
but I'm glad we did have the opportunity at last to hear what your
analysis was.
Now, Bill Simon was Secretary of the Treasury in a Republican
administration. I think he did a fine job, and I think he is a very
fine, noble American. I didn't always agree with him, but I respect
him as a great American citizen, and I think he is a atriot.
He once sold, I think, some tax-exempt bonds, and he said when
asked before this committee what his view was about these taxexempt bonds, he said, "They have already been taxed." And the
int that he had in mind was that when you buy those tax-exempt
nds you are getting a much lower rate of return.
I take it that you are saying that in effect you have paid to the
local government the difference between what you would have got
if you bought Federal bonds compared to what you are going to get
by buying State and local bonds.
Mr. GARRY. That is correct, Senator.
Senator LONG. So, in looking at it from that point of view, it is
your position that you are actually paying 59 percent in taxes
rather than 2/2 percent.

Mr. GARRY. Well, we don't believe that showing of 2Y2 percent in
the newspaper is taking into account the full Federal and State tax
burden that the banking community is subject to. And when we
take into account the computation that was used by the joint committee in developing the 2.7-percent rate, when we adjust that for
the equivalent of this tax-exempt interest and the equivalent interest on the reserves we keep at the Federal Reserve Bank, you make
those two adjustments, and we would allow that an effective tax
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burden for those 20 banks would be in the neighborhood of 59 percent
Senator LONG. Well, it seems to me as though it is somewhat

parallel to a question I raised earlier. You might have heard this
when Mr. Metzenbaum was testifying about the taxes on oil. They
hit you with a 70-percent tax on your income. Now, they call that a
windfall profits tax, but you pay it whether you are making a
profit or not.
Then they hit you with, let's say, a 10-percent tax on gross and
call that a severance tax. They will let you deduct that before you
pay your income tax. But mind you, in view of the fact that the
price is fixed by the world market price, you have to pay all that
before you have anything left on which to pay the remainder. Then
they proceed to say that you are only paying 2 2 percent income
tax-because they have already taken most of your income. They
have got one-half of it already. So what they have got left after you
deduct for your other expenses, that doesn't leave much to tax.
Now, when you fail to take those things into account it can give
a pretty misleading impression. The Government already took
more than half; but with the tax they put on what's left, it sounds
as though you didn't pay much tax.
Now let me ask you: Are you ready to have this analysis of yours
examined by those who might not agree with you? By those on the
other side-Mr. Wertheimer and his group, or anybody who would
like to contend that you are not paying your share of taxes?
Mr. GARRY. Certainly we will defend this chart we have Senator.
Sure.
Senator LONG. Thank you very much.
The CHAIRMAN. Mr. Garry, I appreciate your coming very much,
and I want to say first of all I hope you appreciate the spirit of the
hearings. [Laughter.]
I mean, there has been some misconception about why you are
here. In fact, maybe you didn't volunteer. I assume Mr. Hastings is
probably busy on a talk show somewhere and couldn't make it.
[Laughter.]
But I would just say that it seems to us that we are in the process of looking at financial institutions, life insurance, casualty companies, many others, and I would hope that the banks understand
that we are not picking out one group called financial institutions.
In fact, we also include savings and loans and credit unions.
Does the ABA have a position on the tax-exempt status of credit
unions?
Mr. GARRY. Not that I am familiar with, Senator.
The CHAIRMAN. You don't have a position either way?
Mr. GARRY. I haven't heard the association take a position.
The CHAIRMAN. Well, I know the Reagan Treasury like the
Carter Treasurv before it has urged repeal of the credit union exemption, and I m not suggesting what the committee may or may
not do; but at least we feel it is an area we should look at.
Your testimony directly addresses the use of tax-exempt bonds to
reduce the tax liability of banks. Unfortunately, however, you
failed to quantify that effect, and I would like to call your attention
to the joint committee staff study which does attempt to quantify
this effect and ask your reaction to it.
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The staff of the Joint Tax Committee argues that less than half
the benefit of tax exemptions go to the State and local governments. Now, are you prepared or can you refute that joint committee conclusion that banks receive a tremendous windfall? If you are
not prepared now you can submit it in writing, or whatever, you
know.
Mr. GARRY. Well, I briefly reviewed what the staff wrote on that
area, and it is interesting that they determined that the banks
dor,'t benefit as much from short-term obligations as they do from
long-term obligations.
But I can remember last year when we published some figures
about the size of the portfolio that we had in our bank. We had
some long-term bonds that were nQt terribly tax efficient that were
yielding 4 and 5 percent at a time when the prime rate was up
around 20 percent. So I think, although the joint committee refers
to both long and short term, I think it is critical to determine what
those analyses would be under varying rate structures.
The CHAIRMAN. The official spokesmen of the ABA have taken

the official position that if Congress is concerned with the low tax
rates paid by big banks we ought to repeal the foreign tax credit.
Doesn't the recent bad experience with foreign loans demonstrate that we do not need any more incentives to make foreign
loans? Or should we act on ABA's advice and repeal the foreign tax
credit?
Mr. GARRY. This is the American Bankers Association that rec-ommended repeal?
The CHAIRMAN. Yes, Mr. Hastings.
Mr. GARRY. I haven't made myself clear, then. [Laughter.]
The CHAIRMAN. Well, Mr. Hastings. I think he has some role
with the ABA. But maybe that is not a fair question.
Mr. GARRY. I would not favor repeal of the foreign tax credit,
Senator. I believe that it is very closely related to the export of
American goods and services, and the reason that we incur foreign
taxes is not to incur them just because we have nothing else to do;
we do that kind of business because it encourages the customers we
have here domestically to export their goods.
The CHAIRMAN. Now, your theory is that banks pay an implicit
tax since they lose the opportunity of making profits on their reserves.
As you know, many banks earn unusually high profits on passbook savings because of Federal laws keeping passbook rates low. Is
this benefit for banks an implicit subsidy or implicit negative tax
under your theory? Or should we raise the passbook rates.
Mr. GARRY. I would think, in my own opinion, that deregulation
of interest rates should occur over a period of time. I think that the
Congress has already made that decision and put it in the hands of
the Depositiory Institutions Deregulation Committee to see that
that takes place.
If you are asking me would I encourage an acceleration of that
on passbook savings, I am just not qualified to answer that question,- Senator.
The CHAIRMAN. Well, I don't want to get into withholding, but it
has been raised this morning. I again assure the witness that we
didn't plan on it being an amendment on the floor at the time of
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this hearing, but that's the way it is. And as I understand, some
banks support withholding and some banks oppose it.
What about your bank? What is the position of your bank?
Mr. GARRY. Well, all I can say, Senator, is that when the law was
passed I went back to our bank and told them what it was we had
to do in order to comply with the law.
I can tell you that there were an awful lot of unhappy people in
our systems area that had a lot of projects that were all scheduled
out. They were told we had to postpone them and put them off. A
lot of people were upset, and they told me it was going to cost a
substantial amount of money.
The CHAIRMAN. How much does it cost?
Mr. GARRY. We haven't actually set down-I have been asked
that question before, Senator. We have not asked our people to sit
down and figure out how much this is going to cost. We felt it was
more important-we had to get it done regardless of the cost.
Now, if it is of interest to people, we can subsequently do a cost
analysis of what it was to have this system installed.
The CHAIRMAN. I don't know of any official interest in it. I understand that some banks indicate it is not as costly as they felt it
would be. Others have indicated it is more costly. And the only
point is that there are provisions for a float, as you know, and we
ave been urging the Treasury Secretary that if there are real concerns on withholding then they should be addressed. I thought that
is what the Treasury was trying to address about 10 days ago when
they announced seven changes on original discounts, year end
withholding, a number of other provisions.
And I know the ABA position-at least I assume the official position is that they still support repeal of that provision. Is that correct?
Mr. GARRY. That's what I read in the newspapers, sir, yes.
The CHAIRMAN. Would you like to take some mail home with
you? [Laughter.]
Has your mail picked up in your bank as much as ours has?
Mr. GARRY. I don't believe so, Senator.
The CHAIRMAN. You are sending it out-that's right. [Laughter.]
Mr. GARRY. I don't think we have sent any letters out.
The CHAIRMAN. Well, I don't want to quarrel with any one bank,
because I think there is a difference of opinion. I don't suggest that
anyone must like withholding, but do you see anything really
unfair about tax compliance? I mean, is there something wrong
with asking people who haven't paid their taxes to do so before this
committee sets out to raise anyone else's taxes?
Mr. GARRY. Senator, I have never come across a representative
from any bank who was not in favor of total compliance with an
individual's tax liability.
I think maybe the disagreement is, how do you get to that point?
And I think that the banking community felt that there were probably somewhat different ways that might be less inconvenient to
the public and more efficient to the banking system and to the IRS
through improved reporting systems.
It seems to me that if there is a tax cheat out there who is not
paying tax on his interest, if you take 10 percent away from him
that doesn't mean he is going to report it; he's still getting away
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with $90 free. Now, maybe he should be paying 40 cents on the
dollar of taxes.
It seems to me that with an efficient system of matching and you
get that fellow's tax return and get the 1099 of the interest, and
you put it together in a computer, I think you could end up with
more tax.
The CHAIRMAN. Except we are told again that this is not a hearing
on withholding. But I don't get to talk to many bankers these
days.r.[Laughter.)
GARRY. I'll be here as long as you would like. [Laughter.]
I'm glad you are speaking to me.
But we are told by IRS-and again, we have had Mr. Egger up
here-I have, privately-in the last 2 weeks to see if there are
some real concerns that should be addressed. This is not a game,
and it's not a battle between the banks and the Congress or whatever.
I said, "Why can't we do it through more reporting?" And,
"What is the discrepancies on 1099's?'" On interest alone we are
told about 13 million 1099's are improperly filled out; on dividends
I think the figure is 5-6 million; 20 million American taxpayers fail
to report all or part of their interest and dividend income. They
suggest it is just not possible through that system.
Now, there may be a better system, and I would hope, without
any question, if in fact there is a better way to do it, then certainly
we would like to discuss that With the American Bankers Association; but we are told that's what-the Kasten amendment does, and
the revenue increase would be about $50 million rather than
around $4 billion a year when this is fully effective. Now, that is
not compliance.
Again, like Senator Long, I've been on both sides of this issue; I
voted with him in 1976 for withholding. I can't convince- him to
vote with me now, but things have changed.
If in fact there is anything we could suggest to the American
Bankers Association, if they really want to try to work it out, we
are available. But otherwise we are just going to have to do the
best we can. There are people on both sides, and I don't quarrel
with those on the other side; I'm just going to do what I can to prevent repeal of interest and dividend withholding. It's not a new
tax-you understand that.
Mr. GARRY. Yes, sir, I do.
The CHAIRMAN. Seeing the ads, I wonder. [Laughter.]
You know, it's been played as a new tax, as taking away your
savings; there has been a lot of alluding to the savings accounts,
picking the pockets of customers; a lot of misinformation has been
spread by the American Bankers Association. I don't know how
much money they have got invested in this, but if you add up all
the money that all the banks and credit unions and S&L's have
spent, it would be a multimillion dollar effort, and it's going to cost
millions just to answer the mail.
So if we have a problem, we ought to try to work it out. I guess
that is my suggestion. But I may be in the minority. We'll find out,
I guess, soon.
And I do appreciate your testimony. We will analyze the statements, and thank you very much.
The CHAIRMAN.
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Mr. GARRY. Thank you, Senator.
Senator LONG. Mr. Chairman, I should say that the majority of
us on this side of the aisle just do not feel that this hearing would
have been held or that we would be here talking about putting
more taxes on the banks if the banks had simply rolled over and
played dead when that withholding provision was passed.
I think they have every right to take their case to the American
people and to come here and tell the Congress both directly and by
way of mail that they think that was a mistake.
Now, I note that that measure would not have passed the Senate
if 100 Senators had been present and voting. It passed by one vote.
There were three absentees, and all three of those were on record
as being against the withholding tax.
The CHAIRMAN. I had the Vice President, though.
Senator LONG. Well, the Vice President can only vote if you are
tied. You would have been two votes behind.
Furthermore, I don't think that measure could have passed the
House. I don't think at any point could it have passed the House if
it had been subject to a separate vote in its own right. But it
passed because of the conference report where they could only vote
on the entire bill-they could not vote on the individual items.
Now, those people have every right under the Constitution to
complain to Congress and to seek a redress of their grievance,
which they have undertaken to do. The majority of us on this side
of the aisle just do not feel that we ought to undertake to do anything that we wouldn't have done otherwise as far as this industry
is concerned. We don't think that you ought to in any way be punished because you protested about this measure. You do not agree
with the tax measure, and so you appealed to the Congress to rescind something that you think is not a good law.
The majority of us over here are just not convinced. And I have a
statement here signed by myself, Senators Bentsen, Matsunaga,
Moynihan, Baucus, Boren, Mitchell-, and Pryor saying just about
that.
[The statement referred to follows:]
STATEMENT OF SENATORS LONG, BENTSEN, MATSUNAGA, MOYNIHAN, BAUCUS, BOREN,

MITCHELL, AND PRYOR
Last year the Congress enacted a law requiring financial institutions to withold
ten percent of interest earned by most depositors in those institutions. This provision is scheduled to go into effect this July.
Financial institutions have opposed this provision and are making an effort to
have it repealed.
-

It is appropriate for this Committee to examine the tax laws to see that they are
fair and are achieving their purposes. If the Treasury Department feels that financial institutions are not paying their fair share of Federal taxes, this Committee
should take that change seriously and look into the matter. But we are disturbed
that today's hearing is not being held in that context at all. Instead, it appears to be
in reprisal for the efforts of financial institutions to repeal the withholding provision.
We believe any citizen in the United States has the right to try to convince the

Congress to repeal a law he considers burdensome or unreasonable. We do not believe it is appropriate to threaten him with reprisal if he undertakes to do so.
We will have nothing to do with such a reprisal.

The CHAIRMAN. Well, again, I don't want to get into a quarrel

with the former chairnmn-he may be the chairman again some
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day-but I just suggest that certainly everybody has the right to
petition Congress. But I must also say that this exceeds any petition I have ever heard of. And I know there has been a lot of misinformation.
I know that bankers that you know and bankers like yourself did
not put together the copy for the ads, but I do suggest that there is
a responsibility on the part of bankers if they find misinformation
going to their depositors, that it should be corrected.
Now, you know, this was in the President's 1983 budget; it's not
something that somebody dreamed up in this committee-just as it
was in President Kennedy's budget, President Carter's budget,
President Nixon's budget, President Ford's budget. And a lot of
members have been on both sides, and there may be reasons for
changing positions.
The point is, there is no direct relationship between this hearing
and withholding. But I have said, and I'll repeat, that if we lose the
$4 billion a year when this is fully effective, then I assume either
we add it to the deficit or we look someplace else for the revenue. I
think that's just a fact.
Now, maybe the deficit-we're in this big recovery period where
another $4 billion a year doesn't make much difference. But if the
ABA thinks this is a fair way to conduct a campaign on withholding, as they must, that certainly is an option they have. It may or
may not be related to the fact that they don't pay much tax and
they can afford to spend more money on mail, but that's not the
purpose of this hearing.
I would again indicate that it is the President's position that
withholding is fair; it's going to remain the President's position as
far as this Senator is aware. And I don't think he has any conflict
with the American bankers across this country. And I would hope
that if there is a problem it can be resolved.
I know the popular side of this issue. I don't know why many
members would not join Senator Long in saying we ought to get rid
of this provision, because if you look at the mail, it's about 10,000
to 1. And if the banks prevail, it will be another indication of their
strength. If they don't prevail, it will be an indication of something
else, I guess. But it is not your problem, and we'll try to battle it
out in Congress. And we wish you the best.
Mr. GARRY. Thank you, Senator.
The-CHAIRMAN. Thank you.
We are going to have to come back at 2, because we still have
two panels of witnesses. So we will recess until 2.
[Whereupon, at 12:54 p.m., the hearing was recessed.]
AFTERNOON SESSION
The CHAIRMAN. Let me apologize to the witnesses, but we have
had about three rollcall votes in this period which takes just about
the hour we are late.
Our next witness panel consists of Arthur T. Roth, chairman,
National Tax Equity Association; Harold Welsh, first vice chairman, Credit Union National Association; and John J. Hutchinson,
president, National Association of Federal Credit Unions.
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Your entire statements will be made part of the record as if
given in full, and if you could summarize it would be helpful. And
you can proceed in any order you wish.
STATEMENT OF JOHN J. HUTCHINSON, PRESIDENT, NATIONAL
ASSOCIATION OF FEDERAL CREDIT UNIONS, WASHINGTON, D.C.
Mr. HUTCHINSON. Mr. Chairman, I am John J. Hutchinson, president of the National Association of Federal Credit Unions, commonly known as NAFCU, and manager of the Hamilton Standard
Federal Credit Union in Windsor Locks, Conn. The National Association of Federal Credit Unions is the only national organization
exclusively representing the interests of credit unions chartered by
the Federal Government. There are approximately 11,631 Federal
credit unions throughout the country representing more than 26
million consumer members.
I am pleased to have this opportunity to offer my comments to
the committee. I will generally restrict my remarks to provisions of
the Internal Revenue Code as they apply to Federal credit unions.
In 1984 we will commemorate the 50th anniversary of the signing of the Federal Credit Union Act. I am pleased to report that
after 50 years of service to their members, Federal credit unions
continue to faithfully meet their congressional mandate. We have
not and will not deviate from the charge given'to us by the Congress 50 years ago to cooperatively promote thrift and provide
credit for provident or productive purposes.
The credit unions represented by the National Association of
Federal Credit Unions have a particular interest in the subject
matter under consideration by the committee today, since all Federal credit unions are unique among financial institutions as
member-owned cooperatives.
There are many fundamental characteristics that truly differentiate credit unions from other financial intermediaries. They include, but are not limited to, the cooperative form of organization,
the common bond, and often a close sponsor relationship.
Credit unions are the only financial institutions that are not
merely consumer oriented; they are the consumers. Credit unions
are truly cooperative organizations in philosophy, organization, and
operation. Each member has one vote regardless of the number of
dollars held or the amount of loans owed. Credit unions rely almost
completely on volunteerism, and these volunteers are not compensated for their services.
A credit union has no entrepreneurial management or ownership. Credit unions have historically been in the forefront of regulatory changes aimed at benefiting consumers. They are the first
financial institutions to completely deregulate the rate paid to
savers. In the area of lending, credit unions offer reasonable rates
on loans to their members, and have often been cited as providing
accurate and detailed information regarding both loan policies and
rates.
Each credit union serves a membership limited to a common
bond of occupation, association or, in some cases, local residence.
Over 80 percent of Federal credit unions have occupational
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common bonds, and 9 out of every 10 Federal credit union members belong to an occupational credit union.
Credit union membership is not open to the general public, and
credit unions may make loans only to their members.
While there are a large number of credit unions, more than 90
percent of all Federal credit unions have less than $10 million in
assets. However, even the large credit unions reflect the financial
needs of their members, and their philosophy and structure are no
different than that of other credit unions. Credit unions are nonprofit organizations. Earnings not paid out in dividends or used to
provide services are kept in the credit union for reserves. An accumulation of retained earnings in the credit union in the form of
reserves does not indicate a profitmaking purpose.
Because the credit union is not distinguishable from its members, and because all earnings belong to the members, the members
are the rightful taxpayers for credit union earnings. No earnings of
a credit union go untaxed, because the benefactors of those earnings, the credit union members, all pay the tax.
While credit unions are now eligible and able to provide many of
the same kinds of services as many of the other financial institutions, these services are provided only to their members, due to the
limitations of their common bond structure. These new powers
have not made credit unions "functionally identical" to other financial institutions.
In conclusion, Mr. Chairman, those who might suggest repealing
the tax exempt status of credit unions may attempt to invoke the
principle of tax equity. In simple terms, they say if the service provided is the same, the tax should be also. That position does not
address taxation, but rather competition. Taxation is a redistribution of capital to provide for the payment of all necessary functions
of Government. Since the capital of credit unions is always distributed to their members, who then pa-y their share of taxes, there is,
in our judgment, no need to tax credit unions.
Any proposal to repeal or otherwise alter the tax exempt status
of credit unions would, I respectfully suggest, demonstrate a lack of
understanding of the structure, purpose and operations of credit
unions.
That concludes my prepared statement, Mr. Chairman. I would
be pleased to answer any question you may have.
[The prepared statement of Mr. John J. Hutchinson follows:]
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TESTIMONY OF JOHN J. HUTCHINSON
PRESIDENT OF
THE NiTIONAL ASSOCIATION OF FEDERAL CREDIT UNIONS
INTRODUCTION
Mr. Chairman and members of the Committee on Finance, I am John J.
Hutchinson, president of the National Association of Federal Credit Unions
(NAFCU), and manager of Hamilton Standard Federal Credit Union in Windsor
Locks, Connecticut.

The National Association of Federal Credit Unions

(NAFCU) is the only national organization exclusively representing the interests
of credit unions chartered by the federal government.

There are approximately

11,631 Federal credit unions throughout the country representing more than 26
million consumer members.
I am pleased to have this opportunity to offer my comments to the members of the Committee.

I will generally restrict my remarks to provisions of

the Internal Revenue Code as they apply to Federal credit unions.

In 1984 we

will commemorate the 50th Anniversary of the signing of the Federal Credit
Union Act.

I am pleased to report that after 50 years of service to their

members, Federal credit unions continue to faithfully meet their Congressional
mandate.

We have not and will not deviate from the charge given to us by

the Congress 50 years ago to cooperatively promote thrift and provide credit
for provident or productive purposes.
The credit unions represented by the National Association of Federal
Credit Unions have a particular interest in the subject matter under consideration by the Committee today, since all Federal credit unions are unique among
financial institutions as member-owned cooperatives.
THE UNIQUE NATURE OF CREDIT UNIONS
The Federal Credit Union Act defines a credit union as a "cooperative
association organized in accordance with the provisions of (the Act) for the
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purpose of promoting thrift among its members and creating a source of credit
for provident or productive purposes."

(12 U.S.C. 1752(1))

to law, the defined elements of a credit union are:

Therefore, according

(1) it is a cooperative

association, (2) it is organized in accordance with the enabling statute, (3) its
purpose is to promote thrift among its members, and (4) to create a source of
credit for provident or productive purposes.

In carrying out this mandate

credit unions provide many services to meet the demands of today's economy.
There are many fundamental characteristics that truly differentiate credit
unions from othet financial intermediaries.

They include but are not limited to

the cooperative form of organization, the common bond, and often a close
sponsor relatio ship.
At the b ginning of the 1970s, credit unions had no independent regulatory
agency, no share insurance, and few powers enjoyed by other financial institutions. Given the foregoing, they had little capacity to cope with a decade of
radical changes and increasing financial needs of their members.

Credit unions

therefore increased their political presence at both the state and national level.
By the end of the 1970s, much of that had changed.

Credit unions matured

and were strenghtened by creation of a federal share insurance system and
expanded powers provided by Congress.

As a result of these factors, credit

unions were increasingly accepted by their members and were aided by the rapid
expansion of the economy and the financial institution marketplace in general.
The credit union industry responded to the call for wider consumer services
through technical innovation and by working cooperatively with lawmakers and
regulators to bring about improvements in the legislative and regulatory environment without changing the fundamental philosophy of credit unions.
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The fundamental concerns of the credit union community continue to
include:

the need to stablize the economy and reduce inflation; the need to

reduce in an orderly fashion, unnecessary government presence in the marketplace; the need to continue the long tradition of credit union consumer financial services to members; the need to re-emphasize the unique nature of credit
unions; and to focus on the cooperative principles at the core of tile credit
union concept.

Credit unions are the only financial institutions that are not

merely consumer oriented, we are the consumer.
CREDIT UNION ORGANIZATION IS DIFFERENT
Credit unions, unlike most other financial institutions, are truly cooperative organizations in philosophy, organization and operation.

A credit union is

formed by a group of persons usually because the existing structure of financial
services has failed to provide for their needs.

The fundamental purposes of a

credit union still remain to encourage thrift, to provide a source of low-cost
consumer credit, and to promote prudent financial management among its members just as it always has.
In a credit union, the members manage the operations through the democratic process.

Each member has one vote, regardless of the number of dollars

held or the amount of loans owed.

Because the philosophy of the credit union

is one of self-help, the operations of most credit unions rely almost completely
on volunteerism and all Federal credit union have a volunteer board of directors
A credit union may not compensate its board members, nor may it compensate
its supervisory and credit committee members.
entrepreneurial management or ownership.

Thus, a credit union has no

The credit union is the sum of its

members who cooperatively provide sound financial management of their own
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funds.

A credit union's operating policies are determined democratically by its

members who are its borrowers, its savers, its owners and its benefactors.
CREDIT UNIONS AS CONSUMER COOPERATIVES
Credit unions have historically been in the forefront of regulatory changes
aimed at benefiting consumers.

For example, the National Association of

Federal Credit Unions, in countless appearances before various Congressional
Committees in the 96th and 97th Congresses, repeatedly advocated the total
deregulation of credit union share accounts, which are the functional equivalent
of passbook accounts offered by other financial institutions.

I am pleased to

report that by cooperatively working with our agency, NAFCU's efforts ultimately met with success when on April 22, 1982 the National Credit Union Administration Board promulgated a final rule totally deregulating the rate that credit
unions may pay on credit union shares.
The members of this Association are proud of the leadership role credit
unions have taken in guaranteeing that savers realize the highest possible rate
of return available in a highly competitive financial marketplace.

In the past

we have resisted and will continue to resist the imposition of artificial caps on
the rates that may be paid to savers.

Similarly, we have opposed and will

continue to oppose any Federal intervention that would needlessly reduce the
yield a credit union member receives on his or her savings.

After all, in many

cases credit union savings are the only source of thrift many of these people
have.
Credit unions have an outstanding record when it comes to rewarding
savers, and we take a back-seat to no one when it comes to offering reasonable rates on loans to our members.

Credit unions have been often cited as
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providing the most accurate and detailed information regarding both loan
policies and rates.

In fact, many send their members quarterly newsletters

providing detailed information on the policies of the credit union and why they
were established.
THE CREDIT UNION COMMON BOND
Each credit union serves a membership limited to a common bond of
occupe*ion, association or, in some cases, local residence.

Other financial

institutions are open to the general public for both deposit and lending activities, and may make loans to non-depositors.

However, credit union member-

ship is not open to the general public, and credit unions may make loans only
to their members.

This limitation is imposed by Section 109 of the Federal

Credit Union Act (12 U.S.C. 1759).
I do not know how many members of the Committee are members of the
United States Senate Employees Federal Credit Union.

However, I do know

that you are all eligible to belong to that credit union because you fall within
the "common bond" of people who the credit union is chartered to serve.

Yet,

there are many people who live on Capitol Hill, and others who visit the Capitol
buildings daily, who are not eligible to belong to U.S. Senate Employees Federal
Credit Union because they are not members of the Senate or its employees.
As you can see, the common bond limitation effectively inhibits the growth of
credit unions and prevents credit unions from competing directly with other
financial institutions.
While some may assert that the opportunity to apply for a credit union
charter under the statutory provisions which permit a residential common bond
has made credit union membership open to the general public, the facts demon-
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strate that this is clearly not the case.

Residential or community Federal

credit unions comprised only 4.7 percent of all Federal credit unions in 1981
and had only 5.1 percent of Federal credit union members.

More than half of

these serve rural communities where limited financial services are available.
In 1982, only 8 new federal charters were granted for community credit
unions-down from 14 in 1981.

On the other hand, almost 80.2 percent of

Federal credit union charters in 1981 were for much more narrowly defined
occupational common bonds.

Occupational common bonds are generally the

most restrictive form of common bond.

Over 80 percent of Federal credit

unions have occupational common bonds, and 9 out of every 10 Federal credit
union members belong to an occupational credit union.

Even occupational

bonds are often restricted to employees at a certain location rather than to all
employees of a national firm.

For example, rather than a single large credit

union serving all members of Congress and their staffs, there are two smaller
credit unions serving more narrowly defined fields of membership:

Senators

and their staffs may belong to U.S. Senate Employees Federal Credit Union,
while House members and their staffs may join Wright Patman Congressional
Federal Credit Union.
As you can see, the legal concept of a limited common bond continues to
remain well-defined.
CREDIT UNION SIZE
Although the growth of credit unions has been substantial over the past
decade, the overwhelming majority of credit unions remain quite small.

The

small size of most credit unions results from the limitations that necessarily
flow from the common bond.

21-161 O-83----14
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As of December 31, 1981 there were 11,969 Federal credit unions.

Of this

number....
9,020 or 75.4% had assets of less than $2 Million
10,496 or 87.7% had assets of less than $5 Million
11,190 or 93.5% had assets of less than $10 Million
11,583 or 96.8% had assets of less than $20 Million
11,851 or 99.0% had assets of less than $50 Million
Thus, large credit unions, although commonly cited by critics as examples
of "typical" credit unions, are clearly exceptions.

They represent large numbers

of members, but they do not represent the majority of the credit unions.

I

hasten to add, however, that larger credit unions do reflect the financial
needs of their members, and their philosophy and structure are no different
from that of other credit unions.

They have traditionally served the needs of

all who sought their services and have not limited the credit union's services
to special interest groups.
While there are many credit unions, they hold only 4.6% of all consumer
deposits in regulated depository institutions.

The facts reveal that the vast

majority of credit unions are so small that many credit unions operate with
fewer assets than the minimum necessary to charter a bank or a savings and
loan association.

In almost every case, these small credit unions provide

financial services not available elsewhere to consumers.
CREDIT UNION OPERATIONS
Credit unions are nonprofit organizations.

Although a credit union often

realizes net earnings over the cost of its operations, these earnings are not the
purpose for which a credit union is formed.
ative effort of many non-paid volunteers.

They are the results of the cooperMembers receive the benefits of any

earnings in the form of lower loan interest rates, increased dividends, as well
as interest refunds, and the creation of additional services.

I
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Earnings not paid out in dividends or used to provide services are kept in

the credit union for reserves as required by law and other reserves to maintain
the financial stability of the credit union.

These retained earnings may be

used to meet unexpected or cyclical financial needs of the members.
For example, many credit unions are occupational in nature and serve
employees of manufacturing companies.

The entire membership of such a

credit union could face the possibility of layoffs or other acute financial difficulties duringperiods of economic instability.

It is under these circumstances

that a credit union is relied upon to provide the credit and financial services
for which it was created.
Events such as plant closings cause increased loan demand, delayed repayments, decreased savings and higher rates of withdrawals.

At such times

retained earnings held in the credit union become vital to the financial wellbeing of its membership.

-

-

Incidentally, plant closings are not the only occurrences related to an
employer's activities which can have a devastating impact upon credit unions
and their members.

The Congressional budget and appropriations process has a

significant impact upon the safety and soundness of certain government credit
unions, to say nothing of the livelihood of these credit union members.

Barring

emergency Congressional action, when the Senate and House fail to approve
appropriations bills prior to the beginning of each fiscal year, the issuance of
government paychecks and their direct deposit in financial institutions is interrupted.
At times like this, many of these credit unions establish special loan
plans, often at no interest or at reduced interest rates to help their members
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through this difficult period.

Of the 11,969 Federal credit unions chartered in

-

the United States as of December 31, 1981, 810 served fields of membership
comprised of "Federal Government" employees and 225 Federal credit unions
served members of the military forces.

These credit unions hold over $10.5

billion in assets.
Other financial institutions can minimize the risk of financial damage that
may stem from plant closings, lapsed Federal appropriations, or other causes by
soliciting a diverse group of borrower 3 and d,.positors, thus reducing the risk
inherent in the occurrence of a financial disaster in any one group or another.
Credit unions are prevented by their common bond structure from spreading the
risk in this fashion.
For these reasons the credit union may want to plan for the unexpected
by retention of earnings in reserves.
will be returned to the members.

But, over the long run all retained earnings

Because of its lack of an entrepreneurial

element, there is nowhere else for earnings of a credit union to go.

The

credit union is its members and, as such, will not realize any profits.
Credit unions usually grow in response to actual or anticipated needs of
their members.

Retained earnings not paid out in dividends will help to ensure

that the credit union has sufficient funds to survive hard times resulting from
such events as plant closings or relocations or cyclical economic depressions.
An accumulation of retained earnings in the credit union in the form of
reserves does not indicate a profit-making purpose over the long term.

Without

some retained earnings, credit unions may not continue to meet the needs of
their members.
Because the credit union is not distinguishable from its members, and
because all earnings belong to the members, the members are the rightful
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taxpayers for credit union earnings.
all earnings paid out to the members.

Therefore, credit unions report to I.R.S.
The members pay taxes on their divi-

dends from the credit union, and retained earnings when paid out to members
will be subject to taxation as well.

No earnings of a credit union go untaxed

because the benefactors of the earnings, the credit union's members, all pay
the tax.
SELF-SUPPORTIVE NATURE OF CREDIT UNIONS
The bulk of work done at credit unions is carried out by volunteers.

This

operational distinction is one of the many factors that makes credit unions
different from other financial institutions.

Volunteerism is 9 basic element of

the credit union philosophy.
The truly mutual nature of credit unions means they are self-supporting;
the membership is the primary source of both operating funds and income.
Credit unions do not have access to large corporate, commercial and government deposits like other financial institutions.
are used to pay dividends.

Earnings from member loans

Excess savings have usually been invested back in

government issues that yield low return that will usually help housing or other
taxpayer needs.
Particularly significant are some findings presented to the House Committee on Banking, Finance and Urban Affairs by the Chairman of the National
Credit Union Administration Board, Edgar F. Callahan, on February 23 when
that panel examined the current problem of mortgage foreclosures.
testimony Chairman Callahan:
produced one story after another of how credit union
managers and boards of directors are making every
effort and using all of the resources of the credit
union to ensure that no credit union member unnecessarily suffers the loss of a home. In all, 75
credit unions were contacted and in exery case the

In his
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attitude of the credit union was -to try and find a
way to enable the member to keep the house. The
types of assistance ranged from debt restructuring, to
financial counseling, to extended payments, to reduced
payments, and even to the carrying of the payment
by the credit union pending a change in the personal
circumstances of the member-;.
The self-help member owner concept of credit unions makes this possible.
CREDIT UNIONS REMAIN DIFFERENT FROM OTHER FINANCIAL INSTITUTIONS
DESPITE RECENT EXPANDED POWERS
In recent years credit unions have been authorized by Congress to offer
their members a number of additional services.

I would like to address this

point, because some have said that these new powers have made credit unions
"functionally identical" to other financial institutions.
Even though credit unions are now able to provide many of the same
kinds of services as other institutions, such as residential mortgages, lines of
credit, and credit cards, they were authorized to do so only because their
members had needs that other financial organizations were not fulfilling.
However, because of the credit union's limited field of membership, credit
unions do not generally compete in the open marketplace for potential
customers.

Moreover, the small size of most credit unions has prevented the

majority of them from implementing their full range of powers, since more
than 87% of all credit unions have assets of less than $5 million.

Expanded

powers should make it possible for these smaller credit unions to bring to a
large percent of consumers greater opportunities to save.
It is important to recognize that each of the various types of financial
institutions performs a specific function in order to meet particular credit
needs within the financial marketplace.

Although some activities do overlap,
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the primary functions of each institution remain different.

The purpose of

credit unions is to promote thrift and provide credit to individuals within a
very well-defined field of membership.

The recently expanded powers of

credit unions relate almost exclusively to the types of services which may
enhance the capacity of credit unions to meet those needs, and thereby comply
with their statutory mandate.
As our country grows and expands into new methods of financial management credit unions also must be able to meet those changes and keep providing
the services in the manner that has made them unique.
In addition to Federal credit unions, there are hundreds of similar organizations operating as instrumentalities of the Government which are exempt from
tax under Section 501(c)(1) of the Internal Revenue Code.

Equity should require

that Federal credit unions not be singled out from these other 501(c)(1) organizations to find their tax status challenged.
CONCLUSION
Those who might suggest repealing the tax exempt status of credit unions
may attempt to invoke the principle of tax equity.

In simple terms they say,

if the service provided is the same, the tax should be also.
does not address taxation, but rather competition.

That position

Taxation is a redistribution

of capital to provide for the payment of all necessary functions of government.
Since the capital of credit unions is always distributed to their members, who
then pay their share of taxes, there is no need to tax credit unions.
Any proposal to repeal or otherwise alter the tax-exempt status of credit
unions would, I respectfully suggest, demonstrate a lack of understanding of
the structure, purpose and operations of credit unions.
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Mr. Chairman, that concludes my prepared statement.

I would like to

thank you for the opportunity to appear before your Committee this morning,
and I would be happy to respond to any questions you or the other Committee
members might have.

Thank you.
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EXECUTIVE SUMMARY
Testimony of John J. Hutchinson Before the
Committee on Finance of the U.S. Senate
March 11, 1983

Unique Nature of Credit Unions: There are many fundamental characteristics that
truly differentiate credit unions from other financial intermediaries. They include
but are not limited to the cooperative form of organization, the common bond and
often a close sponsor relationship. Credit unions are the only financial institutions
that are not merely consumer-oriented; they are the consumers.
Credit Union Organization Is Different: Credit unions are truly cooperative organizations in philosophy, organization and operation. Each member has one vote regardless of the number of dollars held or the amount of loans owed. Credit unions rely
almost completely on volunteerism and these volunteers are not compensated for
their services. A credit union has no entrepreneurial management or ownership.
Credit Unions As Consumer Cooperatives: Credit unions have historically been in
the forefront of regulatory changes aimed at benefiting consumers. They are the
first financial institutions to completely deregulate the rates paid to savers.
The Credit Union Common Bond: Each credit union serves a membership limited to
a common bond of occupation, association or, in some cases, local residence. Over
eighty percent of Federal credit unions have occupational common bonds, and nine
out of every ten Federal credit union members belong to an occupational credit
union. Credit union membership is not open to the general public and credit unions
may make loans only to their members.
Credit Union Size: While there are a large number of credit unions, more than
ninety percent of all Federal credit unions have less than $10 million in assets.
However, even the large credit unions reflect the financial needs of their members,
and their philosophy and structure are no different than that of other credit unions.
Credit Union Operations: Credit unions are non-profit organizations. Earnings not
paidout in dividends or used to provide services are kept in the credit union for
reserves. An accumulation of retained earnings in a credit union in the form of
reserves does not indicate a profit-making purpose. Because the credit union is not
distinguishable from its members and because all earnings belong to the members,
the members are the rightful taxpayers for credit union earnings. No earnings of a
credit union go untaxed because the benefactors of the earnings, the credit union
members, all pay the tax.
Conclusion: Credit unions are truly cooperatives in structure, purpose and operation.
Since the capital of credit unions is always distributed to their members, who then
pay their share of taxes, there is-no need to tax credit unions.
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The CHAIRMAN. All right. Let's hear from Mr. Welsh.

STATEMENT OF HAROLD T. WELSH, PRESIDENT, GENERAL
FOODS EMPLOYEES CREDIT UNION, KANKAKEE, ILL.
Mr. WELSH. Thank you, Mr. Chairman. To clear up the confusion
on my name, it is Harold T. and I go by Tom Welsh. I am the president of the General Foods Employees Credit Union in Kankakee,
Ill., and the first vice chairman of the Credit Union National Association [CUNA]. CUNA represents 90 percent of the Nation's 20,000
State and Federal credit unions. Today, credit unions provide more
than 47 million Americans with a broad array of financial services.
Nonetheless, they remain unique among financial institutions. The
best way to describe credit unions' special character is to paraphrase what a CUNA representative told Congress in 1951 when
lawmakers then, as now, considered changes in the tax status of financial institutions.
Our representative in 1951 reminded Congress that a credit
union does not do business with the general public and does not in
the usual sense earn a profit. It is a cooperative association organized for two basic purposes: promoting thrift among its members
and supplying them with needed loans for useful purposes at reasonable cost. Out of the income derived from loans, the credit
union pays its operating expenses, setting aside a portion of earnings each year as a reserve against possible bad loans. Any remaining income is used to pay member dividends on their savings account; to provide rebates of interest on loans, and to improve services.
Each credit union is self-managed by directors and committees
selected by and from the members. None may be compensated for
their services. They contribute time and effort for the welfare of
their members. A credit union is a self-help organization, one
which Government, industry, churches, labor, and others recognize
for its value and benefit to people of small means. Those are the
comments of CUNA to Congress 30 years ago. Today, credit unions
continue to operate in the same basic manner.
I can give you a few examples that might help make the understanding clear on how the principles are put in practice today.
W6 had a letter from the manager of the United States Steel
Products Credit Union in Port Arthur, Tex., recently, and she said
that on Saturdays, Sundays, and holidays she can and has been
reached at home by her members with financial emergency. She
also notes her board of directors-all voluntary-spend an average
of 5 hours per week of their free tine studying regulations, counseling members on their financial situation. Finally, she explains
that a credit union member with building skills has donated time
and material to repair or enhance the credit union office.
Typically, if a borrower becomes ill or gets laid off from his job,
the credit union will bend over backwards to give that member a
break. For instance, 700 members of the AAC Employees Federal
Credit Union of Columbia Falls, Mont., were recently laid off by
the company. A local banker said that they could only reduce the
workers loan payments in half for 6 months before repossession or
foreclosure. In contrast, the credit union decided it would extend
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loan payments 60 months without raising the original interest rate.
For some members, this change meant that their loan payments
dropped by more than half. The credit union continued to provide
its laid off members with disability and life savings insurance. The
credit union is also maintaining a barter board to help these people
find odd jobs and help sell personal property to tide them over.
Credit unions also help other credit unions serve- their members.
The manager of the Lawton Teachers Federal Credit Union of
Lawton, Okla., had a call in 1981 from an employee of the local
Goodyear plant. He wanted to know how to organize a credit
union. The Lawton Credit Union manager met with Goodyear at
nights and on Sundays to help them start their credit union, and
once started, to figure their first dividend and set up loan policies.
Seventy-five percent of all credit unions in this country have less
than $2 million in assets. Many of them operate with volunteer or
paid part-time staff. Their small size forces them to look to one another for help. In Springfield, Ohio, for example, four small credit
unions share the same building, equipment and staff. Each credit
union handles its own publicity, provides its own stationery, but all
of them share counter space and display board in the common
lobby. Tellers are trained to serve members of all four credit
unions. By sharing, the credit unions are able to provide full, 5-day
week service, which, individually, the small credit unions could not
have done.
I, myself, spend free time, and have the last 2 weeks, attempting
to salvage a $35,000 credit union. They need help in their loan policies and how to market that credit union for their membership. I
have their loan portfolio; brought it with me on the plane, to attempt to solve that for them.
The committee should understand that the actions of these credit
unions are not unique. I could site many other examples that illustrate how credit unions differ from other financial institutions, but
my time is up.
Let me conclude by repeating what CUNA told Congress in 1951,
namely, that we realize sufficient funds must be raised through
taxation to reduce the Federal deficit and to support the Government. But we feel very strongly that the present tax position of the
credit union should be maintained, and, therefore, we wish to register our opposition to any proposal which would make changes in
this position. Thank you very much.
[The prepared statement of Harold T. Welsh follows:]
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STATEMENT-OF THE CREDIT UNION NATIONAL ASSOCIATION,

INC.

Good day. My name is Harold T. Welsh. I am the President of the
General Foods Employees Credit Union, Kankakee, Illionois, and the First Vice
Chairman of the Credit Union National Association, Inc. The Credit Union
National Association, Inc. (CUNA) represents more than 20,000 of the nation's
state and .federally chartered credit unions through 52 member credit union
leagues. These leagues are located in each of the states, the District of
Columbia and Puerto Rico. America's credit unions serve more than 47 million
members.
UNIQUENESS OF CREDIT UNIONS
Credit unions are non-profit, member-owned cooperative financial institutions. Membership is limited to persons within a field of membership-general employment, association or geographic in nature. Credit unions are
democratically controlled with each individual member of the credit union
having one vote, regardless of the number of dollars on deposit at the credit
union. As democratically controlled financial cooperatives, the consumer
orientation of these institutions is insured. These unique financial institutions return to their owner-members every penny of income earned in excess
of operating expenses, required reserves and undivided earnings transfers.
More than 47 million consumers have joined credit unions because they offer
loans at reasonable rates and offer a high rate of return on member savings.
STATUTORY FRAMEWORK
The Federal Credit Union Act and most state credit union laws establish a
statutory framework that insures the unique character of credit unions. The
key feature:; common to credit union statutes include:
o
o

A common bond among members.
Volunteer leadership.

o

Democratic control with each member having one vote regardless of
the number of shares in the credit union purchased.
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o
o
o

Non-profit status and no capital stock.
Statutory reserves.
Exemption from federal income taxation.

During the past half century, the fundamental purpose, goals and objectives of credit unions have remained unchanged. Credit unions were
authorized as the alternative to commercial banks for the average saver of
limited means. The first credit union established was the La Caisse Populaire
of Ste. Marie in New Hampshire in 1909. (The translation of La Caisse
Populaire is The Peoples Bank of St. Mary's Parish -- an associational common
bond). Credit unions grew at the state level and by 1933, more than 5,000 had
been chartered. The Federal Credit Union Act (12 U.S.C. 1 1751 et seq.),
passed in 1934, declared as its purpose "to make more available to people of
small means credit for provident purposes through a national system of
cooperative credit, thereby helping to stabilize the credit structure of the
United States."
ORIGIN OF SPECIALIZED TAX TREATMENT
The predecessor of federal income tax, as we know it today, was enacted
in 1913, immediately after the Sixteenth Amendment to the Constitution became
effective. At that time there were some 70 credit unions in existence, all
state-chartered.
Credit unions were not exempted by the original 1913 income tax act.
That law did, however exempt from taxation mutual savings banks, domestic
building and loan associations, as well as a number of labor, agricultural,
fraternal, charitable, religious, educational, and scientific organizations. 11 In 1916, the Act was amended to exempt cooperative
1/

38 Stat. (emphasis added) states: "Provided, however that nothing in this
section shall apply to labor, agricultural, or horticultural organizations or to mutual savings banks not having a capital stock represented
by shares, or to fraternal beneficiary societies, orders or associations
operating under the lodge system for the exclusive benefit of members of
a fraternity itself operating under the lodge system..., nor to domestic
building and loan associations

....

nor to any corporation or associa-

tion organized and operated exclusively for religious, charitable,
scientific, or educational purposes, no part of the net income of which
winners to the benefit of any private stockholder or individual, nor to
business leagues, nor chambers of commerce, nor boards of trade, not
organized for profit...."
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banks.

2/

Congress gave the original exemption from federal income taxes to
domestic building and loan associations, mutual savings banks and cooperative
banks for a definite reason. As then constituted, these organizations shared
the characteristics of being mutually organized, non-profit institutions, whose
purpose was to serve their members. Although credit unions shared those
characteristics, they went unnoticed at first because of their miniscule size.
As soon as it was pointed out that credit unions were the classic form of
non-profit, cooperative financial institutions, the exemption was extended to
them.
In order to fully appreciate the tax policy underlying the specialized
treatment of credit unions, it must be remembered that prior to 1894, congressional legislation taxing an entity specified the entity to be taxed. In
other words, if an entity was not specifically mentioned in a tax law, it was
not taxable. In 1894, when Congress imposed a 2% tax on corporate income,
Congress had to focus on the exact entities it wished to subject to taxation.
Thus, Congress began the process of wrestling with tax policy. Though the
1894 tax was ultimately declared unconstitutional, congressional debate on the
exemptions show clear recognition of the unique place held by truly nonprofit consumer cooperative financial institutions. The following 1894 Senate
debate, although not dealing with credit unions, illustrates the point:
Argument ought not to be necessary to sustain the
proposition that mutual savings banks should be
absolutely exempt from any income taxation.
They represent the savings of the poor; they are
not established for ordinary business purposes; the
earnings -- aside from those necessary for legitimate
expenses, belong to the depositors, and are paid to them
from time to time in the shape of interest or dividends;
they ordinarily have no capital stock, and the managers
are simply the agents who are simply the agents or
trustees of the depositors.
... This Government cannot afford to permit the savings
of the poor to be taxed through the Federal income tax.
It would be the crowning infamy of this bill. (26 Cong.
Rec. 6622 June 21, 1804).
2/

39 Stat. 766 provides that: "...[Tihere shall not be taxed under this

-

title any income received to by any ...

Domestic building and loan

association and cooperative banks without capital stock organized and
operated for mutual purpose and without profit...."
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The exemption for mutual savings banks was included in that legislation,
and continued in the Revenue Act of 1913 which followed the ratification of
the Sixteenth Amendment. The exemption from income taxation which was
granted to federal credit unions in the 1934 Federal Credit Union Act was
without doubt premised on the same concerns.
In 1917, the Secretary of the Treasury requested that the United States
Attorney General render an opinion regarding the income tax liability of
credit unions organized under the Massachusetts Credit Union Act of 1915.
In a November 1917 ruling, the Attorney General declared his opinion that
Massachusetts credit unions (and by inference credit unions in other states as
well) were exempt from federal income tax because of their similarity to
cooperative banks and building and loan associations (as they were organized
and operated at that time). The opinion declared in part:
"The similarity between credit unions and cooperative
banks, as they exist in Massachusetts, is striking.
Having in mind the history of the insertion of the fourth
paragraph, section 11 of the income tax law, it must be
conceded that although credit unions do not come within
the letter of the paragraph, such associations are wholly
within the intention and meaning of Congress as therein
expressed. Because the words 'credit union' were not
specifically used is certainly no reason for saying that
such organizations are subject to the tax imposed by the
act, if on examination of the purpose and the object of
such associations it appears that they are substantially
identical with domestic building and loan associations or
cooperatives 'organized and operated for mutual purposes
and without profit.'"
This opinion was to become the basis for the exemption for state chartered credit unions which was enacted in 1951 (26 U.S.C. I 501(c)(14)).
The bill which was later to become the Federal Credit Union Act first
proposed an exemption of federal credit unions from all federal taxation
except taxation on real property. Although this language was included in the
Senate-passed version, the House of Representatives eliminated the exemption
and further permitted the states to tax federal credit unions. Thus, the
original Federal Credit Union Act as adopted in 1934 contained no specific
exemption from federal taxation for federal credit unions.
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In response to an inquiry from the General Counsel of the Farm Credit
Administration, 3/ the Commissioner of the Internal Revenue ruled in June
1935 that, upon proper certification from the supervisory agency, federal
credit unions would be granted exemption from federal income tax. In 1937,
Congress adopted amendments to the Federal Credit Union Act, primarily to
provide federal credit unions with relief from state taxation, but specific
exemption from federal taxation was also included. 1/
Federal credit unions also derive tax exemption directly from the
Internal Revenue Code (26 U.S.C. 1 501(c)(1); see also, Rev. Rul. 55-133,
1955-1 C.B. 138). Section 501(c)(1) exempts corporations organized under an
act of Congress, if such corporations are instrumentalities of the United
States and, if, under the enabling act as amended or supplemented, those
corporations are exempt from federal income tax. The original FCU Act
specified that federal credit unions would act as fiscal agents of the United
States upon request of the Secretary of the Treasury (12 U.S.C. 1 1767). That
provision, under which federal credit unions were and are still deemed federal
instrumentalities, provides another basis for the exemption from federal
income taxation. Both the Internal Revenue Service and the courts have
affirmed that federal credit unions are federal instrumentalities. _
3/

Federal credit unions were, under the original Federal Credit Union Act,
placed under the supervision of the Farm Credit Administration. This was
done for several reasons, among which were the fact that: (1) a number of
credit unions then contemplated would be serving rural communities, and
(2) credit unions resembled both in function and characteristics certain
elements of the farm credit system.

4/

"Sec. 18. That the federal credit unions organized hereunder, their
property, their franchises, capital, reserves, surpluses, and other
funds, and their income will be exempt from all taxation now or hereafter
imposed by the United States or by any state, territorial, or local taxing authority; except that any real property and any tangible personal
property of such federal credit union shall be subject to federal, state,
territorial, and local taxation to the same extent as other similar
property is taxed" (12 U.S.C. 1 1768).

5/

The IRS published its recognition in Internal Revenue Memograph 6687,
September 19, 1951. Some of the court decisions which affirm that
federal credit unions are instrumentalities of the U.S. include:
Wekearnyan Federal Credit Union v. Zuna, 31 A. 2d 490 (1943); Tabco
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The various debates surrounding the enactment of the tax exemption for
credit unions illustrate the rationale for the special status and. provide the
points of analysis for its continuing validity. Section 16 of S. 1639,
introduced by Senator Shepherd, 73rd Congress, 1st Session, May 11, 1933,
establishing a federal credit union system provided that "Federal credit
unions, but not the members thereof, shall be exempt from all federal taxation
except taxes upon real property." The Senate deliberations on S. 1639 resulted in the deletion of the provision exempting all credit unions from
taxation on March 29, 1934. The provision was dropped to clear passage of
the Federal Credit Union Act with the acquiesence of the credit union movement. As finally adopted, section 18, according to the report accompanying
S. 1639, "permits the taxation of the shares of stock of a federal credit union
as personal property of the owner; and permits federal credit unions to be
taxed under state authority in the same manner and not exceeding the rate
imposed upon domestic banking corporations."
By 1936 it became-obvious to the 74th Congress that taxation of credit
unions had been a mistake. S. 4104 was introduced on February 24, 1936, to
eliminate provisions permitting tax on credit union shares. Although no
action resulted in the 74th Congress, Senator Shepherd introduced a similar
bill early in the 75th Congress (S. 649). However, it was not until June 15,
1937, when Senator Shepherd introduced S. 2675, covering examination fees,
investigation, research, and studies, exemption from taxation, and space in
federal buildings that the needed legislation was fully considered.
(cont'd). Federal Credit Union v. Goldstein, (Balt. Co., Md. Cir. Ct.)
6/22/14, cited in Central CreditUnfon'v. Comptroller of Treasur, 220 A.
2d 568 (Md. Ct. App., 1966); Electrical Fe er
credit Union v. tate
Department of Revenue, Civil Action No. C-13176, 12/7/70 (D.C. Denver,
Co.); Mosco v. Une

States, 310 F. 2d 180,

(9th Cir. 1962).

State-chartered credit unions are subject to taxation on unrelated

business income. This provision was inserted in the IRS Code by the Tax
Reform Act of 1969. Federal credit unions, however, are still exempt
from this tax by virtue of their being deemed instrumentalities of the
United States. Section 121(a)(1)(A) of the Tax Reform Act of 1969 reads
in pertinent part:

"...

[Tihe taxes Imposed by (this Act) shall apply in

the case of any organization other than ... an organization described in
section 501(c)(1) which is exempt...."

21-161 0-83-

15
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In hearings before the Subcommittee of the Banking and Currency
Committee of the United States Senate (May 11, 1937 on S. 649), W. I. Myers,
Governor of the Farm Credit Administration, commented:
[The bill amends] section 18 of the Federal Credit Union
Act to provide the method of taxing federal credit unions.
This proposed section exempts federal credit unions from
all tax except that upon real property and tangible
personal property....
The present Federal Credit Union Act permits the taxation
of any federal credit union by the state in which it is
located, or its property, by authority of such state in
the manner and not to exceed the rate imposed upon
domestic banking corporations. Many states tax domestic
banking corporations in relation to their share of capital.
In view of the fact that federal credit unions may not
accept deposits, their capital represents a much greater
proportion of their total resources than is the case in
other financial institutions. Experience with federal
credit unions since the passage of the original Act
indicates that such taxation, therefore, places a disproportionate and excessive burden on them. Furthermore, these credit unions are mutual or cooperative
organizations operated entirely by and for their members
and in view of this fact it is appropriate, we feel, that
local taxation should be levied on the members rather
than on the organization itself. It is our opinion that
this amendment is desirable and it is recommended for
favorable consideration.
The rationale stated by Governor Myers was carried forward in the
Senate report accompanying S. 2675 (July 30, 1937, Report No. 1009, 75th
Congress, 1st Session, United States Senate).
Representative Luce of Massachusetts, speaking before the House
(November 24, 1937), stated that the credit union "system has no element of
profitmaking whatever." Mr. Luce noted that the exemption of federal credit
unions from taxation, except taxation on real and tangible personal property,
"also prohibits the placing of the burden of collecting the tax upon the credit
unions themselves." Like his Senate counterparts, Representative Luce was
favorably disposed toward the legislation because federal credit unions are
"mutual or cooperative organizations operated entirely by and for their
members." Mr. Church, a Republican from Illinois, was even more direct
stating that those "interested In these credit unions are wage earners all over
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America. They would appreciate their Thanksgiving tomorrow all the more if
you would take these obstructive tax burdens off the businesses of their
country."
The Federal Credit Union Act was amended to specifically exempt federal
credit unions from federal income laws in December 1937.
In 1951 the Congress made a number of changes in the tax-exempt status
of financial institutions. H.R. 240, the Tax Equalization Act of 1951, and
H.R. 1177 were bills "designed to equalize taxation by imposing income taxes
on cooperative corporations and on the business income of certain other taxexempt corporations and organizations including building and loan associations, federal savings and loan associations, mutual savings banks, cooperative banks, credit unions, farm loan associations, production credit
associations and electric and telephone cooperatives."
Hubert Rhodes, testifying before the Senate Committee on Finance on
July 18, 1951, on behalf of the Credit Union National Association and its
8,000 member credit unions, stated:
"(A credit union is] cooperative association organized
within wel-defined groups of people for the two-fold
purpose of promoting thrift among Its members and
supplying them with needed loans for useful purposes at
reasonable costs.... The credit union is a service
organization to promote systematic savings even when
such may be in very modest amounts, and to help
eliminate usurious charges for short-term personal loans.
Out of the income derived for its low-cost loan service,
the credit union pays expenses of operation and sets
aside a portion of earnings each year as a reserve against
possible bad loans. The remainder is available for
members to pay themselves interest on their savings
accounts. Each credit union Is self-managed by directors
and the committees selected by and from members. None
of these may be compensated for their services. They
contribute-time and effort for the welfare of their members.... The credit union is not formed to make profits,
it does not do business with the general public, and any
financial return from its operation on a mutual basis is
distributed to members. It is a self-help organization and
one which government, industry, churches, labor and
others recognize for its value and benefit to people of
small means.
"We feel very strongly that the present tax position
of the credit union should be maintained and, therefore,
we wish to register opposition to any proposal which
would make changes in this position."
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Credit unions' tax-exempt stat--s remained intact even though the
Revenue Act of 1951 eventually removed the tax-exempt status of mutual
savings banks and savings and loans. The legislative history of the Revenue
Act of 1951, for instance, states:_
Mutual savings banks were established to encourage thrift
and to provide safe and convenient facilities for savings.
They also have the responsibility of investing the funds
left with them so as to be able to give their depositors a
return on their savings. Mutual savings banks were
originally organized for the principle purpose of serving
factory workers and other wage earners of moderate
means who, at the time these banks were started, had no
other place where they could deposit their savings.
At the present time, mutual savings banks are in
active competition with commercial banks and life
insurance companies for the public savings, and they
compete with many types of fixable institutions in the
security and real estate markets. As a result, your
Committee believes that the continuance of the tax-free
treatment now accorded mutual savings banks would be
discriminatory. So long as they are exempt from income
tax, mutual savings banks 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 to use of their own
reserves. The tax treatment provided by your Committee
place mutual savings banks on a parity with their competitors." (Senate Report No. 781, 1951-2, C.B. 476
(emphasis adde)d5)
The reasons for removing the tax-exempt status of mutual savings banks
also applied to savings and loan associations:
"The grounds on which your Committee's bill taxes
savings and loan associations on their retained earnings,
after making a reasonable allowance for additions to a
reserve for bad debts, are the same as those on which
mutual savings banks are taxed under the bill. Moreover, savings and loan associations are no longer
self-contained cooperative institutions as they were
originally organized. There Is relatively little difference
between their operations and those of other financial
institutions which accept deposits and make real estate
loans." (Senate Report No. 781, 1951-2 C.B. 478.)
Thus, the reasons for removal of th. tax-exempt status for mutual
savings and banks and savings and loans associations was their fundamental
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departure from the principles and purposes of their formation. The difference between these organizations and other financial institutions subject to
federal income tax was, in the view of Congress, minimal. It follows that the
reason for the retention of the tax-exempt status of credit unions in 1951 was
the absence of any indication that credit unions had deviated from their
original purpose and characteristics. CUNA strongly believes that the
characteristics which separated a credit union from a bank or savings and
loan association in 1951 remain unchanged. Although a credit union in 1983
may offer a much wider array of financial services to its members than it did
in 1951, the way these services are performed continues to distinguish credit
unions from other financial institutions to such a degree that their tax-exempt
status should be preserved.
CHARACTERISTICS OF CREDIT UNIONS
COMMON BOND
-The Federal Credit Union Act requires each credit union
to have a common bond of occupation, association, or residence within a welldefined geographic area. - Credit unions are not open to the general public.
The majority (80%) are still based on a common bond of occupation. That is,
these credit unions serve the employees of one or more businesses. Another
group of credit unions (.6%) serve individuals associated with a particular
group or organization, such as a church parish. A small number of credit
unions (4%) serve individuals living within a well-defined geographic area.
Community credit unions hold only 4%of the savings in credit unions and are
frequently organized to serve residents of low-income areas, for instance,
West Philadelphia Community Federal Credit Union of Philadelphia, Pennsylvania with median income In its geographic area of $11,000.
The continuing vitality of the common bond requirement is demonstrated
through a number of operational constraints that are quite different from
those in other financial institutions. First, credit unions continue to rely
on member savings to generate funds for loans. The external generation of
capital is very limited in the credit union movement. Therefore, when a
member borrows from the credit-union, there is a greater sense of loyalty and
commitment to repaying the loan because the funds are in fact borrowed from
coworkers and fellow members.
Second, despite growth and new powers granted over the past decade,
credit unions remain small institutions. More than half of them, 12,840

-
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credit unions, have assets of less than $1 million and average approximately
400 members. Of the nation's more than 20,000 credit unions, fewer than 1,500
have assets in excess of $10 million.
The number of credit unions has doubled since 1951 but has remained
relatively constant for the last decade. In addition, since 1951, credit union
membership hat grown from approximately 5 million to more than 47 million
individuals. Despite this growth, the percentage of deposits in credit unions
in relation to those of all financial institutions has remained at about 4% for
the last decade. This Is a slight increase from the relative position in 1951.
SAVINGS AT ALL INSTITUTIONS (12/82)

Commercial Banks
Savings and Loans
Mutual Savings Banks
Open-End Mutual Funds
Credit Unions
MMF (Non-Institutional)
Savings Bonds

1982

1972

34.7%
32.6%
9.1%
4.5%
4.3%
10.8%
4.0%

38.1%
29.3%
12.9%
8.4%
3.1%
0.0%
8.2%

100.0%

100.0%

Credit unions were initially formed around a common bond, in part, to
provide loans at a low rate. Although banks and savings and loan associations now aggressively make consumer loans, the credit union is widely
recognized as one of the best sources that a borrower can turn to for
low-cost loans. Despite authority to increase loan interest rates granted by
P.L. 95-22, the average consumer loan rate for credit unions throughout the
high-interest-rate period of 1979-82 remained well under both the legal limit
for credit unions and the comparable rates charged at banks and savings and
loan associations.
VOLUNTEERS
Federal and state credit unions rely heavily on the use of volunteers to
run credit unions. By statute most board members and committee members
may not be compensated for their service. In a recent survey required by
P.L. 97-320, credit unions throughout the nation reaffirmed their commitment
to the importance of the volunteer in the credit union movement. The pro-
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hibition on the payment of directors and committee members is one way in
which the democratic control of credit unions, is continued and ensured.
Although many credit unions obviously employ professional managerial and
clerical staff, approximately 6,600 credit unions (33% of all credit unions)
do not have any full-time employees. These credit unions average approximately $250,000 in assets and generally offer a limited array of services to
their members.
Volunteers come in many forms. Recently the manager of U.S. Steel
Products Credit union provided us with several examples of personal
experiences:
"I worked periodically for one year--no salary--to help
another credit union's inexperienced manager adapt to
credit union bookkeeping and policy making. This was
done on an advisory basis, after my regular work day.
My board of directors, all voluntary, spend an average of
5 hours per week of their free time studying regulations
and counseling members on their financial situations.
Members with building skills have donated time and
materials to repair or enhance the credit union office.
Very seldom do we have to-pay for maintenance work."
Another credit union manager has commented to CUNA:
"I remember a few years back when the manager of a
small credit union had a heart attack and was
hospitalized. We sent help to operate the credit union for
several weeks without charge so the credit union could
keep its doors open."
DEMOCRATIC CONTROLIMUTUAL OWNERSHIP
Each member of the credit union has one vote regardless of the number
of shares purchased in the credit union. The Federal Credit Union Act, for
instance, specifically prohibits the use of proxy voting (12 U.S.C. g 1760).
In the last quarter .-entury mutual savings banks and mutual savings and loan
association have widely used proxy voting to ensure continued control of the
institution. The requirements of the Federal Credit Union Act stand in
obvious and stark contrast to this practice.
Credit unions encourage participation in their annual meetings. How
many financial institutions do what the North Greenmount Community
Development Federal Credit Union In Maryland did for its annual meeting
earlier this year by notifying stockholders with names from A through F to
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bring desserts and from Q through Z to bring salads. That is not so unusual
since credit union members are not depositors but are owners.
In the St. Mary's Bank case (1976), the 1st Circuit Court of Appeals
found that the nation's oldest credit union was still a credit union despite
the fact that it had no written or enforced common bond requirement for
membership, made real estate loans, offered demand deposits and made a number
of business loans. Specifically, the Court of Appeals concluded that the
credit union, in offering such services, "still met the needs of its members
for short-term loans and was a democratically controlled, cooperative, nonprofit society, organized for the purpose of encouraging thrift and selfreliance among its members by creating a source of credit at a fair and
reasonable rate of interest in order to improve the economic and social
conditions of its members."
NOT FOR PROFIT ...
As cooperative financial institutions, credit unions have operated under
the principle of "not for profit--but for service". Credit union growth
through the present has come from increased member savings, not the use of
undivided earnings to finance growth (see, e.g., legislative history of
Revenue Act of 1951 concerning mutual savings banks).
Even though 1981 was a difficult year for credit unions, at least 1500
credit unions provided loan rebates to members. This is a partial return of
interest paid by borrowing members to the members where income generated
exceeds that needed for dividends and statutory reserve transfers.
We would like to provide some examples of typical credit union decisions, decisions that would not necessarily be made by other types of
financial institutions.
The manager of California's Golden 1 Credit Union commented to CUNA last
month:
A recent event in California that received national
attention was the possibility of the State of California
issuing registered warrants (IOUs) because it was broke
and the legislature failed to act on a new budget. The
Golden I Credit Union was the first financial institution
that announced it would accept the IOUs from our
members (state employees) who received them as
paychecks. Soon other credit unions joined in and the
California Credit Union League offered special loans to

°
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participating credit unions. Some banks finally joined in
on a restricted basis but not one of the major banks
would help out. They all had the same complaint: The
IOUs would only earn 5%and thus would not be
profitable. The Golden I Credit Union was concerned
about its members not having paychecks, not profit.
The historically low credit union lending rates have remained low,
despite high interest rates during the past several years. Again, the manager
of Golden I in Sacramento stated in a recent letter:
"Our loan policies are designed for people. As an
example, we loan 100% of the cost of a new or used car.
We loan to people, not cars. It shouldn't make a di ference whether it's new or used."
Similarly, in Port Arthur, Texas, the U.S. Steel Products Credit Union
reported:
"Our credit union operated under the state usury laws
for years (maximum interest rate ceilings on loans - 12%).
When these laws were changed, our board of directors
could have raised rates to the allowed maximum of 18-24%.
But, anticipating the economic hard times for our
members, the board increased the maximum rate to 15%,
only enough for us to break even.
Should a borrowing member become ill or laid-off his job,
causing delinquency, the credit union will bend over
backwards to give that member an opportunity to catch
up, refinance or extend the delinquent loan. Foreclosures and repossessions are only acted upon those
members who indicate no inteontn of repayment."
The AAC Employees Federal Credit Union of Columbia Falls, Montana, cited
a specific example of lending flexibility when its sponsoring plant experienced
yet another production cutback. At a meeting of the 700 laid-off employees
called by the company last month, the credit union manager reported that the
local bankers stated they could only give the workers a six-month grace period
at half payments before repossession or foreclosure. In contrast, the credit
union had made the following decisions:
"Our board of directors has decided that we can
make extension agreements to 60 months if necessary.
This is lowering the loan payments to less than half for
some members. The CDI insurance and life savings
insurance remains in effect. We are extending at the
original contracted rate of APR. So many of our members
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have come in to cooperate with us, pleased and relieved
that we care for them and their problems and are willing
to work with them.
We are also acting as sales intermediary, for those
who wish to sell personal property such as: boats,
motors, cars, and pickups. We run the ads and handle
telephone calls regarding these items. The credit union
is also monitoring a Barter Board, to help these people
find odd jobs and earn or barter for something they need
in exchange for work done.
BUT FOR SERVICE
Long before share insurance (1970) became available to credit unions,
the credit union movement banded together to form an insurance company
which provided life savings insurance and loan protection insurance. These
policies were then, and are today, purchased by credit unions out of the
earnings of the credit union without direct cost to the member. More traditional services provided by credit unions include financial counseling and
money management planning. Nearly 2 million American credit union families
receive "Everybody's Money," a consumer-oriented financial magazine mailed to
credit union members and paid for by their credit unions.
Credit unions help groups not currently served by a credit union to find
credit union service or to start their own credit union. For example, people
involved in insurance in Nevada were not served by any credit union. The
Southern Nevada State Employees Credit Union in Las Vegas committed itself
to assisting the chartering and management of a credit union for this group.
The new Nevada Insurance Credit Union was chartered in June 1982 and is
located in the office of the Southern Nevada State ECU, operates on the
sponsoring credit union's in-house system as a separate entity, and is staffed
with the personnel of the sponsoring credit union. As of February 1983, the
Southern Nevada State ECU has not realized any income for its assistance
since the Nevada Insurance CU is not yet in a position to pay its fair share
for services rendered.
Just so the Committee will understand that there is nothing unique about
.the Nevada experience, we would like to cite a similar example from Lawton,
Oklahoma. The manager of the Lawton Teachers Federal Credit Union
received a call in 1981 from an employee of the local Goodyear plant inquiring
as to how to organize a credit union. The credit union manager started
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meeting with some of the Goodyear employees at night and on Sundays helping
them to start the credit union, and, once started, to figure their first
dividend and to set up loan policies. The Lawton Teacher FCU felt that the
Goodyear employees could support a credit union. The manager noted: "Even
though some employees were already members of our credit union, we wanted
to help them organize for the benefit of thet-e- r employees." This credit
union helped to set up a competitor for its members savings.
About 75% of the nation's 21,400 credit unions have less than $2 million
in assets. Many of these operate with volunteer or paid part-time staff.
Small size requires ingenuity in providing services to members. One example
of the unique credit union response to facing up to the limitation of size is
the case of four credit unions in Springfield, Ohio. Each of the four credit
unions have well under $2 million in assets. They have an arrangement
where they share the same building, equipment and staff. Each credit union
has retained its own board of directors, credit committee and supervisory
committee. Each credit union has counter space and its own display board in
the shared lobby. Each credit union handles its own publicity and provides
its own stationery. The tellers are all trained to serve members of all four
credit unions. By sharing, the credit unions are able to provide full
five-day-a-week service, which the individual small credit unions could not
have done.
Large credit unions help small credit unions by giving them research and
advice without charge to get started, and by providing training. One credit
union manager cited the example of, when trying to develop an Individual
retirement program with the most advantageous dividend compounding schedule
for his members, calling "another credit union, with no personal relationship
to or knowledge of any employee there" to ask for data processing assistance
and he got the asked for assistance.
CHANGING MEMBER NEEDS
Credit unions were originally formed to provide members not only a place
to save but low-cost small loans. As consumers, credit union members began
to find financial services, such as transaction accounts and mortgage loans,
available to them at other financial institutions. Without changing the
structure or philosophy of credit unions, members asked why they should be
denied these consumer financial services at their credit union. In 1977 and
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1080, credit unions received the right to provide their members transaction
account services, longer-term loans and home mortgages.
Credit unions, however, did not become banks. Lending is still restricted to members. Although credit unions are authorized a fairly broad r,.nge
of consumer lending powers, the credit unions offer only those loan services
sought by their members. Only a very small percentage of credit unions
engage in mortgage lending. Fewer than 3,600 offer share draft accounts.
About 200 offer credit card or debit card services. Clearly, credit unions
remain a reflection of their members' wishes.
It is also important to note that in seeking transaction account authority,
credit unions sought interest-bearing transaction accounts (not demand
deposits not paying interest). The share draft program which began in 1974,
under a regulation issued by the National Credit Union Administration, was
declared invalid by a court after bankers sued to enjoin the activity.
Congress ultimately recognized the validity of interest-bearing transaction
accounts for consumers and authorized credit unions to offer them in P.L.
96-221.
Similarly, the credit union experience in mortgage lending has been quite
different than that of other financial institutions. Authorized for the first
time in 1978, one credit union has granted more than 2,000 real estate loans.
To date, despite adverse economic conditions, it has had only one
foreclosure. This experience stands in stark contrast to the experience of
other lenders under similar circumstances. We believe it reflects a greater
sense of loyalty to the credit union as a financial institution by the member
and, most importantly, a willingness on the part of the credit union to work
with members to help them prevent, avoid and ride through rough economic
times.
As previously stated, credit unions do not serve corporations. For
banks and, to a growing degree, for savings and loans and mutual savings
banks, this aspect of their financial business has become increasingly
important. Faced with the legislative opportunity to seek to serve these
corporate interests, credit unions chose to reaffirm their dedication to their
consumer-members. In a world of homogenous financial institutions, credit
unions have chosen to be different. In so doing, they have remained the
same.
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TAXATION OF OTHER FINANCIAL INSTITUTIONS
Competitive Equality. There appears to be an underlying assumption
that commercial banks, mutual savings banks, savings and loan associations
and credit unions should receive the same tax treatment because they are all
financial intermediaries. The credit unions' preferred tax status is seen as
an unfair advantage because of its impact on the "bottom line" of the financial
statement. The "bottom line" shows the net earnings after taxes. That is
what is left to plow back Into the business and pay dividends to shareholders
for the use of their money. Every dollar saved in taxes falls through to the
"bottom line." Thus, according to this argument, credit unions have higher
net earnings on the bottom line to return to shareholders in the form of
higher dividend rates. Similarly, the higher earnings potential permits credit
unions to charge lower rates on loans and to pay higher rates on savings.
The argument is short sighted. The tax treatment of credit unions is
only one form of federal subsidy available to financial institutions.
A true
estimate of the value to credit unions of their tax treatment must be judged
in comparison with all of the other devices available to other financial
intermediaries that increase their "bottom lines."
Markets Served. Credit unions, commercial banks, mutual savings banks
and savings and loan associations operate in the financial services market.
This market is broad and diverse. It is serviced by an almost endless
variety of competing businesses, including insurance companies, investment
advisors, investment funds, mortgage companies, stock brokers,
underwriters, trust managers, leasing and factoring companies, finance
companies, savings banks, commercial banks, savings and loan associations,
credit unions, note and equity issuers, and various government agencies.
Few of these businesses serve the entire spectrum of financial services
markets. As we have already pointed out, credit unions are significantly
limited in the market they serve by their common bond requirement. Commercial banks and bank holding companies are obviously key participants at the
domestic and international level, providing a broad range of tax-favored
services as well sale of certificates of deposit, commercial paper, capital notes
and debentures, the purchase of Eurodollars and Federal funds, the offering
of commercial loans, corporate trust services, investment advice and
consulting. the sale and purchase of government and municipal obligations,
the furnishing of lock boxes, payroll and other cash management services,
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and many other services. Savings and loan associations and mutual savings
banks are becoming active participants not only in the retail consumer market
served by credit unions, but also the wholesale market. For instance, on
March 8, 1983, fourteen savings and loan associations announced formation of a
syndicate to make long-term loans to businesses. Credit union participation
in the sale of financial services when compared to that available to other
financial intermediaries is quite limited.
Subsidies. In evaluating the impact of the existing tax structure on the
"bottom line" of all financial intermediaries, not only must the market served
be considered, but the also availability of other federal subsidies. Using the
definitions and categories of various federal subsidy programs established by
the Joint Economic Committee Study on Federal Subsidies, we suggest that
there are no basic differences among financial institutions in the availability
of: (1) direct cash, (2) credit, (3) benefit-in-kind, (4) purchase, and (5)
regulatory subsidies. Credit unions do receive space in federally buildings,
but now generally pay rent for that space. Banks operating on some military
reservations receive cash reimbursement for losses incurred in operating
certain facilities. Guaranteed and insured loans are available to both banks
and credit unions. Banks do receive a greater value since many of these
benefits are available for real estate and commercial loans. In the regulatory
area, commercial banks have a monopoly on demand deposit accounts.
The primary non-cash-type subsidy-the tax expenditure, tax subsidy or
tax incentive-is granted through the federal income tax system in the form
of exclusions, exemptions, deductions, credits, preferential rates and
deferrals.
Government figures indicate that the current annual tax subsidy available to credit unions due to their tax-exempt status ranges from an OMB
high estimate of approximately $225 million to a Congressional Budget Office
figure of approximately $115 million. We do not know what assumptions about
tax planning by credit unions were made by either group. Banks, which are
nominally subject to a corporate tax rate of 42%, have effectively reduced that
rate dramatically.
In the final analysis, the question of tax preferences, subsidies and
exemptions is one of tax policy. We submit that the evidence shows that the
tax policy reasons for originally treating credit unions separately from other
financial institutions are still valid. Unlike the mutual savings banks and the
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savings and loan associations in 1951, credit unions have not become institutions indistinguishable from a bank, even though credit union powers have
expanded in recent years.--4n fact,, credit unions continue to share common
features with other tax-exempt organizations that justify the continuation of
the exemption.
EXEMPTIONS OF OTHER ENTITIES
At the end of 1982, there were 23 different categories of exemptions
under Subchapter F of the Internal Revenue Code. There were, at the end
of FY 1980, some 850,000 organizations exempt under those categories. There
are common characteristics underlying the tax treatment of these organizations. Almost all can be viewed as having a public purpose.
However,
It is difficult to categorize the types of exempt organizations.
generally they might be categorized as follows:
(1) Mutual protection and benevolent societies. Examples
include religious and charitable organizations, social
welfare, social and recreational, fraternal, local
benevolent life insurance associations, cemetery
companies, and mutual insurance 1 companies.
(2) Related to governmental activities. Educational and
scientific organizations, civic leagues, business leagues,
chambers of commerce and boards.
(3) Emp oyee related. A surprising number of the exempt
organizations are employee- or occupationally-related.
These include voluntary employee beneficiary associations,
teacher retirement fund associations, supplemental
unemployment trusts, employee-funded pension trusts,
prepaid legal service funds.
(4-) Agricultural. These include: agricultural and
horticultural orgnaizations, telephone organizations,
cooperatives to finance crops and farmer co-ops.

COMMON CHARACTERISTICS
Non-profit. With one or two exceptions, all of the organizations exempt
When referring to "nonunder section 501 of the Tax Code are non-profit.
profit" forms of enterprise that are exempt from taxation, reference is
generally to the fact that there is no entrepreneurial profit in credit unions
or, in most other cases, of tax-preferred entities. Funds are not invested to
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create returns for the investor through sales to the general public. Members
of these organizations do not deal with the general public and so, usually,
the benefits are limited to members.
Membership. Many of the tax-exempt entities are membership groups.
There is usually a bond or affinity of some kind. It may be employment,
religion, occupational or fraternal.
Credit unions are membership groups, and there are qualifications that
must be met before a person can join. Those qualifications include being
within the field of membership (common bond) specified in the charter issued
by the National Credit Union Administration or a state-chartering authority.
Our analysis indicates that the common thread between mutual organizations
that are exempt from taxation has to do with its membership quality, not any
other aspect of ownership.
Size. There is no doubt that size is an element upon which the tax
exemption rests. Existing tax law specifies that mutual insurance companies
cannot have a gross income exceeding $150,000 to qualify for the section
501(c)(15) status. For the most part, credit unions certainly are small in
relationship to business enterprises. They are definitely small in relation to
the financial services market.
Employee Related. A thorough review of tax-exempt organizations
reveals that many of the exemptions apply to entities with membership based
on employee or occupational criteria. A list includes: federal credit
unions, 501(c)(1); local associations of employees, 501(c)(4); labor

organizations, 501(c) (5); voluntary employee beneficiary associations,
501(c)(9); teacher retirement fund associations, 501(c)(11); state credit
unions, 501(c)(14); supplemental unemployment trusts, 501(c)(17);
employee-funded pension trusts, 501(c)(18); pre-paid legal service funds,
501(n)(20); black lung benefit trusts, 501(c)(21); farmer cooperat.Ves,
section 521(a). Nearly 80% of the nation's 20,000 credit unions have
employment-related fields of membership.
Comment: Credit unions fit in with the group of member benefit tax-exempt
organizations listed in section 501(c). They have a cluster of characteristic of the others. .For policy reasons, Congress has consistently adopted
exemptions for these non-profit membership organizations. We believe that in
addition to all of the traditional reasons given for preserving the tax
exemption of credit unions, this exploration of the similarities with other
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tax-exempt organizations supports the continued tax treatment for credit
unions.
STATUTORY RESERVE REQUIREMENTS
Statutory reserve requirements are unique to credit unions. Banks
and savings and loan associations do not have to set aside an amount
required by statute for loan losses and other losses. The Federal Credit
Union Act (12 U.S.C. 1 116), for instance, reiidres that federal credit
unions establish and maintain a regular reserve to which losses on
uncollectible loans and other losses as specified by the National Credit
Union Administration will be charged. If Congress were to decide that it
was necessary to subject credit unions to federal income tax (credit unions
do pay tax on personal and real property), coordination between the tax
writing and banking committees of Congress would be essential in
developing a tax formula so as not to undermine the stability of credit
unions.
In 1978 the Carter Administration proposed to eliminate credit union's
exemption from federal income tax. Under that proposal, credit unions
wo,ild have been permitted to reduce gross income by all operating
expenses and dividends to shareholders. This net income would then be
reduced by a bad debt deduction, which would be phased down, in effect,
from 100% to 30% of net income over a five-year period (the 30% deduction
would be the same-deduction allowed savings and loan associations and
mutual savings banks). The remaining amount would be taxed as
corporate income. The following example illustrates the serious problem
which would be created for a credit union under the Carter Administration
formula:

21-161

0-83---16
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Illustration: A credit union With gross income of
$103,000, operating expense of $44,000, dividend
distribution of $43,000, and a statutory reserve
requirement of 10% (because it has not reached the 4%
reserve level required) would receive the following
treatment:

*
**

Gross Income
Operating Expense
Dividends Paid
Net Income

$103,000
44,000
43,000

Statutory Reserve Required
Bad Debt Reserve Deduction

$ 10,300*
4,800*

$-MM

10% of Gross Income

30% of Net Income

Thus the credit union would be required to contribute $10,300 to its
statutory regular reserve account, and yet would be permitted a deduction
of only $4,800. This example demonstrates the unfairness credit unions
would face by having to pay a tax on amounts that are required to be
retained by statute.
The only options available to accommodate the imposition of such a tax
would be to raise loan rates, lower dividends, narrow the operating spread and
transfers to reserves where possible, and finally, deviate from our statutory
purpose of providing loans to members by investing in tax-sheltered obligations or tax-preferred investments. These alternatives do not square with the
credit union tradition--"not for profit, but for service."
CONCLUSION--CREDIT UNIONS ARE DOING THEIR JOB
Credit unions continue to be unique financial institutions.

Credit

unions remain mutually-owned, non-profit, cooperative, democratically
controlled financial institutions whose members share a common bond. The
vast majority are small and, by statute, most board and all committee
positions are staffed by volunteer personnel. Credit unions lend only to
their members and continue to pay an attractive rate of return on
members' savings. This carries forth their two statutory purposes of
providing loans for provident and productive purposes and promoting
thrift.
CUNA's analysis of credit unions has shown that they continue to
share with other tax-exempt organizations characteristics of size; membership
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requirements; a close relationship, in many instances, to employment; and
they remain, in the lt6rl sense of the word, non-profit institutions.
As it was in 1937, it is still the case that "federal credit unions are
mutual or cooperative organizations, operated entirely by and for their
members...." The reasons Congress relied, upon to justify the special tax
status of credit unions in 1937 and in 1951 are still valid policy In 1983.
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The CHAIRMAN. Mr. Roth.

STATEMENT OF ARTHUR T. ROTH, CHAIRMAN OF THE BOARD OF
THE NATIONAL TAX EQUALITY ASSOCIATION
Mr. ROTH. Mr. Chairman, I am Arthur T. Roth. I am chairman of
the board of the National Tax Equality Association. My remarks
are going to be in three areas: Withholding on interest and dividends, credit unions, and all mutual type organizations.
Mr. Chairman, it was 1963 that I appeared here before Senator
Douglas discussing withholding on interest and dividends. It was a
subject I did not bring up, but it was brought up by Senator Douglas, who was the chairman. I discussed other matters of inequality
in taxation.
Senator Douglas, in introducing me, said that I was one of three
bankers in the United States that he knew of that stood up for the
withholding on interest and dividends. He said it was unfortunate
that the bill did not go through, and he hoped that some years
later it would be enacted. I said to Senator Douglas, but, Senator
Douglas, because of the good fight that we put up, we caused banks
to file 1,099 forms which were sent to all recipients of interest and
dividends. And of the lower percentage of taxes that-were received
on interest and dividends, it increased very substantially. Oh, said
Senator Douglas-and I remember his remarks very well, and I
will read them to you-it is in his testimony-he said, "In other
words, Mr. Roth, that was a sacrifice fly which brought home the
run from third base." Well, it didn't quite bring the run home from
third base. The information that we get from the IRS is to the
effect that as of 1981, approximately 97.3 percent of the income
that was to be collected, as shown by form 1099, was being received, 97.3 percent. Now, in inquiring of the IRS how they arrived
at this figure, we found that they totaled up all of the 1099 forms
and then compared that with the amount shown on the income tax
1040 forms, and they came up with a figure of 97.3 percent. I believe that that figure is too high and it should be in the neighborhood of 95 percent. But even 95 percent collection is pretty good.
But I think it should be better than 95 percent. It should be closer
to 100 percent. And I believe that a few changes should be made to
sharpen the tools that we already have which will bring it close to
a hundred percent without the need for all of the work that is necessary in connection with the 10-percent program on withholding
on interest and dividends.
We have given you a form, a 1040 form, and in schedule E I believe it is on the 1040 form-no, schedule B. You will notice on
schedule B-do you have it before you, Senator?
The CHAIRMAN. Yes.
Mr. ROTH. You will notice under interest we have inserted the
words as listed on form 1099. And then we say list interest to correspond with form 1099. And below that there should be added interest received without form 1099. In other words, what a great many
taxpayers are doing today is not listing these items individually
but they are bulking it. And we cannot check the 1099 forms
against the income tax returns. There should be cross-checking.
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And if we had cross-checking, I think that our income would be increased considerably. But cross-checking is necessary.
Now, when 1099 came into being 20 years ago as a result of this
here effort that was made, when it came into being at that time,
all of these forms were sent to the IRS. I guess they would fill a
room about the size of this room. Well, I don't know what IRS did
with them. I think they sent them to the Archives the 1st year, the
2d year, the 5th year, the 10th year. It is only in the last few years
they are doing some cross-checking. The banks have done their
jobs. They have sent in the 1099 forms religiously, but the IRS has
been unable to cope with all of these forms to cross-check. And I
think that if they did their cross-checking we would get close to a
100 percent, and there would be no need for withholding.
Furthermore, as I look at the 1099 forms that are being used
today-I think you have a half a dozen that I received myself. They
are samples of them-you will find that there are all kinds of
forms, and there is no legend on there really strong enough to indicate to the taxpayer that he had better report the income shown on
the 1099 form. And I think that the 1099 form should be changed
and strengthened. With those two matters, I think we can completely do without the withholding program.
Second, with regard to credit unions.
The CHAIRMAN. You will have to summarize because we have
some other witnesses.
Mr. ROTH. Yes. I won't say anything more than for 15 years we
have been testifying to try-to get some taxes on credit unions. It is
high time that they were taxed. They have gotten to be large institutions. They have no excuse for their not paying tax.
The third item with regard to mutual type organizations. I think
we are missing the boat with regard to mutual type organizations.
They have nonownership wealth consisting of surplus funds that
really do not belong to anyone. And I would put the credit unions
in that category, too, pretty much. And I think that we ought to
cause them to be converted into stock ownership corporations, and
that the cost of converting them into stock ownership corporations
I think the Government should be entitled to, escheat, all of that
portion of the surplus funds which were accumulated by people
who have since died or closed their accounts. And I think that is a
tremendous source of income for the Government. I might say
about that, I introduced legislation along those lines in the New
York State Legislature 25 years ago, and David Rockefeller came
up to me and he said, "Arthur, that's pie in the sky." I said "There
has to be a beginning". Right now, all the savings banks in New
York State do want to convert into stockholder'bwned corporations,
and they are taking steps to do it. But nothing is being done to
permit the escheating of part of those surplus funds to the U.S.
Government or to the State under which they were organized.
Thank you, sir.
The CHAIRMAN. Thank you very much, Mr. Roth. We appreciate
it.
[The prepared statement of Arthur T. Roth follows:]
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STATEMENT OF ARTHUR T. ROTH
THE BANKERS COMMITTEE FOR TAX EQUALITY
SUMMARY OF TESTIMONY
Our testimony before the
interest to these hearings on
include provisions to collect
implementation of withholding
of credit unions.

Senate Finance Committee covers two subjects of
financial institutions taxation. The subjects
revenues due on interest and dividends without the
requirements and the continuing income tax exemption

It is important to realize that opposition to withholding is based not only
on the problems financial institutions and their customers anticipate because of
the new provisions, but because there exist reasonable alternatives to ensure that
taxes on interest and dividends are collected.
Extensive computer cross-checking of Form 1099 with tax forms, application of
1099 forms to government securities and similar investments and efforts to better
inform taxpayers of their obligations will result in severely limiting tax evasion
and subsequent loss of revenues.
The Bankers Committee suggests the following procedures to better inform
taxpayers of their responsibilities concerning interest and dividend taxes. First,
all taxpayers who receive interest and dividend income shall be required to file
a schedule B form thereby itemizing the amount of interest and dividend income
and the payer of such income. Second, certain changes and additions to 1040 and
1099 forms would be made to ensure that the taxpayer includes all sources of
interest and dividend income and is aware that the IRS has and will utilize
corresponding forms and information.
These suggestions, together with the enforcement procedures adopt-d by the Tax
Equity and Fiscal Responsibility Act of 1982, will provide the r.ecessary compliance
*to collect the revenues now expected from withholding but without the negative
effects associated with the controversial procedure.
Our second subject of concern pertains to the continued income tax exemption
for credit unions. Because the effective tax rate for the nation's mid-sized and
smaller banks is considerably higher than the largest institutions in the country, the
income tax exemption for credit unions is an important issue to competing institutions.
Over the years, the characteristics of credit unions that were originally
income tax exemption qualifications, have practically disappeared. Generally they
included a limited membership to individuals with close relationships such as
place of employment, or some similar association. Additionally, credit unions
were to provide opportunities for credit to those otherwise not able to obtain
financing because of low income. In 1977, two events transpired that greatly
altered the characteristics of credit unions: Congress granted increased powers
in both lending and saving, and a federal appeals court held that an institution
may qualify as a tax exempt credit union whether or not membership requirements
such as employment qualifications exist.
While these developments diminish the unique qualities of credit unions, they
serve to increase the effectiveness of the institutions in the marketplace. In
1981, there were 21,000 credit unions with total assets exceeding 80.6 billion
dollars. Were these thriving institutions to contribute to the federal income tax
base, the Joint Coamittee on Taxation estimates enhanced revenues of 115 million
dollars in 1983 and 140 million dollars by I87 -- obviously, a substantial
contribution to the effort to decrease our increasing federal budget deficit.
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I

ENFORCEMENT PROVISIONS FOR ADEQUATE COLLECTION OF INTEREST & DIVIDEND
TAXES WITHOUT WITHHOLDING REQUIREMENT
Mr. Chairman, the Bankers Committee for Tax Equality appreciates this

opportunity to testify before the Senate Finance Committee.

Today's hearings on

the taxation of financial institutions provide the opportunity to review the tax
code and hopefully establish policies that may improve the fairness of the code
as well as enhance revenues.

In light of the serious deficit problem

confronting our federal government, we would have to agree that certain actions
must be

Laken

to close loopholes and raise revenues.

issues of priority to discuss today.

We have selected two

The first pertains to the withholding

provisions of the Tax Equity and Fiscal Responsibility Act of 1982.
We believe that there is a better simpler method to achieve the results
which are proposed by the withholding method on interest and dividends.

This

better method is the proper use of reporting forms and improved reporting
procedures which will greatly increase compliance.
Extensive computer cross-checking between 1099 forms and tax returns and
expansion of the use of 1099 forms to cover U.S. government securities and
similar investments will contribute to increased compliance.

Additionally, we

would suggest procedures to better inform the taxpayers as to their tax
obligations concerning interest and dividend income.

This could be accomplished

by requiring itemization of interest and dividend income with the attachment of
a Schedule B for all 1040 and 1040EZ forms reporting interest and dividend
income.

(Currently the 1040A form, Part I and Part II of the second page,

provides for the itemization of interest and dividend income)

We would also

suggest a similar schedule attachment and itemization procedure for any fully taxable
pensions, IRA distributions and annuities.

Margin insertions would be added to the

Schedule B to notify the taxpayer that he must list income and dividends to conform
to form 1099 and any other interest and dividend income not reported by a form 1099.
Another procedure to increase taxpayer compliance recommended by the Bankers Committee
for Tax Equality would involve informing taxpayers of IRS "form cross-checking" on
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interest and dividend income with a notice to be included on all 1099 forms.
The above procedures can practically eliminate cheating without the additional
cost and paperwork of withholding, without discouraging the American people from
saving and investing and without punishing the majority of Americans who pay their
taxes in full.
We are assured that this can be accomplished by the July, 1981, report
issued by the IRS that found 97.3% compliance in regard to interest and dividend
income taxes when information returns are filed and matched with returns filed
by taxpayers.
Combining the above mentioned procedures with the positive changes recently
made by TEFRA such as new and stiffer penalties for failure to file usable
information returns will accomplish the revenue levels expected by withholding
without the many problems associated with withholding.
II

ELIMINATION OF TAX EXEMPTION FOR CREDIT UNIONS
Mr. Chairman, the second subject I am going to speak on pertains to

the continuing income tax exemption for credit unions.
As a recent study indicates, the effective tax rate for smaller community
banks and mid-sized banks differs considerably from the tax rate of the large
institutions usually examined in tax rate studies.

This means the exemption for

credit unions remains an important issue to smaller and mid-sized banks which,
incidentally, comprise the largest portion of the banking industry.
refer to was conducted by Tax Analysts, an independent research firm.

The study I
In 1981,

the research group released figures on the nation's largest twenty banks, with
an average effective tax rate for the banks of negative 12.6%.

After complaints

from many banking representatives, Tax Analysts agreed to study mid-sized banks
and found an average rate of taxation of 13.8%.

Considering that these banks

are encouraged by the federal government to invest in tax-exempt state and local
bonds and required to deposit funds interest free at the Federal Reserve, the
gap between the rate most banks pay in taxes and the national average tax rate of.---
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20.6% for domestic corporate income is minimal.
In comparison, institutions organized as credit unions, competing with
commercial banks, remain tax free.

The credit union tax exemption was designed

to assist these financial institutions when they were providing credit to those
not otherwise able to secure financing because of low income, but the credit
union exemption continues even though their operations have been expanded by
offering various banking services resulting in large numbers of new members with
average and above average incomes.
As the facts indicate, the expansion of the credit union industry has
been significant.

Legislation enacted in 1977 (P.L. 95-468) allowed credit

unions increased powers in both lending and saving, greatly stimulating the
growth of the industry.

During the decade of the 1970's, total assets of

Federal credit unions increased more than 41 times to a total of 36.5 billion
dollars.

By the year 1981, 21,000 Federal and State credit unions were active

with total assets exceeding 80.6 billion dollars.
Obviously, this growth translates into lost customers for other
financial institutions, but not only is the development of tax-free credit
unions a problem for competing institutions, but it is also a problem for the
U.S. Treasury.

According to the Joint Committee on Taxation, the credit union

exemption will cost the Treasury 115 million dollars in 1983 and 140 million
dollars by 1987.
While revenue loss is one reason to repeal the exemption, another concern
is the deterioration of the "mutuality of ownership" concept and the "commonbond" principle.

Recently, the principle of "common-bond" has expanded to the

point that minimal requirements such as state residency are all that is required
to fulfill the legal obligation of the concept.
In 1977, a Federal appeals court held that an institution may qualify
as a tax exempt credit union if most.depositors have "similar characteristics"

-
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whether or not membership requirements such as employment qualifications exist.
La Caisse Populaire Marie v U.S., 563 F. 2d 505 (Ist Cir. 1977)
In summary, I believe the statement of the Honorable Michael Blumenthal,
former Secretary of the Treasury, before the Ways and Means Committee on January 30,
1978, persuasively argues our position.
unions is ap anachronism.

"The exemption from-taxation for credit

Credit unions were exempted from taxation in the days

when these institutions were small entities with close bonds among the members
and few powers to provide extensive financial services.

Today, many have

expanded to the point where they are functionally identical to and compete
with savings and loan associations and commercial banks."
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THESE COPIES OF FORM 1099 AND SCHEDULE B REFLECT CHANGES PROPOSED BY
THE BANKERS COMMITTEE FOR TAX EQUALITY

(The two lines below are to be in boldface capital letters,

-inch high.)

A COPY OF THIS INFORMATION IS BEING FORWARDED TO THE INTERNAL REVENUE SERVICE
TO PERMIT CHECKING WITH YOUR INCOME TAX RETURN.
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I

Schedule B-Interest and Dividend Income

MIS(Fo,-B1040) 1982
Schedule%

oe e. ,35-174
your

Name(s) as shown on Form 1040 (Do not enter name and social security number if shown on other side)

rar 2

social ecurtlynumber

If you received more than $400 in Interest or you received any Interest from an All-Savers Certificate, you must
complete Part I end list ALL Interest received. If you received Interest as a nominee for another, or you received
or pa'n accrued Interest on securities transferred between Interest payment dates, please ee page 20.

Part I

Interest Income
(Seepages a
and 20 of

Interest income other than interest from All-Savers Certificates

In struct ns.)

Amount

I Interest Income from seller-financed mortgages. (See Instructions and show name

of payer.)_

Also complete
Part Ill it you
received more
than $400 In
interest.

1

2 Other Interest income (list name of payer)_

List
interest
a correspond

its Form 109!

List
Interest

not reported
with Form 109S

_

3 Add lines I and 2 ....................

.

3

Interest from All.Savers Certificates (ASCs). (See page 21.)

Amount

4

P II
Dividend

Income

5 Add amounts on line 4......................5
6 Writethe amountof yourASCexclusionfrom theworksheet
on pass21 at Inslructlions
. .

.

6

7 Subtract line 6 from line 5

M

7

. le 8
8 Add lines 3 and 7. Write your answer here and on Form 1040, line 8 .
If yc-u received more than $400 In gross divkends (including capital gain distributions) and other distributions on
stock, or you are electig to exclude qualified reinvested dividends from a public utility, complete Part II. If you
received dividends as a nominee for another, see page 21.

Name of payer, as listed on FoTa 1099

(Seepaes
and 21 of

Instruct ohs )

................

Amoont

9

Also complete
Part III if you
received more
than $400 in
dividends.

List

,

0uiiends
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Ijth Form 1099 10 Add amounts on linc 9.......................10
Lisr
'ot repor ted
th Form 1099

11 Capital gain distributions. Enter here end on line 13,

ceueD0..............
12 fNontaxableeistrbutions. (Ste Instructions for adjustment to basis.).
13 Exclusion of qualified reinvested dividends from a public
utilty. (See Instructions.) ..
............

1
-1

3
14
14 Add lines 11, 12, and 13 ........................
15 Subtract line 14 from line 10. Wrileyour answerlere andon Form1040,line 9a .
15
"If you received capital gain distributions for the year and you do not need Schedule 0 to report any other gains or
losses, do not file that schedule. Instead, enter 40% of your capital gain distributions on Form J040, line 14.

Pad III

Foreign
ACcounts
0inj

Foreign

o
It you received more than $4.00 of interest or dividends, OR If you had a foreign account or were a grantor Y
Yet No
o, or a transferor to. a foreign trust, you must answer both questions In Part Ill.
16 At %ny time during the tax year, did you have an interest In or a signature or other authority over a
bank account, securities account, or other financial account In a foreign country? ..
........

17 Were you the grantor of. or transferor to, a foreign Mist which existed during the current tax year,

whether or not you have any beneficlal Interest in it? If "Yes," you may have to tile Forms 3520,
I
3520-A, or 926 ..
............
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For Paperwork Reduction Act Notice, see Form 1040 Instructions.
(Seo page 21 of
tnsr:ictions)
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The CHAIRMAN. Mr. Welsh and Mr. Hutchinson, y-"i have heard
the testimony of the Treasury witness, I believe, this morning, that
the exemption for credit unions is outdated because, among other
reasons, credit unions compete directly with taxable thrift institutions and have begun-to cater to higher income members in the
shift to loan and financing activity, including real estate lending.
Your testimony does not describe the portfolio investments of the
largest 200 to 500 credit unions to substantiate claims that credit
unions are different. And I am not asking you to try to provide all
that information today, but it would be helpful to our staff if you
could respond to the Treasury comment. I don't know where this
came from. The hundred largest credit unions with assets of nearly
$1 billion. Now, they don't sort of fit into the testimony there of
the volunteers and the 5 hours spent somewhere. We are not totally blind here.
Mr. HUTCHINSON. Mr. Chairman, I think, looking at the figures,
of course, they are large associations and they do have large
amounts of dollars. Each of those individual credit unions are run
by a volunteer board of directors and volunteer committees. They
still are practicing the fundamental charge that was given to them
by Congress in the very beginning. All of the earnings that the
credit union will receive are distributed back to the membership.
I have a question, Mr. Chairman, in regards to that distribution
of the taxation of those funds. Listening to the testimony here this
morning, and listening to the percentage of taxes that have actually been paid by those that are already being taxed, I wonder if the
following question is appropriate. If we were to tax credit unions
on the top-let's say on gross income-rather than tax them as
they are now being taxed by the individual paying taxes on their
earnings, would not the Government be getting less rather than
more? Taxation on the gross income, if it was in the same ratio as
the taxes that are being paid by other types of institutions as testified to here today, would be a much smaller percentage than the
level of taxation that individuals pay on their income tax.
The CHAIRMAN. Do you make distributions?
Mr. HUTCHINSON. Yes. The distribution now is taxed to the individual. It seems to me the testimony we heard today was that the
individual pays anywhere from a 20- to a 40-percent tax rate,
which is a lot higher than the corporate tax rate or the actual tax
rate the Government is realizing.
The-CHAIRMAN. Well, we will be glad to look at that. But the effective tax rates are different for different businesses and different
institutions, and that is the thing we are trying to focus on. Are
the rates fair? And I am not suggesting the effective tax rate tells
you everything. Obviously it does not. But there is a perception
there, where you are totally tax exempt or when your are paying a
2.7-percent point rate, and most businesses are paying 20 to 40 percent, and a lot of individuals are paying in that range. But there is
something not quite right about a billion dollar organization that
doesn't pay any taxes. Now, maybe we don't understand it, as you
have indicated, but I am not certain how many would if they just
looked at the raw numbers. I understand something about the
credit union. I don't have any quarrel with credit unions. But it
just seems to me that-you indicate, or Mr. Welsh did, about how
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the credit unions are controlled by their depositors-I wonder how
many members of the Pentagon and Navy Credit Union- attended
their most recent meetings, and what percentage of the members
that was. I mean, do you keep a record of all this voluntarism and
participation?
Mr. WELSH. Well, Mr. Chairman, those records certainly have to
be kept because the credit union is a nonprofit organization owned
by those members. And all of those members would be impacted by
any tax that would be imposed on the credit union because they
are the consumer owners. And those records are kept. And I am
sure that they are necessary for the committee's consideration,
they can be obtained and presented. We obviously don't keep
records on an individual credit union. But we would be happy to do
that.
The CHAIRMAN. The point is, they have some very large credit
unions. You don't deny that. Aren't there some rather large credit
unions?
Mr. WELSH. There certainly are.
The CHAIRMAN. They have the same structure.
Mr. WELSH. The same structure exists.
The CHAIRMAN. The same structure. The very smallest?
Mr. WELSH. Exactly the same. In fact, in the largest credit
unions, the number of volunteers would be more just because they
need to have more committees. And the committee members also
cannot be paid. So those committees are structured the same way.
They are a nonprofit organization for the benefit of the members.
And I think that is the major difference in the philosophical dealings that they have with their members. If you go into Navy Federal, their members are treated the same as members in this $35,000
credit union. They may be able to get in there a lot more often
than they can into the $35,000 one.
The CHAIRMAN. I think the Treasury also made a point that--the
Treasury Department previously said that the credit unions no
longer cater only to wage owners. And they pointed to the growing
average account size of the larger credit unions. Do you agree? And
if you do, can you give us figures on the growth and the different
types of accounts on your large members?
Mr. WELSH. We could provide that data.
[The data follows:]
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TABLE S-19 - NUMBER AND AMOUNT OF SAVINGS ACCOUNTS AND PERCENTAGE DISTRIBUTION
IN FEDERALLY INSURED STATE CREDIT UNIONS. DECEMBER 31,9 81,
BY SIZE OF ACCOUNT AND ASSET SIZE OF CREDIT UNION
SIZE OF SAVINGS
ACC"UIS
TOTAL
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44.649
49,224
92.2am
5

18134
-

-

*
22

5

S7
113
572
1,900
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19.751

615.407
842.510
542.737
5491.303
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100.0
100.0
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TABLE S-23 - NUMBER AND AMOUNT OF SAVINGS ACCOUNTS AND PERCENTAGE DISTRIBUTION
IN FEDERALLY INSURED STATE CREDIT UNIONS, DECEMBER 31, 19M,
BY SIZE OF ACCOUNT AND ASSET SIZE OF CREDIT UNION
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1250.000.000 of P,40e

23.596
50.21
206,995
374.602
633.086
0
I,0l.4
1,779.279
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33100.000
100'00
3433.11
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187.713
303,066
5123?5
$41,74
532.344
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TABLE S-2 I - NUMBER AND AMOUNT OF SAVINGS ACCOUNTS AND PERCENTAGE DISTRIBUTION IN FEDERALLY
INSURED STATE CREDIT UNIONS. DECEMBER 31. 1979, BY SIZE OF ACCOUNT AND ASSET SIZE OF CREDIT UNION
SIZE OF SAYINGSACCOUTS
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TABLE S-10.-NUMBER AND AMOUNT OF SAVINGS ACCOUNTS AND PERCENTAGE DISTRIBUTION IN FEDERALLY
INSURED STATE CREDIT UNIONS. BY SIZE OF ACCOUNT AND SIZE OF CREDIT UNION,
DECEMBER 31,1977.
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Mr. WELSH. As far as the growth of credit unions, my written testimony indicates that the share of savings by credit unions, on
page 13, in 1972, the share of all savings was 3.1 percent, and it is
currently 4.3 percent. So even though we are talking about the big
numbers in a single, big credit union, the total assets of all credit
unions over $80 billion is the total assets of the whole 20,000. There
is more than one bank that has more assets than that total combined credit union group that we are talking about. So even though
there are one or two large ones, the tendency to focus on them and
say that all of them have some differences I don't believe is accurate. The credit union structure and philosophy is still maintained
regardlesaLfthat size, because the members demand it. They own
that credit union.
Mr. HUTCHINSON. Mr. Chairman, if I might just offer one comment in regard to those two credit unions that you mentioned. To
prove that the Democratic process is still working, those crediunions instituted a mail ballot procedure. When the officers of the
credit union or the directors of the credit union are elected, each
member has a right to vote and exercise that right. It is my understanding that they use that and they have had great success with
it. It is just a point I wanted to bring forward to you.
The CHAIRMAN. Do I understand correctly or incorrectly, consumer co-ops can avoid income tax only if they distribute all their current income to their members? Do you think that puts you to some
advantage, or do you still feel there is equality there? You don't
have to distribute all of your income to avoid taxation, do you, because you are tax exempt, statutorily?
Mr. WELSH. Correct. Reserve requirements.
The CHAIRMAN. Do you think you should have an advantage over
the consumer cooperatives?
Mr. WELSH. Well, we have reserve requirements. We were talking about tax advantages, that would have to be dealt with, because if there were an effective tax rate, as the study that came
out in 1978, the proposal to tax credit unions in 1978, indicated
there was no provision for that. And again in my testimony you
would find that you can wind up not being able to fund the credit
union reserves that are required by statute. And because 8,000
credit unions are state chartered, all those State laws would have
to be adjusted also. And banking would have to address the bad
debt reserve for the federally chartered credit union. So it creates a
specific issue that becomes difficult to deal with just on that issue
of bad debt reserve alone.
The CHAIRMAN. Has the credit unions estimated the cost of their
campaign against withholding on interest and dividend income?
[Laughter.]
I mean, how many hundreds of thousands of dollars have you
spent on that campaign?
Mr. WELSH. I don't know what would have been spent in that
campaign. I know that CUNA though, as an organization. I have a
letter I would like to submit for the record to you, Senator, because
we did not want to testify on withholding at this particular hearing
because of the complexity of the withholding issue. But I do have it
here indicating what CUNA has done.
[The letter follows:]
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CREDIT UNION NATIONAL ASSOCIATION, INC.,

Washington, D.C., March 10, 1983.
Hon. ROBERT DOLE,
Chairman, Committee on Finance, US. Senate, Washington, D.C.
DEAR SENATOR DOLE: I wish to take this opportunity to explain the efforts made
by the Credit Union National Association, Inc. (CUNA) to prepare the nation's
20,000 credit unions for compliance with the new laws on withholding on interest
and dividends and withholding on individual retirement account distributions.
CUNA has attempted to provide its members with information on withholding.
Despite our sincere belief that the law is unnecessary and premature, we are in the
process of making a complete compliance package available to our members. On December 9, 1982, we held a compliance conference for our 52 credit union leagues and
the data processors serving credit unions. At that conference, we made available a
153-page compliance manual. Since then, we have sold more than 6,000 copies of our
compliance manual to credit unions throughout the United States ($10 per copy).
Credit union leagues and chapters are holding hundreds of compliance seminars,
using a 90-minute video-tape prepared by CUNA. CUNA staff is travelling throughout the United States visiting league meeL-ings, and will conduct six national seminars during the month of April to educate our credit unions about the nuts and
bolts of compliance.
CUNA has also provided extensive data on the cost of compliance to the Internal
Revenue Service, Treasury, the Senate Finance Committee and the Joint Taxation
Committee, in order to make a responsible argument that credit unions will be inadequately compensated for carrying this tax compliance program. We have recognized the need to be fair in presenting our cost esitmates and gladly met with representatives of the Internal Revenue Service on February 3, 1983, to explain in full
the assumptions underlying the estimates that we have prepared. Obviously, at this
stage it is very difficult to provide actual cost data-since no credit union has reported achieving full compliance. We would be pleased to provide our estimates for
the record.
While CUNA remains extremely concerned about the cost of compliance and the
impact of withholding on our members' savings, our association believes we have
taken every step possible to prepare our members for withholding on interest, dividends and IRA distributions. We want to add that the staffs of the Internal Revenud
Service and the Department of Treasury have been extremely helpful. We have
greatly appreciated their availability to provide guidance and their responsiveness
to our questions. We look forward to their continued assistance, as the withholding
compliance date draws near, in resolving the technical and operational compliance
problems that remain.
Sincerely,
HAROLD T. (TOM) WELSH,
First Vice-Chairman.

The CHAIRMAN. Your information is not very complex.

Mr. WELSH. Right. As far as the complexity of withholding and
the issues that have to be dealt with there. But this deals with
what CUNA has done on the positive side on withholding. We have
prepared a manual. We have sold over 6,000 copies of that manual
for compliance. We have held conferences around the United
States to teach credit unions how to comply if withholding does
take place. Those manuals themselves were sold at $10, which is
our cost for preparing the manual. We prepared a 90-minute videotape to help the credit unions. We prepared cost data on compliance. What it would cost credit unions. We submitted that to
Treasury. And we have worked very closely with Treasury to re-

solve any differences or concerns that we have on how the implementation of that withholding will take place. So we have had that
positive aspect on withholding going. It wasn't just the campaign to
repeal.
The CHAIRMAN. I don't necessarily want to get into the withholding issue, but this is the Finailce Committee and we are supposed
to make certain the tax system is fair and that people pay their
taxes, and that we don't raise your taxes if somebody else is not
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paying their taxes. And we are never going to have a perfect world
with everybody paying their fair share and everybody participating
in efforts to have economic recovery. But it seems to me when we
are faced with $200 billion deficits, and a lot of pressure to cut
spending in a lot of places, much of it from low income groups
where the crunch is pretty difficult. I just don't really understand
what is wrong with asking people who are not paying their taxes to
do so. I don't understand the fundamental philosophy behind the
credit unions and the S&L's and the banks in launching a massive
campaign that is aimed not at a new tax, as some have advertised,
but a compliance effort to make the system fair.
It may be repealed. I mean, there may be such a massive campaign that Members of Congress just can t stand the pressure. And
I can see it taking its toll. So you may demonstrate to the American people that if the financial institutions have enough money
and send in enough mail, Congress will cave in, despite whatever
the issue may be. But I cannot believe that it's a matter of policy
with the credit unions, or anyone else, that certain people should
not have to pay their taxes or that you are not going to cooperate
in tax compliance. That is for somebody else to do.
Mr. HUTCHINSON. Mr. Chairman, I don't think that anyone in
the credit union world has any position other than this: Everone
should pay their fair share of taxes. I think the position weave
taken is that the tax is being paid now.
The CHAIRMAN. Do you have some evidence on that? I mean, the
IRS tells me that there is $20 billion a year in income not reported,
interest and dividend income, which translates into $4 billion in
lost taxes; that there are 20 million Americans-and I am not suggesting dishonesty-that don't report all of their interest on dividend income. And there is no way they can match it up with 1099's
because of incorrect social security numbers and other defects
when they are filled out.
Now we can all say it is being paid, but it is not being paid. And
we have an obligation to see that it is paid. We can't sit here and
preside over the Finance Committee and say, well, you don't have
to pay your taxes. Just somebody else has to pay. It is Senator
Long's old story you heard this morning, don't tax you, don't tax
me, tax the fellow behind the tree. And I don't suggest that anyone
likes taxes, but I suggest they would like them a little more if they
felt everybody was going to pay their fair share. But do you have
some evidence that all the tax is being paid on interest and dividend income? You may be paying all yours, but I am talking about
nationwide.
Mr. HUTCHINSON. Well, of course, we can't speak for the other
institutions; but we can say that we feel that our members are
paying their taxes. There is one other point, Mr. Chairman, that I
would like to make, and that is this: Even though the credit unions
have not been taxed, we are the only Federal agency that I know of
that is 100 percent supported by its own fees. There is no appropriation in the budget for the administration of credit union regulatory action. That is a good position I think and we are proud of
that.
The CHAIRMAN. But you do get, what, low rent space in Federal
buildings?
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Mr. HUTCHINSON. There are provisions in the act to give Federal
agencies free rent. That is correct.
The CHAIRMAN. But it would seem like with a billion dollars
around, maybe at least we ought to look at some of those things. I
don't think anybody is after anyone, but I don't understand. I
mean these are big, big credit unions, several hundred million dollars. We just say, well, that is just a small little mom and pop operation, a little venture. Maybe that is the way it has been for 50
years or 30 years.
There are two Florida witnesses and we are told that they are
holding the airplane for you at the airport. Are you going to try to
catch another one?
Mr. GREENE. Hopefully, they will hold it for us.
The CHAIRMAN. Oh. It's not a commercial?
Mr. GREENE. No.
The CHAIRMAN. Oh. [Laughter.]
That sort of fits in with the hearing. What time are you leaving?
I have got to go to Atlanta. [Laughter.]
Mr. GREENE. Hopefully, we will work it out. [Laughter.]
The CHAIRMAN. Well, all right. If they are going to hold it. We
are about ready anyway. Well, I would just suggest that, you know,
we are in the preliminary stages that I have indicated this morning. There are 6 million people who did not file returns a couple of
years ago, and we are told that much of it is because they don't
think the system is fair; that we take care of the rich and the ones
with the big lobby, and the average taxpayer out there is forgotten.
Now we may not be able to do much to change that. We did some
last year, which you are trying to unravel now. And if we lose $4
billion a year, why we will just have to look somewhere else for it,
or just add it to the deficit. And I am certain that that probably
doesn't make any difference to you if we find it in some other
place. But the President has said today he is going to veto the jobs
bill if withholding is repealed. I haven t found anybody yet who has
volunteered to pick up the $4 billion if the credit unions, and the
S&L's and the banks are successful in their effort.
I get letters saying repeal withholding and get the economy
moving again; collect taxes somewhere else. But we are going to do
the best we can. And I appreciate very much your testimony. Mr.
Roth, I appreciate your coming back. And we are doing a little
better on the reporting side, but I don't think very much.
Mr. ROTH. I really think the IRS is doing the right kind of a job
with their 1099 forms.
The CHAIRMAN. Well, I had Mr. Egger up here 2 weeks ago and I
said if you can do it some other way, let s do it some other war'.
Now I don't know whether he is the last word or not, but the indication is that there is an 11-percent error rate for identification
members and that adds up to billions of dollars.
Mr. ROTH. I never found one error in all the years on everything
that was reported to me.
Mr. WELSH. Mr. Chairman, we certainly support adequate reporting. We support penalties for those who fail to report. We have
always felt that way. And that fair share of tax has to be paid. The
only problem we have with the withholding is that the cost totally
goes right back to the credit union. It is not paid by the credit
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union; it is paid by the members. It is a reduction in the income.
And we have provided those costs with the implementation of withh6ldiig to Treasury also. And it is significant for the smaller credit
union. And there isn't any way that those costs can be recovered,
even with holding the deposits and the mechanisms that are currently in place.
The CHAIRMAN. Well, we have been checking and there were
some real concerns raised. I don't want to suggest that withholding
is without its problems. And we have been telling the banks and
the credit unions and S&L's if you have a problem, we ought to try
to address it. But the problem is they don't want to do it. And I
don't care how many times you address it, they still don't want to
do it. And if they have got the muscle-and they probably have;
they have got powerful PAC's and a lot of muscle around hereyou would probably get it done.
Mr. ROTH. Well, one of the first things that should be done is an
improvement in the income tax form and also the 1099.
The CHAIRMAN. We are trying to improve the income tax law.
Mr. ROTH. Well, we could push effort to see that they specifically
point out items of interest and dividends.
The CHAIRMAN. Yes. But we are just told in the normal course.
And again I haven't verified it. I haven't checked all the areas, but
we are told that just in the normal course of handling millions and
millions of pieces of paper, 400 million 1099's, what do you do with
400 million 1099's? You do the same thing with all that mail they
got. You pile it up and hope that someday you can look at it. Well,
thank you very much.
Mr. WELSH. Thank you, Mr. Chairman.
The CHAIRMAN. Now we get the jet set up here. Mr. Roy G.
Green, president, Federal Savings & Loan Association, Jacksonville, Fla., on behalf of the U.S. League of Savings Institutions,
Washington, D.C.; Raleigh W. Greene, president, Florida Federal
Savings & Loan, St. Petersburg, Fla., on behalf of National Savings
& Loans League, Washington, D.C.; Harry Pryde, president of the
National Association of Home Builders, Washington, D.C.; and Herbert W. Gray, chairman of the National Association of Mutual Savings Banks. And I might say to the last panel that there will be
some questions submitted by staff that we hope you might respond
to.
STATEMENT OF ROY G. GREEN, PRESIDENT, FIRST FEDERAL
SAVINGS & LOAN ASSOCIATION, JACKSONVILLE, FLA., ON
BEHALF OF THE U.S. LEAGUE OF SAVINGS INSTITUTIONS,
WASHINGTON, D.C.
Mr. GREEN. Thank you, Mr. Chairman. My name is Roy Green. I
am president of First Federal Savings of Jacksonville, Fla., and
appear today on behalf of the U.S. League of Savings Institutions.
We welcome this examination of the tax laws affecting the savings
and loan associations and mutual savings banks which comprise
our membership.
Under the formula established by the 1969 Tax Reform Act, savings and loan associations-in years when they have positive
income-pay substantial taxes. Our effective tax rate was 26.5 per-
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cent in 1979 and 27.9 percent in 1980, our last profitable years. As I
am sure this committee is well aware, for most of the past 3 years
our institutions, with very few exceptions, have operated in the
red. Industrywide, our net worth-to-assets ratio has dropped from
over 5 percent to a little over 3 percent in 2 years time. Operating
losses during a period of punishingly high interest rates have used
up roughly $10 billion in accumulated net worth. Hundreds of companies had to be merged out of existence.
During this period of time, our section 593 bad debt reserve has
provided a valuable cushion against even greater deterioration.
Though originally conceived to encourage home finance and to protect against credit risk, the section 593 reserve has been most
useful in coping with the interest rate risk inherent in our traditional borrow-short, lend-long operations.
Last year's Garn-St Germain Act developed by the Senate Banking Committee, and the evolution and mortgage instruments,
should eventually help us return to financial health and to positive
tax-paying status-if we can avoid an early return to high interest
rates. The tremendously popular money market deposit account is
transforming our liabilities to short-duration market-rate deposits,
and the transformation is occurring much more rapidly than is possible on the asset side of our balance sheet-even with the flexibility provided with the Garn-St Germain law.
Thus, the timing of any basic tax law changes is important. A
new tax burden now could disrupt our chances for recovery. As I
have pointed out, in profitable years the section 593 percentage of
income tax treatment for thrift institutions still produces a significant effective tax rate and sizeable revenues for the Treasury.
We, as an industry, remain committed to home finance. Since
Garn-St Germain was enacted, we expanded real estate residential
mortgages by a near-record $8 billion in December 1982 and $6 billion in January 1983. Demographic trends clearly point out that
there is a major public need for our continued participation in
home finance in the decade of the 1980's.
There are improvements which need to be made in section 593.
For one thing, Garn-St Germain made federally chartered S&L's
and savings banks virtually indistinguishable, yet the tax laws contain different eligibility standards: 82 percent in qualifying loans
for S&L's and 72 percent for mutual savings banks. As a followthrough to the Banking Committee's restructuring, both should be
at the 72-percent level and consideration should be given to modernizing the qualifying list to include real estate loans on commercial property.
In our view, it is inappropriate to retain our section 593 treatment on the list of preference items subject to the minimum corporate tax. Our bad debt reserves, as I said before, cover real losses.
Other tax law oddities handicap our institutions in the full use of
the investment and targetted jobs credits. And my full statement
explains some of the other "housekeeping" which would simplify
the code treatment of home finance institutions.
In addition, we ask for parity with other corporations in loss
carry-forward treatment.
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Finally, I wish to express our support for the retention of the
one-percent-of-eligible loans reserves used primarily by commercial
banks.
The U.S. League certainly welcomes this opportunity to review
the Tax Code provision which apply to thrift institutions, and I will
be pleased to respond to any further questions by the chairman.
Thank you, sir.
The CHAIRMAN. Thank you.
[The prepared statement of Mr. Roy G. Green follows:]
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STATEMENT OF ROY G. GREEN
ON BEHALF OF THE U.S. LEAGUE OF SAVINGS INSTITUTIONS
TO THE SENATE COMMITTEE ON FINANCE

March 11, 1983

MR. CHAIRMAN:

My name is Roy G. Green.

I am President and Chief

Operating Officer of First Federal Savings of Jacksonville,
Florida.

I appear today on behalf of the United

States League

of Savings Institutions, of which I am Immediate Past
Chairman.

The League represents 3,700 savings and loan

institutions nationwide, and includes many prominent savings
banks as associate members.
The U.S. League is pleased to present its views on the
important topic of financial institution taxation.

In common

with all honest taxpayers our member institutions are concerned
that tax burdens may not be shared equitably.

We welcome

periodic Congressional examination of the fairness of the
undeniably complex Internal Revenue Code and its implementation
by the IRS.

S

..
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Equity-Consideratignsl:
Though public attention focuses on the individual income
tax, the corporate income tax remains a substantial revenue
source.

By its very nature corporate economic activity

involves greater complexity in tax treatment.

Correspondingly,

it is a difficult task to assure that competitors are treated
equally.
Concern for horizontal and vertical equity in corporate
taxation will remain as long as the corporation is treated as a
taxable entity distinct from its shareholders.

Integration of

the corporate and individual tax systems remains theoretically
attractive though practically difficult:

the progress made in

that respect in Western Europe is worth studying.

Integration

may well be the fairest solution from the economist's
perspective; that was how the U.S. Tax Code was structured in
the first eight years of federal income taxation (from 1913 to
1921).
Until such integration is achieved, comparisons between
individual corporations and among competing industries remain
vital in the determination of relative tax burdens.

For our

savings institution business, as a participant in the financial
institution sector, the key comparison must be with our major
competitor, the commercial banking industry.
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Effct~ye
~ ate

o~Baks2 _Savinqgs. In titvtion-., and Oth rs:

Exhibit 1 shows the progression of effective tax rates for
thrift institutions and commercial banks since federal
corporate taxation was applied to "domestic building and loan
associations" in 1962.

(Prior to that time, savings and loan

associations were largely tax-exempt, reflecting their origins
as mutual organizations, owned by their depositors, much like
present day credit unions.)

After the Revenue Act of 1962, the

burden remained relatively steady until the Tax Reform Act of
1969.

From 1969 to 1979 the tax burden on savings institutions

rose steadily as a ten-year phase-in of the key thrift tax
provisions was accomplished.
By contrast, the effective tax rate at commercial banks
declined steadily from the early 1960s through the late 1970s.
Since 1971 the tax burden on savings institutions has been
higher than that on commercial banks.
Exhibit 1 closes with the figures for 1980.

That year was

the last full year when both savings institutions and
commercial banks were strongly profitable, enabling valid
comparisons undisturbed by other corporate tax code
pLovisions.

The progressivity of the corporate tax ander

$100000 of income, timing differences between financial and
taxable income, etc., distort meaningful comparision after
1980.

Thrift earnings were substantially negative in the last

two years -- making comparisons to positive commercial bank
taxes temporarily meaningless.
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It is important to emphasize that the comparisons in
Exhibit 1 are based on financial rather than taxable income.
Tax code provisions may produce a substantial

divergence

between income for tax purposes and true income.
The reason that banks bear a relatively light burden is,
first, that a large portion of their income is derived from
exempt sources (and thus excluded from federal taxation) and,
second, because of greater use of foreign and investment tax
credits.

Tax stratagems available to banks derive from their

flexible investment asset powers.

Those activities are fully

in accordance with tax law and regulation.
We would simply point out that the net result of these
provisions of the Tax Code is to impose a substantially larger
burden on savings institutions.
The exact extent of this excess burden relative to banks is
subject to some slight variation depending on the nature of the
adjustments made to taxable and financial income to obtain a
figure for true, economic income as the measure of tax paying
ability.

These variations are, however, minor compared to the

gap between tax burdens.

Even analysts not basically

sympathetic to the structure and operations of thrift
institutions agree that their tax burden is higher than that
which affects commercial banks.

21-161

0-83----18

270
Since the thrust of these hearings is to ensure that
financial institutions in general are paying their fair share
of the tax burden, it is also appropriate to point out here
that the savings institutions' effective tax rate in 1979 of
26.5% was quite close to the 28.1% rate paid by the
construction industry, and the 27.8% of wholesale and retail
trade.

Clearly, when operating profitably, our institutions

are well within the normal variation for other corporate
enterprises.

Impact of High Interest_ Rates

n Ernigs

Beginning in 1979, the entire corporate sector was hit by a
prolonged decline in economic activity and earnings.

The

housing and finance sector has been particularly hard hit by
the upward spiral of market interest rates and resulting
recession.

As the Committee is no doubt aware, the costs of

attracting and holding deposits far exceeded the return on our
investment portfolios filled with low-yielding mortgages made
years ago.

The operating "spreads" were decidely negative in

the latter part of 1980, 1981 and most of 1982.
Though final results for calendar year 1982 are not
available, it seems clear that losses last year slightly
exceeded the $4.6 billion loss of 1981 producing a two year
total of approximately $10 billion.

Almost every institution

suffered losses over the period and a significant number found
their net worth positions so depleted that merger solutions
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became necessary.

Federal Savings and Loan Insurance

Corporation-assisted mergers rose to unprecedented levels
involving projected insurance fund outlays of over $2 billion
over the coming years.

A far higher number of supervisory

unassisted and voluntary mergers reduced the total number of
savings associations by 779 from January 1981 through November
1982.

That is over 20% of the institutions in the industry.

Fortunately with the recent declines in interest rates and
some strengthening of economic activity and housing markets,
the worst of our earnings "squeeze" appears to be over, at
least for the time being.

In November 1982, the savings

association business reported its first positive monthly
earnings in two years.

A large part of that positive bottom

line represented non-recurring extraordinary income but, even
so, the negative operating spread is narrowing quite rapidly.
There is a reasonable prospect of breakeven operations by
mid-year 1983 and possibly profitable operating results in the
second half of this year, provided that interest rates do not
turn upwards again.

Overall, however, despite that

improvement, there is-little chance that corporate tax
collections from savings associations will represent a
significant revenue source for the Treasury in 1983.

We

sincerely hope that 1984 will approach a *normal" year like
1979.
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Savings__Inst~jtion Loss _R&5erve Methods:
The size of the losses suffered in the current earnings
squeeze is ample testimony to the need of the savings
institution business for the only significant tax provision
specifically tailored for savings institutions.

That provision

is the special Section 593 bad debt treatment available to
qualifying institutions.
The phase-down of that percentage-of-taxable-income bad
debt provision from 60% to 40% -- as mandated by the 1969 Tax
Reform Act --

is the basic reason tor the rising tax burden of

our institutions over the 1970s.

A brief outline of the

workings of that provision may be helpful.
To use this special provision an institution must pass
three tests:

a "supervisory" test, a "business operations"

test, and an asset structure test.
binding constraint:

The third test is the only

savings institutions automatically pass

the first test by their very definition as supervised domestic
building and loan associations; the business operations test
merely requires that 75% of gross income be derived from income
from (all types) of loans.

Since, operationally, thrift

institutions remain "loaned up" none ever come close to
breaching that requirement.
The third test requires that a savings and loan (or stock
savings bank) institution have 82% of its investments (72% for
"mutual" savings banks) in specified qualifying assets to claim
the full percentage-of-taxable-income bad debt deduction.
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For each 1% that the asset structure falls below that 82% (72%)
level, the allowable bad debt percentage deduction drops .75%
(1.5% for mutual savings banks) until the deduction disappears
if qualifying assets fall below a 60% level.

The Tax Reform

Act of 1969 did not alter the qualifying asset structure.

It

simply reduced in stages the 60% available as a deduction prior
to 1970 to the 40% available since 1979 as a permanent
statutory deduction.
The bad debt deduction was designed to build up special
reserves solely to cover unforeseen losses and not for
distribution to shareholders.

As its name implies, the type of

loss that was originally contemplated was credit loss rather
than loss from interest rate risk.
When deposit deregulation for supervised depositories began
with the introduction of the six-month money market certificate
in 1978, and rapidly rising rates promoted the competition from
the explosive growth of unregulated money market mutual funds,
the risk structure of savings institutions changed dramatically.
The availability of the tax code's loss reserves
diminishing in size under the formula of the 1969 Act

though

---

provided a valuable cushion which enabled more institutions to
weather the financial storms of the past three years than would
have done so otherwise.
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Conforming Revisions of Tax Law to New PoWgzs:
The financial results of the recent past show conclusively
that such contingency reserves are absolutely essential and
that there is no justification for any further reduction in the
thrift loss reserve provision.
above, certainly do pay thei-

Savings institutions, as shown
fair share of taxes when they are

operating profitably.
That is not to say there is no need or for some revision
and simplification of the bad debt reserve section of the tax
code.
The most pressing need is for some conforming tax law
changes to recognize the revised list of savings institution
asset authorities incorporated in the comprehensive Garn-St
Germain Depository Institutions Act of 1982 (Public Law 97-320).
Congress wisely realized that our institutions could not
return to financial health --

and positive taxpaying status --

without substantial overhaul of our authorities on both sides
of our balance sheet.

The percentage-of-asset limitations

within which our institutions must operate were radically
altered and a major new category added.

For the first time,

our institutions may make non-real estate commercial loans
(though only up to 10% of total assets).

Under that law

investments in commercial real estate are permitted to 40% of
assets and the consumer loan asset "basket" goes from 20% to
30%.
On the liabilities side the spectacular reception by the
public for the new Money Market Deposit Account (introduced,
pursuant to the Garn-St Germain Act, on December 15, 1982) and

-
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Over the longer term, these'new powers will enable savings
institutions to restructure themselves so that they may
withstand the vicissitudes of interest rate movements -particularly rapid escalations as experienced through much of
1979-1982.

In the near term, however, an added degree of

interest Late risk has been imposed on the business from a much
quicker transformation of the liabilities than is possible with
the assets side of the balance sheet.

Savings institutions

already have $100 billion in the new Money Market Deposit
Accounts; any switch to similarly flexible-rate assets will
take far longer.
Another fundamental change found in the Garn-St Germain Act
makes federally-chartered savings and loan associations and
savings banks virtually indistinguishable in their powers and
authorities; furthermore, these thrift institutions may switch
freely between one charter form or the other.
While that asset rebalancing proceeJs,

as long as inteLest

rates remain well behaved, it is vital that loss reserves be
built up to cover upward rate spikes.

Interest rate 9yiations

could have an even more severe impact over the next few yoats
until that asset rebalancing has produced some results.

Added

interest rate and credit risk requires added tax fle~xbility in
providing for these contingencies.
Thus, the U.S. League recommends that the disparity in the
percentage-of-asset tests between mutual savings banks (72% to
qualify) and savings associations (and stock savings banks,
82%) be immediately eliminated.

As mentioned, the new

financial institution legislation opens the way for
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a straightforward charter switch from federal savings and loan
association to federal savings bank status.

A revision in the

asset test for federal taxation to a uniform 72% level would
simply recognize

that change in financial legislation.

(No

change is necessary in the 60% "floor" for qualifying assets to
utilize the percentage of taxable income method; if the 82%
test were altered to 72% for each of these comparable
institutions, a savings and loan or stock savings bank would
thus surrender 1.5% of its deduction eligibility for each 1%
shortfall in qualifying assets.)
It is also appropriate to make some conforming revisions in
the list of qualifying assets which has not been examined for
20 years.

We would recommend that that, at a minimum, real

estate loans on commercial properties be added to the
"qualifying assets" list.
It may be appropriate at this point to address the
allegation that savings institutions are preparing to desert
housing finance.
allegations.

The facts certainly refute those

Since Garn-St Germain was enacted, savings

institutions expanded their residential mortgage loans by a
near-record $8 billion in December and almost $6 billion in
January.

The recent rapid increase in mortgage lending

activity clearly shows the strength of underlying demand for
housing credit.

Demographic trends point to a major increase

in housing requirements in the coming decade.
needs will continue to expand rapidly.

Mortgage credit
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In addition, there will be some evolution in the mortgage
instrument over time as the valuable flexibility given by
Federal Home Loan Bank Board regulation and tie-in provisions
of the Garn-St Germain bill are put to use. (It would clearly
be imprudent for a portfolio lender to make exclusively 30-year
fixed rate loans funded by the day-in, day-out money provided
by the new money market accounts.)

Our institutions want to

continue to be heavily involved in real estate financing, their
area of greatest expertise.

Innovative mortgage instruments

will evolve to meet the needs of both borrower and lender as
market forces respond to the changing environment.
Even from the narrower, tax collection perspective, it
makes little sense to continue to mandate solely those lines of
business which are guaranteed to push the institution under
water at the next significant upturn in interest rates.

_Loss- Reserves--and--thq Mi.num Tax:
The events

of the last two years also show that the

classification of the thrift loss reserve as a "preference"
item subject to the Minimum Tax (Section 56) is inappropriate.
Those reserves have been used to cover real losses.

Managers

of institutions which have been merged out of existence could
point to the impact of the 1969 Tax Reform Act on thriY
operations and argue that the higher reserves which would have
..... been permitted prior to that act might have kept them in
business.
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The determination that these loss reserves should be
included as a preference item was made when perceptions were
far different from today.

Recent experience and the changed

structure of the financial sector have made contingencies which
can exhaust these reserves all too likely.

We strongly urge

that the provision of the 1969 Act which classes these reserves
as preference items be eliminated.
Though of no significant impact to date, we would note that
under last year's Tax Equity and Fiscal Reponsibility Act, the
excess of the bad debt deduction claimed over the amount of
that deduction computed on the experience method is included in
the base of the 15% corporate surtax.

Loss -Reserve Methods-and--fiousekgeeping-Corrections:
We note that there is some disposition to intervene in the
workings of the 1969 Tax Reform Act.

That act, besides the

already completed phase-down of the thrift loss reserve, also
incorporated a phase-out of the percentage of eligible loans
bad debt method.

This is known in the trade as the "commercial

bank" bad debt method, since it is the customary method
utilized by commercial banks (though it is also available to
other depositories).

Te 1969 act scheduled the commercial
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bank percentage to phase down from an original 1.8% of eligible
loans deduction to 1.2% in 1976, to 0.6% in 1981 and finally
down to zero in 1987.
Last year the scheduled decline from 1.2% to 0.6% was
replaced by a 1.2% to 1.0% drop.

Now there are efforts to

maintain that 1.0% level as a permanent option available to
depository institutions.

The U.S. League supports that

initiative.
Our institutions have the choice of three loss reserve
methods: the thrift percentage-of-taxable income method; the
commercial bank percentage-of-eligible loans method; and the
experience method available to all taxpayers.

If there is a

perceived disparity in thrift use of the commercial bank method
when banks cannot use the thrift method, the tax-writing
committed of Congress may wish to consider the possibility of
allowing those commercial banks which meet the asset structure
definition for the thrift method to use that alternative.
Like other taxpayers and many in the Congress, we have
supported efforts to simplify the Internal Revenue Code.
In that regard, we would recommend some "housekeeping"
corrections of the technicalities of the thrift method.

The

*business operations" test as mentioned above, is virtually
meaningless.

No thrift institution to our knowledge fails, or

has come close to failing that test.

A statutory requirement

that the function of a domestic savings and loan association is
to take deposits and make loans would suffice.

The

calculations for this 75% test are mere surplusage cluttering
up the Code.
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As also mentioned, the supervisory test may also be
reviewed to permit those few commercial banks which are
structured like savings institutions to use the thrifts'
percentage-of-taxable income loss reserve method.
The calculations for the loss reserve are also made more
complex by two redundant limitations on the allowable
deduction.

First, the deduction is permitted only to the

extent that the reserve for losses on qualifying-real property
loans does not exceed 6% of the total qualifying real property
loans outstanding at the end of the tax year.
some very complex calculations.

This involves

Second, the deduction cannot

exceed the excess of 12% of the total of deposits at the end of
the taxable year over the total combined tax loss revenues,
surplus and undivided profits at the beginning of the tax year.
Since the net worth and reserve position of our business
has been significantly eroded over the recent past, these
complex "6% of qualifying loans" and "12% of year-end deposits"
provisions are unnecessary.

They could be removed from the

computation process with no effect whatsoever on corporate tax
revenues for the foreseeable future.

Ne t.Ope rat ing. Los

aaryovegr _RP11s:

The negative earnings experience of the past two years has
produced significant operating loss carryovers for savings
institutions.

The pervasive influence of the bad debt

deduction on tax issues for our institutions is seen here
also.

A 1979 IRS ruling required the recomputation of any

percentage-of-taxable income loss reserve deduction for any
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year to which a net operating loss is carried back.

The effect

of this ruling has been to reduce significantly the per-dollar
tax recapture of a net operating lost! carryback by a thrift
institution.
Even so, a large number of institutions have lost a
sufficiently large amount in 1981 and 1982 that the federal
taxes paid in the entire 10-year carryback period have been
--recaptured, leaving significant tax carryforwards.

The 1981

Economic Recovery Tax Act expanded carryforwards to 15 years
for corporations generally (giving these taxpayers a combined
18 year carryback / carryforward period),

However, our

institutions continue to have only a 15 year -combined carryover
period, 10 back and 5 forward.
Since the 1979 IRS ruling substantially limited the
benefits of tax carrybacks precisely before those provisions
were triggered by the poor earnings of 1980, 1981 and 1982, we
recommend that financial institutions be given the extended 15
year carryforward available to other corporate taxpayers.

At a

minimum the carryforward should be made at least 8 years to
achieve parity with the above 18-year combined carryover period
of other corporations.
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TAx Credit-

Rtvisions:

The thrift loss reserve provision is also the reason that
savings institutions are given only half the investment tax
credit available to other taxpayers -bank competitors.

including our commercial

This anachronism was built into the Code

when the original investment credit was conceived in the
Kennedy Administration, at a time when thrifts had minimal
federal corporate tax liabilities.

However, as explained

above, today thrifts pay higher effective tax rates than
commercial banks and many other corporate taxpayers.
The 50% restriction on our use of the investment credit is
particularly unfair in the financial marketplace.

To use a

simple example, a commercial bank installing an automated
teller machine or a new vault gets full use of the credit while
its thrift competitor across the street is limited to half the
tax credit.
Similarly, savings institutions can claim only half the
jobs credits available to other corporations.

Employment

incentives anywhere in the economy should not be unnecessarily
reduced, especially in industries such as ours which employ
large numbers of entry-level, semi-skilled personnel.
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Other-

Techniral__Jssqes:

Corporate charitable contributions and dividends received
deductions by thrift institutions are also reduced.

In each

case adverse, discriminatory tax consequences are justified by
an unsupportable assertion that the loss reserve enables
savings institutions to escape their fair share of taxes.

That

is not true: these provisions should be eliminated.
There is a further oversight in ,he tax law related to the
bad debt deduction and financial restructuring legislation.
That is the tax treatment of redemptions of mutual capital
certificates.

These securities, essentially redeemable

preferred stock, were authorized by the 1980 Deregulation and
Monetary Control Act.

Potentially, they could play a

significant role in the recapitalization and restructuring of
mutual thrift institutions if the adverse tax consequences of--their issue and redemption are addressed.

Currently, under

Section 593(e) it could be argued by the IRS that when these
instruments are redeemed, a taxable event has occurred
involving a distribution from tax reserves and consequently a
tax liability is triggered.

Though the IRS has not ruled on

this issue, statutory clarification would be--helpful and would
avoid any prolonged shadow over the marketability of these
instruments.
The 1981 tax act did remove any question as regards
potential tax consequences of redemptions of the "income
capital certificates" and "net worth certificates" issued by
the FSLIC under its capital assistance programs (as

284
subsequently established in Title
Act) .

I1 of the Garn-St Germain

That provision should be extended to the

recapitalization efforts from within the private sector.

rt is

in everyone's interest to minimize the exposure of the Federal
Savings and Loan Insurance Corporation to losses through
institutional failures and replace public with private
resources wherever possible.
The 1981 Tax law also introduced the general rule that
FSLtZ assistance was not to be included as taxable income to
the recipient.

That provision has been extremely helpful to

the FSLIC in its negotiation procedures in dealing with
potential rescuers of problem institutions from both inside and
outside the savings institution business.

Any limitation of

that provision, as has been suggested by some, would increase
the costs of resolving any problem case.

In light of the

Congressional affirmation (H. Con. Res. 290, 97th Congress) of
the Federal Goverrment's unconditional commitment to the safety
of institutions, in federally-insured institutions, changes in
this regard would merely alter the bookkeeping classification
in the federal budget for financial assistance.

With fewer tax

benefits, potential supervisory merger partners will simply
negotiate more assistance from the FSLIC before agreeing to
take over a problem case.
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Any proposals in this area should bear in mind that recent
changes in the accounting treatment of financial institution
mergers under Generally Accepted Accounting Principles have
already increased the adverse financial reporting consequences
o

roblem case acquisition.

FSLIC assistance must now be

booked as a reduction in goodwill arising from the merger
rather than as income; a reduction in tax benefits will further
increase assistance costs.
Any changes in tax treatment, or imposition of a sunset
provision on this tax free status, will add to FSLIC costs and
should be viewed in that light.

Since we do feel strongly on

the equity question in tax issues, however, we would not object
-to measures which would place FDIC assistance on an equal
footing with FSLIC assistance.

Mr. Chairman, this concludes the testimony of the U.S.
League on financial institution taxation.

Again, let me

express our appreciation for your leadership in convening these
important hearings.

21-161 0-83----19

I look forward to your questions.

EFFECTIVE TAX RATES OF COMMERCIAL BANKS
AND SAVINGS AND LOAN ASSOCIATIONS, 1960 - 1981
(Dollars in Thousands)

x
rt

Insured Commercial Banks

I96'
1961

1962

1963
1964
1965

1966
I

1967

1968
1969

1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981

, tSOURCES:

Net Income
Before
Federal Taxes
$ 3,301,648
3,311,189
3,161,758
3,280,057
3,308,504
3,385,993
3,52S,586
4,079,182

4,412,383
5,996,674
6,516,944
6,769,726
7,127,007
8,280,408
8,702,279
8,554,333
9,212,321
10,649,360
13,293,71
15,483,7 6
16,467,000
18,413,000

Federal
Income Taxes
$ 1,300,940
1,317,292
1,159,725
1,130,629
1,050,624
927,423
911,585
1,020,988
1,086,889
1,287,514
1,619,790
1,367,492
1,288,725
1,336,317
1,357,394
1,225,927
1,371,638
1,773,219
2,537,962
2,653,009
2,466,000
1,689,Q00

Effective
Tax Rate
39.4%
39.8
36.7
34.5
31:.8
27.4 I
25.8
25.0
24.6
21.5
24.5
20.2
18.1
16.1
15.6
14.3
14.9
16.7
19.1
17.1
15.0
9.2

Insured Savings Associations
Net Income After
Interest, Before
Federal
Effective
Federal Taxes
Income Taxes
Tax Rate
$ 551,696
$
3,755
0.7%
715,660
3,485
0.5
820,426
3,080
0.4
764,559
93,054
12.2
918,883
131,299
14.3
929,812
133,626
14.4
727,441
96,788
13.3
711,076
93,784
13.2
1,011,120
148,503
14.7
1,230,390
194,491
15.8
1,141,235
216,152
18.9
1,673,473
359,847
21.5
2,204,61 7
517,190
23.5
2,518,224
621,280
24.7
2,014,666
532,076
26.4
1,948,732
500,335
25.7
3,025,010
775,238
25.6
4,349,524
1,151,342
26.5
5,403,863
1,485,747
27.5
4,927,173
1,307,227
26.5
1,078,590
294,618
27.3
-6,122,721
N/A
N/A

Federal Deposit Insurance Corporation; Federal Home Loan Bank Board
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STATEMENT OF RALEIGH W. GREENE III, PRESIDENT, FLORIDA
FEDERAL SAVINGS & LOAN, ST. PETERSBURG, FLA., ON
BEHALF OF THE NATIONAL SAVINGS & LOAN LEAGUE, WASHINGTON, D.C.
Mr. GREENE. My name is Raleigh Greene. I am the president of
Florida Federal Savings & Loan headquartered in St. Petersburg,
Fla. I am appearing here today representing the National Savings
& Loan League. I appreciate the opportunity to share with you the
National League's thoughts and views on taxation. The National
League believes that the bad debt allowance should be modernized
to reflect the changing economic and competitive environment of
the industry. Basically, we suggest that the 82-percent asset test in
the BDA be reduced to 60 percent to allow us td accomodate new
investment authority granted by this body in the Garn-St Germain
Act. We believe this action will give savings and loans the ability
to strengthen their Esset base and allow them to continue to be
viable mortgage lenders in the future.
In addition, we outline a number of other provisions of the code
which we believe unnecessarily penalize savings and loans in relation to other commercial entities. These are listed in our full statement. I would like to take this opportunity to point out, however,
that the 15-year carry forward is of special importance to the thrift
industry.
Because the Congress viewed the BDA as a special tax preference, significant negative tax treatment has been placed upon the
savings and loan industry in other areas. One, savings and loans
only receive 50 percent of the investment tax credit; two, operating
loss carrybacks are reduced by the amount of applicable BDA;
three, special limitations on consolidated returns limit the value of
BDA to S&L's with operating subsidiaries; four, savings and loans
have paid in years where the industry maintained a profit a substantial effective tax rate. Those are simple facts.
While, I have only had a very short opportunity to briefly review
it, I would like to share with you a few comments on the March 9
Joint Taxation Committee study of taxation of banks and thrift institutions. The comments only apply to the section of the study relating to savings and loans. On the whole, it appears to be fairly
well balanced. Hopefully, you, as chairman, and the members of
the committee will give full consideration to the positive aspects of
current tax preference provisions outlined in the study. If you are
contemplating changes, hopefully you will give long, hard thought
to the impact of these changes on the thrift industry's ability to
continue to build reserves and to invest in housing.
There are really two policy questions that need addressing. First,
what constitutes adequate reserves for financial institutions, and
given considerations of proper and existing reserves, what should
the tax policy relating to additions to these reserves be? Second,
what is the appropriate treatment of income arising from residential mortgages given the social and economic objectives related to
housing?
In closing, the testimony presented today, we repectfully submit,
is consistent with the Congress stated desire to encourage residential housing for our citizens. Deregulation is upon us. And I have
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confidence that this committee is sensitive to the fact that for housing to be provided, the thrift industry must be given adequate time
to restructure its present asset/liability gap problem to continue to
serve our country's housing needs. Further, in enactment of the
Garn-St Germain Act the Congress recognized that for housing to
remain a major national priority, consideration must be given to
-the thrift industry to allow us sufficient time and ability to continue serving-our country and your constituents. Thank you fr your
attention. I will be glad to respond to any questions.
The CHAIRMAN. All right. I just wonder if it is all right with the
other members of the panel, since you do have a travel problem-Mr. GREENE. No sir, there is no problem.
The CHAIRMAN. Are you sure?
Mr. GREENE. Yes, sir.
The CHAIRMAN. All right. I don't want to keep you here.
[The prepared statement of Mr. Raleigh W. Greene III, follows:]
III
Mr. Chairman, members of the Committee, my name is Raleigh W. Greene III. I
am President of Florida Federal Savings and Loan Association, St. Petersburg, Florida. I am Vice Chairman of Governmental Affairs for the National Savings and
Loan League, on whose behalf I appear here today.
I am pleased to have the opportunity to participate in these hearings to review
the taxation of regulated financial intermediaries.
TESTIMONY OF RALEIGH

W.

GREENE

HISTORY OF S&L TAXATION

Savings and loan associations were exempt from taxation prior to the Revenue
Act of 1951, when the Treasury Department proposed eliminating the tax-exempt
status of thrifts. The Revenue Act of 1951 brought savings and loans into the tax
code as recognized profit-oriented corporations and created special provisions relating to loss reserve accumlations, which limited these to net income or 12 percent of
deposits. While these actions effectively ended the concept of saings and loans as
tax-exempt entities, in practical effect the provisions resulted in almost no tax payments for the industry.
In 1961, the Treasury Department prepared a study on taxation of thrift institutions which resulted in recommendations for changes in the taxation of both savings
and loans and mutual savings banks. The Revenue Act of 1962 resulted in extensive
changes in the tax structure for savings and loans by drastically altering what constituted bad debt reserves for tax purposes. The law created a bad debt allowance"
(DBA) of 60 percent of taxable income or the amount necessary to bring the balance
of reserves on qualified real property up to 3 percent of such loans. In addition, the
1962 law retained the 12 percent-of-deposits restriction on loss reserves accumulation from the 1951 Act.
In addition, the 1962 Act placed two restrictions on the 60 percent-taxable-incomemethod option for calculating loss reserves. First, under the 60 percent method, the
amount added to these reserves could not increase total reserves to more than 6 percent of qualified property loans. Second, a specific definition of a building and loan
which contained asset test limitations was written into law; the law also restricted
full use of the BDA to those savings and loans that had specified percentages of
assets (cash, U.S. government obligations and certain real estate loans).
The changes in the 1962 law resulted in a large increase in the amount of federal
taxes paid by savings and loans. The effective tax rate of savings and loans grew
from approximately 1 percent to around 15-16 percent of economic income as a
result of this law.
In the 1969 Tax Reform Act, further restrictions on the use of the bad debt allowance were adopted. Under the Act, the percentage-of-taxable-income method was
phased from 60 to 40 percent over ten years, and to qualify for the full BDA, savings
and loans had to maintain 82 percent of their assets in specified qualifying assets.
Failure to meet the 82 percent assets test resulted in reduction of the BDA.
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Finally, the 1969 Act created a new 10 percent minimum tax on corporations and
specified the bad debt allowance as a preference item to be included when figuring
the minimum tax.
The 1969 Act increased the tax rate of savings and loans to around 27-30 percent
by 1979.
These provisions provide the basic method of taxation of savings and loans today.
The bad debt allowance remains the same as written in 1969. Changes have been
made in the minimum tax provisions which have reduced the impact of the BDAthe latest being in 1982 when the Tax Equity and Fiscal Responsibility Act reduced
certain tax preferences, including the BDA, by 15 percent. These changes and
number of others made in the Tax Equity and Fiscal Responsibility Act will bring
the effective rate of savings and loans to an even higher rate in the future.
Because the Congress has viewed the bad debt allowance as a special tax preferene item, it has over the years restricted the use of a number of other tax provisions
by savings and loans. For example, savings and loans receive only 50 percent of the
investment tax credit allowed other busineses. Today, thrift institutions are the only
business with such a restriction. Further the amount of operating loss-carrybacks
has been reduced by the amount of the bad debt allowance, and special limitations
on consolidated returns have been devised which limit the value of the BDA to savings and loans that are part of a group filing a consolidated return.
Given this scenario of"the right hand giveth and the left hand taketh away" and
the traditional limited investment authority of savings and loan institutions, savings and loans have paid taxes at a substantially higher rate over the years that
other regulated financial intermediaries.
WHY THE BAD DEBT ALLOWANCE?
The bad debt allowance was created by the Congress to achieve certain public
policy goals. First, thrift institutions (particularly savings and loans) were given the
bad debt allowance because of the characteristics of their investment authority
which was, by statute, largely confined to long-term mortgages and to encourage investment in residential mortgages.
Secondly, the bad debt allowance provided, through the tax preference mechanism, recognition of the need for regulated thrift institutions to build reserves to
cushion against losses.
These public policy goals are still valid today.
The bad debt allowance assumes particular importance today because of the adverse economic circumstances faced by the savings and loan industry in the past
two years. The high interest rate cycle experienced since 1979 has adversely affected
savings and loans. First, they have been required by the marketplace and by deregulation of liabilities to pay higher and higher rates of interest to obtain deposits. Secondly, savings and loans' limited investment authority and fixed-rate, long-term
asset structure restricted their ability to increase their asset yield. These factors
have caused the highest level of losses in the history of the industry and have resulted in reduced reserves for the industry as a whole. While these losses are directly the result of bad debt through foreclosures, but losses created by a negative
spread, they nonetheless depleted reserves. It is imperative that the industry use
the current, more favorable economic environment and the recent increased investment authority to restructure and to build reserves in order to sustain future adverse economic cycles and to maintain public confidence. The bad debt allowance
provides one of the tools to do this.
If, however, savings and loans are to effectively meet these goals, the National
League recommends that the bad debt allowance be modified in the following
manner:
(1) Reduce the percentage of assets test from 82 to 60 percent. Or expand the definition of qualified assets which are used to define eligibility for the BDA to include
commercial real estate loans.
(2) Remove the bad debt allowance as a tax preference item for purposes of computing minimum tax.
These changes would allow the savings and loan industry to modify its asset
structure as authorized in the Garn-St Germain Act in order to provide a cushion
against future downturns in the mortgage market-thus resulting in a stronger industry. Even such limited restructuring of the asset base will take time. It is, therefore, important that the bad debt allowance be used in this transition to build a reserve base that will provide stability and strength for the industry and for the financial system as a whole.
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Further, the modifications in the bad debt allowance proposed by the National
League would clearly restate the public policy expressed time and time again by the
Congress-that is, providing a tax incentive for savings and loan investment in
housing. This policy is essential if we are to continue to be a nation of homeowners.
At the same time, the redefined asset test would recognize the economic reality
under which savings and loans are now operating. If we are to survive in the current economic and competitive environment and be able to continue our primary
role as residential mortgage lenders, we must diversify the asset base from which
we operate.
MORTGAGE INTEREST TAX CREDIT

As a longer-range goal, the National Savings and Loan League has endorsed the
concept of a mortgage interest tax credit (MITC). We urge the Congress to examine
this concept as a vehicle for increasing investment in housing by other financial entities as well as thrifts.
Under this concept, the percentage-of-taxable-income method of calculating loss
reserves for thrift institutions would be eliminated, with further reserve additions
on qualifying loans computed under either the percentage-of-eligible-loans or the experience methods presently available to commerical banks. In lieu of the bad debt
reserve allowance, we propose a tax credit be granted equal to a specified percentage of gross interest income from qualifying residential mortgages. Essentially, because of the need for stability in the mortgage and housing markets due to their
significant and leading influence on the direction and health of the nation's economy, we feel that the credit should be a function of interest income on all qualifying
residential mortgage loans. The size of the credit should be a function of the percent
of qualifying assets that a financial institution or individual has in its protfolio in
order to provide further investment incentive.
The MITC has the following advantages:
(1) The MITC would increase the availability of funds for financing residential
mortgage debt.
(2) The mortgage interest tax credit would reduce the net worth constraints which
are now and will continue to impinge upon the growth of savings and loan associations.
(3) Third, the MITC would be a move toward reestablishing federal tax equity
among competing financial intermediaries.
(4) Unlike the current bad debt allowance provisions, the mortgage interest tax
credit is anti-cyclical in that it is a function of interest rates rather- than profits.
(5) The mortgage interest tax credit would induce other intermediaries to finance
residential mortgage debt, thereby alleviating the growing dependency upon the
savings and loan industry as the overwhelming financier of such debt in the future.
The MITC is especially important in light of the demand for housing in the 1980s.
As the "baby boomers" reach household formation age, there will be an increased
demand for residential mortgage funds which cannot be met by the saving and loan
industry alone. This fact was recognized by the President's Commission on Housing,
which concluded its work in April of 1982. The final report issued by the Commission recommended that a mortgage interest tax credit be implemented to broaden
the range of institutions investing in residential mortgages. While we may not completely share their thoughs on the technical details of how such a tax credit should
function, we do share their enthusiasm for creation of an MITC as a vehicle to encourage investment in residential mortgages.
OTHER TAX ISSUES

In addition to the subjects previously mentioned, there are a number of tax issues
affecting savings and loans that should be examined on a need or equity basis. Two
of these items are briefly outlined below.
1. Net operating loss carryforward
In 1982, the Congress extended the NOL carryforward for commercial enterprises
to 15 years. Savings and loans are currently limited to a 5-year carryforward. The
National League recommends that the NOL carryforward for savings and loans be
extended to 15 years.
2. Investment tax credit
At present, savings and loan associatibns which may make use of the bad debt
deduction are limited to only half of the investment tax credit available to other
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businesses. Thrifts are the only businesses which are so restricted. The law should
be amended to provide the full ITC for thrift institutions.
CONCLUSION

The historical method of taxation of savings and loans has worked to meet the
public policy goals outlined by the Congress in 1962 when the basic provisions were
enacted. Tax provisions have encouraged the accumulation of reserves and provided
incentives for investment in residential mortgages while assuring that savings and
loans pay their share of federal income tax.
In the immediate future, the bad debt allowance provisions will continue to foster
these public policy goals of incentives for housing and building of reserves if
changes are made to allow savings and loans to adapt to current market and economic conditions. These changes would conform tax policy with the statutory
changes made by the Congres---when it passed the Garn-St Germain Act last year.
At the same time, the Administration, the Congress and the industry should look
to the future structure of the savings and loan industry and other financial intermediaries to determine how best to assure accumulation of solid loss reserves and incentives for mortgage investment for all financial intermediaries in a deregulated
environment.
I appreciate the opportunity to present the views of the National League and I
will be happy to answer any questions.

STATEMENT OF HARRY PRYDE, PRESIDENT, NATIONAL

ASSOCIATION OF HOME BUILDERS, WASHINGTON, D.C.
Mr. PRYDE. Mr. Chairman, my name is Harry Pryde. I am a
builder from Seattle, Wash. I am testifying on behalf of the more
than 105,000 members of the National Association of Home Builders of which I am president.
Before I begin, Mr. Chairman, I would like to commend you for
your leadership in getting TEFRA passed last year. It was significant tax legislation which we supported and we oppose efforts to
change it.
Our testimony today is based on the need for a steady and stable
source of capital for housing. We are especially interested in the
40-percent tax deduction for additions to bad debt reserves that is
available to thrifts, provided these institutions maintain a certain
level of investment in home mortgage loans and other assets.
.NAHBurges the Congress- to retain existing requirements mandating current levels of housing loans as a prerequisite for qualification for the deduction unless-and I repeat, unless-Congress is
willing to provide alternative tax incentives for investments in
home mortgages. The alternative which NAHB suggests is a form
of the recommendation of the President's Housing Commission for
a mortgage investment tax credit, which would encourage all types
of investors to invest in funds for housing.
The Garn-St Germain Depository Institution Act of 1982 provided
thrift institutions with the legal authority to completely move out
of home mortgages as a source of profit if they so desire. Market
data, as shown on table 1 of our testimony, shows that recently
saving and loans have been net sellers of mortgages. In 1982, about
one-half of the new originations were funded through the secondary market. The major new source of mortgage capital in the
future appears to be the secondary market which involves selling
pools of mortgages in the form of mortgage securities, including
pension funds, insurance companies and others.
So, therefore, the future of the so-called bad debt reserve tax deduction available to thrift institutions is of major interest to hous-
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ing. In view of the Garn-St Germain Act, thrift institutions have
expressed an interest, as you have heard, in retaining the current
deduction while reducing the required level of investment in residential real estate loans.
We are vigorously opposed to such action. As has been discussed,
new sources of mortgage capital are needed to replace the withdrawal of thrift institutions from the mortgage lending market. As
thrift institutions become more profitable, the bad debt reserve deduction remains as one of the last few links between housing and
thrift institutions. Therefore, we urge the Congress, as it looks at
the taxation of financial institutions, to consider an alternative to
the bad debt reserve deduction;
One alternative, which is among NAHB's top legislative priorities, is a mortgage investment tax credit.
Basically, the concept involves a tax credit against taxable
income based on the percentage of net new investment in mortgages. The significance of this approach is that it would be available to all types of investors in mortgages and mortgage backed securities, bringing into play the secondary market rather than just
limited tax incentives to the thrift institutions.
The principal advantage of this approach is that it provides the
flexibility in broadening the scope of incentives to invest in mortgages and mortgage backed securities. It would also make mortgage investments competitive with other types of debt investments
and reduce interest rates for home buyers. This is-because currently long-term mortgage instruments generally trade at a premium
above the interest rates for long corporate debt instruments. The
mortgage investment tax credit would reduce this differential.
There are two other major proposals which we believe this committee should consider this year. One involves TIMS, trusts for investment in mortgages, and the other one involves IHA that the
chairman introduced 2 years ago, S. 24.
In conclusion, we feel that Congress should only consider eliminating the bad debt deduction in exchange for tax incentives with
broader applicability, and particularly in a mortgage investment
tax credit, which are more in tune with the current regulatory and
investment environment of today.
I thank you, Mr. Chairman, for the opportunity to testify. I
would be pleased to answer any questions.
The CHAIRMAN.

Thank you.

Mr. Gray.
[The prepared statement of Mr. Harry Pryde follows:]
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STATEMENT
OF
THE NATIONAL ASSOCIATION OF HOME BUILDERS
BEFORE THF
FINANCE COMMITTEE
U.S.

SENATE

ON
TAX PREFERENCES OF FINANCIAL INSTITUTIONS
MARCH 11,

1983

Mr. Chairman and Members of the Committee:
My name is Harry Pryde,
Washington.

and I am a builder from Seattle,

I am testifying on behalf of the more than 105,000

members of the National Association of HoMe Builders, (NAHB) of
which I am President.
home building industry.

NAHB is a trade association of the nation's
Accompanying me today are Robert Bann.IsLer,

Senior Staff Vice President for Governmental Affairs, James Schuyler,
Staff Vic- President and Legislative Counsel, and Ed Beck, Tax Cunsel.
I appreciate the opportunity to present our views on tax
preferences for financial institutions.
I.

INTRODUCTION

NAHB's testimony today is based upon the interest of the cousin:
industry in a steady and stable source of caital for housin;.
Housing production is closely linked to the ability and willinjness
of the financial sectors of our country to finance the constrij:tin
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and purchase of homes and rental units.

Therefore, although many

of the tax preferences which are the subject of this hearing are
available only to financial institutions, the tax treatment of
financial institutions has implications which extend well beyond
the financial sector and affect not only homebuilding but the
economy in general.
NAHB is especially interested in the 40 percent tax deduction
for additions to bad debt reserves that is available to savings
and loan associations and mutual savings banks, provided these
institutions maintain a certain level of investment in hone mortmain
loans and other selected assets.

NAHB would urge the Conjress

to retain existing requirements mandating current levels of houiinloans as a prerequisite for qualification for the deduction, unless
Congress is willing to provide alternative tax incentives for
investments in home mortgages.

One particular incentive, which

this Committee anI the Congress may want to review, as an alternative
to the 40 percent bad debt reserve deduction, is the reconmenlation
of the President'3 Commission on Housing in favor of a mortigAge
investment'tax credit.

This would provide investors in mortgaJe

instruments with a tax credit equal to a percentage of their net
new investment in mortgages.
Our testimony will examine this concept and in more detail
later.

At this point, NAHB reaffirms its commitment to the Tax

Equity and Fiscal Responsibility Act of 1982 (TEFRA).

This inclules

provisions to establish withholding on interest and dividends.
These provisions were enacted as a way to reduce the federal budget
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deficit, a major priority of NAHB, and to improve taxpayer compliance.
it does not impose a new tax, but only requires prepayment of a tax
that is, in all likelihood, owed.

And exemptions are provided for

those upon whom withholding would be a special hardship.

Despite

the fact that there are seven bills in the Senate, as of the end
of February, and 72 bills in the House of Representatives, for
repeal of withholding on interest and dividends, the reasons for
implementation of these provisions remain just as valid today as
they were in 1982.
I.

CURRENT CONDITION OF THE HOUSING INDUSTRY AND HOUSING'S
RELkTIONSHIP WITH FINANCIAL INSTITUTIONS
The hearings today are highly significan.t, not only as a means

of potentially broadening the tax base through the elimination ')f
tax subsidies, which may be excessive or unnecessary.

Also, an

examination of current tax rates for financial institutions inevitably
leaJs to a review of the dramatic and far reaching changes w',ic)
have occurred in the financial sectors of our economy.
While the methodologies involved may not be totally co aparable,
studies conducted by the Department of Treasury in 1978 and later
private studies in 1981 tend to indicate that the effective tax
rates on income earned in the U.S. has declined.

The Treasury

study, which was included in the hearings before the Subcomnittee
on Energy and Foundations of this Committee, shows that the eff-c:.'e
tax rate for banking on U.S. source income was slightly above 18
percent in 1972.

A study in 1981, nine years later, prepared by

the publication Tax Notes from SEC data, indicates that the avera;e
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.U.S.

tax rate on U.S. income of commercial banks was -12.6

percent --

a negative rate of tax.

This data indicates that financial institutions are able
But it also demonstrates the effect

to shelter significant income.

upon bank profits of the recent economic environment characterized
by high interest rates and a high degree of competitiveness for
the savings dollar,

A seeming paradox exists.

Real interest rates

are at historically high levels with the spread between inflation
and interest rates substantially exceeding the historical spread.
However, at the same time, bank profitability had steadily declined
until the third quarter of 1982.

Tnis data is summarized in

Appendix I of our testimony.
There are several explanations for this situation.

First,

banks and other financial institutions had been required to pay
higher interest rates on deposits to be competitive.
increased the overall cost of money to borrowers.

This has

The sharp

drop in interest rates during the second half of 1982 reverse
the trend.
Second, capital markets are international in nature.

Major

international banks have absorbed huge amounts of funds createJ by
the rise in the price of oil.

But many of the lo~ns made with these

funds have been to foreign governments, some of which are noo
unable to repay.

Bank profitability, as the data on profit mar;iis

in Appendix I shows, had been at a low level compared with otner
industries.
We are concerned that the recent increase in profits does not
continue to escalate as real interest rates begin to decline.
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The difficulties which banks faced have been magnified for
thrift institutions.

During 1981, S & La lost S25.5 billion in

deposits, compared to a net inflow of $10.7 billion during 1980.
In 1982, S & Ls lost $6.4 billion in deposits.

During

1981, the

net worth of S & Ls, considered to be a measure of profit and
loss, declined by S4.6 billion.

During the first half of 1982,

the average cost of funds to S & Ls was 11.49 percent compared
with an average return on mortgage portfolios of 10.41 percent.
Mutual savings banks have had their reserves eroded by more
than three years of disintermediation.

In 1981, net outflows

were S13.8 billion compared with outflows of S4.9 billion during
1980.

Withdrawals exceeded deposits in 1982 hy $10.4 billion.
Money market mutual funds, on the other hand, have grown

rapidly.

From S61.8 billion in December 1980, the fund assets

more than tripled, exceeding S229 billion in August, lw#2.

With

financial institutions now able to offer competitive accounts,
this trend has reversed with money market funds at a S213 billion
level in 1983.
This situation means that thrifts have only high cost shortterm funds available and these are not very suitarble for housing
--

which nas implications f..r the rest of the economy.

Thus, in

the future, traditional sources of mortgage funds, the thrift
institutions, will play a less active role in directly providing
funds for housing.
Recent legislative-changes have reinforced economic conditions
forcing funds out of the housing m~rket.
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The Garn/St Germain Depository Institutions Act of 1982
provided thrift institutions with the legal authority to move
further away from lending for housing as a source of profit.
The legislation expanded the investment powers of thrifts into
commercial loans, consumer loans, 'and non-residential investments.
It authorized federal thrifts to offer demand deposit accounts
and governmental units NOW accounts.

The Act gave thrifts

and banks the ability to offer money market instruments, which
provide a higher interest rate than savings accounts and are
competitive with money market mutual funds.
N

These changes, while improving the ability of financial institutions to compete for with other forms of funds, increased tie
cost and instability of their liabilities and led to a movement
away. from investments in long-term, fixed rate assets such as nome
loans.

Table I shows the extent of this change.

The data shows that savings and loans have withdrawn from
their traditional role of providing the housing market with new
mortgage money.

S & Ls have recently been net sellers of mortjages.

This is compared to the activity of mortgage pools which has recently
increased substantially.
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TARLE I
TOTAL DOLLAR VALUE OF MORTGAGE FUNDS ADVANCED
(in billions of dollars
1976-1982 at annual rate)
MORTGAGE
HOLDER OF
1978
1979
1980
1976
1977

Total Dollar Value

$T

7.4
Households
1.3
State/Local Govt.
0.4
U.S. Governent
2.9
Credit Agencies
Mortgage Pools
12.2
Private Financial
62.9
Commercial Banking 15.1
Savings Institutions 49.3
S & L Associations 44.4
Mutual Savings Banks 4.4
0.5
Credit Unions.
2.6
Insurance
2.4
Life Insurance
Pension Funds
*
State/Local Ret.
0.2
Other Insurance
0.1
-0.4
Finance Companies
REITS
-3.8
*

S1".
8.4
0.6
4.2
3.5
16.1
97.2
27.7
64.9
58.2
6.5
0.3
5.8
5.2
0.1
0.3
0.1
1,2
-2.4

Less than one-tenth of one percent

Note:

SI T--.''T

14.2
2.5
4.2
12.2
13.6
104.3
35.1
59.2
51.6
7.1
0.6
10.2
9.4
0.3
0.5
0.9
-1.1

$1 r
20.1
6.3
6.6
14.4
23.1
91.9
30.6
47.3
43.1
3.6
0.6
14.2
12.6
0.3
1.0
0.3
0.8
-1.0

$S

1981

. 0 S'72

22.2
9.9
7.5
14.1
19.2
61.2
17.8
29.0
27.9
f.6
0.5
14.5
12.3
0.6
1.3
0.3
0.6
-0.7

23.4
7.7
4.9
12.6
15.0
51.5
23.6
15.8
15.4
-0.1
0.5
10.3
8.0
0.1
1.8
0.4
2.9
-1.1

1982'-

$7.4

20.6
4.0
4.2
20.1
49.4
-17.9
11.11
-39.5
-37.8
-2.2
U.5
9.2
6.1
0.7
2.0
0.4
1.8
-1.3

" rhirJ Quarter Data

Annual data for 1981 is bsed on an average of the first thr!
quarters of 1981 at seasonally adjusted annual rates.

Source: NAH1 Economics Division - Compliei from Feeral Re.serve, Flo-,:
Of Funds.
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With savings and' loans shifting away from housing, alternative
sources of capital are needed.
The major new source of mortgage capital in the future appears
to be the secondary market which involves selling pools of mortgages
in the form of mortgage securities to individual investors,
pension funds, insurance companies, and others.

Last year about one-

half of new originations were funded through the secondary market.
These new capital sources must be induced to commit substantial
longterm funds to the mortgage market on a regular basis.

Such

commitments are necessary if a stable, economic environment is to
exist for sustained, non-inflationary growth in housing.
Such a situation is necessary not only for the health of the
housing industry, but the overall health of the economy.
It is important to review what has happened to housing over
the past several years.
The shortfall of 1.8 million housing units from 1979 through.
1982 (based on the 2.0 million level of 1977 and 1979) has cost
the nation's economy $233 billion.

It has resulted in the loss of:

2.8 million jobs;
$49.2 billion in wages;
$15.7 billion in combined federal, state and local revenues.

o
o
o

Workers in the construction industry lost ground rapidly in
1982.

In February 1983, 1,016,000 wage and salary workers were oL:t

of jobs, accounting for approximately one in eleven inemployed
workers.

The construction unemployment rate was 19.7 percent,

considerably higher than the 18.3 percent rate a year earlier anl
more than twice the 10.4 percent level for the workforce as a while.
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III.

TAXATION OF FINANCIAL INSTITUTIONS
The so-called bad debt reserve tax deduction available to

thrift institutions is of major interest to housing.

Generally,

under Sections 166 and 593 of the Internal Revenue Code, savings
savings and loan associations and mutual savings banks are permitted
to deduct reasonable additions to bad debt reserves in excess of
actual loan loss experience and reasonable expectations as to
future losses.

Savings and loans associations and mutual savings

banks may deduct up to 40 percent of taxable income, (as specially
defined), provided they maintain a specified percentage of their
assets in "qualifying assets", including residential mortgages
and other selected investments.
For savings and loans, the qualification level is 82 percent
of its assets in residential mortgages.

The mutual savings bank

must have 72 percent of its assets in these investments to get the
full 40 percent deduction.

As assets of the institutions drop

below the 82 percent and 72 percent levels, the percent of taxa !e
income counted as a reasonable addition diminishes on a sliding
scale.

If assets in the selected investments go below 60 percent

for S & Ls and 50 percent for mutual savings banks, then this
method of calculating the addition cannot be used.
In the past, this provision has been a substantial ince.itive
for investment in real property loans since it permits a tax de.jztion in excess of actual loan loss experience.

In terms of revenue

loss, according to the 1983 special analysis of the fiscal year 1984
budget prepared by OMB, this provision is equivalent to an outlay
$660 million in FY'82, $680 million in FY'83, and S1.1 billion in
FY'84.

f
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In view of the Garn/St Germain Act, the thrift institutions have expressed an interest in retaining the current deduction
while reducing the required level of investment in real estate
loans.
NAHB is vigorously opposed to such action.

As has been

discussed, new sources of mortgage capital are needed to replace
the withdrawal of thrift institutions from the mortgage lending
market.

Elimination of current asset investment requirements would

only accelerate the flight from mortgage loans without providing
any alternative incentives.
NAHB,

therefore, urges the Congress as it

looks at the taxation

of financial institutions to consider an alternative to the bad
debt reserve deduction.

To build up a new source of capital for

housing, all investors in mortgages should be treated equally, rather
than a special tax benefit going only to thrift institutions.

Ono

alternative, which is among NAHB's top legislative priorities, is a
mort jage investment tax credit.

The President's Commission on

Housing recommended this proposal in conjunction with a gradual
phasing out of the 40 percent bad debt reserve deduction.

Basically,

the concept involves a tax credit against taxable inco?,e based up-.n
the level of investments in new residential mortgages.

The

significance of this approach is that it could ,be available ti
types of investors in mortgages

--

a'

i.e. the secondary market,

rather than just limited to the current deduction enjoyed by thrift
institutions.
The proposal has several key concepts.

First, the credit w>2 i

be available to investments and mortgages made in the secon.iary
market, not just by thrift institutions.

Second, the credit wo1JU
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be limited to net new mortgage investm.-nts.- The level of the
credit could be fixed to fit within present budget constraints.
Third, it could be combined with the bad debt reserve deduction
during a phase-out period.

Thrift institutions would be able to

elect either the credit or the bad debt reserve deduction.
In structuring the credit, NAHB endorses the general criteria
cited by the President's Housing Commission.

To accomplish the

objective, the credit should have the following features:
"

Encourage investors to acquire mortgage assets (loans or
pass-through securities) related to investment in h3usiai;

"

Encourage additional mortgage investment, rather than reward
previous mortgage investments

"

Permit thrift institutions to diversify their portfolios to a
certain extent

o

Provide equivalent mortgage investment incentives for all
types of investors, including tax-exempt institutions.

The last point is especially important in today's diversified
market.

A credit geared only to one or a few types of investors,

such as depository institutions, will create a two-tiered price an.i
Irive aaay other investors, such as pension funds, thereby defeati.
the purpose.
The principal advantage of this alternative is its flexi:)ilitj
in broadening the scope of the incentive to invest in mortgages
and mortgage backed securities.

Such action is a recoyjnition of

the realities of today's capital markets and the !q:"eement of thrift
institutions away from their traditional role as the primary pr..,'Jer
of mortgage funds.

It would also make m:)rtgage investments
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competitive with other types of debt investments and reduce the
This is because, currently,

interest rates for the home buyer.

long-term mortgage instruments generally trade at a interest rate
For example, Ginnie Mae's, government guaranteed mortgage

premium.

securities,-average 200 basis points above similar Treasury obligations.

The mortgage investment credit would reduce this differen-

tial, and result in lower FHA/VA mortgage rates for home buyers.
Review of the work done by the Commission anI development of a
legislative proposal is now in the early stages.
the opportunity to work with this

NAHB would welco-i.

Committee and its staff in

working out a detailed legislative proposal which meets the d'Jtl
objectives of providing a meaningful replacement for the thrift bad
debt reserve and staying within the limits of fiscal responsibility.
NAHB appreciates that the mortgage investment tax credit represents a major shift from the current system of targeting inve'stment incentives to specific types of institutions.
necessary

)ecause today's system is

oinatel,

This shift is

not by specializPJ

financial institutions, but rather by increasingly diversified
financial conglomerates.

Nonetheless, the Congress may also wish

to examine the alternative possibility of continuing to use the
bad debt reserve provisions, but tying them more firmly to re.idntial mortgage investment.
The foregoing are suggested approaches to the bad debt reserve
deductions which would revise-these provisions to meet the changin;
environment for mortgage credit.
There are two other major proposals which we believe this
Committee should enact in the future.

These are the Trust fr
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"Inviettnit in Mortgages (TIMS), which the Administration is now
developing for submission to the Congress, and the development of
the individual retirement account concept to establish a housing
account to permit first time home buyers to set aside funds to
save for the purchase of their first home.
With regard to the TIMs proposal, statutory and regulatory
barriers need to be eliminated for the secondary mortgage market to
make use of one of the most promising vechicles available to attract
investments into housing.

Conventional mortgage-backed securities

(CMBS) currently face obstacles that are the result of past policy
decisions matie before such securities were contemplated.

The

President's Commission on Housing recommended the elimination of
legal, tax and regulatory obstacles to the development of broad
markets for CMBS.
The Administration has developed the concept of Trists for
Investments in Mortgages (TIMs) to overcome the obstacles anI to
make CMRS viable in the capital markets.

Conventional -rtga

e-

backed securities designated as TIMs would be relieved from the
legal and regulatory barriers to their use.
already obtained some regulatory changes.

The Administration has
The Securities and

Exchange Commission agreed to allow simplified shelf registration
of CMBS issues.

Under the simplified procedure, an issuer mist

give notice to the SEC but need not obtain approval prior to the
sale of an issue.
These and other regulatory changes open the way for C IHS, hut
that path will only be clear if legislation is enacted to malzo
chanjes in the tax code to accommodate this new instrument.

The

-
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Administration is considering such a proposal and we urge you to
work with the Administration for speedy enactment when presented.
IV. CONCLUSION
Since financial institutions, particularly thrifts, are
decreasing their role as the primary investors in home mortgages,
the continued effectiveness of existing tax incentives-intended ti
encourage investment in home mortgages needs to be carefully
evaluated.

Currently, savings and loan associations and mntial

savings banks may deduct up to 40 percent of taxable income a3
additions for bad debts, long as a certain percentage of assets
are invested in qualifying residential mortgages, and other sele:te
investments.

As Congress reviews the taxation of financial insti-

tutions, it should carefully assess the extent to which tnis spe:4.l
tax benefit achieves its stated objective of providing affordable
mortgage funds for housing.

Congress should consider eli"Ainating

this bad debt deduction in exchange fbr tax incentives of broader
Applicability, particularly a mortgage investment tax credit
along the lines recome nded by the President's Con-,issirin on HbJsi
which are more in tune with the current regulatory and investment
env i ror-e n t.

,

APPENDIX I
BANK PROFITS
PROFIT MARGINS OF VARIOUS INDUSTRIES IN THE U.S.. 03 1980-03 1982
02
1980

02
1981

01
1982

02
1982

03*
1982

Aerospace
3.4%
Airlines
N/M
Appliances
1.6
Automotive
N/M
Banks
5.7
Beverages
6.2
Building Materials
4.4
Chemicals
5.6
Conglomerates
4.6
Containers
3.3
Drugs
9.6
Electronics
5.6
Food Processing
3.3
Food and Lodging
7.1
General Machinery
5.3
Instruments
5.7
Leisure Time Ind.
7.8
Metals and Mininj
9.4
Miscellaneous Mfg.
5.5
Natural Resources
5.8
Nonhank Financial
5.8
Office Equipment
8.7
Oil Serv. & Supply 12.5
Paper & Forest
6.1
Real Fste/ousing
3.8
Retailin; (Food)
0.9
Retailing (NonFood) 1.5
Savings & Loan
N/M
Service Industries 3.4
Special Machinery
5.6
Steel
2.2
Textiles, Apparel
3.5
Tire and Rubber
0.2
Tobacco
6.0
Trucking
3.2
Utilities
9.3

3.5%
0.7
3.2
1.7
4.4
5.4
3.7
5.2
5.3
3.9
9.4
5.2
3.5
7.9
5.4
5.4
8.4
6.7
6.1
5.7
4.6
7.6
14.0
5.5
2.6
0.8
1.8
N/M
3.0
5.9
4.0
3.4
3.5
6.0
4.4
9.0

2.6%
N/.M
2.0
N/M
4.4
5.3
N/M
5.0
3.9
1.9
10.5
-5.0
3.2
5.4
4.5
5.2
6.6
0.2
4.3
4.2
4.4
7.5
14.5
3.1
N,"/
1.3
3.7
N/M
2.4
3.1
N/M
3.3
0.5
6.1
1.0
9.6

2.7%
1.3
2.2
2.0
3.5
5.5
1.7
4.2
4.2
2.9
9.8
5.4
3.6
6.8
3.9
5.0
7.3
N/M
4.6
4.2
3.6
7.7
13.5
3.4
1.6
1.1
0.9
1%/M
2.9
1.7
N/M
2.7
2.6
7.5
3.4
9.1

3.2%
2.0
1.6
N/M
5.0
6.1
3.4
3.2
3.5
N/M
10.1
8.3
3.5
7.0
N/M
5.3
8.3
N/M
4.3
4.6
4.9
7.3
12.0
2.6
2.5
1.2
1.8
N/M
2.7
N/M
N/M
3.5
2.2
6.8
3.5
11.2

5.1%

4.2%

4.3%

4.4%

All Industry
Composites

4.8%

N/M - Not Meaningful
*
Fourth Quarter Data is not available.
Source:
Business Week, various issues; compiled by NAHB Econo'-i:s
Division
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APPENDIX II
The President's Commisic ..
Housing, Report
(Washington, D.C., 1982) Pg. 78-81, 94-96, 137-146.

Even so, the family will have gained aportion of the
appreciated vaJue of the home, which may provide a
substantial downpayment on another home. It is
essential that a household =ater into this type of
mortgage only if both the adivages and the risks
a fully understood.
A similar idea that deserves atention isshan.wequity financing, in which investors other th the
homeowner pay pat of the downpayment and, if
necessary, a portion of the debt service (monthly
payments) In retum, the investor gains tax advantages including depreciation, plus a share of the
home equit). (This type of mortgage has increased
in popularity since te 1981 ux La, improved the
depreciation benefits for residential as well as connercial property.) Under these arrangements, the
occupant trades partial ownership in the property
for lower monthly payments.

The Downpayment Problem

provides, and should continue to provide, a significant v hicle for lowering the downpayrnent barrier
The Federal government has played an important role in this wu wit the mortga insurance
and guamntee programs of & Federal Housing
Administration (FHA) and the Veterans Administraton (VA). During the Great Depression, private
mortgage insurance disappeared because of falling
housing prices, widespread defaults and foreclosures, and the overall state of the economy. FHA
rvived the notio, of mortgage insurance and encow-aged the use of the fully amortized, long-term
wytgqes with moderate down payments,-generilly aging 5 percent down, but sometimes as
low as3 percent--thus improving the opportunity
of homeownership for many American families.
The lesson of FHA was learned by the private
sector Since the late 1930s private mortgage insur.
ance (PMI) companies have returned as asignificant
force inthe housing market and have been an important factor in allowing lower downpayments. The
typical form of private mortgage insurance is90 20
the loan isrestricted to 90 percent of the value of the
property, and the top 20 percent isinsured against
default. Thus private mortgge insurance companies allow for downpayments of 10 percent (and
sometimes less, under alternatives to 90'201 B)
offering mortgage insurance with less than 100 percent coverage and by charging lower premiums than
FHA, the private mortgage companies have been
able to replace FHA insurance in man) cases
Chapter 12 will discuss the relationship of
PHA to the private mongage industry%and outline
the Commission's recommendations inthis area In
general, the Commission calls for a continuing role
for FHA, but with FHA complementing rather than
competing with the private market.

High house prices are invariably associated with
high downpayments. Even if a household has an
income sufficient to qualify for a high-rate monSage, it must accumulate sufficient capital to
provide the downpayment on ahouse. The problem
of the downpayment may be mitigated, at least in
part, by mortgage insurance, either private or
Federal. If the mortgage debt is insured, lenders
will alloy borrowers to make a lower downpay.
meant, since the) need less protection inthe form of
buyer equit) Although it usually leads to slightly
higher monthly) payments, mortgage insurance,
public .r private, can provide significant help in
overcoming the hurdle to homeownership repreaented b) the downpayment. Another approach isto
encourage would-be homebuyers to accumulate a
douinpayment by means of tax or other form of
incentives Each of these approaches is discussed
belo%.
Dcoanmeni Assistance for First. Tc

Morgage Insurance

Hornbers

The Commission has reviewed anumber of alter.
In order to assure the safety of home mortgage
lives to assist the first-time homebuyer In ac.
loans, lenders typically require downpa~ments in cumulating a downpa~ment. It finds the e~l.
the amount of 20 to 25 percent of purchase price, so dence concerning costs and benefits of these al.
that inthe event of default an uninsured loan could-----trnatives to be inconcluse. Further evaluation
be repaid with the proceeds of the sale of the properIs appropriate, and the Commission recoin.
ty. This large downpayment can constitute a considwmends that three options discussed belo, be for.
erable barrier to first-time homebuyers mortgage
warded to the Preldentfor full revive as to their
insurance substitutes for this lender.required "equieost and Incremental Impact.
ty shield" and allows for much smaller downpa).
Ifthe downpayment necessar) for homeownerments. While the default risk for an individual loan
ship cannot be reduced enough, the potential home%ith a smaller downpayment cannot be borne by an buyer ma> need assistance to accumulate the donindividual lender, the risk can be spread among a paymerit more rapidly. The exemption from tax of
number of such loans by mortgage insurance comsavings earmaked for home purchase and the inter.
panies, and loans with downpayments of 10 percent
est earned on those mvings, for example. provide
or less become feasible. Thus mortgage insurance
both an inducement to save and greater rewards to
is
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urtnj than under currnt arrangements. As part of
ts investigation into was s of encouraging homeOwuership, the Commission considered the use of

t tax system.
An incentive for first-time homebuyers to accumulae adownpayment might take three formsa separate system of individ'i how,sing accounts
(IHAs) with contributions eligible for an income tax

credit; a separate system of IHAs with Federal
,tsiching of contributions to the amount; or the
modification of the existing individual retirement
account (IRA) program so that funds in these accounts could be withdrawn for first-time home purchase Each option would pro%ide a subsidy for thc
hrst-time homebuyer. and each has advantages and
drawbacks.
Beginning in 1982, the IRA program allows

par-icipatsion by all wage and salary earners-an

almost universal eligibilit.. This program has important implications for the establishment ofa separate I-A program. For lower-income families,
|HAs would compete with IRAs for savings, while
for hilher-income families, the) Aould offer addi.
tior tax incentives. The key question is the extent
to which potential IHA contributors would also be
IRA contributors. With little overlap, opening up
Mks for downpayment purposes w ould differ little
(roma separate IliA program w%
ith deductible contributions and tax-exempt interest on the account.
With substantia! overlap, the tax revenue implica.
tons and the effect on homeownership ma) differ
toosiderabl) from a separate IlAi
Option I A iepaorae sjsrem of individual
housing accounts. mith conrrions ehgsble for a
credit againstFederal income :ies. and irth inter.
er on the account tax lemp.
The general features of this option include a tax
credit for the contribution, tax-exempt interest, and
a penal)) if the account were used for other put.
poses Compared% ith adeduction for contributions
to the IHA, a tax credit pro' ides greater incentives
to moderate-income households. who are more
likel> to need assistance in acquiring a downpay.
ment A deduction, Ahich necessarily confers
leaser benefits on those with higher income. would
not be as well tgeted. A typical IHA program
might include provisions such as the following the
Program would allow%individuals to contribute up to
$,500 annual) (43,000 for a couple) to an ac.
count, this contribution forming the basis for atax
redit of 25 percent of the contribution. Those not
currentl% owning a home, and who have never had
an IHA in the past, would be eligible to open such
accounts, which would terminate when a home
"Tre purchased (or after 10 years if no home were
Pur. hased) Withdrawals for purposes other than

home purchase would be Utxed as ordinary incorv.
plus a 10 percent penalty.
Om advantaq of a septate IHA is that it
might appeal to agroup dffuenr from those saving
for retirement, who are a 'ud to the IRA proram. This was the consensus of experts who testi-

fed before the Comnissioc's Task Force on Home.

-nemhip A distinct IHA program U able to use a
ax credit oo ct budon., compared to the IRA.
which allows con'butions to the account to be
deducted from income. The IHA with the tax credit

feature would be less attractive to higher-income
taxpayers than would a deduction, but more antactive to those of moderate income, as previously
discussed Also, the percentage that is allowed for
the credit can be adjusted to balance the issues of x
revenue loss and incentives to homebuyers.

Expen opinion is divided on the economic

effects of IHAs, that is, the extent to which they
permit additional families to become homeo%ners
as opposed to providing subsidies to those wAho
would have bought homes anyway Clearly. some
portion of the tax subsid) would go to those not

needing an inducement to homeounership. particularly among higher-income households. For
several years. Canada has had a similar program.
known as the Registered Home Ownership Savings
Plan (RHOSP) This program permits the deduction
of up to S1,OO per year from income for deposits
into RHOSPs, which are open to anyone not cur.
rent)) owning a home. The increase inhomeowner.
ship in Canada since the beginning of the RHOSP
program has been rough) equal to the trend ir. the
United States, which has no such plan.'
Although opinion isdivided on the impact of
an IHA program on homeownership. estimates of
revenue loss to the Treasury for current IlA proposals are much more in agreement. These estimates are based on different proposals. but if adjust.
mnents are made to account for differing amounts of
contributions allowed, an IHA %ith deductible contributions of S1,500 per year ($3,000 per couple)
would probably cost between $2.5 billion and $4
billion per year after the program had been inexist.
tnce for a few years. Table 6.1 compares these
estimates, of which only Weicher's takes account of
the "universal IRA" system now inplace. The IRA
system will tend to reduce the revenue cost of the
IHA, because more IHAs would be opened than if
there were no IRA in existence.
All of the above estimates are based on contributions that at deductible from income, and therefore may overestimate the revenue'impact associ'Set John C Wercher. "Th'e-h5dind
Hous|n Accoun Infenncn fhom tft Can4dt'a Expenence" (Waihinlion. D C
The Antencan Entrpn e leute,.
bnrum, 19811
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med with the tax credit recommended under Option
1.The Urban Institute compared the effects of a 25
percent tax credit to the deductible contributions
evaluated inTable 6.1. As woJd be expected, Oe
was a considerable redismboion of be fits ;c',ward
those of lower income, bul the overall impact was to
reduce revenue limses by about I percent per year.

Table 6.1
Tax Revenue Costs of an THA With
Deductible Contributions of $1,500 Per

Year ($3,000 per Couple)
(in Billions of oars)
First
Year

Annual Cost

-

28

0.6

3.0

National Association of
Homebuilders'

Kenneth Rosen:
Division of Housing
Finance. HUD'

Long Run

Impact

-

4.5

Urban Institute"

2.0

over 3.0

John Weicher'

-

2.1-2.8

Testemo) of Frank Napoitano. Homeo, urrhiF Task Force.
Dc 3. 1981
'ftper prepared for the Committee or,Housint Progrr,. 1981
b) Robe, Bu:kle). prepared 19tet
late., onesismales
•Frrr the paper ertiled "*The se&..% of In4,d,.' Hour.
taS Accounis," b) John Tu:ci1lo. Jul) 1961
From the paper enmiled -The Indi idual Housim Account
lnfertnces from the Canad
& Epmrnence." b) John C.
Weicher. Ftbrum,) 196.

Option 2. A separate system of individual
housing accounts, with contributions made from
income after taxes to be mtcheddirectli on a one.
to.four basis using appropriated funds from the
Federal goxvrnmenr, andall interest on the account
fully taxoble.

This option is a version of Option I. but with
teo important differences interest on the account
would be taxable, reducing the tax expenditure of
this option, and instead of a tax credit, a depositor
would receive a rant from the government paid
directly) into the account.
Because Option 2 calls for appropriations, it
could be restricted to some fraction of those who
would respond to an entitlement program, although
with the attendant problem of rationing the match.
ing grants. As aresult, the budgetary cost could be a
fraction of that implied b) Option I. Even if Option
2 were proposed as an entitlement program.
however, the options differ after the initial contribution, because Option 2 calls for taxable interest as
opposed to the tax-exempt interest of Option i. This
feature would eliminate any tax revenue losses assos0

ciawed with the IHA and reduce the ovm l cost
aubsntially- The total cost to the Federa!
mve
rint isestimated at less than half of the amountN in
Table 6.1. At the same time, fewer households
aai participate, because the benefits would be
o,,., Compared with Optionfi,, tli04 pproach
focmes benefits moe~ closely on those in need of
homebuying assistance, because it is less likely to
appeal to high tax-bracket households.
Option 3. Allow tax-free use of funds from
individual retirement accounts for the purpose of
eppl)ing these finds to the downpayment on ofrst
home.

Under this option, first-time honiebu)ers
could make tax-free -a ithdravals" from their IRAs
and appl) these funds to their downpayment (This
downpayment might be construed as an allowable
IRA investment subject to repayment at ale ) The
effects of this option on homeo%%nership and tax
revenue losses depend on the extent to whichh potential IHA holders ,ould be IRA holders under the
current legislation. Some time %x
ill pass before the
extent of IRA paticipation is kno%%n, because the
full effect of the first year will not be recorded until
April 1983.
At one extreme, if potential IHA participants
art a different group from IRA holders, the economic effects and the tax revenue effects -Aould be
approximately) the same as a sepwate IHA %%ith
deductible contributions as shon in Table 6 1 At
the other extreme, if all potential IHA holders
would otherwise participate full) in the IRA program, the loss intax revenue would be neg:hgible
The withdrawal would reduce the tax basis of the
house, increasing the capital gains subject to taxation if the house were sold anu not replaced Aiith
another home purchase. Under the IRA as it nov
stands, withdrawals would be taxed as income.
but at postretirement rates (if withdrawn after age
59/4). Also, this taxation would occur man) years in
the future, so that its effect ma) be similartothe tax
on the capital gains on a dwelling
The overall effect of this option on inducing
homeownership isharder to estimate than aseparate
lI-NA. Experts differ in their assessments of this
impact, because these assessments are based on
evauations of the separate IHA, modified b)uncertainly about the use of the IRA program for home
purchase.
The main advantage of this option isits relative
simplicity It would require fewer legislative and
negulatoq changes than a new system of IHAs.
although substantial changes would still be -required. The IRA system isWlready established, and
modifications of this system would be easier than
developing awhole new set of rules and regulations
The primary disadvantage of Option 3 is that the
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tacentive (deduction of deposits from income for
tx purposes) is more valuable to higher utx bnrcket
households and does not target benefits to those of
mderste income.
The estimates in T.tle 6.1, with the exception
of those made b) Weicher, do not account for the
existence of the "universal IRA" system now in
place. It is likely that the use of the IRA system for
home purchase would involve lower revenue costs
than those shown inthe table. To the extent ta an
overlap would occur between IRA and IRA holders.
use of the IRA for home purchase would result in
Jower tax revenue losses

Before turning to possible explicit Federal help
for homeowners in saving for donpayments, it is
important to recognize three factors that have reduced the ral return to savings and that have exacerbated the problem of sating for downpayment.
These factors are (1) nominal returns to passbook
uvings in thrift institutions have been held to levels
below what they would have reached as market
interest rates have risen with inflation; (21 marginal
tax rates paid on all kinds of income increased as
Uxpayers were pushed into highertax brackets by
inflation; and (3) even though pan of the interest
paid on any savings is partly%an adjustment for
inflation, the full amount of the interest is taxed as
though all of it were real income. The first two of
these have been at least pail) corrected Interest
rate ceilings on rates depositor) institutions ma>
pa% are scheduled for eventual elimination, and the
Economic Recover% Ta.x Act of 1961 eliminates

future increases in marlinal tax rates on ordinary
personaJ income that might other ise have occurred
with inflation.

New Forms and Reduced Cost of
Homeoinership

The potential for lowering the overall cost of a
bome, thereby reducing the cash flow burden and
the downpayment constraint, should not be overlooked Man) altemalives to traditional home purchase have become quite popular in recent years.
including condominiums, cooperatives, and man.

ufactured homes (also known as mobile or modular

bomes.-al of which provide flexibility and possi.
bl lower costs for homeownership
Housing quality has increased dramatically
Vver time, home sizes have increased and amenities

have proliferated. However, the rise incurrent cash
Costs of homeownership may indicate the appropri-

ateness of smaller homes or houses built simply and
designed for future expansion or improvement. Another alternative to reduce the cost of housing is the
factor)-built manufactured house. Certainly the
market for low-cost new housing is dominated by

manufactud housing, and no discussion of the
cms of housing or die mil1 b.it) of homo- nership is cnplete without a dismussioncdtha furmo(
home.
Manr'ctured houses, though, are not the or!y
means of reducing the costs of homes. Condominiums and cooperatives allow the potential
homebuyer the option of purchasing a smaller. fullamenit) borne a relatively modest cost, and homesteading provides &ccssto relativel) aie dwell-

ings that have few atmenities, One problem with
these forms of homeownership is tha: legal and
regulatory barriers have restricted their use for

homeou nership Final). there isthe nagging suspicion inthe minds of some prospective home buy er
that small inexpensi e, or partiall) equipped
houses are shodd) and will not endure One %ay of
addressing these doubts is the use of homeowner
warranties--a program uidel) used b) the private

sector.
In discussing new forms of homeounership.
this chapter will examine four areas- condomnium
and cooperative housing, homesteading. manufaclured housing, and warranty insurance on new
homes

Condominium and Cooperatir Houjirg
The Commission recognizes the properly rights
of owners of rental housing and the substantial
benefits to the Indivldual and the community%of
the homeownership opportunities created b%
conversion to condominium and cooperati'e
onership. The Commssion has also considered
the concerns of tenants affected b) such con.
wirsion, including the needs of low-income el.
derl) households. On the basis of this analysis,
the Commission supports conierslon to con.

dominium or cooperative ownership and op.
poses undue restrictions thereon.
Conversion of multifamil) units to coopera-

tives or condominiums enables man) people to be-

come homeowners who otherwise would not hae
this opportunity The Commission believes tha:

homeownership is beneficial not onl for those %ho
occupy thelunits, but alsoto the community as well
The substantial numbers of unitk that have been
purchased under this form of ownership provides
evidence of public awareness of the benefits As the
size and nature of households chare. the attraction
to condominiums and cooperatives is expected to
grow.

There ar , however, conflicting interests here
The Commission believes that potential homebuyers must continue to be served b) the conversion
option, Public policy must also protect the nghts of

apartment owners to dispose of their propeny At
SI
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Savings and Lom Insurance Corporation Federal
Reserve Board, CmopW er cl aw Curmncy, and
the National Credit Uni Adni tion. Regugay agencies may ~rdY he *t ma ).yauthority to implement such regulations. Sbhotl additional authority be needed the President should seek
such authority from Congress.
This recommendation would apply to new
mortgages created after the effective date of the
pmemption regulations, and to existing mortgages.
However, for property covered by existing mortgages, a phase-in period of up to five yeta should
be provided to ameliora e potential poblems of
sudden rent increases and tenant displacement. The
Commission recognizes that individuals in rentcontrolled apartments in some cities might face
hadship if rent controls were precipitously terminated. A transition period, including immediate
vacancy decontrol vhen a unit isvacated, isappropriate. The nature of the transition must be tailored
to the form of rent control! inplace in each locality.
While areasonable period of time would be needed
for transition, the Commission believes that no
more than five years should be allowed before full
decontrol is reached on all properties having mortgage loans issued through federally insured lending
institutions.
The Commission adopted this proposal in its
entirety. although two Commissioners expressed
reservations. One reservation was that Federal financial interests inprotecting regulated institutions
or the Federal liability for insured deposits are not
sufficiently direct to warrant the use of preemption
Another %asthat the preemption should not appl) to
existing loans, but only to loans issued after the
effective date of the preemption provision. If the
preemption applied only to such loans, which id.
dlude man) ne% 1)constructed buildings, the provision %ould be easier to implement and administer.
because many communities already exempt ne%%
construction from rent control.

Tar Incentives

,nwasi of ConwIwon
larnd
Taxs.
All rental housing should be eligible for ripens.
ing of intent cosu and axes Incurred during
construction. Section 189 o the tax code, which
requires JO.year amortization of these rental
housing expenses except for o.Incom housing.
should be suspended through 1954 to create an
incentive for all rental housing production.
Tax treatment of multifamily rna construction
has important implications for the owner/developer's equity position. Typically, new rental
housing projects are financed through a combination of mortgage financing Ad equity investment.
94

The quity investment is frequently raised through
the sale o shams or a project by the devekiper to
outside 0 passive investors (limited partn)
The
equity toetributioim of dppssive investors amran
beponant pr of the development incentive inthat
the amounts frvested contributed t the part.
ereship) may pmvide an immediate prot to the
developer This happens when the amounts invested
exceed the cash needed for the project beyond the
mortgage loan. When apassive investor purchases a
share of a renta housing project, he or she purchases a share of the tax benefits, net operating
itcme, a expected capital gains associated with
the project. The tax benefits for rental housing in.
vestment, primarily through accelerated deprecia.
Ion, allow investors to shelter other incon and are
a primary incentive for such investment. These
benefits are typically luger during the early life of
the project and act to someA hat offset the lo, cash
return during the construction period and early
"rent-up" period.
Prior to 1976. investors could expense (deduct
(Tom current income) construction period interest
and taxes. The deduction of these expenses creates
in additional source of tax savings for individual
investors during the construction period The 1976
Tax Reform Act eliminated this expensing of construction period interest and taxes for rental housing
but not for corporate property. Section 189 of the
Internal Revenue Code no-A requires that, except for
io%,-income housing, these costs be amortized over
a 10-year period, rather than deducted in the year
incurred. The 10-year spread of deductions has less
value to investors than when the expenses can be
claimed immediately) as a deduction. ' This change
in the tax la may have contributed, along mith
rising interest rates and decreasing; effective de.
mand, to the decline inrental production during the
latter part of the 1970s. Restoration of the pre-1976
tax treatment of construction expenses %ould increase the after-tx return on ne, rental housing
investment, provide comparable treatment for corporate and residential development and therefore
provide an incentive at the margin for the produc.
lion of rental housing.
Expensing of interest costs will be more valu.
able in periods of high interest rates (since interest
costs am higher then) and offset part of the adverse
impact ofthe high financing costs. The Commission
believes that this aid is necessary to relieve the
cWrent burden of high interest rates from rental
sAn imndiae MiA i | s Of$1.000 Cn
Aarn teril. and is
a v b3 tdinbl
a $S.000uA Moi/
occumn in the
"Tha is, Owpftn vWued eumniyw inpnsin

ucwds th diwcourned vsaue o diesawm dow ded:ti,ons

wiclhad Ocow 10 Y
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production The Commission recommends that
trough 1984 all rental housu,4 should be eligible
for expensing of interest cosic and Lazes incurred
du&rg construction. The aecd for flus incentive
should be reexamined at that time.
The cost to the Treasury of this incentive likely
sill be small, and Aill be offset b) the benefits of
the incentive. Estimates based on rental housing
production and interest rate assumptions as of
mid-1981 by the Joint Committee on Taxation indicme that the net revenue loss (difference in discounted present value) will be modest. The Commince estimated that if a genenl exemption had
been made effective as of January 1, 1982 Aith w
sunset provision, revenue losses (in present value
terTiswould be SI 13million in fiscal year 1982 ard
range between $225 million and $260 million
through 1986 These estimates ,ill vary with as.
ssmptions made about the interest rate. production.
and length of construction penod
Changes in the tax treatment of construction
period interest and taxes will primarily affect neA
production Another element of the tax code. the
graning of tax credits for rehabilitation of real estate. affects existing housing, and if left unchanged,
ma) act as a disincentive to the rehabilitation of
nnl. as opposed to commercial, structures
Rrabdlir.on Tar Credit Owners of residential
rental structures should enjoy the same nest.
ment tax credit for rehabilitation expenses as
that for owners of nonresidential real estate.
Changes inthe tax law in the Economic Reco.Cry Tax Act of 1981 provided for special investment
Ux credits for the rehabilitaion of commercial
sOvjctures Specifically. the tax code allows for 15
percent credit for structures at least 30 years old, 20
percent for structures at least 40 years old and 25
percent for cenified "histonc" structures. Other
than historic structures, existing residential structrts do not qualifN for this credit. The unequal
Irtatment of residential and commercial structures
may be detrimental to the preservation of existing
antal housing
An extension of the nonresidential rehabilitalion tax credit to ordinary rental housing would
provide an appropriate, broadly available incentive
for investment in rental housing This incentive
would further encourage rehabilitation to be undertaker, A ith funds from the Housing Component of
ihe Communt) Development Block Grant progran In addition, it would provide a more generAllh available incentive to upgrade residential properny than the accelerated depreciation allowed under
Section 16" (k). which is limited to structures oc.
cupied by low-income tenants.

An additional rationale for Federal suppon of
existing rental housing exist, wt, respect to the
benefits asoisaed with peits.enratik'n of the rental
stock. The problem of abudonmeni arc ,,il
known an documented. No oady does abandonrrtt affect residents *ithn a building but it aso
affects the safety and wvell-beir, of Deighbonni
residents and the financial investments o(neighbor.
ing property owners Abandonrntnt also frequently
endangers Federal investments in lo-,-income areas
and may lead to increased municipal expenditures
to maintain or demolish abandoned structures. A
rehabilitation tax credit, by providing an incenti-e
for upgrading existing units, may reduce some of
dw problems associated -,ith residential decay and
abandonment.
The Department of the Treasury has calculated
the increase it. project value provided b) an extension of the nonresidential rehabilitation tax credit to
rental housing The increase in value resulting from
the rehabilitation tax credit, like thit for all tax
credits, is la.,gely insensitie to the tax bracket of the
investor, so long as the investor's tax liabilit) exceeds the credit, but is sensitive to the amount of
rehabilttaion undertaken For a.project in which
rehabilitation costs equal the value of the original
structure (the smallest qualifying rehabilitation ex.
pend;tures under the commercial portion of the 1981
act) the 20 percent credit raises project value 6 to 7
percent. For a moi,, substantial upgrading. where
rehabilitation costs are three times the original
structure value, the 20 percent credit raises project
value 9 to 12 percent Incentives of these magre.
tudes should be large enough to encourage the upgrading of deteriorating rental housing. '
Because the gain in project value arises from
reduced tax ability), the loss of Federal tax revenue
approximately) equals the gain in the project value
Thus, in the above case where rehabilitation costs
equal the value of the original stucture, revenue
losses to tbe Treasury would amount to about 6 or 7
percent of total project value (Revenue losses and
value increases cannot be calculated simply as the
amount of the tay. credit, because other tax ad'an.
uges, such as accelerated depreciation, are reduced
by use of the credit ) Most, but not all. of the
revenue loss occurs in the year the rehabilitation
takes place. Total revenue losses to the Treasury
depend on how many qualifying rehabilitation projects are undertaken as well as the revenue loss per

project.

Preservation of the existing housing stock creates housing opportunities for citizens of all income
levels. In recent yeirs, there has been a great resurgence in the upgrading and preservation of the
existing stock, particularly historic buildins
95
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Hiaoo 1nwsww Au Ch%& Te Cgmmbdon
commends "ha . s pn dfthe yrlficatlon
process for the V percent historic mnwvstment tax
credIl, the Secretar) d the Interior be author.
ied to exempt certified historic preservation
projects from the substantial rehabilitation test
and from the requirement that the building re
lain ot least 7S percent of the existing external
Taus.
Recent changes inFederal tax la increase the
economic attractiveness of private rehabilitation
efforts in connection vith historic structures. The
Economic Recovery Tax Act of 1981 provides substantial ne, incentives for rehabilitaton of older
buildings. As of January 1, 1982, expenditures for
qualified housing rehabilitation efforts are eligible
for a 25 percent investment tax credit against the
oiner's tax liability- when they take place in an
historic structure (of anN type, including commercial and residential property ) certified b) the Secre.
war) of the Interior
The rehabilitation u provisions include a test
for -substantial rehabilitation" and a requirement
for retention of 75 percent of existing exterior walls.
In application, it has been discovered that both of
these tests have some unintended and undesirable
results, which disqualif) some historic rehabilitations or unnecessarl) increase rehabilitation costs.
These problems have been recognized by Congressional tax committees, and several solutions are
being considered The recommendation contains
the solution recommended b) the National Trust for
Historic Preseration as the one most appropriate
for preservation needs. For qualifying structures,
the proposed treatment would provide a more advantageous alternative than the rehabilitation tax
credit inthe previous recommendation. It should be
recognized that the use of lax credits for rehabilitation of historic structures depends on having a work.
able s)stern for identifying candidate properties,
qualifying entries for the National Register of His.
toric Places (maintained by the Department of the
Interior), and providing technical services to

owners of hiswonc structures that are listed in the
Register Further consideration of the role of the
National Trust for Historic Preservation and of the
role of the existing housing stock is developed in
Chapter 8.

Financingand Insurance

An important factor in the ability of the private
market to supply rental housing will be the cost and
terms of financial capital available for rental housing investment. If the returns to rental housing
investment are sufficiently high. funds can be cx.
pected to flov% from traditional sources, such as life
insurance companies and lenders. Proposed modi96

Acatioris in ERISA (ut Chter 11)should make
more pension fund rmources available for rental
Investment.
Renta housing benefited from the issuance of
fixed.rate, Iong.term mortgages in the 1960s and
early 1970s. Because lenders did not correctly)anticipate inflation, most rental projects benefited from
the low or even negative real interest payments.
Iberefore, decreasing real operating returns were
offset in pan by decreased real interest costs. For
the foreseeable future, lenders can be expected to
pass the risk of rising interest rates on to investors
hrouh fixed.ratc mortga es at rates incorporating
expectations about inflation or through vviable.rate
and renegotiable-rate mortgages This increase in
financing costs and interest rate risk ma) be some,hai offset through shamd appreciation mortgages
or joint ventures if lenders attempt to sharm in the
returns from rental housing investment Some im.
provement inthe match, overtime, of rental income
%ith mortgage payment expenses might also be
realized with graduated payment mortgages, but
private lenders have been reluctant to experiment
with them.
Insurance is also an important element in the
production of multifamil) housing In Chapter 12
the Commission recommends that the FHA should
continue to insure unsubsidized multifamil) mon.

gages and should perform adern.nstration role %ith

respect to innovative forms of multifamil) mortgage
instruments This would include experimental au-

thority for FHA to issue insurance for graduated
payment multifamil) loans The Commission ako
recommends that interest rate ceilings on multi.
family) mortgages be eliminated and that refgulatton
of developers of FHA projects be minimized

Regulation
5uM'I Codes. Local land use and building code
ordinances inhibit the provision of rental housing
and can increase the cost of providing units of rental
housing In Chapter 15 the Commission urges state
and local governments ,ith existing building code.,

to limit building codes to basic health and safety)
issues and to adopt one of the three nationall) recognized model building codes vith little or no
amendment. This change will reduce the present
significant variation among local codes. Standardization of local building codes %ill alloA builders
and suppliers to take advantage of economies of
scale to serve a larger potential market.
Chapter 16 also recommends that the Depart.
ment of Housing and Urban Development and the
Frme s Home Administration should, intheir mul.
family condominium and cooperative ownership
housing programs and multifamily housing propras, phase out their use of multifamil) Minimum
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BROADENING PRIVATE
SOURCES -OF MORTGAGE

CREDIT

Gather pamicip&tion in mortgage investment by- gage instruments that have serNvd as the standard
private financial institutions with diversified asset
form of residential finance for decades.
porfolios is essential for the broad-based and reVarious steps toward broadening private
silient system of housing finance needed to meet the
sources of mortgage credit are examined in this
demands for mortgage credit in the economic en- chapter. The firs: part describes tax incentives for
,vironrneni of the 1980s. Public and private pension
mortgage investment that currently are available
funds. commercial banks. life insurance comonl) to thrift institutions and considers extension of
panies, finance companies, and other major sources
mortgage investment incentives to a broad range of
of capital should pla) more important roles in the
private institutions. The second part examines the
bousing finance markets of the future, particularl) if
legal and regulator) barriers tha' specifically appl)
the assets of thrift institutions ae less concentrated
to the morgae investment activities of institutions
in mortgages and mortgage securities. Mortgage
such as pension funds, commercial banks, and con.
assets can be integral elements of profitable port.
sumer finance companies. The third pan identifies
folios of many types of institutions, as long as tax,
changes in existing las and regulations that are
kgal, and regulator) factors do not make mortgage
required to create equalit) between mortgage.re.
Ihmrmments unantractive relative to other types of lated securities and more traditional investment veinvestments available in the market.
hicles traded inthe nation's financial markets. The
As mentioned inChapter 9, Federal tax policy
fourth part reviews mortgage forms and instruhas been large) responsible for the dominant posiments, giving paicular attention to the shoncom.
tion of titft institutions in the private mortgage
ings of mortgage forms currently dominant in the
finance system. Moreover. a variety of legal and
market and the need for ne, instruments that appeal
regulator) barriers traditionally have interfered
to investors while serving the special needs of bor%%iththe free flow of funds to the housing markets
rowers inperiods of inflation. The final part considfrom many other types of private institutions. In ers the role of organized options and futures markets
some cases. la%'s or regulations have limited the in mortgage securities as ways for mortgage orig.
investment choices available to specific types of inators and investors to manage interest rate nsk
institutions. Inaddition, legal or regulatory factors
without transferring those risks to borrowers.
have disdvantaged mortgage instruments relative
to altemaive investments available in the market.
thereby detemng all tpes of private financial ina INCENTIVES FOR
stirtions with diversified asset portfolios from acMORTGAGE
MN'ESTMENT
quinng morgage.related securities. Finall), infla.
tion and interest rate volatility have discouraged
The Federal tax.code ian be used to influence the
investors with relatively shon-term liabilit) strucinvestment patterns of individuals and institutions
tunes from acquiring the long.term, fixed-rae mon.
and to alter the allocation of capital inthe econom).
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The existing tax It* providers sowil tW ve for
thrift institutions to conct"M €lir mts b esidential mortgage instruments. Some relation of
tuese provisions should be pat of a coherent public
policy to broaden the operations o'the thrifts. At the
uamhe time, tax incentives for mongage Investment
should be provided to a broad nge of investors to
help ensure an orderly tnusition to amort broadly
based housing finance system. The follo]i$ discussion examines the special bad debt reserve provisions currently) available to thrift institutions and
develops recommendations concerning a mortgage
Interest tax credit for all taxable and tax-exempt
institutions.

Special Tax Jncentu for Thifts

Current Federal tax Iw encourages thrift institutions to invest hearil) in residential mortgages.'
The investment incentive isprovided through aspecial bad debt reserve deduction available onl) to
thrifts Specificall). Section 593 of the Internal Revenue Code stipulates that a thrift institution may
deduct as much as 40 percent of its toul taxable
income as a noncash addition to its bad debt reserve
if a specified percentage of its assets is held in
mortgages or other qualifying assets.'
To qualif) for the nximum 40-percent bad
debt deduction, a sa%ings and loan association must
hold 82 percent of its total assets in qualifying
forms, for mutual wingss banks, 72 percent of
assets must be inqualifying forms. As the percent.
age of qualifying assets held by a thrift institution
falls, the 40-percent rate isreduced incrementally.
For savings and loans, the 40-percent rate isreduced
b) three-quarters of one percentage point for ach
percentage point that the ratio of qualifying assets to
total assets falls below 82 percent. the special deduction cuts off completely at i 60-percent investment level. For mutual savings banks, the 40-percent rate isreduced one and ahalf percenuge points
for each percentage point below 72 percent, cutting
off completel) at a S0-percent investment level.
The special bad debt reserve provision can
place a significant barrier to asset diversification at
thrift institutions To cover the additional taxes in.
curred through diversification, nonqualifying investments would have to provide net pre-tax yields
substantially higher than those available on qualifying assts 'As long as financial markets ane
reasonabl) efficient, it isdifficult, if not impossible, for an
investor to find one type of instrument that has an
expected net yield consistently higher than another,
after taking into account differences in lending and
servicing costs, as well as nonrate attributes such as
maturity, call or prepayment options, default risk,
and liquidit) or marketability.
In view of the maturity suiicrure of thrft lia.
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bilibes wd the inreaed interest rate variability
*"deal ic rmwt years, thes itiruions might be
*iinS to sacrifice som after-tait yield~ to reduce
arrest rte risk. ind tme aoss-selling benefits
my be derved from moving ivto tres such as
consumer lending. Asset diversification by Ou.ifls
might be quiet limited, however, unless they are
emtted to qualify for ax advantages at lower
leels of mortgage investment.' Indeed, the Interagency Task Force on Thrift Institutions noted that
ninbm" of the special bad debt provision in.its
curfrt form could discourage thrifts from using
Souged)
half of the rather modest expansion of asset
powers provided by the Depository Institutions Deregulation and Monetary Control Act of 1980 '
Aside from constraining the pordolio choices
of thrift institutions, the present bad debt deduction
has a number of deficiencies as a policy tool First,
the provision clearly provides no incentives for
other types of institutions to invest in mongages or

pass-through securities. Second, the benefits afforded by this tax break accrue to tift institutions
and have little or no impact on mortgage rates paid
b) borrowers; unless the thrifts are able to meet the
entire demand for mortgage credit by households
(Ohichhas not been possible), beforeta.x mortgage
rates are determined inthe market b) the actions of
diversified institutions that operate inboth mortgage
and bond markets and do not have Wax
benefits tied
to mortgages Because of the various problems associated %ith the bad debt provision, alternative tx
measures should be considered to permit thrft in.
stitutions to diversify their portfolios, to provide
'Othe, types OfSwsuctal iasruiciirmWive t benefits. but the
infus ae tes W) ,st, oeniwbow teneits we tied to
motifinI useu wr defined insheInema! Revenue Code as
mide twI
tal
;ptpesm
Ib. c+ssh,
Federal lovemmerm obi.
piocs. loan secured b)members depositi. tolms secured b)
hurch. school, healsJ. and welfare facihisss. or comrmercsia
property) located in anwtwoa
Otentuai ot mode! cites ua
lWssdenl
kon . and proper) mud inthe Conduct of the imusto.
6o's business.
1'Te lftimsency Tai Force on Thift lnstutisos, r.Report ty
MIwv'rien TWA Fot' on Ttrir .auri,,toi t iLahIrdr,
D.C : U S Ooventnr Priming Office, June 30. t3s pr
- 109-312. astimaed that nonqushfjml aits
ould have to
pOVad I I net
W pr.11n td S2PerCerss
higher Oi arvlable on
4USaI6-IR AMU for a savinls andla socCision to be
WdOPfvni toasift u iu qualhf)n.to-owi asets rtio from
82 10 I1Pngm , WMquaJ'f) In uset would have to pm de
tvea poetr yields. tlalvir to qullf)mS msts. for an3nsitr.
om to fimhr mdce iu wno
'Som mut% savings bieds have liven up porons of their Lt
avriswgs to drrsifP teu aswssHovever. riws of thee
u,,inj b i ,e kioited in rtLs *,here nrermei) 1o*mon.
pat #09 inlsi aW
W mcsiMos a'pw."hses of m
SAIsg
lSginated
itsohre Suts rendered mltgage assets rtiaihtit
ilpraifbl. em before t
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mortgage investment incentives to abroad range of
led
benefits to
institutions, and to channel ax.rfin
mortgage borrowers as *ll as ins itiofs.

Thx Incentih for All MWtge
Investors

To encourage greater residential mortgage cUvit) by a broad range of Institutions, the same
lax incentives should be provided to all types of
Investors through a mortgage Iniets tax credit
(MITC) on Income from mortgges or mortgage
pass-through securities. Over time, the special
bad debt reserve provision fot thrifts should be
eliminated. The MITC should be considered a
transition deike, and should be reconsidered In
a thorough rele.i of sectoral subsidies in the
entire tax system.
As an alternative to special bad debt provisions
for thrift institutions, all investors inmortgages or
pass-through securities could be permined to take.
as acredit against their tax bills, a specified proportion of interest income from mortgage assets.6 Eligibilit) for the MITC and the rate of tax credit could
be based on specified criteria concerning mortgage
holdings or mortgage acquisitions by investors.
A mortgage interest tax credit is not a new
idea. The Commission on Financial Structure and
Regulation (Hunt Commission) recommended in
1970 that an MITC equal to a percentage of the
interest income earned on residential mortgages be
granted to all investors insuch loans. This provision
was intended as a direct incentive to ensure the flo-t
of capital into housing finance, it was meant to
replace the indirect incentive provided through the
special provisions for loan losses at thrift institutions. and it was viewed as a way to compensate
thnft institutions for the loss of tax benefits arising
from elimination of the special bad debt reserve
deduction.

The Hunt Commission recommended a multilevel MITC that would provide higher rates of tax
credit for institutions Aith higher percentages of
residential mortgages in their asset portfolios, but
the commission did not attempt to establish specific
fates and investment levels. The Financial Institutions Act of 1975, passed by the Senate but not by
the House, would have eliminated the special bad
debt allowance for thrifts and made a progressive
MITC available to a broad range of investors. The
Senate formulation of the MITC, however, had a
number of drawbacks. Because of the progressive
design, thrift institutions actually would have been
discouraged from using the expanded asset powers
contained inthe act. Moreover, the provision would
have provided substantial windfall gains to other
types of £axlble institutions, such as commercial

banks, and little or no mortgage investment incenive for institutions with low. o Uro-marginal tax
rites, such as life insurance compiMes and pension
ftinds. Finally. the Senate NUTC formula wmid
have re'*vded all investment in residential monSales. rot just morittle credit used to finance
investment in housing.
The Commission believes that a broadly based
mOntlage interest tax credit can be an important
device to facilitue the transition to a more resilient
and effective housing finance system. Such a tax
credit should be designed to include the follow ing
general features:
* Encourage investors to acquire mortgage
assets (loans or pass-through securities) related to inestment in housing.
* Er.ourage additional mortgage investment.
rather than reward previous mortgage investments
* Permit thrift institutions to diversif) their
portfolios to a certain extent.
* Provide equivalent mortgage investment in.
centives for all types of investors, including
tax.exempt institutions.
Itisnot known, at this time, what specific level
of MITC would be needed to achieve the desired
results, The need. of course, would depemd on the
degree of asset diversification by t.rft institutions
and the sensitivity of diversified investori to
changes in the relationship bettcen mortgage
yields and yields on other capital market instru.
ments.

Eligible Mortgage Assets

Residential mortgage loans. by definition, are secured or collateralized by residential real estate.
Mortgage credit, however, need not be used for
investment in real estate. Indeed. during the past
decade, the volume of mortgage borrowing associ.
ated with nonhousing expenditures has expanded as
inflation in home prices has greatl) increased the
market value of the existing housing stock In this
It a0omthri, prfisablt instifuo can' minimize its a.A'ir
icome thoulh the use tAx evoldrasc drtct. the effect of
special wi deductions or

edits

atinvestment decision) ob.

vioul) voauld beIlrsiened An iser aienUN aishon of
Onft WstitullIo 85i|1 in equipment kaing in conjun.
bonwith he kiasin provisions a(r h Economic Recover) Ta'
Act of 1911.possibt Vftld ChanCe
ek at sltus af ihrnfi
swfutss a da er he effects atie special Ud det i serve
1povmns.on t teirmwnmns policies 11would be premate. O Course, 10dll co chusmans st
ti Ume about the
epec oftkaain actit
ses on thnft apimniort over tsheion
rai F110fmUameCOMPeituo SmoIS~ lesson tOmldns thrift
sitvimit) could C"e a major pauonr dth w benesIt
so
w'rw to OweWkes L.w pa)lnema. for apa
npk. could b
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environment, househud1 increasingly have borrowed against equity in the stock of existing home!
to finance the purchase of consumer durables, the
education of childeti. ad other conmumer expenditures. Homeowners have resorted to junior mortSages ("home equity" loam) o havc kntased the
size of outstanding first rnortgases dvough re5-

mancing Households engaged in the uae a ptchase of homes often have "monetized accumulated equity in homes sold by taking larger
mortgages than required on homes purchased.
An MITC should ezzourae investors to acquire mortgage assets that are associated *ith investment inhousing b) the ultimate borrowers One
possibility) would be to restrict eligibility to first
liens, thus preventing the subsidization of junior
mortgages used b) homeowners to finance con-

sumption expenditures. This restriction, however.
also would exclude junior mortgage borrowing for
additions and alterations to existing homes. More-

over, limiting legibility to first mortgages would
not exclude mortgage credit raised through firstmortgage refinancing, or the 'excess" first-mortgale credit raised b) households engaged in home
rules and purchases.

New Mortgoge Invesmew
A mortgage interest tax credit should not be keyed
to stocks of mortgages held but should encourage
additional acquisitions of mortgage assets Eligibilit) for the tax credit could be based on gross
mortgage acquisitions--orsginations plus purchases of mortgage assets (loans or pass-through
securities) This approach, however, would encourage widespread refinancing of outsunding mortgages and could entail large costs to the Treasury in
exchange for little net net, mortgage investment
A preferable approach would condition tax
credit eligibiht) on the net change in mortgage
assets held b) an investor For example, credit eligi.
bilit) could be contingent on achievement of a specified threshold value for a ratio, defined as the
change in mortgage assets relative to the change in
total assets dunng a specified period. This approach
also would involve some complications. For exampie, an institution could bu) mortgages from another institution unable to avai} itself of the credit.
such asset s,aps could produce revenue losses for

the Treasury without an increase in total mortgage
investment. Mergers also could present a problem
to the extent that surviving firms would qualify for
the cred;t simpl) because the) acquired the mort-

gages of other firms. Despite such problems, a
requirement based on net changes in mortgage
holdings would be preferable to criteria based on the

level
of holdings or gross acquisitions of mortgage
assets..
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ThreshoLd 1wIs and Tax-Crdr Kaes

In designing a tax credit plan. sowe minimum ot
"'hcshold" value for the net change r&tio woml,
have to be established to determine eligibiht) by

individual institutions. In addition, tax.credit rates
would have to be set to establish the strength of the

ivesmnot incentives provided by the prcvram. A
U rate of tax credit could be provided for all
insiions above a minimum threshold ratio, or
higher rates of tax credit could be attached to higher
aet cb ange ratios.
For the tax credit to provide an effective broad.
based investment incentive, the threshold wouldd
have to be set lo% enough to affect the behavior of

large numbers of institutions. On the other hand. a
lo ,threshold migh: encourage thrift institutions to
reduce subsa ntiaily and abruptly) their mortgage
investment activity.
Data from the Federal Home Loan Bank Board
(FHLBB and the Federal Deposit Insurance Corpo-

ration (FDIC) pro%ide some basis for evaluating the
likel) effects of different thresholds. These data

indicate the residential mortgage investment activit) of commercial banks. mutual savings banks.
and savings and loan associations, and measure the
change in montgage holdings as a percentage of the
change in total assets.'
Annual data for savings and loan associations
are displa)ed in Table 11.1 for the 1976-80 penod
The ratio of net mongage investment to the change
in totl assets clea.,I> varies vith housing and finarncial market conditions In 1980--a relativel% baw
year for housing-little more than half of all saving'and loans devoted more than 60 percent of net asset
'Mhed&U
on momiale triwstmeni do nt utude momsale pass.
teugh mcuntIev

Table 1.3
Percent of Sa'ings and Loan
Associations %ith Various Mortgage
Acquisition Rates, 1976-80
(Change In Residential Mortgage Assets'
Change in Total Assets)
Year
Mortgage Acquisition Rates
> 60%k

1976
1977
1971
1979
1980

91.3%
94.8
91.9
71.6
-. 54.9

> 50%

> 4 0'

>3 0'r

94.3%
97.1
95.1
78.4

96.2%
98 4
97.0
83 1

97 4 '
990
97.7
866

63.4

71.3

77.9

Source D compiled b) mtff from Informwico supphed h-ithe
Office of Phc) and Economic Rese rch. Federal Home
Lam BwADowd
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flows to mortgaSe lendirn. In 1977-a year of
strong housing activity-..l; 95 percent of all
savings and loan associalions VXc~ d ths figure.
It appears that, for the most pn. a threshold ratio
set between 30 and 60 percent would cover the vast
majority of associations under varying conditions.
For mutual savings banks and commercial
banks, the figures are quite different. A high threshold would eliminate a large number of banks. For
1980, 50 percent of all commercial banks devoted
less than 10 percent of their net asset flows to residential mortgages, aind 30 percent of all mutual
savings banks devoted less than 30 percent of their
flows to mortgages.' Although the ratios for earlier
years ate higher (thus displaying a pattern similar to
savings and loans), inno case do they approach the
kvels of savings and loan associations. This suggests that arelatively low ceiling would be appropriate for banks,
The data examined suggest two primary options for an eligibilit) threshold ratio. First, a net
investment ratio somewhere in the range of 30 to 30
percent might be established, This approach would
affect a large number of small commercial banks
that currently devote significant portions of their
portfolios to mortgages. Second, a loA minimum
threshold ratio could be established, with a low rate
of tax credit at the minimum level and higher rates at
higher ratio levels. Under such a system, however,
p ogression of the tax credit rate should stop below
the minimum asset ratios currently prevailing under
the bad debt provision for thrift institutions to avoid
discouraging portfolio di'ersification at the thrifts.
The rate of tax credit, under either a flat- or
progressive-rate system, initial) should be set so as
to neutralize the impact of eliminating the special
bad debt provision on the net earnings of thrift
institutions. To assure that individual thrift institu.
tions do not incur Iwler tax bills as a result of the
switch from the bad debt reserve provision to the
mortgage interest tax credit, thrifts should be given
the option--fo several years--o use either the
MITC or the current version of the bad debt proviion.

Thus. to broadn the base of mortgage suppl) to
clude tax-exempt institutions, 11would be necessUi) t0 make the benefits of the MTT available to
them.
Thx Incentivws for mortgpgt vesrmmt could
be extended to tax-exempt instituions In seve.,t
ways. A refundable credit ;s the most direct method.
apension fund that engages inasufficient amount of
mortgage investment to meet the threshoV require.
ments of the tax credit provision would receive a
payment from the Treasury equal to the credit that
could have been claimed by ataxpaying institution.
A second option *ould structure the mortgage in.
strument w thc a pension fund that bought the
instrument from a taxable mortgage originator
would be able to capture some or all of the benefit.
In effect, the originator would sell the mortgage
instrument a adiscount and retain the rights to the
tax credit.

Review of Tax Incentr's and the Tax Sysiem

Special sectoral tax incentives,-whether for housing or other industries,-are unnecessary) when markets work efficiently to allocate resources, Dunng
the next several years, however, the housing finance
system undoubtedly will change in dramatic and
unpredictable ways, and the traditional strong reliance on specialized mortgage finance institutions
probably) will decline.
The tax incentives for mortgage investment
recommended above ar designed to help the nation
naigate this difficult transition period withoutt
shortfalls in the supply of mortgage funds.;-thus.
these incentives should be considered temporar.
and should be reconsidered when athorough review
of seoral subsidies in the entire tax system is
conducted. Eventually, it may be possible to elimi.
nate all special investment incentives as the effi.
ciency of private financial markets improves The
recommendations presented inthe remainder of this
chapter have been designed to help move the nation
toward that goal.

NSTITUT1ONAL SOURCES

7._..emp1 In'i~unfpn'

The broad-based tax incentives discussed above are
IR&
mortgage interest tax credit were made available intended to attract awide range of diversified private
to all taxable investors, acti, it) b) these investors in institutions into residential mortgage investments
the murkets presumably would lower pretax mort.
The investment policies of some major type.,, of
gage rates relative to pre-tax yields on other capital institutions, however. am circumscribed b) law sor
mwket instruments, because taxable institutions, as regulations established at the Federal or Sute level.
a group. would be able to meet the total demand for The following discussion focuses on legal or regulamortgage credit. This result, however, would dis- Aory constraints on housing investments b) pi'.ate
courage institutions with low or zero tax rates.and public pension funds (including those at life
such as life Insurance companies and pension
funds--from moving into mortgage instruments.
'Dm supplied by tic Federal DeOsit Insurance Cwpomiaon
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subject only to the regulations of their respective
reigulaor) supervisor and deposit insurs.

Consumer Finance Compandes

Participation by consumer fmn-ce companies in the
nation's housing finance system could provide another important source of funds for housing. Entry
into the housing finance market by these institutions
would increase competition, and the demonstrated
access to national capital markets by consumer firiance companies %ould provide a major and flexible source-of housing credit
Finance companies already have shifted to
some degree from traditional small, secured and
unsecured consumer loans to larger real estate-secured loans. It is estimated that more than 30 per.
cent of total secured loans held b) consumer finance
companies at the end of 1980 were collateralized by
real estate-compamed -Aith 38 percent in 1979 and
26 percent in 19781) 3 In many areas, however, the
State lays under which finance companies operate
are either restrictive or ambiguous concerning the
authont) of the companies to acquire mortgage
loans. Because man) of the largest consumer finance companies operate nationwide or have regional branch structures, ambiguities or restrictions
wt the State level should be removed.
The Commission supports changes in State
laws and regulations to facilitate the entry of consumer finance companies into the housing finance
s) stem. States should re-, ci regulations or statutoT) prohibitions against dual business and licensing
restrictions that impede entr%. and should remove
irstnctions on investment activities that limit acquisitions of residential mortgage assets b) consumer finance companies Currently. limitations on
loan size and maturity inhibit consumer finance
company%investment in first mortgages in many
Sutes.

CON""ENMTONAL MORTGAGEBACKED SECURITIES
Morigage-related securities issued for sale in the
s--oridwy-market current)) are disadvantaged from

a legal, regulatory, and tax standpoint in their com.
petition with corporate debt obligations, unless the
securities are covered by the guarantee of a Federal
or federally related agency. These disadvantages
could become increasingly> important impediments
to the free fRo% of mortage credit through the
nrion's capital markets, particularly if thrift-insti u.
-lions become less important as mortgage investors
and Federal participation in the nation's credit ma.
kets is reduced as a matter of public policy.
The disadvantages faced by private mortgage.
backed securities appear to be largely inadvertent

consequences of past policy decisions Legal and
£. problems have arisen partly because mongageLaicd wecurilies did not exist or were no( contemplaied when laws goveminj investments and
Investment vtib.s were written. In some cams
where statutory impedimenb to rating mortgage
securities were not codified, regulatory barriers
have been imposed-.asain, panly because of ignorance of the true nature of these securities or failure
to recognize certain realities f the mortgage finance marketplace. As a matter of public policy.
legal, regulatory, and tax impediments to the development of broad and active markets for conventional mortlae-ba.ked securines should be
eliminated.
There is a consensus in the investment com.
munity tha' an active CMBS market cannot develop
until aproper Lx, regulator), and market climate is
established Recommendations made earlier in this
chapter concenninj ERISA and related Department
of Labor regulations. as well as the recommendations concerning extension of ta% incenta'.es for
mortgage investment to taxable and tax-exempt institutions, could spur the development of CMBS
markets.
The following discussion identifies additional
adjustments that should be made to la, s and regulations to foster development of the CMBS market
revisions to the Federal tax code, modifications to
Federal regulations concerning the registration of
securities and issuers, changes in Federal Reserve
regula:ions governing the purchase of securities on
margin, changes in the Federal bankruptc% code.
and modifications to State legal investment statues
and blue-sky lai s. The discussion also considers
ways to promote sundardization of CMBSs, including more widespread use of State housing finance
agencies as CMBS issuers and Federal creation of
CMBS vehicles with minimum reserve standards to
cover credit risk and issuer performance.

R,,sions to the Tax Code

The Internal Revenue Code should be amended
'to prolde an exemption for conventional mort.
gage-backed securities from taxation at the pool
issuer level, pro,,ided the CMBSs meet minimum
criteria. The Internal Revenue -ode should also
be amended to treat the recover) of market dis.
counts on CMBSs on the same basis as such
discounts are treated on corporate securities.
Section, 851 of the Internal Revenue Code
(IRC) provides that the income of a regulated investment company mutuald fund) is subject to taxa.
tion only at the shareholder level, because it reDa&suppised b) LdeNational Consumer Fina"e Assoc
nation

J
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ceives a deduction for dividends paid to shareolders. Incontrut. aCMBS could be taxed at both
the pool- and ce-tificate-holder kvels, even though
all n income is passed through to the cenifiaw
bolder. Unless CMBS pools are &.xed at the outst.
ae self-liquidating, and have no active management, there is a significant danger that a Federal
income tax liability would be incLred at the issuer
or pool level.
This constraint has resulted inalmost universal
use of the "grantor trust" device inthe administration of CMBS pools. The gpantoi mu forna is an
inflexible tool thai produces mongage-inves'tMent
instruments with-certain limitaions. Active management, including the ability to substitute loans, to
reinvest principal payments (either innev, mortgage
assets or under an investment contract), or to alter
the pool after formation, generally is impossible.
Combined %%
ith the monthly) payment schedules and
prepayment uncertainties inherent in mortgages
within the pools, the requirement of passive manalement results in an unattractive instrument for
many investors. Return of principal in small or
unpredictable amounts creates reinvestment concemns about timing, investment options, and yield.
The CMBS market clearly needs greater flexibilit%inpool management to reach a broader range
of investors without the danger of taxation at the
pool'issuer level Fears of taxation at the pool level
have inhibited use of innovative securities tailored
to the particular needs of investors. Issuers should
be able to offer various types of instruments, such as
those that appl) early principal repayments and
prepayments to purchases of additional mortages.
and so-called "fast pa)-s)oA pay" pools, in which
one group of cenificate holders receives all payments of principal until its certificates are retired,
thereby insulating the second group from early retirement of its investments.
The tax code treatment of gains and losses of
principal also is unfaorable to CMBSs. The IRC
stipulates that investors in corporate obligations
may treat the recovery of discounts (other than
original-issue discounts) on sale or retirement as
capital gains, rather than as ordinary income.
CMBSs, however, are considered b) the Internal
Revenue Service to represent the obligations of indi.
vidual mortgagors, and thus the securities are not
entitled to the favorable treatment available to corporate obligations under the IRC; ineffect, CMBS
holders arerequired to treat the recover) of all
discounts through principal payments as ordinary
income. This restriction places deeply discounted
lo-,-coupon mortgage securities at a particularly
competitive disadvantage inthe general capital markets, even though certain investors would otherwise
seek to acquire such securities.
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Regstraion of Securities and
ksuers

The Securitles and Exchange Commission
*ould promulgate regulations to provide specify.
k an streamlined sheif-registration procedures
designed for conventional mortgage-backed se.
curit) isues.
CMBS Issuers should be permitted, but not
required, to register as regulated investment
compares.
Some private issuers of CMBSs have taken
advantage of the general shelf-registration procedures of the Securities and Exchange Commis.
lion (SEC)-Shelf registration is useful to an issuer
where disclosure materials remain unchanged from
one pool to the next. Unlike corporate entities.
CM.BS issuers that continually) originate and pool
mortgages generally produce a series of similar
issues over a relatively short period of time.
However, if certain pool characteristics change. regardless of how minor the change ma) be. neA
registration may be required. This re-registration
process is costly and creates, undue dela)s %hen
rapid opinions and responses ma) be necessar) to
take advantage of changing market conditions
Therefore, the SEC should dcelop a streamlined
shelf-registration procedure that provides issuers
with prompt clearances for both initial and subse.
quent issues of CMBSs.
Private CMBS issuers might find it desirable to
register as regulated investment companies under
the Investment Company Act of 1940. B) su:h
registration. CMBS issuers ,ould not hae to regis.
ter individual issues and would be permitted greater
flexibility in pool management. The act is not applicable to mortgage investment vehicles, however
and the SEC has refused Investment Compan) Act
filings for issuers of mortgage-backed secunties To
achieve parity, CMBS issuers should, b) amend.
ment to the Investment Company Act of 1940. be
permtined-but not required--4o register as regulated investment companies

Purchase of Securities on Margin

The Federal Reserve Board should amend Reg.
station T to alloy for the purchase of prbiateh
bsued conventional mortgage.backed securities
on magin.
Regulation T of the Federal Reserve Board
permits a securities broker or dealer to extend credit
on the collateral of corporate securities, and Regula.
tion U of th; Federal Reserve Board applies to
similar extensions of credit b) commercial banks
The process of extending credit on the collateral of
securities is termed "lending on margin" and the
regulations issued b) the Federal Reserve Board
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STATEMENT OF HERBERT W. GRAY, CHAIRMAN, NATIONAL
ASSOCIATION OF MUTUAL SAVINGS BANKS, NEW YORK, N.Y.
Mr. GRAY. Mr. Chairman, Senator Long, my name is Herbert
Gray. I am chairman of the National Association of Mutual Savings Banks and chairman of the Mutual Bank for Savings in
Boston. I appreciate the opportunity to appear before this committee to discuss the taxation of savings banks. Our industry strongly
supports the view that all industries, financial or otherwise, should
pay their fair share of taxes. It is the same view expressed in the
chairman's February 22 statement announcing these hearings. And
we are happy to cooperate with the committee in any way we can
to achieve this objective.
Under present law, and as has already been indicated, savings
banks and savings and loan associations are permitted to utilize a
special thrift institution bad debt reserve formula. This formula
was adopted by Congress in 1969 in light of the mortgage lending
role of thrift institutions. It is available to a savings bank only at a
rice-the institution's willingness to comply with a restrictive,
ousing-oriented investment standard that excludes various attractive types of investments authorized by recent banking legislation.
Furthermore, thrift institutions are subject to more restrictives tax
provisions than other corporate taxpayers in a number of areas.
As long as savings banks were profitable, they paid sharply increased amounts of Federal tax and had an increased effective tax
rate as a result of the adoption of the present tax provisions in
1969. Tax increases were built in by the 10-year phase-down in the
bad debt deduction adopted as part-of that legislation. The benefits
of the deduction have been effectively reduced even further because of the impact of the minimum tax and the 15-percent reduction in tax preference items in the 1982 tax legislation.
The tax situation of savings banks was drastically altered by rapidly escalating interest rates in 1980 to 1982. Our industry, like the
savings and loan industry, suffered enormous losses and, as a practical matter, the question of income taxation became and remains
essentially moot. In order to address the gravely weakened condition of the thrift industry, the Congress adopted the Garn-St Germain Depository Institutions Act of 1982 which provides shortrun
net worth assistance while expanding the nonmortgage powers of
thrift institutions to strengthen their longrun viability.
In an improved financial environment, savings banks will gradually be restored to profitability and, hopefully, we will be able to
shore up badly depleted reserve positions. The tax laws should encourage this trend so that the thrift industry will be able to reduce
its reliance on Federal net worth assistance, resume its vital role
in financing the Nation's capital needs and generate increased
earnings and, consequently, increased tax revenue. This is of particular importance in the case of mutual institutions which have
no way to rebuild net worth except through retained earnings. In
this regard, consideration should be given to a number of changes
in the current tax provisions governing thrift institutions. As indicated in my full statement, these areas include the investment tax
credit, the operating loss carry forward and the present restrictive
investment standards for institutions using the thrift industry bad
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debt reserve position, which unchanged, and despite the testimony
of Mr. Pryde, could well discourage mortgage lending rather than
stimulate it.
Under the best of circumstances, numerous institutions. will continue to operate in a weakened condition and with low capital positions for some time, possibly years to come. Any attempt to increase thrift institution taxation would merely retard the industry's return to health and viability, limit its ability to serve the
needs of the communities in which its institutions are located, and
prolong the dependence of individual institutions on Federal assistance. A healthy savings bank industry will help this country solve
its problem in generating capital, and in the process, based on past
experience, pay its fair share of taxes as determined by public
policy desires of Congress. And I think that is an important point.
Thank you for the opportunity to present our position on these
issues. I would be happy to answer questions.
[The prepared statement of Mr. Herbert W. Gray follows:]
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Statement
of the
National Association of Mutual Savings Banks
on the
Taxation of Savings Banks
before the
Committee on Finance
United States Senate
March 11, 1983
Summary of Principal Points
Under the present federal income tax provisions, savings banks are
permitted to utilize a special thrift institution bad debt reserve formula,
which was adopted by the Congress in 1969 in light of the mortgage lending
role of thrift institutions.

The provision is available to a thrift institu-

tion only if it complies with a housing-oriented investment standard that
excludes various attractive types of investments authorized by recent banking
legislation.

Furthermore, thrift institutions are subject to more restrictive

tax provisions than other corporate taxpayers in a number of areas.
As long as savings banks were profitable, they paid sharply increased
amounts of federal tax and an increased effective tax rate as a result of the
adoption of the 1969 legislation.

This situation was drastically altered by

skyrocketing interest rates in 1980-82, which resulted in enormous earnings
losses at savings banks.

In addressing the weakened condition of the thrift

industry, the Congress adopted a net worth assistance program as part of the
Garn-St Germain Depository Institutions Act of 1982.
In a reduced interest rate climate, savings banks will gradually be
restored to profitability and will be able to shore up badly depleted reserve
positions.

The tax laws should encourage this trend, so that the thrift

industry will be able to resume its vital role in financing the nation's
capital needs and generate increased earnings and tax revenue.

On the other

hand, any increase in thrift institution taxation would merely retard the
industry's return to health and viability, and prolong the dependence of
individual institutions on federal assistance.
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Statement
of the
National Association of Mutual Savings Banks
on the
Taxation of Savings Banks
before the
Committee on Finance
United States Senate
March 11, 1983

Mr. Chairman and members of the Committee, my name is Herbert W.
Gray.

I am Chairman of the National Association of Mutual Savings Banks and

Chairman of the Mutual Bank For Savings in Boston, Massachusetts.

The

National Association represents the more than 400 savings banks Ir the
nation.

In the areas where they are most heavily concentrated, savings

banks are the largest holders of consumer savings as well as the dominant
mortgage lenders among the various types of depository institutions.
Savings banks are basically community-oriented financial institutions.

The

industry's assets total about $175 billion.
I appreciate the opportunity to appear before this Committee to
discuss the taxation of savings banks.

Our Association strongly supports

the view that all industries should pay their fair share, as expressed in
We are

the Chairman's February 22 statement announcing these hearings.
happy to cooperate with the Committee to achieve this objective.

Our views on savings bank taxation may be outlined as follows:
1.

Under the present federal income tax provisions adopted in

1969, savings banks and savings and loan associations are permitted to
utilize a special thrift institution bad debt reserve formula.

This formula

was adopted by the Congress in light of the mortgage lending role of savings
banks and savings and loan associations.
institution only at a price --

It is available to a thrift

that institution's willingness to comply with

a restrictive, housing-oriented investment standard that excludes various
attractive types of investments authorized by recent banking legislation.
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Furthermore, thrift institutions are subject to more restrictive tax
provisions than other corporate taxpayers In a number of areas -- 'the
investment tax credit, the dividends received deduction and the operating
loss carryforward.
2. As long as savings banks were profitable, they paid sharply
increased amounts of federal tax and an increased effective tax rate as a
result of the ado-tion of the present tax provisions in 1969.

Tax increases

were built in by the ten-year phase-down In the bad debt deduction adopted
as part of that legislation.

The deduction has been effectively reduced

even further because of the impact of the minimum tax, and the 15 per cent
reduction in "tax preference" items in the 1982 tax legislation.
3. The tax situation of savings banks was drastically altered by
rapidly escalating interest rates in 1980-82.

As a result, the industry

suffered enormous losses and, as a practical matter, the question of income
taxation became essentially moot.

In order to address the gravely weakened

condition of the thrift industry, the Congress adopted a net worth
assistance program as part of the Garn-St Germain Depository Institutions
Act of 1982.
4. In an improved financial environment, savings banks will
gradually be restored to profitability and will be able to shore up badly
depleted reserve positions.

The tax laws should encourage this trend, so

that the thrift industry will be able to reduce its reliance on federal net
worth assistance, resume its vital role in financing the nation's capital
needs and generate increased earnings and tax revenue.

In this regard,

consideration should be given to a number of changes in the current tax
provisions governing thrift institutions, as discussed later in this
statement.

On the other hand, any increase in thrift institution taxation

would merely retard the industry's return to health and viability, and
prolong dependence on federal aid.
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Savings Bank Tax Provisions
In developing tax provisions for savings banks, the Congress has
always recognized the basic characteristics and economic role of these
institutions.
In 1951, when savings banks and savings and loan associations were
first made subject to federal income taxation, the Congress was primarily
concerned with the mutual form of organization of most thrift institutions.
Accordingly, the Congress developed a special bad debt reserve provision
which provided that thrift institutions would not pay tax unless their total
surplus, undivided profits and reserves exceeded 12 per cent of deposits.
In 1962, new reserve provisions were adopted.
Congress was concerned primarily with housing --

At that time, the

the desirability of

stimulating mortgage flows and assuring reserves appropriate to the needs of
thrift institutions.

This concern was reflected in the statement by the

House Ways and Means Committee 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." 1/
In 1969, when the present formula was adopted, the Finance Committee continued to recognize the need for "'...reserves consistent with the
proper protection of the institution.. .in light of the peculiar risks of
long-term lending on residential real estate..."2/

At the some time, bad

debt reserve provisions were reduced in order to increase taxation of both
thrift institutions and commercial banks.
l/

2/

Revenue Act of 1962, Report of the Committee on Ways and Means, House of
Representatives, House Report No. 1447, 87th Congress, 2nd Session,
March 16, 1962, p. 33.
Tax Reform Act of 1969, Report of the Committee on Finance, United
States Senate, Report No. 91-552, 91st Congress, 1st Session, November
31, 1969, p. 162
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The formula adopted in 1969 permits thrift institutions to calculate bad debt reserve deductions under three alternatives:

(1) experience,

(2) percentage of eligible loans ("commercial bank method"); and (3) percentage of income ("thrift institution method").

In 1969, the allowance

under the thrift institution method was 60 per cent of net income, but this
was phased down according to a prearranged schedule to 40 per cent in 1979
and later years.

The benefits of the thrift institution allowance have been

further reduced by the imposition of the minimum tax, and by the 15 per cent
reduction In so-called items of "tax preference" adopted in the 1982 tax
legislation.
In order to be eligible for the thrift institution bad debt reserve
provision, a savings bank must have a specified percentage of its total
assets in residential mortgage loans and other qualifying assets.

Thus, a

savings bank must have at least 60 per cent in qualifying assets to be
eligible for any deduction at all, and must have 72 per cent (82 per cent
for stock savings banks) to obtain the maximum allowable deduction.
Qualifying assets exclude many types of investments such as business and
consumer loans which thrift institutions were authorized to make by recent
banking legislation.

In addition, an institution utilizing the thrift

institution bad debt reserve formula is not eligible for the full 85 per
cent dividends received deduction available to other corporate taxpayers,
but has a substantially reduced deduction depending on its bad debt reserve
allowance.
The tax laws restrict thrift institutions in other ways as well.
Thrift institutions are eligible for only 50 per cent of the investment tax
credit available to other corporate taxpayers.

And this is true whether the

thrift institution is taxed under the special thrift bad debt reserve method
or under the experience method like any other taxpayer.
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Furthermore, thrift and other financial institutions are subject to
different operating loss carry-over provisions than other corporations.
Financial institutions can carry operating losses back for 10 years and
forward for 5 years.

-

Other businesses are permitted a 3-year carryback and

a 15-year carryforward.

Thus, the carryover period for financial institu-

tions is shorter than for other taxpayers, 15 years compared with 18 years.
Furthermore, many savings banks have had such enormous losses in the recent
high-interest-rate period that they have already offset income from past
years and have additional large losses to carry forward to the future.
Unless the carryforward period is lengthened, these institutions will lose
the benefit of loss carryforwards.
In short, savings banks and savings and loan associations have the
benefit of a special bad debt reserve provision which the Congress adopted
in light of the special needs and economic functions of these institutions.
At the same time, thrift institutions are subject to various tax
restrictions not applicable to other taxpayers that will reduce their
ability to strengthen earnings, repay federal assistance, restructure assets
and thereby assure their long-run viability.
Experience Under Present Law
As noted earlier, the 1969 changes in bad debt reserve provisions
were designed to increase tax payments of thrift institutions and commercial
banks.

As far as thrift institutions are concerned, the 1969 changes

clearly succeeded in that purpose.
As shown in the accompanying table, federal income tax payments of
savings banks increased sharply from $16 million in 1969 to $200 million in
1978, when net income reached a peak.

Tax payments declined somewhat in

1979 as net income diminished, but still remained high.

This era came to an
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abrupt end, however, as earnings plummetted in'the face of sharply
escalating interest rates.

As a result, the industry suffered net losses

before federal income taxes amounting to about $3.5 billion in 1980, 1981
and 1982 combined.
Similar trends are evident in terms of effective tax rates.

On

this basis, the effective federal income tax rate of savings banks increased
from 6.0 per cent in 1969 to a high of 21.6 per cent in 1974.

It was 17.3

per cent in 1979, just before the industry's bottom line plunged rapidly
into the red.
From these data, it should be clear that the present savings bank
tax provisions were effective in achieving the revenue-raising objective
that the Congress had in mind in adopting these provisions in 1969.

As long

as savings banks had profits, they paid a sharply increased amount of
federal income tax, and an increased effective tax rate, as compared with
the situation existing in 1969 and earlier years.
Possible Changes in Savings Bank Taxation
Any consideration of changes in savings bank taxation should give
appropriate recognition to the current condition of the industry.

Tax

changes should also be consistent with the revolutionary changes underway in
the thrift industry as a result of the Garn-St Germain Depository
Institutions Act.
Currently, earnings positions of savings banks are strengthening as
a result of the reduction in interest rates in late 1982.

A return to

profitability, however, is clearly contingent on the maintenance of interest
rates at relatively low an3 stable levels.

Even in a fairly favorable

financial market environment, moreover, savings banks face a formidable task
in generating positive net income and rebuilding capital positions.

For

example, the explosive growth of money market deposit accounts, as well as
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other deposit deregulation actions which may be taken by the Depository
Institutions Deregulation Committee, will tend to raise deposit costs by
stimulating major shifts from lower-rate deposits.
Under the best of circumstances, numerous institutions will
continue to operate at a loss and suffer capital erosion for some time.

In

order to stay in business, some institutions will have to utilize net worth
assistance from the federal deposit insurance agencies, as provided under
the Garn-St Germain Act.

In the short period since the Act was adopted last

Cctober, 15 savings banks have received $175 million of assistance, through
the exchange of net worth certificates issued by the banks for promissory
notes issued by the FDIC.
In addition to providing short-run assistance, the Garn-St Germain
Act authorized broadened nonmortgage powers for federal thrift institutions.
Greater asset flexibility will eventually enable thrift institutions to
restructure their portfolios and help keep them viable in future periods of
high interest rates.
Against this background, tax changes could improve the short- and
long-run strength of the savings bank industry consistent with Congressional
policy as reflected in the Garn-St Germain Act.

For example, providing

thrift institutions with the same investment tax credit available to other
corporations would help them to make the additional investments in equipment
needed in light of ongoing developments in transactions deposit markets and
electronic funds transfer systems.
Lengthening the current 5-year operating loss carryforward period
for financial institutions would be more in line with the provision available to other corporate taxpayers.

It

would be highly useful to those

thrift institutions which have already exhausted opportunities for carrying
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losses back to earlier years.

-

An extended carryforward period would hasten

the rebuilding of capital positions.
Finally, reduction of the present restrictive tax investment
standard would encourage thrift institutions to utilize the broadened powers
authorized by the Garn-St Germain Act, while maintaining a substantial
position in mortgage lending.
Any increase in taxation would, of course, have quite different
results.

Such action would merely slow down improvements in the earnings

and capital positions of savings banks, and prolong the period during which
some institutions will have to rely on federal assistance.
I hope these comments will be helpful to the Committee.
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Table I
Federal Income Taxes and Effective Tax Rates of Savings Banks
1969-82
(Amounts in millions of dollars)

Year

1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982(p)

Federal
income
tax

$

16
28
70
119
135
104
79
118
155
200
155
----

Net income
before tax

$

271
236
478
689
696
481
520
694
933
1,094
896
-284
-1,685
-1,500

p
- Preliminary.
--Source: National Association of Mutual Savings Banks.

Federal income
tax as per cent
of net income
before federal tax

6.0%
12.0
14.7
17.3
19.4
21.6
15,1
17.0
16.6
18.3
17.3
----
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The CHAIRMAN. Thank you, Mr. Gray. Senator Long.
Senator LONG. No questions. Thank you very much, Mr. Gray.

That was a good statement.

The CHAIRMAN. I think what we may do, rather than retain you

any longer, since I was the one who was late, maybe submit questions in writing. But I would like to just ask a couple of questions.
But if you would be willing to respond to some written questions to
help make the record, it would be very helpful.
You have heard the testimony this morning from the Treasury
Department and credit union representatives. Does the U.S.
League have any position on the tax exemption for credit unions?
And if you do not have, or if you do have, do you belive that the
complete tax exemption gives credit unions a competitive advantage over your members?
Mr. GREEN. Mr. Chairman, we take no position on that issue. We
do understand the reasons that this committee should look at it on
an equity basis. They do have some competitive advantage because
of their tax situation.
The CHAIRMAN. And we have been asked-and again without get-

ting into the _present debate. This has been raised from time to
time-if there is not a considerable Federal subsidies for mortgage
lending embodied in Federal regulations prohibiting small investots from maintaining money market or money fund accounts without a $2,500 minimum balance. I understand the U.S. League of
Savings, a national league, lobbied for a high minimum deposit requirement to protect thrift institutions and having highly profitable passbook savings converted into deposit bearing fair market
rates of interest. Do you have any comment on that? Is there any
justification for a $2,500 minimum?
Mr. GREEN. Well, Mr. Chairman, there are some other accounts

which are very profitable accounts that have no minimums whatsoever, or a $100 minimum. The 2Y2-year small savers certificate account is a very profitable account for the small saver, and has over
the last few months and years, been probably the most prevalent of
the higher-paying accounts. And this is a small saver item.
I think that what we were pushing for in suggesting a minimum
for money market deposit accounts was some reasonable phase-in
period where our industry could assimilate the tremendously high
cost of the new money market accounts. And this was a mechanism
which we felt would be useful in that assimilation of those higher
costs, Mr. Chairman.
The CHAIRMAN. You wouldn't have any objection if we lowered
that $2,500 by statute?
Mr. GREEN. Well, we certainly would hope that a reasonable
timing mechanism is there. The whole thing goes out, according to
law, in early 1985, as I recall, sir.
Mr. PRYDE. I want to slightly elaborate, Mr. Chairman, and echo

most of what Mr. Green has said, and go on to say that what has
happened, of which you all are fully aware in this committee, is
there has been almost instantaneous deregulation on the liability
side of an asset/liability balance sheet. There has not been sufficient time for the asset side of the balance sheet, for investments,
to catch up to deregulation on the other side of the equation.
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The National League is in favor of deregulation, but we believe
that further deregulation, for example, in the liability area at this
time will not serve the best interest of the country for the simple
reason it is going to have the sole effect of raising interest rates in
the short run.
The CHAIRMAN. I find that hard to correlate with some of the information I received on withholding, when there is concern about
50 cents per thousand; that you do not have that same concern
about your depositors or savers in this area. I have trouble trying
to reconcile the two. How you c&ih condemn withholding as an expense to your customer, but not let them enjoy the higher rate for
those who do not have the $2,500.
Mr. GREENE. Well, sir, if I could, two issues,-4- think, are somewhat separate. The $2,500 issue, I believe does relate to higher interest rates that would be passed on to the other side of the consumer equation, namely, the borrowers as opposed to the savers.
Deregulation is going-to happen anyway, as has been-pointed out,
in 1985 the current program simply gives a little bit of time for the
asset side of the equation to catch up.
Mr. GRAY. I would like to add, insofar as passbook accounts are
concerned, that in reality whe-n we begin to look at the future, and
the fact that sophisticated savers are not going to allow their funds
to sit at low rates, that the passbook rates are going to probably
decline, not increase. That is the low balances at least certainly are
going to be service charged at the point in time when all the ceilings come off.
The CHAIRMAN. Well, that is not a matter within our jurisdiction, but it is a matter of interest because we are suddenly learning
about the sensitivity of the banks and the S&L's to their concerns
about the small savers in their institutions. We want to make certain that they are being properly protected. And we are looking for
other ways to help the people you are concerned about, as I am certain you are. We would like to submit some questions in writing.
As I have listened to the testimony, I don't know what the revenue loss would be if we did some of the things you suggest. But I
am not certain when we are going to get into revenue type legislation; probably sometime later this year. So we may be asking you
to come back in the event we get into that.
If the Budget Committee says to the Congress that we should do
certain things in the revenue side, then, of course, it is this committe's responsibility to do that, as we did last year, when they said
you should raise $100 billion over a 3-year period. We did it. And
we also at the same time granted some relief because we thought
there were areas that should be addressed. So we will go through
that process later this year. We may be asking for your assistance
on that. But I want to-ussure the witnesses, and I want to thank
Mr. Pryde and the two Mr. Greens and Mr. Gray. And we are
trying to figure out if the system is fair. I don't think anybody
quarrels with the system being fair. At least I think Mr. Gray had
it in his statement that that is certainly the policy of all of your
associations. And it is hard to know when it is fair. If it doesn't
pinch, I guess it is fair. But if it pinches a little, it may be fair but
it may not be desirable, I guess.
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Thank you very much. We appreciate it and apologize for keeping you waiting.
Mr. GRAY. Thank you, Mr. Chairman.

The CHAIRMAN.- Our final witness is Mr. Jay Angoff, staff attor-

ney, Public Citizens Congress Watch.

STATEMENT OF JAY ANGOFF, STAFF ATTORNEY, PUBLIC
CITIZENS CONGRESS WATCH, WASHINGTON, D.C.
Mr. ANGOFF. Thank you. Mr. Chairman, Senator Long. I am Jay
Angoff, and a lawyer with Congress Watch. And I appreciate the
opportunity to testify here today.
The CHAIRMAN. Thank, you, Jay. Your entire statement will be
made a part of the record. And if you could summarize it for us it

would be appreciated.

Mr. ANGOFF. I would be glad to.

[The prepared statement of Mr. Jay Angoff follows:]

Su.mary Statement of Jay Angoff, Staff Attorney, Public Citizen's
Congress Watch
I. Distribution of tax burden between individuals and corporations.
The percentage of federal revenues accounted for by the corporate
tax has decreased from 30% in the early 1950's to 15% in the 1970's
During the same period, the tax
to 5.9% in 1983 (see Table 1).
burden on individuals, through both the income tax and social
security tax, has substantially increased.
II.

Distribution of tax burden among different industries.

A. In 1981, effective tax rates by industry ranged from -14.2%
for paper and wood products companies to 47.7% for auto companies,
according to the Joint Tax Committee.. Large commercial banks paid
an average rate of 2.3% (see Table 2).
B. In 1980, effective tax rates by industry also varied
substantially, according to Tax Analysts and Advocates. Of 30
industries, commercial banks paid the lowest effective tax rate-a negative 1.9%. Instrument companies had the highest effective tax
rate, with 39.7% (see Table 3).
C. In 1980, effective tax rates of individual banks also
varied substantially. For example, Manufacturers Hanover paid a
negative 26.7%, and Chase Manhattan paid a negative 22.4%. The
highest tax rate paid by any of the 20 largest commercial banks
was 16.2%, by First National-Boston (see Tables 4 and 5).
III.

The problem with low--or negative--effective tax rates.

A. Equity. Most people have effective tax rates of between
15% and 30%. Even some corporations have effective tax rates of more
than 15%. It is unfair for other corporations to pay little or
no feral income tax or to get money back from the government.
D. Neutrality. Taxing different industries and different
assets at different effective rates creates distortions; it causes
people to make investments for tax reasons rather than
economic reasons. Whether Congress determines that corporations
should be taxed heavily, lightly, or not at all, all assets should
be taxed at the same rate-to produce the most efficient allocation
of capital. Otherwise, the tax system makes good investments
bad and bad investments good.
IV.

The solution.
A.' Short-term.

1. Eliminate or at least limit the use of the tax
preferences used by certain industries to dramatically reduce
their tax liability- E.g., in the case of banks, tax-exempt
bonds.
2. Establish a corporate minimum tax with teeth. E.g.,
2 5 % of corporate profits. The 1982 Treasury proposal provides a
good starting point. A 25% rate is eminently reasonable in view
of the statutory corporate of 46% and the effective rate paid by
middle-class individuals.

21-161 0-83--22
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B. Long-term. Put into practice President Reagan's
suggestion in his first state of the union message:
"The taxing power of government must be used to
provide revenues for legitimate government purposes.
It must not be used to regulate the economy or bring
about social change."
V. Conclusion. If Congress needs to raise revenue it should
leave the third year of the personal tax cut and indexing intact
and concentrate on base broadening measures. A good place to
start is with the banks.
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Table 3

EFFECTIVE CORPORATE TAX RATES BY INDUSTRY - 1980
;.'ercentage of Ne: Incc'-ne Paid irnTax)
U.S. Rate
on U.S.

Foreign Rate
on Foreign

Worldwide Rate
on Worldwide

Income

Income

Income

1. Co rnmerciai Banks ...........................

'1.9)i t

41 .0%

11.2%

2. Container Companies .........................
3. Tire & Rubber Companies .....................

(1.8)t
6.1

44.7
42.3

22.8
39.0

4. Special Machinery Companies ................

6.4

101.2

19.7

5. Utilities ......................................

8.5

-

6. Airlines ......................................
7. Forest and Paper Products ....................

8.9
11.1

37.8

8. Railroads ................ . ..................

12.4

-

12.4

9. Metal and Mining Companies .................

14.4

26.5

22.4
21.0

8.5
16.1
17.0

10. Steel Companies .............................

14.7

44.6

11. Building Materials Companies .................

18.2

40.2

19.7

12. Chemical Companies .........................

18.3

47.5

29.8

13. Conglomerates ...............................

22.2

33.1

22.7

14. Auto Equipment Companies ..................

22.6

45.5

30.0

15. Office Equipment Companies .................

23.0

49.2

36.5

16. Oil Companies ..............................
17. Non-Food Retailers ...........................

25.1
27.2

59.9
44.4

46.7
28.7

18. Aerospace Companies ........................

27.4

42.9

27.1

19. Beverage Companies .........................

29.6

33.9

27.9

20. Drug Companies .............................

31.0

40.7

34.9

21. Food Retailers ...............................

31.5

22. Oil Service and Supply Companies .............

32.3

41.3

23. Miscellaneous Manufacturers .................

33.0

43 9

24. Tobacco Companies ..........................
25. Personal Care Products Companies ...........

34.2
35.5
36.3

2",.7
38.4
42.

318
36.9
7.,
37.2

26. Food Processors .............................
27. General Machtinery Comppnies ................

-

31.4
33.6

.7

36.2

28. Publishing Companies ........................

3!.2

30 1

34.6

29. Appliance Companies ........................

3, 4

,S.7;+.

38.0

30. Instrument Companies ........................

39.7

35.9

38.3

tlndiclles MGaive awrales

TAX NOTES
TAX
NOTES - Sp~al
Spdl Supp.menl
$Suppmnwt
-

652
882

SEC Te~ Data Ctaart~
S;EC Tax U&t& CtNU~

T.ale; 4
-I

1980 Corporate Federal Tax Burden

0

X

LARGEST COMMERCIAL BANKS

Wiu

Weighted Industry averages (10 companle)-worldwtde rate: 12.2%; foreign rile on foreign Income: 40.1%; U.S. rate on U.S. Income: (2.0%)."

C
V

--

--

- -

..

_.

--

.-..

Bonk
Amerka

Bankers
Tmst

Chose
Manhattan

Chemical
Bank

Citicorp

Contlinena
Illinois

First
Chicago

$1,021,.495

319,753

A 17.478

322.199

830.000

322,942

46.006

(62.217)

(63.422)

(47.000)

(13.617)

42

258,777

73.000

309.325

460

46.0

46.0

.........

....

Pro-Tax Eafrrings (in X)Os)"

Slnto and Local Income Texas'
1

Po manent

(19.219)
300.34

040.4113
46.0%

StAlutory Rato

..-

....

(61.000)

Figure'

Worldwide Ia..

Manutocturars
Hanover

460

46.0

(128)

(15.6)

200"D
48.206
46.0

--

Weste•
rancor.
porallon

J. P.
Morgan

--.

-

-.---

378.031

531.501

290.890

(54.092)

(72.526)

(25.700)

323.39

458.675s

1

46.0

460

460

(1 8151)

(290)

(1.9)

(1 8)

16

(13.4)

7 2)

(132)

el(ont'4

Inveitmont Credi'

(5 4)

rae-oxempt incoine

(54)

(5.2)

(291
9142)
(4-9)

(146)

(170)

(5.6)

(4 3)

Capital gains

(50)

II

Unrepatrualed foreign earnings
139)

Mi(colanrous'

(35)

(62.2)

(62)

12

(30)

3.2

63

(7 3)

(66)

(5.5)

(4.6)

(105)

DIS(+:+
041.-tPumlinelll llom.%'
AccnltrrIled (lOpencial,,n primarily
ham leasing activities

(106)

(11 2)

Worldwide Rate on
17.7

14.9

26.4

30.6

22.4

(36.0)

16.1

11.4

543.000

107.144

248,594

66'481

766,500

101.826

"

187.125

228,487

33.5

31.2

4S.9

63.0

41.2

56..

47.3

34.5

397.49

113.390

206.6?

S.26

"

207.466

136,e14

230.266

(4.4)

(22.4)

3,6

Worldwide Income

Y0.7

Foreign asee
Flier"
Foreign Rateon Foreign Income
U.S. Dale Figure"

3.0

U.S. Rate on U.S. Income
5.0

. ......

x... ...
1 l
taie 6*i

i..di.r..x

di

x.

p

.

.

leIltl4

.Isese

._..bi .

ciiy

cos

xexid

A9.0401M.l~
4,4

41

---

Was"l

ii
i
..uo~~u...s
ix su
iedr
o..ahotwol.
lI.,. -W ol4rw&.e tr 'stsmir .llstU.b
dealisrOs5 p..les
ci
iiis
5
C),"AU
.
toom ea,001o.. .,.d
at~nott~oto
aO
tam aessaiCic~dasgel
sceiueecby
li~stld
rwisio
io...
s
'
ho 'o Iii l8M.1
9""Slti
iiiiii
Wh
i
f dth6,xisa
theit9ill
ss 119o.mots.
-gui.
ariceri
,to
I~si'
co
Icxx
cs..xtoi.of
,..... cicsihs~e
ibO se
isic.'d
h4Uis lll1.1-KU-to~u

"l.,lmll4l fllf#.-r, ill llm l.

|joitm,d # #

he eorla.41aeol
kww
t ,,

Iel~el

the rattollo"

'luo
anm.ecol Ve.s.o I" lob" 4 o

&IJime
kd

Io,
il.
5.e*malon
t

Pjw

clolw+

s

Toml
Ctoldmcift~o f poeardo

c4d

1e

i

xIirrNs om

ld

~

wshIuiii.
3ltstoxuh,and
J.hne.Cossixsc
t 9 for." on essis
Ilm liwft%,
- sh,.om
.W.,
O i oo.Ya
iM"ode.,m
€ompnm
--i
Ettos
,Nlftch
o I lihe
lforcc
llm
oc. dlloft P#*-lm
- iplced
- wolho
ll~ ti IIoiv a. the
!o
iMA
at1<
os. FdOen
teha.WA
sae lser.
oooIi
co.essi in a cs..we..oi -roacsiledonofcui 5 gashodwo in lb sishwisry
psr"qeoo cx..

n,

"

(26.7)

3.3

_-_-

.

hes...
-s

ocs

*Idiomlle
cof

iltwoll

..es

thoot2~
in
3%ylll
no earrd
Om

Vhs, bes
to

fe

..- __
dera
unoml

11.1

,51.0w0
12.9
214.190

2.3

x_

11.7

sxss x.xie.xv

lolse%
y

O i

are
*k6 ytet
@lmmo

O.dm

1xrte... .ureficit tob
impurm~v
meod
dhoo.
I-s.
iiallom .
as.
l Imi 9. irs....CmTa.
i
of
•
i two" n. tmblo
l i tds th lemi s. hols-.m Ilse am
Some
crowd ilim
is
OiT
1
Sm
i
c
e
.cO
*6b
hs s0cW,..aexcc
es
dome
nT0.5545
am.MS
NssSiew
l
of o..s
i4
sIm
led a." kcfgus55
1 llp *1
f A. Oh-Iwoi.ssowi
l ctl
Noop-0
Of
DISC
M
nscssisc
*es.J'i
b..'T.r.,I.
hlw

to bilandsolnotInrlsllorlawl
osotmonbtw

iue

*Asseics sAmas

q" ela

etmrtls"

-~mym@ 10ee
'91tsed

pas -

r-i.

rc

alo'm.,

Ie msiaie's -sie
i

Wwoom
a.d

... pp 34
I- IM.

ndvt)

I

t Ix S iosoi1,-

lessi

hs110-

Table 5

1980 Corporate Federal Tax Burden

0)

*LARGE

COMMERCIAL BANKS

Weighted Industry averages (10 companles)-worldwlde rate. 8.0%; foreign rate on foreign Income: 49.7% U.S. rate on U.S. Income: (1.6%)."

(h

ps",. I.,. Fari..n" (in 000s)

Crocker
Nalonal

First Bank
System

First Nall.
Boston

Ining
Bank

Mlrke
Milland

Melpon
National

National
Detroit

Nolhwest
8ancorp.

$148.376

135.326

163,729

122.749

81.923

140.186

!O.040

I133.458

(14.679)

(17.389)

(16,907)

(9.197)

(1.052)

(10.375)

(24.264)

(14.120)

120,447

146.340

105.042

72.726

136.134

58.640

123.083

264.e19

tSa.S33

460

46.0

460

460

460

460

Security
Pacific

Weils.
Fargo

211c.081

173.53

C
SlAt. ,1ai I ,'.tl

Income TasP'

(15.415)

Wowldwlle BAse Figure'

132.491

Statutory Mo.utti
Inwl,

46.0%

it n,441"|.

(50)

In. ,.t'mpI ,iin.,i.n
Ms.-Oilani.o r

460 "

(12)

(0 1)

(7?)

(28)

(23)

(20)

(51)

(93)

I)

(130)

(222)

(207)

(236)

(626)

(31 7)

(7 1)

(27)

(20)

06

(0.9)

(56

(24)

(99)

(1 3)

(5.6)

(38

(118)

460

(I2)

4, 0

(130)

16

(14)

(99)

(8.3)

(30 0)

(75)

oI',r"
Iipimanunt Hoii'is
A"iOurnlitI iepfecialf|toii primarily

C),ai

Irons tIing

aCtI¥|lieS

(16,1)

(9.1)

Worldwide Rate on
Worldwide Income

11.9

(2.4)

Forein Bo Flgue

21.111

Foreign Rae on Foreign Income

66.7

0

110.1113

U.S. Oafe Figure e
U.S. Rae on U.S. Income

4.1

,.h10001"
he011 •O tn*cid WsM.ssuO.
cqc' 5, me
s.., tio..i osis
enCkoafti
licoftie aIs nopiPen suoViaIP
eoasuws. we

"tWI

*,~leloaaWow

covie"

,5s#W~~m
o

4.0i6odocps
.I" .. ,I O €sac55
On~ osM

fen

27.6

9.5

21.1

13.6

(24.2)

1.2

42,748

5S.372

26.551

13,267

23.353

"

60.0,_

40.1

67.4

69.2

29.2

103.592

50.270

44.175

125.6?

35.467

4.5

(54.6)

1"

(24.4

ssbaen
O s
s5,. eal s.eoIs
elyu Iccei bucse, oaosccE
owuscr~
Oflw
,5dby
%dOs

t

7h6ml
biI
@eic

o

vope*
M~.:n."e id.

.P-d
5.66 .450
of W. hu5...do~
on.0 5lmle.
Oer ceilTh.
se
he
wi h,.
..cd n's,. We
patcc
?in
emo..a.sDG
ulu..cfton
ow-

-~

ocr

Id, er.V
useS us... .e i--.sW

on Done"Il5.
pc40s,.sjii

On,ssersisiow"i

uoft.
md0.

ise sibiai
.ftas

i

Fe

W4ps
ildi
"

1
Sa~tyadf

'173.083

124.3

16.0
9S.S33

(6.5)

14.1

0.1

Z3,• I1ofsel
dleo
so. 7 u
kne
-o las"
s•s..eu9si1
eesV
na. W
Th~
c.0 nla ,
is ui.- n'i..,ai.a
uIDIColuts
inc"sawiis,
wy
o
0.eeo .oi.IioiW A (csa

En'c gCossnnneouu ises
b

Manes..ed.h¥
cee

111sCl*#DiIS5fS
Ia.

v lii.e

15.6
63.000

251,485

5nul0scouui"w c

I,

ul

i i. ,. Is.u
, ft.e
dmc..
5.

(4.3)

(1.8)
13.334

v erbmsnec n &nd
amSIEC-Do is
45..doinci ume
ws $*so
" 40.cuu.eI

Susst c

-lti

'Tiens
lsOw

c *@S.5rseseWO
p .e11s.W#
Ofc
qmn .*'s*

Acousiss
pisin
0
sW
iasiea.

o OS~ e.P
JA V 1.
Yctds..udI

Yen

...
.,....
.08.0
4505555
minlisfl

uinU 5niSI.
opews,
hin

u~"

e

.epicias esim, 500

344
Mr. ANGOFF. I would first like to say that we strongly support
withholding and we oppose repeal, and we think even by the not
very high standards of special interest lobby in Washington, the
bankers campaign to repeal withholding is probably so full of distortions and gross misrepresentations that it is probably a new low.
On the other hand, that has nothing to do with why we are here.
The reason we are here is simply because banks do not pay their
fair share of taxes today, and they haven't paid their fair share of
taxes for some years.
Now, the Joint Tax Committee study that just came out shows
that banks paid an effective rate of 2.7 percent in 1981. There was
another study done by Joint Tax a few months ago at-the request
of two Ways and Means members which showed about the same
thing. That showed that banks paid an effective rate of about 2.3
percent. Of about 30 industries, they were the third lowest.
Now, was this an aberrational year? Well, no. Actually banks
paid slightly more in 1981 than they did in 1980. In 1980, for example, according to a study by the respected tax research group in
Washington, Tax Advocates and Analyst, banks paid, if you Will
take a look at table 3 in my testimony, an effective rate of negative
1.9 percent. Of the 30 industry groups they paid the lowest. Now,
this negative 1.9 was the average. There were some banks that
paid a relatively high amount of 16 or 14 percent. On the other
and, there were some banks, like Manufacturers Hanover, that
paid a negative 26 percent; Chase Manhattan paid a negative 22
percent.
Now, what is wrong with this? What is wrong with banks paying
low effective tax rates? Well, there are two things wrong with it.
One is the equity point; the second is the neutrality point. First,
considering equity. It just is not fair for banks or any industry
group to pay low or negative rates when there are many people,
most people, paying 15, 20, 25 percent of their income, and even
some corporations who pay 15 percent of their income and more. It
just is not fair to have some people paying nothing or less than
nothing, some people paying a lot.
But I realize people have different ideas of what equity is. But I
think we can all agree that we need neutrality in the Tax Code;
that is, it is up to Congress, -of course, to determine what the effective tax rate should be: how a corporation should be taxed. Whether it should be taxed highly, lightly, moderately, or not at all. But
whatever determination Congress makes, in order for the economy
to work efficiently, that tax should be the same across the board.
Otherwise, you get distortions. You get misallocations of capital.
So when one industry group is paying low or negative rates and
other industries-for example, in 1981, one industry actually paid
just about the statutory rate, 46-percent. Actually they paid about
47 percent, whereas, banks paid 2 percent. This not only is unfair
but it creates gross distortions in the economy.
Now, what is the solution to the problem? One solution, of
course, is to try to close the specific tax preferences that banks
have used over the years. One of those is tax-exempt bonds. If Congress decides that it wants to subsidize State and local governments, which certainly makes sense, certainly that is Congress decision to make, but they should do it efficiently. They should do it

345
by giving a direct grant, by spending money, giving all that money
to State and localities rather than doing it through the Tax Code
because when you do it through the Tax Code, unintended beneficiaries-that is, largely the banks-get about half the benefit. The
States and localities only get about half the benefit. They were supposed to get all the benefit.
Unfortunately, though, we have learned that closing loopholes
one at a time just doesn't work. There is too much political pressure. There is organized pressure to keep a loophole open. There is
very little pressure, certainly very little organized pressure, to
close a loophole. And it is also somewhat unfair to the banks because, after all, the banks are not the only corporations that take
advantage of loopholes to grossly reduce their tax. So, therefore, I
would suggest that what Congress should do is to institute a strong
alternative minimum corporate tax, that is, a tax that would apply
to all income-a fair rate seems to be about 25 percent in view of
the fact of the effective rate that most people pay, and also in view
of the fact that the statutory rate is 46 percent. Twenty-five percent certainly does not seem unfair.
Now that would be a minimum tax on all corporate income, not
a cutback in preferences. I realize that there are quite a few serious problems in defining income, but the Finance Committee and
the Ways and Means Committee, the Joint Tax Committee and
Treasury have some of the finest tax lawyers in the country as
members of their staffs. And I am certain that the members of the
staff of those committees can work that definition of income out. So
we strongly support as a solution to the problem the institution of
a 25-percent alternate minimum corporate tax.
Thank you very much.
The CHAIRMAN. Well, Jay, thank you very much. And we appreciate your testimony and your support. And as I have indicated
earlier, this is the first in a number of hearings. We don't know
what we are going to find. We don't have any preordained judgments, but I think we have certainly an obligation to take a look,
particularly with those great big deficits out there. And everybody
suggests that we ought to reduce them if it doesn't affect them. So
I appreciate your testimony.
Senator Long, do you have any questions?
Senator LONG. No questions, Mr. Chairman.
Mr. CHAIRMAN. Thank you very much.
Mr. ANGOFF. Thank you.

The CHAIRMAN. This concludes the hearing today.

[Whereupon, at 4:13 p.m., the hearing was adjourned.]
[By direction of the chairman the following communications were
made a part of the hearing record:]
DELoIrrE HASKINS & SELLS,

Miami, Fla., March 16, 1988.
Re: March 11, 1983 Public Hearing; Taxation of Banks, Savings and Loans, and
Credit Unions.
Hon. ROBERT DOLE,

Chairman, Committee on Finance,
Washington, D.C.
DEAR MR. CHAIRMAN: We were pleased to attend the above-captioned public hearing in an advisory capacity to the United States League of Savings Institutions,
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Washington, D.C. and wish to go on record supporting the testimony of its witness,
Mr. Roy G. Green of Jacksonville, Florida. In addition, we wish to file this Statement concerning one matter discussed at the hearing.
At the hearing, there was some dialogue concerning the 10 year net operating loss
("NOL") carryback period available to financial institutions as enacted by the Tax
Reform Act of 1969. According to our recollection, this was described by one of the
witnesses as: a new loophole, only enacted because of the skill of '"ank lobbyists."
We respectfully wish to take issue with the above informal characterizations. Further, and directly related, we believe that equity and the economic environment
that has confronted the savings and loan industry warrant a significant extension of
the NOL carryover period comparable to non-financial institutions. Our reasons are
set forth below.
Background.-Underthe Economic Recovery Tax Act of 1981 ("the 1981 Tax Act")
signed by President Reagan on August 13, 1981, most taxpayers qualify for a 15 year
carryover period for NOLs, investment credits, and certain other miscellaneous tax
credits. The Internal Revenue Code amendments were retroactive to NOLs and tax
credits incurred in taxable years ending after December 31, 1975. The Code amendments evidenced a Congressional intent to lengthen the General 7 year NOL carryover period to 15 years in the spirit of the economic recovery provisions of the
Act.
However, financial institutions (S&Ls, commercial banks, SBICs) were excluded
from the extended 15 year carryover period for NOLs, although they qualify for the
extended period for the other tax credits. These financial institutions remain limited to a 5 year NOL carryover period. The apparent reason for this disparity was the
fact that financial institutions are entitled to a 10 year NOL carryback period for
NOLs incurred for any taxable year beginning after December 31, 1975. (See
§ 172(bX1XF), IRC.) This extended carryback period was enacted by the Tax Reform
Act of 1969 as counterpart legislation to significant permanent reductions in the bad
debt deduction available to S&Ls and commercial banks. (The S&L bad debt deduction was reduced from 60 percent of taxable income to 40 percent.)
The House Ways and Means Committee Report Accompanying the Tax Reform
Act of 1969 states (see pages 128-129):
"Having reduced the tax-free amount that these mutual institutions will be allowed to add to their bad debt reserves, your committee's bill permits these institutions (and commercial banks), a more generous net operating loss carryback to minimize any possibility of hardship from an unexpected surge of bad debt losses. Under
present law, all financial institutions, like other taxpayers, can carry net operating
losses back 3 years and forward 5 years. This bill permits financial institutions to
carry net operating losses back 10 years and forward-5, in effect, allowing them 15
years to spread their losses."
Note that the 10 year carryback is not unique to financial institutions. For example, in 1978, Congress enacted a special 10 year NOL carryback for companies suffering losses on product liability settlements (see § 127(bX1XH), IRC).
A table or synopsis of the above is as follows:
Pre-1981 TaxAct
Carrwc

Saving and Loans, banks, etc......................................................
Nonfinancial institutions ...............................................................

10
3

Car"we

1981 Tax Act
TOWa C0086ac

5
7

15
10

10
3

Cw"~o

TOWa

5
15

15
18

Thus, it may be seen that the combined carryback/carryover period for non-financial institutions was extended by 8 years so that it now exceeds the combined/carryover period of S&Ls (and other financial institutions) by 3 years.
Economic environment. -There is no point to reciting, in extreme detail, the earnings and net worth problems of the S&L industry during the last several years.
However, some key facts set forth in the public record are as follows:
'The Tax Equity and Fiscal Responsibility Act of 1982 further reduced the percentage of taxable income bad debt deduction by 15 percent of the amount by which the otherwise allowable
deduction exceeds the amount which would have been allowable on the basis of actual experience. For some S&Ls, this results in a reduction in the bad debt deduction down to 34 percent of
taxable income. See § 291(aX3), IRC.
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(1) Savings institutions sustained a combined estimated $10 billion loss in 1981
and 1982 due to negative operating spreads (cost of deposits exceeding investment
portfolios filled with older mortgage loans)in a period of punishing, high interest
rates and economic recession. (See the March 11, 1983 testimony of the United
States League of Savings Institutions.)
(2) The S&L industry shrank a record 10.3 percent in 1982 and 7 percent in 1981.
This represents a net loss of 442 institutions in 1982 and 326 in 1981. (See the February 25, 1983 edition of "American Bankers," p. 1.)
(3) The FSLIC assisted mergers of 77 S&Ls in 1982, at an estimated aid cost in
today's dollars of $1.1 billion. This was an increase from 30 mergers in 1981 at an
estimated present value cost of $988 million. (See the February 14, 1983 edition of
the "American Banker," p. 3.)
(4) The Director of the FSLIC, H. Brent Beesley, has publicly stated that the
number of FSLIC-assisted mergers in 1983 is likely to match the record levels of
1981 and 1982. (See the February 9, 1983 edition of the "American Banker," p. 3.)
(5) According to the FHLBB, the net worth of Federally-insured S&Ls slipped in
January 1983 to $25.33 billion from $25.39 billion the month before. Te FHLBB
also noted that the delinquency rate on mortgages rose in January 1983 to a record
2.25 percent of the total value of mortgages held by insured associations. (See the
March 3, 1983 edition of the "The Wall Street Journal," p. 3.) Separately, the Mortgage Bankers Association has reported that, reflecting the continuing effects of the
recession, more homeowners were behind in mortgage payments or were in the
process of losing their homes in the last quarter of 1982 than in any period in the
previous 30 years. (See the February 24, 1983 edition of "The Wall Street Journal,"
p. 24.)
The above data clearly indicates the economic holocaust that the S&L industry
has lived through in the past several years, and the evidence that all the fires are
not yet extinguished.
Observations.-The preceding textual material, coupled with our Firm's experiences in the representation of a significant portion of the S&L industry, leasd us the
following observations:
(1) The 10 year NOL carryback available to financial institutions is not a "loophole," but was intended to cushion the shock of extraordinary losses. Although more
business cycle than credit-related, no one argue that the recent economic experience
of the S&L industry was anything short of "extraordinary." Without this provision,
the shrinkage of S&L institutions in the last two years would have been materially
increased. The only factor that kept many S&Ls from depleting their net worth was
the Federal income tax refund available because of the 10 year NOL carryback.
(2) Since the 10 year NOL carryback was intended by Congress to serve the purpose described above, there is no compelling tax policy reason why financial institutions should not have the identical carryover provisions as non-financial institutions. Should Congress take this action, the legislation should be consistent with the
1981 Tax Act. This is, the Internal Revenue Code amendments should be retroactive
to NOLs incurred in taxable years ending after December 31, 1975.
(3) The $10 billion of economic losses in 1981 and 1982. when expressed in taxable
income (loss) concepts, has caused the majority of the ML industry to recover all
their prior years' Federal income taxes paid., unless the present 5 year NOL carryover period is extended, it is highly likely that NOLs created during these years,
and even during 1983, will expire unutilized by mfany S&Ls. We question the tax
equity involved if such events were to occur.
We would be pleased to answer any questions concerning the contents of this
letter or supply your office with any additional data requested.
Respectfully submitted,
HENRY

D.

FORER,

Chairman, National Committee on _
Savings & Loan Associations.
'This statement might not be true in the caje of the approximately 800 S&Ls that were
merged out of existence since January 1, 1981. Even if the acquiring S&L incurs substantial
losses it is not possible to carryback these losses to taxable years of the disappearing S&L. See
1 38563X), IRC.
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FEDERAL HomE LOAN BANK BOARD,

Washington, DC., March 18, 1988.

Attention: Mr. Ed Danielson.

Hon.

ROBERT

J. DOLE,

Chairman, Committee on Finance,
Washington, D.C.
DEAR MR. CHAIRMAN: As you know, the Economic Recovery Tax Act of 1981
("ERTA"), Pub. L. 97-34, amended the Internal Revenue Code of 1954. These provisions addressed the tax-free reorganizations of troubled thrifts, clarified loss carryover rules, excluded from income recapture repayments by thrifts to the FSLIC
for capital infusions, and liberalized the rule applicable to a reduction of basis when
the FSLIC contributes to the capital of weakened institutions. In a document published in conjunction with hearings held by the Finance Committee on tax treatment for banks and thrifts, the Staff of the Joint Committee on Taxation questioned
the continuing need for these provisions in view of recent improvements in industry
health and declining interest rates,-and suggested that some of these provisions
might be limited in duration, or repealed. The Bank Board strongly believes that
any such action would be short-sighted and could have severe adverse effects on the
public interest both now and in the future.
I am sympathetic to your desire to ensure that the provisions of the Internal Revenue Code reflect sound public policy. However, the limitation or repeal of these tax
provisions would have an extremely adverse impact on the ability of the Bank
Board, as the operating head of the Federal Savings and Loan Insurance Corporation ("FSLIC"), to resolve the severe difficulties now facing the thrift industry, and
to operate at maximum efficiency in the future. Specifically, the current tax treatment afforded thrift supervisory mergers and contributions by FSLIC to assist weakened institutions provides a particularly cost effective means to avoid otherwise unnecessary lquidations of thrifts, to reduce the current pressure of the FSLIC's financial resources, and to protect depositors in FSLIC-insured institutions. At the
same time, such exceptional tax treatment has not, to our knowledge, been abused.
Simply stated, current tax treatment of mergers involving failing thrifts and of
FSLIC assistance-to those thrifts reduces the FSLIC's cost of assisting those transactions. The tax treatment of a supervisory merger or FSLIC assistance through the
purchase of assets or capital infusion, and the necessity for the FSLIC to provide
indemnification to offset adverse tax effects arising from the transaction, are significant factors which must be calculated into the FSLIC's ultimate cost of assisting the
transaction. Moreover, because the cost of FSLIC assistance in a-particular case
may not, under 12 U.S.C. § 1729(fX4XA), exceed the cost of a liquidating payout of
insurance, a failing thrift would have to be liquidated in a case where the cost of
assistance would exceed that of the payment of insurance on all accounts. While the
current tax treatment under ERTA thus averts the need for otherwise avoidable liquidations by fostering supervisory mergers of failing thrifts, the current tax expenditure is also more cost elective than either capital maintenance for thrifts, as provided in Title 11 of the Garn-St Germain Depository Institutions Act, Pub. L. 97-320
("Garn-St Germain Act"), or increased FSLIC assistance in supervisory mergers.
In the view of the Bank Board, repeal of the ERTA reforms for thrifts would cripple the FSLIC's ability to resolve the large problems still facing the industry and
eliminate significant benefits to the public, resulting from the increased efficiency of
the FSLIC and thus increased protection for insured and uninsured depositors.
Moreover, we find no justification for elimination of these tax reforms under any
scenario regarding the health of the industry.
With regards to the industry's current condition, I must emphasize my firm conviction that the stated premise underlying the Committee's action is a significant
distortion of the current state of the industry, and the magnitude of the task confronting the FSLIC. The Committee report thus states that the favorable tax treatment enacted in 1981 "may have been justified by the extremely serious problems
which might have been created had it been necessary to enact additional appropriations for FSLIC" if depositors become concerned over the solvency of FSLIC and
withdrew deposits from some institutions. The report goes on to note that these provisions may no longer be needed "now that interest rates.have fallen and the health
of the thrift industry have improved."
It is true that recent rate declines have reduced the negative "spread" between
the industry's cost of funds and yield on assets, which accounted for the record
losses experienced by the industry in 1981 and 1982. The crisis, however, is by no
means over, and thus the FSLIC's need for maximum cost efficiencies continues.
While the industry experienced very slight positive earnings in December, 1982, and
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in January of this year, the cumulative impact of several years of record losses has
seriously eroded the capital base of the industry and has left many associations so
weakened that they will continue to deteriorate regardless of further positive economic developments. Thus, at the end of November, 1982, regulatory net worth for
S&Ls equaled 3.5 percent of assets. This represents a decline from the 4.2 percent
net worth level of total association assets at year-end 1981 and is substantially lower
than the 5.5 percent level that prevailed before late 1980. Cumulatively, the industry experienced losses of $8.7 billion between year-end 1980 and September, 1982,
resulting in the loss of 26.8 percent of the net worth of the industry. As a result, the
Bank Board anticipates that FSLIC's caseload, in both numbers and assets of weakened institutions, over the nest year to 18 months will be heavier than it was for
either 1981 or 1982.
Thus, the rationale of rational tax treatment of supervisory thrift mergers and
FSLIC assistance remains compelling given the current state of the industry.
Indeed, because the thrift industry's condition has severely deteriorated since enactment of ERTA, its reforms are more justified and necessary today than they were at
the time of enactment. Over the next year, the Bank Board anticipates that it will
have to provide assistance for approximately 100 severly weakened institutions
which will reach insolvency, and will not be eligible for capital assistance under the
Gran-St Germain Act. This is a significant increase over the caseload handled by
FSLIC in 1981 and 1982; FSLIC assisted 44 supervisory mergers in 1982 and only 23
in 1981. Moreover, we project that the cost of assistance for fiscal year 1983 will
exceed one billion dollars. Significantly, we also anticipate that the cost of resolving
these 100 cases will be substantially higher than in the previous two years for several reasons. In prior-years, many healthy institutions had a financial incentive to
merge with weaker institutions without assistance or with lower asistance as a
result of favorable accounting consequences of certain types of mergers. With the
recent elimination of these benefits as a result of a change in accounting rules for
mergers, this particular incentive no longer exists. Additionally, we anticipate that
fewer institutions will be willing to merge to avoid insolvency as the provisions of
the Garn-St Germain Act provide capital assistance to sustain institutions as independent entities, if such institutions have net worth-to-asset ratios of 3 percent or
less. The result of these and other developemnts is that the FSLIC anticipates that
it must now provide greater financial assistance than in the past to induce stronger
or healthy institutions to acquire those which have been weakened.
While the continued application of the favorable tax treatment enacted in ERTA
is thus critical to the Bank board's ability to resolve current problem cases in an
orderly and expeditious manner, we also bieve that these reforms should be reatained permanently. The ERTA reforms recognize certain unique considerations in
the tax treatment of supervisory thrift mergers and thrift assistance which are of
public benefit regardless of the economic health of the industry. Thus, sunset or
repeal of these revisions would be extremely short-sighted because it would raise
costs to the FSLIC, thus reducing the efficiency of the deposit insurance function for
all future supervisory assistance. while this result is particularly pernicious in a
time of severe industry crisis, it would be equally undesirable even should the
FSLIC experience a sharply reduced caseload.
Further, a large part of the ERTA reforms did not represent "favorable" treatment of thrifts, but were much needed clarifications of the "G" reorganization rules,
which were enacted without reference to the problems of the thrift industry, in the
Bankruptcy Tax Act of 1980.
The legislative history of ERTA provides abundant evidence that Congress recognized that in the unique circumstances involving the need for supervisory assistance, encouraging assisted supervisory mergers and captal infusions to avoid liquidating payouts was of paramount public interest. Senator Boschwitz's statement on
the Senate floor introducing the ERTA amendments affecting thrift assistance clearly illustrates this Congressional intent:
This amendment would facilitate the infusion of capital to a failing savings and
loan or the merger of a savings and loan with another financial institution by clarifying that these transactions are nontaxable events.
The other alternative to capital infusions or mergers in the case of a troubled savings and loan would be liquidation by the Federal Savings and Loan Insurance Corporation.
This would require payment out of their insurance funds to all insured depositors
and would have unfortunate results for non-insured depositors. The potential cost to
the Government depositorsand shareholderscould be significant.
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Under current law, there is some uncertainty about the consequences of
mergers of savings and loans. This uncertainty deters potential investors and will
likely result in the more costly liquidationpay outs by the FSLIC.
(S)urely a merger of a failing savings and loan serves the public interest better ..
than liquidation.
127 Cong. Rec. S8288 (July 23, 1981) (emphasis supplied).
The benefits of encouraging mergers and avoiding payouts-will continue to bolster
the efficacy of the deposit insurance system regardless of the economic environment
in which the supervisory assistance occurs. Consequently, there is no justification
for the limitation or repeal of the ERTA provisions affecting supervisory mergers or
assistance.
Finally, we must object in particular to any limitation or repeal of the provisions
regarding the net operating loss carryover provisions, as we have encountered no
abuse of this authority. The current rules regarding continuity of interest and net
operating loss carryovers apply only in cases where the Bank Board certifies that
the institution to be reorganized is insolvent, has experienced a substantial dissipation of assets or earnings, or is in an unsafe or unsound condition to transact business.
By their nature, supervisory thrift mergers do not present significant problems
with respect to tax-motivated takeovers or trafficking in loss companies, which such
a repeal arguably might address. Moreover, the ERTA Conference Committee report
clearly states the Conferees' intent that the requisite certification for the tax free
reorganization and net operating loss carryovr treatment set forth in ERTA should
not be made where the association has intentionally placed itself in a position
where one of the grounds for certification would otherwise apply. S. Rep. No. 97176, 97th Cong., 1st Sess. at 284 (1981). The Bank Board's ploicy in this regard provides further insurance against any abuse of this provision, as certification on
grounds of insolvency will be made only after a determination that the institution
has less than twelve months to insolvency.
In closing, I am confident that the tax treatment currently afforded thrift supervisory mergers continues to serve the public interest. Please feel free to contact me or
any orSincerely,
my staff if we may be of any further assistance to you in this matter.
RICHARD T. PRATT,
Chairman.
STATEMENT OF ROBERT C. FINCH

I am grateful to Senator Dole, the members and staff of the Senate Finance Committee, for the opportunity of setting forth my views as Congress sets forth to adopt
a vitally needed revision of our comprehensive banking laws.
By way of qualification, I make no pretense at being an economist nor at being
sophisticated in the refinements of banking. My views stem from over 20 successful
years in the real estate and development business in Santa Barbara during which
time I have dealt with a multitude of banks and banking agencies. Likewise, my
activities offered me the opportunity to interface with a wide segment of the public,
and I am convinced that my suggestions accurately reflect those of depositors, tenants, retirees and others who must deal with financial institutions.
As the Finance Committee well understands, the world of telecommunication and
the computer has shattered the rigid statutory and other distinctions that were
built into the financial system at a time when the movement of paper, currency and
other instruments made a more cumbersome process necessary for accountability. I
would estimate that in five years a home computer as manufactured by IBM, Honeywell, Tandy Corporation and a raft of others will sell for $300, and directly link
the central bank with the homeowner or renter. It may also be true that within ten
years, the home computer could be as a common as a stereo or a television and the
capacity to handle reciprocal financial transactions will be a common feature of
these devices.
With this in mind, specific proposals to the Senate Finance Committee are as follows:
(1) The present laws on the books be enforced by the Comptroller of Currency. It
is my opion that at present the Comptroller of Currency does not have an adequate
staff and sufficient resources to properly enforce current laws. Having been associated with the real estate and development business in Santa Barbara for many years,
I have personal knowledge that some large banks float trust accounts for up to 61 to
63 days. Obviously, this practice takes vast sums of money out of the economy to the
benefit of bank stockholders, but at the expense of widows and orphans, and others
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who need the money. For example, if a widow has an estate of $100,000 and the
bank does a good job of investing her money, she may earn as much as 12 percent or
$12,000 per year. On the other hand, if the banks kite her interest income for a
period of 60 days, which amounts to using $2,000 of her money per year, they should
make at least 18 to 24 percent on that $2,000. A present law directs banks to reinvest any monies over $1,000 within a day or two for the benefit of the trustee. In
some large banks (and I'm sure in smaller banks), a percentage of banks' capital
needed to assist the economic recovery of this country is withheld outside the law
for the bank's private benefit. Obviously, if trust legislation is enacted, institutions
other than banks should be included and the primary purpose of this legislation
should be to protect the man or woman who is deceased, who perhaps spent their
lives in however a successful effort to build an estate for those they love, only to
have that estate dissipated by the trustor for current, private benefit.
(2) That the practice of certain western banks requiring a $100 check or cash to
open a checking account be reduced to $10. During the recession of the last four
ears, many people could not get $100 together to open an account. I recall in New
amphire four years ago, you only needed $1. Perhaps $100 is computed to be the
break even point, but it seems to me that any person with change in his pocket
should be able to open a bank account. Who knows-he may be a student and may
some day own a bank, or buy the bank he wants to make a $10 opening deposit in.
(3) Bankers should not be allowed to close an account with an overdrawn statement. In essence, bankers should not have it both ways. They should be allowed to
bounce checks to preserve an account, but if they themselves allow an account to--.
become overdrawn as a result of their operational procedures, they should not then
be entitled to arbitrarily close an account.
(4) That a law be enacted requiring banks to return to some major extent money
deposited by depositors in the local community to their community. Basically,
branch banks in suburban or farming or ranching communities collect the money
from deposits in those areas and the big city lender spends it. This practice deprives
the farmer in New England of resource capital because it is spent in Boston to build
a highrise building or a new printing press for a newspaper. This deprives the
cotton farmer in the South of money to buy seed for his crop, or the barley farmer
in Kansas of the same privilege, or a man and woman outside of Albert Lea, Minnesota trying to support a family on 360 acres of soy beans and alfalfa'and the banker
shakes his head, and the Alber Lea Seed House does not sell the seed, and the
banker forecloses on the farmer and takes his land so that he may loan money to
IDS to build a tower in Minneapolis that remains vacant for about two or three
years. In truth, the banker would better serve nis interest and the interest of the
country if he would better serve the concept that money should be loaned where
money is earned.
(5) That fire, life and casualty companies be allowed to become bankers. Because
of the advent of computers, there is no longer the need for large buildings. It is unreasonable to allow stock brokerage companies to become bankers and not allow insurance-companies. I would hope that various insurance companies would support
this proposal and that associations of the industry will support this idea and that
the law could become effective as soon as possible.
In essence, it will make each insurance agent a banker-and then, perhaps, for all
time the mystique is taken-out of the banking industry because the computer will
provide the knowledge on discount rates and the insurance broker will know the
client better than the banker.
The reason this is true is the that banks generally do not get to know their customer, but insurance agents and brokers do. As an example, I personally have been
prominent in the real estate brokerage business in Santa Barbara for a long time,
and for 22 years I have had the same insurance agent.
On the other hand, I have changed banks on several occasions because banks run
out of money, or competent lenders, or competent operations officers, or competent
managers, and the personnel movement in banks is substantial. On the other hand,
an insurance agent or broker will stay in his community all of his life.
If the tremendous capital worth of the insurance industry, and the competence of
their personnel, together with their very substantial daily cash flow, were inserted
into the banking marketplace, the people of this country would immediately find a
more competitive banking system.
Certainly, the insurance industry can cash a check as well as anyone else and
make a commercial or real estate loan as well as anyone else. To give you an example of the duplicity of our present system-normally banks made construction loans
usually only after an insurance company on large projects provides a "take out
loan" which is a form of insurance provided by the insurance industry to the bank-
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ing industry at no charge. The reason this is true is the duplicity of points paid by
the builder or developer-2 or 3 points or up to 6 points depending on the project to
the bank, and the same to the insurance company.
It is my proposal that one entity make both the construction loan and the "take
out'' loan, thereby reducing the construction cost of a project by as much as 3 to 5
percent. Certainly, the insurance industry would get into construction loans if they
were allowed to get into other banking functions, and because of additional competition-interest rates would come down-and more people would buy cars and tractors, and avocados and sweet corn this summer, for the simple reason that they will
have more spendable income at reduced interest rates. The final argument is that,
almost immediately, people would have jobs, and of course then the banks would
benefit as well by increased deposits.
(6) I think it reasonable that companies such as Safeway and Sears be allowed to
open banks owned by them on their premises.
(7) I think it reasonable that American banks in any locality be allowed to buy
banks in another area-based on the premise of free trade-since ve do allow a
bank in London to buy a bank in California.
If you, or any member of the Committee, have any questions, please write me at
Douglas Wilson Real Estate Company, 115 East Victoria, Santa Barbara, California
93101; phone: 805/903-9238.
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