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TAX ADJUSTMENT ACT OF 1968

TUESDAY, MARCH 1%, 1068

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

The committee met, pursuant to notice, at 10:06 a.m., in room
2221, New Senato Offico Building, Senator Russell B. Long (chair-
man) presiding.

Present: Senators Long, Smathers, Andgrson, Talmadge, Hartke,
Williams, Bennett, Curtis, Morton, and Dirksen.

The CuairMAN. This hearing will come to order.

The bill before us presents a proposal to continue the excise tax
rates on automobiles and telephohe communications for an additional
period. Tt also places corporates on a pay-as-you-go tax system closely
approximating the system under which individuals pay an estimated
tax currently as they earn their income.

'This bill is important to the Federal budget. It will add over a
billion dollars to the Government’s income in this fiscal year and more
than $3 billion in fiscal 1969.

Since the present law provides for automatic deduétions in the excise
taxes on automobiles and communicstions beginning April 1, it is
important that this bill be finally enacted before that date.

o aro pleased and honored to have as our first witness today the
Honorable Henry H. Fowler, the distinguished Secretary of the
Treasury. Mr. Secretary, it has been a long time since you have visited
with us on an administration tax proposal. The trip across the Hill
from the House Committeo on Ways and Means perhaps gives you
some relief from your arduous task.

T hope wo will not unduly delay you in getting this bill down the
avenue to the White House, where its legislative journey will end.

We are also })leased to have the Honorable Charles J. Zwick, the
new Director of the Bureau of the Budget, with us. He is making his
first appearance before this committee in his new capacity, and I am
certain he will make a constructive contribution to the record we will
assemble here today.

(The committee press release announcing these hearings; bills
H.R. 15414, S. 2002, S. 2003; and agency comments on S, 2902 and
S. 2903 follow:)

Excise Tax Extensions—ComMiTTee HEARINGS

Chairman Russell B, Long SD., La.) today announced that on Tuesday, March
6, 1968,* thoe Committeo would begin public hearings on H.R. 16414, the bl to z 1)
extend tho present cxeise tax rates on automoblles and telorhono servico and (2)
speed-up corporation income tax payments. Ho stressed the importance of prompt
aotion on this bill, noting that under tho present law, tho oxcise tax rates involved
E’otg&l uuﬁo&x;aﬂcully bo sharply reduced unless this fegisluuon is onaoted into law

y Maro .

‘Leglslaugn under conslderation on the floor of the Senato prevented the commitice meeting on the
announced date. (
1)
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The Honorable Henry H. Fowler, Secretary of the Treasury is to present the
Administration’s case for the bill.

The Chairman also stated that there were indications within the Committee
that the texts of 8. 2002 and S. 2003 would be offered as amendments to the House
bill. He said that for this reason he was requestin the Seeretary to stand ready
to answer questions with respeet to these Senate bills. Similarly, statements on
t::ose matters would be received from public witnesses if they choose to submit
them,

Those desiring to participate in this proceeding should make their request to
Tom Vail, Chief Counsel, Committee on Finance, 2227 New Senate Office Build-
ing, no later than Friday, March 1, 1968. All statements should include a sum-
mary sheet and subject heading. Statements to be presented orally should be
submitted to the Committee the day before the witness is to testify. Chairman
Long urged persons desiring to contribute written statements to submit them no

later than Wednesday, March 6, 1988.



"3 H, R, 15414

IN TIIE SENATE OF' THE UNITED STA'T'IS

MarcH 1, 1968
Read twice nnd referred to the Committee on Ifintiee

AN ACT

T'v continue the existing excise tax rates on communication

[} [ w (]

© ®W 3 O

services and on automobiles, and to apply more generally
the provisions relating to payments of estimated tax by
corporations,

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

(n) Suorr TiTLE.—This Act may be cited as the *“Tax
Adjustment Act of 1968".

(b) AMENDMENT OF ExISTING LAw.,—Except as
otherwise expressly provided, whenover in this Act an
amendment or repeal is expressed in terms of an amendment

to, or repeal of, a scction or other provision, the reference
I
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1 shall be considered to be made to a section or other provision

2 of the Internal Revenue Code of 1954.

3 SEC. 2. CONTINUATION OF EXCISE TAXES ON COMMUNI-

4
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CATION SERVICES AND ON AUTOMOBILES.
(a) PASSENGER AUTOMOBILES.—

(1) IN oENERAL.—Subparagraph (A) of section
4061 (a) (2) (relating to tax on passenger automobiles,
eto.) is amended to read as follows:

“(A) Articles enumerated in subparagraph (B)

are taxable at whichever of the following rates is

applicable:
“If the article
issold— The tax rate Is—
Before January 1, 1970 - e oo e 7 percent
During 1970 - - o e e 5 percent
During 1971 e 3 percent
During 1972 et 1 percent.

The tax imposed by this subsection shall not apply with

~ respect to articles enumerated in subparagraph (B)

which are sold by the manufacturer, producer, or im-
porter after December 31, 1972.”

(2) CONFORMING AMENDMENT.—Scction 6412
(a) (1) (relating to floor stocks refunds on passenger
automobiles, eto.) is amended by striking out “April 1,

1968, or January 1, 1969,” and inserting in lieu thereof

- “January 1, 1970, January 1, 1971, January ‘1, 1972,

or January 1, 1978,”.

—.

o

POy
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(h) COMMUNICATIONS SERVICES.—

(1) CONTINUATION OF TAX.—Paragraph (2) of
section 4261 (a) (relating to tax on certain communi-
cations services) is amended to read as follows:

“(2) The rate of tax referred to in paragraph (1)

is as follows:

“Amounts paid pursuant to

bills first rendered— Percent—
Before January 1, 1970 o v 10
During 1970. e o eeeeeeceeccmmcememmeammaeae b
During 1971 e eemeeeeee 3
During 1072 oo emmmaae 1

(2) CoNFORMING AMENDMENTS.—Subsection (b)
of section 4251 (relating to términdtion of tax) is
amended' by striking out “January 1, 1969” and insert-
ing in lieu thereof “January 1, 1978”, and subsection
(¢) - of section' 4251 is amended to read as follows:

“ (o) SpEOIAL RurE.—For purposes of subsections (a)

and (b), in the caso of communications services rendered
before November 1 of a calendar yedr for which a bill has
not been réndered beforé the close of such year, a bill shall
be treated as kaving béen' first rendered on December 31 of

such year.”

'(3) REPEAL'OF SUBCHAPTER B OF CHAPTER 33.—
Effectivé with Yospeet to amouhts paid pursuant to bills
first rendered on'of after January 1, 1978, subchapter B
of chapter' 83 (relating to the tax on cdn‘imhﬁications)‘
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is repealed. For purposes of the preceding sentence, in

the case of communications services rendered before

November 1, 1972, for which a bill has not been rendercd

before January 1, 1973, a bill shall be treated as having

been first rendered -on December 31, 1972. Effective

January 1, 1973, the table of subchapters for chapter 33

is amended by striking out the item relating to such

subchapter B.

(c¢) ErrFEOTIVE DATE.—The amendments made by this
section shall take effect March 31, 1968.

SEC. 3. PAYMENT OF ESTIMATED TAX BY CORPORATIONS.

(a) REPEAL OF REQUIREMENT OF DECLARATION.—
Section 6016 (relating to declarations of estimated income
tax by corporations) and section 6074 (relating to time for
filing declarations of estimated income tax by corporations)
are repealed.

(b) INSTALLMENT PAYMENTS OF ESTIMATED INCOME
Tax BY CORPORATIONS.—Section 6154 (relating to install-
ment payments of estimated income tax by corporations) is
amended to read as follows:

“SEC. 6154. INSTALLMENT PAYMENTS OF ESTIMATED IN-
COME TAX BY CORPORATIONS,

“(a) CorPORATIONS REQUIRED To PAY ESTIMATED

IncoME Tax.—Every corporation subject to taxation under

section 11 or 1201 (a), or subchapter L of chapter 1 (relat-
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ing to insurance companies), shall make payments of esti-
mated tax (as defined in subsection ((;)) during its taxable
year as provided in subscction (b) if its income tax imposed
by section 11 or 1201 (a), or such subchapter I, for such
taxable year, reduced by the credits against tax provided by
part IV of subchapter A of chapter 1, can reasenably he
expected to exceed $40.

“(b) PAYMENT IN INSTALLMENTS.—Any corporation
required under subsection (a) to make payments of estimated
tax (as defined in subsection (c)) _shall make such pay-

ments in installments as follows:

11 the requiremeats of subsection (s sre Krst mel—

the 15t day of the 4th month of the Laxadleyear.........oneeenirnnnnnns 4]

21':!:: :bbl. :u: d:y’ol the 34 moalh and belore the l;! day of the 6tk month of Lhe s .y 9
BF. e eeeesneeenntoenaeoeesstsaneeastatiastsstaranst sz tssansannnsia

A!t:ﬂu.l::l 'dayd the Sth moath aad before 1ha Lst day of the 9th moath of the ]

................................................................................ % %
Ao IS4 iy of Uho 1 wmoaih aad bafors U6 131 diy o NG 120k imgath of
ERG LAKIDIE YO0e e euroincnrrnrcoancanranmeonesstnsotssensontonsansecssensasnasnnsranronssosscassnnse 10

“(0) EsTiMATED TAX DEFINED.—

“(1) IN GENERAL.—For purposes of this title, in
the case of a corporation the term ‘estimated tax’ means
the excess of—-

“(A) the amount which the corporation esti-
mates ns the amount of the income tax imposed by
section 11 or 1201 (a), or subchapter L of chap-
ter 1, whichever is applicable, over .

“{B) the sum of—
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“(i) the amount which the corporation
cstimates a8 the sum of the credits against tax
provided by part IV of subchapter A of chap-
ter 1, and
“(i1) in the case of a taxable year begin-
ning after December 31, 1967, and before Jan-
uary 1, 1972, the amount of the corporation’s
transitional exemption for such year.
““(2) TRANSITIONAL EXEMPTION.—For purposes
of clause (ii) of paragraph (1) (B), the amount of a
corporation’s transitional exemption for a taxable year
equals the exclusion percentage (determined under para-
graph (3)) multiplied by the lesser of—
‘“(A) $100,000, or
“(B) the excess determined under paragraph
(1) without regard to such clause (ii).
“(3) EXOLUSION PERCENTAGE.—Tor purposcs of
paragraph (2) and section 6655 (e), the term ‘exclusion

percentage’ means—

“In the case of &

‘taxable year beginning in— pfffe:fflﬁs:ﬁi
1068 e e 80 percent
pU O S wmmaamaam—————— 60 percent
1070 e e eee 40 percent
b {1/ ) DS PY S mamaabomaswane 20 percent.

“(d) RECOMPUTATION OF ESTIMATED TAX.~If, after

21 paying any installment of estimated tax, tho taxpayer makes

22 a new estimate, the amount of each remaining installment
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(if any) shall be the amount which would have been pay-
able if the new estimate had been made when the first esti-
mate for the taxable yéar was made, increased or decreased

(as the case may be), by the amount computed by divid-

ing—

“(1) the difference between—

“(A) the amount of estimated tax required to
be paid before the date on which the new estimate
is made, and

“(B) the amount of estimated tax which would
have been ‘required to be. paid before such date if
the new estimate -had been made when the first
estimate was made, by
““(2) the number of installments remaining to be

paid on or after the date on which- the'new. estimate is

made.

“(6) APPLIOATION T0 SHORT TAXABLE YEAR—The
appliéation - of this section to taxable yecars of less than 12
months shall be in accordance with regulations prescribed
by the Secretary or his delegate. :

“(f) INSTALLMENTS PAID 1N ADVANOE.—A't the elec-
tion of the corporation, any installment of the estimated tax
may be paid before the date preseribed for its payment. -

- ‘“(8) OgrTAIN FOREIGN COQRPORATIONS.—For pur-

R R A *



re

VM)

(S N N

21

10

8

poses of this section and section 6655, in the case of a foreign
corporation subject to taxation under section 11 or 1201 (a),
or under subchapter L of chapter 1, the tax imposed by
section 881 shall be treated as a tax imposed by section 11.”
(¢) FAILURE BY CORPORATION TO PAY ESTIMATED

TAx.—
(1) RAISING 70 PERCENT REQUIREMENT TO 80
PERCENT.—Subsections (b) and (d) (8) of section

6655 (relating to underpayments of cstimated tax) are

" “amended by striking out “70 percent” each place it ap-
pears therein and inserting in licu thercof “80 percent”.
(2) DEFINITION OF TAX.—Subsection (e) of sec-
tion 6655 (relating to definition of tax) is amended to
read as follows:
‘““(e) DEFINITION OF TAX.—
“(1) IN OENERAL.—For purposes of subsections
(b) and (d), the term ‘tax’ means the excess of—
“(A) the tax imposed by section 11 or 1201
(a), or subchapter Iu of chapter 1, whichever is ap-
plicable, over
“(B) the sum of—
“(i) the oredits against tax provided by
part IV of subcliapter A of chapter 1, and
“(ii) 'in the case of a taxable year begin-

ning after December 31, 1967, and before Jan-
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uary 1, 1972, the amount of the corporation’s
transitional exemption for such year.

“(2) TRANSITIONAL EXEMPTION.—For purposes
of clause (ii) of paragraph (1) (B), the amount of a
corporation’s transitional exemption for a taxable year
equals the exclusion percentage (determined under sec-
tion 6154 (¢) (3)) multiplied by the lesser of—

“(A) $100,000, or
“(B) the excess determined under paragriiph

(1) without regard to such clause (ii).

““(8) SPECIAL RULE FOR SUBSECTION (d) (1)
AND (2)—In applying this subsection for purposes of
subsection (d) (1) and (2), the exclusion percentage
shall be the percentage applicable to the taxable year
for which the underpayment is being determined.”

(d) ADJUSTMENT OF OVERPAYMENT.—

(1) ALLOWANCE OF ADJUSTMENT.—Subchapter
B of chapter 65 (relating to rules of special applica-
tion) is amended by adding at the end thereof the fol-

lowing new section:

“SEC. 6425. ADJUSTMENT OF OVERPAYMENT OF ESTI-

MATED INCOME TAX BY CORPORATION.
“(a) APPLICATION FOR ADJUSTMENT—

“(1) TIME FOR FILING,—A corporation may, after

- H.R, 15414—2 .

L)
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the olose of tho taxable year and on or before the 15th
day of the third month thereafter, and before the
day on which it files a return for such taxable year,
file an application for an adjustment of an overpayment
by it of estimated incomo tax for such taxable year.
An application under this subseotion shall not constitute
& claim for oredit or refund.

“(2) FOrRM OF APPLIOATION, ET0.—An applica-
tion under this subseotion shall be verified in the manner
presoribed by seotion 6085 in the case of a return of
the taxpayer, and shall be filed in the manner and
form required by regulations prescribed by the Beore-
tary or his delegate. The application shall set forth—

‘““(A) the estimated income tax paid by the
corporation during the taxable year,

“(B) the amount which, at the time of filing
the application, the ocorporation estimates as its
income tax liability for the taxable year,

“(C) the amount of the adjustment, and

“(D) such other information for purposes of
carrying out the’ provisions of this section as may
‘be required by such regulations.

“(b) ALLOWANOR OF ADJUSTMENT.—

“(1) LIMITED EXAMINATION OF APPLICATION.—

Within & period of 45 dnys from the datd on which an
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application for an adjustment is filed under subscction
(a), tho Secrotary or his delegate shall make, to the
oxtont he deems practicable in such period, a limited
oxamination of the application to discover omissions and
errors therein, and shall determine the amount of the
adjustment upon the basis of the application and the
examination; except that tho Secretary or his delogato
may disallow, without further action, any application
which he finds contains material omissions or errors
which he decms cannot be corrected within such 45
days.

“(2) ADJUSTMENT OREDITED OR REFUNDED.—The
Secretary or his delegate, within the 45-day period
roferred to in. paragraph (1), may credit the amount
of the adjustmont against any liability in respeot of an
internal revenue tax on tho part of the corporation and
shall refund the remainder to. the corporation.

“(8) LimrraTioN.—No application under this sec-
tion shall be allowed unless the amount of the adjustment

equals or exceeds (A) b percent of the amount esti-

- mated by the corporation onits applioation as its income

tax liability for the taxable year, and. (B) $200.
“(4) ErrROT OF ADJUSTMENT,—For pitrposes of

. this title. (other than section 6655), any adjustment

under this seotion shall be treated as a reduction, in the
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estimated income tax paid, made on the day the credit

is allowed or the refund is paid.

“(0) DEFINITIONS,—For purposes of this section and
seotion 6655 (g) (relating to excessive adjustment)—

“(1) The term ‘income tax liability’ means the ex-
cess of—
“(A) the tax imposed by section 11 or 1201
(a), or subchapter L of chapter 1, whichever is
applicable, over
“(B) the oredits against tax provided by part
IV of subchapter A of chapter 1.
“(2) The amount of an adjustment under this
section is equal to the excess of—
“(A) the estimated income tax paid by the
corporation during the taxable year, over
“(B) the amount which, at the time of filing
the application, the corporation estimates as its
income tax liability for the taxable year.

“(d) CoxnsonipATep RETURNS.—If the corporation
seeking an adjustment under this section paid its estimated
income tax on a consolidated basis or expects to make a con-
solidated return for the taxable year, this section shall apply
only to such oxtent and subject to such conditions, limita-
tions, and oxceptions as tho Seoretary or his délegate may

by regulations prescribe.!’
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1 (2) AMENDMENT OF SECTION 0656.—Scction
p) 6655 is amended by adding at the ond thereof the
3 following new subsection:
4 “(g) Excrssive ApJusT™ENT UNDER SECTION
p 0425.—
6 “(1) AbpirtoN 0 TAX.—If the amount of an ad-
7 justment under section 6425 made before the 15th day
8 of the third month following the closo of the taxable
9 year is oxcessive, thore shall be ndded to the tax under
10 chapter 1 for the taxable year an amount determined at
11 the rate of 6 porcent per annum apon the excessive
12 amount from the dato on which the credit is allowed br
13 the refund is paid to such 15th-day.
14 “(2) Iixoussive AMOUNT.—~I'or purposes of para-
15 graph (1), the oxcessive amount is equal to the amonnt
16 of the adjustment or (if smaller) the amount by which—
17 “(A) the income tax liability (as dcfined in
18 gection 6425 (o) ) for the taxable year as shown tn
19 the return for the taxablo year, oxcecds
20 “(B) the cstimated’ income tax paid durthg
21 the taxable year, reduced by the amount of the
22 adjustment.”
23 (e) CONFORMING AMENDMENTS.—
24 (1) Section 6655 (d) (1) is amended by striking

25 out “reduced by $100,000”.
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(2) Section 243 (b) (8) (0) (v) is amended by
striking out ““$100,000 oxemption” and inserting in lien
thercof “$100,000 amount under section 6154 (c) (2)
(A) and section 6655 (o) (2) (A)".

(8) Section 6020°(b) (1) is amended by striking
out “section 6015 or 6016)” and inserting in licu
thereof “section 6015)”.

(4) Section 6651 (¢) is amended by striking out
“section 8015 or section 6016” and inserting in lien
thereof ‘“‘section 6015”,

(B) Bection 7208 is amended by striking out “‘sec-
tion 6016 or section 6016),” and inserting in lieu
thereof “section 6015),”.

(8) Section 7701 (a):(34) (B) is amended by
striking out- “section 6016 (b)”’ and inserting in lien
thereof “section 6154 (o) .

(7) The table of sections for subpart B of part IT
of subchapter A of chapter 61 is amended by striking
out the item relating to section 6010

(8) The table of sections for part V of subchapter
A of chapter 61 is amended by striking out the item
relating to section 6074.
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(9) The table of sections for subchapter B of
chapter 65 is amended by adding at the end thereof tho

following:

“Sec, 6425, Adjustment of overpayment of estimated income
tax by corporation,”

(f) ErrrcTivE DATE.—The amendments made by this
seetion shall apply with respect to taxablo years beginning
after December 81, 1967,

SEC. 4. TIMELY MAILING OF DEPOSITS.

(a) TiMELY MAImLING TREATED A8 TIMELY DE-
rosiT.—Scction 7502 (relating to timely mailing treated
as timely filing and paying) is amended by adding at the
end thereof the following new subsection:

“(e) MAmLING OF DEPOSITS.—

“(1) DATE OF DRPOSIT.—If any deposit required
to be made (pursuant to regulations preseribed by the
Secretary or his delegate under section 6802 (¢) ) on or
bofore a prescribed date is, efter such date, delivered
by the United States mail to the bank or trust company
authorized to receive such deposit, such deposit shall
be deomed received by such bank or trust company on

the dato the dep‘déit was mailed.
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“(2) MALING REQUIREMENTS.—DParagraph (1)
shall apply only if the person required to make the de-
posit establishes that—

“(A) the date of mailing falls on or hefore

1

2

3

4

5 the second day before the prescribed date for making
6 the deposit (including any extension of time granted
7 for making such deposit) , and

8 “(B) the deposit was, on or before such second
9 day, mailed in the United States in an envelope
10 .. or other appropriate wrapper, postage prepaid,
1 | properly addressed to the bank or trust company
12 authorized to receive such deposit.

13 In applying subsection (¢) for purposes of this subsec-
14 tion, the term ‘payment’ includes ‘deposit’, and the
15 reference to the postmark date refers to the date of
16 mailing.”

1 (b) ErreoTivE DATE.—The amendment made by sub-

-1

18 section (a) shall apply only as to mailing occurring after the
19 date of the enactment of this Act.
Passed the House of Representatives February 29, 1968.

Attest: ‘W. PAT JENNINGS,
Olerk.
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IN THTE SENATE OF THE UNITED STATES

Janvary 31, 1968

Mr. Winraams of Delaware introduced the following billy which was read twice

and referved to the Committee on Finance

A BILL

To improve the balance of payments and protect the domestic

] = MY [\ d
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cconomy of the United States,

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

This Act may he cited as the “Balance of Paymeiits and
Domestic Keonomy Aet of 19687,

SEC. 2, ONE-YEAR POSTPONEMENT OF CERTAIN EXCISE
TAX RATE REDUCTIONS.

(a) (1) Scction 4081 (a) (2) (A) of the Internal Rev-
cnie Code of 1954 (relating to tax on passenger automo-
biles) is amended to read as follows:

“(A) Articles cnumerated in subparageaph  (B)
11
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are taxable at whichever of the following rates is appli-
cable:

“7 peroo‘ht for ‘thie periad heginning with the
day after the date of the enactment of the Tax Ad-
justment Act of 1966 through Mareh 81, 1969,

“1 percent for the period after March 31, 1969.”

(2) Scetion 6412(a) (1) of such Code (relating to

PR 1 & v o W N

floor stocks refunds on passenger antomohiles, ete)) is

o

amended by striking ont “April 1, 1968, or January 1,
10 1969” and inserting in lien thereof “or April 1, 1969,
n (h) Section 4251 of the Tnternal Revenue Code of 1954

12 (relating to tax on connnuicatiotis) is amended—

13 (1) hy striking out subseétion (a) (2) and insert-
14 ing in lien thereof the following:

15 “(2) The rate of tax referred to in paragraph (1)
16 is 10 percent of amounts paid pursuant to hills first ren-
17 dered hefore April 1, 1969.”;

18 (2) by striking out “January [, 1969 in subsee-
19 tion (b) and inserting in Tien thereof “April 1, 1069”;
20 and

21 (3) hy striking out subsection '(c) and inserting in
22 lien thereof the following:

23 “(c) SPECIAL RELE~Tor purposes of subsections (n)

24 and (h). in the case of communieations serviees rendered

25 after April 30, 1968, and hefore Tehrary 1, 1969, for
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which a hill has not heen' rendered hefore April 1, 1969, o
hill shall he tréated as having heen first rendeveit ‘on: Mareh
31, 1969.”

(¢) The amendments made by subsection (a) sliall
apply with:respeet to articles sold on or after-April 1, 1968,
The amenthinents made by subseetion ~(h) shall ‘apply to
amonids paid parsuant “to - bills first vendered on or after
April 1. 1968,

SEC. 3. REDUCTION IN NUMBER OF CIVILIAN OFFICERS
AND EMPLOYEES IN THB EXECUTIVE BRANCH.

(n) During aniy period in which the aggregate nuniber
of full-time civilinn officers -amd employees  (ineluding the
full-time equivalent of part-time’employ¥ment) -in the excen-
tive branch of the Governnient exeeeds the nggregate nuiber
employved on Septeniber 20, 1966, no vacariey in any office
or position ‘In any departmient or ageney in the execative
braneh of the Government resulting from the resignation,
retivement, transfer, yemoval, o death-of the incumbient of
stich offiee or- position <hall he filled, except pursuant to a
determination of the Divector of the Burean of: the Budget
(hereinafter referred to-as the “Director’) under snhseetion
(h).

(h) The Director:shall make contiming stidies of  the
personnel needs of the various ‘departmenits and agencies of

the Governnient daving aiy period referved: to in subsection
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(a), and shall determine which of the vaeancies occurring
in such departments and agencies may he filled. Such deter-
minations shall he xo miade that the aggregate number of
vacancies filled during any calendar quarter, heginming with
the quarter ending June 30, 1968, in the cxecutive hranch
of the Government, shall not exceed 25 percent of thie aggre-
gate number of vacancies ocenrring during such quarter. The
determinations of the Diréctor mider this subsection shall he
made on the hasis of the relative needs of the vavious depart-
ments and agecies for personnel, having in mind the impor-
tance to the national health, sccurity, and welfare of their
respective functions and activities, Snch determinations may
be made by such appropriation units or organization units
as the Difcctor‘may deem appropriate.

(¢) The Director shall maintain a continunous study of
all appropriations and contract authorizations in relation to
personnel employed and shall reserve from expenditure the
savings in saliries and wages resulting from the aperation of
this seetion, and any savings in other categories of expense
which he deterinines will result from such operation,

(d) The departmients and agencies in the exeentive
hranch shall submit to the Director such information as may
he necessary to-enable him to carry ont his functions wnder
this section.

(e¢) The Director shall submit to the Senate and the
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IHonse of Representatives ut the end of cach enlendar quarter,
heginning with the quarter ending June 30, 1968, a report
of his activities under this section.

(f) This section shall not apply to officers and employ-
ces in the Department of Defense, the postal field service.
and the Federal Burean of Investigation, to casnal employ-
ces, as defined by the Director, to employees employed with-
out conpengation, to offices filled by appointient hy the
or to offices or positions filled by transfer from another posi-
tion within the same or another department or ageucy,
except that such employees, oflices, and positions shall be
taken into consideration in determining the aggregate num-
her of officers and employees for the purposes of subsection
(a).

(g) Nothing in this section shall supersede or modify
the reemployment rights of any person under section 9 of the
Military Selective Sexvice Act of 1967 or any other provision
of law conferring reemployment rights upon persons who
have performed active duty in the Armed Forces.

(h) This section shall take effect on April 1, 1968,
SEC. 4. MORATORIUM ON PUBLIC WORKS PROJECTS,

(a) (1) Notwithstanding any other provision of law,
no Federal department or agency shall, during the period in

which this section is in effect—
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(.\) initinte the planning or construction vi any
pithlic works projeet (incliding projects for reereational
facilities bt exeluding projucts for highways), or
(B) make any grant to any State or loeal govern-
ment ageney for indtinting the platming or construetion
of any such public works projeet.

(2) Upon request of the head of the Fedewl depart-
ment oy ageney concerned, the Divector of the Oftiee of Emer-
geney Phuming shall investigate o pibilte works projeet with
respect to which pavageaph (1) ~applies for the ‘furpose’ of
determining whether the delay in plamting or constrietion
of such public works projeet vequived by parageaph (1) will
canse ivreparable daminge to the public liealth or welfare,
If with respeet to any planming or constiuetion of any such
public works project, the Director determines that sueh de-
lay will cause such ivicpaifible damage, parageaph (1) shall
cease to apply with réspeét to such pluinitg or construetion
effective on the date on whiehi'the Divector pnblishes such
déterminution,

(3) The Director shall repirt, fromi” tinte to tifive, the
results of s invosﬁgntitihs'ia‘niﬂ ‘dcteriniiitions inder paia-
graph (2) 1o tlic Prcsident vitd the’ Congiross,

(b)(1) The Director of thé'Ofice of Kniergeney Plan-

ning Shill' make an investigation of all public works projects
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(including projects for recreatiomal facilities hut excluding

highway projeets) , the planning or construction of which has

" heen imitinted on or hefore the date of tlie cnnctment of this

Act and is being carried ont by a Federal department or
ageney or by a State or loeal governmient ageney with
Federal assistanee, for the purpose of deternifiting what
planming and constraction on sueh public works projects
can he tempontrily halted without caunsing irreparable dam-
age to the publiv health or welfare,
(2) Notwithstanding any other provision of law, no
Federal department or ageney shaoll—
() continte any. plaming or construction, or
(B) make any grant (or payment of a grant pre-
vionsly made) to any State or local government ageney
for contimting any plamiing or constinetion,
which the Director determines under paagraph (1) can he

so temporarily halted, dwing the renminder of tho period

din which this section is jn cffeet beginning with the day

after the date on which the Diveetor pithlislics €uch ‘determi-
nation,

- (3) The Director shall, as svon as pmeticable, report the

- vesults of his investigntion and; detetininations under para-

graph (2) to the President and the Congress.

{¢) This section shall apply doving the period begin-
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ning on the day after the date of the ennctient of this Act
and ending on the last day on which the tax required to
be deducted and withheld on wages under seetion 3402 of
the Internal Revenne Code of 1954 ineludes any amount
attvibutable to the tax surcharge imposed hy seetion 51 of
such Code,
SEC. 5. LIMITATION ON EXPENDITURES DURING FISCAL
YEAR 1969,

(n) Expenditures under the Idget of the United
States (refetred to in the 1908 state of the Union address
of the President as totaling $186,000,000,000) during the
fiscal year ending June 30, 1969, shall not exceed $178,-
000,000,000, exeept by those expenditures in excess of
$25,000,000,000 that the President may determine ave
necessary in hehalf of our military effort:in Southeast Asin.

(b) "To effectuate the provisions of subsection (1), the
President shall veserve from expenditare such amounts from
such appropridtions or other obligatiomal wuthority, hereto-
fore or hereifter wade availible, as he may preseribe,
SEC. 6. IMPOSITION OF TAX SURCHARGE.

(n) Subchapter A of chapter 1 of the Intermtl Reverue
Code of 1954 (relating to determbniition” of tax linhility)
is amended by adding at ‘the end theveof the following new

part:
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“PART V—TAX SURCHARGE

“Sec. 51, Tax surcharge

“SEC. §1. TAX SURCHARGE.

“(a) IMrosiTiON OF TAX.—

“(1) CALENDAR YEAR TAXPAYERS.—In addition
to tho other taxes imposed by this chapter, thero is
horeby imposed on the income of overy porson whose
taxable yoar is the calendar year, a tax equal to the
poreent of the adjusted tax (as defined in subsection

(b)) for the taxable year specified in the following

table:
Colandat yeat
lodividuals Corporations

L PR X

“(2) Iiscan vEAR TAXPAYERS.—In addition to
the other taxes imposed by this chapter, in the case of
taxable years ending on or after the effective date of the
surchargo and beginning hefore July 1, 1969, there is
hereby imposed on the income of every person whose
taxable year ix other than the ealendar year, a tax equal
to—

“(A) 6 percent of the adjusted tax for the tax-

able year, in the case of an individual, and 8 percont

S. 2902—-2
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of the adjusted tax for tho taxablo year, in the case
of a corporation, multiplied by

“(B) a fraction, the numorator of whioh is the
number of days in the taxable yéar accurring on and
after the coffective dato of the surcharge and before
July t, 1969, and the denomivator of which is the
number of days in the entire taxable year,
“(3) Brrrorivi DATE DERINED.—IFor purposes of

parageaph (2), the ‘effedtive date of “the surcharge’
 means—

“(A) January 1, 1908, in the case df a corpo-
ration, and

“(B) April 1. 1968, in the case of an in-
dividual.

“(h) Ansusrep Tax DeriNgn.—Tor purposes of this
section, the adjusted tax for a taxable year means the tax
imposed by this cliapter (other than by this seetion, section
871 (n), or scction 881) for such taxable year, reduced by
any credit allowable for suel year under section 837 (re-
lnting to retirement income) computed without vegard to
this seetion,

“(o) Avurnonrry To DPrEscring Comrostre TAX
Rames AND TAnLES.—The Seeretary or his delegate may
deternitne, and reqaive’ the use of, composite tax rtes incor-

porating the tax imposed by this seetion and preseribe vegn-
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Intions setting forth madified optional tax tables computed
upon the basis of sich composite rates, The composite rates
so determined way bo rounded o the nearest whole per-
centage point as determined ander vegulations preseribed by
the Seeretary or hix delegate, T pusuant to this subsection,
the Seeretary or his delegate preseribes vegulations setting
forth modified optional tax tables for a taxablo year, then,
notwithstanding seetion 144 (a) . in the case of a taxpayer
to whom-a ervedit is allowahle for such taxable year under
seetion 37, the standard deductiiin uiny he: elected rogardless
of whether the taxpayer eleets to pay the tax imposed by
section 3.

“(d) Esmimanren Tax.—or purposes of applying-the
provisions of this title with respeet to declarntions and pay-
ments of estimated income tax due move than 46 days (16
days in tho case of o corporation) after the date of the
cnactment ‘of this section—

“(1) in the case of a corparation, so much ofany
tax imposed by this seetion ax is attvibutable to the tux
imposed by seetion 11-or 1200 (1) or suhthapter T shall
be (reated ax a tax imposed hy sueh seetion - or
1200 (0) or ubelmpter 1,

“(2) the term ‘tax:- shown'on the retirn of the in-
dividual for the preceding taxablo.year’, axiused in-sec-

tion 6654 (d) (1), shall meaxi the tax which woitld have
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been shown on such return if the tax imposed by this
section were applicable to taxable years ending after
March 31, 1967, and heginning hefore April 1, 1968;
and

“(3) the term ‘tax shown on the return of the cor-
poration for the preceding taxablo year’, as used in sec-
tion 6655 (d) (1), shall mean the tax which would have
been shown on such return if the tax imposed by this
section were applicable to taxable years ending after
December 31, 1966, and beginning hefore January 1,
1968.

“(e) WEsTERN HEMISPHERE TrRADE CORPORATIONS

AND Di1vIDENDS ON CERTAIN PREFERRED STOCK.—In com-
puting, for a taxable year of a corporation, the fraction

described in—

“(1) section 244 (a) (2) (relating to deduction
with respeet to dividends received on the preferred stock
of a publie utility),

“(2) section 247 (a) (2) (relating to deduction
with respect ti certain dividends paid hy a public iil-
ity), or '

“(8) section 922 (2) (relating to special dedunotion

for Western Hemisphere trade corporations),

24 the denominator shall, under regulations preseribed hy “the

25 Secretary ‘or his delegate. be increased to reflect the rate at
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which tax is imposed under subsection (a) for such taxable
year.

“(f) WrtHHo1DING ON WAGES.—In the case of wages
paid after March 31, 1968, and hefore July 1, 1969, the
amount required to be deducted #nd withheld under section
3402 shall be determined in adcordance with the tables pre-
seribed by the Secretary or his delegate in lieu of the tables
set forth in section 3402 (a) or (¢) (1).”

(b} Section 963 (h) of the Titernil - Revenue Codeé of
1954 (relating to receipt of minimiun distributiony by do-
mestic corporations) is amended—

(1) by striking out the hedding of paragraph (1)
and inserting in lieu thereof the following:
“(2) TAXABLE YEARS BEGINNING IN 1063 AND

1968.—”, and

(2) by striking ont the heading of piragraph (3)
and inserting in lien thereof the following:
“(3) TAXABLE YEARS BRGINNING IN 1065, 1944,

1067, AND AFTER DECEMBER 31, 1088.—"",

(e) The table of parts of sabichajiter A of chapter 1 of
siuch Cade is amended hy adding at the ond theveaf the
following:

“Part V..-"Tax surcharge.”
(d) Theamendments made by this seetion shall'apply—

(1) insofar as they relite to individuals, with
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respect to taxable years ending after March 31, 1968,
and beginning before July 1, 1969, and
(2) insofar as they relate to corporations, with

respect to taxable years ending after December 31, 1967,

and beginning before July 1, 1969,

SEC. 7. REMOVAL OF INTEREST LIMITATIONS ON GOV-
ERNMENT BONDS,

(a) The first sentonce of the second paragraph of the |
first section of the Second Liberty Bond Act (31 U.S.C.
752) is amended by striking out “not exceeding four and
one-juarter per centum per annum,”,

(b) The second sentence of section 22 (b) (1) of such
Act (31 U.S.C. 757¢) is amended to read as follows: “Such
bonds and certificates may he sold at such price or prices,
hear such interest rate or afford such investment yield or
both, and be redeemed before maturity upon such terms and
conditions as the Secretary of the Treasury may prescribe.”

(¢) The second sentence of section 22A (b) (1) of such
Act (31 USB.C. 7570-2) is amended {o read as follows:
“Such honds shall be sold at such price or prices, afford such
investment yield, and he redeemable hefore maturity upon
siich terms and conditions as the Secretary of the Treasury
may preseribe,”’

~(d) Seection 25 of such Act (31 UB.C. 75Tc-1) is

repealed.
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SEC. 8. TEMPORARY REDUCTION IN EXEMPTION FROM

DUTY FOR RETURNING RESIDENTS.

(a) Subpart B of part 1 of the appendix to the Tariff

Schedules of the United States is ametided by inserting after

item 915.25 the following now item:

016. 30

In lleii of the $100 and
$200 exemptions pro-
vided In item 813.31
for artlcles Imported
by or for the acoount
of & person arriving in
the United States who
is a returning resident
thereof, articlés to
which such item other-
wise applies not over
$25 in aggregate fair
retail value in the ~

country of acquisition. .

Free

Free

For returiing residents
arriving on or before
the date prescribed by
scction 4911(d) of the
Internal Revenue Code
of 1954 for termination
of the Interest Equali-
zation Tax imposed
by scction 4911(a) of
such Code.

N £

(b) The headnotes for subpart B of part 1 of the

appendix to the Tariff Schedules of the United States is

amended by inserting “or item 915.30” after “item 915,25,

(¢) The amendments made by subsections (a) and (b)

shall apply with respect to persons arriving in the Unitdd

States on or after April 1, 1968. -

SEC. 9. USE OF SURPLUS FOREIGN CURRENCIES.

(a) In order to cncourage the use of surplus foreign

currencies by United States residents engaging in foreign

travel, the Secretary of the Treasury shall, during the period

in which this section is in effect, mako such currencies aval-

able to qualified individuals in> exchange for dollars at rates

nnder which the amount of any-such cirrenty. reccived hy

an- individual -will-be equal to 110-percent of tho’amount, as



34

16

1 determined by the Secretary, which the individual would

2 receive under rates of exchange otherwise applicable.

3

SO

o 0 =

24

(b) For the purpose of this section—

(1) The term “surplus foreign currency” means
foreign currency owned by the United States which is
available, under applicable agrcements with the foreign
country concerned, for the use of the United States
Government and which is determined by the Secretary
of the Treasury to be in excess of the normal require-
ments of departments and agencies of the United States
for such currenoy.

(2) Tho term “qualified individual” means a resi-
dent of the United States who furnishes the Secretary
of the Treasury with satisfactory assurances that forcign
currency of any couniry ohtained under this seetion will
be used to pay the ordinary costs incurred by such indi-
vidual, or by a member of his family who is a resident
of the United States, in connection with foreign travel
no part of the itinerary of which includes travel in a
country the currency of which is not available undor this
section (except for travel detormined by the Secretary

to be rensonably necessary to reach and return from the

country the curency of which is obtained).

(¢) Each agreement hereafter entered into, or hereafter

25 amended or oxtended, betweon the United :States and any
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forcign country under which currency of such conntry
acerues or will neerue for the nse of the United States shall
include provisions permitting the use of such currency for
the purposes of this section,

(d) This section shall apply during the period begin-
ning on the day aftér the date of the enmétitienitof this Aet aid
ending “on the date preseribed by section 4911 (1) of the
Intermal Revemie Code of 1954 for termination of the
interest cquulization tax imposed by section 4911(d) of
such Code,

SEC. 10, LIMITATION ON FOREIGN TRAVEL BY GOVERN-
MENT OFFICERS AND EMPLOYEES.,

(2) No money appropriated or othérwise ninde avail-
able by Act of Congress shall he used'to pay any costs of or
incident to tiavel inany foreign country diring the period in
which this section is in effeet by any civilian officer or cm-
ployee in the execntive, legislative, or judicial histueh of the
Uoveriiiiont, unless the aithorizativn for suich timvel contains
or is acconmpanicd hy a cortification by the proper eovtifSiiie
officer that tlie travel in sueh foréign cointry is essential,

(b) Subsection (a) shall ot apply to—

(1) travel in a foreign cotintry by an afficer or em-
ployce whose principal -plice of duty is in such foreign

country, or
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1 (2) travel which is begimon or hefore the date of

[~

the enactment of this Act.
(¢) For the purposes of this section, the term “proper

3
4 certifying ofticer” means—

o (1) the President of the United States, with respect
6 to the heads of the départiments and agenvies in the
7 executive hranch, the President pro tempore of the
8 Senate, the Speaker of the Iouse of Representatives, the
9 Chief Justice of the United States, the justices and
10 judges of the conrts of the United States, and oflicers and
1n employees in the judicial hranch;
12 (2) the head of a department or ageney in the
13 executive branch, with respect to oflicers and employees
14 of such departinent or agencey;
15 (3) the President pro tempore of the Senate, with
16 respect to Members, ofticers, and employees of the Sen-
17 ate; and
18 (4) the Speaker of the House of Representatives,
19 with respeet to Members, officers, and employees of the
20 House of Representatives, and other officers and em-
21 ployees in the legislative branch  (other officers and
22 employees of the Senate).
23 (d) This section shallapply during the period heginning

24 on the day after the date of the enactment of this Act and
2

S]]

ending on the date preseribed by section 4911 (d) of the



St = W N

S o N o

10
11
12
13
14

16
17
18
19
20

37

19
Internal Revenue Code of 1954 for termination of the intér-
est equalization tax imposed by seetion 4911 (a) of such
Code.
SEC. 11. REMOVAL OF GOLD RESERVE REQUIREMENTS
FOR FEDERAL RESERVE NOTES, UNITED
STATES NOTES, AND TREASURY NOTES OF
1890.

(n) Subsection (¢) of section 11 of the Fedeml Reserve
Aet (12 US.C 248(e)) is amended by striking hoth
provisos, and by striking the last sentence in snch subsection.

(h) The first sentence of seetion 15 of the I'ederl
Reserve Act (12 U.S.C, 391) is amended by striking *“and
the funds provided in this Act for the redemption of Fedeyal
Reserve notes”,

(c) That part of the third paragraph of seetion 16 of the
Federl Reserve Act (12 U.S.C. 413) which precedes the
lnst two sentences of such paragraph is amended to yead:
“Fedeml Reserve notes shall hear upin’ their faces a distine-
tive letter and serial number which shall he assigned hy the
Board of Governors of the Federal Reserve Systent to each
I'ederal Reserve bank.”

(d) (1) The first sentence of the fourth parmgmph of
scction 16 of the Federal Reserve Aet (12 U.S.C. 414) ix
repealed,

(2) The sentence which, prior to the repeal made hy
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this section, was the second sentence of such pamgraph is
amended by inserting immediately after “The Board” the
following: “of Governors of the Federal Reserve System?”.

(e¢) The sixth paragraph of section 16 of the Federal
Reserve Act (12 U.S.C. 415) is repealed.

(f) The fourth sentence of the paragraph which, prior
to the amendments made hy this Act, was the seventh para-
graph of section 16 of the Federal Reserve Act (12 U.S.C.
4106) is repealéd.

(g) The paragraph which, prior to the amendnveiits
nade by this Aet, was the eighteenth paragmaph of section
16 of the Federal Reserve Aet (12 U.S.C. 467) is re-
pealed.

(h) Section 6 of the Gold Rexerve Act of 1934 (31
U.S.C. 408a) is amended by striking in the second proviso
the phrases “the reserve for United States notes and for
Treasury notes of 1890, and” and “, and the reserve for
IFederal Reserve notes shall be nmintained in gold certifi-
cates, or in credits payable in gold certificates maintained
with the Treasurer of the United States under seetion 16 of
the Federal Reserve Act, as heretofore and hy this Act
amended”.

(i) There are hereby repealed the sentences of sub-
section {a) of section 43 of the et of May 12, 1933 (4R
Stat, 31, 52: 31 U.S.C. 821 (n) ), which read: “No suspen-
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sion of reserve reijuireniéiits of the Federal Reserve banks,
ander the terms of seetion1 1-(¢) -of the Federal Reserve Act
necessitated by reason of operations under this section, shall
require the imposition of the gradwated tax upon any defi-
ciency in reserves as provided in said seetion 11 (¢). Nor
shall it vequire any antomatie inerease in the rtes of interest
or discount eharged by any Federal Reserve hahk, as other-
wise specified in that seetion.”

(i) Section 2 of the Aet of July 14, 1890 (26 Stat.
289), as amended (31 U.S.C. 40R), is hereby repealed.

(k) Seetion 7 of the Act of January 30, 1934 (48 —
Stat. 341, 31 U.S.C', 40Rh), is amended by striking the
phrase “and as a veserve for any United States notes and for
Treasury notes of 1890 and also hy striking the phrase “as
a reserve for any United States notes and for Treasury notes

of 1890, and”.
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IN THE SENATE OF THE UNITED STATES

Jaxvany 31, 1968

Me. Wi of Delaware introdiced the following billy which was read twive
and referved to the Cominittee on Fianee

A BILL

To umend the Internal Revenne Code of 1954 to limit the
maximun rate of percentage deplétion to a rate-of 20 ereent,

Be it enacted by the Senate and House of Representa-

1

9 lives of the -Uniled States of America in Congress assembled,
3 That (a) seetion 613(b) (1) of the Internal Revemie Code
4 of 1954 (relating to percentage deplétion rate for oil and
5 was wells) s amended—

6 (1) with respect to taxable years heginning in
7 1968, by striking ont *“274 percent” and inserting in licen
8 thereof “25 perveent”:

9 (2) with respeet to taxable years beginning in
10 1969. by striking out “25 percent” and inserting in lieu
11 thercof “224 pereent”: and

11
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(3) with respect to taxable years heginning in 1970
and suhsequent years, by striking out “224 percent” and
inserting in lieu thereof “20 percent”.

(b) Section 613 (b)"(2) of the Internal Revenue Code

uranium, and certain other deposits) is amended—
(1) with respect to taxable years beginning in

1

2

3

4

5 of 1954 (relating to percentage Jepletion rate for sulfur, 1
6

T

8 1969, by striking out “23 percent” and insetting in liew
9

thereof “224 percent’’; and
10 (2) with respect to taxable years beginning in
11 1970 and subsequent years, by striking out “224 per-

12 cent” and inserting in lieu thereof “20 percent”.

BoArp oF GOVERNORS OF THE
FEDERAL RESERVE SYSTEM,
Washington, D.C., March 11, 18868.
Hon. RusseLt B. Loxa,
Chatrman, Commillee on Finance,
U.S. Senate, Washington, D.C.

DEeAR MR, CrAIRMAN: This is in reply to your request for comments on 8. 2902
o bill to improve the balance of payments and protect the domestic economy of
the United States.

The bill contains n number of Provlslons. including a tax increase, constraints
on expenditures, ropeal of the gold reserve requirecment on Federal Reserve and
other notes, removal of the interest rate ceiling in U.S. Government bouds, and
various provisions affecting U.S. international transactions. The Board has, on
several occasions, expressed its support for repeal of the intcrest rate ceilings on
U.S. Government bonds (section 7) and repeal of the gold cover requirement on
Federal Reserve notes (section 11). The interest rate provision would cnhance
the flexlbility of the U.S. Treasury in meetinf the financial needs of the Qovern-
ment and in adapting debt management policies to economic and financial con-
ditions. Repeal of the gold cover would assure that the entire U.S. gold steck is
available to meet the country’s internationnl obligations.

The Board has also supported the need for fiscal restraint to combat inflationary
pressures under current circumstances. ‘At various times, tho Board has indicated
its support of & 10 percent surcharge on both corporations and individuals.

In this bill (scction 6) a surtax of 8 percent on corporations and 6 percent on
individuals is proposed. In addition, various other provisions would impose addi-
tional constraints on Federal spending. The cffect of each of these steps would be
to reduce net demands, both publio and private, on our economio resources. The
Board would like to take this occasion again to emphasize tho need for a reduction
in the prospectivo growth rate of a%gregato domand in order to curb tho infla-
tionarly pressures that arc threatening the stability of the domestic cconomy
and of our international financial position. '

* Sincerely,
J. L. ROBERTS0ON,
Vice Chairman.
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Treasury DepartMeENT, Wasninaton, D.C,, Mancn 12, 1968

The attached materiil was a reply scat to Senator John Williams on Mavch 4
1968 in response to his request for the views of the Treasury Departnicit on bills
introduced by him with respect to varlous aspeets of the fiseal pleture, including
tax incr('z\sos,, expendituro reduction, and balance of paymen ts measures,

Senator Willinms indiéated that he intended to nddress qit estions to Aduifnistra-
tion officials on those bills when they testified in connection with the hearings on
H.R. 15414 before the Senate Committeo on Finance.,

In order to provide Senator Willlams and the Commtttee with a careful inalysis
of his bills, which could also provide a framiework within which to respond to any
questions on the bills, a reply containing such analysis by tho Treasury Depart-
:ncn% and the Bureau of the Budget was sent to Senator Willinms prior to the
wearing.

THE SECRETARY OF THE TREASURY,
Washington, March 4, 1968.
Hon. Jonn J. Winuiawms,
U.S. Senate, New Senalte Office Building,
Washington, D.C.

DeAR SeEnaTor Wikiiams: This letter is in roply to your request for the views
of the Treasury Dopartment on your bills, 8. 2002 A Bill to improve the balance
of payments and proteet the domestic cconomy of the United States'”, and 8. 2003
“A Bill to amend the Internal Revenue Code of 1054 to limit the maximum rate
of pereentage depletion to o rate of 20 pereent.”

Scctions 3, 4, 5 and 10 of 8. 2002 are within the diréct piirview of the Dircetor
of the Budget, dealing as thoy do with the number of civillan employees, the
initiation of public works projeets, budget cxpenditures generally, nnd forcign
travel by Government officers and employees. 1 am therefore attaching a copy of
a statement by Dircetor Zwiek commenting on these sections. As that statement
indicates, the Administration strongly opposes the provisions of these scetions.

The remaining provisions in these bills relate to matters within my area of
responsibility, and I am commenting upon them in n statement attached to this
letter. In addition to that statement, T would like to make n fow overall observa-
tions on S. 2002,

The sections of S. 2002 within my arca of responsibility cover matters which
are tho subject of proposals of the Administration presently before the Congress.
The ‘Princlpnl thrust of those scetions is in the same dircction as those proposals
and I therefore weleome your support of our objectives. Morcover, for the most
part the provisions of your bill dealing with these matters are substantively quite
close to our own recommendations, so that in a nnmber of instances the difference
becomes one of detail. Thus, your recommeéndation in Section 2 of the bill for a
continuation of cxisting automobile and communications excise taxes is quite
close to our proposal in this arca and to what has been already adopted by the

tIouse. Your recommendation in Scetion 8 of the bill relating to reductions in
oxistingg Customs exemptions is likewise close to the proposals I presented to the
Committee on Ways and Mcans on February §, and which have been the subject
of recent hearings before that Committee. Your recommendation in Seotion 11
of the bill to repeal the gold reserve requirements for Federal Reserve Notes
parallels legislation now before the Senate which we strongly support. The recom-
mendation in Scction 8 of the bill for a temporary surcharge on individunals and
corporations adopts the same form for a temporary tax inerease that we have been
steadily and strongly urging.

Your recommendations in these seetlons thus deal direetly with the basic
objectives of our fiscal program—the reduction of the budgetary deficits that
wottld otherwise prevail in fiseal year 1968 and 1969 to more manageable and
acceptable levels, and a reduction in our balance of payments deficit. In these
sithstantive areas I welcome and appreelate your support,

As respeets Seotion 0 of your bill, where yon recommond a temporary 8 pereent
surcharge on corporations and n 6 percent surcharge on individuals, T would of
course strongly urge that we achiove the temporary surcharge at the 10 percent
level recommended in the Budget. A surchargo at that level will ndd over $3¢
billion in fiseal 1968 and over $3 hillion in fiseal 1909 to the revenues that would be
obtained under the rates you suggest. I feel that this additional revenue is needed
to achiove tho reductions in the budget deficits that are desired. »

The paramount need is that of achieving legistative ennctment of the réjuisite
raevenue-producing measures. We should also sccure that enactment as promptly
as possible, so that delay does not cause us to sce revenues keep draining away
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that a prompt enactment would have put into the coffers of the Government. I
must leave to tho Congress the question of Congressional procedure involVed in
obtaiiing the desired legislation. Presumably that procedure is a matter to be
workcd out between the leaders of Loth Houses and the leaders of their Tax
Committecs. , ' ‘
Although wo have major reservatiohs with respect to the scotions of your bill
dealt with in Director Zwick’s statement, again let me express my appreciation
for your encournging support of our tax and balance of payments objectives.
Sincerely yours,
Henry 1. FowLEr,

Bureav or Tup Bupcer CoMMENTS ON S. 2002

S. 2002, “Balance of Payments and Dohiestic Economy Act of 1068,” contains
a combination of tax measures and expenditure provisions ‘to improve the
balance of payments and protect the domestio economy of the United States.”
Some sections of the bill are similar to proposals mnde or actions already inder-
way by the Administration with the same objectives in mind. Othér seotions,
however, represenit unwise, inefficient, or impractical methods of accomplishing
the desired purposes. In total they are o prescription for inefliclent government.
The Burcan-of the Budget is primarily concerned with Sections 3, 4, 5, and 10
of the bill; analyses of each of these scctions are presented below. Qgctions 3, 4,
and 5 are, in our view, particularly troublesome. These scetions, taken togéthér,
are designed to nccomplish an expenditure reduction of $8 biltfon in fiseal year
1909. Section 3 calls for a frecze on efvilinn officers and employees in the execu-
tive branch at the September 20, 1966 level. Scction 4 roq;l res o moratoritini oh
|l)!|]|(l})(l)ic works, Scction § imposes an expenditure limit of $178 billion i1 fiscal yecar
These sections are undesirable, from the point of view of both policy and ad-
ministration. To summarize briefly, they would—
require an arbitrary, meat-axe aggrouoh to Government programms and
services instead of carcful and deliberate program-by-program reviow.
fall inc«lultnbly upon the activities which are relatively controllable,
requiring, in man‘\; cases, crippling reductions.
cause corsiderable uncertainty since, if, as the year progressed, expend-
itures for uncontrollable programs were to increase over the estimates, the
limited controllable portion of the budget would have to be cut more and
moroe (lecplly to keep within the statutory celllnfon totdl cxpenditures.
transfer from tho Congress to the Exeocutive virtually all decision-making
us to which programs to fund and staff, regardless of congressional action
through the appropriations process,
Orderly, cfficient Government requires explicit decisions—program by pro-
%mnh—uhcr consideration of needs and prioritics by both the Executive and the
ongress. Morcover, to be ¢ffective in these rapidly chianging times, Governiment
must have a degree of flexibility. A statutory expenditure limit, combined with a
retroactive freeze on civilian omglovmcnt and an across-the-board moratorium
on public works, runs counter to both of these requirements.

ANALYSIS OF SECTIONS 3, 4, 5, AND 10

Scetion 3. Reduetion in execulive branch employment

Summary.—During any period in which employment in the exccutive branoh
exceeds the level of cimployment of September 20, 1966, no more than 25% of
total vacancies occurring may bo filled.

The Dircctor of the Buredit of the Budget is required to determine which
vacancies may be filled, reserve from exi)ondit‘nre tho savings in salaries and
wages and other categorfes of expense resulting from this action, and maké quar-
terly reports to the Congress of his activitics. N _

The seetion would not apply to bmplo¥ces in the Depattment of Defense, the
postal ficld service, the Federal Bureau of Investigation, offices filled bg' _apll)oint-
ment by tho President with the advice and consent of the Senate, or to positions
filled by transfer froni the samo or another agency. Howover, all such cinployces
and offices would be counted in tho aggregate number of employces employed
September 20, 19668 and the number emp ogcd at any particular time.

T'his scetion would take cffcot April 1, 1068. :

Comments.—Total Federal civilian en'iplo'ymont in the executive branch at the
end of September 1966 was 2,762,000. The Post Office and the Defonse Dopart-

01-240 0—08——1
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ment accounted for 1,834,000 and all other aﬁencics 928,000. The 1969 budget
estimates of employment were based on careful review and determination of the
minimum numbers of employees essential to _su}i'port the proposed program levels.
The estimates indicate an increase of 315,000 in June 1969 above the September
1966 level. Post Office and Defense will account for 207,000 of this increase and all
other agencies will account for the balance of 108,000,

Since the provisions of section 5 about not filllng 3 out of 4 vacancies do not
apply to the Post Office and the Defense Department, but their numbers are
included in the totals, employment in the rest of the Government agencies would
have to be réduced below the level of September 20, 1966 to the extent that the
Defense Department, the Post Office and the Federal Buréau of Investigation
exceed their September 20, 1966 level. Therefore, the other Government agencies
would have to reduce employment not only by the 108,000 by which they are
cstimated to increase, but alsé’ by the 207,000 that the Post Office and Defense
Dtlmrt,m_ent are estimated to increase.

reduction of some 315,000 employces in those ngencles is in excess of 30%
from the estimated June 1969 level and more than 200,000 below the September
1966 employmient level which scction 3 is designed to maintain! This would com-
pletely disrupt the functions of Government.

Section 3 appears to give discretion to the Dircetor of the Burcau of the Budget
as to which vacancies should be filled, but in réhlity the Director would haveé little
or no discretion. Neither the President, the Congress, nor the public would want
air safety jeopardized, for example. The chofee would then be to limit air travel or
to increase employment in the Federal Aviation Administration. The effect of
section 3 would be that for ¢achi person added by the Federal Aviation Administra-
tion, four vagincies elsewhcre would have to go unfilled. If employment were to
be merely held level at FAA, all vacancies in FAA would be filled, and for each
vxaca'r;‘oy that oceurred and was filled at FAA three vacancies must be left unfilled
elsewhere.

Similarly, programs such as social security or Medicare must handle all of those
who are eligible. Accordingly, maintaining or increasing employment in the Social
Security Administration to cope with rising workloads would mean that four times
the number of increasesand three times the number of vacancies filled at the Social
Secutrity Administration would have to be left unfilled elsewhere in the Govern-
ment.

Long before the Director could satisfy requiréments of the Federal Aviation
Administration, social security, and other important activities, such as law en-
forcement, veterans’ hospital care, and eivilian asency support for Vietnam opera-
tions, the number of vacangies that legally could be filled would undoubtedly be
exhausted. The result would be that a large number of agencies would be foreed to
drastically curtail or eliminate services to the public.

Section 3 completely disregards the fact that demands for Government services
aro increasing and that there must be additional employces to handle the resulting
increased workloads.

For example, it is estimated that the number of cstablishments requiring
Federal meat {nspectors will increase by 78% in 1069. The only alternative to
})ermitting uninspected and perhaps unwholesome meat to pass to the consumer
s to increase the number of inspectors. Similarly, additional employees arc neces-
sary for projected increased services in 1969 such as:

¢ Loans to small business—up 219%.

¢ New Federal manpower programs aimed at both the urban and rural disad-

vantaged—a 209, increase in program level.

¢ Maintenance of afr travel safety while air traffic significantly increases—

landings and takeoffs at airports with FAA towers will increase 15%.

o ProcessinP of mortgage insurance applications to the Federal Housfn Ad-

ministration by prospective homeowners—expected to inerease by 100,000.

o Disposition of 4’% more patent apl)licntions in the Comimeéree Department,

Handling of complaint applications concerning inonopolistic and unfair
-trade practices—up 7%. ,

Disposition of cleetric rate filings to the Federal Power Commission—up 4.4%.
Adjudication of air carricr rate and fare cases—up 16%. .
Disposition of applications for motor carrier operating nuthority—up 8.
Mediation of unfair labor practice cases—up 7.6%.

Handling of 112 million tax returns by the Internal Revenue Service—up
almost 3 million, ‘ , A

In the face of these workload increases, it is apparent that appropriate action
with regard to Federal employment is not to impose arbitrary and disruptive
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decreases, but to limit increases to what is essential. This was the policy pursued
by the President in his 1969 budget.

The selection of the month of September for the hase period in section 3 would
cripple thie' regular and special summer activities of the Government., These
include programs to accommodate visitors to the national forests and’ parks,
construction activities in agencies such as the Corps of Engincers and Tennessee
Valley Authority, the President’s simmer program for disadvantaged youth, ete.
Most temporary summer employees have left the rolls by September,

Section 3 requires the Director of the Bureau of the Budget to decide which
vacancies should bhe filled. The number of vacancies occurring each year, apart
from Defensc and Post Office, is about 250,000. For the Director to carry out this
fltlnétion on dny but a gencralized basis would require a considerable increase in
stafl.

Employces of the executive branch of the Federal Government are hired to
carry out the laws cnacted by the Congress and at levels of activity determined by
the Congress. The cffection of section 3 would be to requiré the Director of the
Bureau of tho Budget to decide which of those laws should be ignored or only
partially carried out. It would be more appropriate for the Congress itsclf to make
those specific determinations through normal legislative processes.

Section 4. Moralorium on public works projecls

Summary.—This section has four principal provisions: . .

From the date of enactment and during the time In which a tax surcharge §s in
effect, no Fedcrala%enoy shall: :

Initiate the planning or construction of any publi¢ works project (excluding
h{ihway projects), or
fake any grant to any State or local goverhment agency for initiating
planning or construction of any such projects. . .

Planning or construction of new projects may proceed only whén the Director
of the Office of Emergency Planning, after investigation, determines that a delay
in planning or construot!ng such projects would cause irreparable damage to the
“public health or welfare.” ,

The Director of OEP is required to investigate all public works pr_oiects (except
highway projects) being planned or constructed on the date of ennctment to de-
termine which projects can be temPorarlly halted without causing irreparable
damage to the public health or welfare.

No Federal agency shall continu¢ the planning or construction of ‘Federal
rojects or make anf) grant for continuing planning or construction of State and
ocxixll plr)o ttzo:is if the Director of OEP determines that such projects can be tempo-

rarily halted.

Comments,—The proposed moratoriim on public works projects would be
costly and difficult to administer. It would require uneconomic actions to stop
many worthwhile projects already undérway if large reductions in expenditures
were to be achieved,

The intent of S. 2002 in restricting new publie works construction starts may
be only slightly more limiting than the President’s recommendations in the 1969
budget. The budget proposes very few new direct Federal projects other than
those essential to the national defense and health and welfare of the publioc and,
holds going work to a minimum level. : ,

The principal difference from the President’s recommendations is the intent
to halt going projects. In this respect, the bill goes far boyond actions taken in
the Korean crisis, when contracts were generally allowed to be completed on less
cssential projects before placing the projects on a standby basis. The present bill
would require cancellation of existing contracts,

More specifically, section 4 would create the following difficulties: ‘

First, the proposal to slop projects under construclion would be economically
wasteful and costly to the Federal Government and to State and local -govern-
ments. It would require additional costs to glaco projects on a standby basis
and would subject the Federal agencies to damage claims for cancellation of
construction contracts; The economic waste would apply also to Federal grant
programs whenever additional grants would be necessary to complete a project
alrcady underway. - ‘

Second, the proposal lo stop planm'ng on pro,gcls (even though construction is
is not yet underway) would severely damage Federal and State and local con-
struction proErams with very littlo saving in Federal expenditures. Halting of
planning work- would result in the loss of highly skilled agenoy staff who could
not easily be replaced when the Federal construction program was resumed. In
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addition, deferral of planning could impair later effectivencss and timing of
resumptfon of Federal publisc works construction if this were deemed desirable to
facilitate postwar adjustments. .

Third, determination of which projects could be undertaken within the phrase
‘‘essential to the public health or welfare’” would be controversial and time-
consuming, Without clear definitions, the bill would be difficult to administer
fairly and efficiently, ‘

Fourth, investigation of the projects being planned or under construction before
s determination to stop a project would réquire a time-consuming investigation
period. The application of the moratorium to all going projeots could well take
several years, by which timo some of these projects would alrcady be completed.
If an investigation of going projeots were to be required, it is questionable whether
OEP is tho proper agenoy to review the agencies’ proposals and make the final
determination as to what is ‘“‘essentinl to tho public heéalth and welfare.”

Fi{th there is no clear reason why the Federal highway construction pro?ram
should be excluded from the moratorium, since in many cases highways could as
well be delayed as public biilldings, educational facilities, water resources projeets,
and other i)rojeots beneficial to the domestic economy., Moreover, the provisions
of section 4 appear to limit the exclusion to direot Federal highway projects and
do not mention the exclusion with reference to grants to States or local goveri-
ments. Most of the highway program is, of course, financed through grants from
the Hl§hway Trust Fund.

Finally, section 4 has a number of other technical difficulties which would com-
Plioate its administration and in some cases raise serious questions as to equity in
ts applicatioh to Federal programs. For example, there is no definition of the word
“rroject,” although this term can be applied with considerably different effécts in
different construction programs. It also affects the determination of what fs “‘new
work” or “work underway’’. No mention is made of Federal loans to State or
local governments, although én'ojects similar to, or complementary to, projects
financed by grants are also financed by Federal loans. Private or quasi-public
institutions (e.g., educational and health) receive construction assistance through
Federal grant programs, but the bill liinits the moratorium to grants to State and
local government agencies.

Section 5. Expenditure limilalion

Summary.—This section of the bill would limit expenditures in fiscal year 1969
(using the new budget concept? to $178 billion. This limit would not apply to
expenditures in excess of $25 billion for our military effort in Southeast Asia, if the
President determines greater expenditures to be necessary for that purpose in 1969.

The limit on expenditures is to be accomplished by reserving amounts of ob-
ligational authority heretofore or hereafter made available.

Comments—The Bureau of the Budget opposes attempting to hold budget
expenditures to a legally set limit. Such an attempt presents many serious difficul-
ties, both for the executive branch and the Congress.

I"irst, the Congress provides appropriations which grant the Administration
power to enter into contracts or obligate money. Expenditures are simplr the
process of paying off those contracts and honoring those obligations. Expenditures
alone cannot be controlled; the initial contracts or obligations must be controlled.
An oxpendituro ceiling does not face this fact—it is like locking the barn door
after the horse has gone.

Second, an expenditure limitation makes no allowance for uncontrollable changes
in expenditures. The President would, of course, have to make an initial round of
program reductions. However, later in tho fiscal year, expenditures could increase—
and the Administration would be powerless to stop this—in such locked-in pro-
%rams as interest on the public debt, CCC price supports, veterans' pensions, and

fedicaid, for example. These increascs would immediately require even further
cuts in other programs which could be controlled—aid to education, airway safeti/,
and health rescarch, for example. As a métter of fact, if substantial uncontrollable
oxpenditure increases took place late enough in the fiscal year, some vital pro-
grams might be crippled or might well have to shut down completely to offsct
the increases and stay within the legal ceiling.

Third, an expenditure limitation would require a whole new and cumbersome
set of controls. The entire Federal accounting system is set up to control at the
point where contracts or commitments arc made. Expenditures are simply an
estimale of how rapidly checks will be written as work progresses, planes are
delivered, States draw their grant authorizations, and so forth, But with a legal
limit on expenditures, all the agencies would have to set up a whole new and
wasteful management system to control those expenditures.
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Along with these very practical problems associated with a statutory expendi-
ture limit, there are fundamental considerations involving the separation of
powers and congressional processes.

An absolute ceiling on expenditures, as provided in seétion 5, would, in effect,
transfer most of Con%ress' powers of the purse to the President by giving him
carte blanche authority to reserve funds made available by the Congress, The
President, not the Congress, would therecby have almost complete authority to
decide whether riew or old programs should be funded, and at what levels.

An absolute ceiling on expenditures, as provided in section 5, would also com-
letely undercut the con%r%sional appropriations ‘)rocess. The Appropriations
ommittees make a careful examination of individual programs. Agenoy witnesses

are c‘uestioncd closely and at lerigth on each budget request. Tho specific aPpro—
priations are considered by the House and Senatc as a whole, and normally b
conference committees as well, before final action is taken. Section 5 would undo
the results of this process before most appropriations for fiscal 1969 are oven
enacted, and would substitute a sweeping meat-axe approach—enacting obligating
authority, on the one hand, while disregarding it on the other.

There can be no (}u&tlon that o reduction of $8 billion from tho estimated
level of cxpenditures in fiscal 1969 would mean sweeping reductions in programs.
To achieve a reduction of that magnitude would require cutting J)ro am levels
by roughly double that amount—around $16 billion. Where could reductions of
that amount realistically or desirably he made? o

As noted earller, there are some programs which are relatively uncontrollable,
under which payments are virtually fixed by statutory formula in the short term.
These include social sceurity, Medicare, and other social insurance trust funds;
veterans’ pensions; interest on the Federal debt; and public assistance grants.
The Governmént is both legally and morally obliged to make the payments te-

uired for these types of programs, unless the authorizing legislation is changed.
nd these payments are often difficult to estiniate, since they involve factors

largely outside of Government actions.

ur defonse needs outside of Southcast Asia were oxamined with great care in
formulating the 1969 budget. It would not be possible to effect large outs in na-
tional defense at this point in time without damage to our national seourity.

This leaves $39.5 billion of relatively controllable clvilian programs, including
outlays from prior year contracts and obligations, to bear the full brunt of the
reduction—which could require cripping and destructive cuts in—

elementary and secondary education; ,
research on cancer, heart disease, mental illness, and other health problems;
loans for rural clectrification, tefephones, and housing;

veterans’ medical care;

activities to combat crime;

Internal Revenue Service audits of tax returns;

grants for maternal and child health and welfare;

school lunch, special milk, and food stamp prerams;

operation of airways b{ the Federal Aviation dministration;
programs for Model Citles and urban transportation; and

air and water pollution control.

This list could be extended, but the issuc is clear. If wo want reductions in these
programs gf the magnitudes involved in section 5, the Congress should say so in
terms of the specific activities to be reduced.

The President’s 1969 budget calls for tight controls on all programs—with
selective expinsions in some arcas almost entircly offset by reductions in other
controllable programs. Tho exgendituro grogrnm in theé budget is based on a strict
review of natfonal needs and objéctives. Coupled with the President’s tax program,
it represents a responsible way of meeting our cconomie, fiscal, and program
requirements.

Section 10. Limitation on foreign travel b:j Government employees

Summary.—Section 10 provides that no eivilian officer or employee of any of
the three branches of Govérnment may travel in a foreign country unless the
travel is certified as essential by a proper certifying officer.

The terin *'proper certif{ing officer”’ is defined as: ,

(1) The President, for the heads of departments and agencies in the execu-
tive branch, the President pro tempore of the Senate, the Speaker of the
House, the Chief Justice of the United States, tho Justices and Judges of
l()}‘ourtisl of the ‘United States, and officers and employees in the Judiclal

ranch.
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(2) Department and agenoy heads, for their officers and employees.

(3? The President pro tempore of the Senate, for Members, officers, and
employees of the Senate. .
th 4) The Speaker of the House, for Members, officers, and employees of

e House.

The section does not apply to travel in a foreign country by employces whose
principal place of duty is in that forcign country.

" Tht?) seotion would remain in effeot until termination of the interest equaliza-
on tax.

Comments.—The provisions of scotion 10 are unnccessary for reducing foreign
travel in view of the measures already undertaken in the executive branch. In a
memorandum of January 18, 1968, the President dirccted the heads of depart-
ments and agencies to reduce ofﬂ'cfal travel overseas to the minimum consistent
with the orderly conduct of the Government’s busincss abroad. On Febrit n
the Burcau of the Budget issued further instructions in Bulletin No. 68-8. Each
agenoy head was asked to take as his objective reduction of 25 percent in all
overseas travel to and from places outside the United States except travel inherent
in permanently assigning personnel overseas.

Each agenoy is required to report to the President o plan covering all of its
overseas travel through fiscal year 1969 including a statemont deseribing the
actions taken by the agency héad to reduce oversecas travel, the amount that
travel is expected to be reduced by such actions, and rccommendations as to
any additional measures that might be taken. .

n addition, agenoies will make quarterly reports comparing actual overseas
travel costs with the plan previously submitted.

- ‘The designations of “proper certifying officer’ in seotion 10 present certain
difficulties, It would be most improper, if not unconstitutional, for the President
to determino whether or not foreign: travel could be performeti l‘)’y the President
pro tempore of the Senate, the Speaker of the House or all of the Justices, Judges,
and officers and employees in the Judielal branch.

Moreover, the administrative burden required for some agenoy heads to
certify personally the essentiality of foreign travel of all employees of their
agencies could seriously-interfere with their primary duties.

Views oF TREASURY DEPARTMENT ON S, 2802 (SEcs. 2, 6; 7, 8, 9, AND 11) AND
S. 2003 (INTRODUCED BY SENATOR WILLYAMS)

This memorandum sets forth the analgrsis and views of the Treasury Depart-
ment on sections 2, 6, 7, 8, 8, and 11 of S. 2902, “A Bill To improvo the balance
of payments and protect the domestic economy of the United States”, and on
S. 2003, ‘A Bill To amend the Intérnal Revenue Code of 1954 to limit the maxi-
mum rate of percentage depletion to a rate of 20 percent,” both introduced by
Senator Williams,

S. 2902,

Section 2 of S. 2002 provides a onc yecar postponement of the scheduled rate
reductions for the automobilé and commghications exciso taxes. Thus, the reduc-
tion from 7 percent to 2 percent of the excise tax on automobiles, now scheduled
for A(Frilv 1, 1968, would be postponed untit April 1, 1969, after which the ratc
would drop to a permanent 1 percent. The tax on communications, now scheduled
to drop from 10 percent to 1 percent on April 1, 1968, would be continued at o
10 percent rate until April 1, 1969, after which the tax would be repealed.

he Treasury, of course, favors postponement of the excise tax rate reductions
now scheduled for April 1, 1969. We believe, howover, that the provisions of
H.R. 15414, “The Tax Adjustment Act of 1968,” in this regard are more agtly
suited to our revenue needs for fiscal ycar 1969 than the procedure adopted in
S. 2902. Under this bill, which has been passed by the House, the scheduled excise
tax reductions are postponed until December 31, 1989, after which date a schedule
of gradual reductions climinates these taxes t(?r 1973. The continuance of the
excise taxes in this manner produces an estimated $2.7 billion of additional revenue
in fiscal year 1969 over the revenue from these excise taxes if the redusétions take
effect as presently scheduled. Under section 2 of S. 2002, this revenue yield would
be reduced by an estimated $360 million.

In addition, a sudden large drop in the excise tax rate on automobiles, such as
would ocour under seotion 2, produces problems for the industry. H.R. 18414 pro-
vides for more gradual rate reductions in order to avold a significant deferral of
aut%moaile %m;chases that might take place in the months immediately preceding
a reduction date.
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Section 8 of the bill imposes a 6 percent surcharge on individuals and an 8 ger-
cent surcl “ge on corporations. The surcharge would be effective April 1, 1968,
for indiviauals (thus producing a 4.5 Pcrcent surcharge for calendar year tax-
payers for 19068), and January 1, 1908, for corporations. The tax would terminate
on July 1, 1969, for both corporations and individuals. '

The Adminisiratlon strongly supports a.temporary surcharge. For the rcasons
indicated and more fully set forth in my statements before the House Ways and
Means Committee, we beliove that the surcharge rate should be set at 10 percont
as proposcd by the President. Reduction of the surcharge rate to 6 percent for
individuals reduces the revenue yield from }ho Administration’s proposal by $370
million for fiscal year 1968 and by $2.770 billioti for fiscal year 1969. Reducing the
corporate surcharge rate to 8 percent yiclds $190 million less than the Administra-
tion proposal for fiscal yecar 1968, and $580 milllion less for fiscal year 1969. Thus,
the rates proposed in S. 2002 reduco the rovenue vicld from the proposed 10 per-
cent surcharge by a total of $560 million in fiscal year 1968 and $3.350 billion in
fiscal year 1969, .

- Section 7 of the bill provides for the removal of interest limitations on Govern-
ment bonds. In 1987, tho 'I‘reasurg Depattment asked the Congress to redéfine
Treasury notes, which are not subject to the interest rate celling, to include
maturitics of up to 10 years, and to allow issuance of as much as $2 hillion of
longer term bonds without regard to the celling. The Congressamended thisrequest
by restricting the térim of notes to seven yecars and did not give the Treasury the
authority to issue bonds without regard to the celling. We would naturally like
to sce the recommendations we made last year enacted into the law. While the
Treasur“; would not want to issue a substantial amount of long-term bonds in the
foreseeable future because of the current high lovel of interest rates and theé prob-
lem of competing in the market for long-term mortgage funds, we would have no
objection to removing the ceiling as proposed in section 7, ,

Section 8 of the bill would reduce temporarily the exemption from customs duty
accorded to returning residents from the $100 and $200 provided in item 813.31 of
the Tariff Schedules of the United States to $25. ¢

On February 5, 1968, I appeared before the Committee on Ways and Means
to present certain legislative aspects to the President’s balance of payments

ro%ram. That program includes a recommendation that the tourist exemption of

100 be reduced to $10 for U.S. residents returning from countries other than
Canada, and Mexico, and the Caribbean area. The $10 duty-free gift privilege for
articles arriving in the mails would be reduced to $1. These changes (as well as
that provided in scction 8) would impose a heavy administrative burden with
substantial increased costs on the Customs Service. It is therefore important to
alleviate such problems by imposing a schedule of flat rates of daty. Thus, under
the Treasury Yroposal a flat 256 percent rate of duty plus nn{ tax due would be
assesscd on al dutiabfe articles valued at $500 or less imported by travelers for
non-commercial purposes. Non-commercial mail parcels (and non-commercial
commercial shipments arriving by other means) valued at $250 or less and more
than $10 would be assessed a flat 25 percent duty rate plus any tax due. A $2
char%e would be imposed on all dutiable non-commereial parcels arriving by mail
which are valued at $10 or less retail. Articles valued at $1 or less arrlving in the
mails or otherwise would continue to be duty free. These steps would achiove a
balance of payments savings of about $100 million. The Treasury, thus, supports
tho objective of section 8, but believes that the Administration proposals deal with
the problem in & more comprehensive manner,

Section 9 would encourage the use of cxcess foreign currencies by offering
them to American travelers at a 10 percont discount. Hoivever, this would not
be avallable to a traveler who visited another foreign country unless such travel
wns“reglsonnbly necessary to reach the country in which the oxcess currenocy was
available.

We are opposcd to this provision for several reasons. It would do little to aid
the problem since travel to excess currenoy countries is not significant,! and the
amounts of currericy available aro limited by prior agreement. The United States
is bound to obey the currency control laws and official practices of each country
with respect to its own currency. Tho offéering of a “‘bonus’ upon conversion by
a traveler would constitute unilateral devaluation of that country’s currenoy
with all the incident results to its cconomy. This would constitute a violation

1 The U.8. on June 30, 1967, owned cxcess currencles in only ten countries: Burma, Ceylon, Gulnes,
Indls, Israel, Pakistan, Poland, Tunlsia, t'be UAR, and Yugoslavia. Ninety percent of the total U.8.
lioldings of (orelgu currency of $2.18 billion 1s in these ten countries, and sales ard presently belng made in
seven of these. (See tablo attached.) While our curren¢y holdings are large in thesa ten countries, only a
proportlonately small number of American tourists visit these countrles.
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of our IMF obligations with respect to another IMF member country. Further,
it is likely that many of these countries would hesitate to enter into the P.L. 480
agreements if they were forced to agree to the discount arrangement for U.S.
travelers. The resultant cffects on our agricultural export program would be
much more serious than any possible gain from the slight increase in the use of
cxcess foreign curreno?v.

Section 11 of the bill would repeal the gold reserve requirements for Federal
Reserve Notes, United States Notes and Treasury Notes of 1890. The Adminis-
tration supports the objective of this section, On January 22, 1968, the Treasury
Department submitted to the Congress draft legislation to regeal the gold cover
requirement which was introduced as S. 2857 and H.R. 14743. The House has
passed H.R. 14743, with amendments, and the Senate Banking and Currency

Committee has reported S. 2857.

S. 2903.

S. 2902dprovid% that the rate for percentage depletion for oil and gas would
be reduced from 2714 percent to 20 pércent over a 3-year period beginnin%‘ in
1968. The present depletion allowance of 23 percent applicable to uranium, sulphur
911({9%%1& minerals would be reduced to 20 percent over a 2-year period beginning
in R

The depletion allowance is a part of this nation’s overall energy policy. In his
Messago last year on Protecting Our Natural Heritage, the President directed
the President’s Science Advisor and his Office of Scierice and Technology to sponsor
o study of our energy resources and to coordinate our energy policy on a govern-
ment-wide basis. This study is underwa?( and will include an examination of the
tax rules regarding natural resources, including those covered by this bill. It
would, I believe, be premature to comment directly on S. 2903 until the results
of that study are completed and its recommendations have been considered.

SALES OF U.S-OWNED FOREIGN CURRENCIES UNDER SECS. 104 (s), (1), AND (j) OF PUBLIC LAW 480 TO US.
CITIZENS, 1963-DEC. 31, 1967

|in thousands of doi!ar equivalents)

Amount sold through Dec. 31, 1967 Amount currently
Country available for sale
Tourists U.S. citizens Tota!

Ceylon..................... 11.4 0 1.4 79.1
Guinea..................... 0 0 [ 16,002, 5
bndia. ... ...l 97,2 4,603.4 4,701.1 4,665.8
Osraeb...............o.. ... 483.5 390. 4 813.9 18,458, 2
Pakistan. .................. 8.8 1,622.7 1,631.5 1
UNISIB. « o e 88 0 8.8 12,185.4
United Arab Republic........ 258.5 21.6 286.1 19],048.2
Total................ 868.2 6,644.6 7,512.8 113,421.3

11ncludes currencies available for meeting U.S. Government official expenditures.
The CuairMaN. You are recognized.

STATEMENT OF HON. HENRY H. FOWLER, SECRETARY OF THE
TREASURY; ACCOMPANIED BY HON. CHARLES J, ZWICK, DI-
RECTOR, BUREAU OF THE BUDGET; AND STANLEY S. SURREY,

ASSISTANT SECRETARY

Secretary FowrLer. Mr. Chairman, and members of the committee.
it is a pleasure to get across the street for a change. I have
been somewhat stalleg on the other side of the Capitol and even
though I am over here only with a partial package or one element of
the package, it is nice to be here and I expect to be here on further

occasions,
The CrairMaN. Well, we know the fact that you have been away

so long has not been of your motion.
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Secretary FowLeR. Not at all. I would like nothing better than to
be here before this committee with the whole package.

Mr. Chairman, members of the committee, this bill contains two
parts of the President’s tax recommendations. These provisions which
are incorporated in H.R. 15414 would extend the excise taxes on
automobiles and telephone services beyond April 1 of this year, and
carry out our recommendations for accelerating corporate income
tax payments,

The administration is still strongly in favor of our full program,
which would include, in addition, at this time, a temporary 10-percent
income tax surcharge on both corporate and individual accounts.

The Ways and Means Committee took action on a bill limited to
two aspects, without waiting on further decisions.

I quote from the réport:

In view of the fact that the excise tax reductions, in the absence of this bill,
would occur on April 1, and the fact that the corporate speed-up to be effective
this year must occur before April 15 * * *

The report of the Committee on Ways and Means further stated
that this action “is not intended to prejudice possible future action
with respect to other tax recommendations which have been proposed
by the administration.”

On the floor of the House, Chairman Mills stated:

Let me emphasize to the Members of the House that, in reporting this bill,
the committee does not intend to foreclose possible future action on the adminis-

tration’s surcharge proposal. The question remains before the committee and no
decision has as yet been reached.

In addition to the excise tax and corporate acceleration provisions
in H.R. 15414, the President’s program includes, as I have noted, a
temporary 10-percent surcharge on the income tax of individuals and
corporations.

n individuals the 10-percent surcharge would be effective April 1,
1968, and continue through June 30, 1969. The effective rate on
individuals in calendar year 1968 would be 7.5 percent of their present
law tax. The surcharge would not apply to about 17 million individuals
whose taxable income does not rise above the second bracket.

On corporations the surcharge would be effective January 1, 1968,
and continue through June 30, 1969. This would give an effective
rate of 10 percent for corporations in calendar year 1968.

The surcharge, I might emphasize, would be 10 percent of the
present rate, not 10 percent of income. This is about one-half of the
tax decrease for individuals enacted in 1964. While in effect, the
increased tax on individuals would average about 1 percent of their
income. |

Speaking for the administration, I want to emphasize in- the
strongest possible terms that we continue to recommend and insist
upon the enactment of this entire program. It is as fully called for in
the light of recent events as it was by events prior to January. We
want to see the surcharge adopted under whatever procedures the
Congress chooses to utilize. Those procedures are not for us to deter-
mine. The end result should be prompt enactment of the surcharge.

H.R. 15514

I turn now to the specific bill, H.R. 15414, It would raise revenues
compared to present law by $1.1 billion in fiscal year 1968 and by
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$3.1 billion in fiscal year 1969. This is about one-fourth of the $16
billion which we proposed to raise by the President’s program in this
timespan. .

The attached table shows the details of the revenue effects com-
pared to existing law. You will realize, of course, that the revenue
ain from excise extensions could also be described as preventin% a
oss of revenue that would occur if the rates were permitted to fall
below rates currently in effect. Moreover, the speedup in corporate
tax payments does not involve the addition of new tax liabilitiec but
rather ‘the more current payment of existing liabilities.

(The table referred to follows:)

ESTIMATED EFFECT OF THE BILL ON BUDGET RECEIPTS

[In miilions)
Fiscal year 1968  Fiscal year 1969

Excise taxes, extension of present rates:
Passanger automobiles. ... ... ciiieeiiiiiiiiiiiiiiiriiear e $190 $1,500
Telephone Service. .. oo oo iiiieiiiicaeteeeneaaranaan 116 1,160
Tolal, excise extenslons. ..o .ounnnverennmnmiiiiiiiin i ccianns 306 2,660
Proposals for corporate estimated tax payments................c...o.oo.i... 800 400
L (1] I S Y 1,106 3,060

Secretary FowLER. Presently the 7 percent manufacturers excise
tax on automobiles is scheduled to drop as of April 1, 1968, to 2 per-
cent and then on January 1, 1969, to 1 percent. The bill would con-
tinue the 7-percent rate to January 1, 1970, when it would be reduced
to 5 percent. The bill would provide further reductions to 3 percent
on January 1, 1971, to 1 percent on January 1, 1972, and repeal the
tax on January 1, 1973.

The new schedule for reductions follows the pattern established in
the Excise Tax Reduction Act of 1965 to limit prospective reductions
at any one time to not over two points. This three-stage reduction
program in the bill recognizes that, with anticipation by -consumers
of a sharp drop in the automobile excise tax rate, there is a high
likelihood they will postpone purchases of cars. This could be higlly
disruptive of orderl;lrs production and einployment.

The House bill also goes back to the 19656 decision to make the
reduction of rates effective on January 1. Reductions at this time
of year should have the least disruptive effect on sales. There is usu-
allﬁ' a rush of orders for new cars in the autumn, and dealers fall
behind in meeting them. Orders come in more slowly in J_anuarﬂ 80
if some orders are postponed from the autumn to January it is likely
to involve smoother rather than more disorderly production schedules

The bill also deals with the tax on telephone service which is now
10 (Perc'ent and is scheduled to be reduced to 1 percent April 1, 1968
and to be repealed on January 1, 1969. This tax would be extende
at the 10-percent rate to January 1, 1970, reduced to 6 percent at
that time, further reduced to 3 percent on 3a'nuary 1,:1971, to 1 per-
cent on January 1, 1972, and repealed on January 1, 1973,

CURRENT PAYMENT BY CORPORATIONS

Now, as to the current payment by corporations. Another part of
the President’s program, which is embodied in H.R. 15414, is two
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Erovisions which have the effect of placing corporations on the same
asis of current tax payment that now applies to individiials.

Presently, individuals, including sole proprietors and partners, are
required to pay in current quarterly pa‘):ments 80 percent of their
estimated tax liability. Corporations, however, need only make
current quarterly payments on 70 percent of the estimated tak
liability in excess of $100,000. e

The bill achieves equaiity between corporations and individuals ih
two stclaé)s: . .

(1) Effective with the quarterly payments due April 15, 1968,
corporations will be required to make current payment on the basis
of So-g?rcent estimates rather than 70-percent estimates. ‘

(2) Effective with quarterly payments due April 16, 1968, corpora- .
tions will take the first of five annual steps designed to eliminate the
exemption from current tax payment on the first $100,000 of esti-
mated tax. This will be done by requiring.that the 1968 current
paymient include 20 percent of the first $100,000 of liability. The 1969
payments will include 40 percent of this first $100,000, and so forth,
until 1972 when corporations will be on the same basis as individifals.

This change in coprorate tax payment provisions will finally aclieve
an objective sought in a series of actions taken by the Congress dating
back to 1950. The progressive steps in maving corporations toward the
same payment basis applicable to individuals have been gradual so
as to avoid sharp liqudity effects. -

There is no reason to permit small and medium-sized corporations
to defer all or a substantial portion of their tax while requiring current
payment by unincorporated businesses. By fai the overwhelming part
of small business is made up of sole proprietorships or partnerships.
In 1965, of the 8.6 million businesses with net incomes, 7.9 million
were sole proprietorships and partnerships or subchapter S corpora-
tions' (where taxes are paid currently by the shareholders).

A corporation with $100,000 of tax liability, that is, one that gets
full benefit of the current favoritism, would ordinarily have assets
in the area of $1 million. The striking inconsistency of the present
law is implied by the fact that a moderately successful partnership or
})roprietorship can achieve a contintious postponement of virtually a
ull year’s tax by the simple device of incorporating. :

This measure achieves e%ual treatment between incorporated and
unincorporated businesses by moving corporations to the basically
sound system of keeping their tax accounts current. As the House
committee report indicates, current payment is frequently a net
advantf:?e to a business firm which might have otherwise failed to
make adequate provision for tax payments,

The House bill has several technical changes regarding tax pay-
ments: It makes provision for quick refunds for corporations. after
the end of the year in those cases where their estimated tax payments
significantly exceed their tax liability; it eliminates declarations of
estimated tax by corporations, leaving this entirely to the deposit
system; and it prescribes rules regarding mailing of deposits. -

THE GENERAL FISCAL SITUATION

Now,. Mr. Chairman, to turn to the eneral fiscal situation. I
believe it is appropriate to lay before you the general fiscal situation,
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as the background for this bill, and to relate that situation to the
entire fiscal program of the President of which the excise recommenda-
tions and the current tax payment recommendations are a part.

The U.S. economy—a mighty engine of production and distribu-
tion—is roaring down the road. It is entering the eighth year of n
record-breaking advance, having wenthered the inventory adjustment
which slowed it to half speed in the first half of last year.

But the ride is neither smooth nor safe. Rising inflationary pressures
and a disturbing deterioration in our international balance-of-pay-
ments signal a clear and present danger that the economy is overheat-
ing and running at an excessive rate of speed.

Given a high employment economy with heavy defense costs at
home and abroad, some inescapable increasing costs of eivilinn govern-
ment, and a private sector advanéing on a wide front, the accoptance
of eniarged deficits in the budget and deficits in the balance of pay-
ments is contrary to soiind cconomic and finaneinl policy—whother the
wisdom is conventional or the new economies. Accordingly, the driver
is tr}\]/ing to brake the vehicle to a safe cruising speed.

That is the meaning of the President’s request last August for a
substantinl tax incroase and a reduction in' many Fedoral outlays for
fiscal year 1068, his tough and courageous New Yonr’s Day balance-
of-payments action program, and the austere budget for fiscal year
1969 presented a month ago.

T want to express here a strong personal convietion, It is shared by
the President, his entire administration, the Federal Reserve Board.
andithe vast preponderance of oxpert economic and financinl opinion
decisionmakers here and abroad—public and private.

That conviction is that this is a yearin whic'h economic and financial
policy should be directed toward reversing decisively the trend in 1967
to increasing deficits in our internal budget and our international
balance of payments. We should move back toward balance in our
budget and our international payments—and thereby uassure a
balanced economy, properly poised and positioned, to discharge our
national and international responsibilities—in war or peace-—at home
or abroad. With this Nation engaged in u costly conflict abroad, we
must act at home so as to maintdin the stability of the economy and
the strength of the dollar.

A continued accoptance of these twin deficits in their cuvreiit
proportions under the surrounding circumstances is to forsake pru-
dence, nccept. intolerable risks and refuse to ucce'pl. the fiscal and
monetary discipline essential to tho presorvation of a balanced, sus-
taindd prosperity.

Theso observations bring us hard up against the outlook for our
I'ederal budget which will %o the subject of comments by Mr. Zwick,
Director of tho Budget.

I would like to add, howevor, a fow words of my own.

I share the general concorn that the totals of budget expenditures are
incroasing. But T must point out that this fact does not diminish the
desirability of a tax increase to help financo the war in Vietnam out of
current revenues rather than borrowed moénoy.

Our annual expenditures for our efforts in Vietnam amount to
nbotit 3 percont of our gross national protluct. Other outlays, ex-
clusive of social insurance trust funds, have been declining ns a ahave
of the Nation’s income and outpiit in recont yoars. In 1969 they stand
at 13.9 percent. In the last 3 years of the 1950’s thoy wore 16 percent.
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In 1065 they wero 14.8 percent. It is not the rise in regular budget
outlays which requires a tax increase but the cost of Vietnam.

Of course, one can debate at longth whother the budget outlays in
the 1969 budget for controllable civilian programs should be suibs
stantially reduced. But wo must remember as we keop debatihg, as
we have beon debating since last August 3, that time is still running,
and overy day that passes without the tax increase adds aboiit $33
million to the deficit.

The tax program now comes to $16 billion over the fiscal years
1968 and 1969 and will reduce the deficit by that amount. Witli the
changed dates from the President’s original program to the pres-
ently proposed dates of April 1 for individuals and January 1 for
corporations.

t should be Jmssed promptly regardless of the outcome of the -
long-drawn-out debate on expenditures now beginninﬁ.

o amount of debate or budget cutting that is likely to emerge is
a realistic alternative to a tax increase for meeting our obligations at
home and abroad in that amount. And if there is any prospect for
prudence to measure’it would'be that our obligations in that amount
would tend to increase rather thai decrease as we look ahead. _

To sum up thie budget for fiscal yoar 1969—it is a responsible
financial plan placed on a base of expenditures for fiscal year 1968
rigidly scaled down by joint executive -and con(Fressional action as
recently as December 1987, It represents a holddown in controllable
oxpenditures in 1969; the revenues from the requested tax incréase
will contribute to the reduction in the deficit, not to rising expendi-
tures; and it does give assurance that the tax increase will be temporary
nn((il can and will be removed when hostilities in Vietnam come to an
end.

Woe must not forget that we are n nation involved in a war. This
involvement has had its obvious and direct effect on the budﬁet and
in turn on the need for a tax incrense. We cannot mistake the con-
nection between the tax increase proposals and the costs of our
efforts in Vietnam.

It is not the rise in regular budget outlays that requires a tax
increase, but the cost of Vietnam. The increase in budget receipts
from economic growth since fiscal year 1965 would alone more than
cover the increase in non-Vietnam costs. What is left to be financed
is the cost of Vietnam. In the January budget this was put at about
$26 billion for fiscal year 1969, and we aro asking that one-half of
this be met by tax increases. Meeting part of the cost of war through
tax increases rather than just through borrowing is the path of fiscal
responsibility, and this path wo have followed in those troubled times
in the past when we fouiid ourselves at war,

So much for the principle. I want to tirn now to the thore specific
discussion of the immediate situation, that without tax legislation we
would have n deficit of 4bout $22.8 billion'in fiscal year 1968 and $20.9
billion in fiscal year 1969. Pormitting this level of deficit—two $20
billion deficits back to back—woiild incur intolerable risks for the
United States in the light of-—

Our present domestic economic conditions,

Our finaneial situation, and

Our balance-of-payments problem,

I would like to comment on each of these.
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ECONOMIC CONDITIONS

First, as to economic conditions. Deficits of over $20 billion in each
0.5 ﬁscai year 1968 and fiscal year 1969 would involve intolerable risks
of inflation-in view of the current economic conditions.

During the fiscal year 1967, there was some slack in the private
egonomy associated with a decline in inventory investment, a lower
level of housing starts, and an interruption of the plant and equipment
boom. Since the summer of 1987, however, these factors have been
révbffed, and the economy has been moving in very high gear. This is
Plh‘in’ y evidenced by the rate of growth in output and prices in the
ast half of 1967 when real output grew by a 4} percent annual rate,
and the general level of prices rose at an annual rate of 3.8 percent,
making the rate of growth in money terms in excess of 8 percent.
~ It is not a question of whether some economic indicator went up
“only” half a point last morith or even held steady, or whether some
other indicator has dipped slightly below the record high it set last
month. The important thing is the level and %:meral direction of the
total economy. The economy is operating at high levels of cagafity
and is generating high rates of quartérly growth of GNP, $16 billioh
in each of the last two quarters of 1967, which will be exceeded, I
venture to say, in the first quarter of 1968. .

An obvious aspect of the overall economic level, in addition to"the
fact of sharp price increases in the last 8 months, is the rate of unem-
ployment, which is the lowest it has been since the inflationary condi-
tions of the Korean war.

If one looks at the unemployment situation, moreover, unemploy-
ment of men over 20 was 2.2 percent at the end of 1967, In the substan-
tially full employmeént that existed in 1956, this rate was 3.4 percent.
For 1953, when the total unempl%nent rate was 2.9 percent, the rate
for men over 20 was 2.5 percent. What is clear is that at current levels
?f output we are making maximum use of our presently skilled work
orce. |
What has been happening over these last 8 months is that demand
has been fueled by a Federal deficit running at a rate which, without
a tax bill, will bring it over $20 billion for the fiscal year. This rate at
which demand has been ingreasing for the last 8 months is simply too
high for an economy in which unemployment is well under 4 percent.

Our fiscal program, including provisions for the revenues provided
in the bill before you, plus the income tax surcharge of 10 percent,
was designed to hold the growth of total GNP in 1968 to about $60
billion. At that rate the increase in 1988, calendar year, will be ohly a
little lower than it has been in the last half of 1967, but we will be able
to get the trend of prices under control. We will be able to enter 1969
with a declining rate of price increase and not an increasing one. A
substantial increase in fiscal restraint is thus nécessary to move toward
price stability in 1969. If the present rate of inflation is permitted to
grow, this will sow the seeds for more inflation in 1969 as wages and
everything else tries to catch up. ' —

e must recognize the fact that we live in an uncertain wdild
abroad and at home. Regardless of any international developments
that might require increased Government expenditures, deficits over
$20 billion running 2 years in sequence do not represent fiscal re-
sponsibility. . o
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FINANCIAL MARKETS

Now, as to the financial markets. Failure to enact the President’s
tax program will jeopardize the financial markets. Interest rates are
generally at or above the peaks reached in the financial crunch of
1066, and at that time the Federal Government's credit demands
were contributinf very little to credit tightness.

The heavy sales of securities by the Federal Government were,
however, a major factor in the rise in interest rates in 1967. In the
last half of 1967, that is, the calendar f’ear, the Federal sector bor-
rowed from the private sector $18 billion compared to the more
normal $5 billion in the last half of 1964, 1965, and 1966. In the first
half of 1968, even with prompt action on the President’s full program,
we may have to borrow up to $5 billion, whereas normally in the
first half of a calendar year we are reducing the Federal debt.

Fortu‘nateli', the recent rises in interest rates have not yet led to
the kind of large-scale withdrawals of funds from savings institu-
tions as occurred in 1966. But currently available yields on market-
able securities are close to the point where a further rise could trigger
significant disintermediation and loss of funds for home consttuction.

The anticipation of continued heavy borrowing of the Federal
Government can only serve-to make mortgage lenders reluctant to
increase commitments for future moftgage lending. Prompt fiscal
action in the form of enactment of the President’s tax proposals is
the best assurance of continuéd opportunity for home financing and
construction to avoid a repetition of 1966. -

The high rate of economie activity will assure a high level of private
and State and local demands for credit in the months ahead. Treasury
borrowing demands involved in continited deficits of over $20 billion
involve a choice between permitting a larger rate of monetary growth
than we would like to see or bidding up.interest rates to levels that
would foreclose substantial amounts of borrowing by those borrowers
most sensitive to interest rate differentials and most affected by credit
gva.ilability-—homebuilders, State and local governments, and small

usiness. :

It is clear that the magnitudé of Federal credit gains in fiscal year
1989 depends critically on enactment of the President’s tax program.
Without the tax program, budget deficits would be excessive both
from the point of view of economic stabilization and credit markets.
If there is no tax legislation, these borrowing needs would be ‘about
$21 billion. H.R. 16414 would reduce them to about $18 billion. The
President’s full program would reduce them to $8 billion.

Failure to take adequate fiscal action and thereby leaving the
burden of fighting inflation t6 monetaty policy would be like enacting
& special tax that would fall on home biuyers, homebuildérs and sup-

liers, the savings institiitions, State and local governmerits, arid small
usiness.
THE BALANCE OF PAYMENTS

‘Now, as to balance of payments. Closely followindg‘ the acceleration
of business activity and the price inflation in our domestic ecornom

that we have observed in the last half of 1967 has'been a sharp deteri-
oration:of our international trade surplus which contributed to the
return of ‘our overall payments deficit to a critically high level. This
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return to a large deficit in our own international payinents, combined
with the British devaluation and the subsequent period of heavy gold
speculation, represented and represents a threat to the U.S. dollar
and to the internutional monetary system as a whole requiring
decisive corrective action.

Just as the tax increase is an indispensable element in our domestic
financial plan for the year ahead, it is also the keystone of the balance-
of-Xayments programi dnhounced by the President on January 1.

s the President said in his message to the Nation that day—and
sometimes this is conveniently overlooked by those who say the direct
measures are palliatives:

The first line of defense of the dollar is the strength of the Ameriédn economy.

No business before the returning Congress will be more urgent than this: To
cnact the anti-inflation tax which I have sought for almost a year. Coupled with
our cxpenditure controls and appropriate monetary polioy, this will help to stem
the inflationary pressures which now threaten our economic prosperity and our
trade surplus.

Failure to take action here involves a risk both of inimediate further
deterioration of our trade balance and of lasting further deterioration
of our competitive price position internationally. It would threaten a
floodtide of imports and a loss of export markets. Too rapid & growth in
econoinic activity in the United States, giving Americans more money
to spend, would cause a more than proportionate amount going directly
or indirectly into increased purchases of imported goods.

With the addition of shalg) price inflation, the consequences could
substaritially weaken the U.S. competitive trade position,

The importance of restoration of price stability in the United States
to the maintenarice of a functioning international economic community
is recognized in Europe as well as here.

Last December, the OECD ecotioiic survey of the United States
stated—that is the 20-nation body which concerns itself with economic
cooperation:

An immediate concern of the authorities must be to avold an excessive increase
in.demand, which would strengthen cost price pressures and aggravate the balance
of payments problem. Given the like‘l;i; strength of the expansion now developing,

this can hardly be achieved without the tightening of fiscal policy proposed by the
President.

I might say, members of the committee, this has been a constant
refrain of advice and comment which we have received from financial
authorities all over the free world, both in public positions and in

private places.
CONCLUSION

I would like to conclude, Mr. Chairman, with these comments, that,
when I appeared before the Ways and Means Committee last August,
I warned, in general terms, that we would have an unwelcome accelera-
tion in prices and deterioration in our balance of payments if the sur-
charge were not passed. If I had predicted that, in the absence of the
surcharge, the general price level would rise at an annual rate of 3.8
percent during the last half of 1967, many people would have accused
me of being an alarmist, and yet that is exactly how fast prices did rise.

Similarly, if I had predicted that imports would rise at an annual
rato of over 16 percent and that exports would actually decline by 6
percent between the second and fourth quarters of 1967, this would
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havoe seemed unduly pessimistic to many people, and yet that is exactly
what did happen to our foreign trade.

Now, I cannot make a precise prediction as to how these or other
variables will move in the next 6 months, but I do know that these
rates of change are unaccaptable and must be halted. The restoration
of price stability in our domestic economy and the improvement in our
trade position lie in enactment of tho entire tax program of the
President.

Wa face critical times. We aro engaged in an expensive war. At home
we faco, and are determined to conquer, serious problems of poverty,
ignorunce, and urban blight. Under thess circumstaiices, failiive to
meet more of our budget throngh tax revenues involves intolerable
risks for the country to run,

Why must we run these risks? Why in a period of hostilities should
our country weaken itsell economically and financially at home and
internationally? The fact is we know how these risks can be avoided;
thore is no obscurity about either the problems or their solutions. We
at home see the answer as does the rest of the world, The answer is to
reduce the deficit by raising rovenues to pay for these wartime expendi-
tures.

The temporary tax increase will Eive us the fiscal strength to avoid
these risks. Qur people are well able to bear the burdens involved.
Even after the surcharge proposed, individuals will be paying tax dt
significantly lower rates than the rates in effect in 1963 before the
reductions of the Revenue Act of 1964 and 1966; corporations will be
paying at lower effective rates than they faced in 1961 before the
mvestment credit and depreciation reform and the Revéiine Act of
1964. And the low-income groups are exempt from the surcharge.

I stress the word ‘“temporary,” This administration has given, and
this Congress has given, ample evidence of its desire to reduce tax
burdens on the American people. There is no basis for predictions
that a temporary surcharge will remain in effect after the disappear-
ance of the defense needs that give rise to it. We have a tax system
which will produce a growth in GNP of about 6 percent, which is
consistent with an expected 4 percent—4Y4-percent growth in real
output, Without the pressure of military demand, this will provide a
large sum of additional revenues to meet our nationiil goals.

I-stress also that this temporary surcharge will give sur domestic
economy strength and stability and will not weaken us. The intor-
national monetary system on which the free world econoiiy is based,
will be strengthened ns the strength of the dollar is asshred. '

The welfare of American citizens cannot be measured merely by
the smallness of the tax they pay. It rests on the purchasing power
of the income they have. after taxes and thie value of the services
they get from their Government. Our citizens will be treated badly if
their tax bills are held down but they are left with acceleratin
inflation, climbing interest rates, an unstable boom that could en
in a bust, and a weakening of the international finaneial system
which has been the basis for free world prosperity and development
since World War I1, . '

The Congress will serve the American people well if it pursues a
wise fiscal policy of substantially reducing the prospective deficits
in fiscal years 1968 and 1969 through enactment of ‘the President’s
tax l)rovmm.

Thank you.

01-240—08———35
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The CuairmaN. I believe it might be well to let the Director of the
Budget make his statement, if you have a prepared statement at this
time, and then we will examine the two of you.

STATEMENT OF HON. CHARLES J. ZWICK, DIRECTOR, BUREAU OF
THE BUDGET

Mr. Zwick. Thank you, Mr. Chairifian. I am delighted to be here.
This is my first opportuiiity to appear before this distinguished com-
mittee as the Budget Director. I do have a prepared statement which
overlaps to some degree with Secretary Fowler’s. If satisfactory with

ou, I would just abstract a few of the key poiints and highlight a
ew poiiits and submit the full statement for the record.

The Cua1rMAN. That is all right,

(Mur. Zwick’s prepared statement, with attachments, follows:)

STATEMENT OoF CHARLES J. Zwick, DIRECTOR OF THE BUREAU OoF THE BupGET,
BEFORE THE SENATE FINANCE COMMITTEE ON THE TAX ADJUSTMENT ACT OF

1968

Mr. Chairman and members of the committée, I welcome this opportunity to
express my views on the bill before the committee, which would extend present
exoise tax rates on passenger automobiles and telephone services and provide for
the acceleration of certain corporation income tax payments. The provisions of
the bill, as passed by the House, are essentially the same as proposals made by the
President in his Budget Message last January. As you know, these proposals were
part of a broader fiscal program combining expenditure restraint and a niitniber of
tax measures—notably a temgomry 10 percent income tax surcharge on individuals
and corporations. Because the measures we are considering today are only one
part of a larger J)roposal, I will discuss briefly the background and reasoning
underlying the Administration’s overall fiscal package and expand on the expendi-
ture policy underlying the 1969 budget which Secretary Fowler highlighted for you.

Background of fiscal program proposed in the 1969 budget

The revenues and outlays in the 1969 budget were formulated with several
economic and fiscal policy objectives in mind.

This month the American economy enters its eighth year of sustained expan-
sion. Fiscal policy has played a central role in this unparalleled growth. It must
continue to promote growth in the future. But it must also help assure that this
growth is real—that it is not eroded by excessive price increases which constitute
a tax on those least able to pay and which eontribute to a worsening of our foreign
trade balance. Moreover, fiscal and monetary policy together must seek to assure
that sufficient credit is available at interest rates which do not cause undue
burdens on those heavily dependent on capital markets,

Our economio performance in the past seven years has been remarkable.

Our total national olitput of goods and services has risen more than 40 percent.

Ten million more people are employed.

hPer capita income after taxes has risen 29 percent, after adjusting for price
changes. , _

More than 12 million reople‘ have moved out of the poverty category.

And unemployment fell to an average level of 3.8 percent in 1967 for the second
year in a row, compared with 6.7 percent in 1961. In January of this year, unem-
pl(g'ment dropped to 3.5 percent. .

etween calendar years 1961 and 1965, we enjoyed relative price stability along
with substantial economic growth. The annual increase in consumer prices was
about 114 percent. Wholesale industrial prices rose by only about ¥ of 1 percent
per year.

In the past two years, however, prices and interest rates have risen at unaccepta-
ble rates. The consumer price index has risen at an annual rate of 2.9 percent, and
wholesale industrial prices at an annual rate of 1.8 percent. And the increase in
prices is ‘accelerating. In January 1968, the consumer price index rose by 0.3
percent for the fourth month in a row and was up 3.4 percent over January a vear
ago. \glholesale industrial prices were up 0.4 percent in February over the previous
month.

P

" p—————
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Interest rates advanced sharply in 1966 and, following a short period of decline
rose again in 1967, The deficit in our balance of payments—which had dro JteJ
from $3.9 billion in 1960 to $1.4 billion in 1966—worsened substantially in 1987.
Last August, following a review of the budget outlook which indicated the
prospect of a very large deficit, the President proposed a program of tax increases
and expenditure reduction. The Administration asked the Congress to join in
the effort to reduce spending, and legislation was enacted in December providing
for & cutback in the obligations Federal agencies could ineur in fiscal year 1968
from appropriated funds for controlable Brogmms' as a result, obligations for
these programs have been reduced by $10 billion, with related reductions of $4.3
billion in expenditures, below the budgeted estimates. But Congress failed to take
action on the tax measures,
In preparing both the FY 1968 and FY 1969 budgets, it was our view that
overall fiscal poliey should be directed toward—
reducing inflationary pressures,
improving the balance of payments, and
stemming thc upward pressure on interest rates. ‘
The 1969 budget was designed to accomplish these objeoctives throu%li a tightened
rein on outlays, coupled with a rencwed request for a temporary tax increase, with
a resulting substantially reduced budget deficit,

The 1969 budgel tolals

Before I proceed to discuss the budget totals, I would like to say just a few
words about the main features of the new budget concept adopted in accordance
with the recommendations of the President’s Commission on Budget Concepts
in its report of October 1967. The new concept departs from the old administra-
tive budget in four major respeots:

First, the 1969 budget carried out the Concepts Commission recommendation
that the budget be comprehensive of all prograimns of the Federal Government and
its agencies, Including those operated through trust funds, and that no attention
be given to a surplus or defi¢it calculated on the basis of the administrative budget
alone. The intent of this recommendation is to enable us both to see moré clearly
the full scope of Federal activities and to assess their impact on the economy, The
Commission also called for continuing to report trust fund activities in a way
which preserves the idenzit‘y" and integrity of trust fund transactions and balances,
and we have done this in the 1969 budget. .

Second, the new budget is divided between an expenditure account and a loan
account, in view of the difference in economic impact between the two types of
transactions. ‘

Third, the new budget offsets against related expenditures certain receipts of
the Government which derive from business-type or market-oriented activities,
in order to highlight the net cost to the taxpayer.

FPinally, sales of partleipation certificates are no longer treated as an offset to
expenditure, but are considered to be a means of financing the deficit, similar to
Treasury seourities.

A fuller explanation of the new budget is attached to my statement.

Turning now to the budget totals, these are given in Table 1, which follows:

TABLE 1.—~BUDGET TOTALS
|Fiscal years; billions of dollars)

1967 actual 1968 estimale 1969 estimate
dget:
R U 149.6 155.8 8.1
Outlays (expenditures and net lending).............. 158.4 175.6 186.1
Budget deficit. coaoeeennnnnnn. eteteceneesecaan -8.8 -19.8 -8.0
of W'Emmnd'l e account
xpenditur :
ReCeiplS. o oo eennccaancieenacceracecaacaans 149.6 155.8 178.1
Expet?ditures ................................. 153.2 163.9 182.8
Expenditura deficit. ........ociiiieniniann.. -3.6 -14,0 ~4.7
Loan account:
Disbursements. ... c..coiceeneceeairecacncnans 17.8 20.9 20.4
R:sspa‘;:;onts .................................. -12.6 -15.1 -17.1
NeL1eNding.een e coecerraciarencaennancnnen 5.2 5.8 3.3
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As the table shows, total outlays in fiscal year 1969 are estimated at $186.1
billion, of which $182.8 billion is spending and $3.3 billion is net lending. Revenues,
including $12.9 billion estimated to be raised through enactment of all the pro-
posed tax measures, are estimated at $178.1 billion, leaving an overall deficit of
3$8.0 billion. This compares with an estimated deficit in the eurrent fiscal year of
?{1)298 billion, so that the deficit would be reduced by $11.8 billion from 1988 to

The major portion of the revenues estimated from the tax proposals would
come from the indome tax recommendations—a temporary ‘10 percent surcharge
on individual income taxes to be effective as of April 1, 1988, and a similar sur-
charge on corporate income taxes effective January 1, 1968. These surcharges
would iyield an additional $1.9 billion in 1968 and $9.8 billion in 1969. The pro-
posals in the bill before you—to accelerate certain corporation tax payments and
extend the J)resent excise tax rates on automobiles and telephones beyond April 1,
1968, would bring in $1.1 billion in 1968 and $3.1 billion in 1969. In addition, the
budget proposes a humber of new and increaged user charges, particularly in the
ficld of transportation, which will shift the burden of financing Government serv-
ices from the general taxpayer to the specific beneficiaries. In addition to reliev-
ing the general taxpayer of these burdens, the user charges would make the pro-
vision of these services dependent upon the willingness of the users to pay for
them. Revenues from these user charges would amount to $0.3 billion in 1969,

The budget outlays of $186.1 billion represent an increase of $10.4 billion over
the current fiscal year. Controllable outlays have been held just about level b
offsctting urgently nceded increases with proposed reductions and program modi-
fications affecting almost every major ageucy. Virtually all of the increase in
outlays in 1969 will be for national defense programs and for expenses which are
mandatory under present law in the coming year.

The estimated rise in total outlugvs is significantly lower than in 1968 or in 1967.
Quitlays rose by $23.8 billion in 1967 and $17.2 billion in 1968, compared with the
$10.4 billion increase exg)ected for 1909, Exclndlnf; national defense, the com-
parable increases are $10)¢ billion in 1967, $11 billfon in 1968, and 87 billion in
1969. And the increase in 1969 is measured from a 1968 base which lhas been
reduced as a result of the legislation proposed by the Administration and enacted
last December, to which I referred earlicr.

The added taxes we have requested should be needed only for a temporary
period. Our ﬁpeoial outlays for Vietnam come to about 3 percent of the gross
national product. The largely self-financing social insurance trust funds—for
social security, Medicare, unempl?mcnt insurance and other retirement pro-
grams—have been rising more rapidly than the GNP. As shown in Table 2, other
outlays have been declining as a share of the GNP in recent years.

TABLE 2.—BUOGET QUTLAYS AS A PERCENTAGE OF GROSS NATIONAL PRODUCT
[Fiscal years; percent]

Average1958-60 1965 actual 1968 estimate 1969 estimate

actual
Total outiays:
\slggnla? ....... T T R g l)‘ 2% 3 2
ialinsurance trust funds. ............. , , .
Other outlays. ..eeeeceianiicicieeaeannan 16 4.6 4.2 13.9
1 Less than 0,05 percent.

‘The temporary expenditure add-on for Vietnam is estimated at about $26
billion in 1989—25 percent more than the sum of $12.9 billion yield from the
yroposed tax measures and the remaining $8 billion budget deficit. This is another
indication that the added taxes will not be nceded once peace is attained in
Vietnam,

T'o sum up, the 1969 budget—

requests a temporary and modest tax increasc to help pay the cost of
Vietnam responsibly
reflects efforts by both the Congress and the Administration to cut back on
outlays in 1968, .
calls for a tight holddown on outlays in 1969, which will also require the
cooperation of the Congress, and
romotes sustained real growth at home and increased confidence in the

dollar abroad.
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Program tmplications of the 1969 budget

As I have noted, the outlays included in the budget have been put to strict
tests of priority. This {s indicated in the program content of the budget, which I
would now like to discuss briefly.

The estimated $10.4 billion increase in outlays between 1968 and 1969 can be

seen in Table 3.
TABLE 3.—CONTROLLABILITY OF BUDGET QUYLAYS
[Fiscal years; In billions)

1labili 1967 actual 1968 estimate 1969 estimate Change
Type of controllability {1 i Cha %9
National defense. ... ..o eivineececencaiincnannncnns $70.1 $76.5 $79.8 +3$3.3

Relatively uncontrollage civilian programs:
Open-ended programs and fixed costs: e
Social security, medicare, and other social in-

ance trustfunds. .. ................... 30.3 un3 k1 4 +4.2
IORTES oo o cm oI 125 138 e 8
Civitian and mililary pay inCrease. ................coooiiiiiiiiiiiiiiinnas 1.6 +1.6
Veterans pensions, compensation, and insur-
MO, .o iceaccacacaanccaanaceananane 4.9 5.1 5.2 +.1
Fublic assistance .rtmia"rbbh"i o dred B 4.2 5.2 5.7 +.5
arm price supports (Commodity Cre [
porationy. .. Pports Cromme. y e o 1.7 2.8 2.9 +
{’os;a’l %pcralignis.d, feceeeeennaeeaaaaeaas . g . z . :z (l)—. 4
e Y e caeraeannaaarnnanaas . . .
Otber s Yoo 24 27 2’8 1
Subtolal, relatively uncontroliable civilian
Relatively u(:«olglubrrs.:._i_..?......-...i..i.a: ..... o 1.1 6.7 7.8 +17.1
elatively controllable civilian programs, including out-
1ays trom prior year contracts an’d obligations......... 35.2 3.0 39.5 +.5
Undistributed intragovernmental payments (~)......... -4.0 —-4.6 =50 -.5
Totat budgetoutlays. ... ...ceeienieannn... 158.4 175.6 186.1 +10.4
TLess than $50,000,000.

Of the total increase—

$3.3 billion is for national defense, including the Department of Defense
and the military assistance program; the Atomic Energy Commission, which
will have added expenditures for nuclear weapons; and certain other defense-
related activities. The budget allows for the possibility of a continuation of
hostilities in Vietnam beyond the end of the coming fiscal year. The amounts
rovidéd for defenso also cover the pay increase which becams effective
ast October, and will permit selective improvements in our strategic and
general purpose forees.

$4.2 billion of the increase is for the largely self-finanace social insurance
programs of the Federal Government, chiefly social security and Medicare.

$1.6 billion will be needed for the second step of the pay inecrease for
Federal civillan and military personnel, scheduled to take effect on July 1,
19688, under the pay legislation enacted last year.

$1.3 billion is for other relatively fixed charges, such as intcrest on the
Fedeiral debt, public assistance grants, and veterans’ compensation and
pensions. _

This leaves an increase of $0.5 billion for relatively controllable ecivilian pro-
grams from 1968 to 1969, Within this relatively stable total, however, there are
a number of signifiecant increases and decreases. These are based essentially on
three kinds of actions, a8 noted by the President in the Budget Message.

First, there are selective expansions of existing programs and proposed new
programs, only as necessary to meet those urgent requirements whose fulfillment
cannot be delayed. . , o .

Second, delays and deferments have been proposed wherever possible without
sacrificing vital national objectives. ‘ ‘

Third, the budget sets forth recommendations for basio changes, reforms, or
reductions which will lower the budgétary costs of g ntimber of Federal programs.

The overall increase in controllable civilian oltlays is made up of inereases
totalini; $3 billion and decreases totaling $2.5 billion, A portion of the increase
is required for last October's i)ay raise, which will be in effect for the entire fiseal
year In 1969 instead of for only three-quarters of the fiscal year, as in fiseal 1908.

In addition to this increase which had to be provided for, selective increases
are included in the budget for certain activities of high urgency and priotity.
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Some of these activities expand merely by virtue of increased workloads brought
on by a growing population with rising incomes. A few other areas are being
expanded selectively in response to the most urgent nceds fn the Nation—the
elimination of poverty, improvement in the quality of our environment, and
services related to maintaining public order.

Among the more important increases provided are:

$231 million for expanded manpower training cfforts, emphasizing co-
operation with industry to provide on-the-job training for the hard-core
unemployed.

$81 million for stepped-up efforts to control crime.

$436 million for enlarged programs to attack urban blight through the
new Model Cities program and greater urban renewal activity.

$179 million for increases for family planning, and expanded programs to
reduce infant mortality through better health care for mothers and {nfants,

$89 million for air and water pollution control.

Table 4 illustrates the pattern of the total budget, including both uncon-

trollable and controllable outlays, in terms of selective program changes such
as I have just mentioned.

TABLE 4.—BUDGET OUTLAYS—SELECTIVE PROGRAM CHANGES
[Fiscal years, In billions)

Description 1967 1968 esti- 1969 esti- Change
actual  mate mate 196869
Nationaldefense. .. ..o oo $70,1 $76.5  $19.8 4833
Social security, medicare, and other social insurance trust funds.......... 30.3 3464 38.6 +4.2
Other major social programs:
EAUCAtION. . ..ot iiiiiiae et atsreaaaen 4.0 4.5 4.7 +.2
Health (excluding medicare)......ccueenceciacecnancraneccncccaann 3.4 4.3 4.8 +.5
%abor a%d manptow_o‘; ............................................ },rl, {g ;(5) +.¥
conomic opportunity programs. ... ... ..cocceiiicineeencanna.- . . X .
Wellare. ..o iiieiiieiicceecneeceaenacasenanann 3.9 4.6 4.9 1 3
Urban community development, and low and moderate income housing. 1.1 L9 2.3 +.4
Regional development. .. ... . oo iiiiiiiciiiiiceaaan .2 .4 .5 +.1
Interest............ eemeennsesn i eeresiresasetescesaestsennnssranen 12,5 13.5 14.4 +.9
Pay increases for military and civilian employees. - ... .o ceneriimi it iiraccnnecanazaa 1.6 +1.6
U T Y S . 34.2 36.9 36.0 -.8
Undistributed intragovernmental payments (—=)......cccooeenarnnacnanes —4.0 —4.6 -5.0 -.5
Total, budget outlays. .. .ceooiemnii i e iaicaaaaaaan 158.4 175.6 186.1  +410.4

The increases in controllable outlays were offsct by reductions clsewhere. A
substantial decrease is estimated in the outlays of the Federal National Mortgage
Association trust fund for its secondary market operations through proposals
designed to increase the supply of private mortgage money. In addition, two
kinds of measures are recommended in the budglgt to reduce Federal outlays
as shown in Table 5, attached to my statement. These are spelled out in detail
in the Budget Message, but I will summarize them for you here.

Firsl, we are proposing reductions in program levels which do not substantially
alter the character of the programs involved, but which primarily reflect a rank-
ing of priorities in a period of budget stringency. These reductions represent
cuts in the levels of obligations, commitments, or contracts totaling $1.6 billion
in 1969 below the 1968 appropriated levels. A major area of reduction is in con-
struction programs—both direct Federal construction and construction grant
programs—which we believe can appropriately be deferred in an inflationary
period when construction costs are rising sharply—5 percent in 1966 and 6
percent in 1967,

Second, reforms and modifications are recommended in a number of programs
to increase their effectiveness and reduce their cost to the taxpayer over time.
Some of these programs have become outmoded in their present form and need
to be brought into line with current conditions. In other instances, the proposals
call for the rising costs of certain essential programs to be borne increasingly
brs]' the direct beneficiaries rather than the taxpayer—the transportation user
charge proposals are an example.

Adoption of the reform %roposals would reduce the budgetary burden in 1969
for the programs involved by $1.2 billion below the current-year levels. In 1970,
the coresponding reduction is estimated at $1.4 biltion.

Most of the proposed reforms will require congressional approval and will be
difficult to achicve. But a budget reflecting contemporary priorities requires their
enactment,
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Conclusion '

The ?rogram offered in the 1969 budget is, in my view, an appropriate and
responsible way of enabling us to sustain the economic advance of the last seven
years and move ahead with our most urgent program objectives.

The President stated in his Budget Message that “Even after a rigorous screen-
ing of priorities . . . the cost of meeting our most pressing defense and civilian re-
q}tirements cannot be responsibly financed without a temporary tax increase.”

he bill before you provides a portion of the tax increase he has requested. The
Administration supports its enactment. The House Ways and Means Committee
Report on the bill states that *Action on these matters is not intended to prejudice
possible future action with respect to other tax changes. ...”” ‘

I would also like to reaffirm the Administration’s belief that the proposed tem-
porary income tax increase—which averages about oné additional penny on each
dollar of our income—is also needed to finance the added cost of Vietnam. With jts
enactment, we can sharply reduce the Government’s deficit, start back on the
road to price stability, and restrain increases in interest rates.

. The budget calls for tight controls on all programs—with selective expansions
in some areas almost entirely offset by reduetions in others. The Congress, in its
appropriations process may see fit to reduce individual programs still further, -
owever, having participated in a careful and painstaki,n_g review of the individual
agency proposals, I believe it is unrealistio to expeet reductions in outlays suffi-
ciently below those already in the buidget to reduce the deficit to more manageable
proportions without the income tax increase, L L

Accordingly, while I favor enactment of the present bill, I urge that the other

aspeets of the Administration’s budget proposals also be supported by the Congress.

TABLE 5.—BUDGET PROGRAM REDUCTIONS AND REFORMS
{Fiscal years, In millions} '

Cuts below 1968
program fevel, 3s
Program funded,

Budget reductions:
ASA (manned space ﬂlfht NG other). oot iiiieiiieeeeaanaas eeeemacvance 3447

Education programs (mainly books and equipment and college facility grants). . -361
Agriculture (loan programs and other). . .. ... oo iiiiiiiriaas . -197
Ship construction subsidies and research. ... . ....oooeeiuiieranaimeieanannnn cee -163
General Services Administration (construction). .. ..ol —-143
Small Business Administration (loan programs)..... ... i -90
Intedior (construction). .. ... ..o ieiiieiiiciiaaaaas )
Health facilities (research and medical library).......ooneemnimeniianiieiiieanaaeannnanan -39
Atomic energ programs (speclal nuclear materials and other).. ... ivreecnnrimannacnnns -36
Other reduetIONS ... oo iiiieeiiiairccaeeceenaanrereanarecacerremoannaare -95

Tota), budget reductions . o oot iiicaiiiieaieeacancecnteneceaneeaaan -1,632

1969 1970

Program reforms:
Private housing, glace greater reliancs on the private market. ... .. . ... .. .o ...i.all.l —~$669 —$669

Transportation, charge users for benefits recetved. ... ... .. . . iiiiiiiiiiie. -2 -319
Education, tie impacted aid more closely to Federal burden.. ... .. .. ... ... ~100
Yeterans, eliminate overlapping and outmoded benefits..._..... eeee =107 =107
Agricultural conservation program, limit to lo%-term benfits. .. .coeeiaoa.... veee =120 —120
SBA disaster loans, employ more e?uluble and rigorous criteria_............. -5 —50
Water resources projects, raise the (nterest rate used for evaluation projects................. () (0]
Other ref0IMS. e o eiericaiiaeaceeeccccicnaccacencassecccnsancecsnarnsassnsnacanns -3 -3
= Total, Program reforms. .. covuoimieieeaniccnaaceenaacracaacsasanccanccaracnnsanannn -1,235 -1,368
Grand total, budget program reductions and reforms, 1969, .. .o oimnoeiiiiiiaiacannan —-2,867 ........

1 No Immediate savings are realized, but fong-term effect could be substantial,

ATTACHMENT B

The new budget concept
The President, in March of 1967, established a bipartisan Commission to re-
view the concepts, format, and presentation of the Federal budget. The Com-
mission was made up of 16 distinguished citizens, including the chairmen and
ranking minority members of the Appropriations Committees of the Congress.
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Its Chairman was Mr, David M. Kennedy, Chairman of the Board of the Con-
tinental Hlinols National Bank and Trust Company of Chicago.

The objective of the Commission’s work was to make rccommendations for
improving and clarifying the budget itself and increasing public and congres-
sional understanding of this important document. This was the first time that a
Presidential Commission reviewed the basic concepts underlying the budget
since passago of the Budget and Accounting Act of 1021,

The report of the Commission was Rresented to the President on October 10,
1!)(3f7.u The 1969 budget incorporated the major recommendations fn that report,
as follows:

First, a single unified budget format is used in place of the three different con-
cepts highlighted in the past—the “administrative,” “cash,”” and ‘“national
income accounts” budgets. For comparability purposes, the detailed budget data
for 1067 and 1968 have also been compiled on the new basis and summary budget
information has been carried back to 1958 using the new concept.

Budget data consistent with the national income accounts (NIA) framework
have also been calculated and will continue to be useful since they tic dircotly
into the gross national product statistics of the Department of Commerce. How-
ever, tho NIA data are not presented in the basic budget summary: they are
shown in Special Analysis B toward the back of the budget document (pages
473-482). In addition, ‘during this period of transition to the new concept, the
budget provides information on the old administrative and cash budgets, in
Special Analysis A (pages 464-472),

Second, the new budget stresses comprehensive coverage of all prograins of the
Federal Government, ncluding the receipts and expenditures of the social
security, medicare, highway, and other trust funds. Out ays of the trust funds in
fiscal 1969 are estimated at about $47 billion, thereby raising si nificantly the
level of the new budget compared with the traditional administrative budget.

The Commission’s report noted that exclusion of trust fund transaetions has
been the major reason for increasing dissatisfaction with the administrative
budget concept. It gave several reasons for proposing that the budget include
transaotions of trust funds, apart from the basic point that ail programs of the
Federal Government should be covered:

Over the years, trust fund activitics have become larger in both absolute and
relathgit magnitude in tho total picture of Federal Government receipts and
expenditures,

Current surpluses of trust funds must be considered in caleulating the effect
of Federal Government activities on the level of income and emp ormentv, in
managing Treasury cash balances, in deciding on Treasury cash borrow ng needs,
and in program evaluation.

There is no question of the Federal Government’s responsibility for determining
the size and shape of major trust fund programs; in fact, legislative changes
affecting trust fund revenues and expenditures oceur almost every year,

The surplus or deficit in the administrative budget is a misleac ing guide for
measuring the fiscal impact of the budget on the economy; the administrative
budget does not portray or price ont the President’s full program, nor accurately
measure congressional action on the President's requests.

(The Commission further recommended that trust fund data continue to be
made available separately and that control and accountability of trust funds
be maintained. The new budget follows this recommendation.)

Third, the new budget is divided beticeen an expenditure account and a loan
account, in recognition of the diffecrence in economic impact between these two
types of transactions. When the Federal Government makes a repayable loan,
an exchange of financial assets is involved. When an outright expenditure is
made, on the other hand—for military hardware, or a bridge, or retirement
benefits, or a grant to a State—this is a direct addition to the income of the
recipient. Accordingly, the Commission on Budget Concepts recommended—and
the 1969 budget shows—that “spending” be separated from “lending.” Also
following the Commission’s recommendation, the budget shows a separate ealeu-
lation of the defieit on expenditure account totals alone, in addition to the overall
budget deficit which includes net lending,

Certain lonns are included in the expenditure account rather than being treated
as “lending”—again, in line with the recommendations of the Commission.
These comprise (a) foreign loans made largely on noncommereial terms, stich
as those of the Agencey for International Development, and (b) other loans where
the terms of the loan contract make repayment in certain cases contingent rather
than mandatory. The loans included in hoth accounts are shown in Special
Analysis E of the budget (pages 514-528).
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Fourth, the new budget offsces a%a:'nst related expenditures certain recei{m of the
Government which derive from business-like or market-oriented activities, in
order to highlight the net cost to the taxpayer. Examples of such activitics are
sale of property and products, interest, charges for nonregulatory services, and
rents and royalties. The new treatment eliminates the inconsistent handling of
these receipts in the old administrative budﬁotr, but does not alter the deficit
since it affects receipts and expenditures equally.

Finally, sales of participation certificates arc no longer treated as an offsct to
expendltures, but are handled as a means of financing the deficit, similar to
Treasury securities. Seigniorage is also now considered a means of finanoing.

Two other major recommendations weroe made by the Commission for later
adoption, These are, first, the uso of an accrual basis for accounting for expendi-
tures and revenues, and, second, a separate identification of the interest subsidy
clement in Federal loan programs in the expenditure account. These changes
involve major adjustments in the Government’s accounting system. They are
now being studied, but it will be a fow years before they can be put into effect.

Mr. Zwick. I welcome the opportunity to express my views on
H.R. 15414, The provisions of the bill, as passed by the House, are
essentinllir the shme as proposals made i>y tlll)e President in lis budget
message last January. As you know, these proposals were part of &
broader fiscal program conibining expenditiire restraint, on the one
hand, and a number of tax measures—notably a temporary 10 per-
cent income tax surcharge on individuhls and corporations. Because
the measures we are considering today are only one part of that larger
fiscal package, I will discuss the expenditure policy ihcorporated in
the 1969 budget. _ ' . ‘ N

Before discussing the budget totals, I would like to say a few words
about the new budget concept which was adopted in accordance with
the recommendations of the President’s Commission on Budget
Conces)ts in its report of October 1967. The new concept depakts
from-the old administrative budget in four maé}or respects:

First, the 1969 budget carried out the Concepts Commission
recommendation that the budget be comprehensive; that is, that all
rograms of the Federal Government and its agencies be includ‘ed,
including those operated through trust funds, and that no attention
be given to'a surplus or deficit calculated on the basis of the adminis-
trative budget alone. The intent of this recommendation is to enable
us both to see more clearly the full scope of Federal activities and to
assess their impact on the economy. The Commission also called for
continuing to report trust fund activities in a way which preserves
the identity and integrity of trust fund transactions and balances,
and we have done this in the 1969 budget.

Second, the new budget is divided between an expenditiire account
and a loan account, in view of the difference in economic impact be-
tween the two types of transactions.

Third, the new budget offsets against related expenditures certain
receipts of the Government which derive from business-type or market-
oriented activities. This highlights the net cost to the taxpayer.

Finally, sales of participation certificates are no longer treated as an
offset to expenditure, but are considered to be a means of financing the
deficit, similar to Treasury securities.

A fuller explanation of the new budget is attached to my prepared
statement.

I would like to turn now to the budget totals. Total outlays in fiscal
vear 1969 are estimated at $186.1 billion, of which $182.8 billion is
spending and $3.3 billion is net lending. Revenues, including $12.9
billion estimated to be raised through enactment of all the proposed
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tax measures, are estimated at $178.1 billion, leaving an overall deficit
of $8 billion. This compares with an estimated deficit in the current
fiscal year of $19.8 billion, so that the deficit would be reduced by
$11.8 billion from 1968 to 1969.

The budget outlays of $186.1 billion represent an increase of $10.4
billion over the current fiscal year. Controllable outlays have been
held just about level by offsetting urgently needed increases with
proposed redhictions and program modifications affecting almost every
major ageney. Virtually all of the increase in outlays in 1969 will be
for national defense programs and for expenses which are mandatory
under present law in the coming year.

The estimated rise in total outlays is significantly lower than in
1968 or in 1967. Outlays rose by $23.8 billion in 1967 and $17.2 billion
in 1968, and these compare with the $10.4 billion increase we are ex-
vecting for 1969. If wo excludo national defense from those increnses,

ecause 1967 was the year when Vietnam built up very rapidly, the
following comparisons result: 1967 was up $10% billion over 1966;
1968 was up $11 billion over 1967; ade1968 will be up $7 billion over
196S. So, either way you measure it, the incrense in expenditures we
are forecasting is significantly less in 1969 than in recent years.

The outlays included in the budget have been put to strict tests
of priority. This is indicated in the program content of the budget,
which T would like to discuss briefly with you.

Of the total $10.4 billion increase between 1968 and 1969, the follow-
ing are the major items:

irst, a $3.3 billion increase is for national defense, including the
Department of Defense and the military assistance program; the
Atomic Energy Commission budget, mainly for its defense activities;
and certain defense-related activities. The budget allows for the possi-
bility of a continuation of hostilities in Vietnam beyond the end of this
coming fiseal year. The amounts provided for defense also cover the
pay increase which was effective lust October, and will permit selective
improvement in our strategic and general purposes forces,

Second, $4.2 billion of the increase is for the lmigely self-financed
socinl insurance programs of the Federal Government, chiefly social
security and medicare. Of that $4.2 billion increase, $2.5 billion results
from enactment of last year’s social security bill and $1.7 billion is the
normal growth in those trust funds.

Third, $1.6 billion will be needed for the second step of the pay
increase for Federal civilian and military personnel scheduled to take
effect July 1, 1968, under the pay legislation enacted last year.

Then, $1.3 billion is for other relatively fixed charges, such as
interest on Federal debt, public assistance grants, and veterans’
compensation and pensions.

This leaves an increase of $0.5 billion for relatively controllable
civilinn programs from 1968 to 1969. Within this relatively stable total,
though, there are a number of significant increases and decrenses.
These are based essentially on three kinds of actions, as noted by the
President. in the budget message:

First, there are selective expansions of existing programs and
proposed new })ro rrams, only as necessary to meet those urgent require-
ments whose fulfillment cannot be delayed.

Second, delays and deferments have been proposed wherever pos-
sible without sucrificing vital national objectives.
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Third, the budget. sets forth recommendiitions for basic changes,
reforms, or reductions which will lower the budgetary costs of a
number of Ifederal programs.

The overall increase in controllable civilian outlays is made up of
increnses totaling $3 billion and decreases totaling $2.5 billion. So, if
you subtract the $2.5 billion from the $3 billion, you get the net in-
crease of o half billion dollars between fiscal 1968 and 1969. A portion
of the increase is required for last October’s pay raise, which will be
in effect for the enot(-}re fiscal year in 1969 instead of for only three-
quarters of the fiscal year, us n fiscal 196S.

In addition to this increase, which had to bé provided for, selective
inereases are included in the budget for certain activities of high
urgency and priority.

Some of these activities expand merely by virtue of increased
workloads brought on by a growing population with rising incomes.
A few other areas are being expanded selectively in response to the
most urgent needs in the q\'at' on—the elimination of poverty, im-
provement in the quality of our environment, and services related to
maintaining public order.

Among the more important increases provided are the following:

$231 million for expanded manpower training efforts, emphasizing
cooperation with industry to provide on-the-job training for the hard-
core unemployed. .

$81 million for stepped-up efforts to control crime.

$436 million’for enlarged programs to attack urban blight through
the new model cities program and greater urban renewal activity.

$179 million for increases for family planning, and expanded pro-
grams to reduce infant mortality through better health care for mothers
and infants.

$89 million for air and water pollution control.

These, then, are the major increases that you will find in outlays
in the fiscal yoar 1969 budget.

In conclusion, the program offered in the 1969 budget is, in my view,
an appropriate and responsible way of enabling us to sustain the
economic advance of the last 7 years and move ahead with our most
urgent program objectives. The bill before you provides a portion of
the tax increase that the President has requested. The administration
supports its onactment. The House Ways and Means Committee re-
port on the bill states that: “Action on these matters is not intended
to prejudico 1’)ossiblo future action with respect to other tax
changes * * *7

I would also like to reaffirm the administration’s belief that the
proposed temporary income tax increase—~which averages about one
additional penny for each dollar of income—is also needed to finance
the added cost of Vietnam. With its enactment, we can sharply reduce
the Government deficit, start back on the road to price stability,
and restrain increnses in interest rates.

The budget calls for tight controls on all programs, with selective
expansions in some areas almost entirely offset by reductions in others.
The Congress, in its n])proprintions process, may see fit to reduce
individual programs still further. However, having participated in a
carcful and painstaking review of the individual agency proposals, T
believe it is unrealistic to expect reductions in outlays sufficient]
below the ones already submitted in the budget to reduce the deficit
to more manageable proportions without the surcharge tax increase.
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Accordingly, while I favor enactment of the present bill, I urge that
the other aspects of the administration’s budget proposals also be
su;}ported by the Congress.

hank you very much.

The CHamaman. Mr. Secretary, and Mr. Zwick, I appreciate the
statements that you have made. I urged the Secretary last week to
be prepared to testify with regard to amendments proposed by the
Senator from Delaware, Mr. &’illimns, and we will ask some ques-
tions before the day is out with regard to a matter that we voted on
in the Senate yesterday having to do with these industrial develop-
ment bonds issued by State and local governments.

Mr. Socrotm'iy, I appreciate your statement. I think you ujoy the
admiration and respect of this entire committeo. I say, as the chair-
man of the committee, that it has been both an honor and a pleasure
to work with you on problems of this Government.

I noticed that your statement is, by and large, directed toward
the overall problem, not just the continuation o these exciso taxes.
You are aware, are you not, that these taxes that you are testifying
for expire on April 1%

Secretary FowLer. That is correct.

The CrairmMan. What problems do we face in the event that this
bill is not acted on by April 1?

Secretary FowLer, In the case of passenger automobiles there would
be some real risk that, if & period of time loomed ahead in which
excise taxes on passenger automobiles would be reduced substantially,
we would be confronted by some risk of delay in purchase during the
intervening period. There would obviously be very groat administra-
tive inconvenience in both the marketing of automobiles and in the
handling of billing for telephone service if there was a break in which
the rates went down, and then.at some later time they were restored to

- the lovel that preexisted April 1.

If the delay went beyond April 15, the measures for effecting the
corporate acceleration and making available rovenue for this fiscal year
that would accrue as a result of those two measures would be at some
risk. So I would say that there are very real management and adminis-
trative reasons both from the standpoint of the Treasury and the
industries affected for having prompt action well in advance of April 1.

The CuairMAN. You wouﬁl think it essential that this measure be on
the Presidont’s desk by April 1 so he could sign it by that date?

Secretary FowLER, Pre}ombly somewhat in advance of that so that
the element of doubt about it would not affect market actions and
consumer buying in the passonger car field, and cause the concerns
affected to make two sets of plans.

The Cuairman. I am going to ask that on the first round of
questions Senators limit themselves to 10 minutes and 1 assume
about 4 minut~ of mine are gone, so I will instruct the staff to charge
me with 4 minutes and leave me 6. In that way, by 12:00 o’clock or
12:15 we hope to reach the end of the table. Then those who want to
ask more questions can go into these matters in greater depth.

Mr. Secretary, you discussed this matter of foreign trade and the
trade deficit which, of course, is relevant. Wo have the gold cover bill
before the Senate today. _

You are aware, are l3]rou not, that there is very substantial support

for some measures which would improve this Nation’s balance of
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payments that the adniinistration is not recominending. T have par-
ticularly in mind some of these quota bills which the admihiéﬁ‘ﬁhé’n
witnesses very strongly opposed last year. They indicated that they
were opposed to anything aléig that line, even though there is very
substantial support for some of them up hére. In fact, some of them
have enough sponsors to constitute a majority of the Senate.

What is the administration’s attitide toward the views of Congress
with regard to whether this balance-of-payments problem could be
met in ways that tend to advantage domestic industries that the
Senators representing States with those industries are particularly
interested in? ‘

Secretary FowrLer. The administration’s position is the same as
it was when the witnesses nppeared before this committee last fall,
that the measures and the means that should be employed to restore
and rebuild our trade surplus to a much healthier position should he
compatible with the avoidance of restrictive measures unilaterally
imposed on imports, and secondly, that the measures to restore our
trade sur&)lus should be those that employ the competitive thrust of
American'business and industry in international éonipetition because
it is that kind of gdin in a trade surplus'that one is likely to be able
to maintain and not have canceled out by retaliatory devices,

This is the emphasis in the President’s balance-of-payments pro-
gram insofar as our trade surplus is concerned. I will take this oppor-
tunity to say that the I'reasury Depirtinent has made available to
members of this committee what we call the bluebook on “Maintain-
ing the Strength of the United States Dollar in a Strong Free World
Economy.” In chaptor 4 of that book, there is a detailed description
of the view of the administration and this Department and certaiily
the witness before you. There is a preseription for an intensified effort
to achieve and maintain a healthy United States trade surplus.

Now, soundly managing the U.S. economy to keop it compotitive
and stable is the fundamental and the first priority element. That
includes a number of things in addition to the tax proposals I have
mentioned. It includes a stronf: emphasis on voluntary wage and price
decisions that are more related to inerenses in produectivity than those
we have been witnessing in the past year. It includes great stress on
effort during the next couple of years, through management and labor
and with the help and assistance such as can be provided by the
Secrotaries of Labor and Commerce, to avoid work stoppages that
vitally affect exports or imports in a significant way, and it includes
as a second point beyond souindly managing the economy the concept
of keeping world markets open.

Wae think that thoe unilateral imposition of trade quotas on specific
products would move il the opposite direction and would undoubtedly
call for rotaliatory action which would end up by a constriction of
world markets, whereas if our industry is healthy and competitive
and our economy is healthy and competitive, wo oan expect through,
you might say, natural competitive forces to return to the trade surplus
of {,)hﬁ magnitude we had in 1963 and 1964 which was about $5 to
$6 billion. |

The Crairman. Let me make my position clear, Mr, Secretary.
I expect to vote for the House hill. T believe that this committee will
pay great heed to your suggestions. We repeatedly amended measures
that have come here from the House, some measures you recommended
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and some that you did not, but I simply want to make it clear that
we feel that cooperation is a two-way street and that while we try
to give every consideration to your suggestions, we would like to
make it clear that we also have the right to offer ours. We propose
to go the extra mile with you when we can and we hope that you can
do the same thing with regard to our suggestions.

Secretary FowLER. I would certainly feel that I was not doing my
job if I did not urge upon this comiittee, however, the importance
of, in this particular time, in this particular season, in this particular
environment in which we live, the importance-of giving priority
treatment to revenue raising measures that will deal promptly and
adequately with this enormous deficit with which we are confronted.
Believe me, there is no single measure or grotip of measures that are
more important not only to our own economy but to the world
economy of which we are a part than measures that are designed to
sharply reduce this deficit. I do not think that job can be done without
the measure that is before you today and without effective and early
action to increase income taxes, and I hope, with all due respect and
due regard to the other interests and concerns of the committee, that
those types of measures be given the right-of-way for early enactment.

Senator WiLriays. Will the chairman yield that I might thank him
for the endorsement of my bill?

Secretiry FowLer. Senator Williams, I am very much——

Scnator WiLLiams. We will discuss that on my time. I just want to
thank you for your endorsement.

Secretary FowLER. I would just like to take your own or some-
body’s time by making it abundantly clear that whoever is for in-
creasing those income taxes today and whatever the motion is and
whatever the means of achieving it, I am like the young lawyer who
was sent down to court one day without instructions as to the nature
of the case but only told that when the docket was called and the case
of Smith versus Jones was called, he should stand up and say, “for the
motion.”” He did not know what the nature of it was, so he went to court
and the case was called and he stood up to his 6 feet 4 and said, *“If
Your Honor please, counsel for the plaintiff Smith versus Jones, for the
motion.’’ The judge said, *"What is the motion?”’ He Fnused a moment
and said, “I do not know what the motion is, Your Honor, but what-
everitis [ am forit.” [Laughter.]

So, any way that nnybod{ can help get more revenues at this stage
of the game or help reduce this deficit, I am inclined to be for it.

The CHAamrMAN, May I say that I am somewhat in the position
of the proprietor of the barroom. His employee came back, from
attending bar and said, “Old Joe Boudreau is out there and he wants
some beer on credit again. Shall we give him the credit?”’ The pro-
prietor said, “has he had the beer?”’ He said, ““Yes.” “Then give him
the credit.” [Laughter.]

While I did not yield for that purgose, the Senator got his point
across. My time has expired. Senator Smathers?

Senator SMATHERS. You remind me of the fellow who went to court
and was found guilty and the judge said to him, “Do you have any-
thing to say?”’ and he said, “No, I do not,” and the judge said, “In
that case I sentence you to 20 years in the State prison at hard labor.
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Do you have anything to say now?’”’ He said, ““Yes, sir, Judge, you
sure are generous with my time.” [Laughter.] I hope you will concede
me some time,

Mr, Secretary, first, I want to congratulate you on a splendid
statement this morning, very clear and logical, anc( I think portrayin
properly the urgency of the fiscal problems which are before us an
the need for doing something about .them. I want to take another
minute of my time to also commend you on relating more specifically
than has thus far been done, for the need of the 10 percent tax increase
which I am for and have been for, but relating that to the cost of the
Vietnam war.

It has been my belief that every time we talk about the need of the
tax surcharge and you talk about it only in terms of meeting inflation,
all that happens is that you set off a debate where six economists
agree with you and six economists disagree with you.

But secondly, you make it very difficult for Congressmen and
Senators to %o back to their constituency now and say to the people
I want to help you by increasing your taxes because this really puts
money in your pocket in the long run. It is very difficult for Members
of Congress to do that, but they can go back to their people and talk
to them about the cost of the war in Vietnam and the sacrifice which
the boys are making there, and ask the people in turn to sacrifice by
reaching in their pockets and paying for it."I believe you will find
most of the people will be very pleased and happy to make some
sacrifice in that connection. So, again, I say it is a fine statement.

Let me ask you this question. In your statement you mentioned
the deterioration of our trade surl)lus in 1967. Can you tell us briefly
what made this so dramatic? What were the causes of it?

Secretary FowLER. Yes. Senator Smathers, with regard to your
earlier comments, I should like to ask for an opportunity to place in
the record in connection with your remarks both the series of state-
ments that have been made by the President from August 3 on re-
lating the needs for taxes to the war in Vietnam, and also statements
I myself have made.

In the opening statement before the House Ways and Means
Committee on last August 3, after thanking the committee for the
opportunity to appear, I said:

I appeared bLefore this committee in May to ask for borrowing authority to
finance a war. In order to keep the use of the borrowing authority to propor-
tions compatible with our national ecconomic and financial health, I appear today
to ask for taxing authority for the same purpose, and to plead through this com-
mittee to the Congress that it join with the President in making every possible
expenditure reduction, civilian and military, short of jeopardizing the nation’s
sceurity and well-being.

We are engaged in a costly conflict in Southeast Asin with no clear prospects
of any carly ending but it is a tom[lxorary cost and surely one day will terminate
when the enemics of freedom conclude that the price of aggression is too high.
This unusual and temporary cost must be financed in a manner consistent with
nreserving sound balanced cconoinic growth without inftation at home.

Fiscal responsibility means different things in different circumstances. In a
wartime context it must include the courage aud willingness to raise the money
‘hat is as nccessary as the guns, planes and material needs of our forces in South-
»ast Asia. In current circumstances fiscal responsibility means that infinancing

“he special and temporary costs of Vietnam, we should obtain as much from
‘emporary tax revenues as cconomic conditions permit.
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(Following is a series of 1uotations from statements by the Presi-
dent in which he has explicitly linked his proposed tax inorease to the
cost of the war:)

“If left untended (the) deficit could cause * * * an lmegual and unjust distri-
bution of the cost of supporting our men in Vietnam * * %'’ (Message to Con-
gress, Aug. 3, 1967.)

.““For three out of every four American families, the burden of this increase will
be between a few cents and $9 a month, That is a small burden, a small incon-
venience compared to what is-borne by our men in arms who put their lives on
the line in Vietnam.”” (Message to Congress, Aug. 3, 1967.)

“A failure to raise taxes would not avoid the burdens of finaneing a war. For
these burdens are inescapable. But, instead of sharing those burdens equitably
and responsibility * * * as an income tax surcharge would do * * * inflation,
tight money and shortages would tax the American people cruelly and capri-
ciously * * * Some may hear in this message a call to sacrifice. In truth it is a
iall tg tlt6%7s;mse of obligation felt by all Americans.” (Message to Congress,

ug. J, . . :

“I know it is not a popular thing for & President to do * * * to ask anyone
for a penny out of a dollar to -pay for a war that is not popular either * * *.‘We
believe, on the best information we can get from every source, that as unpleasant
as this is that both of these things must be faced up to.” (Remarks to FHLB
System officials, Oct. 6, 1967.)

“I know it doesn’t add to your polls and !our opularity to say we have to
lllgg_? ;uiditlonal taxes to fight this war abroad * * *.’ (News Conference, Nov. 17,

‘“The war in Vietnam {8 costing us about $25 billion and we are asking for about
$12 billion in taxes * * % (State of the, Union, Jan. 17, 1968.)

“It is not the rise in regular budget outlays which requires a tax increase, but
the cost of Vietnam * * *’’ (Budget Message, Jan. 29, 1968.)

“Our abilily to act as a great nation is not at issue, It is our will that is being
tested. Are we willing to tax our incomes an additional penny on the dollar to
finance the cost of Vietnam responsibility?”’ (Budget Message, Jan, 29, 1968.)

“The American people are giving their sons and brothers to fight for freedom
abroad. At home we must support their sacrifice by preserving a sound economy.
I believe the American people will accept the cost of doing that by paying an extra
cent of each dollar of income in taxes * * *’' (Economic Report, Feb. 1, 1968.)

““As we have long emphasized, the first order of business is the prompt enactment
by the Congress of the penny on the dollar tax increase that we will need to pay
%)rbps;r; (i:!f; 60811)1' extraordinary defense costs * * *’’ (Swearing-in of M. J. Peck,

eb. 15, .

ExceErprs FROM REMARKS OF SECRETARY FOWG:LER LINKING THE SURCHARGE
AND THE VIETNAM WaR

February 6, 1967, statement before the Joint Economic Committee:

““The President has recommended a 6 percent surcharge on both corporate and
individual income taxes to be effective at midyear and to last for two years or
for so lo,ng as the unusual expendilures associated with our efforts in Vietnam
conlinue.”

On the same day, in a supplementary statement to the JEC, the Secretary,
alluding to his March 23 speech at the National Press Club, said:

“I stressed the uncertainties of Vietnam, saying that 'mo one can prediot
whether we will need to schedule additional expenditures—expenditures beyond
those contemplated in the fiscal 1966 and 1967 budgets—to meet our commitments
in Vietnam. And Vietnam remains, therefore, an inevitable element of uncertainty
in our budgetary as in our overall economie pieture.’ ”’

February 14, 1967, responding to a question from Congressman Conte of the
House Apgr?riations Committee on the cffect of the war on the budget deficit:

“Thus, Federal revenues would have been just as . h (apart from tax legisla-
tion attributable to the war), and Federal expenditures much lower.”

August 14, 1967, statement before the House Ways and Means Committee:

‘I appeared before this Commiltee in May lo ask for borrowing authority needed to
finance a war. In order to keep the use of that borrowing authority to proportions
compatible with our national economic and financial health, I amoear today to ask
Jor taxing authorily for the same purpose and to plead through this Committee to
the Congress that it join with the President in making every possible expenditure
reduction—ecivilians and military—short of jeopardizing the nation’s security and
Lol Leing”
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August 23, 1967, speech before Representatives of City and County
Organizations: .

“First, the cost of our military operations in Southest Asia is now in excess of
$22 billion per year. These costs call, under the conventional economics or the
new economics or any kind of economics, for some financing of those additional
temporary costs from cdditional temporary current tax revenues.

“In short, the situation calls for a temporary surcharge of as much as economic
conditions will permit for the period in which these special and temporary costs
1'n;Pose an extra burden.’ :

‘In recommending the tax progrdam, the President said: ‘There are timesina
nation’s life when its armies must be equipg)ed and fed and the nation’s business
must go on. For America, that time is now.’” _ ,

November 29, 1987, statement before the House Ways and Means Committee:

“The prompt enactment of this proposal at this session of Congress would:

* x * * * * *

Reverse the trend toward increased deficit financing which began with our
increased participation in hostilities in Southeast Asia in the Fiscal Year 1966.”
January 22, 1968, statement before the House Ways and Means Committee:
“In international security affairs we have commilled ourselves to repelling Com-
munist aggression in Soulheast Asia. Hundreds of thousands of our 'you‘nF men
have accepted the burdens of carryln’gb this commitment on the battlefields. It
remains for the rest of the population, through the Congress, to accept tenporarily
i%grela’s’ed tazes as the most desirable means of financing a por{ion of this national

ejjore. . R X
““As lo termination of this surcharde, it will be keyed to our ability to reduce sub-

stantially expenditures in Vielnam foiloun'n a cessalion of large scale hostilities.

If it occurs before June 30, 1969, the President will recommend early termination

of the surcharge.” . . . ,

L Jar;‘uary 25, 1968, speech before the Annual Harvard.Yale-Princeton Club.
uncheon: .
““On Monday, the Congress will be presented a budget whieh does include

substantial expenditure reductions in 1968, which does represent a tight hold-

down in expenditures in 1969, which does devote the requested tax increasec to
deficit reduction—not to rising expenditures—and which does assure that the taz
tncrease 18 truly temporary, needed only so long as the fighting in Vietnam requires it.”*

‘““They say tax increases will halt our economic expansion and push the economy
into a stall or perhaps worse. There are those who fear that ““temporary’’ means
permanent and that the surcharge will become a permanent factor of the Federal
tax structure. But given the specific termination, the circumstances and setting
of the tax and the need for measures of tax reduction in the wake of cessation of
hostilities to stimulate the economy to utilize the resources released by the coming
of peace, give assurance that this tax will be temporary.”

Secretary FowLeR. I just want to make it clear that I thoroughly
accord with your position, There has been no disposition on my part
to keep this discussion limited to the pros and cons of cost push infla-
tion and excessive demands inflation, et cetera. I think it is a very
simple problem. We have got a war and we have to finance it and we
usually finance it by increasing taxes. ,

Senator SMATHERS. And we did finance the war in Korea, did we
not, with an increase in taxes?

Secretary FowLER. Every one that I ever had any familiarity with.

Now, to come to your other question about the dramatic shift in
our trade surplus which gave rise to my comments about the relation-
Shilp of this tax bill to our balance of payments.

n the first three-guarters of calendar 1967, we were looking at an
imgroving of the trade surplus from the‘dnlen(far year 1966, and at the
end of the third quatter we felt that we would have a trade surplus of
about $4.5 billion at the end of the ciilendar year 1967. But as had been
feared and as had been preserited in connection with the ear}g'dis—
cussion of the surcharge, the shn?ly rising tide ‘of economic adtivity
beginning in the third quarter, in August and September, and éarryin
on through the end of the year, brought with it what might be termed

01-240—68——6
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a floodtide of imports, and-reduced the rate of increase in exports,
so that for the fourth quarter, which is the quarter when the most
marked and alarming deterioration in our balance of payments took
place, instead of having a trade surplus of a little over a billion dollars,
which was characteristic of the preceding three-quarters, our trade
sm(-{)lus for the fourth quarter was around $300 million. In other words,
a dramatic decline from in excess of a billion dollars to less than
$300 million. And most of this was a sharp expansion in our imports.

There was some decline in exports. There were some special factors
such as the copper strike which contributed to the deterioration but
there was an overall input of imported goods which we normally
associate with an economy where the rate of growth in money terms
is in excess of 8 percent.

Senator SmathERs. Thank you, Mr. Chairman. I have time for two
quick questions and my time 1s up in 2 minutes.

The first (}uestion is this. In light of the urgency of this 10-percent
surtax, would you or do you recommend this committee consider
amending this particular bill by offering an amendment to it which
would increase the surtax as recommended by the administration?

Secretary FowLer. As I said in my opening statement, Senator
Smathers, and I think I had better stand on this, we feel in the strong-
est possible terms that the prompt enactment of the surcharge is
vitally necessary, fully called for by past events, current events,
present outlook. We want to see it adol;ted under whatever procedures
the Congress chooses to utilize. I think those procedures are a matter
to be determined between the leadership of the two Houses and be-
tween the chairman and ranking minority member of this committee
and chairman and ranking minority member of the House Ways and
Means Committee. You are familiar with the——

Senator SmMaTHERs. You would have no objection, then, if we did it
by offering an amendment, so long as it is done?

Secretary FowLer. I would applaud any move that promised an
early enactment of this tax proposal.

Senator SxaTHERS, One more brief question and then my time is up.
Do you know how much money we would save the Government if we
were able to bring home our troops in Europe, or half of them?

Secretary FowLer. In budgetary terms?

Senator SMATHERS. Yes.

Secretary FowLER, I cannot give you the budgetary estimate.
Perhaps Mr. Zwick could reply to that. I can give you balance-of-
pngments estimates.

senator SMATHERS. All right. The balance of payments. We would be
interested either way.

Mr. Zwick. Over the longer pull you would save several billions of
dollars, assuming you bring them back and also reduce the size of the
Armed Forces. In fiscal 1969, I think a major redeployment would
actually, if anything, increase costs because when you are involved in
bringing back troops, this means transportation costs, closing out
facilities, etc. So, in the long pull you are talking about several billion
dollars, but in fiscal 1969, it 1s quite clear you are talking about zero
savings, and perhaps even an increase in costs.

Senator SMATHERS. But, you are clear that it would save money
and stop considerably the outflow of gold, would it not?
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My, Zwick, Yes. It certainly would stop an outflow of gold over
time, but the point I am making is that in the very short run you
would not save money. And in the longer run, it really depends on
whether, when you bring them home, you reduce the size of the Armed
Forces or open up new camps to accommodate them when they get back.

Secretary FowLER. That is the budgetary picture. On the balance-
of-payments side I will talk in calendar year terms and talk in general
approximations rather than precise figures because of the nature of
the question. When one takes into account thé military expenditures
we make in Western Europe, and that includes the entire area, and
one also takes into account the receipts that we receive from those
countries for sale of military goods and services—one does not know
what the repercussions of the pull back would be on that—but our
net deficit that we look at in terms of the calendar year 1968 would be
about $1 billion and we are trying to reduce that net deficit by the
type of measures which are described in the——

Senator SMATHERS. Mr. Secretary, I will have to stop. My time is
up, unless Senator Williams wants this answer to be on his time, be-
cause it is his turn.

Secretary FowLeRr. I would just like to——

Senator SMaTHERS. Put it on the Secretary’s.

Secretary FowLeR. I will borrow 30 seconds from Senator Williams’
time to say that the President in his balance-of-payments message
on New Year’s Day directed the Secretary of State to initiate prompt
negotintions with our NATO allies to minimize the foreign exchange
costs of keeping our troops in Europe. Our allies can help in a number
of ways, and that was the essence of the statement.

Senator SmaTHERs. All right, sir, thank you.

The CHAIRMAN. Senator Williams.

Senator WiLLiams. Mr. Chairman, with your permission I am
going to pass. I think Senator Curtis wants to ask a few questions about
this prospective ruling, and I understand Mr. Surrey will be the one
to answer them, so

Senator Curtis. I have a direct question on this income tax.

The Cuairman. May I just interrupt long enough to ask this
question? While we have a substantial number of members here, let
me say that it does not appear that we can get through this morning,
Mr. Secretary. I anticipate that there would be some feeling on the
committee that we should be on the floor while the gold cover bill is
being considered. Some members are very much interested in that.
Could you be available at 9 o’clock tomorrow morning before the
committee if the——

Sccretary FowLER. Yes.

The CualrMAN. Then, we will plan in terms of meeting at 9 just
on the off chance that the Senate might go in early.

Senator Curtis. My first question 1s on the basis of a full calendar
year, What would the 10-percent surtax recommended raise on indi-
viduals?

Secretary FowLer. $6.9 billion is the correct figure.

Senator Curtis. And how much on corporations? Full calendar year.

Secretary FowLER. About 2.9.

Senator CurTis. Now, how much—— )

Secretary FowLEr. Senator Curtis, I am giving you figures for
the fiscal year 1969.
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‘Senator Curtis. 12-month year.

Secretary FowLER. In other words, I am giving you figures that
represent_the revenues that will come to the Treasury from July 1,
1968, to June 30, 1969.

Senator CurTis. All right. On a similar period how much revenue
\voulg be raised by an increase of 1 percentage point on individual
rates?

Secretary FowLER. A l-fpercentage,-point increase, that is, the
revenue from an increase of 1 point in rates across the board for
individuals would yield $3.4 billion.

Senator CurTis. And how much would it yield on corporations?

Se;:retary Fowwrer. That is assuming it was in effect for the whole

ear
Y Senator CurTis. Yes.

Secretary Fowrer. $800 million.

Senator CurTis. $800 million. A raise of 2 percentage points on
individuals would raise more than the 10-percent surtax?

" Secretary Fowiir. $6.8 billion which would be about the same as

the 10-percent surcharge.
Senator Curtis. All right. Now, because of the limitations of time,

I will go to another matter. Mr. Surrey, can you tell us, when did the-

Treasury first approve as tax-free revenue bonds issued by govern-
mental subdivisions where it was known they were going to be used
for industrial expansion?

Mr. Surrey. I think the first published ruling came out about
1954. There may have been earlier private rulings, but my recollection
is that the first puBlished ruling was in 1954, .

Senator Curtis. Has not Mississippi been doing it since the 1930’s?

Mr. Surrey. Yes, sir; and, as I said, there may have been private-

rulings issued. The first public position of the Internal Revenue
Service, 1 believe, was 1954,

Senator Curtis. But the private rulings have been consistent since-

the thirties; is that not right?
Mr. Surrey. I am not sure when private rulings were first issued,
bus;, as far as I know they have been consistent.

Senator Curtis. And they have been consistent all the way through?-

Mr, Surrey. The Service has been following its published position.

Senator Curris. Well, it has been following its unpublished posi--

tion, has it not? .
Mr. SurrEy. Yes, sir.

Senator CurTis. Since the 1930’s. Under what section of the:

statute——

Mr. Surrey. Section 103 of the Internal Revenue Code® that ex--

empts the interest on obligations of a State or political subdivision.
enator Curtis. And this published regulation in 1954—do you
remember what month it was?
Mr. Surrey. Public rulin

g?
Senator Curtis. Ruling. %)o you remember what month it was?

Mr. Surrey. I do not know the month.

Senator Curtis. The section 103 was substantially reenacted in
the code of 1954, was it not?

Mr. Surrey. Yes, sir.

Senator Curtis. So when the Congress reenacted it in 1954, they

reenacted it as then interpreted.
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Mr. Surrey. That, I think, is a question that can’t be answered.
‘Whether their reenactment goes to every outstanding ruling of the
Internal Revenue Service, I will not venture to say.

Senator Curtis. Well, I will not try to find some isolated ruling,
but the point is these bonds have been held tax exempt since 19—
in the 1930’s. There has been a published ruling since 1954. The
statute was reenacted in 1954 and the Congress did not change that.

Mr. Surrey. There have been some other developments, of course,
that I would want to refer to in that history. For example, in 1966
various States and localities asked what our position WOLIFd be on so-
-called arbitrage bonds. These are bonds which would be issued by a
State or municipality, .and the proceeds would be invested in Federal
securities. The point of the exercise would be that a State or a city or a
-county would issue & bond carrying an interest rate of 314 or 4 percent,
invest the proceeds in our obligations, which would catry a rate of 434
percent, and the difference would inure to the benefit of the loc¢ality.
the difference would arise from the fact that interest on Federal borids
is taxable and that on municipals is exempt.

Various State and local governments indicated they would ask for
rulings on whether these were obligations of a State or local govern-
ment within the meaning of section 103 of the Internal Revenue Code.
Internal Revenue Service announced that it would not issue favorable
rulings in this situation, because these obligitions would not be the
obligations of the State or local government; rather, the State or local
government would merely be acting as a conduit to the investment of
the funds in Federal obligations. o

‘Nobody protested that pronouncement. Nobody quarreled with'it as
an interpretdation of section 103 of the Internal Revenue Code.

(The IRS ruling 'referred to above follows:)

TecHNICAL INFORMATION RELEASE OF THE U.S. TREASURY DEPARTMENT, IN-
TERNAL REVENUE SEervice, PuBric INForMATION DivisioN, Avaust 11,
1966

The U.S. Internal Revenue Service today announced details of its policy of
declining to issue rulings that the interest on certain obligations is exempt from
Federal income taxation under Section 103 of the Internal Revenue Code of 1954,

The poliey will continue in effect, pending the conclusion of a study to determine
whether such obligations should be considered obligations of States, Territories,
possessions, their political subdivisions or the Distriet of Columbia. The study
will be directed at obligations issued by these governmental units where a prin-
-cipal purpose is to invest the procceds of the tax-exempt obligations in taxable
obligations, dgcncmll_v United States Government securities, bearing a higher
interest yleld. The profit reccived by the governmental units on the difference
between the interest pald on the exempt obligations and the interest earned on
the taxable obligations is in the nature of arbitrage. The study will not affect
obligations issued prior to the date of this release.

More specifically, this ruling policy will apply to obligations falling within
either of the following two categories:

1. Where all or a substantinl part of the proceeds of the issue (other than
normal contingency reserves such as debt service reserves) are only to be invested
in taxable obligations which are, in turn, to be held as security for the retirement
of the obligations of the governmental unit,

2. Where the proceeds of the issite are to be used to refund outstanding obli-
gations which are first callable more than Ave years in the future, and in the
interim, are to be invested in taxable obligations held as security for the satis-
faction of efther the current issue or the issue to be refunded.

The following are examples of traunsactions with respeet to which no ruling
will be issued:
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First, a State may issue obligations and invest the entire proceeds in United
States bonds with similar maturities bearing a higher interest yicld. The United
States bonds are then ]‘)lnced in escrow to sccure payments of interest and prin-
cipal on the States obligations. The profit on the interest spread accrues to the
State over the period of time that these obligations are ontstanding.

Second, a municipality may immediately realize the present value of the
arbitrage profits to be derived over the future by casting the transaction in the
following form: It may issuc obligations in the amount of $100 million, use $20
million to bhuild schools or for some other governmental purpose, and invest the
halance, $80 million, in United States bonds which bear a higher interest yicld,
The United States bonds are escrowed to sceure payment of interest and prineipal
on the municipal obligations. The interest differential is sufficiently large so that
the interest and prineipal received from the United States bonds are suflicient to
pay the interest on the municipal obligations as well as to retire them at maturity.

hird, a municipality may issue obligations for the stated purpose of refunding
outstanding obligations first callable more than five years in the future, During
the interim before the outstanding obligations are redeemed the procceds of the
advance refunding issue are invested in United States bonds bearing a higher
interest yicld, and such honds are cscrowed as seeurity for the payment of either
of the issues of municipal obligations. During that interim period, arbitrage profits
based on the interest spread inure to the municipality.

The Service made clear that this announcement covers only obligations falling
within the two categories described above, Thus, for example it does not cover an
issue of obligations where the Froceeds are intended to be used to construct a
facility even though the proceeds are initially placed in a trust for the security of
the bond holders, and invested in taxable obligations, pending their use to meet
the construction costs as they occur. Nor does it cover an issue of obligations
merely because a portion of the proceeds is invested in taxable obligations and
held solely to meet interest payments on the obligations pending the availability
of other revenues,

Mr. Surrey. The next development in this situation was a state-
ment by Senator Ribicoff, in introducing his legislation on this sub-
ject, which called attention to the ruling in the arbitrage case. He said
that in his vpinion the industrial revenue bond ruling could not stand
consistently with the arbitrage ruling and that he could not see why
the Internal Revenue Service was contlinuinf to grant rulings under
section 103 on industrial revenue bonds. In his opinion, the original
interpretation of the IRS was simply wrong as its later arbitrage ritling
indicated.

(Senator Ribicoff’s statement, referred to above, follows:)

[From the Congressional Record, Nov. 8, 1067)
ProprosED LEGISLATION RELATING TO AMENDMENT OF INTERNAL REVENUE Cobg

Mr. RiBicorr. Mr. President, I introduce for appropriate reference, a bill
to amend the Internal Revenue Code of 1954 to provide that industrinl Jnvolop-
ment bonds are not to be considered obligations of States and local goveruments,
the interest on which is exempt from Federal income tax, and a bill to amend the
Internal Revenue Code to provide that arbitiage bonds are not to be considered
obligations of States and loeal governments, the'interest on which is exempt from
Federal income tax. ‘

Mr. President, for over 50 years our State and local governments have benefited
in finanecing their governmental funétions from the Federal incomne tax exemption
of the interest on their bonds. Beeause of this exemption Investors have heen
willing to accept a lower rate of interest on school honds, water and sewer bonds,
and other similar State and loeal obligations than they would demand if, like the
bonds of the Federal Government, our State and local bonds were fully subject
to Federal income tax.

However, recent abuses of the tax-exempt borrowing privilege are underimining
the usefulness of this method of helping our State and local governments finance
their legitimate functions at the lowest possible cost. These abuses, which are
becoming more prevalent every day, represent an intolerable waste of our Federal
tax dollars and n real and immediate threat to the ability of our State and loeal
governments (o borrow funds at veasonuble interest rates to meet their expanding
obligations.
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The most widespread and well-known abuse of the tax-exempt borrowing
privilege is the practice of issuing so-called industrial development bonds. These
honds have permitted some of our largest corporations to issue tax-exempt bonds
to the detriment of the best interests of both the Federal Government and the
State and local governments.

A typical ecase might involve a_municipality which agrees to issue bonds to
finance the huilding of a factery for n private corporation. The corporation in
turn agrees to “‘rent” the factory for the exact amount needed to pay the interest
and amortize the prineipal of the bonds. The honds are generally revenue bonds
payable only out of the rent and the municipality assumes no obligation, direct
or indireet, for repayment of cither principal or interest on the bonds. Thus, we
are really confronted with bonds of a private corporation. But, because the munic-
ipality allows its name to appear on the bonds, it claims and passes on to the
private cor{)omtlon the full benefit of the lower interest rate. This rate stems from
the Federal tax exemption of interest on legitimate State and local bonds.

These are truly corporate bonds and the loeal governments’ involvement is
often little more than a sham. This was graphically demonstrated last year. The
35 cligible voters of one small town were asked to approve a hond issue of $20
million in order to finauce a plant for a prominent textile company, Indeed, the
largest industrial bond issue ever announced, $140 million for a Japanese alunii-
num company, is to be issued by Port of Astorin, Oreg.—a town of less than
30;000 ge(()])lo.

Fhe Federal Government’s concern is obvious. The benefits received by the
private corporation in the form of lower rental payments represent nothing more
than an unauthorized Federal subsidy to private industry. The total cost of this
subsidy—which is exclusively attribitable to the jnterest excmption intended
to help our State and local governments—is borne by other Federal taxpayers.
However, viewed as a subsidy, industrial development bonds are totally unjus-
tified. The benefit of such ﬁnancin%frequently goes to private corporations who do
nothing different than they would have done without the use of industrial develop:-
ment bonds and in all cascs the cost to the Federal Government in lost tax reve-
gmml co(;nsiderably exceeds the financial benefits to the private corporations
involved,

Unlike most Federal programs, the Federal expenditure is not a part of the
Federal budget, was never passed on by Congress, and is not even subject to re-
view by a Federal agency. The sole decision as to whether a private corporation
shall receive the benefits of tax-exempt financing depends upon whether a loeal
government will permit the use of its name on what are in reality corporiite
bonds. Moreover, beeause an agreement to permit the use of its name costs a gov-
ernmental unit nothing, there is no apparent reason why any governmental tnit
would withhold its approval of any (l)a‘rticular bond issue and of any subsidy.

However, the problem presented by industrial development bonds today is
far more than just a problem of wasted Federal revenues. It has become 2 very
serious problem for our State and local governments themselves. The benefit our
State and local governments receive by the exemptions of the interest on their
bonds is dependent on the fuct that tax-exempt bonds are a unique exception and
that most bonds—both corporate and Federal—are fully subject to Federal
income tax. As more and more tax-exempt bonds are issued the interest rate on
all tax-exempt bonds, including school bonds, water and sewer bonds, will increase
in order to make the total supply of exemption honds attractive to lower bracket
taxpayers. Thus, the cost of local government goes up.

Moreover, in recent years some of the largest industrial corporations in the
Nation have used industrial development bonds and many of our smaller State
and local governments inereasingly find themselves handieapped when they are
forced to compete for funds in the same limited market against these corporate
giants.

For example, in reeent years bonds have been issued or announced on behalf
of Arm¢o Steel Corp., Firestone Tire & Rubber Co., Litton Industries, Sinclair
0il, and United Fruit Co. The entry of many of our most promfnent corporations
into the tax-exempt bond market is also reflected by the dramatic increase in the
average size of new public issues in recent years as well as in the geometric growth
rate of the total of new issucs.

In view of this situation one might well ask why onr State and loeal govern-
ments continue to tolerate this abuse of a provision which was designed to help
them meet their legitimate needs. The answer is that historically these honds
developed in such a manner that today, even though they pose u serious threat
to the borrowing ability of owr State and loeal governments, those same State and
local governments are viturally pov erless to stop them,
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This type of financing was originally developed in 1936 in order to attract
relatively small industrial concerns to rural arens. Even as late as 1960 only 13
. States authorized industrial develoipmont bonds and the data available with re-

speot to publie issues in that year indieates that only $70 million in such bonds
were issued. However, as interest rates rose States that did not authorize this
form of financing found themsclves at a handicap in retaining or attracting in-
dustry and were forced to authorize industrial development bonds as a com-
petitive measure,

Today over 40 States sanction some form of this abuse and new public issues
this yvear are expected to involve over $1 billion. In addition the private place-
ment of such bonds, as to which no reliable date is available, may involve more
than twice the amount of publicly sold issues this year.

Conncetiout does not authorize industrial development bonds. As a conse-
quence weo have seen corporations which by all logic sliould have built new plants
or expanded existing facilitics in Connecticut lured to other areas.

The ofticials in my State recognize that industrial development bonds are a
costly abuse of the tax exemption. It is an abuse that runs directly counter to the
hest interests of all the States in this country. Yet unless some meaningful action
is taken soon, Connecticut will probably bo forced, ns a matter of self defense, to
joint the other States in authorizing and perpetuating this waste of Federnl and
local resources.

These fnets explain the dilemmn confronting all our State and local governments
today. On one hand, since a corporation secking tax-exempt finnancing has over
40 States to choose from. it is clear that industrial development bonds no longer
serve as o method of attracting industry to any particular State. On the other
hand, since an agreement by a State or loval government to allow a private cor-
poration to use its tax-exempt borrowling privilege costs the State or local govern-
ment. nothing, no governmental unit can atford by itsclf to end this abuse in its
area for fear of losing industry to another loeality.

This means that the use of industrial development bonds will continue to grow
even though they have lost their advantage to the issuing State and loeal gov-
ernments and have in fact become a detriment by driving up the interest costs for
providing legitimate State and local services.

Thus we are confronted with the type of Iudicrous situation which recently led
one State to enact a law authorizing industrial development bonds throughout
the State and simnltancously pass a resolution calling upon the Federal Govern-
ment to deny the tax-exempt status of interest on industrial development bonds,

The rapid inerease in industrinl development bonds is today reaching crisis
proportions. Occurring as it does at a tiine when our State and local governments
are confronted with larger and larger demands to provide services and facilities
for their citizens and when our Federal Government is confronted with an ever-
increasing need for revenue, the use of industrial development bonds has presented
us with a situation that can no longer be tolerated.

The Federal Government and the States must join together in eliminating
this situation which threatens to undermine their own best interest. And because
no State can be expected to end industrinl development ﬂnmwln? on its own
while other States continue to permit such finaneing, the responsibility for action
lies with Congress as the only body with power to enact legislation that can be
uniform and simultaneous throughout the 50 States.

In addition to industrial development bonds, another abuse of the tax exemp-
tion afforded State and local bonds has gained prominence within the last few
vears. I am referring to tho so-called arbitrage honds where a loeal government
invests tho procecds of its tax-exempt issue in U.S. bonds which in turn sccure
the bonds issued. In effect the investor has a certifieate evidencing an interest in
Federal bonds, but the suggestion is made that the interest received is exempt
beeause the funds pass through the hands of a focal government unit.

The local government secks to mnko a profit from the difference in interest
rates that would arise, since interest on Federal bonds is taxable and the interest
paid by the local government is claimed to be oxmnrt. And this profit is claimed
on the sole ground that the local government lends its name to a security—with-
out assuming any risk, or responsibility, or work, or anything else.

It takes but little imagination to sce that the unchecked spread of arbitrage
honds would pose as great a threat to the Federnl revenues and the finauneing costs
of State and loeal governments as industrinl development bonds. From the in-
vestors standpoint arbitrage bonds are as secure as Federal bonds and any muniel-
pality in the country, no matter how small, could issue unlimited amounts of
arbitrage bonds,
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In theory the only limit on the amount of arbitrage bonds that could be added
to the normal volume of tax-exempt bonds is determined by the amount of
Federal obligations that arc outstanding. However, the existence of arbitrage honds
on any sizable seale would drastically increase the cost of State and local gov-
ernment borrowings to finance legitimate governmental functions,

Last year the Internal Revenue Service announced that it would not rule on cx-
tending the interest exemption to arbitrage transactions under cexisting faw, I
am convinced that this action was correct. In essence, the issuing government
which engages in an arbitrage transaction is nothing more than a trustee for the
bondbuyers who are purchasing-—not the obligations of a State or local govern-
ment—but the obligation of the Federal Government.

I fail to see how an agreement by a locality to act as a conduit for passing
interest on Federal bonds to private individuals ¢an be considered the typo o
“obligation’ of a State arising from the exerclse of its borrowing power that is
encompassed by existing law. To extend the interest exemption to theso bonds
seoms to be outside both the purpose and the literal language of the law which ex-
empts interest on obligations of a State or local governnmient from tax but does
not exempt interest on Federal bonds from tax.

A pertinent point here is that this same rationale also casts doubt on the validity
of exempting the interest on industrial development bonds.

An oxamination of most industrin]l development issues makes it clear that the
only real obligor is the ]{n‘ivute company for whose benefit the bonds are issued.
However, the Internal Revenue Service has, for many years, been issuing nilings
holding Interest on these bonds tax exempt. That ositlon was adopted when the
magnitude of these offerings was small and the problems which now loom so clearly
were difficult to perceive. I'am sure that if the clock were set back the Service
would, knowing what it now knows, rule differently. - :

On the other hand, facing the tndustrial development situation as it now exists,
{ifed a liogislntlvo solution to this facet of the problem fs'preferable to administra-

ve action,

To this end, I am introducing a bill which will (f“t' a 8“3’ to the costly and self-
defeating sitnation which the proliferation of industrial development bonds has
brought about. In addition, even though I believe the Treasury Department's
position on arbitrage bonds is corrcot under oxistlng law, to avold any misunder-
standings I am also introdicing a separate bill on this subject.

Mr. President, I ask unanimous consent that there be printed in tho REconD at
this point a memorandum on trends in industrial hond finaneing prepared by the
Treasury Department, followed by a letter and material from the Investment
Bankers Association of America, a statement by the AFL-CIO executive council,
and the text of the bills with a technieal explanntion of each.

The Acting PREsSIDENT pro tempore. The bills will be received and n‘)prop‘ri-
ately referred; and, without objection, the memorandum, letter, material, state-
ment, bills, and technical oxplanations will be printed in the Record.

9Senator Cunrtis.  But right or wrong, the Congress reenacted it in
1954. '

Mvr. Surrey. That is correct. Congress did reenact the statutory
language. As I say, nobody protested our arbitrage ruling, which was
inconsistent with the industrial ruling. The two rulings could not
stand consistently. One or the other would be wrong, either the 1954
ruling or the arbitrage ruling.

In reporting on Senator Ribicoff’s bill to this committee, the
Treasury Department called attention to the fact that it was recon-
sidering the question. It called atterition to the fact that it had noted
Senator Ribicofl’s observations and stated to this committee thut the
question has been raised whether rulings of the Internal Revenue
Serviee, which hold that the interest ow'industrinal development bonds
is exempt from Federal income tax, are correct interpretations of sec-
tion 103. Tt pointed out-that the exemption provided by section 103 is
limited to interest on obligations of the State or local government,
and a carveful analysis of the type of industrial revenue bonds that
are currently heing issued tends to suggest that the only true obligor
on the honds is the private corporition. In most cases the State or
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local government does not even guarantee th:e bonds in the evefit
there is a default.
(The report referred to above follows:)

TreEASURY DEPARTMENT,
Washington, D.C., January 23, 1968.
Hon. RusseLt B, Lonag,
Chairman, Commillee on Finance,
U.S. Senate, Washington, D.C.

DEAR MR, CuatrMan: This is to inform you of the views of the Treasury
Department on 8. 2635 entitled “A bill to amend the Internal Revenue Code of
1054 to grovldn that industrial development bonds are not to be considered obliga-
tions of States and local governments, the intorest on which is exempt from Federal
income tax.” In addition, the present reporb is intended to encompass S. 1282
gnd é% 1283, each of which is concerned with the subject of industrial development

onds.

S. 2635 would amend section 103 of the Internal Rovenue Code of 1954 to ex-
clude from the general tax exemption accorded interest paid on State and local
bonds the interest paid on industrial development bonds issued after December 31,
19687. The bill defines an industrial development bond as any obligation the pngv-
ment of prlnclﬁal and interest on which-is either—(1) secured by an interest in
property of a character subject to an allowance for depreciation or, (2) secured by
(or to be derived primarily from) payments to be made with respect to money or
Broporsy of a charactor subjeet to an allowance for depreciation—which is or will

¢ used, under a lease, sale or loan arrangement, for industrial or commercial
purposes. Thus, the bil would oxclude from the interest exemption extended by
section 103 any State or local obligation secured in a manner which demonstrates
that the obligation is issued on behalf of a private industrial or commercial onter-
prisc. By limiting the property involved to cash loans and leases or sales of de-
preciable property the bill excepts transactions, such as industrial parks, which
involve unimproved land exclusively. In addition, specific exceptions exclude
from the definition of an industrial development bond obligations issued to
finance transportation facilities, recreation facilities and certain other utility prop-
crtics leased or sold for industrial or commercial purposes. The bill also makes it
clear that obligations issued to finance any property used in an active business
owned and operated by a State or local governmont is not an industrial develop-
ment bond. A detailed technical explanation of S. 2635 was reproduced in the Con-
gressional Record (Vol. 113, Coug. Rec. pp. S. 16022-S. 16023) on November 8,
1067, the date the bill was introduced.

The Treasury Department strongly supports S. 2635 as well as the objective
of S. 1282 and S. 1283, Each of thesa bills sceks to curb the future use of industrial
development bonds. Howover, because certain technical problems presented by
S. 1282 and S. 1283 do not cxist in the case of S. 2635 the Treasury Department
urges the adoption of the approach taken by S. 2635.

hus, S. 1283 defines industrial or cominierelal faeilities in terms which printarily
relate to manufacturing enterprises and enterprises selling manufactured products
and it is unclear whether that definitton would encompass facilitics used by service-
type industries such as banks and insurance companies. Also, the bill might per-
mit the avoldance of its provislons through thé medium of secured or uinsceured
cash loans to private enterprises. S. 1282 seeks to citrb tho use of industrial develop-
ment honds by denying any deduction on account of rent or interest paid by a
private corporation on a facility financed with industrial development bonds.
In general this approach to the problem would impose a penalty that hears no
relation to the interest saving (attributable to the tax cxemﬂ)ﬁon) which is passed
on to the private corporation as a result of the transaction. Moreover, the applica-
tion of this approach poses dificult problems in determining the amount of interest
to be disallowed in any case in which a sale contract does not call for interest pay-
ments (or calls for extremely low interest payments). In addition, S. 1282 presents
the same definitional questions diseussed above.

In considering S. 2635 we have taken note of the fact that even thongh the bhill s
rospective in that it only applics to interest payments recelved in taxable years
ollowing ennctment, some have gjuestioned the provision in the bill that makes it

applieable, after ennetment, to all bonds issued after a specified date. In this con-
nection experience has indieated that the very consideration of legislation to end
this abuse prompts o significant growth in new bond issuces as corporations rush
to take advantage of the present situation before Congress can act. Sinee most of
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these bond issues will be outstanding for 15 or 20 years after thef' are issued, the
growth of new issues that will be caused by Congressional consideration of this
matter will create serious finaneial consequences for all state and local govern-
ments and will also significantly affect Federal income tax revenues. For this
reason we helieve the announcement of a fixed cut-off date is a desirable prelude
to Congressional consideration to forestall a rush of new issues while the matter
is under consideration. The selection of a fixed cut-off date in 8. 2635 adequately
meets this situation,

Finally, it should be noted that the question has heen raised whether ralings of
the Internal Revenue Service which hold that the interest on industrial develop-
ment bonds are exempt from Federal income tax are correct interpretations of
section 103 of cexisting law. It is pointed out that the exemption provided by
section 103 is limited to intérest on ‘‘obligations” of a state or local government
and a careful analysis of the type of industrial development bonds that are cur-
rently being {ssued tends to suggest that the only true obligor on the bond is the
l)rlva(c corporation that is benefited by the bond issue. In most cases the state or
ocal government does not even guarantee the bond and generally assitmes no
obligation for payniént of either interest or principal in the event that the corpo-
rate beneficiary defaults on its payments to the governmental unit involved.
(Sce, c.{;., statement of Senator Ribicoff, Vol, 113 Cong. Rep. bp. S:16022-16023,
November 8, 1967). Although this question is under study bl)"the Treasury De-
partments, clearly a legislative solution to this problem would avoid any future
misundersmndin% and render the question moot. :

The Treasury Department urges the consideration and enactment of S. 2635. A
memorandum discussing, in relevant detail, the nature of industrial developmeént
honds and elaborating upon the reasons we believe suich bonds should be excluded
fz;‘om lth(;s general tax exemption accorded interest on State and local bonds is
attached. .

The Bureau of the Budget has advised the Treasury Dcepartment that there is
no objection from the standpoint of the Administration’s program to the presenta-
tion of this report.

Sincercly yours,
STANLEY S. SURREY,
Assistant Secrelary.

Tie TAXx EXEMPTION OF INTEREST ON INDUSTRIAL DEVELOPMENT BONDS

An industrial development bond is a debt obligation issued under the name of a
Statolor local government for the benefit of a private Industrial corporation. The
typical case involves a municipality which issues bonds to finance the building of
a factory for a private corporation which in turn pays “rent’” for the factory
set at the precise amount needed to ;l);:)y the interest and amortize the principal
of the bonds.! Characteristically the bonds are revenue bonds payable only out
of the rent and the municipality assumes no obhligation, direct or indireot, for their

ayment. Thus, such bonds really represent bonds of a 'private corporation, but
ecanse the munieipality places its name on the bonds, it claims and passes on to
the {‘)riva’to corporation tho full benefit of the lower interest rate attributable to
the Federal tax exemption of interest on state and municipal bonds. .

In most instances the industrial developiment bonds are secured only by the carn-
ings of the private corporation and bond buyers generally look only to the eredit
rating of thoe lessee corporation in assessing the merits of the bonds as an invest-
ment. In frank recognition of the economio reality of the transaction state courts
generally agree that industrial development revenue bonds are not debts of the
issuing government unit for Pnr;x)ses of applying the debt ceiling or similar state
law restrictions on municipal inancing. In some less pravalent situations general
obligation bonds scoured by the lease revenues are used, so that the municipality
assumes a subordinate role as a guarantor of the corporate obligation. However,
the lease revenues are regarded as the principal seourity behind the bonds and the
use of general obligation bonds does not materially alter the abuses that flow
from the transaction. '

In all cases the exemption of interest on industrial development bonds from
Federal income tax is simply a Federal subsidy to private corporations. The lower
interest rates——which are passed on to the private corporations in the form of
lower rental charges—are only possible because of the tax exempt status of the

1 In some situations the transaction takes the form of a deferred payment sale of the property to the indus-
trivl user. The payments tnade on the note and mortguge securing the sale procveds are used to muke the
payients on the bonds,
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interest in the hands of the bondholders. Therefore, the full benefit derived by
ervn.te industry is achioved only at the expense of a loss of Federal tax revenues.
Morcover, it i3 a forced Federal subsid?'. The amount of the subsidy, the bene-
ficiary of the subsidy, or the use to which the borrowed funds are put are not con-
sidered in any way by the Federal Government. The sole decision as to whether
or not to benefit a private corporation rests with the varlous State and local goven-
ments and, sinee industrial revenue financing imposes no direot costs on the issuing
governmental units, there is no agency that has any effective interest in assessing
{,)he tHelrIts of extending Federal tax benefits to any particular private corporate
eneficiary.

In addition, industrial development ﬂnancing represents a most inefficient and
uneconomic means of subsidizing private industry. The cost to the Federal
Government in lost tax revenues substantially cxceeds the financial benefits that
corporations realize through their ability to borrow funds at lower interest rates.
As the attached table jllustrates it would not be unusual for a transaction involving
a highly rated corporation to annually cost the Federal Government almost three
times as much in lost tax revenues as the benefit the corporation gets from the
transactior. Moreover, the cost to the Federal Government will constantly increase
as the volunio of tax exempt bonds grows larger and interest rates for all tax oxempt
obligations rise in order to clicit more demand, particularly from relatively lower
bracket taxpayers. ‘ .

From the standpoint of the State and local governments, the industrial develop-
ment financing technique was originally developed as g means of attracting
industry to low income and labor surplus communities. Before 1961 these bonds
were primarily used to finance small mmmfacturln% firms locating in rural areas.
Recently, however, multimillion dollar revenue bond issues have financed a
number of industrial projects for some of our major industrial concerns. Morcover,
as the attached table indicates, the growth of this finnncing device has tended to
parallel the shift in the use of such bonds. Thus, in 1960 when only 13 Statea
authorized industrial development bonds, the total of new issues sold to the public
in that year amounted to onty $70 million. By the end of 1866 the number of
States authorizing such bonds had increased to 35 and publicly issued new bonds
in that year involved over $500 million. Indicative of the trend towards use of
such bonds by our largest corporations is the fact that the eight largest issues in
19686 accounted for $344 million, over 60 percent of the estimated $500 million in
new public issues for that year. Finally, it should be noted that this gecomotric
growth rate is continuing, Over 40 States authorize industrial development. bonds
today and although final data is not available for 1967, preliminary tabulations
indicate that well over $1 billion industrial development bonds were publicly
marketed last year.

Figures are generally available only for bonds marketed to the public. In many
cases the issues are privately placed with banks, other lenders or the company
itself. No reliable data are available as to the amount of privately placed issues
but they may involve more than twice the amount of publicly sold issues.

Although this practice is defended as a means of attracting new industry,
many have questioned whether the availubility of industrial development financing
was ever a significant incentive to loeate in a 1imrticular area. They point out that
a commitment to move a substantinl enterprise into a totally new locality for a
long period of time Is such a serious decision that the benefit of low cost financing
is a rather minor factor when compared to such economie considerations as the
corporation’s access to raw materials or to its existing and potentinl markets.
However, to whatever extent the use of industrial development bonds has heen
a significant factor leading to the dispersion of industry in the past, it scems clear
that in present circumstances, with an ever increasing number of states author-
izing such bonds, the utility of industrial development financing as an incentive to
attract industry is rapidly disappearing. Since the issnance of industrial develop-
nient revenue bonds involves ncither risk nor direct cost to the issuing locality,
there i3 little reason for any locality to deny a corporate request. Thus, even
assuming that such funds are an important factor influencing the seleetion of a
rclocation or ex}mnsion site, a private corporation embarking on an expansion
L)rogrum today huas over 40 states to choose from. This total is actually larger

ecauso even In states which do not suthorize such issues, political subdivisions
may be engaged in this practice. Once all fifty states are forced by competitive
considerations to authorize industrinl development financing the ability to
attract industry through the use of such bouds will be totally nonexistent. Thus,
the contimted proliferation of such bonds will merely increase the Federal revenue
loss without any apprecinble cconomic benefit to the Nation or the State and
local governments,
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Moreover, not only is the hasic ob‘]ective of industrial development financing
to attract industry essentlally self-defeating, but the mipld growth in the dollar
volume of such bonds works to the positive detriment of all State and loeal gov-
ernments, The benefits State and local governments receive because of the Federal
tax exemption of the interest on their bonds is dependent on the faet that tax-
exempt bonds are a unique exception and that most bonds—both corporate and
Federal—are fully subject to Federal income tax. As more industrial development
bonds are issued the interest rate on all tax-exempt bonds must increase in order
to make the total supply of exempt bonds attractive to lower bracket taxpayers.?
Morcover, in recent years some of the largest industrinl corporations in the Nation
have used industrial development bonds and many of our smaller State and local
governments find themselves severely handieapped when they are foreed to com-
pete for funds in the same limited market against these cor;)omtions. (See, c.g.,
statement of Senntor Ribicoff, Vol. 113 Cong. Ree. pp. S 16022-16023, November
8, 1007, See also the attnched table of large (over $10 million) industrial develop-
ment bond issues in 1967.)

It has been estimated that in recent yvears the increase in normal State and
local government bonds outstanding has been growing at the rate of $6.5 billion
mmluﬁly. In 1967 over $1 billion of industrial development bonds were added to
the demand for new funds with the obvious result that the interest rates that
State and loeal governments had to pay on bonds issued to finance governmental
functions were higher than they need be. For example, the Financo Administrator
of New York City in testimony before the Joint Economic Committee on Decem-
ber 5, 1967, estimated that the existence of industrial development bonds inereased
New York City's borrowing rate by 3z of one percent and increased the city's
debt service cost by almost $2 milllon last year, This type of market effect was not
confined to one city, it affeoted all State and local governments that borrowed
funds last year. This, of course, means increased property taxes, sales taxes and
State income taxes. Thus, it is clear that industrinl development bonds, while
imposing no direct costs on the issuing governmental unit, are not cost free to
State and local governments. In fact they are very expensive and their cost is
mounting dramatieally ench year—a cost which must be borne by all State and
local governments not just those that issue the bonds.

In sum it seems evident that the use of industrial development bonds is ceasing
to have any meaning as a device to attract industry to a given State or locality.
Instead, these bonds are rapidly becoming a self-defeating device that will irievi-
tably work against the loiig range best interests of all States. However, even when
all States authorize industrial financing and it thereby becomes a completely
meaningless attraction for industry—completely meaningless because any corpora-
tion knows that wherever it decides to locate it can ask for and receive the benefit
of tax exempt borrowing—it is unlikely that we will see a decline in industrial
development issucs. The reason is simply that since such financing imposes no
direct cost on a municipality, no single municipality can afford to withhold its
approval of any issuc cven though the participation of all municipalities works to
the very real detriment of municipalities generally. The question will not be one
of attracting industry but rather one of losing an industry for failure to issue the
bond—an industrial corporation wiil simply say it will not even consider a partic-
ular locality unless the local government assures the use of industiial develop-
ment bond financing. Therefore, it scems elear that if this abuse is to be curtailed
the impetus will have to come from the Federal Government. Morcover, in view
of the recent growth of such financing and the significant cost of the Federal
subsidy involved, it would seem appropriate to correct the situation as soon
as possible.

1 I thero wero only a few tax-exempt bonds in exlstence they would be purchased by the fow high rate
taxpayers who would benefit mnost by tho tax exemption. Tlere are an appreclable number of individual
taxpayers fucing & marginal rato of 70 percent. Thus, {#f we had oxu{ a fow tax-exempt bonds, the competition
between buyers would drive Interest rates on these bonds down sharply, probably to a level close to 70 per-
cent Lolow rates on comparable quality taxable issues. But in fact there aro over $100 billion of tax-cxempt
bonds in the market, and the {ssucrs have thercfore had to turn to buyers with much lower marginal tax
rates than 70 pereout. The marginal buyet In a lower tax bracket thus determines the murket differential
between comparablo quality taxable and tax-exempt bonds, Tax-exempt bonds carry, therefore, a much
Jower discount compared to taxable bonds than would occur if thero were only a few exempt bonds, Recent
estimates of this discount or differentlal indicate that ft is a?proximalely 30 percent. Thus, the addition of n
sl;lznlﬂeant volume of industrial development bonds in thislimited market nocessarily deercases the discount
whifeh all tax exempts carry and thus fncreases borrowing costs for traditional State and local fundtions. As

indicated later In the text, the effect on the discount becontes even clearcr when the flow of Industrial devel-
opment bonds Is compared to the amount of traditional state and local bonds annually fssued.
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FEpEraL REVENUE Loss AND CORPORATE REVENUE ADVANTAGE RESULTING
From A Typican INpusTRIAL DevELOPMENT BoND TRANSACTION

A corporation that is able to borrow for its own purposes at a 6 percent rate of
interest may be able to borrow the same amount at only 4% percent interest
through the use of industrial development bonds. If we assume & purchaser of the
bond is in a 50 percent tax bracket the corporation’s benefit from the lower
interest rate will amount to only $.78 on each $100 of borrowered capital. The
Federal government, however, will lose $2.28 in tax revenue for each $100
borrowed capital.

This result is demonstrated by the following comparison which in each case
assumes that the corporation earns the same amount ($10) on each $100 of
borrowed capital,

Taxable bonds Industrial development bonds
Corporate Federal tax Corporate Federal tax

profit reverus profit revenue
Gross earnings.....cceerveecuaacence $10.00 = ...... $10.00 ...
Less interest..cuceceenoennnrnnnenn. 6.00 13$3.00 4.5 ]
Net before taxes.............. 40 ... 550  ......
Less corporate income tax............ 1.92 1.92 2.64 $2.64
Tolal. c.ceenenrccnecncenscnes 2.08 4.92 286 2.64

1 Income tax on bond buyer

Note.—Corporate gain from tax-exempt borrowing: $2.86 less $2.08=$0.78, Federal revenue loss from tax-exempt
borrowing: $4.92 Iesg $2.64282,28, P ¢ P

TRENDS IN INDUSTRIAL DEVELOPMENT BoND FINANCING

Generally, each industrial development bond issued by a governmental unit
serves to finance a single project for a specific corporation. It is therefore possible
to discern a trend in the size of firms acquiring faéllities financed by these tax-
exempt bonds by examining the changes in the average value of industrial devel-
opment bond issucs.

Prior to 1060, the estimated total value of industrial development bond debt
outstanding was just above $100 million, In the seven years 1960-66, the dollar
value of new industrial development bonds increased by an estimated SL.2 billion.!
This absolute growth in the volume of industrial dovelopment bonds issued since
1960 is partly explained by the increase in the number of states permitting local
units to borrow for this purpose. However, the increase in the number of states
authorizing industrial development bonds has coincided with a marked rise in
the size of projects financed.

Table I shows the estiimiated value of publicly issued industrial development
honds for the years 1956-66, the number of issues and the average amounts
horrowed to finance projects in each year. The number of projects in each ycar
is approximately equivalent to the number of issues shown in Column 2, Between
1956-60, 217 projects were financed and the average issue size ranged between
$267,541-8742,797. Since 1961, the average amounts borrowed to finance indus-
trial projects has ranged between $1.0-$3.0 miilion.

The growth in average value of projects financed since 1961, is due to the sharp
inerease in the number of large-scale projeets financed, that is, proiiects in excess
of $1 million. In Table II, the number of issues exceeding $1 million since 1950
is shown. Prior to 1961, the largest industrial development bond issue was $9.5
million; however, between 1961-66, 19 single issues in excess of $20.0 million
were floated, In 1966 alone the 8 largest issues accounted for $334 million, more
than 60 percent of the estimated $500 million in new publie issues for that year.
Finally, the preliminary 1967 data involving large issucs reveals that new public
issues last year can be expected to substantially exceed $1 billion,

+ Tho matertal discussed in this memorandum is drawn primarily from data fnvolving publicly offered
industrial development bonds. In addition, there Is a large volume of privately placed industrial develop-
nent bonds which are not reflected in the above estimates, Commentators have estimated that the actual
amount of industrial develop:nent bondsoutstanding may be two to three times larger than estimates based
on public offerings would indicate, See e.g., Bridges, State & Local Inducements for Induetry, 18 Natlonal

Tax Journal, 7, 8 (1¢65).
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TABLE 1.—ESTIMATED VALUE OF PUBLICLY ISSUED INDUSTRIAL DEVELOPMENT BONDS ! BY LOCAL UNITS, NUM-
BER OF ISSUES REPORTED, AND AVERAGE ISSUE SIZE, 1956-66

Year Total amount of bonds ~ Number of issues  Average size of issue
issued (thousands)

$6,421 ] 267, 541

7,328 22 346, 000

12,746 47 271,000
22,086 0 458,920
56,383 74 742,797

52,201 42 k, 361,900
77,817 64 1,216,800
135,225 67 2,018, 300
201,571 8 2,458, 200
191,717 28 2,457, 900

$04, 460 133 3,792,932

t See e.g., Bridges, “State and Local Inducements for Industry,' 18 National Tax Journal, 7, 8 (1965).

TABLE II.—Number of industrial development bonds tssued in excess
of $1,000,000, 1956-66

Number Number
1956 - o e 111962, e oo 14
1957 e eeeeeeaeae e 111963, . e 16
1958, e 211964. . e 25
19589 - o oo e ieeeeeee e 1119685, o e eeeeam 28
1060 . oo Q1900 - oo ceeeeaaaaa 46
196 . eeaee - 5
TABLE 11).—INDUSTRIAL DEVELOPMENT BONDS ISSUED IN"1967 (LARGE ISSUES ONLY)!t
Date Amount Corporation Municipality
{millions)
1967 i
January. ...l $15.0 Arkansas-Louisianad Gas Co.....oovenniineiianiiiiian, Helena, Ark.
Febryaty....... .. 82.5 AmOO SIEC COIP. . omvennnnnnomsoneseeoee e e Middletown, Ohio.
March. .. .. 14.0 Cooper Tire & RubberCo........... ... ....... ... Texarkana, Ark.
April. ... 12.0 Firestone Tire & Rubber Co. Ceci! County, Md.
Do, 12.5 Beech-Nut Life Savers, Ins. ... 000 Holland, Mich.
13.5 Bibb Manufacluring Co . Monroe County, Ga.
60.0 Sinclaiz Petro-Chemicals {a subsidiary of Sinclair 01l Co.).... Fort Madison, Jowa.
10.0 CraweCo............ e eeemeemeannaneam—n——nennnnnee Washington, fowa.
30,0 Firestone Tire & RubberCo.......ocooeoiiamaeaiaaan.a. Warren County, Ky.
Allied StOreS. .. ..o iaiieareacaaercanaaaa Livonia, Mich.
Control Data Corp. - oo iaecieeaaaan mﬁ‘{“ County,
ebr,
West Virginia Pulp & Paper Co. ... Wicklifle, Ky.
Swift Manufacluring Co...... .-- Phenix City, Als.
fi .-~ Crosset, Ark.
Carner COp. . oo iieeiieeieanaan Warren Countv, Tann,
Wycon Chemical Corp. ... .cooeeoe i iaiaananen eyenne,

S. Plywood-Champion Paper--...oo.uoouveooenns Courtland, Afa.
Firestone Tire & RubberCo.... ... ... .. ... .. ....... Albany, Ga.

Pittsburgh Aclivated Carbon Co ... Ashland, Ky.
Hercules, In¢............. P aee ... Iberville Parish, La
1 Litton In dustries (Ingalls Shipbuilding).... I Mississip&.
Olin Mathieson Chemical Corp Br%dley unty,
ean.
Automatic Electiic CO. ..o veeiiein it Huntsville, Ala.

| 5000 MOONOOOVEOO MOCOOCUNNOOWO
o
3
S
<,
.
[
2,
[
:
H
H
:
'
)
H

Revere cogpef [N T T . Scottsboro, Ala,
Hystran Fibers Inc. (Hercules and Farberwenke Hoschst A.G.). fjpamn!;urg S.C.
Goodyear Tire & Rubber................._................ nion City, Tenn.
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1 Final data concerning publicly Issued industrisl development bonds in 1967 are not prasently available. On Nov. 8,
1967, Senator Ribicoff introduced in the Congressional Record information concerning cerlain large issues either pending
or completed in 1967. (See vol. 113, Congressional Record, pp. S16023 and S16024.) The instant table is primarily drawn
lnigailhi 9ig;ormation introduced by Senator Ribicotf but has been revised and limited to reflect those lsrge issues actually
sold in A
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TREASGRY DEPARTMENT,
Washington, D.C., January 28, 1968.
Hon. RusseLn B. Long,
Chairman, Commitlee on Finance,
U.S. Senate, Washington, D.C.

Dear MR. CHaIRMAN: This is to inform you of the views of the Treasury
Department on S. 2630 entitled “A bill to amend the Internal Revenue Code of
1954 to provide that arbitrage bonds are not to be considered obligations of
Statgs and local governments the interest on which is exempt from Federal income
tax.’

S. 2636 would amend section 103 of the Internal Revenue Code of 1954 to
exclude from the genernl tax exemption accorded interest paid on State and local
bonds the interest paid on arbitrage bonds. The bill defines an arbitrage bond as
any obligation (1) under the terms of the issue of which the State or local govern-
ment may invest the Eroceeds of the issue in taxable obligations yielding a higher
rate if interest than the issue in ({ucstion, and (2) the portion of the proceeds so
so invested is required to be held as security for the payment of the issue in

nestion or any other bond issue the interest payments on which are exempt from
ederal income tax. o

Specific exceptions exclude from the definition certain common situations
which entail only a limited or temgomry fnvestment of the proceeds of an issue
in taxable securities yiclding a higher rate of interest. For example, the genoral
exception for bonds which limit the reinvestment to a period of two years or less
would allow the temporary investment of the procceds of a new issue intended to
replace an outstanding Issue that is approaching maturity. Similarly, if the pur-
pose of a new issue is to raise funds for the construction of a facility, the temporary
investment of the proceeds for up to five years (for example, during the period
before they are needed to meet construction costs) will not cause the honds to be
classified as arbitrage bonds. In addition, bond issues would be excluded from
the definition even if a portion of the proceeds are required to be invested in tax-
able securities as a debt service reserve so long as this amount does not exceed the
amount needed to meet interest and principal payments during successive two-
year periods after the date of issue. Finally, if abnormal situations dgrompt the
issuance of bonds requiring a reinvestment of the proceeds for periods exceeding
the specified limitations, the bill would authorize the Secretnrly of the Treasury
to provide for the issuance of special Federal obligations at yields which would

revent an arbitrage profit from arising if the municipality was unable to purchase

ederal obligations yielding the same or lower interest rates than the issue in
question on the open market. A detailed technical explanation of 8. 2636 was
included in the Congressional Record (Vol. 113, Cong. Rec., p. S 16027) on
November 8, 1967, the date the bill was introduced.

The Treasury Department strongly SUF orts S. 2636.

The tax exemption afforded interest paid on State and local bonds permits the
State and local governments to market obligations bearing o lower rate of interest
than would bo the case if, like the bonds of the United States. the interest on
State and local obligations were subject to Federal income tax. As a consequence
it is possible for a State or local government to realize a profit by reinvesting
the proceeds of an exempt issue in taxable securities such as Federal bonds. This
profit is, of course, at the expense of the Federal government since it is exclusively
attributable to the tax exemption of the State and local bond interest.

The operational aspects of such a transaction are relatively simple. A State or
local government could issue bonds and agree to invest the proceeds in Federal
bonds which would be held in esorow for the payment of interest and (Frincipal
on the State and local bonds. The investor in such obligations would have a
certificate representing an interest in Federal Bonds, but because the interest
gnyments made by the Federal government would pass through the hands of the

tate or local government, it may be argued that the interest is exempt. A local
government engaging in such transaction would seek to make a profit from the
interest differential existing between the taxable Federal securities and the non-
taxable securities which it purportr to issue. It could then use this profit for any
purpose it deemed desirable.

A similar but more complicated form of arbitrage transaction arises in the
context of so-called advance refunding transactions. In this situation a State
or local government with bonds outstanding that are not presently callable could
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issuce a new series of bonds to ‘“refund” the old bonds by using the proceeds of
the new issue to purchase Federal government securities which are then placed
in escrow for payment of either the outstanding bonds or the new issue until such
time as the outstanding bonds are callable. In such cases the State or local gov-
ernment could scek and use the profit from the differential between the interest
on its new issue and the return on the Federal securities to reduce its debt service
costs, .

From the standpoint of the Federal government arbitrage transactions under-
taken to earn a profit on the interest differential between taxable and non-taxable
sccurities represent a clear distortion of the basie purpose of the interest exemp-
tion. That exemption is accorded State and local governments to permit them to
finance their governmental functions at a reduced interest cost. The Treasury
Department is unable to (Ferceive of any conceivable justification for extending
the tax exemption to bonds that are issued primarily to realize a profit from the
interest differential between taxable securities and exempt securities. Even
viewed as a subsidy to State and local governments such cases represent an
intolerable waste of Federal funds. The Federal government loses many times
more in tax revenues than the profit the municipality is able to realize from such
transactions.

It should also be noted that if the characterization of arbitrage bonds as exempt
obligations of the issuing State and local government were aceepted, the resulting
proliferation of such bonds would have disastrous consequences on the ability
of State and local governments to finance their normal government functions.
This would oceur because the capacity of the tax-exempt market to absorb a
large volume of new issues secured by Federal obligations without a sizeable
increase in the interest rate demanded of boiids that are not so secured is limited.
In this conneetion, every advance refunding transaction engaged iiv by a govern-
mental unit tends to double the number of outstanding bonds of that unit during
the period in which the old bonds are not caltable. Moreover, since fron: the
investor’s standpoint arbitrage bonds are as secure as Federal bonds, any munici-
pality in the country, no matter how small, could issuc ‘“pure’” arbitrage bonds
(i.e., unconnected with an advance refunding) without limit. In theory the only
limit on the amount of arbitrage bonds that could be added to the normal volume
of tax-exempt bonds would be determined by the amount of Federal obligations
that are outstanding. It is, therefore, evident that the existence of arbitrage bonds
on any sizeable scale would drastically increase the cost of State and local govern-
ment borrowings to finance traditional governmental fiinctions.

In 1966, The Treasury Department and Internal Revenue Service, after a pre-
liminary study of this matter, announced in Technical Information Relcase 8
that no rulings would be issued as to the exempt status of interest on certain
arbitrage bonds. Although this Department is convinced that oxisting law is ade-
quate to deal with these arbitrage transactions, it appears appropriate to amend
sect}gud 103 of the law to codify this result so that misunderstandings may be
avoided.

For these reasons it is recommended that S. 2636 bo enacted.

The Bureau of the Budget has advised the Treasury Department that there
is no objection from the standpoint of the Administration’s program to the
presentation of this report.

Sincerely yours,
STANLEY S. SURREY,

Assistant Secrelary.

Mr. Surrey. Shortly thereafter, the Securities and Exchange Com-
mission which had not previously taken the position that these obliga-
tions had to be registered because State or local obligations are exempt
from registration issued a proposed regulation that these instruments
were essentially private obligdtions and, therefore, had to be registered.
Our industrial revenue bond rulings were then inconsistent with this
action as well as with our arbitrage ruling.

(The regulation referred to above follows:)

01-240—68—T7
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SECURITIES AND EXCHANGE COMMISSION,

: Washington, D.C., February 1, 1968.
Securities Act of 1933, Release No. 4896. .
Securities Exchange Act of 1934, Relcase No. 8248,
ancn oF Paoﬁosnn RULE 131 UNDER THE Sncunmr;s Act orF 1933 AND PRo-
PoSED RULE 3b-5 UNDER ThE SECURITIES EXCHANGE ACT OF 1934

Notice is hereby given that.the Securities and Exchange Commission has under
consideration s groposal to adopt two new rules relating to “industrial revenue
bonds": Rule 131 under the Securities Act of 1933 and Rule 3b~5 under the
Securities Exchange Act of 1934. “Industrial revenue bonds’’ generally are instru-
ments issued in the name of a government or its instrumentality to finance the
acquisition of a revenue producing facility which is Jeased to a private commerecial
or industrial company, to whose specifications the facility: is usually created.
The principal and interest on the bonds are payable from the proceeds' of -the
lease, and the bonds are not backed by théitaxing power and general credit of the
govemmentalinstrumentali@zﬂin whose name they are issued. Such a-bond is an
instrument that represents: (1) an obligation on the part of a government or its
fnstrumentality to.perform certain acts, usually to colleot the rental under the
lease and to use it to discharge interest, sinking fund and other monetary. obliga-
tions contained In the instrument; and (2) an interest in the obligation of: the
private company to make payments under the lease in order t6 provide funds for
payment by the governmental instrumentality in whose name the bond is issued
of principal and interest on'the bond. Since the purchaser of an industrial revenue
bond looks principally, if not entirely, to the lease payments for the payment of

rincipal and interest on the bond, he i8 in reality. purchasing an interest in the
4eaae'obll§ation of the private company. The new rules are proposed for the
purpose of identifying the interest in the obligation 'of the private company as a
separate “security’ issued by the private company. These rules do not relate to,
and have no effect on, the obligation of the government or its.instrumentality
nor do-they require registration by the. government or instrumentality. The
purpose of the rules is to provide prospective investors with adequate information
concerning the nature of the obligation of the private lessee and sufficient infor-
mation about the lessee and its business as well as the terms, nature and identity
of the persons involved in the distribution to enable investors to make informed
investment judgments. .

Since the typical industrial revenue bond financing plan represents a financing
by a private company, investors should be given information concerning the
. business, prior experience, fiscal res ibilities and earnings of the company
that has leased the facility, as well as the terms and conditions of the lease arrange-
ment, in order to assess the worth of such investment. The municipality or other
governmental unit usually’ has no significant obligation under the bond, except
to the extent of applying lense payments received from the private compan
to the payment of principal and interest. The investor cannot, look to the mlmic?-'
pality for interest:payments of repayment of the principal; he can look only to °
the possibility of success or failure of the:private company. The muniocipality
serves as a conduit through which the amounts payable under the lease arrange-
meént flow from the grivate company to the bondholder. In these circumstances,
the investor.is offered an interest in an obligation of the private company which is
a ‘‘gecurity” within the meaning of the securities acts and should have the benefit
of the disclosurea required by the Securities Act of 1933 and the Securities Ex-
change Act.of 1934 when appligable. ., . ... ¢ ... . oo oo

“The ?ropo g? rules do not i?ueg fon t,hq avalilability of 'ﬁl'e.exé‘mp’ti‘qn rovided
in Section 43(% 2)' of the Seciirifies 'Act, to thé'obligationd of iﬂuhlcipkfiaeﬂ of ‘of
the states or their:political subdivisions or instrumentalities: Such exemption is fiot
available,” however,: to the soparate seourity: issued| b ::-thegpﬁyate%'qompanﬁ.
Abgen »ﬁnre’m,gpﬁi.on;undfn the Act, the gocurities of the private vompany.will
be subject to the:registration’ and prospectus.delivery requirements of Section 4
of thé Sedurlties Aet. Régistratioh will fiot bo reidired by the maklcipality oF
- other political subdivision or instrumeéntality,. ; v e o T oot

On the basis of avallable infornmiation; it appears.that substantial:amoutits of
these bonds have been sold to the publio. Accordingly, the Commission helleves
that the Pro(posed rules are apProprlate to Inform persons who may be issuers
of securities identified by the rules, as well as ;;ersons offering, selling, distributing
or dealing in such securitics, as to their obligations under the securities acts.

- o . y
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Consideration should also.-be-given to the applicability of the Trust Indenture
Act of 1939 to the securities {dentified in the rules. It should be emphasized that
the application of the registration requirements of the Securities Act to the sceuri-
ties of private companies which are identified in the proposed rules is intended to
provide investors with material financial and other information concerning the
private company and the nature hnd limitations of its obligations. The rules are
not intended to affect the determination whether to utilize finaneing plans involv-
ing the issuance of industrial revenue bonds, - :

* '"PROPOSED RULE 131

Under paragraph (a) of the proposed rule, any part of an obligation evidenced
by any..bond, note, debenture, or other evidence of indebtedness issued by any
state.or:terrlt,ory.of the U,nitecf States, any political subdivision of a state or terri-
tory, or any agency or instrumentality of one or. more states, territories or politieal
subdivisions t ereof, which i8 payable from' rentals received in respeot to property
which will be used under a lcase by er for industrial or commerical enterprises,
shall be deemed. to be-a.separate security jssued by the lessee under the lease. In
addition, as essentlally the same kind of financing plan could be carried out by a
governmental body or instrumentality loaning the proceeds of the bonds to private
enterprise or sellliig the revenue producing facilities to ‘private: etiterptise on a
deferred mem_en‘t basis, paragraph—(r)"provides that any part of the ‘obligation
evidenced by any bond, ¢ o"which is %%yablo from.payments recefved ‘uhder a
lban or salé arrangemen®; shall' be deém be a sepaPate sceurity issiled by the
obligor under such Jdan or sale arrangement. : N\ T

_Tie proposed pdle is direoted: to finaricing plans in which 8ay part of'the prin-
cipal and/or intgrest on a bond, note, delyénturg or evidénce of il ebte’(gne'sa issuied
in: the name #f-4 government emjts ingtrumentality is payable\from piyments
which are to/be made unde rloan arrajigement by priNate eritérprise
for property or mongy , rial or commerecial enterpNses. The rule
does not gpply :to revghue bonds A , a political subdiviyion, a muni-
cipality of a public instrumentality to-finaitea revenug’prodiicing puplie profect
operatedfby-such issuer, suec /O)L. : ater systems, \ransporta-
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PROPOSED RULE 3b-5

The Commission believes that it is appropriate to adopt proposed Rule 3b-5
to make it clear that securities identified under Rule 131 are also “securities”
within the meaning of Section 35:;)(10) of the Sccurities Exchange Act of 1934,
The provisions of the proposed rule correspond to those of Rule 131. The proposed
rule is intended to inform brokers and dealers who deal in industrial revenue bonds,
that consideration should be given to the existence of separate securities issued in
connection with the issuance of industrial revenue bonds, in determining their
obligations under the Securities Exchange Act, where any part of the obligation
evidenced by any bond, note, debenture or other evidence of indebtedness is
payable from Fayments made in respeet of property or money which is or will be
used under a lease, sale or loan arrangement by or for industrial or commercial
enterprises. Such separate securities ordinarily would not be exempted sceurities
within the meaning of Section 3(a)(12) of the Act.

The text of the proposed rule is as follows:

“RuLE 3b-5. Nox-ExeMPT SECURITIES IssuEpD UNDER GOVERNMENTAL OBLL-
GATIONS.

“(a) Any part of an obligation evidenced by any bond, note, debénture, or other
evidence of indebtedness issued by any State or Territory of the United States,
any political subdivision of a State or Territory, or any ageney or instrumentality
of one or more States, Territorics or political subdivisions thereof, which is payable
from payments to be made in respect of property or money which is or will be used,
under a lease, sale or loan arrangement, by or for industrial or commercial enter-
prises, shall be decmed to be a ‘separate’ security within the meaning of Section
3(a)(10) of the Act, issued by the lessee or obligor under the lease, sale or loan
arrangement, o :

“(b% This rule shall apply to transactions of the character deseribed in para-
graph (a) only with respect to bonds, notes, debentures or other evidences of
indebtedness issued after , 1968.” )

All interested persons are invited to submit their views and comments on the
proposed rules, in writing, to the Securities and Exchange Commission, Washing-
ton, D.C. 20549, on or before March 29, 1968. Ixcept where it is requested that
isuch eoimmunications not be discloscd, they will be considered available for public

nspection.
y the Commission:
OrvaL L. DuBois, Secretary.

Mr. Surrey. Under these circumstances we continuad our study
as we had indicated.

We have come to the conclusion, as we announced, that our earlier
rulings were simply wrong and that since this entire structure rests
upon an erroneous view of the Internal Revenue Code as interpreted
by the Internal Revenue Service, there was responsibility to change it.
Only a ruling was involved earlier. We concluded, therefore, that we
should announce the change and then proceed with the proposed
{legu_latibn. This proposed regulation will be the subject of notice and

earing.

(The announcement by the Internal Revenue Service referred to
above follows:)

TecHNICAL INFORMATION RELEASE OF THE U.S. TREASURY DEPARTMENT,
»INTERgAL REVENUE SEeRvVICE, PuBLic INFORMATION - DivistoN, MARCH
6, 196 )

The Treasury Department today announced that it is reconsidering fts éyositlo'n
on the tax exempt at‘atus -under section 103 of the Internal Revenue Code, of
interest paid on so-called {ndustrial development bonds.

Generally, the bonds are issued by a municipality or other golitieal subdivision;
however, the debtor, in reality, is the private corporation which will use the facility
constructed with the proceeds of the bond issue.

The present position is set forth in Revenue Ruling 54-1068, C.B. 1954-1, 28,
Réeg:v;enlucMRuling 57-187, C.B. 1957-1, 65, and Revenue Ruling 63-20, C.B.
1063-1, 24.
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On or about March 15, 1968, a proposed regulation concerning so-called indus-
trinl development bonds will be published in the Federal Register. Interested
parties will be afforded an opportunity to submit written comments and a public
hearing will be held. .

The proposed regulations, when issued, will provide that such bonds will not be
considered to be obligations of a State, a territory, or a possession of the United
States, or any political subdivision of any of the fore oing, or of the District of
Columbia within the meaning of seetion 103(a) (1) of the Internal Revenue Code.

These regulations will only apply to such honds sold after March 15, 1968.
In applying the March 15 effective date, bonds will be considered sold on the
date on which a buyer or underwriter enters into a binding contract with the
issuer to purchase the bonds at a fixed price.

Accordingly, the Internal Revenuc Service will publish a Revenue Rnling
revoking Revenue Rulings 54-106 and 57-187, effective with respect to so-calle
industrinl development bonds sold after March 15, 1968, In addition, it will
appropriately modify Revente Ruling 63-20 with respeet to such bonds sold
after March 15, 1968,

The prineiples contained in Revenue Rulings 54-106, 57-187 and 63-20 will
apply to so-called industrial development bonds sold on or before March 15,
1968. However, these Revenue Rulings do not take into account the cffect of
rrovisions making the redemption of such bonds mandatory in the event that
cgislation is enacted, a regulation is promulgated, or a Revenue Ruling is issued
affecting the tax exempt status of interest paid on such bonds.

The Revenue Service announced that it is now studying the effect of mandato
provisions of this general nature on the tax exempt status of interest paid on stic
bonds under section 103 of the Code and the Revenue Rulings thercunder.

The Revenue Service also announced today that it will no longer issue ruling
letters with respect to so-called industrial development honds. However, ruling
requests received before the close of business on March 6, 1988, will be processed,
Where such requests involve mandatory redemption provisions, favorable rulings
will not be issued.

Mr.tSurrey. The matter came up at the Governors’ conference

and the Governors’ conference took note of the fact that the Treasury
Department was reconsidering its position. The tax committee of
the Governors’ conference noted that they had been informed
the Internal Revenue Department may soon promulgate regulations
eliminating the tax-exempt feature of these bonds. The panel noted
there have been abuses associated with such securities and urged
that Treasury officials seek the participation of interested State and
local groups in the formulation of any departure from the present
policy of tax exemption.
- Those consultations were held with interested State and local groups
before any announcement was made, and there was consultation with
the groups that represent the various governmental units in the United
States before the announcement was made.

I might say that we were faced with a very difficult situation, and I
think the State and local communities recognized this. Last year there
was $1.3 billion worth of these bonds pugblicly issued. The market
nearly broke last December because of the vast outpouring in that
month. We have been informed that the bond calendars indicate
potential issues this year, identified at this time, of between a billion
and a half and $2 billion,

Senator CurTis. Mr. Surrey, you do not feel the amount involved
in any way relates to the question as to whether or not taxing of these
bonds must be done by Congress or——

Mr. Surrey. No.

Senator Curtis (continuing). Or by the Treasury, do you?

Mr. Surrey. No, I do not. T

Senator Curtis. That has nothing to do with it?
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Me, Sunrriy. Not with the legal situntion, 1t does, howover, have
relevance to the way in which the ‘I'reasury has to act oneo deciding
that its position is wrong, In other words, wo were in consultation with
the State and local governments, T'he State and local govornments had
noted that last year, ns o vesult of the very lage ontgiouring of these
industrinl roventte bonds, theiv interest costs under varvious ecaleula-
tions, roso by a quarter to one-half percent on their regular bonds
issued to finanee sehovls, water distriets and the like.

Senator Curtis, ‘That does not relato- -~

Mv. Sunrrky. It does not relato to the logal situation, siv.

Senator Curris (continuing). Whether or not it should be veached
by statuteor by the ‘I'reasury.

Mr. Sunney. No. It velates to the way in which wo neted. There
was great approhension of what would happoen if a large amount of
these bonds eame on the markot. Wo had concluded wo were wrong in
our ruling and, therefore, we were going to reverse our position,

‘I'he question then was of the mechanies to bo used to imploment
our decision to correct our prior erroncous interprotation of the law.
Wo announced the proposed regulutions \vnul(\ bo issued and wo
annotihieed a cutofl dite of Mareh 15, We did two things. Wo an-
nounced that any regulation would not ho retroactive. The Secrotury
has the authority to do that under oxisting legislation. The proposed
regulation would not bo retroncetive as to any prior bonds, Wo then
cleared ovory ruling request pending in the Internal Rovenne Service.
Wo cleared them all out and granted favorable rulings consistent with
our eatlior published ruling.

T'he result wns that overyone who filed n requast with the Internal
Revenuo Sorvice had that request aeted on at the time of our
announcemoent,

Now, in the interim period we have consulted with people whose
obligations or whoso transactions are in the pipeline. ‘T'here has boen
some misunderstanding which has beon corrected. For examplo, thero
are cortain bonds in which the underwritars have signed a contract
but the bond is subjeet to approval by an election of the various dis-
tricts concerned. We have ndieated that since a firm undorwriting
contract. has boen signed, the issue has boeen sold within our under-
standing. T'he fact that it sold subject to a condition such as an
election is immatorinl as to whothor dlo contract is binding,

I'here has ulse been somo misunderstanding with respeot to aicport
bonds and the like. Our proposed regulation, which we hope to have out
by the end of the week will indicate the dividing line botweon indus-
trinl revenue bonds and airport bonds, water bonds, and other revenue
bonds, which are obligations of tho municipalities because the munie-
ipality stands back of thom and is the ownoer and operator of the
fucility. We ave in consultation with State and loeal governmonts on
these questions, That is one reason the regulation dih not. come out
immediatoly. Wo have said wo will cooporate with them and we are
going over the detnils with their authorized vopresentatives,

Now, there are transactions that are in the pipeline. "T'here are somo
transnctions which might be consummated within tho next 60 days or
so. In mnny of these cases the parties havo indieated that alternative
methods of finaneing are availablo, Wo have beon in consultation with
investment lmnking houses who have indicated to us that, in their
judgment, alternative mothods of finnneing are available in most of
these cases.

s o s
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T"hat goos to the question from our standpoint of havdship vosulting
from our partieulnr action, We have said weo would like to have the
fucts of pavticulne cases, In other words, whero is tho transaction? To
what oxtent has it moved along? What are alternntive méthoids of
finnucing? "T'he companies involved have been most cooperittive with
us, Thoy have recognized thint, when we get all the fuets, we want to
deal fairly with the people that ave involved under our annomicement,
It is difliealt to deal fairly and deal with equities until one sees the
varying situations that can oceunr. Remember theve ave $2 billion of
honds involved here. Some issues, of conrse, are just glenms in some-
body's eves but others have been down the rond and maybe construe-
tion has started in some cases.

I'hese enses are coming in to us and they are under consideration
within our ruling authority.

Now, I montionad these mittters of amounts outstanding and effects
on State and loeal bond- interest rates not as Imnriniz on tho legality
of our uction but rathor as bearing on tho manner in which we im-
plement our decision. If we do roverse our position, which is a serious
mattor because the ruling has been outstanding for a great many
vears, we should go about it in an orderly way, and that is what we
think we are doing.

As to the merits of the matter, let me reiterate that the whole
situation of these bonds does rest on an Internal Revenue Serviee rul-
ing. That Internal Rovenue Service ruling was issued under circum-
stances far different from today. We hnvohnd-n minber of indications
that our ruling is wrong. We have studied it, as we have indicated
and we have coma to the conclusion it is wrong. Whon we issued
our arbitrage ruling, nobody protested that. And’k't. me indicate why
they did not protest it, Senator Curtis. 1 think they reatized if we
had ruled the other way there would have beon a complete collapse
of the bond market because there would bo nothing to prevent any
municipality from issuing hundveds of millions of dollars of its obliga-
tions, then turning around and investing tho procecds in Federal socu-
rities. The limits would have heen the amount of Federal seeutities
wo were issuing and you could sce what that would have done to
normal State and local tax-exempt obligations.

Our lmsition’ on arbitrago was based on our conclusion that the
words “obligation of a State,” ot cotera, as used in secetion 103 of the
Internal Rovenue Code do not include arbitrage bonds even though
the name of & city is printed'on a piece of paper. The instrument is not
an obligation of that city if all the city does is take the money and
invest it into our bonds. All it has dono is give the investor who
bought that picco of paper a ticket to our bonds.

Senator Ribicoff and othots have pointed out that the subject is
idontical in the caso of industrinl rovenuo bonds. Industrial revenue
bonds are morely tickots to the investor who buys thom to whatever
company is back of the lease. The two rulings cannot steund con-
sistently,

We were faced with this problem-~we had our 1954 vevenue ruling
ontstanding nnd wo had our arbitrage position outstanding, The two
were inconsistent, but the arbitrago position was not questioned by
anybody when it camo ont. : '

That’is the background of the mattor,
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Sonntor Curmis. Mr, Choairman, 1 realize wo are unde» limited
time. I do not mean this as critical of My, Surrey. His remacks have
been interesting but my question deals with the legality or with some
facts that might point to it and I ask unwamous consent that 1 can
just ask two or three brief questions.

Senator ANDERSON (now presiding). He has had double time al-
rendy. Go anhead and make them burief.

S?r.mtm' Cunrtis, 1 am sorry. 1 did not snticipate a response such
as this,

Did the 1954 ruling which made public what had long been the
ruling of the 1RS, come out before the 1954 code became law?

Mr. Surriy. Yes; the raling was issued March 22, 1954, and the
code became law Aug'zust- 16, 1954,

Senator Curris. Now, one other brief question. I have the highest
regard for the Committee on Ways and Means. 1 think it is probably
the top committee on the Hill, but 1 point out historically that aetion
by the Committee on Ways and Means is not essentinl to tax legisla-
tion, and 1 call attention to the fact that in the Kisenhower adminis-
tration, the excess profits tax was extended for 6 months when no bill
had been reported out of the Committee on Ways and Means, and my
question is what has the current administration done to advance its
request for a tax increase?

Secretary Fowner. Senator Curtis, I appeared before the Ways and
Means Committee in public sessions in Aug‘ust for 2 days accom-
panied by the Director of the Budget and the Chairman of the Council
of Economic Advisers. Again, at their request, on November 29 and
30, at that time accompunied by those two oflicials and also the
Chairman of the Fedoral Reserve Board. Again, on January 22, again
accompanied by the Chairman of the Council of Economic Advisers
and the Director of the Budget and the Chairman of the Federal
Reserve Board.

I have repeatedly visited most of the members of that committee
individually, not all but most of them, and tried to explain the need
for this action informally with all sincerity and facts and opin ons
that I could summon.

As you know, the President after the submission of his message on
August 3 had briefings at the White House with all of the Democratic
Members of the House and about 50 or 60 Republican members. Prior
to the submission of the message there were discussions with leading
Members, the chairman and ranking minority members of the com-
mittee. I have tried to make available to that committee both formall
and informally all of the pertinent information and developments, both
domestically and internationilly, and to give them both our opinion
and other informed opinion as to the relationship of various events
to the situation.

I cannot tell you the hours and days and efforts that have been
expended in what I consider to be my responsibility us an advocate for
this measure. I have hore—of course, these things do not weigh very
much—-in this folder here, the polite and passionate statements I have
made about the importanco 0} this to our national and international
financial position.

Senator Cunris. Well, in the case I just cited, the chairman of the
Ways and Means Committee refused to even call a meeting but it
was enacled, With the most kindly feeling toward that committee
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and with the greatest respect for it, I point out that the legislative
history is such that the action of the committee is not necessary to
enactment of a tax inerease, and there are people in the cowitry that
are wondering whether or not a tax inereaso is really sought.

T"hat is all.

Senator ANpERsoN. Mr. Seeretary, one line of your statoment, page
12: “We must remember as we keep debating that time is still running,
and every day that passes without the tax increase adds $33 million
to the deficit.”

It is your position very strongly that you would like to have the
«nrtax dono now? /"

Sceretary Fowner. Yes, siv; 1 would like to have it done. T point
out to add to that, that had the law been enneted and-the ddites origi-
nally proposed been effective as of those originally proposed dates,
revenues citimated at $4% billion in this ﬁscar year would have been
flowing into the ‘I'reasury that are not now flowing. And aguin, if the
wesent dates are not met, for each day beyond those dates we will
ose $33 million & day. So I am for prompt. action, Senator Anderson.

Senator ANDERSON. ‘T'here are some people who would like to hnve
the bill pussed, 1 among them. We ought to do it as quickly as we can,
These $4 billion would help; $33 million a day is a frightening figure.
We had a little argument yesterday on the floor of the Senate on u
bill which costs $25 million and it. lost and then got tied and then got
untied and we had considerable activity about that. Hero is $33
million a day that is being lost to the 'Freasury now. I am going to
muke sure we are going to be batting for you if we can.

Also in your statement on page 14 you sar the Vietnam cost is
about $26 billion for this fiscal year 1969, half of this to be mot by tax
increases. This is a reasonable amount, when you think about it.

Secretary Fowrenr. Yes, sir.

Senator ANpERSON. You can support that figure, can you not?

Sccretary Fowrer. Very definitely.

Senator ANDERsON. Huve we not also had quite a bit of stock mar-
ket activity and bond activity in the last week, and so fort). ?

Scerotary Fowrer., We have, indeed. I would say the situation on
the foreign exchange markets and the gold markets and the financial
markets are all very disturbing and I think there is a very definito
relationship between the disturﬁcd condition in these markets ind the
failure of the Congress of the United States to take action up to-this
time, with the serious situation that has confronted us, been knuwn to
us, been the subject of a Presidentinl message since August 3, ard has
bem;‘ constantly reiterated. This has been a disturbing factor in the
markets.

Senator ANpERSON. [ have been carrying around an articlo “Bonds
Versus Stocks’” in the U.S. Nows & World Report, Decomber 18
[ think they sny some very good things. We have had some investment
wolicy changes. A fow months ago people wore recommeonding that we

uy three-fourths of the bonds amf one-fourth of stocks, now it seems
to be tho reverse, and these people are competont advisers. ‘I'hoy are
\\i;n'ried about it. I am hopeful that you are going to keep on worryin,:
about it.

Secrotary FowrLer. I do not think I hnve ever scen an economis or
finaneial question, Senator Anderson, on which there has been such a
heavy majority of opinion as the question of whether or not it is wise for
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Congress to enact a substantial incrense in income taxes. I will not
say unanimous—none of these questions are ever unanimous. There are
always two points of view and there are always a variety of reasons,
but I have never in my experience seen an important key econemic and
financinl question of this sort in which the ovorwhelming preponder-
ance of opinion both here and abroad, both in business circles and
financial circles has been that tho stability and preservation of a
prosperous economy and a functioning industrial interndtional mone-
tary system depends upon positive response of the Congress at this
session to these tax pro&osals., A

Senator ANpERsoN. Well, I amn not going to take timie to do it but

ou refer in ﬂour statement to bidding up interest rates. Have we not

een doing that right along?

Secretary FowLER. Yes, we have, and there was a short temporary
lull in the early months of last year it which short-term rates declined
very, very substantially and long-term rates also declined somewhat.
However, that decline bottomed out in the early summer. Short-term
rates started moving back up and there has been a very considerable
movement ‘in both short-term and long-term interest rates since
August 3, the date of the President’s tax message, and most of those
interest rates, particularly in the long-term field, are at the level, or
a})(;;% éhe level in many cases, of the highest peak yield in the summer
o . : . '

. For examgle, in 10-year Treasury bonds, the peak yield in August
and September was 5.51. On March 8 it was 5.75. Twenty-year bonds,
5.12 in 1966 at the peak, March 8, 1968, 5.61.

The municipal bonds that we were just discussing a moment ago at
their peak in August-September 1966 were 4.24. They are today,
March 8, 4.49. v

Senator ANDERSON. Mr. Secretary, I saw a report within the last
month that a person with a fairly adequate income could buy these
tax-exempt bonds and actually get a constructive return of 9.2 per-
cent, with the increasin% prices, of course. It is a great rate for the
investor. Do you not feel 1t is important to try to get this one thing
settled, the tax-increase picture, quickly? _

Secretary FowLer. I do indeed, sir.

-Senator ANDERsON. Thank you.

The CHAIRMAN (now presiding). Senator Morton?

Senator MonToN. A few brief points. I think I do not know whether
my complaint should be addressed to you, Mr. Secretary, or to the dis-
tinguished chairman of this committee, but I was watching television
last night and I saw_the most _distinguished committee of all before
television. I put my Sunday suit on and came down here today and I
do not see any cameras and I do not know whether to send the cleaning
bill to you or to the chairman of the committee. ) -

The CuairMaN. If you had asked for the television I would have
invited them in. o |

Senator WiLLiays. You would have had better attendance.

The CuamrmaN, If I hed known you had a suit pressed for the
occasion I would have invited them 1n.

Senator MorTon. You spoke, Mr. Secretary, and I can sympathize
with your position, of the desire for additional-revenue through the
10-percent surcharge or some other method. The possibility has been
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brought up here of attaching it to this bill, on excise taxes. I think
from a matter of paragmutic politics we had better go ahead with
this excise tax for the cogent reasons you have poitited out and get it
done quickly rather than getting ourselves into a long conference with
the House or a long debate on the floor on these extraneous matters,
even though I am inclined to agree with you that we do have a pressing
need for additional revenues.

I sk for no response from you. I give that as a suggestion.
 Secretary FowLer. Senator Morton, I will reiterate again that
these matters of procedure between the two Houses involving their
respective places and functions both under the Constitution and in
the light of tradition are areas into which with all my other problems
I would rather not intrude. ‘ . ,

Senator Monrron. All right, sir. Now, just one question. I have
been somewhat disturbed by the argument that is used by the admin-
istration, a persuasive argument indeed, but one that 1 question;
namely, that an increase in taxes will f)ring about a reduetion in
interest rates. I hope this would happen. I read yesterday in the Wall
Street Journal that the plant expansion planned by American industry
is 6.8 percent greater for 1968, calendar year, than 1967. I understand
that 1967 was some 1.6 percent above 1966.

Now, if a company goes through with its lﬁlmmed expansion, some
of the money has to be gorrowed, some of it will be taken from earnings.
If we put a 10-percent surtax on these earnings, would it not increase
the borrowing necessity and with the shortage of capital today, the
shortage of funds today which leads to these higher interest rates,
would not the pressures for borrowing and, therefore, for higher interest
rates or sustained interest rates negate any reduction in interest that
might- accrue from an increment in taxes? .

ecretary FowLer. The corporate tax increase would have, I think,
a minor factor of impact such as you deseribed. There might not be
the same full measure of relief in terms of supply-demand on the
capital market. The factor that you mentioned might cancel out some
portion of the benefit to be derived in the corporate tax increase.

However, with regard to the individual tax inerease, I think that to
provide the funds out of current revenues rather than borrowed money
would greatly reliove the supply-demand crunch that will exist if all
of the Treasury and agency debt has to be financed, that will be
coming due, that will have to be financed by borrowing rather than
curréent revenues. This is a supply-demand picture which isfquite
astounding. ) 4

I'am going to give you scine figures that are not my figures. They
are figures of a very well-known finanéial house which has over the
years kept these kinds of estimates, Salomoh Bros. & Hutzler, and
their current summary of the supply and demand for credit indicates
that an estimated total demamr to be satisfied for 1908 is $73.8
billion, around $74 billion. And of that demand, real estate mortgages
they estimate will be up slightly. Corporate bonds will-be down quite
substantially this year as compared to last year. Foreign bonds down
somewhat. Bank loans up somewhat. But Treasury and agency debt
would go up from $6.3 billion in calendar 1967 to $18 billion in calendar
1968, triple the demand from the Federal T'reasury and agency debt.
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Now, looking at the supply side, the implications of that are very
serious because the suml)l side would call, if that demand is going to
be met by supply, would call for taking from individual and miscel-
laneous investors about $13 billion whereas normally in 1964 and 1965
you drew 6iit $7 or $8 billion from that area. So the $13 billion that
would be drawn in 1968 would be roughly equivalent to the $13
billion that was drawn from private and miscellaneous investors in
1966, which was a bad year in this area,

So, we have got a supply and demand situation in which the Federal
Trensury and agency debt part is just pushing everybody else off the
edge of the bench, and one of our fellows describes it, and the only
way you can bring this supply-demand picture into any kind of
healthy relationship where there will not be this excess of pressure on
the individual fhiscellaneous investor, which means increasing rates
so he will transfer his funds from norinal savings into securities, the
only way you are going to do that is to pass a tax bill and raise that
money that you have to raise out of current revenues rather than
borrowings. . "

Senator MorroN. In other words—

Secretary FowLer. With a corporation you do have a point there.
There would be some canceling out.

Senator MorToN! In other words, by relieving the Federal Govern-
ment of having to go into this limited supply

Secretary Fowrer. Limited market.

Senator MorToN (continuing). Will more than offset by far, in
your iudgment-, what would happen with the corporation or the indi-
vidual who has a home that is half built and if his taxes go up, he had
planned to put in so much of his earnings, he might have to borrow
a little more.

Secretary FowrLer. Particularly that is so, Senator Morton, in
view (;)f the very high savings rate that has been characterizing this
period.

Senator MortoN. Thank you, Mr. Chairman.

The Cuairvan. Senator Hartke?

Senator Hartke. Mr. Secretary, if this tax is enacted and if the
Vietnam troop commitment is increased by 40 percent by the roughly
200,000 which is being speculated in the press,is it anticipated it will
be necessary to have either credit, wage, or price controls?

Secretary FowLER. Senator Hartke, I would like to answer Iyom'
question very carefully and part-icu]ariy, and say that so far as I can
see both the current prospects and the near prospects, I do not believe
that there will be any need for direct wage and price controls. I have
not cranked out any particular figures on this because no particilar
figures are yet available. The deliberations that are now attending
the reports that were brought back by General Wheeler from the
theater in Vietnam—these reports are under intensive review, as
Secretary Rusk has outlined before the Senate Foreign Relations

‘ommittee, and I am not in any position to anticipate the outcome
of these deliberations.

Therefore, my answer to your question is that so far as T can' see
and am knowledgeable about it, I see no need for direct wage and
price controls.

Senator Harrke. What about credit controls?
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Secretary FowLer. No. Not at this time under present conditions
because there is, us 1 have indicated to Senator Morton, a fairly high
rate of savings of disposable income, extraordiniirily high rate, I might
suy. Consuiner credit and installment credit, while they are increasing,
they are inereasing in very modest proportions and what is going on in
the market for consumer durable goods or for real estate is not an
abnormal supply picture in any sense of the word that would call for
the invocation of credit controls.

Liet me say the only credit controls, Senator Hartke, that I advocate
now is a control of Federal credit demuand, and that you can only
achieve, ns I indicated to Senator Morton, by passing the tax bill.
That is the only credit control-that I can see that would produce n
desirable result at this time.

Senator Hartke. Do you have an estimate which is available here
on the general overall cost, say, of 50,000 troops or 100,000 troops?

Secretary IFowrner. 1 do not, Senntor Hartke, since

Senator Harrke. Does the Budget Director have that?

Secretary Fowrer. T was just going to say that since the Bureau of
the Budget was transferred to the Executive Office of the President
in 1939 we have no such staff that cranks these things out.

Senator Hanrtke, Well, 1 would be willing to vote for more staff
for the Sceretary.

Mr. Zwick. Senator Hartke, it depends on what deployment you
are talking about. We use as o rule of thumb a little more than $10,000
per person in the United States. If you are talking about overseas, that
may go up another 20 percent. 1f you are talking about in-place in
Southeast Asin, it could be $20,000 to $30,000 per person.

Senator HArTKkE. $20,000. If you increase, then, by 100,000 men-—
I will let you do the arithmetic, I usually get in trouble when I try
that—what would 100,000 men cost in-place in South Vietnam?

Mr. Zwick. Well, 1 will give you two answers. $20,000 per person
multiplied by 100,000 men is $2 billion. The second answer is that
[\;'ou just cannot estimate that by rule of thumb, you have to talk about

ases and logistics backup. But if you caleulate it at $20,000 per man,
it is $2 billion.

Senator HARTKE. That is for the manpower itself. But is it not also
a fair rule of thumb that for every 100,000 men—including the addi-
tional cost—that you estimate it will cost the Government $5 billion?

Mr. Zwick. No, sir.

Senator HARTKE. That is not right?

Mr. Zwick. No, sir.

l?em:itor HaRrTKE. You take $2 billion for the actual manpower it-
self and——

Mr. Zwick. No. That is incorrect. That is total cost. Perhaps one
of the figures you are using to get at this is that we have said the cost
of Vietnam special support is $25.8 billion for fiscal 1969. You have

ot built into that figure a major base infrastructure in Southeast

sin. You have got a deployment figure of 525,000, plus other troops
in Southeast Asia. So that the total cost per person now out there is in
the order of $40,000 or so. But when you add additional troops you do
not expect to replace the whole Guam complex, the whole——

Senator HARTKE. Let us assume, then, that the 200,000 which is
speculated in the press goes into place. Accor(linf, to your estimates,
t,}len , this would add approximately $4 billion to the cost of the war in

Vietnam; is that right?




104

Mr. Zwick. No, siv. That is not my estimate. I said that is the figure
if you assume $20,000 per man. I cannot sit here and estimate the
cost_because you have to go back and see what would actually be
involved.

Senator HArTkE. This is remarkable. You mean the Budget
Bureau cannot estimate the cost of additional troops?

Mr. Zwick. No, sir, I did not say that. I said my estimate was not
$4 billion. We can estimate it, if you give us a base structure.

Senator HARTKE. All right. et me start again. If the 200,000
additional men are sent to Vietriat as speculated in‘the press, what is
the increase in the cost of the war in Vietnam ocoasioned by that
additional utilization of troops?

Mr. Zwick. 1 am trying to say that T cannot answer that question—
nor can anybody else—in the abstract, without knowing how they
are going to be deployed, how this would add to the training require-
ments in the United States, and other factors.

The Cuarman. May I just get in on this enough to try to help the
Senator get an answer to his question. It seems to me that you say,
“Well, if you do it this way, that then it would cost this amount. If
you do it the other way it would cost another amount.” It seems to me
that you ought to auswer the question by making the assumption
which seems most logical. You would perhaps have some increase
in ship berthing but you would not be building a whole new harbor.
Tf you just make reasonable assumption, it seems to me, you ought to
have some rule of thumb. Certainly, somebody in your Department
has run off some estimates; have they not?

Mpr. Zwick. Yes, sir.

The CHARMAN. Did you not give the low range and high?

Mr. Zwick. I gave you the range. 1 said if you look now at the cost
of manpower in Southeast Asia it is around $40,000 per man. If you
assume iiifrastructure is already there, your cost is $20,000 per man.

The CuamrMaN. Let me interrupt for a mimite to try to get the
answer to this question. Take one assuml:tion or the other, which as-
sumption is more logical, the $20,000 or the $40,000; or do you want to
strike a figure in between and let us say $25,000? =

Mr. Zwick. I would assume closer to-the $20,000, sir, but all I am
trying to say is'that, given a set of assumptions that the infrastructure
is there, you are talking about $20,000. I think it-would be unfair to
imply that I have looked at a deployment plan which makes one esti-
mate more likely than the other. I think a $20,000 figure is the more
reasonable. » | e o

The CHAIRMAN. $20,000 multiplied‘ by the number of men. How
many men, 100,000 or 200,000? ,

Senator HarTkE. I would like to have 100,000 'and 200,000.

Mr. Zwick. Between $2 billion and $4 billion.-

Senator HaArTKE. For 100,000'men $2 billion will be added to the
cost; for 200,000, $4 billion will be added to the cost 6f Vietnam.

Mr. Zwick. Right. '

Senator HarTkEe. That is not taken into consideration in your pres-
ent budget estimates.

M. Zwick. Correct. ‘

Senator HARTKE. And that was not taken into consideration when
you presented your testimony here today?

Mr. Zwick. That is correct.
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Senator HARTKE, As a result, will you be coming back to us and
asking wus for additiofial taxes beyond the 10-percent surcharge,
beyond the excise taxes, and the acceleration of the collection of
corporate taxes, if this additional $2 billion or $4 billion is requested?

Mr. Zwick. Senator Hartke, 1 would like to reiterate what Secre-
tary Fowler has already said. As of this moment this is under intensive
review.

Senator HARTKE. But as of this moment we are dealing with the
fact that everybody in this whole cowmitry is wondering what is going
to happen and they aiiticipate there is going to be some increase. We
can put it down to $1 billion if, as I understand it, using your rule of
thumb, there are 50,000 troops. In other words, for every 50,000 men
we add a billion to the cost of war.

What I am asking you is that if we increase the troops would you
have ?to come and ask for additional increases in surtax or any other
taxes

Mr. Zwick. If our budget expenditures are exceeded for any
reason, inclidihg Southeast Asia, or other assistance, we always
o through a review of the budget. And we would have to—on the
basis of new decisions—come back with a new fiscal ackage which
might include more taxes, more expenditure reductions. In other
words, this is under constant review.

For example, we sent up yesterday to the Congress a supplemental
package. That supplemental package had in it items t-llmt were
carried in the January budget. We reduced the administration esti-
mates quite significantly between January and what we sent up
yesterday. We have a continuing review process underway, and, based
on decisions about any expenditure increase, we have to go back and
look at our tax and expenditure postures.

Senator HARTKE. So, it is fair to assume if there is a substantial
buildup in Vietnam of the magnitude which is presently being specu-
lated in the press, that we are also faced with prospect of a(Fditimml
new tax requests. :

Secroetary FowLER. Senator Hartke, let me answer that question.

Senator HARTKE. I do not care who answers it. The people would
like to have an answer, ' S
_Secrotary FowLer. It would be the attitude of the Secrotary of 'the
Treasury in that event that compensatory action should be taken
with reference to the budget that; would include a considération of
both further increasés in taxes and further réductions in éxpenditures
so that as a result of measures that have occurred and steps that are
taken or decisions that were taken since the January budget ﬁgures,
that we take the necessary compensatory steps to hold the deficit
down to the figures that were presented in the Janitary budget. I do
not think we can afford any more of a deficit.

Senator HARTKE. All right,

What you are saying is that you would advocate compensatory
action in the other parts of the budget. In what area would that
compensatory action take place?

Secretary FowLeR. As Director Zwick has indicated, we are in no
position to anticipate the outcome of these deliberations. Generally,
one would be taking a look at the revenue situation and at the expendi-
ture situation,
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Senator HARTKE. So, it is fair to assume, that one of two things will
happen, that part of the request of administration in the dothestic
side of the budget would be cut if there is a substantial buildup in

Vietnam, . :
Secretary FowLER. Either that or increased taxes or a combination

of both.

Senator HArTKE. All right. In substance, this is a recognition of the
fact by the administration that you cannot have guns and butter.

Secretary FowLER. It is a recognition of the fact that the fiscal
program that was presented to the Congress in the January budget
1s as far as is prudent to go in entertaining an¥ continued déficit. I
am giving you my judgment, Senator Hartke. In my judgment, we
cannot afford to allow the deficit in'that budget to go above the deficit
that was projected in the budget.

Senator HArTkE. I understand.

I have just been notified my time has expired.

The CHAIRMAN. Senator Williams?

Senator WiLLiams, Mr. Chairman, I understand the Secretary will
be back with us tomorrow, and a group of us have a meeting with
Chairman Martin at 12:30. So, I am going to forgo my questionin
until tomorrow. I would like, though, Mr. Secretary, to leave with
you just one thought, and I quote from your statement a couple or
three sentences appearing on pages 9 and 10:

The United States economy—a mighty engine of production and distribution—
is roaring down the road * * * But the ride is neither smooth nor safe. Rising
inflationary pressures and a disturbing deterioration in our international balance
of Amyments signal a clear and present danger that the economy is overheating
and running at an excessive rate of speed. * * * Accordingly, the driver is trying

to brake the vehicle to a safe cruising speed.

Now, if that is & good example, would not the first action of a good,
intelligent, and safe driver be to take his foot off the accelerator and
reduce the gas feeding into that engine before he applies his brakes,
espegi?ally when he is running down the road at an excessive rate of
spee

Secretary FowLER. I think that in this case, Senator Williams, in
view of the way the car is moving, that he has had his foot off of the
accelerator some months and the car is still zooming aloriF at an ex-
cgssigel highrate of speed, and it is time to pass the tax bill and apply
the brakes. :

Senator WiLLiams. But you still admit that a sood, safe driver, one
that is caﬁable of holding a driver’s license, would first make sure that
he takes his foot off the accelerator and reduces the gas feeding into
that en]%ine. Whether that has been done heretofore or not, that would
be the No. 1 step, would it not, if that driver was capable of maintain-
ing and holding his license?

Secretary FowLer. I would answer that by saying that I think
that title II of the tax proposal that was presented to the House Ways
and Means Committee——

Senator WiLLiams. I am not talking about taxes. I am talking
about that safe driver.

Secrotary FowLeR, Your analogies are——

Senator WiLLiams. They are your analogies. They are your
analogies, and I am talking about this safe driver and——

Secretary FowLer. And I want to bring my analogies back to a
coricrete situation by saying that the action proposed in title II of
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reducing expenditures which became the action of the Congress in
the Continuing Appropriations Aect in December and provided a
base for the January budget, plus all the appropriations actions that
were taken from August until the end of the session, resulted in the
reductién of appropriations of around $10 billiéh #nd the reduétions
in expenditures of about $4.3 billion. It is now time to begin to apply
the brakes by passing the tax bill, which is the sure way of getting a
quick, positive, effective result, and let us deal with the expenditure
problem as we go along. Blessings on you if you can cut the deficit
further as far as I am concerned. _

Senator WirLiams. Oh, I am going to do it with your help. You
are speaking about actions that were taken last year, I am speaking
about your statement here this morning where this mighby engine is
roaring down the road at an excessive rate of speed and the driver is
trying to brake the vehicle to safe cruising speed. Now, this is today.
If the engine is still roaring down the road at an excessive rate of
speed we had better take a little more gas out.

Secretary FowLER. The next paragr&‘)h:‘Read the next paragraph.

Senator {VILLIAMS. I read your whole statement, and you have
read it twice.

Secretary FowrLer. Then, let me read it.

Senator WiLLiams. I am familiar with it, but I just want to say——

Secretary FowLER (reading): .

That is the meaning of the President’s request last August for a substantial
tax increase and a reduction in many Federal outlays for fiscal 1968, his tough

and courageous New Year’s Day Balance of Payments Action Program, and the
austere budget for fiscal year 1969 presented a month ago.

Senator WiLLrams. Well, we will have to adjourn now; I shall
discuss this tomorrow. '

Senator CurTis. Mr. Chairman, may I submit a couple of questions
in writing?

The CuairMaAN. If you want to ask another question—

Senator Curtis. No, just submit thege in writing.

The CuaIrMAN. That is fine. I would like to ask another question.
Senator Hartke might have a few more questions, also.

Senator Curtis is addressing a couple of questions in writing that
you'can provide 'the answers for tomorrow if you want to or, if you
want to, go_u can provide them today.

I would like to—— . .

Senator Curris. Tomorrow is all right. :

(The questions, with replies from the Department, follow:)

Question: In what Treasury reports on Eroposed legislation to make tax-free
revenué bonds issued by governmental subdivisions for industrial expansion tax-
able did the Treasunl;ly Departimént advise that legislation was not necessary?

Answer: We specifically noted in our reports on pending legislation to the
Senate Finance Committee and the House Ways and Means Committee on
January 23, 1968, that the validity of outstanding ralings was under study. A
copy\o¥ the report to the Sénate Finance Committee appears at page 84,

Question: Has the Treasury Department ever asked Congress for legislation
to make such bonds taxable? If so when?

Answer: No; hot to my knowledge.

The CHaIRMAN. I would like to ask one or two things about this
revenue-bond situation, But first let me insert at this point in the
record the text of a press release by the Committee on Ways and
Means, publishing your letter of yesterday with respéct to this matter.

91-240—63——8
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[Pross release, Tuesday,; March 12, 1968)

‘omMitTer oN Wavs anp Means, U.S, Housk or Rerresentamives, Wasit-
iNnatoN, D.C,

Chalrman Wilbur D, Mills (1), Ark.), House Committee on Ways and Means,
today roleased a lotter which he had recelved from Assistant Treasury Seerotary
Stanloy 8. Surrey, clarifying certain pointa with referonce to T'1R-072 relating to
the issuance of regulations governing tho, tax status of interest on industrint
dovelopment bonds. ‘Tho text of the letter follows:

TrEASURY DEPARTMENT,
Washinglon, D.C., March 11, 1988,
Hon, Wumnur D, Mius
Chairman, Commiltee on ll'ays and Means,
House of kcprcgenlah’m, Washinglon, D.C.

‘Deanr Mr, Cuamman: Weo understand that thisre hiave beoh somo guestions
rafsod conoerning the detinition of sale in Technteal Information Release 972,
issued on Mareh 6, 1908. 'I'I l!l~97'..’ announeed that regulations will bo promulgated

overning the tax status of Hiterest on industrinl dovelopment honds sold aftor
Mareh' 15, 1068, TI R-972 further aniibtineed thiat ptirsons ihiny rely on the prévions
Imh!ishvd rulings of tho Internal Rovenie Service tn tle tase of bonds sold on or
efore Mareh 14, 1968, Tho ‘TIR &tated that “honds will ha considered sold on thoe
date on which a buyer or underwriter enters futo s blnding conteact with the fssuer
to r{mi-o!mso the bonds at o fixed prico.” ]

‘ho term salo s used in the 'I'IR is intended to refer to a contract hetween the
underwriter or' buyer and tho issuer which is binding on the respective parties oven
though tho contract may he conditioned on factors boyond the control of cithor of
the parties and sueh conditions hinve not yet oconrred, For example, if a contract
between an underwriter or buyer and an fssuer were signed on or hefore Mareh 15,
1908, subject to voter approval, the boiids would boe eonsidered ax sold on tho date
tho contract was signed freespeetive of whether tho clection took place before or

after Mareh 15, 1008,
If yon have nny further questions in this regard pleaso do not hesitate to call
upon me,
Stucerely yours,
(8) Sranuer 8. Sunrrey,
Assistant Secretary.

I'he Cuairman. How do you measure the budgotary impact? How
much money is it costing the Federal Government in-revonuo loss to
have these taxfree industrial development bonds? - ,

Mr. Sureey. We have estimates that run-somewhore botiveen $50
and $100 million annually. The difliculty is, Senator, -that the figures
are available only on tho amount of these bonds that are publicly
marketed. In other words, when I 'say lnat:yoar thore was about $1.3
billion issued that means $1.3 billion publicly marketed. "Chore are
many people that think therp is at lenst:n similar amount that is
marketed through private placements:and of, which, nobody has any
overall record. It is therefore difficult to make an estimateo.

The CHAIRMAN. So the cost is $50 to $100 willion ns far as the
rovenue ' : ‘ -

Mur. Surrny. It has grown, ‘ ' ' ,

Seoretary FowLer. Tho renl Problem, the comment I would liko
to make is that tliis is the part of the iceberg now appoaring above the
surface, but it is the prospect of the greatly incrensing voluine of these
bonds and revenue impact in years to come that one would have to
take into account.

The CuairMaN. This thing started as an issue, as I understand it,
in some of the poover, less developed States, Was not Mississippi one
of the leaders in starting this? | .

Mr. Sunrrpy. ‘I'hat is correot, Senator. It started in some of the
Southern States and the issues were really vory small when it started.
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The average size of the issues in the late 1950’s, oven, was less than
$250,000. liven as late as 1059 there was only one yablic-bond: issue
of over a milliondollnrs. If youn look at. thaealendar of the bonds totlay,
Senator, you will find one issue of $140 million, one of $180 niillion,
and so forth, ‘Theso wre major issues. 'There are bonds being issued now-
of $80, $100, $140, and $150 million, but up to 1060, you had only
one or two annunlly of over a million dallars, Lo

Tho Cirameman. Wall, now, ns you know, there is a great interest
in the Senato—I guess you noted the voto yesterdny. - '

Mur. Surrey, Yes, , : :

I'he CuamMmaN, ‘There is very groat intorest in the Senate for
continuing tho existing situntion witil Congress passes on the mattor
one way or the other, o Co :

[nitinlly, 1 am not sure I could evitivize dovelopmont-land financing,
It startod out it rolatively poor States; that is, States with ‘low por
capita income. ‘'hoy wero using this to help got somo-industry into
those States, a sort of dosit-yomself-Appalachia program. They: would
undertake to uso the State’s loverage and the State’s horrowin;t'km\vor
in such a way as to oxom];l. tho bonds fronvhaving to carry the burdon
of tho income tax in tho hands of the holders, ,

Now, have you considered somo logislutive recommendation, and
I do not think that you can do it by your own vegulations, to permit
the rolatively less developed States, those with low per onpftn incomeo,
to contintto to use the devico? Have you explored something along
that lino to seo what it might work out to-in the event that somoone
wanted to consider that approach?

M. Surrey. Wae are considering, Seuator, the problem that you
mention. I think there aro a number -of ways in which-it could be
approached and if called upon at an appropribte time, we could have
suggestions, or oxample, it may nbt necessarily be nppropriate to
use the exact practice used today. There may be other methods of
finnneing that -could moet objectives you suggest more efficiontly
than’the use of tax-oxempt bonds. - : TR TR

Tho Ouatnman, Well,  my imptression was, for exauiple; in- tlie
Stato of Mississippl the per capita income was about:00 percent of the
national average. Is that:about what your recolloction is; or would: it
bo less? Tthat is'jlnst 0 guoess, Eoost e e e
- My, Surrey; I do not:have information on - that with me. How-.
overy I can recognize that in Mississippi and-in other States there is a
roal neod for some -mothotl: of achieving. industrial! developmenti:a
need- to attract industry to: offsot unomployment and help: establish. g
balanced local economny, My ]_)oinb is that thore may be more efticient

and less oxponsive mothods of obtaining this objective. . :

The CuairmaN.. Now, I understand that 40 States aro now using
this industrinl-developmont bond deal .and  thiere are -about three
States that are using 1t-in part, they have 'aithorized some-agenoy or
somo partioular commitnity to use it Is that right? . . R

Mr, Surrgy. Yes, so, therefore, you got hetwoen 40 and 46 States
authorizing theso bonds, ; ~ SRR

The Cuairman. Now, when you got to the point that all 50 States
of the Union are doing it, ull you have done is just to put induat.rr in
& position to arrange a tax concession for its bondholders that other-

wise would not bo justified, 1 take it.

.



110

Mpr. Surrry. Yes, and you ave doing something even more than
that, Senator. When a mmjor indnst-rin{zconom'n uses this routoe and
nmyi;o it shaves a point ofl of its interest costs—for example, when n
major steel company goes in and shaves u point off of its interest
costs—what is really happening is that all the ecitios throughout the
land on their regular bonds are adding to their intorest costs, What is
shaved off the intorest costs of Armeo, U.S, Steel, or any of the other
companies that como out with big issues, to mention just n fow, is heing
added on to the interest costs of communitios throughout the Nation
borrowing to finance their traditional governmental functions. The
fact that corporations were able to save some monoy by issuing exempt
bonds lnst year has mennt that there has been wp to $20, or $30
million in various States in added interest costs to States and loeal
governmeonts. You can go right down tho list. of States and show what
onch State will pay o‘ntﬁn‘ amounts like that over the lifo of the legiti-
mate bonds thoy issued last year in added interest because 1.3 billion
of corporate “lax exompts” were thrown on the municipal bond
market Inst year.

Ench yoar there has beon an incrense of $6 or $7 billion of regular
State and local bonds outstanding. 1f you add to that market another
$2 or $3 billion of industrial development bonds, the State and. loenl
bond market eannot stand it. Intorest rates have to go up hecauso
you aro transforring the load thint would be channeled to the regular
corporate markots into this velatively narvow tax oxompt. market.
That market cannot absorb this burdon at presont rates. This is what
happened last year. Morcover, the nuriiber of industrial development.
bonds that can be issued is relatively open-ended, As you pointed out,
whon all the States are using these bonds the practice will continue
because no State can afford to stop. The resulting pressure on the
market will quickly go beyond the point at which the regular State
issues can be sold at rensonablo rates. ‘I'hat is the underlying fact.

The CHamMAN. Louisinng did not start that procedure but we saw
ourselves competing with States in our avea which were using it.
‘The State felt we could no longer afford not touse it. So, we now have
the samo procedure us other States to utilize these industrial develop-
ment bonds on & nontnx basis, Some of these major companies when
they were considering Louisiann—I am sure the same thing works
elsewhere—sny, woll, now, if we go to Kentucky or Mississippi or go
somewhere else, wo get this deal, and we want to know if Louisiana
will make it available to us. So, once you have as many as 40 States
doing it, the others alinost have to do that in order to compete, do
they not? .

Mr. Suriry. Yes.

Secrotary Fowrrr. Tt has to be like wator supply and electric power.
If it is not there you do not get the plant looation,

The CHAaIrMAN. That:being the ease, does it not tend to work out
that any advantage one State gets by using this device complotely
noutralizes itselt once overy State in the Union finds it necessary to
meot compotition by doing the snmo‘t-hinﬁ.

Mr. Surrey. That is correct. It no longer. becomes o foreo in
sttracting anything aiywhoré because everybody is going to do it.
Howover, no State conld afford to stop unilatorally for foar of losing
a plant to another State. ‘
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The CiairmaN. Now, furthermore, you find that in many instances
even now that wo are giving the tax—this tax exemption, the corpora-
tion would have come there anyhow,

Mr. Surrey. I think that is so. I think you will find that many
of theso companies, in all candor, will say that we do not like Lo use
this financing device, We think it is wrong. But as long as it is avail-
ablo, we cannot. justify to our'shareholders not going ahead and using
it. ‘The major companies who started to use it simply on those grounds
say they were going to locate whore thoy did anyway. They admit
thoy can raise the money in the rogular linaneitl markets, but they
cannot justify turning down low-cost financing,

The Cnnamman, Was there a time when the major investment
houses tried to adopt some sort of restraint against the buying and
selling of these kinds of bonds?

Mr. Surrey. 1 think the Investment Bankers Assoociation itself as
an organization does not like these bonds ind are on record as opposed
to this practico. A nutiibhor of investment houses have not dealt with
theso bonds witil very recently, Thoy point out, however, if this is
the way the market 1s going, thoy have to go with it, I also think
there are some lhouses who probably from the start have liked this
practice. _ : ‘ ‘

The organization as a whole is opposed to it. |

The CHAIRMAN: But ns an organization, “in other words, speaking
for the majority-—— : :

Mr. Surrey. They are opposed to it,

Tho Cuamuman. Tho investment houses feel this is not propor and
(hat this is not how you ought to go about doing your ﬁnancinf: and,
therefore, they have boen reluctant to handle them and some refuse to
handle them at all.

Mu, Surrgy. That is correct, sir. :

The Cuasmman. Now, did 1 understand that you are exploring a
nuniber of different approaches to this problem, some of which would
go boyond what you could do in'tevms of regulation?

Mr. Surnry.: Yes, 1 think, as a matter of fact, the information that
we are getling as a result of our announcement and with respect to
our proposed regulations will give us - a lot of informdtion really not
available on the uso of these Londs, especially private placemonts
and smallor issues. That information will assist us in seeing if we can
formulate a legislative recommendation dealing with the matter that
you were discussing. .

The CuamrmaN. Do you have in mind some othor suggestions that
might be made in this area that you would propose to consider in
torms of legislative recommendations prior to the time that you do
submit to us what your position is going to be on it and prior to'the
time that you actually reach a final decision on changing the
rogulations? ‘

Mr. Surrey. Wo will not veach a final docision on chango of regu-
lations for sothe time. We hope to go out next week on our proposed
regulutions. We then allow at least 30 days; maybe 45 days, depend-
ing on what pooplo ask us, and then hold a hearing on the mattor.
During that time and based on the knowledgoe we got, we will both
be able to assist in forming our regulatiois precisely to the dividin
line hetweon what is and what is not an industrial development bond.
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In addition we expect to gain. necessary information that will pertnit
us to formulate, after consideration.within -the administration, of
what may be appropriate recomniendations in this area. .

. The CuairyaN. Well, liere is:one of the strongest arguments:that
has been'inade and will be made. That is, that there are communities
that held a referendum, submitted it to the’ people and voted for
the bond.issue and:they.cannat sell their bonds because of your ruling.

Now, in another situation where election is not required, the govern-
ing ' body was.in the process of -approving something or perhaps had
approvetl .it-but the bonds had not-been sold and, therefore, they are
not under that March 15 deadline. . o 4
1 Now,; what would your:thoughts be as to something that might be
done to meet those situations and relieve Senators as well as those
areas that they represent? o

Mr. Surrey. I do not know whether iyou.were in'the room or not,
Senator, when-I commented on this earlier. Those cases are now com-
ing to our attention. In some cases, as I indicated, they are well within
our aniiouncement even though-tlie election is-yet to-be held because
in:a number of these cases, the’'contracts have been signed with the
underwtriter-and the election is either to approve the deal or not. In
those cases, since the underwriter has a firm commitment, the bonds
have been sold prior to March 15 within the purview of the announce-
ment:«In dther cases, where plins are pretty well along, they are
obviously the first companies that come down and want to talk to
Treasury and present their situation, and we have said present us
with your situation; tell us the facts, tell us what the alternatives are,
and we will within a reasonably short period of time, I think, have a
-view of what the.varying situations are. It-is our intention, as always
when there is a change in pronouncements, to deal fairly with the
situation. But as I said, to deal fairly with the situation requires you
to: wait a bit-until you get.a feeling as to the range of situations as to
:which :faitness should:be:exercised. We are in that process now of
Eaining understanding of some of the problems. The companies that
‘have:come down to us have been most cooperative in explaining their
-situation to us and getting us the necessary facts, and we are in a
‘position to act, with resB]ecb to these cases where there is hardship or
otherwise under our rilingpolicy.. .

The CuairvaN. Does this amount to a:discrimination in favor of
‘new industries and, against old industries, .discrinination in favor of
new investments and against old investments which were made prior
'to the time States started using these devices? AT

Mr. Surrgy. There is a feeling in many States, which have recently
gone over to:this practice in self-defense, that one of the factors
pulling the States the 6ther way was:the fact. that there would' be
this discrimination - against ‘existrin% industries, In the debates that
have gone on at the State and local level, that factor of discriminntion
has been an important factor. It has not been #ble, however, to keep a
State back for fear if it does not join its neighbors, it is in an unfor-
tunate position because it just cannot compete when people say—
when a company comes to it and says—‘“We oan go here or there, and
they are giving us a bond. Are you going to give us a bond?” That
factor of diserimination against existing businesses while present has
not been able to oveiride the fears of States that they just will not
be able to hand out bonds for new plants.
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The CHArMAN. In the last analysis; though, if the States are going
to subsidize industries to come to tﬂeir States, 1s it not somewhat sub-
ject to criticism that they subsidize industry in a way that really does
not cost the States anything. '
Mr. Surrey. That s right. R o
‘'he Cuairyan. 1t adopts a procedure where the State immuiiizes
the investments from Federal taxation. Therefore, the State loses
nothing but the Federal Government loses moil;e{. ‘ o
Mr. Surirgy. That is right, and I might put that one step further.
As indicated in the report we sent to this committeo, if a corporation
saves, let us say, o point and a half in interest, its net saving after tax
is -only one-half of that because interest is deductible from Federal
taxes. So, let us say; it is spving 75 cerits on every $100 of capital. The
75 cents that a corporation saves costs the Federal Government $2.28.
It would be a lot cheaper if the States would call us uli)' and simply
say, pay out the interest saving to this particular corporation. It would
cost us one-third of what wo are losing today in many cases:if they
just asked us.to pay out the subsidy outright to these corporations..
‘The CrairmaN. That is'something I hayve not heard before. Would
you mind repeating those figires and explaining why it costs you:so
much to-subsidize interest ¢osts in that fashion. First, how much does
it‘c‘ostgou on the average?; .. . - L
~f)Mr._ 'I{RREY.- It costs'us on the'average of about $2.28 on each $100
of capital. : L s e
- “The CHA1rRMAN, How much did you say? T Gt
-iMr. SurrEY. $2.28 on each $100, on the assumption that tha buyer
is in the 50-percent bracket. If the buyer of the bond is in the 50-
gercent bracket, that will be our tax loss. If .the buyer is in a:lower
racket it will cost us a little less. If he is in the higher brackets it will
cost us more but the'range is 8o great, as I indicated the revenue loss
would be much less—if they .would: simply call us up and tell us to
pay out 78 cents to the Armco Steel Co. on éach $100 of bonds.
. The CuairMAN: I do not'inderstand why itis that way. Why would
the.Federal Government; 1686 so much when industry gains so little?
: Mr: Surrey, Well; becduse, you see, .to begin with the corporation,
saving is reduced by one-half to start with. When they saveé a:point
and a half on interest, that is only the gross saving. Interest is deduc-
tible to. this corporation. Therefore, if it had. to:pay out a'dollar and
a half'moreé in interest, it would cost only .75 cents under a 50-pércent
corporate tax. So what looks like a saving of a dollar and a half is only
a saving of 75 cents.to the corporation. . . L
- Notv, then, on the other' hand, when.the person who would ordi-
narily rective taxable interest buys the tax-exempt bond, he switches
from paying ‘a complete. tax. on the irterest to paying absolutely
nothing because it is 8 tax-exempt bond. So, he switches completely
out of the taxable category into-the tax-exempt category: and we'lose
that. The corporation only is going to cut its savings by one-half
because it'is paying out a lower amount. - o
Let me put it this way. I did not make it clear before. When you
switch from a taxable to a tax-exempt bond, the corporation saves
just on‘the spread, right? - | :
The CrArMAN. Yes. . '
Mr. Surrey. The difference between what its rate would be——
The CHAIRMAN, It sives 50 percent of the difference on the spread.
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Mr. Surrey. On that spread, right?

The CHairmMaN. Right.

Mr. Surrey. But the revenue loss is based on the entire iitterest
because the bondholder pays no tax on all of this interest and not
i'ust, the spread. At an interest rate of, say, 614 percent taxable, we
ose everything on the 614 percent. But the corporation only saves
one-half of the spread from 614 to, say, 4 percent, and that is the
difference that amotints to the figures that I give you.

The CrAmrxaN. Well, assuming that you want to approve one of
these things, then I take it that you cotild tell a—if you wanted to
have a program where the Federal Government could sign a contract
with the States that want to issue these industrial development bonds,
if your thought it was desirable, you could in effect sign a contract
where the Federal Government would make up what thedifference is as
far us the State is concerned, make ug the difféerence to them plus 50
percent, and still save 50 percent of what you lose on these deals.

Mr. Surrey, Thatis right and that is why I said there may be better
ways of handling this ‘thdan the present system. As you pointed out,
there are more efficient and cheaper ways for this to come out ration-
allg all the way around. o '

enator WirLiams. I follow your reasoning, and I do not altogether
disagree with it: bitt is it not a fact that the same argument could be
extended to all tax-exempt bonds? I do not think you are suggesting
that we repeal that statute.

Mr. Surrey. No. (%uite ‘clearly we are not suggesting it, and I do
not think anybody. that has worked in thsi area has suggested’ it.
The corporations using this method of finaricing have another alterna-
tive, but the municipalities themselves and the school districts do not
have another alternative.

The CHAIRMAN. Frankly, that reminds meof this.exemption we give
the Virgin Islands on watches they put togetlier. The last I looked at it,
it seemed to me if you look at their gross P’ayroll which would include
all overhead, all salaries, all profits and all wages, and any incidental
expenses, including the State, local, and Federal taxes that they pn{,
just look at their gross, it looked to me as if we just paid those people
for putting those watches together down there five times what their
gross is, we would #ctually make money, compared to what we lose in
the tanff laws by letting them have that particular exemption. The
last time I looked at it, it looked to me that you could actually afford to
pay them five times their gross and still make money if you just
collected the tariff on those watches. That indicates it is a very in-
efficient way to subsidize someone. I did not understand in the be-
ginning but I think I understand it now. I think if you will give us a
memo that points it out as clearly as you and your assistant can do it,
that this form of subsidy to an iidustry going into a State actually is so
inefficient that the Federal Government wotild be better off just to
give it directly.

(The following was compiled and submitted by the Department
at the request of the chairman?)

FeperAL, REVENUVE Loss AND CoORPORATE REVENUE ADVANTAGE RESULTING
Froy A Typicaru INpusTRIAL DEVELOPMENT BOND TRANSACTION

A corporation that is able to horrow for its own purposes at a 6 percent rate
of interest may be able to borrow the same amount at only 4% percent interest
through the use of industrial development bonds. As the example illustrates,
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since interest is deduetible, the net saving realized by a corporation in the 4S8
yereent marginal tax bracket would amount to only $.78 on cach $100 of funds
»orrowed with industrial development bonds.

Exempt bonds Taxable bonds

Gross earnings...... et et et i eieesaeireeeeeeiamenteneenaeaanaan $10.00 $10.00
Lo interest. ..o e iicetcacierineraraaaaeas 4.5 6.00
Not before taxes. ... ... ... o iiiiieiieiiceiecenaaen S. 50 4,00
Less corporale income taX. . .. ... omeiiieiieee cuccnaansaarsnacnncenee 2.64 1.92
Tolal. it iiiiiiiiiiiiacicteessecsssennsasneoarnas 2.86 2.08

Corporate gain from tax-exempt borrowin
poraie s P ¢ $2.86 loss $2.03:=230.78

Since the cor%mmto. interest deduction is less when tax-exempt honds are issued
corporate income and therefore corporate tax is inéreased 83.72 in the above
example). However, this galn is more than offsot by the fact that the Féderal
reventie loss on the buyer's side of the transaction is not confined to the 14
pereent differential in interest rates between taxable and non-taxable securitics
which is attributable to the tax exemption. The Federal revenuo loss arlses with

_respeet to the full interest payment made by the corporation since no portion of
the interest paid on industrial dov‘elo!)mo‘nt Donds was subject to tax.

Thus, if the 434 percent industrial development bond is purchased by an
individual in the 50 percent tax bracket who normally invests in taxable oblign-
tions bearing a six percent return the Federal Government recelves no tax on the
$4.50 interest received by that individinl whereas the ihdividual, had he continfied
to iriwo(sit in taxable sceurftics, would have paid $3.'in tax on each $6. of interest
reccived,

In the context of the above example the Federal rovenue loss would he $2.28
(83. tax lost from individual less $.72 increased corporate tux) and the corporate
benefit would have been only $.78. If the individual were in a lower tax 'bracket
the Federal loss would be less and if the individual were in a higher tax bracket
the Federal loss would be greater. However, the important factor bearing on the
ineficiency of this method of benefiting corporations is that the corporate benefit
is confined to the interest differential attributable to the exemption whereas the
Federal Pevenue loss is attributable to the'fact that the tax on the entire interest
payment is lost when tax-exempt bonds are issued. The analysis i3 the samé whon
a corporation buys an industrial development bond, except the Federal revenue
loss is determined by the tax rate of the corporation which in most cases is 48
percent.

Secretary FowLEr. The other incidental benefit which you do not
want to lose sight of, which I think is a major factor, is the side effect
this has on the cost to the ¢ity or the town, or the county or the town-
ship, in financing its roads, its schools, and- whatever else is truly
municipal and.public activity. A

The CuairmaN. Here is the point you are saying, as I understand
it. Now, this note wis handed to me by one of our staff assistants.
Assume that a bond is issued at 4 percent instead of ‘6 percent interest
because of the tax-exempt status of the bond. The -amount taken out
of taxable income is the full 4 percent interest charge. The gain to the
industry is the difference between 5 percent and 4 percent, or a-1-
percent gain to the industry.

Now, if ‘that person holding the bond is in a 50-percent bracket,
then the Federal Government would be losing 2 percent of that 4—-

Mr. Surrey. The 5 percent interest.

The CnairMan. Actually,; it would be 214 of the 5.

Mr. Surrgey. 2% of the 56 we lose because the 5 percent taxable
becomes 4 percent nontaxable and therefore is not subject to tax.
If the person that would hiave had a taxable bond or other investment
yielding that amount is in the 50-percent bracket, we lose $2.50.
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The CHAIRMAN. So, you lose $2.50 in order to save that 1 point
at interest, but now the industry does not save the 1 point. They only
save one-half of 1 point.

Mr. Surrey. That is right. You have it perfectly.

The CHAIRMAN. So, in that instance, the Federal Government
would appear to have lost five times what the industry gained if you
are looking in terms of nets.

Senator Curtis. Would you yield right there? Suppose there is a
rural county that has only 7,000 people, and I know such a case.
They used the revenue, tax-free revenue bond route to build a meat-
packing plant. It is a new company that never existed before. They
employ 30 or 40 people. They provide a competitive market. Had
they not used this route, there is no one that ever contends any exist-
ing packing company would have built a packin plant there.

What was the loss to the Treasury of the United States by the
building of that plant?

Mr. Surrey. Well—

Senator Curtis. Under this route.

Mr. Surrey. You said they would not have built a plant there.

) tSer};a;:or CurTtis. Any place. The company did not exist. It came
into being.

Mr. Surrey. But, Senator, there are $2 billion of these bonds that
are on the calendar and I do not think anybody will say that the
companies which are financing in this way are going to drop that
exgansi‘on. There are companies that we have talked to. _
b Senator Curtis. I am talking about companies that are not in

eing.

Mr. Surrey. Well, the plants are not in being but that does not

rove in any way that they will not or cannot get regular financing.
The question is whether these plants would never have been built in
the United States. :

Now, it is quite clear that the industrial expansion being financed
in this way is still expansion that is géing to go ahead and people
will tell you that.

Senator Curtis. I do not think you can assume that premise. I
think there are many areas in, say, Mississippi-or my State where
that expansion would not have taken place, and your calculation
of the loss of revenue allows for no offset' of increased revenue, of
payroll taxes and income taxes, and the corporate taxes that the
new entity p%ys. |

Secretary Fowrer. I think what Mr. Surrey is saying is that some
other facility and some other workers and some other income and
some other revenue will result because that meat would have been
packed in some other facility. The fact that this may occur in that
particular loeation, ‘under that particular nianagement, does not
mean that it was lost to the economy.

Mr. Surrey. And that capital would have gone somewhere in the
United States, so the economy will have the capital. ‘

Now, this is the difficult question that Senator Long put. It may be
that a company may say: I will go to State X if they give me'this
financing, and I will go to State Y if they give me this financing, and I
will see which one gives me the best financing. When there are only a
few States that would give him this financing, then some companies
might have gone to one'of these States. Some would have gone anyway.
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But now, when a company can look at every one of 50 States and'say
we guess our choice is going to be you if you give this financing, they
all say yes, because tvh%}' are all authorized to issue these bonds.

-Secretary FowLer. He looks at water supply, electricity, labor,
source of water materinl and markets and all the other plant loéations
factors and picks out the best place in terms of those factors and then
he puts his plant there. If that étnte doesn’t issue these bonds, he might
have a different judgment 'to make: But we are rapidly a\)proa‘chmg-
the position where the plant is going to be located regardless of this
factor, but everybody is going to have——

Senator CurTIs, gf course, I think that is an assumption that
cannot be maiiitained. I do not think that you can assume that all
this expansion would have taken place. I do not think that you can
write off‘the proposition“that this gimmick has increased produetivity
in the country. It has increased income, it has indreased payroll, it has
increased corporate tax. -

Now, how much increase would have taken place anyway might be
debatable but I do not think that you can assume that it did not
increase capacity and production and income, personal income and
corporate income, to some extent, and if it does to some extent, then
your loss to the Treasury has to be modified. , ’

Mr. Surrey. Yes, but on the ‘other hand, the people who have
bought the industrial revenue bonds have capital ‘to invest and they
will invest that capital in some other activity in the United States.
It may be that they will turn around; as'I say, and buy taxable bonds
or they might increase the com(i)etition-mr tax exempt bonds, in:which
case genuine tax exempt bonds will return-to lower rates, but the
capital is in the United States and it is Eoing ‘to be invested. You
have to remember:that when all this is taking-place, it is simply the.
investment of the resources of the country in an industrial expansion.
This industrial expansion is proceeding at a somewhat lower cost to
our major compéanies, but that lower charge to our:major companies,
industrial companies, has beconie an added burden to every city that
wants to finance its schools and its police department and its fire
department and its water facilities. Every time that U.S. Steel shaves
a few points off its marketing of bonds, some ity is shaving teachers off-
of its rolls or some policemen off of its rolls-because its interest rates
have come up. As the city of New York téstified, when they had a
hearing on this point, these industrial bonds simply mean the cost
to the ecity of New York of financing its regular bonds las féne‘up‘-
and that'means shaving policemen and shaving teachers and- others
off theéir rolls and that is what happens when some points get shaved
off for United States Steel or Armco Steel. . C

Senator CyrTis. 1 am not contending that this is a one-sided’case.-
I do coritend any correction must be by legislation, not regulation.
An area which has a heavy relief load may decide to use their thunicipal
credit to finance a plant, and it is in the public interest.

Mr. Surrey, Not their municipal-¢redit, Senator. It is not their
municipal credit. The person who L‘uys this bond buys an investment
in the company. If you look at these bonds, Senator, there is nothing
about the credit of the city. The oily thing you look at is the creditof
the company. ‘

Senator Curtis. The investor, even though they only pledge the
vevenue from the facility, the investors would not make the investmént
if the local government was totally irresponsible.
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Mr. Surrey. Senator, there have been towns with 15 people in
them, 20 people in them, issuing bonds. Now, there is nothing in the
town, There are 15 or 20 ‘Beople in the area. The town issues the bonds.
How do they market the'bonds? Although the top line of the prospectus
reads, town of so and so; the rest of the prospectus tells you all about
the company tbat is obligated on the lease.

Now, this town of 15 or 20 people is not by any fantastic stretch of
the imagingtion in a position to borrow the sums on their own credit.
It’s solely the companies credit involved.

Senator Curris. I come back to this hypothetical case. Suppose
there is a given area, they have a heavy relief load. Somebody con-
ceives a new activity that does not exist any place else. A new com-
pany is brought into being that is not going to expand some place
else and they use the revenue tax free bonds to make that a reality
and they create employment and they even create profit for the
operating coripdny.

Does not that alter the estimates as to the loss or gain by
the Treasury by reason of the transaction?

Mr. Surgrey. I do not think it alters the estimates, Senator.
I think it goes to another point really. There may be situations in
which a company—and this is what the Economic Development
Administration does—there may be a company in which, looking at
8 particular community, and there is unemployment and the like in
the community, it may not be the most desirable from the standpoint
of industrial location, but the company would be willing to locate there
if its added costs of location there could somehow be met. This is a
plant that has to locate some place.

Now, in those circumstances, as our Economic Development
Administration does, the bond does give financial assistance to those
cases to meet the added costs of coming down here to an area which
may not be the most desirable location.

Now, I think there may be cases of relatively small companies that
have no access to the capital markets where these bonds played a
part in getting a Iplant that would not have been built. It may be an
important part. I think Senator Long was emg\hasnzmg that earlier.
But, it is really a very distinct and minor part. The original idea back
of this has been lost and submerged. Our ma{or corporate findncing is
going in this direction and what was originally the situation has been
completely lost sight of. Tnstead, just as in the arbitrage bond case,
when all Federal bonds could have been swept into the State and local
markets, so in this particular situation all ¢orporate plant expansion is
being swept under the umbrella of the financing of the State and local
bonds. This development has completely submerged the kind of case
I think you have in mind. That is perhaps the unfortunate part of all
this, the major plants and facilities combined with the inefliciency of
the subsidy, as P pointed out to Senator Long, and the fact that these
bonds here meant added interest costs for all our States and munici-
palities, has created a disastrous situation that overshadows the few
cases of the kind you mentioned. I think that is an accurate picture.

Senator WiLrniams. Would the Senator yield? |

Senator Curtis. I yield the floor. I think the only issue we have here
is whether or.not these bonds be made taxable by Treasury edict or by

aw.

Mr. Surrey. We made them exempt by our riling in the first place.
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Senator Cunrtis. And after you had so ruled for years and years the
Congress reenacted the statute as an expression of the existing law.

Mr. Surrey. Well, we often find, Senator, when a case goes to court
and they want to uphold the original ruling, they say, “we note that
the Congress reenacted the law” and if the court decides it does not
want to uphold the original ruling and wants to uphold the new ruling,
they say, ‘‘Well, reenactment of the law is no clear expression of the
intention of the Congress as to this particular ruling which was not
involved expressly in the reenactiment.” You pick your quotation from
the court decisions after the result has been reached.

Senator WiLLiams. In order to close this out with a spirit of
harmony, as I understand it, you recognize in the circumstances we
started out with noble objectives but that they have developed into
a substantial abuse of tax laws, a major loo{:‘ hole somewhat comparable
to the deplétion allowance, both of which should be given our attention
and correction.

Senator HArTkE, Can I——

The CuairMAN. That requires no comment.

Senator Hartke?

Senator HARTKE. et me ask this one simple question.

Since we have a deficit in our belance-of-payments account, would
not the better judgment be to permit the reduction on the excise
taxes in regard to t%reign sales to go into effect and to provide only
for the extension of the excise taxes on the domestic market? Would
this not be 100 percent in line with the President’s statement as of
December 31, 19677

Secretary FowLER. We rebate the manufacturer’s tax on cars.

Senator HARTKE. Pardon?

Secretary FowLER. The manufacturer’s tax on cars,

Secretary HARTKE. At the present time?

Senator FowLER, We rebate at the present time,

Mr. Surrey. It does not apply to exports.

Senator HARTKE. It does not apply to exports. Well, I lost that one.

The CuairMaN. Thank you very much, Mr. Secretary, Mr. Director,
and Mr. Surrey. We appreciate very much your advice on this matter
and we look forward to seeing you at 9:00 o’clock tomorrow.

(Whereupon, at 1:15 p.m., the hearing was recessed, to reconvene
at 9:00 a.m., Wednesday, March 13, 1968.)
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reduction in expenditures. It provided for extension of the excise
taxes which would be $2.9 billion, and it provided for $6.5 billion
increase in income taxes which totals $9.4 billion. So altogether the
bill that I introduced provided for $9.4 billion additional revenue
and $8 billion reduction in expenditures which woiild total $17 billion
toward balanc'ng the budget. The principle is that there wotild be
reduction in expenditures at the same time as an increase in taxes.
Secretary FowLER. Senator Williams, I would support any combi-
nation of measures in the field of tax increases and expenditure reduc-
tions that would reduce the projected deficit to the level of $8 billion
as ?‘rojected in the President’s budget. I believe and I have tried to
make clear that one of the two fundamental tasks and responsibilities
of the administration and the Congress this year is to bring that deficit
in our iritérnal budget down from the $20 billion level that is charac-
terizing this fiscal ¥ear to something in the neighborhood of $8 billion,
in other words, well on the way in the direction of balance. T think we
must make that substantial change in direction from the movement of
the deficit upward which has characterized the last few years, and I
would support any combination of measures that would be designed to
achieve that substantial reduction in the projected deficit to bring
thé' deficit’ into fnore manageable proportiofis.” =~ = 7 7
It is my conviction‘that the major instrument to achieve that result
promptly, - quickly, . effectively, before the American financial com-
munity and the mtérnational finanéial community is prompt action
on the tax proposals that are petiling and have been pending for
months before the Congress. A o
Any supplementary action to that proposal in the way of further
reductions in expenditures I would support in an effort to bring 'the
deficit down from its $20 billion and upward trdjéctory today to a
level of $8 billion or less. The President has submitted in the January
budget message his proposals. Events have occurred sinice the submission
of t%mt message in the military field. Events have occurred and will
continue to occur in the domestic field as the appropriation processes
of the Congress carr{ through in their normal pattern, and just what
the end result will be in terms of tax inéreases and appropriation
reductions which will cause and make necessary expendititre reduc-
tions I cannot now predict, but I do say to you that I think prompt
and ‘decisive action indicating the will and intention of the Congress
to act through these two fiscal tools, to bring this deficit down into at
least the $8 billion level that ivas projécted in‘the Presidéent’s budget is
an indispensable element in the financial health of this economy and
1t{l};}e_preservatibn of the international monetary system ‘as we have
iown jt. . o ; _
Senator WiLLtams. Well, Mr. Secretdary, I could not agree with
you more. We have, as ydou know, the proposal to remove the gold
cover, but the point is that the removal of the gold cover will not
solve our problem because our problem is not necessarily caused by
the cover on gold. : ' o
Secreta owLER, No. And the case has never been made out——
. Senator Wirrians, I know it hasnot, * = .
Sécretary FowLER (continuing). That the gold cover is a sub-
stantive solution. B L o i
Senator WiLLiams. That is correot. The problem is the international

loss of confidence in the American dollar, and that is based primadtily
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upon the loss of confidence in our fortitude here in' Congress and the
administration to bring our own fiscal position under contfol. This
will require a control over expendititres, curtailment of some projects
and programs which may have a lot of siiérit but which can be post-
poned, and equally important, and I put equal emphasis on it, a
tax increase. As you know, I have long been a supporter of this
proPosal. I know that I as well as a few others suggested a tax increase
as far back as August 1966 because the economy was overheating.
When the President suggested his tax increase in January a year ago
(I‘ reaffirmed my position, stating that I thought-it a step'in the right
irection,

But, there is no use quarreling over what might have happéned.
We are at this point today, and 1 think that we have no choice biit
to deal with the gold cover, which is a symbol. I thiitk ive have an
even greater responsibility to deal with the causes of the present
situation. The cause is excossive spending, and the cure will require a
reduction in spending and at the samie time a tax increase. I think that
you will agree that a substantial percentage of the endotsement of a
tax increase by industry and by people outside of ‘Govérnment has
been contingent upon corresponding action toward thé field of re-
duction in expenditiires. Many of us—and I for one feel very strongly
about'this—I would not support your tax increase unless it is ac-
compatiied by some rb‘%:'n‘m“ that spells otit a bona fide reduction
in e:g)en‘ditfures. I made that clear on January 31. I do not think you
stand a chance of a snowball of getting a tax ificrease through this
Congress unless Congress and the administration join together in a
bonafide realistic control over expenditures, which will at least
achieve a part of the'objective of reaching a balanced budget through
reduction in expenditures. We must establish some set of ‘priorities.

Now, as I stated before, I'do not say that this bill I offered is tue
one and only. I have made that clear on repeated occasions. But
there must be some program which would put a legal control over
spending so that both the Congress and the administration would
be on notice that we have to live within that budget.

Secretary FowLer. Senator Williamns, I would liké to make three
comments on this. No. 1, as the outside world looks 4t what has been

oing on since August in dealing with this fiscal problem they have

eard a great many speeches, they have seen a great many votes, they
have seen a plethora of statémbnts dbount expenditure rédiiction. They
have seen the Co‘ﬁ;lgress’of theé United States pass on all the appropria-
tion bills for the fiscal year 1968. They have seen a specific effort to
carve out $9 billion of reductions in obligatiofi aithority and $4 billion
of reductions in specific’expenditures in November and Deceibér ‘of
lasy year. And yet with the enactment of all the appropriation bills
in the light of the financial crisis that was presenited by the President
in August in his message, in the light of the general across-the-board
action taken in the Continuing AppYoptiation Act, the defieit for 1968
fiscal year is still arovind $20 billion, and'the failure of the Congress -
to take the decisive stép, the meaningful step of increasing taxes leaves
the rest of the world largely unconvinced as to whether or not 4 solu-
tion to' thd fiscal problem can'be achieved bg‘r the reliance atid eniphssis
that has been placed almost totally by tliose advocating expenditure
reductions, ignoting the other hand which is tax increase. Now, I

01-240—68——9
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welcome your emphasis on the importance of a tax increase and your
nlleFian,ce to it and I, too would: helieve and have advocated that
both of these measures, hoth of these approaches to the fiscal problem,
are negessary. and should go together. We have reduced specific
expenditures since last August 3 by a total of $4.3 billion in the fiscal
1968 budget. All during that time and all during that process nothing
has happened on the tax increase. .

Now, it.seems to me that the one significant real decision that can
be taken and taken Tlickly and promptly to deal with this problem
is to pass the tax bill. This debate as to whether or not the budget
outlays in the 1969 budget for controllable civilian ‘)rogmms should
be substantially reduced is going to continue until this session of
Congress is over and in the interim until the election is over and be
resumed next January, but as I said to Senator Anderson yesterduy,
we must remember that as this debate has %one on all the way through
August up to this date, we have lost $4 billion of additional revenues
which would have reduced this 1968 budget substantially and we will
continue to lose $33 million a day and increase the deficit in that
amount as long as we delay. ‘

ow, the tax program, the bill before you, and the President’s

income tax increase, will bring in $16 billion over this fiscal year
and the next fiscal year and reduce those deficits by that amount.
It should be gassed promptly, regardless of the outcome of the lon
drawn out debate on expenditures now beginning, because no ametin
of debate and no amount of budget cutting that is likely to emerge
from this debate is a realistic alternative to a tax increase for meeting.
these obligations, o

I should like, Mr. Chairman, to put in the record and call atteiition
of the committee to the toxt of a statement which was issued yester-
day afternoon by the Advisory Committee on Intornational Monetaiy
Arrangements to the Department of tlie Treasury which is chaired
by Douglas Dillon and includes on its membership, David Rockofeller,
the president of the Chase Manhattan Bank; Edward Bernstein, noted
economist on_international monetary affairs; Kermit Gordon, the
president of Brookings; Mr, Francis Bator, former Presidential ad-
viser, now with Harvard; Walter W, Heller, former Chairman of the
Council of Economic Advisers; Andre l\feyer, sonior partner of
Lazard Freres, the international investment banking firm; former
Under Secretary Robert Roosa; and Frazier Wilde, the chairman
o;neggllg of Connecticut General Life Insurance Co, and Chairman of
the .

The text of this statement appears this morhing in the Now York
Times. It was released yesterday and I should like to read two
paragraphs of it

The tax surcharge has been publicly debated for more than a year. It has
been supported by an almost unprecedented consensus of businessmen, bankers
and econoinists, both at home and abroad, It would provide the necessary signal
that the United States is now moving firmly and forcefully to, lhnit the infia-
tionary effécts of too much overall demand and thus to maintath ‘and impYove
this country’s competitive performance in tlie world economy.

Cuts in Federal expenditures cannot substitute for tlio enactment of the tax
surcharge—this alternative is illusory. The Presldent’s budget has already {m-
posed severe restraint on foreign aid and programs dealing with the eritical
problems of our cities, education, health, poverty, manpower training, housring
and pollution, We fear that any substantial reduction’in Federal spending would
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come in large part at the expense of these programs of compelling nationnl im-
portance, Some savings can and should be readlzed by a.further stretch out in
such programs as space, highways and publie works—but such savings cleatly
would be'insufficient. ‘ oo o

There 18 no need to hold back from tax action in fear of too much restraint.
The risks are heavily weighted in the opposite direction.

Sceretary FowLer, The rest of the statement denls with' the interiia-
tional findneial sittintion and theneed for confidence.
(‘'The statement referred to follows:)

STATEMENT ON THE SURTAX BY MEMBERS OF THE ADVISORY COMMITTEE TO THE
U.S. TREABURY ON INTERNATIONAL MONETARY ARRANGEMENTS

The balance of payments position of the United States requires prompt enact-
ment of the temporary 109 surcharge on inconie taxes.

As the Treasury's advisors on jnternationsl monetary problems, we feel
impelled to make this public statement of the position we have just reafirmed
to the Secretary of the Treasury. ) o

The tax surcharge has been publicly debated for niore than a year, It has
been supported by an ahnost unprecedented cotisensus of businessmen, bankers
and economists, Both at home and abroad, it would provide the necessary signal
that the United States Is now moving firinly and forcefully to limit the infin-
tionary effects of too much over-all demand, and thus to maintain and im-
prove this country's competitive pérformance in the world economy.

Cuts in Federal expenditures canitot substitute for the enactment of the tax
surcharge—this alternative is illusory. The President’s budget has already
fmposed severe restraint on forelgn ald and programs dealing with the critical
problems of our citles—education; health, poverty, manpower trainhig, hous-
ing and pollution. We fear that ahy substantlal further reductions in Federal
spending would come in large part at the expense of these programs of com-
pelling national fmportance. Some savings can and should be realized Ly a
turther streteh-out in such programs as space, highways, and public works—
but such savings clearly wonld be insufiicient. o

There I8 no need to liold back froin tax actlon in fear of too niuch restraint.
The risks are heavily welghted in the opposite direction, An iuflatlonary spiral
nggravated by an excessive Federal deficit is already underway ; left unchecked
the consequences will be damaging to domestlc stability as well as to our trade
position. Moreover, a surcharge Is the most readlly reversible tax measure,
fdenlly suited for prompt withdrawal onée the danger of overheating has
pagrsed.

The President’s January 1st balance of payments program does not remove
the need for the surcharge; nor would fiirther expenditure cuts within the
range of practicability and desirability remove that need. There is no feaslble
substitute for tax action to curtail the inflationary excesses in domestie demand
that are spilling over into linports—a major factor in the sharp' deterioration
of the nation’s trade position that occurred in the final quarter of 1067. Rising
prices and costs are also hurting our exports. This setback In our competitive
trade position must be checked hefore It gets any worse. -

Failure to act would endanger worldwide confidence in the dollar and would
invite a repetition of flare-ups in the gold niarkets. It would risk a serlous
upheaval in the international monetary system. The Congress should keep in
mind the grave consequences of inaction to our international trade and financlal

sition, . ) (g
poWe are convinced that, in the interests of our nation’s economic strength and
stability, enactment of the surcharge must be delayed no longer.

Secretary Fowtxr, I will conclide with iy last comment by saying
to Senator Williams what I have said to the Joint Economic Conmit-
tee. I think the first and the primary .rgs?onsxblyhty of the Congress is
to deal with this tax increase at least it the dimensions that the Presi-
dent has proposed, the 10-percent surcharge or an egu)yﬁlent)nénsure.
I think along with that the Congress of th‘q‘Umtcd_ ates, in the vari-
ous processes and procedures that are normally available to it thiough
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the appropriation procedures, should screen out and reduce expendi-
tures wherever it can find any means of doing so that is not damaging
to the security of the country. I welcome furtheraddress to this prob-
lom and I do think that the package that emerges ought to be a com-
bination of tax increases and expenditure control, expenditure re-
straint, oxpenditure reduction, I cannot tell in what proportions that
should emerge as a result of this session of Congress until there has
been n reestimate of the military oxpenditure situation which was
adverted to yesterday.

Senator Wirriams, Mr. Secretary, as I stated bofore, this overwhelm-
ing support for tho tax increase to which you refer is 99 percent con-
tingent upon being accompanied by a reduction in expenditures. We
agreoe on that.

Secretary Fowr.er. It is not made so contingent.

Senator Wirrrants. Well—

Seoretary Fowrer, I think that is ovorstating it, Senator Willinms.
The people that are encouraging a tax increase are also encouraging a
reduction in expenditures,

Senator Wirrtrass, That is right. Some think the reduction of ex-
Bendit.ures can solve it alone, some think tax increass can solve it nlone,

ut I happen to think that it takes a combination of both.

Secretary Fowrkn, I think the overwhelming opinion is that it takes
a combination of both,

Senator Wirnranms. That is correct. I say there are o few on each
side, but I think it takes both.

I nm not excusing Congress one bit of its responsibility. I Jed the
drive last year on a series of votes trying to hold down expenditures.
As you know, we lost out on it, but at the snme time, accepting respon-
sibility for Congress, for you cannot spend any money which we do not
appropriate, I again remind you that it does not cost any move to buy
a pon to veto'n spending bill than it does to sign it and the President
likewise has some responsibility. Far too often, on those occasions when
Congress has tried to hold down these spending programs the eriticism
which we have gotten from the White Houso was not for spending too
much but for spending too little. You and I both sat in o meeting in
the White House last fall at which time wo were discussing this very
problem, and agnin referenco was made to'the built-in costs in pro-
grams that were enacted by Congress—built-in costs over which the
Executive had no control. At that meeting I reminded you, you will
remember, that they were not all built-in and tlint the next day the
Senato would be acting on thoe socinl security bill, a proposal to add $3
billion over and above the House bill, and I appealed to the ndminis-
tration to support some of us in our efforts to hold this down to a
roalistic level. YWe did not get that support, ‘I'he bill was reduced in
conference.

Secretary IFowrknr, Got some support in conference, I think.

Senator Witrrans. Not from the admiiistrntion,

SecreTaRY FOwLER, It was their—— ‘

Senator Wirtraas (continuing). Only criticism. I will accopt a cor-
rection—if you will tell me the administration was behind the scenes
helping us I will accept that andthank you for it. But if the adnitn-
istratioh was helping us behind the scenes they were criticizig us
publicly, and that to me is sheer hypoerisy, which has happened too

often,
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I get somewhat impatient with the administration acting behind
the scones and wrging us to hold down expenditures as they did in
this instance, and you know that they did, and at the same time pub-
licly denouncing us for having reduced the cost. We want support
»ublicly, As to this tax increase, Congress is not altogether to blame
or the lack of action. When you proposed a 6-percent tax increase
last year I supported it; 1 was one of the first ones to do so. But 6 weeks
Inter you were down here asking for a tax reduction, and at that time
I said you were making a tragic mistake to reduce taxes in tho midst
of an appeal to raise them. That was a mistake, As late as June last
year you were advocating to this committee o plan to let these auto-
mobile and telephone excise taxes lapse on April of this year. )

Secretary IFowrer, That is an overstatement. I was not advocatin
that, Senator Williams, I said at that time that we were not preparec
to make any final décisions about the oxcise tax matter. And also the
repoal of tho suspension of investment credit was not for the purpose
of reducing taxes. It was to restore an incentive that had been sus-
onded with the commitment by this committes and the Ways and
Means Committes and the President that when the highly specialized
boom that characterized the plant and equipment industry in 1960
had abated, wo would lift the suspension, and that was not plht for-
ward as & measure of a tax increase, It was put forward to fulfill the
commitment that had been made in Septenber of 1960 at the time the
investment eredit was suspended. )

Senator Wirnranms. I will not debate the points but it did result in o
$2 billion annual loss of revenue, and a $2 billion loss in revenue is a
tax reduction. T'o get back to this package which I have introduced,
I would like to take up the first three sections which deal with
oxpenditures.

Secretary Fowwrer, Yes, sir, Could I before you turn to those spe-
cific sections, just make one observation, that in"the President’s budget
message this year, I would like to call the attention of the committeo
to pages 20 to 22, which is o table listing a large number of proposed
program recduictions and reforms which aflect most of the major ngen-
cies and departments of the Government, mid would result. in redue-
tions of expenditures from existing levels, ‘They touch a lnrge number
of programs in the entire vango of the budget and one of the first
orders of business, if 1 may say so, Senator Williams, in achioving
oxpenditure reductions would be to develop and executo these recom-
mendations that appear on pages 20 and 22 which provide the begin-
nings of a program of getting owr expenditures under control, be-
cause as we take care of new needs that emelFe and demands upon
the Government, we must be equally successful in eliminating o re-
ducing the obsoleto programs that no longer deserve the hi%h priovity
that they once had when they became part of our system. I comniend
to you the statement in the President’s budget message, and I quote
from page22:

There have been suggestions for a long-range study of Federal programs, evalu-
ating their effectivencss and proposing reforms. Clearly more study potential
program reforms ig needed. My proposals this year represent a first step on which
wo can and should act now, Throughout the years it has been easler to discuss
tho need to restructure older Government programs than actually to change
them. I urge the Congress to take prompt and favorable action in support of
these proposals to cull out lower priority prograis.
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‘He was referring to the 50-odd programs on the preceding three
pages.

ggnator Wirrranms, I accept that as a constructive suggestion. I am
familiar with that. part in the budget. That can be a part of thie $8
billion reduction which I am seeking. Before I proceed I know that
some of the members havé not had a chance to raise questions and, Mr.
Chairman, I do not want to monopolize the time. rll do have further
questions I want to ask, but if some of the other Senators want to pro-
ceed I will withhold and pursue this later.

The Ciramran, Senator Smathors?

Nenator Syartiers. I yield to'the Senator from Georgia,

Senator Wirrntass, I do have somo other questions bt T want to
discuss that particular bill in detail.

The Cramraran, Senator Talndge?

Senator Tararanar. I just have one or two questions, Mr, Secretary.
I think there is no doubt but what the finaneinl pieture makes it abso-
lutely necessary to extend these excise taxes. I do have some concern,
however, about this speedup of corporate tnxes of these small busi-
nesses, 1 have had some experience in that regard and I know how
someone can start with very, very limited éapital, with accounts receiv-
able and inventory, and things of that type, almost go bankrupt in tlie
process of making a profit.

Iet us look into this situation just briefly. ‘I'nke the case of a small
business and, Mr. Surrey, you might want to get your pencil and a
piece of papierafid cheek with me as I go.

Tet us take a small business that has a taxable income of $25,000.
That would put it in the 22-percent range if I understand the tax
law, provided that is the only corporation involved.

Now, as T understand it, under present circumstances, assuming they
earn $£25,000, taxable income of $23,000, in the calendar year 1967—
we will assume this corporation is on a calendar year basis, their
Federal income taxes would be $5,500 payable in two instiillments of
$2,750 cach on Mareh 15 and June 15 of this year, Is that not correct?

As T understand the proposal that has been suggested in the bill
that came over frofii the House, that will be substantially accelerated
until the year 1973. In other words, this taxpayéer instéad of paying
$5,500 this year on last year's earned income, will have to pay $6,380
this véar, is that not correct? -

M. Srrrey. You have aiistlier $880 added to the $5,500.

Senator Taratanak, That is my understanding, yes. In other words,
he will pay this year——

Mvr. Svreey. That is right. o ,

Senator Taratanar (continiiing). At a rafe of 25.52 percent instead
of 22 percent on last yeai’s taxable income. ,

Secvetary Fowrer, Always hiaving in'mind tliat this is a liability
that he owes and i keeping his books and keeping his accounts prop-
perly, and taking his liabilities into account, his liabilities liive not
increased one wit.

Senator Taryanck. You are collecting taxes this year on what he
hopes he is géing to enrn this year and on what he did last year, as
Tuiiderstand it. . ) A

Secretary Fowrkr, Just the way it is done for every unincorporated
business with whielihe is conipeting. 4 ‘
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Senator Tarymanor. I am aware of that but I did want to get the
facts straight as to exactly what we dre doing because I have great
sympathy for these small-business people. I have seen some of them
almost go banknipt for the lack of éapitilization and lack of credit.
Many of them have gone bankrupt, not because they were not eaniin[ir
a profit but because they were overextended and ovérconimitted anc
did not have the finaneinl resources to take care of the current obli-

aations,

3 Now, let us proceed to the year 1969, As I understand it, the same
thing would be trie that year. He would pay $6,380 and assuming
that his taxable incomo was the same, $25,000, so that wolild also be at
n rate of 25.52 instead of 22 percent. Go to the year 1970, The same
thing would be true there. He would pay $6,380 in lieu of $5,500 which
wouﬁl be at the taxable rate of 25,52, is that correct?

My, Suvrrey., Yes, It continues throughout. o

Senator Tararapar. Also it wounld contiitue through 1971 and through
1072 at the same rate,

My, Surrey. Yes, sir, ‘ |

Senator ‘Tardrapee. Then in 1973, b years hence, he would be on. a
currént basis of $5,5600 a year, the same as he would be now if that
plan were not proposed.

Mr. Svrrey. Yes, sir. ‘

Senator Tararapoe. So for b years in'the future, instead of paying at
the rate of 22 percent on his earnings, he will be paying at an effec-
tive rate of 25.52¢

Mr. Surney, Yes, But to put it that way, as the Seceretary said, may
not in a sense be portmyinﬁg the act(iiil difdation for these corporittons,
In this year he owes n tax linbility for his prior yeat taxes. He is also,
as the year is going through, iicurring obligations as the Secretary
snid, to the United States for taxes, Most firms accrue obligations of
this nature. They fully realize that these are debts tliat are owin
and the Government will seek payment. Smaller corporations gs we
us large ones do accrue these I'r bilities, You find, for example, that a
very large number of corporatiots, the biilk of the small corporations,
do not even exercise thieir option to phy in two installment$ under the
present system, and the bulk of the liabilities of these corporations are
paid in the first installment in Mareh.,

Senator TararAvare. I am sure tliit wonld be tiue of any corpora-
tion that was not living from pillar to post.

Mr. Surrey. That is right. But as a matter of fact, the Ways and
Means Committee used the situation of the corporition living from
pillar to post as an aflivmativé argiment for the wisdom of their jsro-
vision because they said there is danger and harm in illusion, in living
from pillar to post and assuming that a tax obligation need not be
met, They thought that the realism that would he injeeted by the
resyl)onsib}ht-y of ‘citrrent’ payment would be helpful to sniall business,
and that point-appears in'tlie Ways and Means Condfaittee report.

Senator Taryanor. I do not know that I am opposed to this partic-
ulat plan'but I did wait to khow exactly what the préjposal was,

Mr, Scrrey. Yes, : o :

Sénator Taratsput, Whitt we are’ dolhg s creating an existing la-
bility 12 nioiiths in'the fature’ that does not exist at the present time.

Mu. Scrnky, The lHability exists, The paymént 8f the— |
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Senator TaLyapae, The payment date is—

Mr. Surrey, The payment date is changed but the liability exists.

Senator Tararapae. Thank youn very much, Mr. Secretary.

I have no further questions, Mr. Chairman.

The CraIraaN, Senator Anderson?

Senator Carlson ?

Senator Carrson. Mr. Chairman, I shall not take much tiime. I regret
I was absent yesterday. I have no doubt the Secretary discussed all the
problems that I may come up with at the present time.

As I understand it, Mr. Secretary, you are here wrging approval
of the bill that ‘mssed the House on excise taxes but you are n‘so sug-
gesting that we have a surtax increase at the present time,

Secretary FowLer, Senator Carlson, in my presentation yesterday
I felt it would be incomplete if I did not portray the entire fiscal situa-
tion as I saw it, to which the excise tax bill is only a partial response.
I reafirmed in my statement in the strongest possible terms, the
urgency I feel, and the administration feels, that the full program in-
cluding the income tax increase should be enacted. I said, however,
specifically in emphasizing in the strongest possible terims enactment
of the entire program, the procedures, whatever procedures Congress
choses to utilize to deal with this problem were for the Congress to
determine. I would hope that the end result of whatever procedures
are worked out between the House and the Senate, betiveen this com-
mittee and the Ways and Means Committee, between the majority
and minority sides and the leadership, wonld result in a prompt en-
actment of the surcharge. As to the particular procedure that should
be followed, I would have no view.

Senator Carwson. I take it that you feel it is necessary that we have
this surtax indrease, first, for revenue, and second, to be of some as-
sistance in the Inflatfotiary pressures, is that correct?

Secretary Fowrer. Well, that and a third dand a very important ren-
son, Senator Carlson. I think it is nceded to provide the confidéncs in
the iffternational financial situation that we, and I use it collectively,
the United States, the executive branch, and the Congress, working
together, are going to reverse the policy of increasing deficits that has
characterized our situation since the costs of war in Vietnam have
mounted in recent years and that we are going tc make a very substan-
tial veversal of that policy by moving back very substantially in the
direction of a balaticed budget. As a former junior Senator from Vir-
ginia expressed it at ono point the direction in which you are noving
is very important and the direction in which we have been moving,
which was arrested last swimner at around a $20-billion-deficit lovel,
must be changed. We must now move back very substantially and sig-
nificantly in the dircction of balance'if the déllar is to remain stréng
and etjoy the confidence that it must have as the keystone in the inter-
national monetary system. So there are in addition to the ordiniary
conventional good sense of trying to finance a temporary expenditure
such as the war in Viétfitiin out of current revenues, a piractice we have
always tended to follow, in addition to‘the economic arguments that
you have alluded to, thers is the third and important point of protect-
ing our balahce of payments and maintahiing confidence in"the dollar.

Senator CanusoN. Mr. Secréetary, on this last point I share with you
vour concern regarding our fiternational monetary situation. I think
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it is very critical, I have no question about that. I have read some of
the hearings before the House Ways and Means Committee, I have
not read them #éll, but I was interested in a statement from the Council
of Economic Advisers in regard 'to the effect of tax increase on infla-
tion, It is their th‘o‘u%ht tliat if we have a surtax increase, prices in this
country would rise by about 3 percent in 1968 and, in their opinion,
it would not have any effect on'rediicing prices in 1968. Have you any
comment. on that? , _

Sceretary Fowrer. Yes, Senator Carlson, I do. The thrust of the
point made by the Council is that you cannot change a situntion which
1s characterized by price inflation under the cutrrént circumstances, you
cannot change it overnight by any action in the field of fiscal restraint.
But by applying fiscal restraint now in timely fashion, the contitiued
spiral of inflation in which a 3-percent rate of increase in prices
might become next year a 4-percent rate of increase, you can reverse
that spiral and begin to move back. In fact, Senator Carlson, in the
last 6 months of calendar year 1967, prices wore increasing at a rate
of 3.8 percent or néarly 4 percent and the important point the Céuneil
was making is thiit if you are going to effect a reversal of thit direction
in which we have been moving, particularly in the last two quarters
of 1967, that we must take action now, Wo miist not expect miracles
to happen and suddenly all price inerdases to abate, but we will be
moving in the right direction’if we take this action. It we do riot take
this action, we run the risk of an ever-increasing spiral of inflation
which can go beyond thecurrent levels,

Now, wae started tdlking about this problem of arresting the move-
ment of prices last Au Fu“st: and at that time we weroe looking iipoh a'idte
of price increase in the first two quarters of ‘the yéar, of 2.3 percent,
Now, it has moved up, it moved up so that for calendar year 1967 it
appeared to be around 3 percent. But, that calendar year figiive dis-
guised the very important fact that it was gathering momentum‘in-the
Inst. two quarters of the year, It is important to arrest that momentiin
and begin to'tiirn the situation around so that come 1969 a8 the Conunéil
forecast, we can be moving back toward the price stability that char-
acterized the early years of this'decade, ,

Senator CanrsoN. Is it not a fact that this scheduled suirtax is sup-
posed to expire on June 30, 1969 ¢ ' .

Seeretary Fowrer, That is iight. The Congress would then in the
winter and spring of 1969, have another oppottiiity to determiite in
the light of the international situation, milititily and elsewhere, in
the light of the domestic situation, whether or not the 'tax increase
should expire, '

Senator CartsoN. In other words, it is one of these témporary taxes?

Secretary Fownr, It is very cleatly associated, Sendtor: Catlson,
with the war and it has been made abwiddfitly clear in’thie lieaiings
before the Ways and Means Committee, and I certahily restated it
yesterday and I will ‘vestate it again, that in its concépt afid in its
presentation, it/is a temporary measure to défray a‘portion of the very
unusual militaty expendittires that are ‘Associated with our operations
in Southeast Asin, - ' S . L
* Senator Cartson. Is it your recommendiitibn’ to'this committee tht
we xlmﬂr;a an effort to add’the siirtax provisions to'the pendihg excise
tax bill? | o ‘ C
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Secretary Fowrer. I have not made any recommendation as to the
procedure that this committee should follow.

Senator Carison. Would you approve of that action if the commit-
tee took it?

Secretary Fowrrr. I do not think I can add to my statement. I am
for a prompt enactment. of the surtax by whatever the procedures the
Congress and the two House may concert together to achieve that
result,
~ Senator Careson. Well, as one member of this committee I think

I fully appreciate the fiscal problems, internationally and domestically,
but T would be one member that would vigorously oppose any addi-
tion of surtaxes to the pending bill for two reasons. One is I served
as & member of the House Ways and Means Committee for n good
many years and I know their feeling on their prerogatives, I know
the feeling that that committee shonld initinte taxes gonerally. As n
matter of fact, every member of this committee that is on a con-
ference knows the difficulty we have every time we add tax matters
to a House-passed bill and’T have helped do it so I am guilty myself.
If we should add this, I think, first, it would really endanger the
comity between the House and Senate when it comes to future tax
matters. This is not the last tax bill. We are going to have many of
them in the future, Second, I should not support just a tax inerease
without some assurance and some definite commitments on a reduction
in expenditures as the distinguished Senator from Delaware stated.

I sat through the hearings for 2 days with Secretary Rusk on our
international situation and from time to time he was asked if this
administration would not come up with some priority when it comes
to dealing with expenditures on war, on our domestic program, and
he would not, and I gather this morning ‘that the Secretary of the
Treasury is not ready to come up with priorities. -

Secretary Fowrer, The Secretary of the Treasury has just pointed
out. to the Congress one sct of priorities appearing on pages 20 to 22 of
the budget which would call for budget program reductions and re-
forms in about 50-odd existing [I))x-ograms, and the Secretary of the
Treasury has pointed out as the President points out in this message
that we think this is only a beginning and that a great deal more needs
to be done in culling out these low priority programs. So, if yon want
to see what tlie Biidget Director and ‘the President think ave low
Pri{‘n‘ity programs that should be cut, look on pages 20 to 22 of the
nmdget, -

I&:vdmd"liko to also to say that this is a process which should he
encouraged in a much more intensive way. In the statement hefore the
House on November 29, T observed that, in addition'to the specific ents
proposed there, the President is prepared to establish a special bi-
partisan task force of outstaiiding: Americans to take a look at long-
range Federal program priorities. This task force would examine, one.
the effectiveness of each such program or activity in the coitext of its
present and projected costs. Two, whether and at what level the pro-
gram or activity should be contained, and three, the relative priovity it
should be assigned in the allocation of Federal funds, I am very niuch
in favor of bringing to bear the process of priorities. I must say that I
do not think that the cuirrent processes as we watched them in"the last
several years, have achieved adedqiifte results in this fleld.
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Senator Carrson. Mr. Secretary, is it not a fact that after yon make
{l_1ﬁ§o 1;ocommemlntions we still inerease onr deficit by about 310
illion:

Secretary Fowrxr. The poiit is that these things that are control-
lable are a limited phase of the budget, as My, Zwick will explhiin to
you. Some others are uncontrollable payments that have to he made
by law, and the Secretary of the ‘Treasury has no option as to whether
he can make the payment or honor the'check. You have voted it. It is
in the law, And the CCC payment or the grant:in-aid: payment must
be made. The modification of those hitherto uncontréllable programs
which will result in culling out lower priovity expenditiures is a very
fundamental dirvection in wlifelh we must. move, and, frankly. in the
last several years, the administration and the Congress acting together,
have not been able to whittle them away.

You take these programs Hiat are listed on pages 20 to 22 of the
budget and vou will recognize in them programs in which repeitedly
the Congress will vote to add to them and to the President’s recom-
mendation. You will also find others in there that T think have heen
pointéd out repeatdly as involving programs that counld be dispensed
with withoiit any damage to the national interest, and yet they con-
tinue to be fed and nonrished at the expense of increasing deficit or at
the expense of new and more compelling needs'that are not suflicicitly
honored. ) :

Senator Cantson, Mr, Secvetary, heve T get back to the hearings of
the House. T wonder if these figitres are not correct as I have taken
them and T think if the Budget Dirvector will follow through maybe
T can get.a comment from himonit,

Comparing the budget figures for fiscal year 1968 and 1968, it was
indicated that receipts ave projected to inerease $118.6 billion'to £135.6
billion and that assnines a 10-percent tax increase.

Now, as T understand it, these are on administrative budget basis
but if one eliminates the tax increase and sale of participation certifi-
cates, the defieit for:fisen) 1968 wonld be $25.2 billion and the deficit
for 1969 would be even higher, $25.4. Is that a correct stateméht?

Mr. Zwick. Yes, sir. Tet me make several comments on that. It
depends on how you handle participiation certificates.

The Ciramymay. Let me interject here that the Secretary has to
leave in just n few minutes. These questions to the Bureau of the
Budget can be filled in after the Seeretary has departed becinse we
will continue to examine——

Mr, Zwick. I would like to.

The CratrMAN. If that isall vight with you.

Senator CartsoN. Not only all right, but T am' throiigh. Thank you
very much, ‘

The Citairyman. Senator Curtis? ,

Senator Curris. No questions at this moment, I

The CHARMAN. Mr, Secretary, just one thing. The ITéuse bill {ifi-
dertakes to complétely repenl the tax on automobiles, The Senate had
kept 1 percent on the statiite hooks on the theory that it might be
needed to dispose of junkyards or provide highway beauntification or
something else in-‘connection witli liigliways. Does the administration
have any judgnient one way or theother on thiit?
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. Secretary Fowrer. We do not have any judgment on that at this
time, I think that is something thiat ("o'u'l'(!‘{)e handled down the road 2
or 3 years from now because the excise tax on automobiles under the
House bill would not finally expire until 1971.

The Cramran, All you are concerned about right now is that you
!;eed all the revenue that it brings and you cannot afford to do without
it.

Secretary Fowrer, Cannot afford to lose a dollar.

The Crratraan, Senator Williams?

Senator Wirnrraas, Mr. Secretary, I understand you are leaving
Could you come back again, tomorrow?

Secretary Fowrrn, Yes, so far as I know, Senator. I have been sched-
ul.et(é to appear in executive session before the Ways and Means Com-
mittee,

Senator WiLLiays. I understand that.

Secretary Fowrer, And, I will be at your disposal tomorrow.

Senator WiLrrans. I realize we want to move along, but I wanted
a clearcut position of the Department on these various sections so that
when we go to the floor we will know exactly where the administration
stands, and I do not want to delay the hearings. I am sorry we could
not get startéed on these hearings a week ago last Friday because the
Senate was out of session that ﬁny, and we could have had a full day
Friday and Monday. But it did not suit the Department, and I can
understand that. I was hoping, however, we could finish today.

The Cuamyan. Might I just ask this question. Mr. Secretary, the
Senate goes in at 12 and chiring the moriing hour the committee may
meet. I wonder if you could try to arrange your affairs with the Com-
mittee on Ways and Means that you could return here at 12 o’clock
and let Senator Williams ask the additional questions he has in mind.
Perhaps we might finish this matter today if we could. I think the
rest of us have asked all the questions we know of.

Senator Wirrtanms. I have no objection to procedure.

The Cuamryan. We will plan, then, to be here tomorrow morning
at 9 o'clock so Senator Williams can get the information he seeks from
the Secretary. Senator Anderson, I believe, wants to have some addi-
tional ififétination, The Dirvector of the Budget can stay here with us.

Mr. Zwick. Yes.

The CuArMAN. I suggest now you complete your answer to Senator
Carlson’s question and then anyone who wants to direct any additional
questions to the Director of the Budget may do it now.

Mr. Zwick. Yes, sir. Let me start out with a response in terms of the
public record of the President on expenditure restraints, which seemed
to run through your questions, Senator Carlson, and yours, Senator
Williams, I think the record is quite clear and it ought to be on the
table at this point. In his message of August 3, last summer, the Presi-
dent, when he came up with his surcharge proposal, proposed addi-
tional expenditure restraints both in the civilian area and non-South-
east Asian defense expenditures. In the fall, a target of $2 billion of
expenditure reduction in the civilian area was arrived at. He asked
Sceretary McNamara during that time to look at whatever expendi-
ture reductions he could make in the non-Southeast Asian defense area,
and a target of $2 billion was one informally used during this period
in that area also. As the fall went on, there was some question as to
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whether or not we were going to get the tax bill, and whether the
reductions were promises or whether they would really be delivered.
As a result, the administration proposed as part of the tax bill that we
write into law an obligation cutback, and that was enncted into law,
Public Law 90-218, which did in fact bring about obligation reduc-
tions of s‘fp’proximatelfr $10 billion ditd expenditire redictions of $4.3
billion. I want to be clear that that is the type of approach the Presi-
dent was talking about in his August 3 message.

Once that happened the dialog then moved on to the point that the
Congress wanted a better look at the 1969 bwdget before enacting the
tax Increase. And what were the objective criterin:established for
judging the 1969 budget? One criterion was that the increase between
1968 and 1969 ought to be less than the expendituire increases we have
had in recent gears. And we have met that criterion. The incireass in
1969 over 1968 is $10.4 billioh. It was $17.2 billion in 1968 over 1967
and $23.8 billion in 1967 over 1966. So, we met that criterion that we
were given last fall.

Another criterion is that as a Kercentage of lg(;i‘oss national product,
budget outlays should go down. And if you look at the budget on page
12 fyou will find that outside of the special costs of Vietnam aﬁt{)‘iﬁe
self-financed social insurance trust faids, the total Federal budget as
a percentage of gross national produets stands at 13.9 percent in 1969,
less than in 1968, and significantly less than the 16 pevcent it was in' the
late 1950’s. So, we met that test, N -

Another test was that controllable expenditures should be held down
and we held the increase in 1969 controllable expenditiires down to
roughly a half billion dollars. There was a request that we set prior-
ities, and we did set priorities. They are reflected in the 1969 budget,
and you can see them, as Secretary of the Treasury Fowler has said, on
pages 20 through 22.

So now we come, and apparently all the objective tests that were
given to us last fall were not sufficient, and now we are hearing we
must couple expenditure conitrol with a tax increase. I am not quite
sure when we get off this dialog and when we get on to the tax
increase part of it. We sent up an urgent supplemental several weeks
ago and I am the gentleman who took the heat from the various
agencies when we kept it to only mandatory increases. It passed.the

ouse and as you know, Monday it passed the Senate with additions
put on. We sent ug a Erogram supplémental several days ago, Monday,
and again I cut back on the program su%plemental items that were
in the January budﬁet. So, I think the President’s public record—
not a question of what he said here or there—but his public record
starting last August has been quite clear. He has promised and he
has delivered ex{)enditure restraint,

Now, reasonable men can disagres on how much restraint is needed
but I think there is no doubt in any simple reading of the record
that he has promised and delivered on expenditure restraints and
the first order of business now is the tax increase.

Senator CarLsoN. Just one t.hin‘-g[. Youmentioned——

The CratrMAN. I am not sure I have it all straight. What percent-
age of gross national ’Product does the entire budget represent as of
this coming fiscal year
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Mr. Zwrok. The entire budget, including Vietnam and everything,
is about 21 percent of the gross national product.

The Cuarrman. Twenty-one percent.

Mr. Zwick, Yes, sir,

The CuamraraN. What was it on the other base periods you are
comparing ? You are com arinE———~

Mr. Zwick. We have three breakouts. If you take the special costs
of Vietnam, they are roughly 8 percent. ’I)l,le social insurance trust
funds are 4.4 percent, and then all other outlays are 13.9 percent,
so that that adds up to your 21 percent. Now, for all other outlays,
leaving aside Vietnam and the social insurance trust funds, that 13.9
percent in 1969 contrasts with the 16 Percent in the late fifties,

The Cuamraan. Now, in the late fifties, if you put everything in
what would you get ?

Mr. Zwick. Rouglily 18 to 19 percent.

The Cuamstan, So, if you add the war in Vietnam to it you are
coming up with—yousaid 21?%

Mr, Zwick. T'wenty-one percent, which was about where we were
during the Korean war. In the late fifties it was about 19 percent.
If you take out-the current 3 percent for Vietnam you get about 18

ercent, so for everything other than Vietnam, we are down slightly

rom the late fifties. If you take out the self-financed social insurance
trust funds, we are down significantly from the late fifties. And if
you put everything in, you get up to 21 percent which is basically
where we were during the Korean war.

The Craraan. Thank you.

Senator Carison. Iyield, _

Senator Wirriams. You speak of thie action in the Senate—

The CrarMaN. Why do you not let Senator Curtis—-~

Senatoir Curtis. I donot go out of turn,

Senator Wirriaas, You speak of the action in the Senate yesterday
on the supplemental bill. You are correct, the Senate added $189
million more than was recommended by the budget. Twenty-five mil-
lion of that was added on a rolleall vote, which was a tie vote in the
Senate but which the Vice President, who is n part of the executive
branch, broke in favor of that addition, and the money was provided.
But the bill does carry $189 million more than  was recommended by
the bud%'et, which is approximately 15 percent increase. I am not ex-
cusing the Senate of having done that, and I know that that is above
what is recommended by the budget and by the President. My question
is, Will you recommend that the President veto that bill?

My, Zwick. No. We have to pay the claims and judgments against the
Government. We have public assistance payments wﬁich‘must‘ be made.
We have a problem here of meeting our commitments in an orderly
way. The issue is running the Government in an orderly fashion. I do
not think that a President could responsibly fail to meet the claims of
States and local communities under the laws. The issue you are raising
is the issue of expenditure control, One of the items that you added to
the supplemental was the impacted area school aid. Now, if you carry
into fiscal year 1969 the full funiding of that added impact area aid,
}w)ou are adding about $160 million to the fiscal year 1969 budget of the

resident. So, 1t is not only what you added to the 1968 buidget but the
implied commitment to the 1969 budget that results from that action.
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Senator WirLraszs, And that is'the redson we would rather the Pres-
ident use a veto pen occasionalll‘y:; it would help some of us. There
is not this 24-hour emérgency. This partitulat bill 1aid on the Senate
calendar for 2 weeks beforé action was taken so it was not so urgent.

My, Zwick, It is true that thé Départment of Labor, for example, is
running out of money to pay unemploymeiit benefits to veterans now.

Senator WiLLraas, It is true, but they were running out 2 weeks ago,
too, and the— ‘

My, Zwick. It would be very diffiicult'to veto such a bill,

Senator WiLriaas, You diid I know these payments will'bé made,.

Now, you speak of the recommended étitbacks in this btidget. As
I stated, I welcome the support of the Executive wherever we
can get it in holding back these expenditures; but is it not true
that -when you speak of thecntbacks’in”the~b’u‘é§et this year by the
executive branch, as compared to last yesir, you are comparing what
you asked for this year with what you asked ' for-last yéar and not
with what you ‘ﬁot last year? ’ C

Mr. Zwick, No, sir. What we compared ivas what we'dsked for this
year with what éongress gave us through its;'ﬁ)pfoprlatibﬁs‘ actions
last year, but bafore the 2--10 cutback in-Public Law 90-218—not
what we asked last year but what was appropriated. We thought thit
was valid. That is a reflection of what Congress is asking the admin-
istration to carry out. We thought’' that was the appropriate yard-
stick, not the arbitrary 2-10 cutback. ‘

Senator Wirriams. Is it not true that every agency of 'the Govern-
ment under the 1969 budget will carry an increase, that is every single
department is asking for more money than it did last year? '

Ir. Zwick, I suspect that could betrue. ‘

Senator Wirriars. Except, I think, one exception, Selective Serv-
ice System.

Mr, Zwick. I would have to check and see if it is true for every last
agency but I would suspect it is true for most, sir. But let us recognize
this country is bigger.

Senator Wirr1ans, The country is bigger, and the budget and deficit
are bigger. The deficit is bigger than either the c’ountli‘y or the budget.

Mr. Zwick. But as a percentage of the GNP the Federal sector is
smaller than it was last year and smaller than it was in the late fifties,
and we cannot wave away that fact of life. Sendator Talmadge. was
asking about the small business. Just in fiscal 1969 alone, the nuinber
of loans to small business will be up 21 percent, takeoffs and landings
at airports with FAA towers are going to be ug 15 percent. I do not
think we want to suggest that we do not provide adequate air-traffic
control and not service small business. As the country gets bigger or
workloads go up, patent applications go up. Certainly we must service
the patent applications of the country.

ogsinator Wiriass. That is a good statement. You forgot mother-
hood——

Mr. Zwick, We have got to recognize as we become a bigger coun-
try we have bigger workloads and, therefore, you should expect bigger
budgets. The question is whether tl_le’y are prudent budgets given the
size of the economy we are dealing with.,

Senator WrLrians, We do, and that is an excellent statement, You
should also include in it that we have more mothers; we want to
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recognize motherhood. But to. get back to the point of those things
that can and cannot, he cut; to s;l;(eciﬁo, we have more golf coutises
than we had before. Just a fow weeks ago thero was u $250,000 grant
in my State for a golf course, and there are similar grants scattered
all over tho country, N e , .

Now, surely these are things that may have merit but they are pro-
rams that can be done without at a time when we are running a $28
illion deficit. I think you will agres with mo that when the actuil

deficit projected for 1968 is not $8 billioh as many people think, and
I do not'mean that you P’orsonally olaim that, but without any tax
inerease at all, by norinil computations, there is a $28 billion deficit
confronting us in 1969, You speak of the $20 billion deflcit, $22 bil-
lion, I think it is, for fiscal 1968, but are you coufiting the sale of
participation cortificates. Avo you counting the sales of partieiption
certificates in line with the new unified budget for 19081

My, Zwiok, In the 1969 budget, we are using the new budget concept
for both 1968 and 1069, and in both 6f these casos, therefore, the par-
ticipation certificatos are treated as means of financing and ave, there-
fore, irrelevant for this, |

_Senator WiLLranms. But, you ave also counting in these trust find .
receipts. -

Mpr. Zwick, Yes, sir,

Senator WirLriAms, Now, do you think that it is proper to include
trust fund receipts, the accumulation in the trust funds, in reporting
the deficit.to the American peoplo? Now, I realize they must be counted
when you figure on the expenditures. They affect the economy. But
these are trust funds. The (Govermmnent is only the the trustee of, for
examplo, the unemployment trust fund. You cannot spend that inoney
routinely, and at that Congress cannot even appropriate it. The only
way you can spend it is to issuo Government notes and then spend it:
but why count those toward reducing the deficit

Mvr. Zwick. Senator Williams, let me ﬁivo you two answers, First, wo
followed the recommendations of the distingtished bipartisan Com-
mission on Budget Concepts. As you know, this Commission included
the chairman and the ranking minority membor of both the House and
Senate Appropriations Committees.

Senator Winriams, I am familiar with the conmmission,

Mvr, Zwick. They looked at this and unanimously recommended treat-
ing it this way. Since you raised the (‘uost-ion and since it has been
raised by Congressman Curtis, I asked the Chairman of the bipartisan
Commission, Mr, Kennedy, from the Continental Illinois National
Bank & Trust Co., to comment on that. He has written me a lotter. I
would like to submit that lettor for the record and I would like to read
to you some excerpts from that letter at this point. This is a lotter fiom
David Kennedy to me:

The Commission specifically considered at great length the problems involved
in various types of transactions which, although outside the ol administrative
budget format, novertheless involved tho exerclso of power by the Congress
to ¢stablish programs, to prescribe payments of benefits and other expenditures
under these programs, and to provide for thelr fiianclng, efther through taxes
or borrowing. Particularly, the Commission felt that the new budget must

include the activities of the trust funds and Fedeval loan programs. Exclusion
of cither would destroy the whole ldea of a unificd and compreliensive budget.
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‘Throughout its d}scusslqns the Commission made it abundantly clear that the
incluslon of trust funds in overall budget summary data was strictly for ug-
gregative purposes and in no way should boe construed as reflecting on the
sanctity of the Individual trust funds, The fdentity of these trust funds must
be preserved in every detall. No trust fund asset, linbility, recolpt, expendituye,
or net surplus or deflcit would be stated differently under the new unified
concept than the way it'had been shown before for the sanie data or perlod of
time, Thus, the Comtnisslon was acutely conscious of the Qovertment's re
sponsibilitles to the American people to guard jealously the sanctity of fis
fiduclary relatlonship to these trust tunds.

1t Is true, of course, that no bank would think of intermingling fts own
assets with assets which it holds for others in the exercise of a flduclary
responsibility. Nor is any purposo served by n bank’s publishing income or
balance sheet totals reflecting both types of actlvltf. These fiduclary accounts are
not created by the bank, but rather by individuals and corporations seeking to
cmploy the bank’s services. ,

In tho case of the Federal Government, however, the trust funds are created
by the Government Itself. Their Individual identity should remain just as in.
violate as in the case of the bank trusteeship. But thelr aggregate effect has
Just as much influence on the overall Federal fiscal plcture as other Federal
programs, . ,

The Commlssion was extremely careful in preparing its report to the Piesident
that these fiduciary responsibliities should be preserved. As a matter of fact,
the Commission was of the firm opinion that one of the major reasons for the
inclusion of the trust funds as an integral part of the unliled budget was to
help preserve these fiduclary principles by reliéving the pressure exlstlnf In the
old ndministrative budget format to create new trust funds to accomplish pur-
poses which belonged in the regular budget, or to use the trust funds in a
non-tiduclary capacity to provide a shelter for increased benefit programs with.
out having them counted in the budget, The same reasoning applles to pressures
in the old administrative (and national income) budget format to exclude cer-
tain expenditure programs from the budget by converting them Into loan pro-
grams. The unified budget removes these challenges to the budget integrity.

I hope these comments wlll be helpful in your efforts to promote understand-
ing of the new budget format. : .

Senator Winriams. I appreciate that, and if Mr, Konnetly wishes to
testify I shall be glad to see him. If you have more letters to read,
1 ask you to read them and thon answer the question of what you
think of—-

Mr., Zwrok. Think of what

Senator Wirtrams. I thought you would forget the question by
that timo,

Mr. Zwiok. No. I remember it.

Senator WirrLraus, Do you think it is proper to report that we have
only an $8 billion delicit by usin[.'; $714 billion accumulation of trust
funds. Do you think that is proper

Mr, Zwick. The question of a deficit calculation depends on what
purpose you aro using it for. If you are talking nbout borrowing from
the public and the impact of tho Federal doficit on financial markets
an issuo that tho Sccrotary of tho Treasury developed in detail yes-
torday, yes, sir., The koy issue is borrowing trom the publie, how much
pressure tho T'reasury will be putting on the financial markets of this
country, and therofore, you do not want a misleading number. It
would bo o misleading number if you just took the deficit without
tho trust funds, Tho fotal deficit which includes tho trust funds is
more meaningful. In this case trust fund operations are in surplus,
but in another case they could have a deficit.

Senator Wirrraas, But the point Iam getting at is that the President
referred to the fact of the §8 billion defleit. Sceretary Fowler referred

01--240--88——10
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to that. The $8 billion deficit is contihgent ijon coiiting tho $7.4 bil-
lion accumulation of trust funds, but without counting that $7.4 billion
it would be $15.4 billion, , o

Mr. Zwick. But thére is a defieit in'the expenditave ficeotnt of $4.7
billion, so you hate il sorts of deficit calculitions and the only point
I am making that the one you use depends on your purpose. No one
aggregate numbor can be reflective of all purposes, If you ave in-
terested in the economic impact, you look at the $4.7 billion defieit.
If you want to measure the inipact of Federal activitics on the fliian-
cial market, gou ou‘%ht to look at the $8 billion deficit. If you have
some other plirpose in mind maybe you want to look at a $16.4 bil-
lion deficit, but I do not kitow quite what the purpose wounld be.

Senator WiLLiays. Scevetary Fowler referred to it, time and tithe
agnin, in his statement here before this comifilttee yesterday and today
as an $8 billion deficit.

Mr, Zwick. That is correct.

Scenator Wirraayms. Now, this §8 billion is based upon the premise
that you include $7.4 billion tiust funds, iin other words——

Mr. Zwick. That is right.

Senator Wirriams, In other words, if we do not include it the
deficit reported for 1969 projected would be $15.4 billion?

Mr. Zwick. That is correct, if that is the only change you make
in the Commission’s recommendations. :

Senator WiLtiAMs. Now, the $15.4 billion is also based upon the
premise that we will enact a $12.9 billion tax increase,

My, Zwick. That is correct.

Senator Wirriass, And——

My, Zwick. It is really $13.2 billion‘if you put the user charge pro-
posals in the budget.

Senator Wirrrams., That is correct, but $12.9 billion, I think, is
what he referred to in his budget. So we.start out on this basis of $28.3
billion deficit, It would be rc(hlcod by the President’s tax proposal by
$12.9 billion. If we enact his tax program as recommended that. world
bring it back to $15.4 billion,

Mur. Zwick. That is correct.

Senator WiLrrams. Then, you take the $7.4 billion from the trust
funds and bring it back to $8 billion and we ave told that this is sound
accounting,

My next question is this. Suppose this does not affect the security
of the trust funds and they ave just as safe, and suppose it is aceu-
rately reporting it to the American people. Wo both agree first, that it
would be important to be able to report a balanced budget; do we not?

Mur. Zwick. Yes, sir.

Senator Wirnrams. On this'line of reasoning, why not take this $12
billion tax increase which the President is proposing, put it over into
one of the trust funds? It woulld make the trust fund more sound. You
would still end up with an $8 billion deficit. Or carrying the point fur-
ther, why not take the whole $80 billion we nre raisingin revenue and
put that into varvious trust funds, bitllding them up, say, for a long
time to come. The President would, under this procedure, still report
an $8 billion deficit even though he had no money at all to spend other
than what he borrowed from tho trust funds, is that not so?

Mz, Zwick. Other than what he borrows from the trust funds. But
what are the trust funds going to do with this surplus? They are going
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to invest. in L'reasury notes, which means, therefore, the Treasury
has cash available to'Piy its bills, whether they are for medicare, public
assistance, farmer’s hone loans, of what. ) .

Senator Wirnntams., Conceivably it would be possible under this
line of necounting fot'the adininistriitioit to report a balinced budget
for 10 years straight and to bankrupt the tmist funds at the same tifie
by spending all'the trust fundgthough various programs,

A\}I‘. Zwick. No, sir; as Mr. Kennedy said in his letter to me, and as
I think the budget concept report is quite clear on; and as we have been

uite clear on m our testifiony, the trust funts ave inviolate, When
they need cash, they will cash in the Treasury notes. If you are imply-
ing that the Treasury would not honor its notes at that tiine and give
tho trust funds their cash, then they would be bankrupt. The only
impression must be that the U.S. Government is not good for its notes,

Senator Wirrraxs. That is corvect, I agres with that but there would
bo such a thing as the valuoe of this dollar when they cash them in,

Now, these trust fuiids ard nothing new. The govermment is a tiustee.
Most. every corporation has its pension-find, tnd I afin going to'fead
to you just a note on-one of the finaneial statements of one of our major
corporations:

The pension fund 18 not the property of thé compihy or its subsldiaries ahd,
therefore, ix not included In the consolidated financianl statement, The nggregate
market value of all investment of funds s substantially more than the cost
thereof.

‘T'he point is that these corporations report theit trust funds to'théir
stockholders for information putposes, but the pension accounts are
treated as trust funds, If any corporation ifichided the net growth of
that pension fund in its report to the stockholders as though it were
increasing its surplus or reducing its deficit the Security and Ex-
change Commission and Department of Justice would be on them
tomorrow morhing.

My, Zwick, Yes, sir.

Senator Wirtiams. And that is exactly what the Government is
doing today. ,

Mr, Zwick, I thought Mr. Kennedy’s letter adequatély pointed out
the distinction between how a bank keeps its books and how the Fed-
eral (overmment keeps its books, What is sound and sensible for a
bank and what is sound and sensible for the Governiment are different.

’l‘h(; Cuamyran, I just want to ask thiat that letter be put in the
record. ‘

('The letter referved to follows:)

CONTINENTAYL 1LLINOIS NATIONAL
BaxKk & Trust Co. or CHIcAGoO,
Cliicago, 1., March 5, 1068,
Mr. Cuantes J. Zwiek,
Dircetar, Exceutive Ofiice of the President,
Burcan of the Budget, Washington, D.C.

Drar Ciranpie: I have your request for any comments I might wish to make as
Chairman of the President’s Commission on Budget Concepts with regard to the
reasoning behind the Commission’s recommendation to include trust funds In the
new unifled budget. I am glad to respond to that request.

From the very beginning of its deliberations, the Commission was unanfmous in
its feeling that the budget process should encompass the full scope of programs
and transactions within the Federal sector of the economy that are not subject
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to the ecottomic discipline of the market place. We concluded, therefore, that as a
general rule the budget must be comprehensive of the entire range of lederal
uctivities. This comprehensiveness is critical to the understanding of the budget
by Congress, the finanecfal community, business men genérally, and the publie.
1t is the only practical answer to the increasing confusion caused by the use of
several different concepts of the budget in recent years,

The Commission specifically zonsidered at great length the problems involved in
various types of transactions which, although outside the old administrative
budget format, nevertheless involved the exercisé of power by the Congress to
establish prograwms, to prescribe payment of benefits and other expenditures under
these programs, and to provide for their financing, either through taxes or borrow-
ing. Particularly, the Commission felt that the new budget must include the activi-
ties of the trust funds and Federdl loan programs. Exclusion of either would
destroy the whole idea of a unified and comprehensive budget.

Throughout its discussions the Commission made it abundantly clear that the
fuclusion of trust funds in over-all budget sumnary data was strictly for aggre-
gative purposes and in no way should be construed as reflecting on the sanctity
of the individual trust funds. The identity ﬂt these trust funds must be preserved
in every detail. No trust fund asset,’ Hability, receipt, expenditure, or net sur-
plus or deficit would be stated differently under the new unified concept than the
way it bad been shown before for the same date or period of time, Thus, the
Commission was acutely consclous of the government's responsibilities to the
American people to guard jealously the sanctity of its fiducliry relationship to
these trust fuiids, . '

It Is true, of course, that no bank wotild think of intermingling its own assets
with assets which it holds for others in the exercise of a fiduclary responsibility.
Nor is any purpose served by a bank’s publishing income or balance sheet totals
reflecting both types of actlvity. These fiduclary accounts are not created by the
bnnkl'. but rather by individuals and corporations secking to employ the bank’s
services.

In the case of the Federal Government, however, the trust funds are created
by the government itself. Their individual identity should remain just as in-
violate as in the case of a bank trusteeship. But their aggregate effect has just
as much influence on the over-all Federal filscal plcture as other Federal
programs.

The Commission was extremely careful in preparing its report to the Presi-
dent that these fiduciary responsibilitles should be preserved. As a matter of
fact the Commission was of the firm opinion that one of the major reasons for
the inclusion of the trust funds as an integral part of the unitled budget was
to help preserve these fiduciary principles by relieving the pressure existing in
the old administrative budget format to create new trust funds to accomplish
purposes which belonged in the regular budget, or to use the trust funds in a
nonfiduciary capacity to provide a shelter for increased benefit programs without
having them counted in the budget. The same reasoning applies to pressures in
the old administrative (and national income) budget format to exclude certain
expenditure programs from the budget by converting them into loan pro-
grams. The unified budget removes these challenges to budget integrity.

I hope these comments will be helpful in your efforts to promote understanding
of the new budget format. I share your favorable reaction as to the reception
the new budget presentation has recelved. The Bureau of the Budget staff
has done a tremendous job of integrating the Commission’s recommendations {nto
the budget presentation in a very short period of time. All of you are to be
congratulated.

Sincerely,
! Davip M. KENNEDY.
csTSE—

(The following was later submitted and is inserted in the record
at the request of the Director of the Bureau of the Budget:)

A STATEMENT ON THE REPORT OF THE PRESIDENT’S COMMISSION ON BUngET
CONCEPTS

(By the Executive Committee of the American Institute of Certifled Publle
Accountants)

The Executive Committee of the American Institute of Certified Public Ac-
countants recommends that the Federal Government adopt, at the carliest
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practical moment, the modern and progressive budget principles contained in
the Report of the President’s Coinmission on Budget Concepts,

The Executive Committee agrees with the President’s Commission that adop-
tion of these recommendations would make the budget of the United States
Government a more understandable and useful instrument of public policy and
finaneial planning. The Executive Conmittee belleves also that the recommended
concepts are In accord with sound financlal planning and decision making
processes, i

The Report of the President’s Commissfon cites confusion now existing because
of the use of at least three competing budget concepts. In this move toward one
unifled summary budget statement, there {8 a parallel in the private sector
where the AICPA has been working toward improved corporate financial re-
porting through better disclosure standards and the elimination of undesirable
alternntive ncéonnting prineiples. The consistent use of the recommended budget
statement would greatly improve public uinderstafiding of the Federal budget,
which is necessarily a brief summary of an immensely complex underlying
finaneinl system.

Some aspeets of the budget concepts recomnieiided in the Comimission’s report
might well find appHeabllity in budgeting for state and local governnments., Uni-
form budget systeins throughout governnient should prove useful in decision
mnking and should ald the people in understanding budgets as an instrument of
government at all levels,

Reporting budget expenditures and receipts on an accrual basis is one of the
more significant recommendations of the I'resident’s Commission. In recent years,
many government agencies have abandoned the cash basis of accounting, which
long had been traditional, and have adopted modern acerual accounting with
integrated cost accounting systems. It is only loglical that the government take
advantiage of these improved accounting systems in jts overall financlal planning.

Because the Report of the President’s Commisston does not call for the acerual
of future commitments for items such as social security benefits and veterans
pensions, the Executive Committee belleves that the budget document should
contain summary disclosure of the amounts of these commitments,

The Exccutive Committee recommends that the concepts set forth in the Report
of the Commission be translated Into government policy and practice promptly
so that the budget for the coming fiscal year will reflect as many of those con-
cepts as possible. The Committee also respectfully suggests that the Executive
Branch report perlodically to the Congress and the people on progress in im-
plementing the Comnisston’s recommendations.

NoveMBER 27, 1007.

Senator Curris, Mr. Zwick, referring to pages 20, 21, and 22 of the
budget, do I understand that that is a list of suggested cuts that the
Budget and the President support?

Mvr. Zwick. Yes, sir. ,

Senator Curtis. Do I find any cut in there in foreign aid?

Mr. Zwrck. No. This is a cut——

Senator Curris, Is there any in there in foreign aid?

Mbr, Zwick. In the sense of a holdback from last year’s approjiviation
no.

Senator CurTis. Any cut in foreign aid? Is there an item there?

My, Zwick. Not in that list. :

Senator Curris. All right. Now, is there anything in there sug-
gesting a cut inthe war on poverty ¢

My, Zwiok. No, sir.

- Senator Curtis. Now, we have talked about these golf courses. A
colleague of——

My, Zwick. I would like to know——

Senator Curtis, A colleague of ours told us that in his area there is
an wir base. The school has a terrific lodd, is dependent tpon money for
impacted areas, that that was cut and then he discovered that the Fed-
eral Governmetit came in and spent money in six figures to build a
golf course. '
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Now, is there anythifig oit these pages to stop that sort of thing?

Mr, Zwick. Two poiiits, Senator Curtis. I checked with‘the Défénse
Establishment recently oh that issue and they did not know of any
golf course being built with Federal moneys in the last year or two.

‘Senator Cortis, All tight, I will tell you about it.

Mr. Zwick. And thé'other one, Senator Willitins——

Senator Curtis, In one of my counties, unbeknown to me, unbe-
known to my Congressman, the Federal Government came in and
spent $140,000 for a golf course. The local people say there is no chance
of ever paying the $7,000 a yedr ifiterest that they must pay.

Mr. Zwick. Yeiiars talking abotit a loan, not a Defense Depritment
exgendihh‘e. :

enator Curtis. I do not care where it comes from.

Mr, Zwick, I think it came——

Senatot’ Curris. I am talking about the publie.

Mr. Zwick. It came out of aniother agency as a loan,

_ Senator Curris. Anything to stop that ¢

Mr, Zwick, We are holding back loan programs as part of this over-
all reduction anid reféyni program, ,

Senator Curtis. Is there anytlifiig inthere to stop that?

Mr. Zwrox. We are holding back loan programs. I notice in the ve-
cent action by the Senate on the supplemental, one of the things you
added was additional méney for the Fariners Home Administration’s
direct loans. ,

Senator Curtis. Is there anything in there to stop those unneces-
sary loans when we are in a time of war?

M. Zwick. We have cut back on loan programs and on construction
programs, and we have put out guidelines to the agencies to use strict
criteria of need in makifig'these loans,

Senator Curtis. Now, you referred to controllable expenditures, as-
suming that there are noncontrollable expenditures, Would not not be
fair to say this? There are controllable expenditures that can be con-
trolled right now and there are some that the control is in the long run
and others——

My, Zwick. That is correct. Neatly everything is controllable over a
matter of several years with changes in existing laws, that is trie,

Senator Cortis. Yes. Now, where did the idea of medicaid that is
costi?ng billions of dollars originate, in the Congress or in the execu-
tive

Mr. Zwick. I think this is an idea that has been areund and discussed
since the end of World War I1.

Senator Curtis, It was in the executive and it is coming out of the
general fund and it was presented to this committee at about a fifth of
what it actually cost.

Now, there is a controllable expenditure. There is nothing in here
that says anything about it.

Mr. Zwrck. I am sorry on that, Senator, We did enact in the public
assistance law last year an attempt to reduce the costs of these pro-
grams with'the adiministration’s support. .

Senator Cuwrris. I know. There was quite a revolt in Congress
because they felt the executive deceived them, and I say that advisedly,
on the cost of medicaid. Tt was slipped in here as more or less of a
sleeper and an estimate made that was totally unrealistic and billions
of dollars below what it should be. And——
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Mr, Zwick. Senator Curtis, I would like to correct the record on
that in two senses. One, the medicaid estimate was off by $568 million,
not billions; this fiscal year. A .

Senator Curts. I think it was developed right here in'the testimony.

Mr. Zwick. And secondly, I would like to subiiit for the record the
detailed procediire whereby we got our mediédid estisiate, which is
based essentially on State estimates of what their costs were going
to be. I think it’is quite true, and I am not here to argue that anyhody
did a good job. ‘ »

Senator Curtis. The ﬁFm'es weredeveloped right here,

Scnator WirLiays, The first estimate of the cost of medicaid was
%238 million, and Congress approved it on that basis. Later the admin-
istration came back to Congress, and they were shocked to find it was
going to cost about a billion and a quarter to a billion and & half.
Something had to be doéie, but notliing was done for months. Fiiitilly
they came up with a proposal at'the end of 1967 to roll these expendi-
tures back to $2 billion because they said it would be $314 billion with-
out action. Last year Congress did enact a proposal curtailing tha ex-
penditures, but the estimated cost after curtailment of this program
today is still around $114 to $134 billion per year when it gets to fill
financing. That still leaves a billion and a half to a billion ald thiee
quarters cost. for a program that was sold to Congress as costing $238
million to begin with. '

Senator Curtss. There is nothing personal in this.

Senator WiLLiayms. This was another Departinent. B

Senator Currtis. I realize you have just been in the Budget n little
while but. billiowi‘déllar program after {)illié’n' dollar prograny has heen

nesented to the American people by the present administration, It has
reent held ount to the people and pretty soon there is a demand for it.
And as I say in medicaid we were deceived. It costs seven times what
they said it would, and then when cuts are suggested, they are very
carefully selected cuts that everybody knows cannot be maintainéd.
And the secret of holding down Federal expenditures is to hold down
the expansion of the Federal Government, and there has been none of
that whatever.

Mr, Zwick. Sirymay I make two comients?

Senator Curris. Yes.

Mr. Zwick. One, I disagree with the last statement. As I have al-
ready indicated, outlays of the Federal Government other than for
Vietnam and social insurance trust funds are 13.9 percent of GNP and
they were 16 percent in the late fifties, so that statistics indicate that
the budget has been held down.

Senator Curris. That indicates that we have got inflation wnd fiii-
thermore, you know that social security taxes are taxes and they come
out of the economy and they come out of the paycheck and they are
a burden of Government, are they not?- ‘

Mr, Zwick. I find that more congeniil than Senator Williamns’ treat-
ment of them.

Senator Cortis. All right., And also it is true that the House of
Representatives passed a bill which increased those around $3 billion
or & little more and the administration came in here and pressured for
a $6 billion program that ultimately grew to $7 billion: B

Mr. Zwick. All T am saying is that no matter how you measure it,
even including the trust funds, still the Federal sector exeluding Viet-
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nam is 18 percent of GNP now and was 19 percent in the late fifties.

The other péint I would like to make concerns the idea that these
reductions were plirposely selected because they aré difficult. They are
all difficult, Senator. These represent a conscious policy to hold back
in two areas, Construction across the Government was held back for
1969, and loans which would lead to construétions were held back.

Senator Corris. Has Congress ever passed a pay raise that has not
been nrged by the adininistration?

Mr, Zwrck. I doitbt that.

Senator Curris. And the President has never vetoed any.

Mur. Zwick. No, sir.

Senator Curtis. And those things iin in billions of dollars.

Mr. Zwick. Yes. sir.

Senator Curris. This is in no sense personal as to you. You have got
one of the toughest problems in the world. But there is a growing nim-
ber of Members of Congress, and I told ansther Cabinet member this
vesterday, there is a growing feeling among a number of Congressmen
and Senators who have fought for years for responsibility in Govern-
ment finaneing that the execiitive is less than forthright and they are
most unhappy about it. They put a Senator in a position of penalizing
the school district that is dependent upon'a Federal grant for a long
time and then he picks up his paper and he finds that the Government
has spent. that sort. of money on a golf course, not for the public, but
for a few people that belong to the club. Those things are happen-
ing right along and I would guess that you have included in your
category as uncontrollable expenditures medicare. The point is the
control was a little longer, n few years longer, and the exccutive came
in and told-us that it was about a quarter of a billion dollars. It is
seven timesiit,

Mvr. Zwick. On this issue of forthrightiiess, sir, I do not know how
to deal with that, except that all T can say on the restlessness of feeling
of Clongress about expenditure control is to repeat what I said ear-
lier—that lnst fall we were given specific objective tests to he met in the
1969 budget. We met those specific tests. The increase in 1969 over 1968
is less than it was in previous years. We were told that if the budget
were to come in with an inerease which is greater than the fiscal divi-
dend, that is, the normial growth in revenues, that we coild not get the
tax inerease. We hrought in a budget with an increase that is less than
the normal growth in revenues and then the response is, “Well, you did
not do enongrh,”

I can only react to objective data, objective statements, and I
think onr record is forthright and very good in those terms.

The Ciatryan, Senator Anderson ¢ )

Senator ANperson, I do not hiave any great questions today but in
this 20 to 22 pages you referred to carlier, about ents T see $447
million cut in space administration.

Mr. Zwick. Yes, sir. .

Senator ANpersoN. That is tying up the space program. Did you
fight the $28 million that was put through the Senate yesterday ?

Mr. Zwrick. What was that, sir? .

Sendtor ANnErsoN. We had an apptopriation item of Senator Wil-
linms’ of $25 million. ‘ *

Mr. Zwick. Yes, sir.
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Senator ANpErsoN. Added to it. Did anybody ébject to'that?

Mr. Zwick. Yes; we did not ask for it. We sent up the urgent
supplemental with otily four items in it. Three of them were manda-
tory by law and the fourth item was for the Vocational Rehabilitition
Service which had alr’eqd]y reallocited money from other States on
a promise that they would get it back. The President quizzed me
at great length and finally decided we were otherwise going to lose
$5 million worth of investment which States—in good faith and
based on congressional action last fall—had already put to good use.
We had already put that $5 million in for vocational rehabilitation
and—without the su%plemental r‘eguested—it will be wasted.

We came up with four items. We fought off all sorts of pressures
for additional items in that supplemefital. Threo are mandatory, and
the fourth was just plain prudent government. We thought that was
the appropriate action to take in these times and we still believe
that was the appropriate action to take,

We have also submitted, on Monday of this week, a program
supplemental which picks up the other program items that we are
going to send up this spring, We think the Congress ought to look
at them in the normal ‘appropriation process, rather than tacking
something on here and something on there. We think the urgent
supplemental really should go through with only the four urgent
itemsin it, :

Senator AnpersoN. I watehed this $25 million item because the iio-
tion was lost in the intinl stages, but then another vote was switched,
another paired, and they finally got it to the poit where the Vice
President could brenk a tis and pass it. Here we have all these other
items that are cut down. I think you cut too'deep on certain tlings
and do not cut at all on something else.

The Cramaran, I just want to say this. Frankly, I gain the impres-
sion that your present budget concept is correct. If you collect more
money in social security taxes than you pay out in social security bene-
fits, whether you collect that as a tax or as interest on the money in the
fund, to that extent you are ahead of the hounds and that being the
case, the budget ought to reflect it.

Mr. Zwick, If it did need it, it would,

The CiramraaN, As a matter of fact, when the Government' tlitiks
in terms of how much it is goin%r to borrow from the private sector,
that calculation has to be done after you see how much you are going
to borrow from the social security fund because im'm'iably you borrow
any surplus funds that are there before you go to the private market,
do you not?

My, Zwick. That is exactly right.

The Cramrman, The calculations use it the other way around. The
money in the fund must go into Federal Government loans—there is
no provision in law that lets you go anywhere else.

My, Zwick, You can invest in agency paper or in Treasury notes.
That is the only thing you can invest it in. ,

The Crairaan, So, to the extent you have money as a surplus flow-
ing into the social security fund, the Government is exerting a re-
straint on the economy and the fund is just that much further ahcad
on payment of social security taxes. If you want to look at it from the
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point of view of how long can you pay benefits, yon can go just that
much longer without raising social security tax payments.

Mr. Zwick. That is right.

The CHaIRMAN. Now, the same thing is true in one respect or another
with regard to these other Government-held trust funds.

Mr. Zwick. Surely. ‘

The CHaRMAN. So when you think in terins of what the Govern-
ment situation is, it is true you have enornious contingent liabilities
but if you look at your ability to meet'the liabilities that you have
presently facing you to the extent that you-increase the surplus in
tl}lose funds, then the Government financing is just in that much better
shape.

Mvr. Zwick. That is correct, and on the other side of the ledger we
have this large stockpile of paper that we used to sell our participation
certificates against. Those are liabilitiés that somebody else has to
the Federal Government. There is over $30 billion worth of those.
We will be getting receipts in the future from that paper, which will
show up as receipts, and therefore, you know, you have got to talk
about both our contingent liabilities and the contingent liabilities and
direct linbilities of otherpeople to the Federal Government, if you want
to play this game out tln'oungn the years.

So I think the way you stated it is correct. We look at total flow
of dollars into the trust funds and general revenues, and then we look
at the total cash needs of the Federal Government, and the difference
between these two is what we have to go to the private financial
markets for to raise the moncy we need. '

Senator WiLrtams. I was associated with my brothers for 25 years in
business before I came to Washington, and we thought we were
making a little money, but you know, we were not operating our busi-
ness the way I guess 1t should have been. We did not quite understand
fo(line of these new accounting procedures the Government is using

oday.

Now, to get back, here is this company that sets up a pension fund.
Tt is true it must report it to its stockholders. It must take into consid-
cration the cost of these pension funds out of its earnings. But, here
is this pension fund, and we will say it is accumulating a surplus each
year, as are our trust funds. The pension can be set up this way
where its sole investment is in the security of the company which is
controlling the pension fund—

My, Zwick. That is correct.

Senator WiLLrasms. Investing in'the bonds of this corporation in its
entirety. Suppose the corporation for 30 out of the past 36 years has
been operating in the red. Tt is operating in the red to an even greater
extent todayv than ever hefore in this history of the corporation. Now,
it is financing itself by horrowing the money from its pension fund,
and it does not have to go to the banks. Would this make the corpora-
tion solvent and the pension fund solvent? I don’t understand it.

My, Zwrck. Sir— |

Senator Wirrrams. TIs it not true that these pensioners are depend-
ent upon the security of this corporation and its ability to nteet its pay-
ments on its bonds? The pensioners are dependent ‘entirely upon the
solvency of that corporation, and in the Governiment’s case the pen-
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sioners are the social security people dependent entirély upon the
solvency of the United States of America? The United States of
America is not solvent as long as it thinks it can drain these pension
funds without—— )

The Cratryran. May I comment on the analogy. That corporation
the Senator is talking about does not assume the liability to pay any-
thing beyond what is in that fund, so when the fund is gone that is it.
The corporation has no obligation to pay anythihg more, but in the
Government’s case wheére we ﬁ‘we a soclal security fund and a big con-
tingent liability, if that fund is exhausted the Government has the
linbility to pay those benefits anyway.

Mr. Zwick. Yes, sir, but the difference between the private corpora-
tion and the Federal bookkeeping is that if you were looking as to
whether or not you wanted to invest in that private corporation, you
wonld look at t?{e total assets of that corporation and not——

Senator WrrLIAMs, And as a stockholder you would look at the total
assets.

Mr. Zwick. We do not have a budget for the United States that tries
to get at the total assets of the U.S. Government. In other words, we
do not try to capitalize the total value of all the resources the U.S.
Government has. So the analogy breaks down. You want to look at
the solvency of an individual ecmpany. You look at its total assets
and total liabilities and also its current income statement. You do not
have an equivalent situation in the Federal Government, and T think
that is where your analogy is breaking down, Senator,

Senator Wirrrams, Except this. You do not have registration of
stock in the Federal Government, but you have got 200 million stock-
holders, The American taxpayers are the stockholders of America, and
you do have this situation that domestically and internationally there
1s a Jack of confidence in the stability of the U.S. Government; that
is what is causing this run on our gold. The fact is that internationally
many people feel that the Congress and the Executive have not faced
up to the problem of balancing our budget.

This may be confusing, and I will be honest with you, I am one of
those that do not. understand a billion déllars, very few people do un-
derstand it. I think you will agree with me on that.

Mr. Zwick. Yes, sir.

Senator WrrLraas. You are one of the few that can do it, but a per-
son can take the Federal budget and all of the expenditures and debt,
Eut a piece of paper on the last six or seven zerocs, and have a family

udget or a small business. The principle follows right through just
the same. I just do not follow this logic that we can report n balanced
budget to the American taxpayers and consistent]]y spend over it,

Now, it is true the Federal Government will always make good on
these obligations to the trust funds. I do not question that. It is just as
easy to print a $1,000 bill, perhaps cheaper, as it is a $1,000 bond, but
it is the value of that bill when you start printing it. That is what we
are concerned about. It is'the value of the dollar which is paid to the
beneficiaries of these trust funds. That is what is affecting us, and that
is where the cost comes. It is not that they will not be paid;j they will
be paid. I do not question a moment but the social security trust fund
pensioners will always be paid their dollar receipts: but what is that
dollar going to be worth? That is the question confronting us, and that
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is the reason I am concerned that we have some fiscal restraints, which
we do not have at the present time.

Mr, Zwick. Yes, sir, I agree completely with your statement as you
have now stated it. If you are interested in that question, I would com-
mend the budget concept report which said do not look at the $8 hil-
lion deficit for that number, nor look at your $15.4 billion deficit, but
look at the deficit in the expenditure account. which gives you the best
single indicator of the impact of the Federal budget on the economy
and, therefore, the sonndness of the of the dollar, and that deficit is
$4.7 billion, not $8 billion or $15.4 billion. So again, I come back to the
issue—these are very complicated matters, If we are interested in tlie
soundness of the dollar, weé dre interested in the impact of the Federal
budget on the economy, inflation, employment, the balance of pay-
ments, ‘

The Budget Concept Commission recommended, and I support it,
that. the most interesting indicator of that impact is the deficit on ex-
penditure account which is $4.7 billion, not $15.4 billion,

Senator WiLLias. Well, figures do not lie, but politicians, yon and
I, we can manipulaté’those to prove pretty well any point; and if we
both continue we will have a balanced budget here and perhaps a sur-
plus; maybe you will be advocating a tax reduction. .

I do not wish to delay this discussion. I do have some questions I
want to direct specifically to the Secretary because I understand ihat
he is the one that will have to make the decision as to what extent they
will or will not support the amendment which I am proposing to intro-
duce on this particular bill, a package which I—

Mr. Zwick. It seems to me the President is going to have to make
that decision,

Senator Wirriays. The President will make the decision, but the
Seerbtary of the Treasury is the spokesman.

Mr. Zwrcr. He is the senior fiscal representative of the Government.

Senator WrLrrass. I do not think it would be fair to present
the questions to you, recognizing your position, I want to emphasize
here what has been said %; others, My questions, even though they
may be ];])ointed at time, are in no way intended as a reflection on you

ersonally. In the first place, you are new and you are not responsible
or what has been done, and in the second place, I have great respect
for you, and when I say that I mean it.

Mr. Zwick. I appreciate those comments. T also want to be respon-
sible for past decisions of this administration.

Senator WiLr1Aas, I appreciate that, I fully recognize we do have
this responsibility in Congress. I feel strongly that removal of this
gold cover is only buying a little more time and that unless we attack
the basic cause of the lack of confidence in the American dollar we
will accomplish nothing. I think both you and I can agree that the
cause of our present difficulties and the lack of confidence interna-
tionally in the American dollar is primarily the doubt that you and 1
as representatives of the Executive and Congress will be able to bring
expenditures under control or that we will face up to it and raise taxes.
Do you not agree with that# :

Mr. Zwiok, Yes, sir; I agree completely with that.
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Senator WiLuiams, Do you not also agree that merely to remove
the gold cover and take no further action in the direction of either of
these——

My, Zwick. That is not going tosolve anything.

Senator WirLians (cotitiiniing). Would be only borrowing time and
postponing the erisis, which we must face sooner or later?

Mvr, Zwick. Yes, sir, The President has been asking since last August
3 that we take these additional steps.

Senator WiLriams. Yes. The President unfortunately has been plac-
ing more emphasis on the tax than on the reductions. What is past we
cannot change. We are confrohted here today, though, with a bill
which the Secretary will report on tomorrow. I am hoping we con
compléte the hearing in time to go into executive session tororrow
and take final action, It will not take long.

I recognize that the bill must be acted on by April 1, and there
is no need of waiting until the last minute. That is the reason I ad-
vanced my expenditure reduction and tax plan on January 81. I would
like to leave this thought with you as we ¢lose. I know that you will
be consulting with the Secretary, that if for any reason the De-
partment decides that it cannot support the particular formula which
1 advanced for an $8 billion reduction, if you have some other gla‘m,
suggest it. I am not wedded to the formula that I have advanced. As
I made plain many times, I am not wedded to the figures. I think it
is a reasonable package.

I am not fixed in a position on any one of these items, but I am
firmly fixed in-the position that there must be some language written
into the same bill which will make mandatory & reduction in expendi-
tures, o mandatory reduction which neither you in the Executive nor
we in Congress, can violate.

Now, I realize Congress can always come back and repeal it. I am
trying to establish priorities. I think Congress and the Executive
together have a responsibility to establish these priorities, and in
establishing them we are both going to have to face some unpleasant
decisions. I personally feel that they have got to be faced, and I am
willing to face them; but as I said before, just to pass a-tax program
that will pour more money into the spending stream without having
placed any control over expenditures would in my own opinion only
further fan the fires of inflation and create greater doubt both domesti-
cally and internthonallly on the question of whether or not we are
going to meet this problem. As I see it we haye no choice. The hour
is very late, and I think you would agree with me that we do not
have the time, I will leave just one further thought, and I apologize for
the time, .

I think that if the administration wants action in this connection it
had better face up to this question and reach a solution now, because
this bill will go through the Congress, no question about that, and be
on the President’s desk by April 1. If some solution is not worked out
as a part of this bill, you are not apt to get action before June or July,
and then I do not think this Congress will face up to a tax increase
3 months before the election. I think thisisit,

I think that whether the proposal that I make or one similar is
adopted, what you get from this Congress you are going to get in the
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month of March, 1 eannot overemphasize the importance of working
out.n solution now, nnd to be frank with you, the hoPn that we can wori'\:
out. the solution is tho reason that I did not. press the Secvetary yester-
duy ov this morning for the final answer. 1 think that working together
wo can come up with a solution; I do not think we have any choice, We
must come up with a solution wo can agree on; 1 do not mean just. you
and I, but the majority of the Congress.

My, Zwick, Thank you, Senator Williams, ‘The only ditference 1
think we have is that we did feel we had responded to congressiomal
mquc\s]ts in the 1969 budget, I guther you feel we did not go quite far
enough.

Sogator Wirrtass, I do not think it goes far enough and——-—

Mr. Zwick. I understand,

Senator WiLniams, I am not trying to pick certain programs, T am
not trying to make n political issue out of this, I think my record of
endorsing the tax incrense, which onr mail is rmminf 00 pereent
ngainst, indicates my sincerity in this connection. It so happens that
up to the present time, to the best of my knowledge, the bill which
I introduced, which does propose to raise taxes 8 percent on corpora-
tions and six on individuals, i3 thaonly bill‘that has been introduced in
either the IHouse or Senate which proposes to face up to this question
of raising taxes, and so 1 do not think that T have to npologize for my
sineerity in this connection.

I am willing to stand up and face it. T do not think it is a question
that we can sit back and see what is politieally expedient. I do not think
the administration can. I think this problenvis not going away., I think
it has got to be answered quickly. 'Fhe answer we give to it 1 think in
the next couple of weeks will determine to a lavge extent whether or
not. we survive this erisis of the Amevican dollar,

My, Zwick. As Secretary FFowler said both in his letter to you and
vesterday, we deeply appreciate your support of our basie tax and the
balance-of-payments objectives,

Senator Winniays, But I want it understood that my support of the
basic tax does not. go alone, Tt is also contingent upon your support
either for my plan of eductions or some )ﬁm of your own, Write
your own plan. T am available all day and all'night to try to work this
out, but T want to mnke it clear that 1 will even vote against my own
tax bill which T have introduced unless it has accompanying it tho
\\iritton-in expenditure reductions, and the tax liability is not. taken
alone,

The CiramyraN, I think that isamply clear now.

We have one additional witness and for Senator Iartke who has
come in while we were interrogating the Director of the Budget, I
would like to point ont that the Sceretary had to leave ut 10 o'clock to
attend a Ways and Means Committee meeting where he had been
scheduled for some time. ITe will be back at. 9 o’clock tomorrow, 1f you
want to ask the Director of the Bureau of the Budget——-

Senntor Hantke, I am the low man on the totem pole. I am always
Inst, but 1 do not mind. \

Senator Wirrniams, I am going to leave. I do not want to be dis-
respectful, Wo are having hearvings in the Foreign Relations Com-
mittea on foreign aid where they are asking for an extra $900 million
and T think it is equally important that I be over there and express
an opinion on that.
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My, Zwick. Thank you, Senator.

Senator Harrke, Good morning,

Mvr. Zwick. Good morning,

Sonator Harrke, Yostor(ﬁi_\' 1 think we establishied pretty detinitely
that. you said wo would hit. the ceiling on guns and butter,

Mr, Zwick, No, siry 1 did not say that. 1 think you ended up the
dinlog with a statement that we could not afford both, 1 was sort
of struck by that.

Senator Harrke, You tell me where we can afford more.

My, Zwick. First, I am not quite sure, I listened to the annlogy
about. the car going down the hill yesterday——

Senator Iarrxe. T do not want to go into any analogies.

My, Zwick. Guns and buttey—-

Senmator Harrke, T am talking about domestic programs and inter-

n;\t,imml programs, If you do not Jike guns and butter, it is the same
hrase.
: Now, what T am asking you quite honestly and sincerely is this:
Is it possiblo to substantially escalate the war witheut providing for
additional tax requests other than those which are presently made
by the administration?

Mur, Zwick. No, sir, As I stated—

Senator Hawvrxe, All right. In other words, what we have estab-
lished is that we have a ceiling without additional vevenue. In other
others, without additional taxes, you have hit a ceiling of guns and
butter under the present setup under——

Mr, Zwick. Or guns and butter; the only point. Tam trying to make
is o fairly simple one. We ware orbiting around a $1 billion number
vestorday. That lm!)pens to bo one-half of 1 percent of the gross na-
tional product of thils comntry, |

Now, to say in some technical senso wo cannot afford that is clearly
wrong. If that is what we meant by guns and butter, I certainly objeet,

Senator Iarrke. You think we can afford to do a lot more than we
aro doing?

Mr, Zwiok, That was tho—

Senator Harrkr. I am tr 'inr; to establish what is going to happén
on your side becauso you are the people who made the request,

Mvr. Zwick, That is correct.

Sonator Harrke., What I am trying to do is find out. where our
priovities are. Sinco no one will tell us, I am trying to get into the
subject. What I am saying is that if there is an esealation of the war,
under the present scheme of things, it would be the probable vesult
that the administeation will ask for an additional tax increase over
and above that which thoy have already requested.

My, Zwick. T just ennnot answer that question.

Sonator Harrke. Well, how do you plan—-

Mr, Zwick. 1ot me mako two comments. Iivst, T think the DPresi-
dent in both his state of the Union message and budget message as
of n little over n month ngo, did state priorities and did state his
preferences, did say, of course, what he thinks wa can do. Tt is a ques-
tion of whether we want to do both, So, we have that to begin with,
We now have pending before us a major review of the war and
wheve it is going to lead. Until we have completed that review, and
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that decision is reached, I certainly cannot sit here and tell you thit
if the President decided A, he would, therefore, do the following re
taxes and expenditures, or if he decided B, the following would auto-
matically result in terms of expenditures and tax poliey. I just cannot
answer that.

Senator HarTke. I thought we settled that yesterday. Evidently we
did not. My understanding is that Secretary Fowler said there would
haye to be compensatory action—

Mr. Zwiok. That is right.

Senator HarTke. Is tliat a fair statement ?

Myr. Zwick. He said, overall, if you add to the budget and we assume
the same forecast, some action would be needed.

Senator HARTKE. If we add to the budget by an escalation of war,
that is whiat——

My, Zwick. If we add to the budget by escalating the war, and our
forecasts for the privite sector remain the same, it is quite clear and
quite correct—and that is what Secretary Fowler said yesterday—
we would have to take compensatory fiscal action.

Senator Harrkr. Now, as Budget Director, are you constantly evalu-
ating the position of the admihistration with regard not alone to'the
necessity for foreign expenditures but for domestic programs as well?

Mzr. Zwick. Yes, sir.

Senator Hartke. Then, let me ask you pointblank, what is the
present status in the admbifstration concerning the report on the
President’s Commission on Civil Disorders?

My, Zwick. It is being reviewed by all the relevant agencies for
three points, as the President said in the press conference the other
day—and I know this because he directed me to do it and I sent his
instructions to the agency heads—(A) look at the report and see where
it is consistent with both your authority and funding level and what
you are doing about it, (B) note where you think it will be desirable
but you neither have the mithority or funding levels, and (C) note
where you think it is not desirable. When you do not think it is desir-
able, document why you do not think so. Where you think it is desirable,
but vou cannot carry out, because you neither have the funds or
authority, tell us what you would need to carry it out. So that is cleavly
. underway within the administration now. ,

Senator HarTke. So in this thing you had to make a determination
as to whether or not you had enough money or are going to have
enough money to carry out this program, is thiat right?

"Mr. Zwick. No; we want to make a determination first as to whether
wo think it isa good program.

Senator Hartkr. When you talk about funding what you ave simply
saying is how much money do you have ? .

My, Zwick. No; I said the first determination we want to make is
what part of the report we agree with and what part we disagree with,
and then for those parts we agree with, what is the problem? Is it
funding or authority?

Senator HartrE. Are you making a determination what part you
are ngreéing with or disagreeing with? . )

Mvr. Zwick. We are reviewing within the administration—

Senator Hanrxe. I think the report is an excellent report. I think
it is & fine one. I personally would hope that practically everything in
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it would be implemented. Let us be clear about that. Now, are you
making the determination as to the desirability of following the rec-
ommendations of the report or is that-being made by other agencies?

Myr. Zwick. Each agency that has part of it is involved. The Secre-
tary of HUD is reviewing those parts of the report that are relevant
to his programs. The Attorney General is reviewing those parts of the
report that are relevant to his programs, The HEW Secretary is mak-
ing a similar review and they are in the process of that right now.

Senator Hartke. That is one factor. On the other side of that coin
which comes mostly in your purview is, Where are you going to get
the money for those programs which you decide must be iniplemented ?

Mr. Zwick. We will aggregate the individual agency comments;
ves, sir, :

Senator ITarrke. Now, do you have a price tag on the total report ?

M. Zwick. No, sir; we do not have at this time, for several reasons.
One, we cannot do it until we get the agency evaluations of it, and
secondly, there are just big parts of that report which are not clear,
0 you can get major differences in cost, depending on what assump-
tions you want to make. Welfare and education are the two big items.
If yon make one assumption about welfare, you can get a very low
number. An equally plausible opinion on what the report is saying
about. welfare could add $12 billion or more, so when l)eople say they
look at the report and it implies $2 billion or seme other figure, I do
not. know how they do that without making very specific assump-
tions about the welfare level and the education levels that are implicit
in the report, The direction and goals are quite clear in the report, I
think, but it did not have specific welfare levels Iaid out. In order to
price it out vou have to make those assumptions.

Senator Harrke. All right. But it is a fair assumption that if you
are going to make any major accomplishment in line with the gen-
eral overall recommendations of this Commission, it is going to re-
quire n substantial amount. of money, is that not true? Federal money.

Mr. Zwick. Well, you have all sorts of problems here.

Senator HarTkE. I know you have all sorts of problems.

Mr. Zwick. One question is the housing area, to gite you one exam-
ple. We have proposed a 10-year housing Progrmn. We think that we
pushed that 10-year housing program as far as it is feasible to go to
increase, by 300,000 starts, the subsidized low- and moderate-income
housing programs for this fiscal year. The report says thet should be
donble. \k’e question the technical feasibility of that. It is not a dollar
issue but. a question of whether you can, in fact, provide the labor,
entreprencurial space, mortgage financing, relevant to that recom-
mendation. So you have to talk about cases where we would have dis-
aFremnent, not with the objective, because clearly it has the same
objective as our program, but where it is a question of technical
feasibility.and how fast can you go, You just cannot equate that. The
sin)?le answer. is that there is enough monoy to do it, but we disagree
in this case with what is feasible in terms of lovel of activity.

Senator Hartke. What about plans to improve schools for every
disadvantaged child in the country. If you implement that, that will
r_e({uiro: more money. - g . . :

Mr. Zwick. Oh, yes; certainly and depending on how you interpret

that, it costs a little ‘more to a great deal more money.

01-240—0S——11
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Senator Iarrke., Lfforts to dramatically improve schools serving
disadvantaged children through substantial Federal funding of year-
round quality compensatory education programs, improve teaching
and expanded experimentation and research.

Mvr, Zwick. That would require—-

Senator Hawrke, In other words, two words, dramatically and
substantial Federal funding, would that not be nlso a severe increase
in_the amount of money to be required?

Mr., Zwick. That, it scems to me, is a reasonable interpretation.
Of course, the point that the President has made is that over his 4
years that he has indeed tripled the money going into education
programs.

Senator Iaweke. Here is one in which 1 have a very special in-
terest beeause 1 authored an adult edueation bill and it passed the
Seaate and T was very prowd of it, for eliniitation of illiteracy. Un-
fortunately, we did not. give it. enough money. Greater Federal sup-
port for adult basic education; thit would be an addition, if you are
going'to do'that.

The Citamraan, Let me ask if we eannot get an answer from the
witness to this beeause it seems to me, one answer would solve this
whole problem here. The Senator has some recommendations here he
is asking you about. He wants to know if those recommendations are
carried out would that not mean an additional inerease in cost? It
seems to me the answer is clearly “Yes,” and it would mean quite a
bit of additional cost, perhaps running into billions. How much you
do not know, _

Mur. Zwiek. I thought T said “Yes,” and I was saying quite a bit
more,

Senator Hawrrie. That is all I am veally trying to prove. We have
already established that if you are going to have a substantinl eseala-
tion of the war this means a big amount of money. If you have any
implementation of & major nature whatsoever to implement the Com-
mission on Civil Disorders’™ report, then this means an awful lot of
money and in this case, too, this would mean you would have to come
to us and ask for additional taxes beyond what has already been re-
quested, is that not true?

Muy, Zwick. That istrue,

Senator Harrkr. All right. Now, if that is true in this economy at
the present time, will you please tell me how the surtax is going to
renlly provide more revenuet I mean, I want the theory. I have lis-
téne({ to a lot of people explain this to me and I have listened to the
theory that it will cut back sharply on demands and will slow down the
economyy is that right ¢

Mr. Zwick. Cut back on demand is another way of saying slow
down the economy.

Senator I1arTke. Now then, very simply, will you tell me how you
are %Omg to substantially increase revenue by cutting back on “de-
mand when you already have n sluggish deinand in the marketplace,
overcrowded showrooms?

Mv., Zwick. Well, sir, you huve got several issues here. First, lot us
say that one way to increase revenues is to have a dramatic inflation.
That is a way of increasing revenues which we rejected as—

Senator HArTKE. No question about that.
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Mv. Zwick (continuing). As a veasonable and prudent Govein-
ment policy. So if we set aside that as a way to increase revenues and
just talk about the cconomic inipact of this, then I think it is quite
clear that if you hold our discussion in terms of constant prices and
you are o‘)emt ing at full capacity in the economy, that you will indeed
inerease the revenues to the Federal Government—if you have constant
yrices and you put a surcharge on. That is what wo are saying and

think that follows,

Semator Hawrke. [et us come right back to exeise taxes. Tet us come
right back and put this where it belongs. Is it your intention that the
excise tax extension should be imposed? That is Government policy,
isit not?

My, Zwick. That is correct.

Senator Harrke, Is it also not Government policy that both of
these will have a dampening effeet. upon the economy ?

Mr. Zwick. Correct.

Senator Harrke, Is it not also trte that if it is going to have a
dampening eflect, theve will not be an acceleration in the marketplace
of sales?

My, Zwiex. Basieally, the argument is that most. of the dampenin
effect will come out of the pricing. ‘The difference between real growth
in the cconomy with the tax increase and the real growth in the
economy without the tax increase is very small,

Senator Harrke, Now, I understand what you are saying but you
will not answer the question,

My, Zwick. Yes, sie. T will answer the question,

Senator ITarrke. No, vou will not. 1T am going to ask you again.
Wlhmln vou are cutting back on demands you are cutting back on
sales !

Mvr. Zwick. First, you ean cut back on excessive demands and not.
cut back at all on sales.

Senator HARTKE. You can call it excessive demands or call it not
excessive.

My, Zwick. But, we are clearly trying to restrain—

Senator Hartke. Let me ask the question so that you 'do not try
to give me an answer which I do not want. By putting on the excise
taxes and the surtaxes the intention is to eut bhcﬁ on demands?

Mr. Zwick. That. is correet, but picking out personal—

Senator Harricr, That is all I am asking you. If you cut back on
demands, is it not true that you are eutting back on snles?

Mr, Zwick. No. Not. if you are operating at full capacity.

Senator HarTkE. Oh, yes; but we are not.

Mr. Zwick. Well, now wo come to the argument.

Senator Harrke. That is right. And you will admit we are not,
will younot !

Mr. Zwick. We are saying—surely there may be some sectors of
the economy that are not operating at capacity, but we are saying
that as an aggregate we are at capacity.

Senator HartrE. All right. I am just going to show how ridiculous
this excise tax situation really is when you come down to the meat.
What is the average wholesale price upon which the excise tax esti-
mates is made in this recommendation at the present time?
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Mr. Zwick. I cannot right off tho top of my head give you that.
_Senator HarrxE. Surely—you have an estimate of $1.5 billion. How

did you? arrive at that figure? You had to use something. What did
you use :

Mr. Zwick. You asked for the index and I do not know what the
wholesale index was, but I do know——

Senator Harrke. Wait a minute. You do not understand. What T am
asking you—1I will do it another way around, How did you arrive at
$1.5 billion estimated—frou told us in the Treasury report that it is go-
ing to be $1.5 billion. Tell me how you got it.

Mr. Zwick. We took estimates of sales at a particular price and
multiplied it

Senator Harrir, And this is on wholesale price?

Myr. Zwrck, Right.

Senator HarTkr. An excise tax on wholesale. I am really surprised
I have to go through #ll"of this. I thought part of it could be omitted.

M. Zwick. I am not sure——

Senator Hartke. What price average do you use? You come up with
$1.5 billion, right?

Mr. Zwick. That is right.

Senator Harrke. For the whole calendar year, next—

Mr. Zwick. Fiscal year.

Scnator Harrke. Next fiscal year, 1969, is that not right

Mr. Zwick. That is correct.

Senator Harrke. How did youarrive at $1.5 billion?

Mr. Zwick. We took, as I say, the total sales

Senator HARTKE. What is the total sales?

Mpr. Zwick (continuing). Of automobiles.

Senator HartkE. I understand—what did you take, what total sales?

Mr. Zwick. I do not have that nuniber withme.

Senator Harrke. Oh, my, you come here on excise taxes and tell
us—

. Mvr. Zwick. Senator Hartke, T normidlly expect the Secretary of the
‘reasnry—-—

Senat%n' Harrke, You used 10 million autonobiles at an average sale
price of $1,500. I will tell you what you used. I do not understand why
you come here completely ur)})r_epm‘ed ona basic item like that.

Now, how many automobiles were sold last year?

Mr. Zwick. Are you talking about the sales in February ?

Senator Hartke. I am talking about how many automobiles were
sold last year.

Mr. Zwick. I do not have that statistic.

Senator Harrke. The staff member heré says that domestic sales
last year were 7,070,000, Now, this means that on 7,070,000 this last
year, that i'o'n are proposing here that we are going to have an in-
crease in sales this year of 3 millioniutomobiles. -

- Mr. Zwick. Would you make the same forecast based on the Jan-
uary and February automobilessales? )

.- Senator Hakrke. Yes. T have all of these. You will be lucky to get
8 million even with the sales coming along as they are now. What I
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am saying to you is that you are going to cut back on demand and,
therefore, on sales, and yet you are going to tell me you are going
to sell 3 million more automobiles wﬁich would be the most banner
year this country ever had in automobiles, and the fact is in 1967 you
sold alinost a million less automobiles than you did in 1966 and 2
million less than you did in 1965.

Mr. Zwrck. Sir, we are predicting a good year in 1968 after the
tax increase and that is what we are disagreeing on, I gather,

Senator Harrke. I am saying to you, it does not make good commion-
sense to say you are going to cut back on demand with the surtax
and an excise tax and still increase sales by 8 million automobiles
more—that would require an increase, not a cutback in demand. This
is the tremendous—-—

Mvr, Zwick. It is cut back from what it otherwise would have been,
sir. That is the argument.

Senator Harrke. There is not anybody in the automobile husiness
that has estimated you are going to have 10 million ‘automobile sales.

Mr. Zwick. I am not prepared to discuss the automobile sales situa-
tion this morning. I did not think I should be prepared for that.

Senator HArTKE. This is on excise taxes on automobiles. I mean,
after all, most of these other people are asking questions on every-
thing else under the sun. I am asking on the very thing you came
here to testify on. .

My, Zwick. No, sir.

Senator HARTKE. You came here and asked us to give you an ex-
tension of this which would raise $1.5 billion and I am saying to you
that there is no way under the sun that that figure can be anything
except an exaggeration of estimated income,

Mr. Zwick. Senator Hartke, Secretary Fowler and I were invited
here to talk on the bill. We normally divide up the workload. Sec-
retary Ifowler would normally be the person who would handle the
revenue estimates. Chairman Long said he would be back at 9 o'clock
tomorrow morning.,

Senator Harrke. You mean he did not tell you?

My, Zwick. He can give you the answers to thesoe questions. There is
a normal distribution of work between the Sceretary of the Treasur
and the Director of the Bureau of the Budget. T do not think it is
reasonable to assume that he is prepared-on a‘ﬁ‘t]m details on expendi-
tures or that I would be prepared on all the details of the revenue
estimates. So, I do object to the implication that we eame uifprepared
for this meeting,

Senator Hanrrke. You object to it. but the fact is that I do not
know—what does a budget. divector do other than that? You are tell-
ing us we are going to raise a billion and a half dollurs with this
excise tax if we extend it. .

Mr. Zwick. And Seeretary Fowler will be hiappy, I am sure, to de-
velop that for you tomorrow morning, o

Senator Harrke. You just prepare figures and submit them?

Mvr. Zwick. Noj our stafls work together but I prepare for one of
these hearings on those items I expect to be questioned on. :

Senator IHarrkk. What items did you expect to bo questioned on,
quotas and surtax?

Mr. Zwick. Yes. Senator Long
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Senator Hartke. I am not complaining about what the rest of them
asked, but my understanding was those questions were to be omitted.

Mr. V. Senator Hartke, we invited the Secretary, and the Secre-
tary asked if he could be accompanied by the Director of the Bureau
of the Budget to help him answer questions with respect to the budget.
So, we did invite Mr. Zwick up here to answer questions with respect to
the budget.

Mr. Zwick, We were told that Senator Willinms would question us
on his bill in addition to the excise tax.

Senator Hartke. Well, T hiad better wait until tomarrow.

Are you familiiir with questions on the social security ! Let me just
take that. Arve you familiar with the fact that there are going to be
about. $214 billion more taken out of the economy than is being put
back intoour social security find?

Mr. Zwick. Yes, sir.

Senator Hartke. That has already somewhat dampened the econ-
omy, right? '

Mr., Zwick. Yes, sir.

Senator Harrir. YWho bears the biggest burden of that? What in-
come group?

My, Zwick. T have not studied it in great detail, but clearly it is in
the lower income levels.

Sgnator Hagrrke. That is vight. Now, you are an cconomist, are you
not !

Mr. Zwick. Yes, sir.

Senator Hartke. Now, is it not generally accepted economic theory
that excise taxes are regressive ?

Mur. Zwick. Yes,sir.

Senator Harrke. And, who bears the greatest burden of that?

Myr. Zwick. By definition, people of lower income.

Senator Harrke. In other words, we are making the lower income
group pay for this war,

Mr. Zwick. No, sir. That is why we want a surcharge. We have had
a policy of removing excise taxes, It has been administration policy. At
this time we are talﬁing about a temporary emergency problem of get-
ting additional revenues. I think our surcharge proposal is one which
makes the overall tax package obviously progressive, not regressive.
I doubt that anybody would disagree with any ealeulation of the total
administration tax package which wonld show it was a progressive tax
package, not a regressive one.

Senator Harrke. T think T will wait until tomorrow, then, M.
Chairman.

The CraryMan. That then, concludes the examination of the Direc-
tor of the Budget. We have other witnesses here who have been waiting,
I regret to say, since yesterday to testify. We have two additional
witnesses,

Thank you Mr. Zwick,

We have the Honorable Richard C. White from the 16th Confres-
sional District of Texas, El Paso. We are pleased to have you with us,
Mr, White. T understand you have a statement on the tourist exemp-
tion feature in Senator Wiﬁiams’ bill. We are pleased to hear you.
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STATEMENT OF HON. RICHARD C. WHITE, U.S. REPRESENTATIVE
FROM THE 16TH DISTRICT OF THE STATE OF TEXAS

My, Waite. Mr. Chairman, members of the commilttee, it is my
understanding that your committee will consider, along with H.R.
15414, S. 2902, I should like to address myself to section 8 of S. 2902,
This section would reduce the exemption on tourist goods entering this
country from the present $100, retail value, to $25, retail value in
the country of acquisition, .

The administration recommendation on reducing tourist exemptions,
to help the balance-of-payments problem, included a recommendation
that. contiguous countries to the United States, and Caribbean coun-
tries be exempted from the proposed change. No such exemption for
Western Hemisphere nations is contained n S. 2902.

As a Congressman representing the largest city on the Mexican
border, which adjoins the largest Mexican city on the border, I re-
spect fully point out to the committee that the prosperity of all of our
border cities nlong the Mexican and Canadian borders depends to a
great extent upon the grosperity of our nei%hbors just across the bor-
der. In the case of my district, it is estimated that 70 percent of tourist
expenditures in Mexico are returned to this country in the form of
purchases in the United States.

Becauss this is the case all along both bordérs, I have introduced a
bill, HL.R. 2025, which would restore the previous limitations of $200
retail value in an area within 5 miles of the U.S. borders with Canada
and Mexico, and restore the previous limitation of 1 wine-gallon of
alcoholic beverages. This would apply only in the 5-mile area, the
area where the prosperity of our own border communities is so vitally
dependent upon the prosperity of our neighbors.

I respectfully request. that this matter of mutual prosperity be taken
into consideration by the commniittee in its deliberations, and particu-
larly that the committee refrain from striking a severe economic blow
at our border communities by the restrictions proposed in S. 2902, If
the provisions of section 8, S. 2902, are 1mssec}, I would ask that the
committee consider an mmendment. similar to my bill, H.R. 2025.

Mvr. Chairman, I am grateful for the opportunity to call this matter,
which affects my district so greatly, to the attention of your committee.

The CuamrMan. Thank you very much, Mr. White, for your state-
ment here,

The remaining witness is Mr. J. W. Kendrick of the National Small
Business Association.

STATEMENT OF J. W. KENDRICK, NATIONAL SMALL BUSINESS ASSO-
CIATION; ACCOMPANIED BY JOHN A, GOSNELL, SECRETARY AND
GENERAL COUNSEL

Mr. GosneLn, Thank you, Mr. Chairman., We will try to make this
very brief, Mr, Chairman. '

My name is John A, Gosnell and I am here for the purpose of intro-
ducing Mr. Kendrick. I am the secretary and general counsel of the
National Small Business Association.

Our witness today, Mr. Kendrick, is from Chicago. He is president
of the Met-I.-Wood éorp. He is also & member of the association’s tax
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and fiscal policy committee. His remarks, therefore, represent the of-
ficial position of the association on the proposed acceleration of cor-
porate tax payments.

Before I introduce Mr. Kendrick, I thought the committee might
like to have a brief summary of some of the current comments recently
received from members of the association, since they have a bearing on
the health of the small business segment of the economy.

The impression has been left with the finance committee that the
economy generally is a boom economy, the implication being that it is
both sound and deep and stable, To the contrary, we hear, and this
is common knowledge, that the agricultural segment of our economy
is in distress. This deeply concerns us because thousands of smalil
business operations are dependent upon prosperous agricultural de-
velopment of the economy.

The reasons assigned are inadequate prices for farm products,
high cost of labor, and high cost of machinery and supplies.

Now, with respect to high cost of machinery and supplies, it is
perfectly clear that this is a cost push situation and not a demand
pull situation. With respect to manufacturing, we are advised that
there is apparently no end to the demand for higher and higher wages
and this demand is in no way related to increased efliciency or in-
creased production. The squeeze on profits is further intensified by
increasing costs of raw materials and components and the general
problem is further aggravated by high interest rates.

The same comments generall apgly to distribution where these
factors have drastically reduced profits even in high volume opera-
tions. These is also widespread and profound concern over the pace
of Government spending and it is ?elt that uncontrolled spending
rather than the cost of the conflict in Vietnam is a primary cause of
our deficit problem. Under these circumstances, it is easy to see why
impact of acceleration of tax payments causes considerable concern.

Add to this the discriminatory burden placed on small business by
such regulatory laws as the recent packaging law which may not
greatly concern big business but which can have catastrophic effects
on small business.

Also we are frequently asked why with such a vital need for in-
creased revenue there has been no mention of closing the tax loop-
holes which have been mentioned so frequently in the past. For in-
stance, what possible justification can there be to grant tax concessions
to a profit-making enterprise owned by cooperatives and by religious
and charitable organizations?

This about sums up the membership comments which we have re-
ceived during the past 2 months. I am now pleased to introduce Mr.
John W. Kendrick.

Mr. Kexprick., Mr. Chairman, and members of the committee,
my name is John W, Kendrick. I am president of the Met-I-Wood
Corp., a small business located at 6755 West 65th Street, Chicago,
11l I appear here both individually and as a representative of the
National Small Business Association of Washington, D.C.

I appreciate the opportunity to appear before your committee, I
want to discuss particularly my opposition to seetion 3 of H.R. 15414,
which proposes the elimination of the $100,000 exemption for pay-as-
you-go payments on corporation profits taxes.
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The Government defines a small business in manufacturing, with
some exceptions, as any firm employing less than 500 people. My busi-
ness is considerably smaller than that. We have just over 100 em-
ployees, and, what is more important in your consideration of section
3, we pay almost exactly $100,000 each year in profits tax, Thus, 100
percent of our tax liability will be subject to double taxation if sec-
tion 8 is enacted. We wonld pay a 20-percent surtax for each of 5 years.
As a practical matter, every corporation with earnings less than ours
will suffer at the same 20-percent rate.

s to the impact of the proposed eliminaton on small business, my
company, for example, would have an average tax rate on profits of
54 percent—up from 45 percent. Big business during the same period
will have a 48-percent average rate. A 5d4-percent tax rate is intoler-
ably high for small business. Aside from thc‘im?ortnnce of the plow-
back of profits for business, health, and growth, the small businessman
is very restricted in his sources for funds, and the alternates from
which he must choose are very limited when he is strapped financially.

A study of cash flows to the Government and away from small busi-
ness for the proposed 3-year period is most important in any objective
examination of section 3. The Government estimates the added revenue
from this proposal will amount to $2 billion over the 5-year period,
which is $400 million per year. Thus, enactment of section 3 would
mean an increase of the cash flow to the Government for fiscal 1968
of less than 0.3 pereent. 'The small business cash flow—from the pri-
vate sector to the public sector—is contrastingly increased 20 percent.
It would be very difficult indeed to find a more inequitable tax meas-
ure than this provision which forces a 20-percent cash flow impact on
small business to yield a 0.3-percent cash flow to the Government.

But the Treasury Department points out that small business is the
heneficiary of discriminatory legislation in the past and this measure
simply brings corporations back into alinement with all other kinds of
taxpayers; namely, individuals, proprietorships, and partnerships, all
of which are on a pay-as-you-go basis and have been for many years.
However, when individuals, proprietorships, and partnerships were
placed on a pay-as-you-go basis, Congress forgave taxes in order that
collections conld bécome current. This is the big difference, It is not
the pay-as-you-go part that is discriminatory. It is how you get there.

If the Treasury has increased cash flow as its motive, then section 8
is all wrong. All taxpayers should share equally in increased spend-
ing by Government. If, however, the Treasury has pay-as-you-go as its
motive, then there is no problem at all, The doubreup portion of the
tax should be forgiven, and the mechanics to effectuate such a change
would be simple.

Congress has created bits of legislation with simall business as one
of the beneficiaries.

There was the creation of this particular exemption that is the sub-
ject of my testimony. There was sound reason for its enactment and
certainly that reason is as valid today.

There is the Small Business Administration designed to help small
business in many ways: financial support through loans, business
management advice; technical assistance through research and pub-
lications, assistance in finding and obtaining Government contracts.
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There are the Sherman, the Clayton, the Robinson-Patman \ects
and the Fedoral Trade Commission Act, all similarly designed to see
that smaller business has a chance to compete fairly. Their existence
proves legislative concorn for small business.

. Al of this legislation has been good for the people of the United
States. The public interest. has been served by a vital, alert, healthy
small business sector of the economy. Is small business now to be
singled out to pay a 20-percent. surtax, an action tantamount to u re-
versal of long-established Government policy to create a favorable
cconomic climate wherein small business ean succeed or fail based
onitsown ability ¢

There is a tendency to think of profit as something a corporation
carns and once earned is available for disbursement immedintely.
This is not true for the corporation any more than it is for the indi-
vidual. This individual has income and it is subject to tax. e
watches—along with the Government—his cash flow so that at tax
time he will have the fumds available, It is well known to Congress
that few individual taxpayers can withstand the burden of a drastic
increase in the tax rate or an accelerated rate of payment, (I cannot
imagine myself handling a 20-percent individual tax inerease.)

Yet, 2 weeks ago, lust, the House of Representatives, with a few
exceptions, appeared unconcerned about the drastic tax rate increase
and the accelerated rate of payment to be imposed on the smaller
corporation by the enactment of section 3.

mall corporations will find ennctment of section 3 n tremendous
burden. Cash flow is so important to the small corporation. Activity
of a business generates cash at a restricted rate. Any small businesses
find it difienlt to meet a payroll or a withholding payment to the

Federal Reserve. The profit is not. there at the moment earned for
the Government’s asking. And the most devastating aspect of the pro-
posal for a double tax on small business is its impact on the most
rapidly growing and successful concerns, the ones that arve the most
valuable to owr country. They are always short of capital even without
Unele Sam slipping an even larger hand into the cash drawer.

A constant chant of justification for enactment of section 3 has been
that the corporation should be placed on the same footing with the
individuals, proprietorships, and partnerships. Peas and watermelons
are not the same; neither are the capital requirvements for corporations
compared with most individuals, proprietorships, and partnerships.

By way of example, let us examine the Fair Packaging and Labelin
Act enacted by Congress in 1966. Implementation of its provisions will
have little, if any, effect upon the individual, partnership, or pro-
prietorship, insofar as need of capital is concerned. However, it will
have a direct impact on the smaller manufacturing corporation in the
grocery field. The Bureau of Standards, in attempting to establish
voluntary standards, is thinking of utilizing a seal that would desig-
nate that the product and package has been approved by the Federal
Government. Major manufacturers with large advertising budgets will
undoubtedly utilize the seal to promote their produets. The small manu-
facturer, who is unable to convert his manufacturing facilities rapidly,
would have his markets taken away because of his mability to convert
immediately. The chairman of the National Small Business Asso-
ciation’s Board of Trustees, Mr. T.lovd E. Skinner, testified before Con-
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gress that it would cost his company about $186,000 to change the
weights in his packages. Most machine tools in-the small plant are
single-purpose machines. Small business, as everyone recognizes, has &
problem of capital. They cannot buy hal of a new machine; therefore,
it is essentinl’that if the smallor companies are to survive, they mnust
have a means of building a reserve. Section 3 of this bill would take
that reserve away. ) ‘

Enactment of most Federal programs imposes a proportionately
greater burden on small business. In the nggregato these programs can
mean the differerice between profit and loss, between a going concern
or o failing business. Just this year the cost of doing business has been
heavily incrensed by : Socinl security increases, postal rate increnses,
minimum wage inereases, und accelerated statutory benefits pnyments.

Isach wenkens the cash position of the smaller corporation. Enact-
ment. of section 3 would compound the problems of the smaller
corporation. )

As the Federal Government enlarges its share of the financial
resources of thetotal economy, it wenkens the privitte sector by reducing
its reserve for expansion and by retarding job creation. Over the lon
haul such action by Government (as typified by sec. 3 of ILR. 15414
will greatly reduce cash flow to the Government. )

IFor these reasons, Mr. Chairman, 1 oppose enactment of section 3
of ILR. 15414, It is unfair that there be imposed on the small corpora-
tion a 20-percent surtax.

Since the preparation of my formal statement, 1 have been privi-
leged on both yesterdny and today to hear the testimony of Secretary
of the Treasury Fowler and your interrogation of him. Lvery re-
sponsible American is concerned about our country’s fiscal condition
and its fiseal policy, However, it is my opinion that Secretary Fowler
has failed to understand the unique impact upon small business in the
ovent section 3 of HL.R. 15414 is cnncte(l. Secretary Fowler has said on
page 20 of his testimony that, and I quote:

Fallure to take adequate fiscal action and thereby leaving the burden of fighting
inflntion to monetary policy would be like enacting a speclal tax that would fatl

on home buyers, home builders and suppliers, the savings institutiony, State and
loeal governments, and small business,

e, of course, is referving to the high cost of money and yet section
3 throws small business in to this money market. Small business would
have to compete with the U.S. I'reasury, big business, home buyers
home builders, and suppliers, the savings institutions and State and
local governments in borrowing to finance their capital means,
Pet!Tmps the grestest service I can render in my testimony is to es-
tablish some comparisons or frames of reference from which you can
evaluate the comments I have made. The catchup surtax in total as
proposed in section 3, ILR. 15414, exceeds 10 percent of the net worth
of my company. The $100 million of added revenue for the ‘Freasury
as u result of enactment of section 3 would be 2 percent of the presently
projected $20 billion annual fiscal deficit. This revenue must be re-
garded as infinitesinially snmall in respect to the total annual deficit
and, therefore, every attention should be directed to the impact of the
proposed 20-percent surtax on small business. Requirements for enact-
ment of section 3 far ignore the impact of the administration’s em-



166

phasis on the importance of the 10-percent surtax on business and indi-
viduals. This 10 percent surtax lp us the 20 percent catchup surtax
amounts to 30 percent for small business. This would result in an
effective tax rate on small corporations of 69 })ercent.

Thank you, Mr, Chairman and members of the committee.

The CHamrmaN. Thank you very much, sir. That concludes this
morning’s session and we will meet again tomorrow at 9 o’clock to hear
the Secretary of the Treasury.

(Whereupon, at 11:40 a.m., the hearing was recessed, to reconvene
at 9 a.m., Thursday, March 14, 1968.)



TAX ADJUSTMENT ACT OF 1968

THURSDAY, MARCH 14, 1968

U.S. SENATE,

COMMITTEE ON Fl:\'A.\'CE,
Washangton, D.C.

The committee mot, pursuant to recess, at 9:05 a.m., in room 2221,
New Semate Office Building, Senator Russell B. Long (chairmaii)
presiding.

Present: Senators Long, Smathers, Anderson, Hartke, Hariis, Met-
calf, Willinms, Bennett, and Curtis.

Also present: Thomas Vail, chief counsel.

The Cuairman. The hearing will come to order.

STATEMENT OF HON. HENRY H. FOWLER, SECRETARY OF THE
TREASURY; ACCOMPANIED BY HON. CHARLES J. ZWICK, DI-
RECTOR, BUREAU OF THE BUDGET; AND STANLEY S. SURREY,
ASSISTANT SECRETARY OF THE TREASURY (Resumed)

‘Fhe CuairMaN. Mr. Secretary, if you want this bill reported, and
this is your third day on this thing, I would urge you try to abbrevinte
your answers to the questions. I would urge Senators to try to abbre-
viate their questions and statements that precede the questions.

It seems to me the record amply reflects the views of the Senators
and anybody whose views are not reflected can alweys indicate that
by his vote. The record pretty well demonstrates what everybody
thinks about this matter even though we may not agres on all of it.
T'hat being the case, perhaps we can get down to voting on the bill.

Senator Williams?

Senator WirLiams. Mr. Chairman, [ n?ree completely with that,
and rId will make my questions very brief. I just want to establish the
record.

Mr. Secretary, you are familiar with the two bills which T intro-
duced, S. 2902 and S. 2903. I refer first to the so-called package bill
which embraced mandatory reductions of $8 billion and provided for
increase in income taxes of 8 percent on corporations and 6 percent
on individuals, with the corporate rate effective January 1, the indi-
vidual effective April 1. ,

Now, with the extension of thie excise taxes, the package together
will provide about $9.2 billion additional revenue and an $$ billion
reduction, which would reduce your deficit next year by $17.2 billion.

If you eliminate the trust funds it would reduce the deficit to abont
$11 billion, and if you use the method of reporting the Treasury is-
using now it would reduce next year's deficit prospective to around
34 hillion. ) '

(187)
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My question is, will the Treasury Department endorse that bill?
That package as an amendment to this bill?

Secretary FowrLer. Senator Williams, 1 will answer that question in
two parts. Number 1, with roforence to seetion 6 of your bill where you
recommend a temporary S-percent surcharge on corporations and 6-
})ercont surcharge on individuals, [ would feel that the situation we
ace today in our overall financial problem calls for a minimum of a 10-
orcent surcharge which is the level recommended in the budget.
Since a surcharge at that level would add over a half billion dollars in
revenuo in 1968 and over $3 billion in fiscal 1989 (o the rovenues
that would be obtained under the rates suggested in your seetion 6, 1
feel that this additional revenue at a minimum is needed to achieve
the reduction in the budget deficits that are desived and to provide
the margin of additionnl safoty that we need in the light of the prospects
ahead, that defense expenditures in the coming year will, if anything,
be somewhat in excess of those set forth in the budget.

As to the other section of your bill having to do with the fixing of
an expenditure level at $178 billion as compared to the budget’s
$186 billion, that is, section 8 of your bill, ll helieve that for the
reasons set forth in the Bureau of thie Budget analysis of this seetion
that this particiilar method of nH)prm\('h to the problem of redueing
exponditures is cumbersone and difticult and is the wrong procedural
up{pruuch (o the problem.

" do believe, Senator Williams, however, that you and 1 are in
agreemient in feeling that the present fiseal situation taking into
account the prospect that, if unything, the level of expenditures
forecast in the January budget, in the light of intervening events,
articularly in tho Far East, that there is likely to bo a need for
yoth tax nerease and expenditure reduction before this session of
Congress is out,

1 am not prepared at this moment to make any evaluation of what
the outlook for defense outlays will be. T'hat is a matter which, a we
have indicated, is under iritense study at this time by the President,
Seevetary of State and Secrotary of Defense. Therefore, 1 cuunot
wut any final figure on_what would seem to me to be the appropriat
ovel of expenditure reduction,

I do belteve, however, that before the session is out, there will be a
need and T would hope that all of the Appropriation Committees and
subcommittees that are currently engaged in acting on these matters
instead of adding to the President’s [;ndgot. requests, would either
hold at. the present level of his request or where they can find good
and valid reasons for reducing those expenditures, would entortain
and search for additional economies in expenditure in the next fiscal
year—expenditures that could be postponed without too serious
damage to the programs involved.

Senator WiLLiams. Mr. Secretary—

Secretary FowLEr. And I would also urge, Senator Williams, again
as I indicated earlier, that the program reductions and reforms that.
are on pages 20 and 22 of the budget document be observed and
effected by the necessary action of the Congress and, if anything,
added to.

Senator Wirnians. Mr. Secretary, I do not have to tell you that
I would support trying to hold the line when the budget appropriations
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are before the Congress. I note your comments on section 5 in the
bill, and I can understand your desire on the 10 percent.

Now, the reason that I thought maybe the 6 and 8 percent would
be sufficient. was due to the fact that with this reduction in expendi-
tures it would still give us o great achievement.

Secretary Fowner. Yes.

Senator WirnLiams. But as I said at the time 1 made the statement
I am not wedded to the foifinala. 1 am not wedded to the figures.
I am going to ask you the same question us 1 asked you before,
with the understanding that section 5 is amended to include your
straight 10 percent across-the-board increase as you have recom-
mended and include your tax bill and I will say in the beginning
that with this understanding will you support. the other part of the
bill which will carry with'it this reduction in expenditures? I do not
have to remind you as to what is happening in Kurope in connection
with the run on gold, and 1 do not think thnt thore is any step that
could be taken by our country that would lend more confidence to the
stability of the American dollar than to let the report go out from
this room the fact that this committee and the administrittion workin
together are both going to work toward a tax increase and a rea
bonafide reduction in expenditures. The combination of these two
would reduce and project the deficit for 1969 down to $2 billion as
you caleulate it or $9 billion if you eliminate the trust funds.

Now, if you would support the packdge, I in turn pledge that I
would take your tax increase bill. All I am asking you to do is put
into aflirmative action the speech you just made in connection with
the reduction in ‘exawnditnres. I think you will agree with me that
speeches by the administration for economy in Government and
speeches on the floor of the Senate for economy in Government are
not worth the paper they are written on unless they are backed up
by action. I think you would support me in that.

Secrotary Fowrkr. I would support the general principle and
statement that you have made, Senator Williams, that both of these
approaches to the problem of fiscal restraint arve desirable for the
reasons I have already stated. I cannot support the incorporation of
tho expendituroe reduction proposals as they are expressed in section
5 of your bill. .

Senator WiLtianms. Then do T understand for the record that the
administration will support the tax increase but you would oppose
the reduction in expenditures? ' .

Secretary FowrLer. We would not oppose a reduction in expendi-
tures. We would oppose the section 5 of your bill as the means, method,
and measure of achieving that objective at this time.

Senator WirLiams. I think we are getting together now, because all
I am after is the ultimate goal. I am not wedded to the amount. Now,
what method do you have of spelling out this reduction comparable to
$8 billion; what is your alternate method?

Secretary FowLer. I will have to defer to the Director of the
Budget on any matter involving a reestimate of the budget. This is
not a prerogative of the Treasury Department. I have told you that
since 1939 when the Bureau of the Budget was transferred from the
Treasury DeFart.ment, to the Executive Office of the President, my
special area of concern and competence is to deal with the revenue side
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of the budget. Therefore, your questions on other meéthods, alternative
approaches that might be used to the expenditure linsitation method
are within tho purview of the Director of the Budget. 1, therefore,
will defer to him on any question dealing with the selection of a par-
ticular method of achieving a particular budget expenditure reduction,

I would say, however, that as Secretary of the T'reasury and con-
cerned with the overall fiscal problem, I am terribly concerned and
share your view that a sharp, decisive action in the divection of reduc-
ing this deficit in a very meaningful way is terribly important at this
time. 1 naturally will use every bit of influence thunt I have and put
forward my point of view which in principle is very close to yours, that
it is necessary that before we allow this fiscal situation to move along
further, that the Congress and the administration acting together
work toward n decisive reduction in the outlook for the budget in 1969.

Senator Wirniams. Well, 1 will direct the question to the Director
of the Budget. Do you have any formula or plan whereby we could
propose it as a part of this package n mandatory reduction, oné which
would be nccoptable to Congress and the administration but one which
could not be exceeded? Of course, we could always repeal it. I realize
t-lf\a%-‘ But do you have a formula whereby we could incorporate some
of that?

Mr. Zwick, Senator Williams, let me make this reply fairly brief.
We have a detailed response to your bill attached to the Secretary’s
testimony, so 1 will not go through that. (See p. 43.)

Senator WiLLiams. That is correct.

Mr. Zwick. We are, of course, in complete agreement with your
effort to provide tight control over Federal expenditures, so the issue
is technique, approach, procedure. We think that your technique,
approach, procedure is not the correct way to achieve the objective.

e think the correct way, the prudent way, the traditional way is
through the appropriations process. We sent up a budget in January
which we thought was a correct budget. Since then, we have taken the
following steps which recognize the heightened world tensions that
we are facing.

First, we are in the process of cutting back overseas personnel.

Second, we have put out an order to pull back on overseas travel.

Third, when we sent u‘) the urgent supplemental, we covered only
specific items for which there was a mandatory requirement for pay-
ment on which the money was urgent,l]y needed.

Fourth, before we sent up the supplemental, Monday of this week,
we went through the items in that supplemental and cut in the
controllable part—most of that supplemental was for mandatory
items, such as pay and fighting natural disasters such as fires—but in
what was the controllable part of that supplemental, we cut roughly
30 percent below what was in the January 29 budget.

So that we think the appropriate way for the administration and
for the Congress to act in this situation is not to put a mandatory
across-the-board ceiling, but to face up on a line-item-by-line-item
basis to the individual program issues.

For example, your ceiling on personnel suggested, if we do the cul-
calations, a 30-percent reduction in personnel in agencies outside of
DOD and Post Office from the estimated June 30, 1969, level—after
the Congress and the Executive have recommeunded and approved
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about & 35-percent increase in their budgets since 1966. We do not
think that is good government, orderly government, or efficient
government—to require a mandatory 30-percent redudtion in per-
sonnel while agencies will be spending 35 percent more money for
expanded workloads or programs. So we think, to end this very
briefly, that the approprinte process, the one that we are engaged in
today, we were engaged in yesterday, will he engaged in day in and
day out, is an nrderfv review of individual appropriation items and
working with the Approprintion Committess to limit these expendi-
tures.

Seeretary IfowLer. Senator Willinms——

Senator WiLLiasms. Then, 1 gather that your answer is, “No.”

Mr. Zwick. Our answer—-—

Senator Winniams. That you do not have any alternative plan; is
that right?

Mur. Zwick. No, sir, I think our plan

Sonator WiLLiams. 1 mean for writing into the Inaw a mandatory-—
as [ understand it, you do not support the bill that is before us and you
have no alternative; is that correct?

Secretary FowLeR. Senator Willinms, [ have an alternative to
suggest.

Senator WiLntanms., Well, I would like to hear it.

Mr. Zwick. Our alternative is a process, a traditional, accepted
process, whereby——

Senator WiLLtams. Which has not worked heretofore and which,
when we got a tie vote in the Senate, was broken on the up side by the
Vice President, a representative of the administration. My question
is—I do not want to Yl“Sh it, but I want—we want to close these hear-
ings out if we can this morning, but I want to make it clear. As [
understand it, your position is that you would not support the plan of
reduction in expenditures which I have advanced and you have no
alternative that you could offer at this time from a legislative stand-
point; is that correct?

Mr. Zwick. No, sir. We have an alternative. What we are in agree-
ment on is that we do not support a specific mandatory expenditure
ceiling. Our alternative is to use the accepted, time-honored, tradi-
tional appropriations processes.

Senator WiLLiaMs. Which over the years has not worked and
which has got us into this hole now with the $28 billion,

Mr. Zwick. You may read the appropriations history different
than I do.

Secretary FowLEiR. Senator Williams, 1 have an alternative, not to
suggest, because it is not my prerogative, but to call to the committee’s
attention.

The Congress has been faced with this type of problem before and
after an extensive study of the organization and functioning of the
Congress in denling with budget and the appropriations process in
the Eegislative Reorganization Act of 1946 which was the signal mile-
stone, you might say, in the legislative reform process, there was an
attempt to improve budgeting efficiency and section 138 of that act
which is on the books and the law of the land today, although not
observed in recent years, provides as follows:

“The Committce on Ways and Means and the Committee on Appropriations of
the House of Representatives and the Committce on Finance and Committee on
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Appropriations of the Senate, or duly authorized subcommittees thercof, are
authorized and directed to mect jointly at the beginning of each regular session of
Congress and after study and consultation, giving due consideration to the budget
recommendations of the President, report to their respective Houses a legislative
budget for the ensuing fiseal year, including the estimated overall Federal receipts
and expenditures for such vear.

Such report shall contain a recommendation for the maximum amount to he
ap{))roprintod for expenditure in such year and which shall include such an amount
to be reserved for deficiencies as may be deemed necessary such committee.

If the estimated receipts exceed the estimated expenditures, such report shall
contain a recommendation for the reduction of public debt.

So here there is a procedure existing in the Congress to achieve, I
think, the fundamental result you are trying to achieve and which
I would be happy to see achieved, which is free from many of the
defects in the approach and procedure which is incorporated in the
section of your package bill.

I 1'eco§ni'/.o that over the past 10 or 15 to 18 years this procedure
has not been used. It does seem to me to be an alternative approach
to this problem whereby an overall guideline could be fixed for the
various appropriation acts to refer to, and through that fashion the
Congress can effect through a series of approprintionacts the overall
reduction and expenditure limitation that you are secking to impose
by section 5, and do so, as Mr. Zwick has indicated, in the context
of the orderly assessment and reduction and specific reduction of
particular appropriations, and thereby preserve in good measure the
normal processes of dealing with the expenditure of funds which,
after all, go back to the authorization and appropriation action by the
Connress.

Senator WiLrianms. That still would not solve the immediate
problem because a‘)propriatim)s feed into the line and expenditure
reductions have to be controlled, but-I do think that—— ’

Secretary FowLer. But this does ~

Senator Wirnvriaxs. Just a moment.

Secretary FowrLer. This does provide, Senator Williams, that “such
report shall contain a recommendstion for the maximum amount: to
be appropriated for expenditure in such year.”

Senator WiLrtams. I appreciate your calling that to my attention.
I will make it a personal duty to contact the chairhan of the Ways and
Means Committee as well as our chairman. We will try to get the two
committees together, and I will tell those committees that this is a
method whereby we can put a ceiling on appropriations. I am going to
convey to them your recommendation that we do so and your willig-
ness to abide by whatever decision we come out with. Maybe we ¢an
come out with better than a $8 billion reduction. Who knows? We
may even save a lot more money than that. So, I want to convey to
them your encouragement that we do take that action. I certainly
will support it.

But in the meantime, I do not think we can sit idly by and pass the
buck to tomorrow. We are ¥oing to have to answer it today. The run
on the gold is today. But I have your position, and I appreciate it.
I would like to ask on just two of the sections.

What is wrong with writing into law the Executive order of the
President’s putting a ceiling on the number of Government employees
that are on the ﬂa.yroll as of July 19667 Now, President Johnson,
when he issued that Executive order, and this only carries out the
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provisions thereof, indicated to the whole world that he could live
with that number of emiployees. We are now told that to roll it back
would reduce the services by 30 percent.

You are not trying to tell this committee you added 30 percent
to the payroll; are you? You did add that 180,000 to the two and a

uarter million. I do not understand why you could not support that.
%0 I understand that you would object to that section of the bill?

Mr. Zwick. Yes, sir, Senator Williams.

Senator WiLLianms. All right. Now, the second question—the next
section proposes to put a moratorium on all public works and new
construction projects until the Vietnam war is over or until the budget
is brought under control, with the exception that the Office of Emer-
gency Planning would have the authority to certify that X project
was essential to the national security or to our economy.

Now, this is comparable to the Executive order which was placed
into effect by President Truman within 6 months of the outbreak
of the Korean war. It was placed in effect immediately at the out-
break of World War 11, but for some reason the President has not
seen fit to implement that during the Vietnam war. What is wrong
with writing that seetion into law?

Mr. Zwick. Sir, let me first quickly get the numbers on the per-
sonnel ceiling correctly. As your section treats personnel ceiling, all
other agencies would have to absorb the increases in DOD and Post
Office, which will be up 207,000. : o :

So, if you add the 207,000 to the 108,000 that tlie other agencies
would be up, you would be talking about roughly a 30-percent reduc-
tion in personnel in other agencies when at the same'time their budgets
are up arvound 35 percent.

Some of this is simply because workloads are rising. For example,
small business loans will be up 21 percent next year. Air traffic control,
landings and tukeoffs at airports with FAA ‘towers, will ' be up 15
percent. I just do not see how you can run an orderly Government in
which 1s;ou expect bigger worklonds to be handled by agoncies; and
bigger budgets, to be operated with 30 'percent fewer people. That is
not the way a prudent businessman would run‘his business and I do
not think this is the way we ought to. .

Senator WiLriaMs. No prudent- businessman would be spending
when he has a deficit 36 years, but now when we speak of excess per-
sonnel, after all, maybe we can Pub sonie of those to work who are
around in isolated areas such as 1 found recently, where two men for
nearly 2 years had not had a sin§la duty to perform and nobody found
it out. There must have been a lot of idle people around.

Are you not trying to tell me that it would be impossible to conduct
this Government with a reduction of 2 to 3 percent in the personnel?

Mr. Zwick. As that section is written, you would have to reduce
the personnel of the other agencies roughiy 30 percent.

Senator WiLLtams. As that section is writtent you would have to
reduce the personnel that is correct, and that is the reason that I
said we must have it mandatory. You know and I know that the
so-called 2-percent reduction which was put in at the end of the last
Congress was a farce. The departmeénts could get arcurid that 2 per-
cent by postponing the purchase of a typewriter and use it for em-
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ployees. You know it was so interpreted and that it has not been
effective; that is the reason I am speaking.

If we are going to do this let us not kid the American people. Let
us really reduce. Do you have any alternative plan that you can
come up with?

Mr. Zwick. Senator Williams, there was no plan last fall to reduce
personniel 2 percent. There was a formula which was applied in
order to provide an obligation reduction by agency. This formula was
based on 2 percent of E‘ayroll and 10 percent of all other objects for
relatively controllable Federal programs. That gave an agency total
from which the agency had to reserve that amount of funds. There
was no statement ever made by the ndministration, and certainly
it is not in the law, that you would have n 2-percent reduction in
personnel.

Senator WiLLiams. That is correct, except it is not in the law and
the ngencies were very careful, but it went through the Congress with
a lot of Members of Congress thinking they had enacted a law which
would achieve n 2-percent reduction. Anyway, [ appreciate your
position even though I disagree with it.

I have one further question on S. 2903, Mr. Secretary. It is the bill
which I discussed with you when you first took over as the Secretary
of the Treasury, and you were going to conduct a study and come back
with a report. You have been back several times.

Now, could we endorse this bill which would bring us, then, about
$300 million additional revenue this year and a little more later—
that is, the depletion amendment, from 27} percent to 25 the first
year, to 22% the second year, and to 20 percent the third year.

Surely you and I both can agree this is a non-controversial proposal,
and I am sure the President would support our feeling.

Secretary FowLER. Senator Williams, as I stated in my letter reply-
ing to you, this depletion allowance is a part of our overall energy
policy. It is true that in his message last year on protecting our
national heritage the President directed his science adviser and the
Office of Science and Technology to sponsor a study of our energy
resources and to coordinate our energy policy on a Government-wide
basis. This study is underway, will include an examination of the tax
rules regarding natural resources, all of those that are related to energy
wolicy, including those covered by your S. 2803. It would, I believe,
Le premature for me to comment on S. 2903 until the results of that
study are completed and its recommendations have been considered.

With reference to the reduction in depletion rates over 20 percent
to the 20 percent level during a 3-year period, the revenue effect is
estimated to be for fiscal year 1968, $100 million; fiscal year 1969,
$205 million; fiscal year 1970, $320 million. These estimates have
been made without taking into account likely changes in prices,
production, and so forth. _

I think that is all I have to say on S. 2902.

Senator WiLLiasms. Mr. Secretary, I note you say that there still
is & study. Could you give us the names of the members of that:
study committee? ) o

Secretary FowLer. It is the Office of Science and Technology
headed by Dr. Donald Hornig, the President’s science adviser.

Senator WirLiams, He is not doing it alone, is he?

Secretary FowLER. It is being done in and through his office.
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Senator Wirrniams, Well—

Secretary Fowvrer. I am not familiar with the rest of the personnel
involved in it.

Senator WiLriasms. Is he a Government employee?

Secretary FowLER. Yes, he is.

Senator WiLrLiams. All right.

Secretary FowLER. He is on the staff of the President.

Senator WiLniams. That is what I thought. Now, will you furhish
us n list of his co-workers who are working on this, or is he the only
man working? Would you furnish that information at this poiit in
the record? I would like to have the names of those who are working
on this study and when they were appointed to this assigniment.

The reason I ask that is this, if this is a new study group 1 would
like to have the names of the previous people studying it. I wonder
if we are not trying to study this proposal to death. Maybe we ought
to have an examination or graduation.

Secretary FowrLer. Well, there are frequent refresher courses on
that subject up on Capitol Hill. 1 hope this report will-be a useful
contribution to reexamimition of national policy in this area, and I
will supply for the record some accounting of the work that is being
done and has been done on this study. '

Senator WiLLiams. And the names of those who are participiting
in this study. Will you give us that?

Secretary Fowrer. Well, T do not know whether that includes the
names. I am not familiar with how the study is being conducted,
Senator Willinms, so I do not know to what extent——

Senator WinLiams. That is all the more reason maybe you and 1
both should be familiar with it.

Secretary Fowrer. We will both get educated.

Senator WiLLiams., Will you give us those names of people in the
study? T do not question that there is a study, but 1 \vousd like to
know who is doing it, and you can furnish it for the record, not this
morning,

Secretary FowLer. Yes, we will provide something that is fully
responsive to what you—you want a progress report on the study?

Senator WiLLraMs. And who is making the study.

Secretary FowrLer. And who is involved in it, yes, sir.

(The following material was later supplied for the record:)

Dr. Donald F. Hornlg, the President’s science adviser and Direetor of the
Oftice of Science and Technology has been assigned responsibility for sponsoring
gst.ud,\' of energy resources and coordinating energy poliey on a government-wide

asis,

In his message to Congress on “protecting our natural heritage” on January
30, 1967, the President said:

“The number and complexity of Federal decisions on energy issues have heen
increasing, as demand grows and competitive situations change. Often decisions
in one agency and under one sct of laws—whether they be regulatory standards,
tax rules or other provisions—have implications for other agencies and other laws,
and for the total energy industry. We must better understand our future ¢nergy
needs and resources. We must make certain our policies are dirceted toward
achieving these needs and developing those resources.

“I am directing the President’s science adviser and his Office of Science and
Technology to sponsor a thorough study of cnergy resources and to engage the
neecssary staff to coordinate energy policy on a Government-wide basis.”

A small energy policy staff is heing established in’the Office of Scienee and
Technology and one of its responsibilities will be to assure the effective conduct
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of the energy resources and policy study. The President on November 235, 1967,
announced the appointment of Mr. S. David Freeman to head this staff. Addi-
tional professional staff members are being recruited to assist Mr. Freeman.

The President requested an appropriation of $500,000 in the OST budget for
fiscal 1969 to finance the first yvear of the 2-vear energy policy and resources study.
The study will be supervised and controlled by OST, buf the detailed work is
expected to be done under contract. The appropriation request is })cnding before
the Congress and the contractor for the study has not as yet been sclected.

The study has been designed in collaboration with the interested Federal agen-
cies and with the assistance of Resources for the Future, a nonprofit research
organization with expertise in the energy field. The study is expeeted to include
consideration of energy supply and demand, availability of various forms of
energy at particular prices; tax policies; institutional arrangements, competition
and price regulation; cfficiency of energy supply and use; national security,
safety and reliability ; environmental and other associated effects; energy R. & D.
for the future; international implications and cooperation; and present Federal
and State cnergy policics and policy alternatives.

There have been numerous studies of particular forms of encrgy and individual
problems in the energy field in recent years, but the last comprehensive resources
study was the Paley Commission Report completed in 1952 (the President’s
Materialz Policy Commission Report).

Prior to assuming his current position on December 1, 1967, Mr. Freeman was
engaged in private practice of law in Washington as a partner in the firm of
Swidler and Freeman. Prior to entering private practice, he was assistant to the
Chairman of the Federmnl Power Commission from 1981 to 1965. During that
time, Mr. Frceman played a leading role in the conduct of the FPC’s National
Power Survey and as a key aide in the planning and execcution of the FPC’s
electric power and natural gas regulatory programs.

Senator Wirniams. That is correct. Who is making the study. Now,
I understand {our answer is in the negative, that you would not
support the bill.

Secretary FowLER. Not at this time.

Senator Wirniams. Well, Mr. Secretary, I can only add that I am
disappointed, very greatly disappointed that the administration
will not cooperate in a bona fide reduction in expenditures. I think
that you are making a mistake and that the Congress is making
a mistake if we do not likewise proceed even without your support.
I would say this, and I am not excusing Congress of its responsibility.
The Director of the Budget is correct, these estimates have been
increased many times, but far too often they have been increased
with the support of the administration. I most respectfully suggest——

Secretary FowLER. Let me say——

Senator WiLLtams. If I may finish. These programs are enacted
by Congress at times increasing them beyond the amount that the
Budget and the President think is advisable, but it still does not
cost any more to sign a veto message than it does to sign an approval.
If the President would only back us with vete messages I will assure
you that some of us would back him down here. Let us really try
vot-ingiin the manner in which we are speaking, because without it
I think we are headed to a catastrophe. I do not want to see it reach
the point where, as one fellow suggested the other day, if there is a
devaluation of the American d(ﬁﬁ\r he was going to suizgest\ that
President Johnson’s picture be put on the devalued dollar bill so
that there is a constant, reminder to the American people as to who
is responsible for debasing our currencies. Let us not let that hapnen.

Secretary FowLer. We will not let that happen and there will not
be a devaluatio:: of the dollar and I just have {wo comments.

No. 1, I would hope that the Congress would not add any additional
items to the President’s budget expenditure or budget outlay estimates.
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Neo. 2, I would hope thit. the Congress would effect the program
reductions, the specific program reductions in some 50-odd programs
that are listed on pages 26 to 22 of the President’s budget message,
and speaking as Secretary of the Treasury, I would welcome further
reductions in those programs and other parts of the President’s
budget in an effort to reduce this deficit.

Senator WinLiams. I have no further questions.

The CHAIRMAN. Mr. Secretary, I just want to make a brief state-
ment, then I will be through. You may comment on it if you want to.

Let me say that I have heard the testimony here and virtually all
the questions and answers that have been asked. I personally am not
going to support any effort to put this big tax increase, this 10 percent
or any part of it, on this extension of these excise taxes, for a number
of reasons.

In the first place, the Williams amendment would tell the Appro-
Rx’iutions Committee how much that committee should appropriate.

Vow, this Senator just got through making a fight out there on the
floor against putting a tax asmendment on an appropriations bill.
I do not like the Appropriations Committee doing our work for us
and I do not propose to be so inconsistent as to do their job for them.
We ought to give them an opportunity if they are interested to do
their job and recommend to us what they think about it, so we would
know their thoughts on it. .

Now, in the second place, with ard to the tax increase itself,
under the Constitution the House should originite tax measures.
Now, we have the right to amend House bills and we have done so
in the past. But, I think that this would be a very inappropriate case
for us to exercise our power to amend because the House has labored
on this matter over a period of almost a year and has given it a lot
of study.

The fact that they have not yet sent us a tax bill has the over-
whelming support of the majority of the American people. I would
say about 80 to 90 percent of the American people have no enthu-
siasm at all for that tax increase and the House in taking its time
about it, certainly has the support of the public. If they feel their
duty and conscience and responsibility required them to send us a
bill, I think they will send it to us. Ve’(lmh little efforts I have made
to detect the sense of the House would indicate that the chairman of
the Ways and Means Cominittee would Pmbnbly have no particular
feeling about it one way or the other if we wanted to act in that
fashion but that there would be a substantial number of that Ways
and Means Committee who would resent us trying to take charge
of this matter on short notice. We’ve only given it a couple of days’
consideration while the House has been studying that matter with the
Secretary and the Treasury and others advising and consulting them
over a period of a year. It looks as though the House is thinking
about doing something in this aren. If they want to do it, I would
think that they ought to do it.

Now, I do not know of anything that could further confuse matters
than to take this $3 billion tax extension bill and tie it up in an endless
conference where the House would not yield and the Senate would not.
back down. It could sort of parallel that situation where the senior
Appropriations Committee members on the House side could not
agree with the senior members of the Senate Appropriations (‘om-
mittee some years ago on what room they were going (o meet in.
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The result was that the Government practically came to an end trying
to decide if the House members were going to walk to the Senate side
or the Senate members were going to walk to the House side.

T am fully convinced you are not going to get that big tax bill the
administration is advocating until the %’Iﬁtlse Ways and Means is
willing to let that bill go. We do not have the power to make them
submit our recommendiitions to the House for a vote. If they said
they are not ready to act on that matter, because they want to give
it further consideration, I think the House would back the chairman
and the Ways and Means Committee overwhelmingly.

All we would do then is just impede the passage of this bill to get
the Government $3 billion which, in my judgment, should puss on
its merits. I am pleased that the Secretary said he was not going to
try to do anything -about the depletion allowance on this bill. The
administration has tried to do something about depletion allowances.
They tried when President Kennedy was in and Henry IFowler was the
Undersecretary of the Treasury at that time and they did not succeed.
I't did not get through the House and it got nowhero in the Senate,

I will be glad to know who these people are making this depletion
study, Mr. Secretary, beeause I have got some information prepared
on the depletion T ‘would like for them to consider when they are
considering Mr. Williams’ point of view on depletion, so they will
have both sides of the argument.

Now, if you want to kill this bill, that surtax is just one more thing
that conld impede passage. T am happy to see that there is no indiea-
tion that yvou are going to implement a “no new starts” program.
Some of these new starts are more essentinl than the continuation
of some of the existing construction. Some construction could better
be postponed than do without some new starts on some vital projeets
and it would seem to me the whole thing ought to be considered.

If you want to commient that is all right, but T am not going to
prolong the record by insisting you answer in detail what 1 think
about the matter, because I think if you have to respond in detail
to what 17 members of this committee tihnk about the subject and
we all have fiercely independent views on it, we would never get the
bill reported.
 Seeretary FowLer. Well, T have only one comment I would like to
make, Senator Long, and that is that T want to be abundantly clear
with the Congress of the United States, not just members of this com-
mittee or members of the House Ways and Means Committee, but
speaking to the Congress, and this is the only forum I have to speak
to the Clongress, that there are factors which give great urgency to
prompt action by the Congress of the United States to decisively re-
duce the budget deficit which we are confronted by in this fiseal year
and the coming fiscal year.

I will cite just five factors which I think you all ought to he aware
of here.

Fivst, ‘the highly volatile situation in the international exchange,
gold and finnneial markets, now threatens the very preservation of
the international monetary system as we have known it.

Second, the clear indication that the Federal Reserve System is on
the move to inereasing monetary restraints, to arrest mounting infla-
tion which they ave doing reluctantly only becnuse of the lack of
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action on this tax bill. They believe that a combination of fiseal and
monetary restraint rather t,?mn a sole reliance on monetary restraints
is the preferable course and I agree with them,

Third, it is now clear to everyone as a result of developments in the
Far East that if there is any likelihood of expenditure estimates being
revised, they would be revised on the up side rather than on the down
side as we face the situation in the future. '

Fourth, the increasing pace of the economy with the outlook for
increasing expenditures stretching through the second half of the year
in conjunction with a rapidly expanding private sector calls for prompt
action in the nature of le)scnl restraint.

Fifth, our trade surplus since the first of the year is running at a
sharply reduced level from the 1967 pattern and is comparable to the
disturbingly low level reached in December. This cannot be permitted
to continue because it would tend to cancel out some of the gains that
we hope to achieve in our balance of payments as a result of the direct
measures announced in the President’s New Year's Day message.

In the light of ull these factors, it seems to me that all reasonable
men who want to preserve their country’s economic and financial
viability ought to come together and put a tax bill on the books and
do that promptly, and I hope the Congress will manage to do that
within the next 30 days.

The Cuamyax. Well, I think I have made my position clear, Mr.
Secretary. Frankly, insofar as those international problems and the
run of gold are concerned, I do not think it is a domestic deficit that
is creating that problem. The problem there has to do with your
internntional deficit and I must note that while the administration on
the one hand is pressing for such things as a rollback of the gold
cover—which is just a temporary pallintive—it is resisting some of
the things that would very greatly reduce our deficit, such ns with-
drawal of troops from Western Europe or a major portion of them,
some limitation on imports that are giving us difficulty with our
balance of trade such as steel, textiles-——

Seeretary Fowrner. [ would only cite, Senator Long, that just
toduy there is veported an editorinl commenting on the gold situation
in the highly respected finaneinl Times of London, an editorial yester-
duy saying that:

1.8, Congressional approval of a tax inercase would do more than any number
of statements to save the sitnation,

I think that expression of editorinl opinion expresses my point of
view, the point of view of Chairman Nartin, the point of view of
most of the economic and financinl officials, both public and private,
that are concerned with this problem here and in other countries,

The Cramyax. Well, T am not too much concerned about those
people in other countries, Mr. Seeretary, insofur as our domestic
economy is concerned. Now, they have o vight to ndvise us where we
have a deficit-- -

Secretary Fowrer. 1t is our dollrs,

The Cirvivax (continuing). In our international balanee of dellais
with them. But as far as the American people and the Ameriean
Government, it seemis to me that is not too much of their business,

Seeretary Fowrkr. Senutor Long, in the system in which we opernte,
they have our dollus and they nre asking for our wold, T might say
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this is not a one-way street. These countries are themselves trying to
follow policies to expand their economies so that we will be able to
market more exports and build up our trade surplus and they do not
want to expund their economies and take special efforts to do so
with some risks to their own inflationary situation and then have us
cancel that out by allowing our economy to run at an excessive rate
of speed. So, it is a two-way, cooperative action we are trying to
achieve.

The Cuamman. Well, T am not going to burden the record by
debating all that with you, Mr. Secretary. We can do that at some
other date. All I say is if you want this $3 billion you better take
this trick while you can take it rather than wait and have the whole
thing wind up at an impasse botween the Senate and House. In my
judgment, insofar as the surtax is concerned, it will not help, it will
mrt to try it in the Senate at this time when the House for its own
reasons

Secretary FowLer. Senator Long, I am allocating my-time 7 hours
a day on the House side and 1 hour a day on the Senate, so I am trying
to go through the normal processes.

The Cuamrman. All 1 am saying, Mr. Secretary, is that T see no
indications from the House that they would like for us to act on that
surtax first. That being the ease, my guess is, it would not do anything
but prejudice your case for a surtax to ask the Senate to act on it first.

Now, it is all right with me--that is one good thing about the
Senate rules—anybody can offer his amendment and have it voted on.
There is no limitation on what somebody can offer. It does not even
have to be relevant, and it does not have to make sense. I have learned
it does not even have to be a complete sentence. He can just offer
anvthing he wants to out there on that Senate floor and get a vote on it
by demanding yeas and nays and insisting he will not settle for any-
thing less. 1 respect those Senate rules, although I do not approve of
them as muel as 1 did when 1 was a junior Member, but it has a lot
of logie to it and I would certainly respect everybody’s right to offer it.

Thank you very much.

Senator Swarugers. Mr. Chaivman, just let me burden the record
just alittle bit on that same subject.

Me Secvetary, I just will say this: First, T very much agree with
the general tenor of your statement. My own feeling is that we have
never been in a more serious financial and fiseal situation in oup
country than we are today. I have never, in the 22 years 1 have been
here. secen u time when it was so urgent for the Congress to act as it
is today with respect {o our fiseal problems. I cannot believe that it
was the intention of the founders of this Government that the great
mass of the Members of the Congress should be left helpless to aet.
Or to put it another way, left in a position where they could not act
merely becanse one or two men, no matter how much admired or
how mnceh respected. take a rather adamant position in terms of saying
they did not believe the time has come to act. Even in the case of
civil rights legislation, you ean get cloture on filibusters. Nobody has
ever confested the right of the Senate to amend and the Senate does
have the right to amend tax measures passed by the House of Rep-

resentatives,
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I do not believe anybody has a higher regard for Wilbur Mills than
do I, but on the other hand 1 represent Florida. They did not send
me up here to usk Wilbur Mills what I ought to do.

Now, if Wilbur, whom 1 respect and greatly love, is going to take
a position, I have a right to take a position different than his and
sometime during the comrse of 6 months or 10 motriths or a year 1
should be permitted to have an opportunity to vote on that position,
Particularly where I think it is so serious that we have to have some
expression from the majority of the Members of the Congress as to
what they think. So, therefore, 1 disagree with my beloved and re-
spected chairman of this committee that we should do nothing but
await some action from ‘the House.

I would hope that the House would originate this. I would hoa)e
that the House would net and if they would act, T woiild nnich prefer
it, but I do not believe that we must stay here hamstrung. We do
have the right to umend. Both the House and the Senate have rights,
and I think the time has come for us to insist on ours,

Now, with respect to the bill before us, how much revenue, Mr,
Secretary, does this bill bring in? I would like to get it for the record
once again. Briefly.

Seeretary Fowrer. In my opening statement to the committee
T included a table indieating that for the fiseal vear 1968, the revenue
from this bill would be $1.1 billion. For fiscal year 1969, $3.1 billion.
1 am giving rounded figures. (See . 52.)

Senator Smatuens. Let me ask you this question: If we shifted
or if you should shift or if the House should shift or the Senate should
shift emphasis from the surtax, 10 percent surtax, to a reinstitution
of the rates on individuals and corporations which we had prior to
1964 and at that same time reinstituted the excise taxes which we
took off, how much revenue would that produce. approximately?

Seeretary Fowrer. On the excise taxes, if you restore the excises
repealed in the 1965 act, the full year revenue effect; that is, for a
full year from the date of reinstatement, would be $2.4 billion. If
you included in that restoration the movement backup of the auto
tax to the 10-pereent level, that would add $700 million more. The
total would be three billion one for the full year effect.

Now, assuming the effective date of the full restoration of the law
te what it was prior to that period, we wonld get as of April 1, $600
million in fiseal 1988 and three billion one in fiseal 1969.

Now, as to your other question, the part of your question which I
believe contemplated the return to the tax rates that existed in
1963-——

Senator Smamiers. Yes.

Seceretary Fowrtknr (continuing). 1 think between $22 and $23
hillion of revenue would be a consequence of a restoration of the—
at least that is the amount——

Senator Svathers. I think it is in the area—

Secretury Fowrer (continuing). That has been frequently quoted
that the taxpavers would be paying in oddition today if they were
nying under the tax laws as they existed prior to the passage of the
l{evomle Act.

Senator SmatieERs. Right. T recall many times stating that this
administention. has reduced taxes by over $22 billion. ’ﬁmt is, the

?
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Kennedy and Johnson administrations between them. If we had nut
done that and kept the tax rate what it had been in 1962, today we
would not be experiencing this substantial deficit which we are now
having. In 1962 and 1963 people got along, it seemed to me, rather
well. Certainly, in the fuce of the challenges we have in Vietnam,
and here at home, I think that the time has come to rather seriously
consider not only the 10-percent surtax increase but possibly in lieu
of that n movement to the reinstitution of the rates and type and
character of tax which we had in 1962. Would the Secretary cave to
comment us to whether or not he would have any objection to that
particular approach?

Secretary FowLer. You are speaking now particularly of the
excise tuxes?

Senator SmaruERs. The excise taxes and the reinstitution of the
rates which we had, individual rates.

Senator Curtis. All taxes.

Senutor SmatHERS. All taxes.

Secretary FowLer. Well, I would think that the restoration of the
rate levels that preexisted the passage of the Revenue Act of 1964
would provide, on a temporary busis, revenues that would reduce
this deficit to a very low level and as far as 1 am concerned would
be quite a welcome measure which would be quite aceeptable from
the point of view of the Secretary of the Treasury. It would be re-
suming the status quo ante as far as the rate picture is concerned to
the 1963 levels. It would be borrowing back in effect the tax reduction
which the economy and the American people have had over the last
4 years and temporarily borrowing it back for the time peviod in
which the war in Southeast Asin creates this unusual and hopefully
temporary drain on our finaneial picture.

Senator Syarners. And in addition, was that not the basic concept.
of the so-called new economic theory of taxes to stimulate our economy.
We did rveduce taxes for the purposes of tuking the burden off the
people to stimulate the economy. That is one side of the coin in the
total concept of the new economic theory. We should have ensugh
gumption, when needed to turn the coin over and put the taxes back
on. Is that not the theory?

Seceretary Fowrer. Absolutely, Senator. This must be a two-way
street, wd it implies certainly in the application of those who believe
in that theory of fiseal policy, that when the economy is sk and
the private sector is not advaneing in a dynamic manner, that you
provide increased incentives and stimulus through tax reduction. but
it follows from that logieally that when the economy is running at
an excessive rate of speed or threatens to be overheated and bring
on an inflation which 1s alwavs followed by a sharp decline, that the
approprinte policy is to apply fisenl restraint and a tax increase is
an aceepted element in all the economies that are practices throughout
the free worltt as 0 means of fiseal restraint.

Senutor Svaruens. Thank yvou.

Now, Mr. Seceetary, let me address myself to the gold preblem
just briefly,

Secretury Fowner, May I say that as far as choosing between using
the surcharge approach and the restoration of inconme tax rates as they
preexisted 1964 or some madification of those rates or vestoring the
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excise taxes repealed in 1965, T would think the excise tax would be
a far less prefernble and secondary approach to our financial probleins.
I will not go into details in my answer, but that is my position.

Senator SMATHERs. T want to burden the record with this brief
statement, Last fall 1 had the happy privilege of traveling into six
countries of Europe. As the Secretary knows, when T got back T called
him and said that 1 was very much concerned aboit our general eco-
noinic position, beeause in every country in which T visited, T had
the opportunity of talking either with the head of that country or,
vou might say, the central bank president. As I told you at that time,
they were concerned about what we were going to do, whether we
were going to take care of owr growing fiscal problem, whether we
were going to demonstrate any self-discipline. ‘I'hey seemed to be more
concerned about that than they did anything else.

Secretary Fowrer. ‘That continues to be the case up to this moment.

Senator SmaTuens. They were very specific and very clear that
what happened to us would hurt them. It was sort of like the old
expression, when we get a cold here, they get pneumonia, and it was
very evident that if we did not take stern measures to bring our house
in order, it would not only be catastrophie here but it would be doubly
catastrophic there. T have just now returned from a trip through the
major countries of South America where they are accustomed to a
grent deal of inflation. The responsible people do not like it. They
know what danger it does. T had the privilege of talking to the head
of the Government and in each instance every one of the gentlemen
were greatly concerned about what we in the United States were
zoing to do. Did we have enough self-discipline to put a tax on onr-
selves or were we going to follow that unfortunate sad role which so
many of their governments had followed? They snid that it was im-
perative that we, the Congress, take some action which would show
that we do have enough self-discipline to put our house in order.

So, while T would agree with the chairman that the problem of the
run on our gold does not specifically hurt the American people s such,
nevertheless in the long range it will have the effect of destroying the
dollar as the free world’s reserve currency. It will have the effect
finally of bringing about a devaluation possibly of our own dollar
which at that point cannot help but do great and serious damage to
our own economy. I am one of those who is very strong in the belief
that we have to act and I, therefore, do not propose to forever sit
back and wait for a committee on the other side, respected as it is,
just beeause a couple of members have deemed in their judgment that
this is not the time to act. Others have a right to exereise their judg-
ment, too. .

Senator Curtis and then Senator Anderson.

Senator Cuntis. To the Director of the Budget, my question con-
cerns that part of the William’s proposal which would put a limitation
on expenditures. My question is not do you approve of it. My question
ix not- will it operate smoothly. My question 1s not whether or not yon
or anybody eﬁse thinks it would create chaos in the Government.
"The people are rather used to that anyway.

My question is this. If the William’s proposal for rolling back and
reducing expenditures is passed, will it reduce expenditures in your

opinion?
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Mr. Zwick. You are saying if it became the law of the land?

Senator Curris. Yes.

Mr. Zwick. That expenditures of the fiseal 1969 be limited to
178——

Senator Curtis. No, no. My question is quite simple. If it becomes
law, will it reduce expenditures?

Mr. Zwick. In contrast to the 1969 budget as published, yes, sir.

Senator Cuntis. Do you know of any way in which it can be violated
by the departments if it is passed?

Mr. Zwick. You may have to change some other laws or else
violute those laws. There are mandatory payments, for example,
public assistance, veterans compensation and pensions, interest on
the public debt, and so forth, which could build up to a level that
woul'd oxceed that expenditure limit. So, you could find a departiment
caught with two laws that are inconsistent.

Senator Curtis. And the last law counts; does it not?

Mr, Zwick. I am sorry. I did not hear you.

Senator Curtis. The last nct of the legislnture is ruling in case
there are two inconsistent acts.

Mpr. Zwick. In this case I am not sure, Senator. I would have to
get a legal opinion on that. Certainly, we have obligations to States
and others. I am not sure what happens, but I would be alarmed if
it meant that we couldn’t promptly meet our obligations for interest
on the debt, or had to stop payments to veterans, or required other
steps of that kind.

Senator SMATHERs (now presiding). The Secretary has agreed to
meet. with the House Ways and Means Committee at 10 o’clock.
He is already running late. He has stated that he would be happy to
stay here to answer any questions. Mr. Zwick will stay on so if there
are any questions we have to direct to the Secretary, we can direct
them to Mr. Zwick and let Mr. Fowler go and keep his appointment.
Is that satisfactory?

Senator Curtis. Yes. I have no questions of the Secretary.

Senator SMATHERs. All right. Anybody have any questions of the
Secretary?

Senator BENNETT. I would like to take advantage of the good
nature of the Secretary to just make a very short statement as the
chairman did.

We meet here this morning in the shadow of the Senate debate on
the removal of the gold cover and in the shadow of what is happening
in the London gold market and I recognize that the comment I am
about to make does not involve the Secretary’s jurisdiction, but at the
same time, there is going on in Washington a set of negotiations regard-
ing a_copper strike that has lnsted for 8 months nearly—it will be 8
months on the 15th—that is costing us—it is increasing our foreign
exchange deficit, foreign balance-of-payments deficit, at the rate of a
billion dollars a year. I understand that the Government representa-
tives have suggested a settlement in excess, representing an increase
in excess of 9 percent in those wages and that cannot bring it to a head.

I think if we are concerned a%)out- this whole package of inflation
and gold drain, I hope the Secretary will do what he can to })ersunde
his colleagues in Government that this is another area which is very
Iargely in tliec hands of the administration, and they should be actin
to stifle that loss rather than to increase it, and T am greatly disturbe
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about the immediate effects of this kind of an attitude represented
by the Government’s position, the administration’s position in this
negotiation.

had a lot of questions that I was going to ask the Secretary nbout
this copper situation, but I will abandon them in favor of this very
brief statement, realizing that the Secretary himsell can have only
the power of suggestion and recommendation.

Senator SmaTHERS. Senator Hartke and Senator Metealf, a moment
ngo while you were out 1 stated that the Secretary had an agreement to
meet with the House Ways and Means Committee at 10 o’clock. He
stated, however, he would be happy to stay here longer, a while longer,
if we had any questions to divect to him. Mr. Zwick will stay on with
us and be here the balance of the morning. So, if anyone has any ques-
tions—Senator Anderson, we will go around this way. Do you have any
questions of Secretary Fowler?

Senator ANDERSON. | can ask the Bureau of the Budget.

Senator Syatuers, Senator Hartke?

Senator HARTKE. 1 would like to get something straightened out.
I am always on the bottom here. I do not. mind being on the bottom,
but you people get to ask questions and then you dismiss the witness
as soon as you come around to the bottom end of the table. Tt is il
right with me, but yesterday I asked au question of the Secretary, I
mean the Director of the Budget, concerning how he arrived at a
figure and I would like to—-— :

Senator SmaTners, The Director of the Budget is going to stay here.

Senator HaArTkE. He could not answer the question yesterday.

Secretary FowLER, We are sorry,

Mr. SurRrey. I can answer it.

Senator HaArTKE. The question is on the matter before us at the
moment, the excise taxes, and on the excise tax there is an estimate for
fiscal year 1969 of an income of $1.5 billion. I just want to know how
this was arrived at.

Mr. Surrey. This related to the automobile excise tax, as I under-
stand it, Senator Hartke.

Senator HARTKE. I am taking your testimony upon the matter
before the IFinance Committee. All this other mnteriaﬂ I do not mind
talking about; I would like to ask a question about it, too, but the
matter before us is the excise tax extension and it says in the report
that it is going to provide for additional revenue of $1.5 billion for
the lﬁscal year 1969, and I just ask upon what basis this estimate was
made.

Mr. Surrey. We used an estimate for fiscal 1969 of manufacturers’
sales of automobiles of somewhat over 9 million.

Senator HARTKE. Somewhat. How much over?

Mr. Surrey. 9,250,000 for calendar 1968. You have to make an
estimate of what the manufacturer’s price per car is. We estimated
a})proximately $175 tax per car which means a manufacturer's price
ot $2,600 per car.

Senator HARTKE. You have taken an average overall manufacturer's
cos‘t;nof $2,600 per vehicle with an overall sales of 9,250,000 auto-
mobiles——

Mr. Surrey. Sales by the manufacturer plus imports. Not neces-
sarily consumer sales. There are some cars that will be added to dealer’s
inventory in this period.
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Senator Hartke. T understand that.

Will you tell me what were the manufacturers’ sales last year? .

Mr. Surrey. The manufacturers’ sales and imports, yes. The sales
figures for 1964 were a little over 8 million; 1965, 9.6 million; 19686,
9.2 million; 1967, 8.1 million. These are calendar years. For calendar
1968, we are estimadting 9,250,000.

Senator Harrke. 9.8 million for 1965; right?

Mr. Surrey. 9.6 million.

Senator HarrkEe. All right; 9,600,000 for 1965; 9,200,000 for 1966.

Mr. Surrey. Calendar year.

Senator HarTkE. And 8,100,000 for 1967; right?

Mr. Surrey. Right.

Senator Hartke. What you are saying, then, is that you anticipate
a 10-percent increase in sales of automobiles, sales of automobiles
this year?

Mr. Surrey. The figure we gave would have that result. We are
in touch with all the data one can get with respect to what the auto-
motive market will do, and the figures generally that we were using
were a composite of the estimates made in December that the vari-
ous automobile corpanies and others were using. Roughly, all of the
estimates clustered somewhere around 9 million—ranging from 9 mil-
lion to 9.3 million. That was a composite estimate back in December
of the various automobile maniifacturers and also those of the vari-
ous investment houses and others who make their estimates in this
field, and we generally use those sources, and we come to some figure
that is roughly a consensus of the various estimates in this aren.

Senator Hartke. I understand the consensus theory.

Mr. Surrey. It is not a consensus theory because—different com-
panies have different estimates as to what the market will be.

Senator HARTKE. I understand that. You estimate an increase in
manufacturers’ sales of over 1,100,000 automobiles for this year.

Mr. Surrey. Yes. Now, of course, you have to understand that
this includes also import sales, too.

Senator Hartke. Well, the import sales, I understand-

Mr. Surrey. Import sales are running over a million units.

Senator Hantke. Yes. The fact of the matter is 1,020,000 last
year; right?

Mr. Surrey. I have the figure for fiscal 1967, somewhat under a
million.

Senator HarTkE. All right. In 1966 you had less.

Mr. SURrEY. Yes.

Senator HARTKE. About 900,000 in 1966 and for the record, you
only had about half that many in 1965. In 2 years the imports have
doubled; is that not true?

Mr. Surrey. Imports have gone up.

Senator Hartke. Imports are doubled and they are still on the
way up; right? )

Mvr. Surrey. Not as high. No. The rise is not as great, according
to our estimates.

Senator Hartke. In the first 2 months of this year? How much do
vou show for the first 2 months of this year?

" M. Surrey. I do not have it on n monthly basis.

Senator HartkE. I do have here someplace—-—
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- Mr. Surrey. In jumping from 1967 to 1968, Senator, your figures
are going to be thrown off somewhat by strikes in 1967. In other
words, if you just go to the manufacturers’ sales in 1967 and compare
it with 1968, your figures will be distorted to some extent by strikes
and, therefore, you show a larger rise in 1968. o

Senator HARTKE. Let me just put to you pointblank what I do
not understand about your tax theory. I cannot understand how you
are going to have this substantial increase in sales estimated for this
year when you anticipate you are going to have a tax increase of 10
percent which is going to cut back on demand.

In other words, you are anticipating a revenue estimate here based
upon an increase in sales of some 10 percent——

Mr. Surrey. I say the 10-percent factor is to some extent affected
by the strike last year. So that consequently you have pushed into
1968 some sales that you would ordinarily have found in 1967. Now,
that does give you a higher rate.

Senator HARTKE. Let me say your estimate is higher than the
American Automobile Dealers Association’s estimate is. You know
that, do you not? Of sales?

Mr. Surrey. I am not personally aware of it. I might say without
%oing into the particular companies involved that the estimates in

ecember when we made up our estimates of all the companies were
over 9 million.

Senator HARTKE. Yes. I understand that. Over 9 million. The fact
of the matter is the total estimate from the automobile dealers is 9.1
million and the total estimate that you have given is 9.2, In other
words, your estimate is higher than the highest estimate of the auto-
mobile dealers or the highest estimate from the manifacturers. Just
shake your head and say “No” if you do not want to agree with me,
I am telling you it is, because we just checked it again with Detroit

: and had the Commerce Department check this figure.

Mr. SurRrey. As of today you are saying?

Senator HARTKE. As of today we checked the figures again to make
sure what their estimates were. It is indicated they estimate 9.1
million from the Automobile Dealers Association and a little over 9
million as far as the manufacturers are concerned.

Mr. Surrey. But, what I want to indicate, I was giving you the
basis of the estimates for our budget figures and now——

Senator HARTKE. I am not g&ing to argue with you. Let us assume
you are right for the moment. What I am saying is that you are indi-
cating an even greater increase in sales even though you say that if you
increase taxes you are going to dampen the economy.

(The comparison of automobile sales as estimated in the budget
and as estimated by automobile dealers is referred to later in the
testimony.) )

Mr. Surrgy. There is one other factor that you have to take into
account and you are trying to get this precise, Senator. Remember,
you are dealing with 100,000 cars here and there——

The CuAirMaN. Let me just interrupt at this point. Secrotary
Fowler has committed himself to be at the Ways and Means Com-
mittee. Are there any more questions the Senators want to ask the
Secretary?

Secretary FowLER. I would just as soon stay here and——

91-240—1968——13
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Senator HarTkE. No, I do not approve of that, Mr. Chairman.
He is the Secretary.

The CrarrMaN. Might I ask, then, if Mr. Surrey can stay here
after Secretary Fowler departs? Might I ask then, that whatever
questions, Senator, you want to ask of Secretary Fowler, would you
mind asking those now. He can then depart and you can continue
to direct your guestlons to Mr. Surrey and Mr. Zwick. Is that all
right with you, Senator?

Senator HARTKE. All I can say is I have gone through this every
day—1I just want my position very clearly known with the committee.
I sit here every day and listen to anybody else ask all the questions
he wants to and then a witness makes an appointment and they say
everybody else give up on your questions.

Senator ANDERSON. I do not think that is quite right.

Senator HARTKE. It is right.

Senator ANDERsON. I skipped over for you.

The CuairmMaN. All we are asking you to do is if you have got some
more questions you want to ask Secretary Fowler, get your answers
from him on the questions you want to ask hi

Senator HARTKE. I will be willing to do that.

Let me ask, then, on the tax increase, what is the theory of the
tax increase in regard to its effect upon the economy? Is it not that it
is to dampen the demand?

Secretary FowrLeRr. That is one of the hoped for effects.

Senator HARTKE. What other? ‘

Secretary FowLeERr. To dampen demand so that personal income
with the tax increase, as the Council of Economic Advisers estimated,
would increase only about 8 percent in the calendar year 1968. And
the gross national product would increase only about $60 billion.
There would be increases beyond that level in both personal income
and gross national product, if you did not dampen demand, and
secondly, that if we can dampen demand by a mixture of fiscal restraint
and monetary restraint rather than relying on monetary restraint
alone, we will get a better balanced pushing down.

Senator HARTKE. I understand what you are saying. but I do not
think that it can be demonstrated. In the first place, are not personal
savings in relation to disposable income substantially up?

Secretary FowLER. Yes.

Senator HARTKE. They are not buying now. They have money
with which to buy but they are not using it now, is not that true?

Secretary FowLER. But they are still at the very, very high
savings rates which are abnormally high, still the overall volume of
business is quite high and the economy is running in the last two
quarters of 1967 and the first quarter of 1968 at rates of speed and
rates of growth that if continued, are going to create both imbalance,
in our trade picture, our export-import picture, and strains on the
economy which will continue to encourage the rising wege-price spiral.

Senator HARTKE. I do not think what happened last year indicates
that. If I am wrong on these figures, I wish you would correct me.
My understanding is that the gross national product, excluding
inventory change, increased at the annual rate of 8.4 percent in the
first quarter of 1967, 8.1 the second quarter, 6.6 the third quarter and
5.7 the fourth quarter, is that correct?
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Secretary FowLER. No. I do not think those would be the figures
that I have in mind.

Senator HArRTKE. Well, now, will you tell me where they are wrong?
I gave you a steadily declining increase in the gross national product
from 8.4 percent in the first quarter, 8.1 percent in the second, 6.6
percent in the third, and 5.7 percent in the fourth. If that is wrong I
would like to know it.

Secretary FowLER. Senator, my recollection is that in the first
quarter of calendar 1967, the gross national product increased at an
annual rate of about $4 billion. It went up in the second quarter to an
annual rate of $9 billion. It went up injthe third quarter to an annual
rate of about $16 billion, and continued in the fourth quarter at an
annual rate of $16 billion.

Senator HARTKE. I would like for the record now to show these
percentages. Final demand for goods and services.

Secretary FowLeR. Now, that is final demand.

Senator HARKE. That is right. Is not that the thing?

Secretary FowLER. No. I understood you to say gross national
product, Senator, and I think on your final demand figtires——

Senator HArTKE. I said that includes the gross national produet,
excluding inventory change. Now, inventory does not have anything
to do with the economy basically, except in the final analysis that it
mséy be hoped for. i

ecretarilFowx.En. Your figures on final demand are correct.

Senator HARTkE. That is right. This is what really affects the
economy. Now, the second thing, on personal consum?tion expendi-
tures. Did not they follow generally the same pattern? They do not
show an expanding economy. They show a contracting economy. The
first quarter was 5.4, second, 7.9, then it dropped substantially in the
last half of last year to 4.6 and 4.9 in the last two quarters ot last year.

Secretary FowLer. Well, taking a given component in the gross
national product picture, Senator, my comments would be that despite
the fact that personal consumption expenditures in the last two
quarters of 1967 were growing at a slightly diminished rate of increase
from the previous quarters, the totality of demand growth from all
the other sectors, government—LFederal, State, local—plant and equip-
ment, all the other elements of demand, were such that the gross
national product in the last two quarters despite a declining rate in
personal consumption expenditures, desi)ite an increase in the savings
rate, and despite some strikes, nonetheless increased at a rate of $16
billion per quarter in the third and fourth quarters and it promises
to—

Senator HarTke. Is it not true also that cepital expenditures
flattened out last year for the first time in about 6 or 7 years?

Secretary FowLer. In the early part of the year, but fixed invent-
ment cameé back in the third and fourth quarter. Capital expenditures
are on the way up and the projections are that they will increase at
a rato of 5 to 6 percent. )

Senator HArTKE. What you are saying is the same thing you said
a year ago when you first asked for the tax increase and your predic-
tions did not come true. I am not going by (‘)redmtions. I am going now
by the current effect. Is the housing industry at the present state
anywhere near what it was, sny, 2 years ago when we bad stable
prices?
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- " Secretary’ FowLER.: Two years ago ‘would be——
Senator HARTKE. The new housing starts. :
Secretary’ FowLER. The recent figures are not up to the levels

reached in 1966, in the early part of 1966. They are well above——

Senator HARTKE. That is what I am getting at. :

Secretary FOWLER (continuing). The depths to which housing sank
in the fall of 1966. :

Senator HARTKE. Yes.

Secretary FowLER. And early winter, -

Senator HARTKE. I“agree with you! What I am saging to you, and
I think it is quite understandable is that we have had higher levels of
economic growth, higher levels of economic aétivity in a‘period of
stable prices 2 years ago. We have had an increase in poptilation since
that time and for all intents and purposes, only last year 214 percent
real growth in the country. Is that not true? -

Secretary FowLERr. Right. , : ‘

Senator HARTKE. Well, how are you going to correct a situation by
cutting back on demand when you have available excessive plant
capacity and excessive supply in the marketplace today? I can go
downtown and buy any caryou want, any color, any modél, and have
it'delivered to you at bargain prices, absolutely bargain prices. I can
buy any pair ot shoes I want with or without shoe strings, loafers or
otherwise, any amount of food, any kind of food I want.

Every show window is full and not like in Russia where they have
the windows full and nothing in the stores. Nothing on tlie counter
and you can go back in the back room: and they have material they
cannot even advertise. In the appliance industry, they are trying to
hold the line even trying to keep their sales up.

Secretary Fowrer. I think the regrettable fact, however, is that
while you might find those foods, you would not find them at the
prices you were able to find them in the 1966.

Senator HARTKRE. I agree with——

Secretalc? FowrLer. And, due to the totality of the demand in the
economy during the last two quarters of 1967 and currently in the
- first quarter—in the second half of last year we had a gross national

product increase of $16 billion at an annual rate per quarter, and
nearly one-half 6f that increase is represented by price increases—

have got an inflationary situation. 5
Senator HARTKE. Mr. Secretary, Fou are trying to tell us that-it

is demand and you have not been able to find one place in the market,

.not one. You say totality but you have not been able to specify. one

place in the market in which there is not an available st;i)%ly. Not one.

ﬁntc)l, there is no question prices have gone up. Material has gone up.
abor. : ;

Secre Fowrer, I would think— :

Senator HARTKE. Just a minute. Senator Bennett indicated that
labor costs are going up even more, and ovérhead has gone up.-Local
taxes have gone up, and now you are asking for an additional cost,
ari{li ;;rh«}aln you puton an additional cost, you are going to push prices
. still higher. : | S

Secr%tary Fowrer. Well, by the same token, all of the economic
wisdom, Senator, that can be summoned to this {)roblem, indicates
that you are not going to reverse a wage-price spiral in an atmosphere
of excessively expanding demand. :
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Senator Harrke. Now, I have asked you now, and I am going to
ask you again, will you just specify one place where there is excessive
demand—do not give me that tobalifﬁr. ‘

Secretary FowLeEr, Well, the totality is a fact. -

Senator HARTKE. You cannot make totality up except with indi-
viduals. All T am asking for, and I think this is a simple request, is
give me just one place in which there-is a shortage in the market-
place of productive capacity or available supply. I do not care how
many people want to argue this philosophy; you cannot argue on
the basis of economics that when there is an excessive supply that
there is an overdemand. That just cannot be so. '

You have a situation where you sold a million less automobiles in
1967 than you did in 1966 and 2 million less than you did in 1965.
And now you are coming here and saying that you are going to go
ahead and fill that backlog, that backlog, and sell as many automo-
biles as you did in 1965 and complain that that is excessive demand
when you have had an increase in the growth in the country and an
increase inwgopulation. If you sold as many. as you did in 1985 you
woiild just be holding even, That is not growth. 'That is not excessive

demand. - , : A :

Just name meg-6he place—I do not thinkK $hat is too much to ask—
one place where there is sn excessivé demand for one item in the
marketplagé. I do not think yop-eg i .

Secretafy uld ¢ typical example,
where - : :

Sengtor HARTRE., Medigal costs. You that you are
going/to go ahe'Zd\and cutjdown en hnot pay their
medjcal bills? :

questidn,.  are there

y\Bout whetHer there are

~1t
: ‘ 1
enator HARTKE. } to some experts @
to shme expetts. i bch experts. 1 w
‘go ahead and facts;
‘Secretary FowLER. Let mey d :
Chairman of the Econofnic Policy Cdmmitted of the QECD, which is
p iy€ outside dbservers. They

are not participants ii~this_de i ol raging. And the
Chairman of this OECD Policy Committee megtig on the 5th and
6th of March;vand this i o

ify " him for the record?
da.not haye hishame. I perhaps——
Senator HARTKE.-This unknown expert, right? L -
Secretary FowLer. This is a discussion which is not normally
made on the public record and perhaps I, wijll just paraphrase. by
saying it .is the nearly. unanimous' view of objective observers and
outside students of the American’ economy that in the period, ahead,
the appropriate economig policy is to try to keep our expansion at
or below a d-percent level: of increase in real terms, and that in ordér
to achieve that, a,prompt. enactment of the tax increase.is necessary
in order to prevent'our expansion from becoming excessive and thereby

v

giving a continued impetus to the inflationary trends, to the in-
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Rationary Ssych‘olog_v, to the wage-price spiral, to all of the un-
balancing eléements that threatened the health and stability of the
economy today.

Senator HARTKE. Mr. Secretary, that is beautiful rhetoric. Will yeu
you just tell me one item, just one item. If you do not have one, just
tell me. I will accept that.

Secretar%FownEn. Well, I would say ex%srienced skilled labor.

Senator HArTKE. Skilled labor. All right. What are you going to
tell me then? Are you going to increase the taxes so that you do
something to increase skilled labor? What are you going to do to the
skilled labor market?

Secretary FowrLer. We are going to increase taxes to restrict, to
moderate the growth in demand.

Senator HARTKE. For skilled labor?

Secretary FowLErR. To moderate the growth in demand in the
economy so that shortages in skilled labor will not be such an element
in the economic picture that wages will continue to bound up at
excessive rates out of line with productivity and that prices will not
continue to bound up as sellers try to compensate for increase in
costs. With a tax increase we will create a situation in which a reversal
of the current wage-price spiral which has characterized particularly
the last 8 months will be achieved.

Senator HARTKE. All right.

I am just going to show you how unsound that is in economics
zﬂmcll1 f’n human psychology. No. 1, most skilled labor is organized,
right?

Secretary FowLeR. I would say a good deal of it is. I do not happen
to have the components broken down that way.

Senator HARTKE. Do yo mean to say you are going to bring down
the wage scales of these people in organized industry?

Secretary FowLeR. I am saying that the increases in wage scales
and in labor costs and in unit labor costs in manufacturing have been
increasing in recent times at an excessive rate, out of line with in-
creases in productivity, and the result of that and the result of the
increases in prices which manufacturers and sellers carry out in an
atmosphere of excessive expansion is a serious economic problem
which should be arrested.

Senator HArTKE. All right. Let us come back to facts and avoid
some of the rhetoric. The fact is that if you put through this tax
increase, 10-percent surtax, it means less take-home pay for the man
who is working for a living, right?

Secretary FowLEeR. No, it depends upon what happens to the level
of his wage income and other things at the same time. Another factor
that must be considered is what that wage income that he takes
1};0111;9 is going to be worth in terms of prices, the goods and services

e buys.

Senator HARTKE. All I am doing is going back to the worker who
is out here in the marketplace. If you put on a 10-percent surtax,
and that includes the Federal worker also, he is going to have less
take-home p%y. ) .

" Secretary FowLer. Depending on what has has)lpen‘ed to his wage
increases and prices in that process. In the atmosphere that is created
without the tax, increases in wages may be 7, 8, and 9 peroent, but the



193

incr%ase in his real take-home pay is obviously not going to be that
much.

Senator HARTKE. Look at the settlement which is being negotiated
at this moment or trying to be negotiated in the copper industry.
If there is a 10-percent surtax they are going to say, “Look, as far as
we are concerned we are going to have to have enough money to
cover the difference. Our taxes are going up. As far as we are concerned
we are going to have to have an increase in wages.”” Every single
person who has to deal with this business will tell you that one of the
things that the labor negotiators say is, “If you are going to have a
tax Increase, we are going to have to have the right to reopen our
contracts.”

Secretary FowLeR. Senator Hartke, I think by far the predominant
element that would enter into these discussions and negotiations is
not the fact that taxes may go up 1 percent as a result of the surtax
but that prices are going up 3% and 4 percent and that is the principai
element of concern on the part of the wage earner who is trying to
maintain and if anythinf, increase the real wages and the real buying
power as a result of his labor.

Senator HArRTkE., All right. I am not going to pursue this any
further, but I will say to you, it is my judgment that you have not
been able to demonstrate ‘one sinﬁle factor, not one single factor, in
which there is an excessive demand for available s‘u"pplv% or productive
capacity which destroys your argument completely. With respect to
skilled labor, the only way that your increase would be effective is
to cause massive unemployment, so this is a doctrine which is going
to do two things. It is going to attempt to destroy a great economy
which' is already sluggish and produce mass unemployment and to
cause a recession in the marketplace following the pattern which was
laid down by Britain, It will add 10 percent to our cost in the inter-
national market which will mean our products will be less competitive
tha.gl they are today, which will accelerate our balance-of-payments
problem. _

I want to ask you just one other question.

Secretary FowLER. I just note my complete disagreement with
that analysis.

Senator HARTKE. I know you disagree with it and I respect your
right to disagree with me, but just respect mine to disagree with you.

One question on investments overseas. Why was Greece, a military
dictatorship, given special treatment in investments overseas?

Secretary FowLER., We followed the gattern of treating the countries
in the categories that had been established under the interest equaliza-
tion tax which separated the less devleoped countries from the de-.
veloped countries according to criteria which were established at
that time.

Senator HARTKE. You recognize that every Greek paper over there
proclaimed this as an endorsement of the military gunta, that the
were given special treatment at the special request of certain individ-
uals inside America——

Secretary FowrLer. I have no—— ,

Senator HArRTKE (wntinuinﬁ. On behalf of the Greek Goverhiient
to give this military junta, which denies the rights of constitutional
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government there, specinl treatment in tho field of investments
OVOIsens.

Seerotary Fowner. T have no control over what the Greek pross
writes. ‘I'he fact of thoe matter is that there was no speeinl judgment
made with referonce to Greece in this matter and wo followed the
pattern that had been laid down in the eategories of less developed
conntries under the interest equalization tax and maintained from
that time regardless of the nature of the ruling power.

Senator Harrke. | just want to make one other stantement, tlmt the
grontest user of skilled labor today is the Dopartment of Defense.
T'hat is all.

Mr. Suriry. Sonntor ITartke, could 1 just elear up one point in our
colloquy, if you do not miid? -

Sonntor Harrke. Yes, siv.

Mr, Sunrrey. L did not eatch the facts that you wero using dealers’
figures on dealers’ sales, I think, and doalers’ ligures on denlors’ sales
will not. come out thoe equivalent of the figures wo are using boeausoe
we uso manufmeturers’ sales and dopendlng on how inventories chango,
there will bo o difference. Inventories wore very low and there will be
an inventory increase and that inventory increaso will account for
manufaoturers’ sales may be about 200,000 higher, so, therefore, the
figures are not talking about tho samo thing and you can got n dis-
cropaney betweon your figures and our figures.

Senator Hanwrke., What I am saying is that you aro anticipating an
increase in sales——

Mr, Surrny. No.

Senator Harnrke (continting)., IFor this yoar.

Mz, Surniy. No. What I was saying is your figures will jibe with
ours if you take into account the inventory adjustment. Our figures
and yours.

Sonator ITanrke. All right.

Thoe Cuameman. Senator Harris?

Senator Hanrris., No questions.

Thoe Cuitammman. Senator Molealf?

Sonator Mrercawr., No questions.

The Crawmman, Mr. Secrotary, wo will oxcuse you—-—

Secretary Fownwkr. Thank you, Mr. Chairman, I seom to be in
doemand this morning.

The Cuamman (continning). For your long-delayed mcoting at
the Ways and Moans Committeo. ‘Thank you very much,

Any further questions of Mr. Surrey?

Senator BenNET. I have none.

The CHAIRMAN, Any further questions of the Direotor of the
Budgot?

Then, if thore aro no further questions—— ‘

Sonator ANprnrsoN. I want to say ono thing, In speaking about the
House acting on the surtax bill, tho Constitution says all bills for
raising revonue originato in tho Hotso. ‘This is for raising revenue. I
think we could vory properly deal with something olse.

The Cuairman. Thank you, Senator. Co

Wall, thon, that oonéludes the hearing and if the Senate grants
permission, the committes will moeot in oxeoutive session proba {y in
the Office of tho Seorotary of the Senate or else some room over off tho
Senate floor at 2:00 o’clock and if the Senato does not grant pormis-
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sion, then wo will meat. at. 9:30 tomorrow morning to tuke up tho bill in
oxeentivo session. 1 hopo wo ean meot at 2,
Senator BenNgrr. I cannot bo thore at 2. 1 ean be thore at 2:30,

You can start without mo, ) ..
Tho Cnamman. Wo will not reach any conclusive decisions before

2:30. ‘I'hanks vory much. _

(Whoreupon, at. 10:55 a.an., the hearing was concluded.)

(By diroction of the Cthairman the following are mado a part of the
printed rocord:)

Sanr Lake City, Uran, March &, 1088,
Hon, Russeut B, Lona,
Chairman, Commitlee on Finance,
2227 New Senale Oflice Building,
Washington, D.C.;

On behalf of tho mintug industry in Utah wo wish to register strong opposition
to 8. 2003, o bill that would reduco depletion rates on minerals oxteacted from the
earth. An arbitrary reduction of deplotion allowances whieh havo heen worked
out over a period of many years would impose serlous hardship on broad segmonts
of tho minfug industry. Such action would sharply reduce incentives which are
urgently necessary to tho developmont of o continuing supply of domestically
minad strategio matorinis,

Considering the fmportance (o the mining fndustry and fndeed tho Nation of
theso issues, wo strongly recommend that they bo considered on thelr own morits
and not included as add-on clements to other legislation,

Pavn 8, Rarre,
Manager, Utah Mining Associalion.

InvesTING Buttbers & OwNers Association, Inc,
New York, N.Y., March 7, 1908,
ITon. Russenn B. Loxa,
Chairman, Senate Finance Commitice,
U.8. Senate, Washington, D.C.

Drar Senaror Lona: 'This associntion ropresents major privato investiment
builders in tho Now York aren. About 009 of the construction sponsored by pri-
vate investment eapital in Now York City is produeed by wmember tirms of this
asgoeintion. Many of our members ave engaged in similar constritetion projects
in other eitios of the United States,

In behalf of its members, this nssociation vigorowsly opposes H.R, 16414,
presently before the Senate Finnnee Committee, which would climinate the
present exemption of $100,000 from estimated tax lability, and Increase the
ga\;smit l'oiquirnmunt, of paying nt least 70% of estimated tax Hability to » new

0h level,

Penaltics applioable to general contractors and subeontractors who uuder-
estimte tax Kability are sovere; the speed-up of corporate estimated tax pay-
ments will actually result in a 209 tax increase over thoe noxt 6 years; and thoso
firma whose tax lability amounts to $100,000 or less will bo particularly hard hit.

We wsk your enrncst consideration in disapproving this proposal,

Respeetfully, \ i .
Liwis Wnrrkman, Erceulive Divector,

STATEMENT ON 11.R. 15414, ''ax Avjustment Act orF 1008, IN BriALF OF Tuh
C‘llAMm-:ll or CoMMERCE OF Tuk UNITEL STaTES, By RoOprrr R, Starhawm,
TaAxATION AND IINANCE MANAGER,

Tho Natlonal Chamber npproolntos this opportunity to presont its vicws on
ILR. 16414, which provides for acceloration of corporato income tax payments,
postponement of seheduled reductfons of oxelse taxea on automobiles and telephono
sorvice, and for prompt refunds for ovorestimated taxos.

In November, 1087, the Chambor issued o statement somn% forth its position
with respeot to tho Nation's fiscal affalrs, That statoment, which was reaffirmed
last month by the Chambor's Board of blfeoton. is attached hereto ns part of
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this statement, Brieﬂg, it is the view of the National Chamber that in light of
forecast deficits of $22.8 billion in fiscal 1968 and $21 billion in fiscal 1969, there
must be a reduction in Federal spending. Following a commitment by the Ad-
ministration to a program of expenditure reduction, the Chamber will supﬁort an
across-the-board temporary tax increase in the form of a surtax imposed uniformly
upon individuals and corporations.

ACCELERATION OF CORPORATE TAX PAYMENTS

In effect, the gln:oposed acceleration is a further temporary increase in the taxes
of corporations. The Chamber’s position is that any tax increase should be borne
in like manner by individuals and corporations. Consistent with this view, the
National Chamber opposes the provisions in the bill pertaining to acceleration of
corporate income tax payments. The proposed acceleration has the effect of re-
d“dl?gt corporate working capital and forcing corporations to go to the money
market,

This proposed speedup would be the fifth change in corporate income tax {)3{-
ment patterns since 1950. Prior to 1950, corporate income taxes were payable in
four installments of 25% each in the year following the taxable year. By the
Revenue Act of 1860, the Congress provided for the tax to be paid in two install-
ments of 50% each, on March 15th and on the following June 15th—both of these
Paiy)ment dates being in the year immediately following the year in which the tax
iability arose. Comparable dates were provided for fiscal year corporations,

The Internal Revenue Code of 1964 adopted a new payment plan for corpora-
tions whose tax was in excess of $100,000. The transition was over a five-year
period. When fully effective, a corporation was required to pay 25% of its esti-
mated tax in excess of $100,000 in the third quarter of the year in which the tax
liability arose. Another 25% of the estimated tax was paid in the fourth quarter
of the year of liability. The remainder of the tax was paid in two equal install-
ments the following year.

In 1964, a further acceleration took place. Under the Revenue Act of 1964, &
system was adopted whereby a corporation’s tax, in excess of $100,000, was placed
on a completely pay-as-you-go basis. The changeover was to take seven years
and was to be fully effective by 1970 so the tax would be paid in the year of
liability in equal 259%, payments.

However, by the Tax Adjustment Act of 1966, the seven-yea: transition period
was reduced to four years, making the changeover complete bI 1967. For taxable
yenrs befinning in 1866, a corporation was required to pay 749, of its estimated
tax liability in excess of $100,000 during the taxable year. For 1967, and there-
after, full current payment of estimated corporate taxes in excess of $100,000 was

retwfre .

hat is now being proposed is to eliminate the $100,000 exclusion, which
corporations have had relative to estimated taxes. This exclusion is proposed to
be eliminated over a five-year period beginning in 1968. In addition, a corpora-
tion’s estimated tax payments for a given taxable year would be increased from
70% to 80% of its final tax liability. These proposals amount to a tax increase for
all corporations having income tax liabilities. They result in an increase in corporate
tax payvments of an estimated $800 million in fiscal year 1968 and $400 million in
each of the fiscal years 1969 through 1972,

Increasing the base to 809, reqtiires corporations gresent-ly using the 70% tax
base to pay an additional 10% of one year’s tax in 1968. This, plus the elimination
of the $100,000 exclusion constitute very real burdens upon corporations. Money
which could otherwise be used for working capital will not be available, and these
corporations will have to borrow funds to make up the difference.

ACCELERATION COMPARED WITH INDIVIDUALS' WITHHOLDING

It is argued by some that tequiring the acceleration of corporate payments
simply puts corporate taxpayers on the same basis as individuals. Without getting
into the question of the propriety of the oxlstln¥ provisions of the Internal Rovenue
Code Im%osing a double tax on rurpuerte earnings, the least that should be said is
that in the area of cstimated tu.ics ihere are | foblems unique to corporate tax-
payers, Cotporations have a more difficult time than individuals in estimating
thefr income for a future year, Cotporations generaltlfr are on the accriial method of

cconntlgg and report income before cash is received and can be used to pay taxes.
nlike the wage eatner or the salarled worker, the corporatioh siihply cannot
estimate acourately itd incomie for the ithiediate future. ,
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It should be recalled that when individuals were placed on a pay-as-you-go
hasis by the Current Taxr Payment Act of 1943, this Committee proposed that
individuals should be taxed on 1942.income or 1943 income, whichever was the
greater, but that taxes for the other year should be forgiven. In conference, the
final decision was to tax individuals on the income of the higher year and forgive
75% of the tax on the income of the lower year. There has been no similar provision
in the corporate area to reduce the added burden on corporations imposed by the
acceleration provisions. .

EXCISE TAXES

The National Chamber has not opposed the postponement of the reduction of
the excise taxes on automobiles and telephone service. These so-called temporary
taxes have been a burden on the taxpaying publi¢ and are diseriminatory. They
should be eliminated just as soon as revenuie requirements permit. Fixed termina-
tion dates should be established, as has been done in H.R. 15414, Such termination
dates must bo adhered to. We would hope that the Congress would make this the
last postponement of the elimination of these burdensome taxes.

REFUNDS

In its testimony before the House Committeec on Ways and Means in August
1967, the National Chamber recommended that if the change were made from 70
percent to 80 percent in estimating corporate income taxes, provision should be
made to permit a refund for overpayment of estimated tax priorto the filing of the
final return. Provision to this effect is included in H.R. 15414. It is important that
this provision be retained.

SUMMARY

The position of the National Chamber with regard to the provisions of H.R.
15414 may be summarized as follows:

First, the Chamber opposes the acceleration of corporate income tax payments
both as to the elimination of the $100,000 exclusion under present law and the
increase in the base for cstimating tax from 70 percent to 80 percent.

Second, the Chamber does not oppose the postponement of the excise tax
reductions in the case of automobiles and telephone service, provided firm dates
for the termination of these taxes are to be adhered to.

Third, the Chamber supports the provisions in H.R. 15414 relative to prompt
refunds in the case of overestimated corporate taxes.

ADDENDUM

S. 2902.—In the announcement of hearings on H.R. 15414, the Chairman
extended an invitation for those making statements to include comments on
S. 2902, as there were indications the text of this bill might be offered as an amend-
xsne%b 2We should like to address the remainder of this statement to provisions of

Section 5 would impose a ceiling of $178 billion on Federal expenditures for
1969. The National Chamber favors such an action, It concides with our position
that rroposed 1969 expenditures should be reduced by at least $8 billion. Fixing
o ceiling on expenditures is not a substitute for exercising fiscal restraint on
individual appropriation bills, However, it appears to be the only certain way
Congress can bring total Federal expenditures under control in 1969,

A celling on the number of Federal employeces in the Executive Branch of the
Federal Government is provided by Section 3. The National Chamber shares the
concern of many members of Congress over the sharp increase in the number of
Federal employees during the past three years and the continued increase as pro-
posed in the fiscal 1969 budget. In the four-year period from 1962 through 1065,
the number of Federal employees increased by about 11,000. However, for the
more recent four-year period, Including 1969, the increase will total slightly over
300,000, with much of this growth in the olvilian agencies. With staffs already
swollen, there should be no particular hardship in the operation of this t*.eiling‘.1

The Chamber is already on record opposing travel restraints because they
infringe on individual liberties and because it is antlckmted the{ will cause &
reduction in our exports to countries feeling the loss of American tourist dollars.
However, the provisions of Section 10, prohibititig honessential foreigh travel by
government officers and employees, have great imetit,
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With respeet to removal of the gold cover on United States currency, the
Chamber believes that there should be o reduction, but not a completo removal,
The National Chamber supports the proposal to remove the limit on the interest
rates of Federal Government bonds.

We havo already stated our views with regard to a tax surcharge on individuals
and corporations and the postponcment of the reduction of tho excise taxes on
automobiles and telephone service, ‘The proposal in 8. 2002 for an 895 surcharge
on corporations retroactive to January 1, 1968, and a 695 surcharge on individuals
effective April 1, 1908, does not agree with our view that any surcharge shoutd be
uniformly applied to individuals and corporations at the same rate, at the same
effective date, and without retroactivity. It is the National Chamber's view that
any surchargo should bo computed on the tax linbility of the taxpayer after the
deduction of the investment and foreign tax credits,

[

PositioN oN FiscAL RESTRAINT
CiuaAMBER OoF CoMMERCE OF TiE UNITED StATES, FEBRUARY 22, 1908

Tho present posture of the Nation’s fiseal affairs threatens the econontie security
and opportunity of our citizens and the strength and vitality of our free soviety.
The continuing preeipitous increase in the high level of nondefense spending at'a
time of rapid expansion in our defense commitments has brought dangerous
disordor to fiseal management and appears to reflect a dangerous misconeeption
that in these times the Federal Government can spend without restraint on
programs that do not meet a storn test of critical essentiality.

In the absence of corrective action, the prospect of a $22.8 billion budgetary
deficit in fiscal year 1968, and a $21.2 billion budgetary deticit in fiscal year 1064,
will almost cortainly produce damaging inflation, resulting in crucl economic
hardship for middle and low income families, a termination of the sustained
economic growth we have experienced over the past several years, and an impair-
ment. of confidence in the soundness of the dollar at home and abroad. Under these
conditions, our eritical balance of pavments problems will become even more
severoe and our ability to provide for our future will be impaired. Capital funds
for business expansion and modernization will be inadequate and consequent
dislocations and imbalances in our free enterprise system will ensue,

In January, 1067, the National Chamber declared, “For the period of the present
military stringency all less essential or new spending programs should be de-
celerated or postponed.” Since that time, the Chamber has reiterated its strong
position in favor of substantial cutbacks in nonessential spending in all eategories
of governmental activity. On August 22, 1907, in testimony before the House
Committeo on Ways and Means on the Administration’s yroposal for a 10 percent
surtax, tho Chamber spokesmen again urged the immo(iintc institution of steps
toward fiscal restraint by urging, “No amount of IFederal spending can solve
all of our problems immediately. Some programs may have to wait until we are
again at peace in Viet Nam. Prioritics must be established. * * * The Chamber
of Commerco helioves that if the siutation is as serious as the Adinfuisteation
contends, and we beliove it is, real and immediate major cuts in nonmilitary
spending should be cffccted.” The Chamber also recommended to the Congress
at that timo that final action on n tax increase should await o clarification of the
economioc indicators that were then mixed and uncertain as to the course of the
economy.

Unfortunately, developments subsequent to that testimony have evidenced
no meaningful progress in the adoption of policies providing for restraint in
spending. nl!utlonary pressures whl!ch cannot be controlled merely by reliance
on a tax incrcasc havoe gained strength. The Natiow's capital markets have
sustained further severe strain. In tho light of these fucts, the Chamber has adopted
tho following statement of principles a8 a program for the establishment of
fiscal restraint in the affairs of the Federal Government for both the immediate
and future perlods.

First, as a minimum goal in expenditure reduction for fiscal years 1068 and
1969, thero should bo a bona fide reduction in Federal spending of at least one
dollar for every dollur of tax increase. .

Second, following a commitment by the Administration to a program of expendi-
ture reduotion, the Chamber will support an across-the-board temporary tax
increase in the form of a uniformly applied surtax imposed upon individuals and
corporations.
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Third, on unrelenting and suceessful effort. must be direcled to the elimination
of successive deficits in our national budgetary affairs if we aro to avoid the cco-
nonic crosion of nn improvident government.,

Fourth, there should be established a commiission to review priorities in nonde-
fense expenditures and to make recommendations for long-term methods of
establishing effective controls over Federal expenditures,

In endorsing this fiseal program, the National Chamber stresses the fact that
the success of these proposals in averting fisenl disorder will depend on the oxist-
ence of a sustained commitment to expenditure reduction, The restoration of
rigid spending discipline in this fiscal year and the years to follow is essential to
the maintenance of public confidence in the integrity and responsibility of our
fiscal system,

It must be elearly understood that a tax inerease is not a substitute for expendi-
ture reduction. It is urgent that a continiiing pro;‘ram of speniding reduction begin
immediately and as a practical matter it iz incumbent upon the Administration to
rovide !)rlncipnl leadership with the cooperation of the Congress in this regard.

f there is no sustained program of expenditure controt, then a tax increase alone
is of questionable eflicacy and doubtful wisdom.,

Hecry Minina Co,,
Wallace, Idaho, March 6, 1968.
Hon. Russknu B. Lona,

Chairman, Commiltce on_Finance, U. S. Senate, 2227 New Scnate Office Build-
ing, Washington, D.C

Dean Senaron Lona: We are very much opposed to S, 2003 which would cut
back to 209% depletion rates in excess of 209, on uranium, sulphur and certain
domestically mined strategic minerals. Such action would drastically curtail
expenditures required in the search for theso minerals which are a vital necessity
to the domestic cconomy and in many instances to our national safety.

Exploration for minerals is8 much more costly today than it was oven tive years
ugo, and this seems a poor time for our Government {o throw up road blocks
with res‘mct to much needed now ore deposits.

With best regards and best wishes, T am,

Yours sincerely,
L. J. Raxpany,
Chairman of the Board.

New York, N.Y., March 4, 1968.
Re H.R 15414, P ’

Hon. Russenn B, Long, .
Chairman, Senale Finance Commiltee,
U.S. Senate, Washington, D.C.

Dear SENaror Lona: As attorneys for the Building Trades Employvers Asso-
ciation of the City of New York which Association has for its membership
approximately 1,000 building construction contractors doing business in this city,
we writo to advise fvou that the Association wo ropresent is opposed to the enact-
gent ?{tl{.ll. 16414 which is now under consideration by the Senate Financo

ommitteo.

The lplmsing out of the $100,000 exomption which is provided under Present
law will constitute a severe burden upon the construetion industry in this oity and
for that matter throughout tho country. Most corporations engaged in tho con-
struction industry do not have liability for annual Federal Income taxes in oxcess
of $100,000. The cost to those corporation of making advance payments of
Federal Income taxes based upon unrealized profits will undoubtedly be another
factor contributing to tho inoreased cost of construction in this city and elsewhere.

Wo urgo your Committee not Lo act favorably upon this Bill.

Respeotfully,
FrencH, FINK, MarxLE & McCatLrion,
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[Telegram)
: New York, N.Y., March 7, 1968.

Hon. RusseLL B, Lonag,
Chairman, Senale i®inance Commillee,
U.S. Senate, Washi.gton, D.C.:
The Cement League of New York City supports the position of the Building
Trades Employers £ssociation in opposing of the Tax Adjustment Bill of 1968,

H.R. 15414,
AL¥FRED G. GERuUSA, President.

[Telegram]
NEew York, N.Y., March 7, 1963.

Hon. RusssrL B. Loxa,
(i"lhairman. Senate Finance Commiliee,

.S. Senate, Washington, D.C.

The Building Contractors and Mason Builders Association of New York City
supports the position of the Building Tiades Employers Association in opposing
passage of the Tax Adjustment Bill of 1968, H.R. 15414,

Freo J. Driscorr, Jr., President.

{Telegram]
New York, N.Y., March 7, 1968.
Hon. Russerr B. Loxg, )
Chairman, Senate Finance Commiltlee,
U.S. Senate, Washinglon, D.C.:
The Master Carpenters Association of New York Cit{ supports the position
of the Building Trades Employers Association in opposing passage of the Tax

Adjustment Bill of 1968, H.R. 15414,
Epwanro J. Feg, President.

NaTioNAL ELEcTRICAL CONTRACTORS ASSOCIATION,
Washington, D.C., March 5, 1968.

Hon. RusserL B. Long, .
Chatrman, Senale Finance Commillee,
U.S. Senate, Washington, D.C.

My DEeAr SenATOR Lona: The National Electrical Contractors Association
thanks you for permitting us to provide this statement to the Senate Finance
Committee as part of the record on H.R. 15414, the Tax Adjustment Act of 1968.

By way of introduction, the National Electrical Contractors Association, which
was organized in 1901, is the nationally recognized spokesman for the electrical
contracting industry. This industry is composed of small business firms Jwimari!y
engaged in making on-the-site electrical installations. These concerns individually
etgl)loy about 16 workmen on the average, although a number have payrolls
which average in the thousands of men, These companies can be found in every
community of the United States and are en (zﬁed in construction projects which
range from wiring of small homes to such highly technical and involved installa-
tions as atomic energy plants and missile complexes.

The typical electrical contractor provides the skilled service of procuring mate-
rials and fixtures and installing them in a safe, efficient and workmanlike man-
ner whereby the electric power generated and brought to the owner's property
line can be utilized to energize fixtures, appliances and equipment. In short, the
contractor serves as the vital link between energg and its applicators.

We urge f'ou to remove that portion of the Bill H.R. 15414 which provides
for the acceleration of income tax payments by corporations. For those corpora-
tions which are presently ‘‘going concerns’” the accclerated tax payments have
the same effect as a tax increase. It is unfair discrimination to single out one
segment of the economy for a tax increase. Electrical contractors and, in faet,
all construction contractors and subcontractors who are small business corpora-
ticns will have their working capital seriously impaired by the elimination of
the $100,000 exemption from the estimated tax as well as the 109, increasc of
payments on estimated tax liabilities.
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The most reliable financial statistics in electrical construction reveal profits
to be only about 3%. Final payments to construction contractors are slow and
to subzontractors even slower. Moreover, the Federal Government as a purchaser
of construction does not remit money with undue speed as you well know. In
addition, there Is great pressure for more construction—urban renewal, private
construction, and governmental construction at all levels. It is likely that the
taxing of working capital as provided in H.R. 15414 will precipitate the bank-
ruptey and failure of small business firms in industries where capital needs are
already critical.

We thank you for considering our thoughts and feel sure that your due deliber-
ations will result in the removal of the accelerated tax payment from the Tax
Adjustment Act of 1968.

Cordially yours,
RoperT L. Higains,
Ezecutive Vice President.

AMmeRICAN MiINING CONGRESS,
March 6, 1968.
Senator RusseLy B. Long,
Chairman, Commillee on Finance,
United Stales Senale, Washington, D.C.

DEaR SENATOR Lona: The announcement of the Committee on Finance setting
the date for public hearings on H.R. 156414, a bill to extend excise tax rates and
speed up corporation income tax payments, stated that statements on S. 2902
and 8. 2903 would also be received.

8. 2903, introduced by Senator Williams on January 31, 1068, would reduce
the percentage depletion rate on oil and gas wells, by stages, from 27%%, to 20%
and would reduce the percentage depletion rate for sulphur, uranium, and Unite3
States deposits of the minerals listed in section 61 %)2(’2)(8) of the Internal
Revenue Code from 239 to 20%. This reduction would be made in two stages and
would be fully effective beginning with the year 1970.

The Tax Committee of the American Mining Congress is opﬁosed to S. 2003
and stronﬂlﬁ urges that it not be adopted by the Committee on Finance or by the
Senate. Although the American MininﬁlCongress does not purport to represent
the oil and gas producers, the entire bill is subject to the serious objection that
it has not been given adequate consideration and Congress has not had an oppor-
tunity to assess its potential damaging effeots upon the extractive industries.
Furthermore, this cut in depletion rates has not been recommended by the
Treasury Department.

The American Mining Congress represents producers of sulphur, uranium, and
most of the minerals the domestic deposits of which are eligible for percentage
depletion at the 239, rate. The Mining Congress has not had adequate time to
assess the full impact of S. 2003 on the companies producing these minerals and
on the available su(l)pl . Many of these minerals are currently in short supply.
Most of the remainder have a potential for short supﬁ)ly situations as consumption
in our economy continues to expand. They are virtually all of strategio importance
to our military defense. In this critical period it would seem to be a serious mistake
to discoumgo Froduction.

In considering S. 2003, it should be understood that action to reduce the
depletion rate on these mineral deposits from 239% to 20% would betaken by the
entire extractive industry as a signal from Congress that industry could no longer
depend upon a continuation of any of the existing depletion rates. Consequent r
in making decisions on production exi)ansion all companies in the !ndust:'iy would
have to take into account the possibility of further cuts in depletion deduotions.
The effect would be to discourage new exploration, development, and production
of needed mineral resources,

A further concern to the Committee in considering S. 2003 should be the ques-
tion of the falrness of a cut in depletion rates for producers who have undertaken
;ninﬁml! extraction operations on the basis of the depletion rates presently stated

n the law.

Respectfully submitted.

. Frep W. PEEL,
Chairman, AMC Taz Commillee.
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AMERICAN AUTOMOBILE ASSOCIATION,
‘ Washington, D.C., March 5, 1968.

Hon. Russert B. Loxng,
Chairman, Commillee on Finance,
U.S. Senate, Washington, D.C

DEear SENATOR Lona: For more than forty years, the American Automobile

Association has opposed Federal excise taxes on the purchase of private passenger
cars,
While we can understand the necessity for the continuance of this tax at the
present seven percent level, this still does not lessen our basic objection to such a
tax. We hopa this Committee, and the House Ways and Means Committee, will
if the situation in Vietnam permits, rescind this tax ahead of the schedule cnlled
for in H.R. 15414,

The AAA is opposed to such Federal excise taxes for three reasons:

1. The tax is not related to the ability to pay.

2. The automobile is a necessity, not a Iuxury. About seventy percent of em-
ployed persons travel to work by automobile.

3. The American motorist is the heaviest-taxed group in our nation. Total
specia{ltaxes, fees and tolls paid by highway users are now over $13.5 billion
annually.

Withythe passage of this le%lislation, the American motorist will have seen the
Congress change its mind on this subject four times in the last six g'ears.

Three times the tax will not have been reduced as scheduled (1963, P.L. 88-52;
1964, P.L. 88-348 and 1968, H.R. 15414), and once the rate has actually been
increased (1966, P.L. 89-368).

We are ho oful that this time the Congress will not change its mind, but will
permit scheduled reductions to begin on January 1, 1970, regardless of other
circumstances.

Sincerely,
Georce F. KacHLEIN, Jr.,

Ezecutive Vice Prestdent.

STATEMENT OF THE NATIONAL AsSOCIATION OF MANUFACTURERS oN H.R. 15414
“Tax ADJUSTMENT AcCT OF 1968 AND SUGGESTED AMENDMENTS, SUBMITTED
BY EuGENE J. HaRDY, VICE PRESIDENT, GOVERNMENT RELATIONS Division

The National Association of Manufacturers is pleased to present its views
on H.R. 15414 and suggested amendments contained in S. 2902. In this statement,
we shall confine our remarks to opposition to the income tax provisions of the
former and support for the expenditure limitation provision of the latter.

ACCELERATION OF CORPORATE INCOME TAX PAYMENTS

H.R. 15414 would raise from 70 percent to 80 percent the basis on which cor-
porations make current payments on their estimated tax liabilities. It would
also eliminate over a five-year period the exemption of the first $100,000 of tax
liability from current payment requiments.

In testimony before the House Ways and Means Committee last August, the
NAM opposed such legislation. We are still opposed to it.

Acceleration of tax Efyments hes the same practical effect during the transition

period as an increase in tax rates or a surcharge on tax liability. In the case of a
corporation which accurately gauged its tax liability for calendar 1967 and paid
close to 70 percent thereof in that year, it now would be required to pay an extra
10 percent of & year's tax in calendar 1968. This would be a serious burden to
be placed on top of any income tax surcharge that may later be imPosed.
» The burden becomes even more serious for many small corporations. A corpo-
ration whose tax liability remains consistently below the $100,000 margin would,
over the next five years, have to pay almost six years’ taxes. 'f‘hus, in effeot, they
would be subjected to a surcharge of 16 percent in addition to any surcharge
Congress may legislate.

The argument has been made that since proprietors of unincorporated enter-
prises already pay their taxes on a current basis, it is only fair to subject small
corporations to the same treatment. But, the extra burden on the small corpora-
tions would be the result, not of their being on a pay-as-you-go basis, but of the
transitional problem of gelling on a pay-as-you-go basis. There was a similar
transitional problem for small proprietors when individual taxpayers were first
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placed on g pay-as-you-go basis in 1944, At the time Congress resolved the
difficulty by a broad stroke—three-quarters of the 1943 tax liabilities of indi-
viduals were simply wiped off the. books. No one has proposed a -similar tax
forlgli_veness for small corporations if their payments are made current. -

‘rom 1964 through 1987 the over-all speed-up of corporate tax payments
under existing legislation has amounted to at least $12 hillion. As many authori-
ties have noted, the resulting squeeze on corporate cash resources has contributed
in no small measure to upward pressures on interest rates and tightness in the
credit markets.. An additional speced-up would aggravate these conditions,
_If this legislation is to be enacted, however, there is one scetion of H.R. 15414
which the NAM strongly endorses—the provision for c%uick refunds 'of over-
payments of estimated Income taxes by corporations.” This measure woiild offer

.some relief - for corporations that,. for one reason or another, vverestimate tax

liahilities for a given taxable year and it should he incorporated in the Intemial
Revenue Code regardless of the action taken on the other provistons.

EXPENDITURE LIMITATION

It has been indicated that the text of 8. 2902 will be offered as‘ah amendment
to-H.R. 15414, Several large issues are raised in S. 2902 but one is of overriding
importance for the conduct of our fiscal affairs. ‘ )

ction 5 of that bill would limit total Federal spending infizcal 1969 to $178
billion, except for any amounts above $25 billion that the President deems neces-
sary for Vietnam. The $178 billion figure is the level the Administration has
estimated for fiscal 1969 revenues, assuming passage of the 10 percent tax sur-
charge, but $8 billion lower than the Administration’s estimate of.fiscal 1969 ex-
penditures, Thus, the expenditures ceiling would ensure a balanced Federal budget
in 1969 if the Administration’s revenue estimates are reasonably accurate and if
Vietnam costs do not rise significantly over budget projections.

Both of these conditions are open to question. However, the thrust of the
amendment is clearly to control current spending and with this objective the
NAM is in complete accord.

1t would be preferable, we realize, to exercise fiscal restraint through a4 detailed

.review by the Administration and Confress of all spending programs—a review

which would lead to assignment of prioritics for spending in the context of a
full-employment economy beset by inflationary pressures. This would be Preferable
to a rigid ceiling on expenditures set by law that conceivably might misapply to
our economio circumstances a year from now. .

Unfortunately, there is little evidence that such a review will be made in the
near future, Despite the Administration’s carliecr emphasis on “expenditure re-
straint” when the 10 percent surcharge was suggested last summer, the 1969
budget proposes onl{y minor cuts in various programs and an overall spending
increase of $10.5 billion over fiscal 1968, two-thirds of which would be for non-
defense purposes. :

Two weeks ago, the NAM Board of Directors overwhelmingly adopted a resolu-
tion, which reads in part: o '

“Qur fiscal situation is critical and the exercise of rigid discipline is imperative
for both domestic policy considerations and maintenance of international confi-
dence in the dollar. Therefore, the Administration and the Congress should cut
anticipated government outlays sufficiently to hold spending'in fiscal 1969 to the
level of fiscal 1968." :

While the mechanics of Section 5 of S. 2002 are slightly different, the NAM fecls

_that it {3 wholly consistent with the spirit of the above resolution. If, under the

resent circumstances, the only means to achieve fiscal discipline is through a

legislative limit on expenditures, Section 5 deserve the support of the Committee

on.Finance.

STATEMENT OF GEORGE S. BULLEN, LEGisLATIVE DIRECTOR, NATIONAL FEDERA-
TION OF INDEPENDENT BusiNess, WasHINagTON, D.C. 20005

SUMMARY SHEET

The National Federation of Indépendent Business submits this statement dealing
only with Section 6154 Installment Payments of Estimated Income Tax by Cor-

porations, (a) Corporations Required to Pay Estimated Income Tax.
’ National F%deratlon‘ of% 4

The ndependent Business asks that H:R. 15414 be
amended by the Senate Committee on Finance as ‘follows: : "

01-240—68——14
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On page 5, line 7, of the printed version of the House bill, the figure $40 be

stricken and inserted in licu thereof the figure $10,000. N
The attached statement sets forth our argunients in favor of the requested
amendment. S
: STATEMENT

The National Federation of Independent Business appreciates the opportunity
to submit this statement on H.R, 15414,

The National Federation of Independent Business is a nationwide business
organization composed of more than 243,000 independents in all phases of com-
mereial enterprise and professions throughout the fifty States.

Inasmuch as your Committee is considering the -Administration’s request for a
speedup in corporate tax collections, I would like to make known to you the Fedora-
tion’s position on this matter regarding the smaller corporations throughout the
country. We very strongly fece] that, should the President’s proposal to drop the
$100,000 exemption figure to $40 be approved by your Committee, a great hard-
ship will be wrought upon those smaller corporations who now only find it neces-
sary to pa}r their corporate income taxes on an dntiual basis, The number of cor-
porations nvolved here is truly great. The latest figures we have, taken from
‘Statistics of Income 1963 show that a total of 601,854 incorporated businesses
actually pald taxes. Of this figure, 507,509 paid less than $10,000 in corporate
taxes. In other words, based on these figures, about 849, of the total of corpora-
tions having annual tax liability, actually pay $10,000 or less annually in corporate

taxes.

Should the Congress approve the $40 figure suggested by the Administration,
virtually every corporation in the United States having any tax liability will be
forced file and. pay on a quarterly basis. Mr, Chairman, when we consider
that the great maj%r ty of small businesses are operated on much tighter cash
flow requirements than are larger corporations, we see that it is entirely possible
that these quarterly payments could create considerable financial difficulties in
their business operations. For instance, a small corporation which might have
pres)‘aid, let us say, $5,000 of its estimated income taxes for 1968 in the first half
of the year, the pt\{ment being based upon its actual tax liability for the greceding

ear, finds that it is running into finanecial revorses during the latter half of 1968.

his small corporation mif t well find itself extremely short of working capital
mn a year in which it is going to incur an operating loss. Credit conditions being
what they are today, small firms find it extremely diffictilt to obtain ready credit
at reasonable rates. However, if a firm has at its disposal the $5,000 already paid
to the Government as a prepayment, during the latter half of 1968, when it
most needs the money to continue operations, it could possibly make the difference
between success and failure. Additionally, since the firm will be incurring an
operating loss for 1968, it would be entitled to a refund of the prior year’s taxes
due to loss carry-back provisions. Should the Administration’s proposal he
enacted as requested, the firm would have no hope whatsoever of utilizing that
portion of its estimated taxes already prepaid, as it would have to wait until
the end of the year before it could expect a refund from the Federal Government.

I only cite the above example as the type of problem which would be faced by
smaller corporations throughout the country. ‘

The Natlonal Federation of Independent Business requests that the $100,000
exemption figure, if lowered, not be dropped below $10,000. ‘

We realize full well that this does not eliminate an existing disparity between
corporation taxes and those paid on an individual basis as a result of busfness
partnerships or proprietorships. However, this disparity already exists and,
therefore, they would suffer no additional hardship. At the same tiine, corporations
with tax {iabilities of $10,000 or less would be greatly aided by such an exemption.

The Administration has based its request for the $100,000 exemption exclusion
on two basic facts. The first being that the speeded up revenue collection is
necessary in order that the Government will be able to meet its financlal commit-
ments in a timely manner. The second factor upon which the request has been
made is that such action would remove the existing inequity regarding corporate
tax ﬂayments as opposed to tax payments required by unincorporated businesses.

The Federation cannot argue over the fact that the Government must find a
better method of meeting its financial obligation.'Howover, we do feel that the
smaller corporations who will be affected could be placed in an extremely precarious
financial position. This is particularly true in cases where the quarterly payments
may already have been made, and the business finds itself suddenly in need of
additional operating capital. With an ever-increasingly tight money market, this
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business must attempt to borrow the required capital. If the money is available at
all, thé business finds that with an existing prime interest rate of 8 or 7 percent, it
will be tequired to pay a rate of 8 to 10 percent. Borrowing money at such hfgh
rates would certainly add to inflationary pressures already prevalent in the econ-
omy. On the other hand, if the business is not required to make its quatterly pay-
ments, and if the Government finds it necessary to borrow an amount which it
would have been receiving, it can go into the money market to borrow at interest
rates of 4 or 4% ’gercent. Such borrowing, when necessary, would prove far less
inflationary than business borrowing at much higher rates.

Regarding the contention that lowering the $100,000 figure to $40 would create
cquality, we agree, with the excéption that base corporate-tax rates are higher than
base indlvidua rates. However, we do not feel that such equality would be the best
answer for all concerned. In order to equalize the two, it will be necessary to cause
financial hardship and difficulty for one sector while Joing nothing to alleviate the
burden already being borné by the other sector. The exemption removal would not
prove at all helpful o those individuals already subject to the $40 provision, but
it would definitely harm all smaller corporations. .

A]leggricnlly speaking, what the ‘exemption réemoval would do might be com-
pared to John Smith, who has a broken leg and finds it necessary to hobble about
on crutches. His friend Joe Doe is physically sound and able to get around very
well on his two good legs. There is an obvious incquality between their physical
conditions and capablilitiecs. Would it be sensible, merely to crase this existing
inequality, for Joe Doe to break his leg as well? .

While it is true that the greatest number of corporations who pay taxes fall in a
category of less than $100,000 in annual tax liability, these corporations are, at
the same time, even in-aggregate numbers, not the corpordtions contributing the

reatest amount of annual Federal tax outiays. For example, éxamination of the
durity and Exchange Commission—Federal Trade Commission ‘‘Quarterly
Financial Report for Manufacturing Corporations” for the third quarter of fiscal
ear 1967, indicates that 64% of all manufacturing corporations have assets of
¥5 million or less. Yet these corporations accounted for only 16.2% of all corporate
Federal tax outlays!

Within the business structure of our country, small business has always been
considered a unique and speclal group, deserving of special considerations in order
that they might successfully compete with their big business rivals. Throughout
our recent history, this fact has been demonstrated time and tlme.a§ain. The
Con(iress ftself has established ample precedent for special consideration where
small business is concerned. For example:

1. Revenue Act of 1950, action was taken by Congress on a Korean War excess
profits tax. The Congress exempted from the cxcess profits tax the first $25,000 of
corporate income. In this legislation, the Congress raised the corporate income
tax rate from 45% to 479 but onlg on all profits over $25,000 (PL 81-809).

2. In 1051, Treasury Secretary Snyder called for an increase in the corporate
normal tax from 259%, to 33%,. The Congress cut this increase to 30%, on the first
$25,000 of corporate income, and provided that this should drop to 259 on
March 31, 1954 (PL 82-183). ‘ 4

3. In enacting the original Investment Credit (1962), Congress continued its
acknowledgement of the needs of small business by J)roviding that the full eredit
would apply only to the first $25,000 of income, and at reduced rates above that
figure, and by taking the initiative and enabling it to apply investinents in used
property to a maximum of $50,000 in any one ycar (PI, 87-834).

4. In 1984, Congress moved again to assist small business by reducing the tax
rate on the first $25,000 of corporate income from 309, to 22%, and by increasing
the tax rate on such incomes over $25,000 from 229, to 269. This effected a re-
versal of the steps in tax rates—at the $25,000 income level—specifically interided
for the benefit of small business (P, 85-272). o
" It is evident from the above that the Congress has considered the needs of sniall
busfness in the past. We request that these needs continue tg be considered by
not reducing the $100,000 exemption figure below a level of $10,000. As presented
earlier ir; this statement, this $10,000 figure would exem})t & majority of smaller
corporations who find thémselves in the greatest nced of the continued practice
of béing sltowed to file and pay their income taxes on an annual, rather than on
a quatterly basis. ' }

herefore, the National Federation of Independent Business recommends that
gn pagqtg; ltfn(;a 7, of H.R. 15414 the figure 340 be stricken, and the figiire $10,000
e substituted.’ ' ‘ .
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Proanrgsstve ELecrric ConTrACTING CORP.,
Long Island Cily, N.Y., March 11, 1988,
Hon, SenaToRr LoNo,
Senate Finance Committee
Senate Office Building, Washinglon, D.C.

Dear 8eNaTor Lona: We strenuously object to the Senate Bill to speed up
corporato income tax payments which jeopardizes small corporations since nn
extra 209% in income taxes will have to be paid in each of the following five ycars.

Small businesses have severely limited working capital and it is vcl;ly hard to
borrow money at the present time due to the tight money market. This oxtra
tax burden could severely limit our operations.

We suggest that the present $25,000 exemption he lowered to $20,000.

Very truly yours, .
Kurr C. WALTER, President.

St

EASTERN STATEs EvkcTrIcAL CoNTRACTORS, INC.,
New York, N.Y., March 11, 1968.

Re Counterpart Bill H.R. 15414 To Speed Up Corporate Income Tax Payments.

Hon. RusseLy B. LoNa,
U.8. Senate,
Senate Office Building, Washington, D.C.

Dear SENaTor: In accordance with this Bill, small store owners, repair shops
service stations, builders and contractors will be required to pay an additional
20% in income taxes in cach of the next five ycars,

y (iﬂs would severely limit the workln§ cupital and sources of borrowing,
especially during tight moncy poriods. This additional lond on small business
could very casily result in bankruptoy, stop or delay expansion, and discournge
new ecnterprises.

A sug%ostcd alternate to the proposal would be a lowering of present exemption
to $20,000.00 catimated tax liabilitly.

The penaltics involved in this bill are especially harsh for now or growing small
corporations where net income s erratic or indeterminable in advance,

Very truly yours,
MorTtoN D. Horrsan, President,

Scitonstent InsTRUMENT Co,,
Silver Spring, Md., March 7, 1968.
Hon. RusseLL B, Long,
Chairman, Comniitlee on Finance,
United States Senate, Washington, D.C.

Dear Senator Lona: T am writing you concerning an urgent matter beeause
of your known reputation of being a friend to small businesses. My concern per-
tains to the Tax Adjustment Bill pending in Congress which would eliminate the
$100,000 exemption and put all corporations on a pay-ns-you-go tax basis by 1972,

The enactment of this legislation will impose a very severe handicap on small
business for a few of the following reasons:

1. Severely Nimit its cash flow, forcing some to:

a. go ot of business;
b. merge with a large company;
o. fall into the hands of loan sharks.

2. Increase nccountinf; expenses. Many small irms ascertain their profits only
at the end of their fiscal year and not on a quartcrlf' or monthly basls a2 would
be required. Small firms can afford onl{ costly primitive accounting iethods
versus the computer techniques used by large firms,

3. Company-sponsored research and development would be curtailed leading
to the evential death of many small ¢ompanjes. Our greatest recent innovations
have been made by small companies, e.g., Xcrography and polaroid cameras to
mention a few. Co

To me it does not make sense to spend large sums of monoy to promote small
business via the Small Business Administration and small husiness set asides for
Government contracts and then choke small business to death by unwise tax
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legislation, We all know that the Government needs more money but this seems
to mo to be a cruel and short-sighted way to get it.
I am confident that you will give this matter your most thoughtful consideration.
Sincercly yours,
E. O, ScHoNSTEDT, President.

AMERICAN - INsSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS,
‘ : Los Angeles, Calif., March 7, 1968.
Hon. Russerr B, Lona,
Chairman, Senale Finance Commiliee,
Old Senale Qffice Building, Washinglon, D.C.

DeAR MR. LoNa: The committee on federal taxation of tha Ameriean Institato
of C(i;tiﬁed Public Accountants offers tho following commeant regardiiig’ Scction
4 of H.R. 15414, a bill to contintic certain existing exclse tax rates and to revise
tho current-method for aymeont of cstimated tax by corporations, ‘

Section 4 (proposed Scotion 7502(e) of the Internal Revenue Code) concorns
the timely mailing of deposits-of tax, While we suppott the prineiple stdted in
pw})osed Scetion 7502(e), that a timely malled deposit of tax will bo considered
a8 timely filed, we recommend the deletion of srogoaed Scetion 7502(0)(2)(A)
which es oofalfy requires that for a timely mailed d I:osit of tax to bo considere
timely filed, the deposit must bic maliled two days beforo the due daté for making
the deposit. A conforining deletion should also be made of the [)hmso “o Qn‘Bor
before such second day . . . ."” appearing in proposed Section 7502(e)(2)(B).

Public Law 89-713 amended Section 7502 of tho Internal Revenua Code. Seetion
7602 as amended now specifically provides that, “If any return, claim, statement,
or other document required to bhe filed, or ang payment re utred to be made, within
a prescribed %erlod or on or hefore a preseribed date under the authority of finy
wrovision of the'internal revenue laws is, after such perlod or such date, delivered
)y United States mail . . . the date of the United States postmark a{amped on
the cover in which such return, elaim, statement, or other dodument, or payment is
mailed shall be decmed to be the date of delivery or the date of payment, as the
case may be.” [Emphasis sup_})licd.}

The clear intent of Scetion 7502 is that a' timely mailed payment of tax would be
congidered timely notwithstanding any other section of the Internal Rovenue
Code. It is regrettable that the Internal Revenue Service in administering Section
6302 (which provides general rules for the mode or time of collection of taxes)
chose to ignore the cxistence of Section 7502 (which provides specifically that
timely malling is to be treated as timely filing and paying). Scotion 7502 was
disregarded throuf;h a strained interpretation to the effect that a “payment of
tux” does not includo a “deposit of tax’.

The Service-adopted regulations provide that the timeliness of a deposit of tax
wotld be deterinined by the date of receipt by the authorized depository rather
than the postmark date. The hundreds of thousands of taxpayers already burdened
with the Perlodic filing (In some cases semi-monthly) of returns and deposits
of withholding. social sccurity, oxcise and corporate cstimated and income tax
were noy saddled with the additional burden of sending such tax paymeats to
authorized depositories siifficicntly far in advance to allow for mail delivery delays
and processing time at the depository. This scoms harsh and unnecessary,

Proposcd Scetfon 7502(c) proacntly being considered by your Committee, would
continte to dlqtinguish between & “payment”’ of tax and a “deposit” of tax by
providing that'a "deposit” of tax must be mailed two ddys prior to the due date
in order to be connidered timely while a “payment’” of tax may be mailed on the
duc date to bo timely. ‘ ' N

We stronf;ly urge an cnd to this Treasury Department iniposed artificial
distinction. H.R. 15414 should be amended to provide that "degosits" of tax and
“payments” of tax may be mailed on tht-due dato to he considered timely. The
consisteney of treatment of ‘‘déposits’” and ‘‘payments” will ease taxpayer com-
plinneo burdens withoiit loss of efliticney or ravenuo to the Treasury. ’
- If {on require further elaboration on this matter we would bo pleased to
furnish it. .

- Sincerely, : B
’ ) ‘ Donarp T. BtirNs,
- Qeneral Chatrman, Commillee on Federal Tazxalion,
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- U.S. INDEPENDENT TELEPHONE A8SOCIATION, - .
-Washington, D.C., March 18, 19688.
Honorable RusseLL B. Long, ’ ' :

Chairman, Commillee on Finance, U.S. Sénale, Washinglon, D.C. -

Dear MR, CrarrMaN: Urlder-consideration.by your Committee is H.R. 15414,
the Tax Adjustment Act of 1968. Of particular concern to this Association is the
continuation of the telelphone excise tax as-provided by this rog)osed legislation.

The United States Independent Telephone Association (USITA) represents
the Independent- (non-Bell) segment of the telephone industry, Involved are 2,200
telephone companies serving principally the rural and suburban areas of this
nation. Although our companies are but one-fifth in numbers 6f telophones com-
pared with the Bell System, they serve over half the geographical area of this
country—the entire states of Hawail and Alaskd, and some portion of all states
except Delaware and Rhode Island. . o

Qur members appreciate the fact that this country is currently faced with a
multitude of fisca lProblems. They do not propose to add to these- difficulties.
However, on behalf of the telephone users: it is believed the following points
should be made: . o L ‘ ,

(1) The telephone excise tax on residential service is a regressive tax. In 1886
when our Executive. Vice President testified before your Committee on this sub-
ject, he pointed out that over half of the households with telephones in this country
liad incomes of less than $6,000 and one-fifth had less than $3,000 a year.The
indi}vidual hardest hit by the excise tax is the poor man who has need of telephone
service, .

(2) Our industry likes to think in terms of universalily of telephone service.
Communications by telephone are just as much a public service, just as much a
necessity, as communications by mail, Yet it is a fact, and it can be documented,
that cost of telephone service is a limiting factor to universal residential and farm
telephorie development. Because of the definite relationship between telephone
development and earnings many in the low income groups just can not afford
telephone service. .

he national average excluding Hawali and Alaska (January 1, 1967) of house-
holds with telephone service is 87 percent. Below this national average are these
states represented on your Committee:

Pereent Percent
Loudsiana_ .. _...__._. 78 Arkansas. ____.__..__. 66
Florida.eo cvcceaao... 81 Montana. ... ........ 82
New Mexico. .o ..._. 72 Oklahoma..__._...... 82
Tennesse€. oo e 77 Kentucky. o wooooo_. 73
Georgia. - cccuuaa.-. 75 v
Only Minnesota (95%) and Connecticut (96%) are well above the national

average. L
The national average (October 1987) of farms with tclephones is 80 percent.
Below the national average arc these states represented on your Committee:

Perent Percent
Louisiang....e. ... . T4 Georgla. .. ......__. 75
Florida. o o e 74 Arkansas. .._.._._.._. . 63
New Mexico. ... 65 . Oklahoma.____._..__. 78
Tennessee. . - o cccuee-- 70 - Kentuoky. o oocoooo.. 68

That' univemlitﬁ»in farm telephones can be aplproached is proved by tho fact
that Connecticut has 98 percent farms with telephones. And there is virtual
universality in government-subsidized mail service and in nonexcise taxed electric
service So why should the poor and near Poor be penalized because of an excise
which has no other attribute except ease of collection, :

: ss) The year 1968 will see inflationary pressures causing numerous increases
in local telephone rates. Wage scales and Jocal taxes are increasing. These increased
costs can_not come our of our revenues from toll messages, the.rates for which
are set by the Bell System and regulated by the Federal Communications Com-
mission, We foresce these necded increases in local service rates with the additiéna[

10 percent of excise on top. N

(4) Inoreased taxes of all kinds including utility income taxes are ultimately
reflected in the rates paid by the user. Any increase in taxes paid by telephone
companfes must in the end be paid by the telephone user. The telephone user will
therefore be doubly affected by ani; Viet Nam war taxes imposed on corporate
incomes as presently proposed by the Administration.
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(5) Utilities in general and the telephone in particular are subject to sales or
cquivalent taxes at the .local level.. Well over half the states now have a sales tax
on local servige. Many hundreds of communities in addition have their own utility
taxes. You doubtless are aware that the City Mahager of Arlington County
(adjoining Washington, D.C:) proposes to put a 15 percent tax on utilities in
order to an for the County's share of Washington Metropolitan Transit Authority
costs, The user’s telephone dollar now consists of more than one-third direct
taxes and may even be approaching one-half. Contrast this with the government’s .
manaqement of the postal system where rural service is subsidized along with
other ipublic service” items and all without taxes. ) C .

(6) It looks as if the excise tax on telephone service could bo ‘‘temporary”
for nearly.three decades. This will be the twelfth time that the tax has been con-
tinued in the interest of expediency. Certainly over thirty years there should arrive -
a time when expedien? could be replaced by practicality. :

(7) The Senate voted in March 1968 to eliminate the excise tax from residential
service. At that time its desires did not prevail in conference. However, the
arguments apply, now as then, on the inequity of the telephone excise tax on
residential service. .In fact all reason opposes the continuance of the utility tax
solely on telephone service and argues instead that if there is to be an excise,
fales :r r\irqll_;xte added tax, the treatment of the telephone user should be in the
owes (1) . . . -’ . .t .

(8) The Pré_ideht's original request was for the telephone excise tax to be at the
current rate until July 1, 1969 when it was to fall to 1 percent. Elimination was
scheduled  for January f, 1970. The House Committee in its recommendation
changed this for a step-by-step redustion ““coordinated with the reductions in the
tax on passenger automobiles.” The Congressional Record indicates this schedule
of reductions “was determined after consultation with representaatives of the
auto i:)dustr{" (p. H-1511), Our members ask why should the telephone excise
tax be coordinated with the auto excise and why was the telephone industry not
consulted? Further, when the excise on passenger cars was reduced from 10 to 7
percent, the telephone excise was not so treated. Why should it be coordinated
at this late date

May I respectfully request that the Committee consider the possibility of:

(A) Excmpting residential telephone exchange service from the continued
imposition of the telephone excise tax particularly in the event the proposed Act
is coupled with an increase in corporate income taxes; and

(B) Retaining the Administration’s original request for reduction of the tele-
phone excise tax from 10 to 1 percent on July 1, 1989 and elimination on January 1,
1970, rather than coupling the telephone scheduled reduction with the passenger
auto oxcise tax reductions,

Sincerely yours,
HerBert H. BUTLER, Secrelary.

Tue Tax Counoir,
5 , , Washington, D.C., March 14, 1968.
Hon. Russerr B. Lonag,
Chairman, Commillee on Finance,
New Senate Office Building, Washington, D.C. ~
DeAR MR, CHalrMAN: The enclosed statement deals especially with the prob-
lems which small and growing corporations would encounter in moving quickly
to a current payment basis under the provisions of H,R. 15414,
We submit a _spgciﬁqlprogrgm of moderation should the Committee decide that
some acceleration should be applied to taxliabilities under $100,000.
\Ke will be most grateful for the consideration given to our tﬁoughts and sug-
gestions. . - . )
Sincerely yours, .
' Joun C. DavipsoN, President.

14
t

THE TiMING OoF CoRPORATE TAx PAYMENTS
STATEMENT OF THE TAX COUNCIL ON H.R, 15414

the opportunity to submit its views to the Committee on Finance with respect,

The fTax:Coﬁncll, ‘a ‘hon'.in‘oﬁt ‘business iuerﬁbei‘ship; o:x‘g"aniz_a‘,tidn , @ 'preclattea
to the provisions of H.R. 15414 dealing with the tiniing of corporateé tax payments.



210

Because there is no reason to apply the brakes to business investment spending
at this time, and because corporate profits are not a present or prospective infla-
tionary factor, there {8 no cconoinic oase for increasing the current burden of
corporate taxes apart from a uniform tomporary increase in tax applying‘ to all
taxpayers. Nevertheless, under the provisions of H.R. 15414, there would be an
inorease from 709%, to 86?' in the tequirement for currénit payment on corporate
tax liabilities in excess of $100,000, and a five year program for ;iuu,ing tax
liabilities under $100,000 on a curront basis would be inaugurated. In the first
instance, the result would be equivalent to a 109, surcharge in the éurrent year.
In the second, the result would be equivalent to a 16%, surcharge in the current
year and in each of the four succecding years, for companies whose liabilities do
not exceed $100,000. o

The Council urges that these provisions be doleted from the pending bill. If
the Committeo decides to givé its support to some furthor aceeleration of corporate
tax payments at this time, however, we urge that consideration be given to a
much more moderate program with respeot to liabilities below $100,000.

- Prior to 1950, cors)oratlons pald their taxes in four installments spread over the
year following the close of the tax year. The Revenue Act of 1950 required pay-
ment in two installments in the first two quarters of tho year following the tax
year. This transition was ascomplished in stages over a five year period. Current
payment began with the Revenue Aot of 1954, which required corporations to
pay half of their estimated liabilities in oxcess of $100,000 in the last half of the
tax year, and the remaindér in thé first half of tho succeeding year. Again, this
transition was accomplished ih'a five year period. The 1964 and 1966 Revénue
Acts combined to bring current payment ap to the present lovel. As stated in the
Report of the Ways and Means Committee on H. R, 15414:

“The development has been gradual because of a desire to case possible transi-
tional problems for the corporations involved . . .”

Nevertheless, the bill as now written would'accom])llsh in'five years for liabil-
ities under 3106,000 what required 14 ycars for Habilities in cxcess of that figure.

A 169, additional tax payment each yecar over five years would severely repress
the growth and job creating potential of small corporations. It is well known that
these corporations often have great difficulty in raising money from banks and
other outside sources. The inflow of new business for growth firms esg‘ecinlly in
manufacturing and in research and technology, often is not steady. o handle
new business as it comes along, such firms must attempt to hold together their
forces of skilled and technological workers even though this means recurring red
ink in slow periods. Even with a quick refund of overpaynicnt of estimated tax
a8 provided in the pending bill, the burden of ddditional tax inevitably will take
its toll in the small business community.

It does not secem approprinte, moreover, to justify speedup with respect to
small corporations by reference to current payment of tax by unincorporated
businesses. The large forgiveness of tax when the latter was cffected minimized
the doubling up of tax and hencee the transitional problem,

If acceleration is to be applied to tax liabilities under $100,000, therefore, The
Council believes the program should be much more moderate than is provlrfcd in
H.R. 15414, Specifically, we suggest:

First, that further speed-up be limited to tax linbilitics in excess of $50,000, and

Second, that the transition with respect to tax liabilities under $ld0,000 be
ftreicixgd out over a much longer period than provided in the House bill or at

eas years. .

We hope these thoughts and suggestions prove helpful to the Committce in its
deliberations,

Respectfully submitted. .

JoHN C. -DavipsoN, President.

- NATIONAL ASSOCIATION OF '
PrumBiNGg-HEATING-COOLING CONTRACTORS,
St. Paul, Minn., March 14, 1968.

Re H.R, 15414,
Hon, RusseLr B. LoNa
Chairman, Senale Commiltee on Finance,
U.S. Senate,
Washingion, D.C. :

DEaRr SENATOR Lona: The National Association of Plumbing-Heating-Cooling
Contractors npgreciates the opportunity to provide the members of the Scnate
Committee on Finance with this statement in oppositioh to certain provisions of
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II.R. 15414, which would both eliminate the present corporate cxemption on
payment of estimated taxes by ‘corporations on tax liability below $100,000
and increase from 70% to 80% the nccessary payments of estimated tax liabhity
to avoid additional assessments for underpayment. . o
This Assoclation Is one of the oldest in exlsténce, having been formed in 1883.
It consists of some 8,500 contrdactors in the plumbing, heating and cooling busiriess,
located in all 50 states. Our membership is composed of small businessmen who
hzwel considerable varicty in types of operation, the fields served and number of
cmployees. ;
espite such differences, all corporate members will be seriously affected by
the proposed accecleration of estimated inéome tax paa'ments even though the
groposed reduction in the current exemption of $100,000 is accomplished over a
ve-year period. Furthermore, the new 80% test for corporate taxpayers would
inorease the economio impact felt by small business corporations and may critically
imEair working ¢éapital requirements of many of our members,
sxperience has disclosed that final payments to construction contraotors and
subcontractors are indeed slow. Consequently, the availability of working capital,
is an ever present problem for most small contractors who participate in the con-
struction of needed schools, factorics, power houses, water treatment plants
sewa%? treatment plants, urban renewal projects and other government-sponsored
or public-oriénted projects.
ven though the proposed changes concerningbthe payment of estimated taxes
by small corporations may appear both equitable and economically expedient,
the accelerated tax payments will have the same practical effect as an_ addi-
tional tax fncrease imposed only on small business corporations. Accordingly,
wo strongly urge that these provisions of H.R, 15414, providing for the accelera-
tion of income tax payments by small corporations, be deleted. :

Respectfully yours :
P y YOUrs, ' WiLrtiaM C. RAsSCHER, Presiden.

{Telegram]
LouisviLLe, Ky., March 16, 1968.

Re Internal Revenue Service administrative action concerning industrial devel-
opment bonds.

Senator RusseLL LoNa
Senate Office Building, I'Vashinglon, D.C.:

Wae deplore the arrogant and unwarranted action of the IN§ in seeking to deny
by administrative action tax exemption on industrial development bonds issued
by States and municipalities.

In Kentucky the issuance of these bonds is authorized by law to fill a stated
nblic purpose for the relief of unemployment. Like all other public pirpose

onds they are Issued on a comparable tax exempt basis and are certified to be
properly tax exempt by every legal counsel within our knowledge. The exemption
of munieipal bonds from Federal taxation is both statutory and constitutional.
The constitutional doctrine of reciprocal immunity from taxation of Federal and
municipal bonds, one by the other, has always been upheld by the Supreme Court.

Should the Federal Government assume the authority by statute, without a
specifio constitutional amendment clearly confirming that authority, to tax State
and municipal bonds the very sovereignty of the States and the direction of their
financial affairs would be destroi'ed. N

From whence derives the authority or precedent for an agenoy of the Federal
Government to prohibit tax exemﬁ)tlon on & properly and legally issued State or
municipal bond? Does this mean that it s within the prirvlew of a Federal agenoy
to decide what is or is not a public purpose of a State in contravention of the
laws of a State and the expressed wishes of its people through its clected repre-
sentatives? Does this mean that the relief of unemployment is not a proper public
pose of a State municipality? Does this mean that the IRS can subsequently
declde to prohibit tax exemptton on any other type of public purpose bond—
witer, sewer, electrle, streets, schools—by its sole administrative action and for
whatever reasons it may then deem appropriate?

Since 1050, 27,170 persons have been employed in Kentucky by plants built
out of industrial bond rroceeds. We estimate annual psg'roll at $135 million and
Federal taxes paid at close to $5 million by these jobs. Of 1,073 plants located in
Kentucky since 1950, 137 were built from bond proceeds. Almost all plants are
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in small towns. Without the vehicle .of -industrial aid, small communities are
‘without sources of capital to attract industry, create gobs and relieve unemploy-
~ment, cannot compete with metropolitan areas, and will lose population and
workers by ‘migration to urban areas. Kentucky has benefited enormously from
this efficient pooling of public and’ private effort. Please support legislation to
‘strike down the IRS action and support the tax exemption of industrial as well
-as all other municipal public purpose bonds. o

- - W, L. Lyoxs & Co.

J. J. B. HILLIARD,
By GEORGE L. PaRrTLOW,

[Telegram]

o Lona Isuanp Civy, N.Y., Marchk 14, 1968.
Hon. RusseLL B, Long,-
‘Chairman, Senale Finance Commiltiee
Senate Office Building, Washington, D.C.: ‘ ,
" - The Chamber of Commerce of the Borough of Queens is strongly opposed to
the adoption of H.R. 15414 because it would seriously endanger the already
precarious financial condition of hundreds of the small businesses in Queens.
: - Nebp R. ArnoLD,
Chairman, Congressional Affairs Commillee, -
Chamber of Commerce, Borough of Queens.

‘ '(The following letter was submitted to the committee by Hon.
Ernest Gruening, a U.S. Senator from the State of Alaska:)

ALASKA AaGrREGATE CoRp.,
ANCHORAGE, ALASKA, March 6, 1968.
Hon. ERNEST GRUENING,
New Senate Office Building, Washington, D.C.

DEAR SENaTOR GRUENING: The proposed zg)eed-up of corporate estimated tax
payments, now before the Ways and Means Committee, will cost a corporation
over a five-year period a full year's taxes that would not otherwise be paid, as
explained in the attached report.

Alaskan corporations, the majority being seasonal in nature, will be paying
taxes on Voﬁts not yet made. For example, our business profits are made entirely
in the third quarter. On an estimated tax of $100,000, we will pay two quarters
of $25,000 each before any profits are made.

This would appear to me to be the Administration’s answer to the rejected
surtax and everyone should be aware of it.

Very truly yours,
Ricuarp L. ERicksoN, Secretary.

[Telegram)

Wasninaron, D.C., March 13, 1968.
Hon. RusseLt B. Loxag,
Chairman, Senale Finance Commillee,
New Senale Office Building, Washington, D.C.:

The Painting & Decorating Contractors of America urge your committecremove
that portion of H.R. 15414 which provides for acceleration of income tax payments
by corporations. Our 7,000 members are all small business firms and this elimina-
tion of the $100,000 exemption from the estimated tax plus the 10-percent increase
in payments would be a distinct hardship. Your consideration of our position in
this vital matter is appreclated.

PAINTING & DECORATING CONTRACTORS OF AMERICA,
Ep. S. ORRENCE. o
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[Telegram)

WassinaToN, D.C., March 13, 1968.
Senator RusseLL LoNg,
Chairman, Senate Finance Commillee,
0!d Senale Office Building, Washington, D.C.:

The Sheet Metal and Air Conditlonln% Contractors National Assoclation wishes
to go on record as opposed to H.R, 15414, Tax Adjustment Act of 1968. We par-
ticularly oppose that portion of the bill which ealls for acceleration of income tax
payments from 70 percent to 80 ﬂpercent-. It would greatly harm small business
construction corporations as the effect would be to eliminate thelr working capital.
We further urge that the $100,000 exemption be retained.

Crirrorp J. REUSCHLEIN, President.

Mexico Crry, March 15, 1968.
Hon. RusskLL B. Loxg,
Chairman, Finance Commillce,
U.S. Senate, Washington, D.C'.:

The American Chamber of Comnierce of Mexico views with alarm Eroposcd
legislation S. 2902 sponsored by Senatar John Willlams of Delaware which pro-
poses to further reduce duty free goods to twenty five dollars without exemptin
any country. Mexico-United States border transactions in 1066 were five hund
and twenty one million by Mexico and three hundred and thirty two millioii hy
the United States leaving Mexico one hundred and eighty nine million in its favor.
This balance and others from tourism allowed Mexico to buy from the United
States one hilllon twenty four million or sixty four percent of its total fmports and
exported to the United States six hundred and forty eight million or fifty four
percent of its total exports leaving the United States three hundred and seventy
six million In its favor. 1987 figures will show that Mexico continues to be one of
the few billion dollar customers that the United States has. We felt pertinent that
you should be advised of this view of the American Chamber of Commerce of
Mexico and that it be made known at your current hearing which allowed Senator
Williams to present his proposal on this matter.

The American Chamber of Commerce of Mexico proposes no further reduction
on duty free goods as relates to Mexico since border transactions although favor-
able to Mexico return to the United States to purchase capital goods and maintain
employment. We also feel that any action to disriipt the sound economies now
developing along the Mexico-United States border would be harmful on both sides
and might cause retaliatory measures by Mexico in an attempt to reduce trade
gap which it is now experiencing if the views in section eight of 8. 2002 continue
to prevail. The national interest of the United States and the relationship now
existing between Mexico and the United States as well as the Alliance for Progress
%re not best served by reducing duty free imports from Mexico to the United

tates.
AMERICAN_ CuAMBER oF CoMMERCE oF MEXIco,
WirLriam R. Scmierk, President.

O



