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Summary of Statement by the Honorable C. Douglaes Dillon
Before the Senate Finance Committee on H. R, 13270
September 25, 1969,

1. Privetely financed, non-profit institutions such as schools,
colleges, hospitals, museums and symphony orchestras provide sn im-
portant and unique source of strength to our country.

2. The great bulk of our privetely financed, non-profit insti-
tutions must rely on large %ivoru for 70%-80% of their fund raising.
They customarily receive 70% or more of their contributions in the
form of apprecisted securities or property.

3. For the past fifty years, large scale, privete giving to
charity has been fostered by governmentsl policy which has consistent-
1y permitted such gifts, at their full current value, to be deducted
from ad justed gross income up to a ceiling which hss been 30% of
sdjusted gross income since 1954,

L. The allocation of deductions provision of H,R., 13270, insofar
ss it applies to charitable gifts, removes & substantisl part of the
tax benefit from all gifts to non-profit institutions, 1Its effect on
large scale giving will be devastating.

S. A tax ocomputation for a model taxpayer, proportionstely
similar to my own tex return, has been prepared by Price Waterhouse
snd Co. It shows that 40.1% of the texpayers' gifts to charity would
no longer be deductible under H.,R, 13270. The overall tax to be paid
by the model taxpayer would increase by 24.2%. Of this increase 38,8%
would be due to the trestment of charitable gifts under the allocation
of deduction provisions, The taxpayer can totally eliminate the im-
psct of this increase by reducing his charitable gifts,

6, Donor-taxpsyers have full control of their own giving. By
reducing their gifts they can avoid the impact of the allocation of
deduction provision. Thus this provision cannot feirly be called
taxdrerorm since it will do little or nothing to equalize the tex
burden,

7. The model shows that a reduction in giving of 87% would be
reguired to eliminate the impact of the allocation of charitable
deductions, and to leave the donor-ta:gayor in the same economic
position after gifts and taxes, as would be the case under present law,

8., The modification suggested by the Treasury eliminating the
olassification of the appreciation on securities given to charity as
s0-0nlled tax preference income is s step in.the right direction, but
it only removes s msximum of 13-1/2% of the model taxpayer's problem,

9. The substentisl reduction in largo scale charitable giving
thet will oocur, if the alloocation of oharitable contributions 1s
required, will foroe practically all non-profit institutions to turn
to government for aupgort or to go out of business, To avoid this
wost undesirable result the entirs allocation of deduoction provision,
;:I{IP as it applies to cheritsble giving, should be stricken from the

10. Support for Tressury proposals to reduce the taex on founda-
tion income from 7-1/2% to 2$’and to allow oredit for the apprecistion
in velue of works of art given to museums.



Statement of the Honorable C. Douglas Dillon
Before the Senate Finance Committee on H, R. 13270
September 25, 1969

I am here today to testify in opposition to the provision
in H. R, 13270 regarding the allocation of charitable deductions,
This provision requires that deductions of charitable gifts be
sllocated proportionately between texable income end so-cslled
tax preference income. The result would be that chariteble
deductions would no longer be fully deductible from adjusted
gross income as st present,

Our present system of full deductibility for cheriteble
gifts has been in effect for my entire edult life end longer.#
14 has lead to e growth, unknown elsewhere in the world, in
privetely finenced schools, colleges, hospitels, museums, operaes
end symphony orchestraes ss well as in other more specislized
charitable organizations, This, to me, is one of the unique
strengths of our free enterprise system, Over the past two
generations it has produced results unpsrslleled in other countries,
where such institutions ere slmost inverisbly under the control of
governments, If provision for the allocation of charitsble
deductions conteined in H, R, 13270 were to be enacted, it would
mean the end of the privately financed aspect of prectically all
these institutions. Sooner or lster they would have to receive
the bulk of their support from government or go out of busineas,.

The provision for sllocation of charitable deductions
contained in H, R, 13270 is actually s major plece of social
legislation directed ageinst all privately finsnced chariteble
{nstitutions. It should be recognized as such, and could well
be known as the Death Sentence for privately operseted cheritable
institutions, This 1s strong language but I mesn every word of
it, and I feel certein that the facts support my position,

#1917 - 15% of taxsble income computed without regsrd to
charitable contributions.
1942 - 15% of texable income computed without regard to
charitable contributions and medical expenses,
1944 - 15% of sdjusted gross income,
1952 - 20‘ " " " "
195'1 - 30‘ " " " "



1 speak today in my capacity as President of the Board of
Overseers of Harvard College, as a Vice President of the Metro-
politan Museum of Art, as a Governor of the New York Hospital,
as Chairman of the Brookings Institution and as a member of the
governing boards of a number of other non-profit institutions,
I do not apeank ns a complaining taxpayer for the impact of this
provision can be readily avoided by any individual merely by
reducing or eliminating his charitable donations. Thus this
provision should not be thought of as tax reform, For it does
nothing to spread the tanx burden more evenly., It does not
introduce greater equity into our tax system, It will raise
1ittle or no revenus, and will not inorease the tax burden of
the wealthy, all of whom can and most of whom will reduce their
charitable contributions as necessary to avoid or minimize any
additional burden, As a result its impact on charitable giving
is likely to be devastating,

Certninly it {s fully within the prerogatives of the
Congress to enact legislation of this nature, The Congress may
feel that our socinl system should be radically revised; that
the government should take over the financing of all hospitals,
universities and cultural inatitutions. If this is the opinion
of the Congress, then this legislation i{s appropriate to carry
out the Congressional will and should be enscted, If Congress,
however, feels, as I most intensely do, that our privately
financed, non-profit inatitutions are a vital source of atrength
to our society, and should be preserved, this provision for the
allocation of charitable deductions should be stricken from the
bill, Above all, such a far reaching social change should
never be made under the false impression that it is tax reform
and therefore good,

In considering this matter, we should always be aware of
two things, First, charitable contributions are a voluntary
matter, wholly subject to the donor-taxpayer's control, Second,
all gifts involve a reduction in the donor's net assets even
when taken as a deduction in determining taxable incoms., Thus,
at the present 70% rate on ordinary income and 25% rate on long
term capital gains, a zift involves a 70% direct oredit against
taxes and a minimum of € to & maximum of 30% reduction in the
donor's net assets {f Loth cash and appreciated securities are
given, Under present law, where it is possible to avoid capital
gains tax entirely by holding appreciated securities until
death, the reduction in the donor's assets for a gift of
appreciated securities 1s likely to be the full 30%, There
is simply no way that I know of that a taxpuior can improve his
overall financial position by giving to charity.



But this i{s not the only question involved., There is also
the question of fair sheres, 1 firmly believe that 8ll citizens
who can do so, should make a fair contribution to the cost of
government, So I strongly favor putting an end to the privilege
of unlimited charitable deduction, and I also favor the principle
of the Limit on Tax Preferences, By measures such as these, we
can make certain that all citizens pay a fair share of the cost
of government without any major damage to the interests of
charitable organizations,

Now a word as to why the provision for the allocation of
deductions will have such serious effects on privately financed
non-profit institutions., It is a well known fact that, with
the exception of churches and 8 few institutions that rely on
numerous small gifts, all large-scale, charitable money rulsing
ventures must obtain at least 70% and often up to 80% of their
funds from large glvers, It {s also a fact that some 70% of
the total funds raised by our larger charitable inatitutions
are in the form of gifts of appreciated securities, Clearly
anything that shuta off this source of fundas from non-profit
institutions merita the title of Death Sentence which I have
applied to the provision for the allocation of chariteble
deductions,

In order to illustrate the impact of this provision on
large givers 1 asked a leading suditing firm, Price Waterhouse
% Co, to prepare a model tax return for me. In preparing the
model 1 asked them to chooase a round figure of adjusted gross
income and then to divide the income in the model in accordance
with my own tax return, This means that the tax impact on me
of H, R, 13270 is exactly the same as that shown in the model.
I fully realize that each individual taxpayer would have a
different situation, but I feel that the results shown in the
case of the model texpayer would be essentially similar for the
great majority of large scale givera to charity, There {s
attached to this statement a letter from Price Waterhouse & Co.
with annexes giving detailed figurea and explanations of the
working of the model, I will allude here only to the major
:osulta of applying the provisions of H. R, 13270 to the model

ax return,

First of all, under the provisions of H, P, 13270, the
model shows approximately 39% of total income in the form of
so-called tanx preference income, Of this total 27,3% is tax
free interest from holdings of municipal securities, 30,9% is
long-term capital gains excluded from income, and 39.3%
represents the apprecistion of securities given to charitable
institutions -- none of which were privete foundations. The
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remaining 2.5% represents minor smounts of other tex preference
inoome. If it were not for gifts to charity, total so-called
tax preference income would be reduced to 27.7% of total income.

The overall effect of the bill on the model taxpayer would
be to increase taxes by 2;.2% over present law, provided he con-
tinued to meke charitable contributions as in the past. Of this
{ncresse 88,8% represents the impact of the allocation of
charitable deductions together with the clsssification of
apprecistion on %1rts to charity as tax preference income. The
model shows the full 30% of adjusted gross income permitted
under the code going to oharitﬁ. Larger gifta are made in
appreciasted securities; and make up 85€ of the totsl. Smeller
gifts sre made in cash and make up the remaining 15% of cheritable
contributions. The model shows that, under the sllocation of
deductions provision, L0.1% of cheritable gifts would no longer
be deductible, At the 65% top rate of income tex provided for
1972, snd with onlg 59.9% of each dollar given being deductible,
less than 39% of charitable giving would bo a direct tex reduction
compared to 70% toda{. In other words, efter taking account of
the potentisl capital gains tax not presently due on securities
contributed to charity, the cost of meking s gift will be inoreased
for the model taxpayer from 8,8% to hB.hﬂ? that {s, the cost of
each gift will be over five times what it 1s now.

When I realized the hoavz impaoct of this provision I esked
Price Waterhouse & Co. how much contributions would have to be
reduced under this bill to leave the taxpayer in sn identicsl
financial position to that under present law with 30£ of adjusted
gross income going to cherity, The anawer was even more shocking
than I hed imagined, To be in the same position under H, R, 13270
as at present charitable contributions in the model would have
had to be reduced by over 93%,

When this snswer was received I ettempted to modify the
result in every way possible, First I asked that the computstion
be reworked to eliminste everything except the net impact of the
requirement to sllocate charitable contributions, The answer
ceme back., To fully offset this one provision, contributions
would have to be reduced by 87%,

Let me make it clear that these computetions were carried
out by the accountants so es to leave the taxpsyer in exaotly
the same position as under present lew, This involves raising
the funds to psy the increased taxes through the sale of securities
that would otherwise have been doneted to cherity, This process
involves the realizetion of additional capital gains which in turn
incresses taxes, thus requiring the sale of still more securities.




If the increesed taxes were to be paid in cssh and the tex-
payer were willing to ignore e substantisl incresse in potentisl
future tax liability on his unrealized cepitsl geins ss compared
to present law, the required reduction in contributions would be
considerably less, However, they still would have to be reduced
by 4LO0.1%, I leave it to you to imagine the impact on charitable
institutions of a provision that would require s reduction of
from LOK to 874 in large contributions in order to offset the
effects of a Congressional decision to substantislly lessen the
incentives to private charitable giving.

I note that the Tressury Department in testimony before
your Committee has recommended that appreciation of securities
given to charity be eliminated from the olessificetion of tex
preference income as defined in H, R, 13270, I welcome this
recognition of the problem, Unfortunately, however, the Treasury
propossal is fer too modest, Its effect would, et least in the
model, be minor. The scoountsnts have calculated that, on the
beeis of the Tveasurg roposal, there would be en overall in-
crease in tex of 17. ﬂPor which 84.7% would be due to the allo-
cation of cheriteble contributions, Becsuse of the complexities
of the law the reduction in contributions roguirod to fully off-
set this sllocation of charitable gifts would be unchanged from
thet required by the House bill, However, if the texpayer were
uillinf to scoept an incresse in his potentisl tex liobilic{ on
unrealized appreciation, the reduction in contributions would
be 3L4.7% as compsered to LO.1% in H, R, 13270, In other words,
at the beat the Tressury propossl would only eliminate 13-1/2%
of the problem; at the worst it would be no help at all, This
is why 1 must characterize it as well intentioned but wholl
inadequete, What is required is nothing less then the tota
elimination of the allocation of deductiocns provisions as fer
as it applies to charitsble deductions, It must be recognized
that solely by reducing the top tex rate from 70% to 65%, the
cost of charitable contributions borne by lsrge givers will bve
incressed to a meximum of 35% from the present 30% -- en increase
of 16-2/3%. Becsuse of the benefits from the reduction in rates,
this inoresse in the cost of giving cen safely be ignored, But
it should not be forgotten.

Finally, I would like to stress what is clesr in a1l of

what I have ssid, Taxpayers can rsadily offset the burden of

the allocation of charitable deduotions by reducing their giving,
If such legislation is enscted it would be a olear algnnl that
the Congress considers that the national interest is less well
served than in the past b{ the continuation of privete financing
for our mejor charitable institutions. Large givers could not
fail to drew the conclusion that their giving was no longer as
essentisl as in the past. The result would be sheer cetastrophe



for our privately financed cherities, and a chanfo of epochal
importsnce in our whole social system., When it is realized what
is involved it is most difficult for me to r2ee how the Congress
ocan feil to strike this crippling provision from H, R. 13270.

I strongly urge you to do just this,

Before I close I have two comments on other matters.
First, I very much favor the Tressury propossl to reduce the
tax on foundation income from 7-1/2% to 2%, This is enough to
pay for en intensive policing of foundation sctivities, Anything
more merely transfers that much of the burden of charitsble
activities from the private sector to the government budget,

Second, in my capscity es Chairman of the Acquisitions
Committee of the Metropolitan Museum of Art in New York, I
strongly urge support of the Treasury propossl to strike from
H. R, 13270 the provisions which would disellow rll apprecistion
on works of art gi'en to museums. When I served in the Treasury
I was instrumental in starting the process which lead to the
crestion of s specisl sdvisory group of art experts to sdvise
the Internal Revenue Service on problems oriuing in this eres.
As Assistent Secretery Cohen has stated, this Advisory Group,
elong with improved sudit programs, has substentislly eliminsted
the problems thet once existed in this sres., Therefore, there
is now no need to kill the goose that lsys the golden eggs as
would certainly be the csse for all museums if the provisions
of H. R, 13270 on donations of works of art were allowed to stend.
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PRri1CE WATERHOUSE & CO.

60 BROAD StREEY

New YORk 10004
September 18, 1969

The Honorable C. Douglas Dillon
767 Fifth Avenue
New York, New York 10022

Dear Sir:

EFFECT OF PROPOSED TAX CHANGES
ON _CHARITABLE GIVING

As you requested, we have analyzed the provisions of the proposed
Tax Reform Bill of 1969, as passed by the House of Representatives and herein-
after referred to as H.R. 13270, as they would apply to the taxpayer in the
accompanying '"Taxpayer Model" which we understand is patterned after your own
case but in which actual amounts have been proportionately disguised. Based
on this analysis we have determined the effect of:

1. H.R, 13270 and
I1. H.R. 13270, modified only by the Administration's proposal
to eliminate long-term appreciation on contributed property
from tax preference income
on the amount of charitable giving if the taxpayer desired to remain in
essentially the same economic position, after taxes and charitable contributions,
as he would be in under present tax rules. There are other provisions in the
Administration's proposal which have been ignored for this model taxpayer.

On the basis of the information and assumptions stated in the
"Taxpayer Model" accompanying this report, we have determined that:

1. Federal income tax would increase by $90,000. (i.e., from
$371,600, to $461,600.) as the result of H.R. 13270 if
charitable contributions were not altered in response to
the proposed changes.

1I. Federal income tax would increase by $66,000. (i.e., from
$371,600. to $437,600.) as the result of H.R. 13270,
modified by the Administration's proposal, if charitable
contributions were not altered in response to the proposed
changes.

11
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I11. Charitable contributions would be reduced from $300,000. to
$20,900., a reduction of $279,100., were the taxpayer to
pay the tax increase imposed on him by H.R. 13270 by reducing
his gifts of appreciated securities to charitable organiza-
tions and, instead, selling sufficient amounts of them to
provide funds for such payment. Our calculations show on
this basis that this taxpayer could give no appreciated
securities to charities, and, in fact, would have to also
reduce cash gifts. The identical result is also reached
under H.R, 13270, modified by the Administration's proposal,
due to the differing effect of the allocation of deductions
fraction in this instance relative to the H.R. 13270 case
alone.

Also included for your information in the accompanying "Taxpayer
Model" is, in our opinion, a complete analysis of the proposed tax law
changes in comparison with the present tax rules.

Yours very truly,

12



CENERAL

Under the present Internal Revenue Code, a married taxpayer has both
texsble and tax exempt Ancome. The taxpayer who is in the highest tax bracket
normally follows the practice of making chsritable contributions to the extent
sllovable as a deduction for Pederal Income Tax purposes.

Being informed of H.R. 13270, the taxpayer realizes that the provisions
of H.R. 13270 will result in an fncrease in tax when such tax {s calculated on the
ssme income and deductions under both the present snd proposed laws.

Since the tax increase is substantially attributeble to the required
sllocat fon of charitsble contributions and the inctusion of long term appreciation
on securities donated to charity in tax preference income, the taxpayer is interested
{n knowing by what smount he must reduce charitable giving to enable him to maintain
the same after-tax financisl position.

The taxpayer is also interested in knowing the effect of the Administra-
tion's proposal solely with respect to the elimination of long term appreciation
on contributed property from tax preference incoms with respect to the above
mentioned contribution reduction.

HAINTENANCE OF APTER-TAX
PINANCIAL POSITION
To pay the increased Federal Income Tax through the veduction of contri-

butions, the taxpayer must determine the point where the funds provided by a reduction
{n contributions equals the increase in Federal Income Tex:

1. As comppted under H.R. 13270 over the Pederal Income Tax, which
he would expect to pay, as computed under the present Internal
Revenue Code

2. or as computed under H.R. 13270, modified by the Administration's
proposal as explained above, over the Federal Income Tex, which
he would expect to pay, a8 computed under the present Internal
Revenue Code.

13



CRITERIA

To develop the formula required to mathematically calculate the payment
of the increased Federal Income Taxes noted above, it was necessary to satisfy
certain criteria. They are:

1. The maximum amount of desired contributions to be made.

2. The type of recipients of such contributions.

3. The form (cash and/or apprecisted property) which the
contributions will take.

If appreciated property is to be given, the character of
the gain which would be realized had the taxpayer instead
sold the property.

Precisely estimated amounts for all elements of income and
expense which have a tax consequence.

4

5

SSUMPT

The above criteria were satisfied by the following assumptions which
apply to the taxpayer:

1. The desired maximum amount of contributions to be made by the
the taxpayer is $300,000. This amount corresponds to 30% of
adjusted gross income as calculated under the present Internal
Revenue Code and is consistent with the taxpayer's charitable
giving practices as established in prior years. _

2. The recipients of the gifts will be publicly supported charities -
vwhich are eligible for the 30% deduction under the present Internal

Revenue Code and the 50% deduction under proposed H.R. 13270. -

.

The charitable contributions will be in the form of cash and
appreciated securities. Since many organizations promote a cause
which is worthy of some recognition, the taxpayer wants to make
small grants of cash to them. Other organization are more favored
for various reasons and, therefore, large gifts of appreciated
securities will be made. The security contributions will be
reduced before the cash contributions. Of the $300,000. total
desired contributions, the taxpayer expects to make $45,600. in
cash and the balance of $254,400. in appreciated securities.

w
-

The securities donated will be securities which, if sold, would
constitute a long term capital transaction. Since the taxpayer's
cost basis in the securities to be given is negligible, it is
assumed for this model that such securities have no tax basis.

-3
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5. The estimated income and expense data, furnished by the taxpayer
and detailed on Schedule A,are considered sufficiently accurate
estimates on an annual basis.

(a) Bxcept for the level of contributions which is adjusted

appropriately in response to the effect of the proposed
changes in tax liability and the tax liability itself,
all of these other income and deductions are considered
to remain constant in amount and composition between a
year under present rules and a year under proposed rules.

(b) Certain "transitional" rules contained in H.R. 13270 have
ceased to be applicable, and all of its provisions are
considered fully in force for the purpose of the tax com=
putations. This effects primarily the trestment of interest
on municipal obligations. It 18 further assumed that all
of these bonds owned by the taxpayer were issued after
July 11, 1969 and that municipalities have not elected to
issue taxable obligations.

(c) The present and proposed tax surcharge is ignored since
it is considered a transitory feature.

(d) No effect is given to the changes in any state and local
income taxes paid by the taxpayer which are attributable
to the proposed federal changes.

INCREASE 1IN FEDERAL INCOME TAX

Based on the above assumptions, it was possible to compute the Federal
Income Tax under the present Internal Revenue Code. This, then, is the amount of
tax the taxpayer would expect to pay in the taxable year notwithstanding any re-

visions in the tax laws.

This amount too, then, must remain constant in calculating

the point where funds provided through reduction in contributions equal the increase
in the tax computed on the proposed bases over the tax computed on the present Code.

The computations of the Federal Income Tax at the maximum desired contri-
bution level of $300,000. with $45,600. in cash and $254,400. in appreciated
securities, zero tax basis, and detailed analyses of the effects of the proposals
on such tax as compared with the present tax appear on Schedules B through B-7.



REDUCTION IN CONTRIBUTIONS

The reduction in contributions wes calculated on the basis of the
assumpt ion that the securities, withheld from charity, were sold to provide
money to pay Federal Income Tax in order to allow the taxpayer to remsin in
the exact same economic position, after taxes and charitable contributions.
The validity of this assumption and the substantiation of the resulting re-
duced contribution level is illustrated in Schedules C through C-4.

The calcutation of the charitable contributions which the taxpayer
could still make to produce the desired reduction in contributions and
corresponding payment of tax required the use of a complicated mathemstical
formula since the sale of securities to produce cash, in itself, incurs
additional direct tax and, further, affects the allowability of the remsining
charitable contribution and other allocable deductions under the proposed rules.

The application of this mathemstical formula, programmed for computer
applications, produced the following gpplicable to both H.R. 13270 end H.R. 13270
Modified By Administration's Proposal:

Balance
Total desired Required for Percentage
contribution reduction contribution reduction
Cash $ 45,600, $ 24,702, $20,898.
Appreciated securities 254,400, 254,400, -
Total $100,000,  $220.102.  £20.888. 2201
COMPUTATION OF REDUCED
CONTRIBUTION LEVEL

Schedule D shows the computer program used to cslculate the required
contribution reduction and other supplemental information. This program was
developad from formulae, vhich hiave been reviewed and found reasonable, provided
by the taxpayer. It f{s understood that this program {is primarily applicable to

o r r c rporgtes ri rovisions of the

proposed laws only as they apply to such taxpayer.

However, it illustrates the fact that any particular taxpayer could
have his own situation anslyzed and formulated to quickly determine the effects
of his charitable giving upon his Pederal Income Tax even though the proposed
provisions are extremely complicated.

Schedule D-1 illustrates the result of applying the computer program
in this taxpayer's situation.

16



QTR ASSUMPTIONS WITH RESPECT
10 CONTRIBUTION REDUCTION

Schedule E sete forth the required contribution reductions should the

taxpayer avail himself of other alternatives available to him in reducing his
contributions to offset increased tax.

17



T ER
DETAILS OF OME, DED! R
WHICH ARE ASS 10 IN CONST
BY R

1. Income items

Salary
Ordinary dividends (after exclusions)
Other interest
Partnerships, trusts and small business
corporations
Business income
Total ordinary income
Fifty percent of total long term capital gain

11, Nonallocable deduction items

Nonallocable deductions
Personal exemptions (husband and wife)

III. Allocable deduction items

Taxes and noninvestment interest

v. Tax preference items
A - For limit on tax preference

Excess of accelerated over straight line
depreciation

Fifty percent of total long term capital gain
excluded from income

Net "Tax Exempt" municipal bond interest

B - Additional items for allocation of deductions

Excess of intangible drilling and development
costs over deductions allowable 1f capitalized
Statutory allowance

18

$ 12,800.
822,000,
600.
(45,900.)
10,500,
$800,000.
200,000,
45,800.
1,200,
23,600,
1,800,
200,000.
176,400,
14,600.
(10,000



INCOME
Ordinary income
Fifty percent of total long-term capital gain

Adjusted
i 2 n i

Disallowed tax preferences from Schedule Bl

Adiusted gross fncome

Itemized deductions
Allocable:
Contributions
Other

Total allocable

Nonallocable
Total ftemized deductions

regard to

Disallowed allocable deductions

Jaxable iancome
Fifty percent of total loang-term cspital gain

Ordinary taxable income

$110,980. plus 70% of excess over $200,000.
$228,180, plus 65% of excess over $400,000.

Total tax liability (without tax surcharge)
.

Iacresse over tax prepared on basis of present
internal revenue code

Percentage increase over tax prepared on basis of
present internal revenue code

* The computations under H. R, 13270 assume that all provisions are fully effective and that municipalities

have not elected to issue taxable bonds.

** The computations under H. R. 13270 modified by administration's proposal are identical to those under
H. R, 13270 except that long-term appreciation on securities given to charity are not included in

"“Items of Tax Preference.” .

Present Internal
Revenue Code

$ 800,000.
—200,000,
1,000,000,
Not applicable
$1,000,000.
300,000.
—23,600,
Not applicable
——%5,800,
£369,400,)
630,600.
—1,200,)
629,400.
Not_spplicable
629,400.
—{200,000,)
222,400,
$271,560.
Not applicable
—-100,000,
S Zhai600

H. R. 13270 modified
by administration's

H 1327 proposalws
$ 800,000. $ 800,000,
—200,000, 200,000,
1,000,000. 1,000,000.
—Rooe __ —None
$1,000,000. §1,000,000.
300,000. 300,000.
23,600, 23,600,
323,600. 323,600.
—t3,800, —3,800,
—(269,400,) —(369,400,)
630,600. 630,600,
——1,200,) —(1,200,)
629,400, 629,400,
129,667, 92,7464,
759,067, 722,144,
Not_applicable Not_applicable
PESTIN-YN HERFFINTTN
Rot applicable Not applicadle
$ 461,57, $ 437,57.
Not _applicable Not_applicable
S860.075. Sldladlln
RN TN PICT-NY T
8230 Alnlll



H.R.13270
wodified by
admin’~tration's
.R.13270 proposal
e f tax preference
Long term appreciation on securities
donated to publicly supported

charities $ 254,400, Not applicable
Excess of accelerated depreciation

over straight line depreciation 1,800, $ 1,800.
Fifty percent of total long term capital

gain excluded from income 200,000, 200,000,
Net municipal bond interest 176,400, 176,400,

Total tax preferences 632,600. 378,200,

Adjusted gross income computed without regard
to disallowed tax preference provision from

Schedule B 1,000,000, 1,000,000,
Total w

i on t refexe - _greater of $10,000

or 50% of above total ] £16,300, $..689,100,

Disallowed tax preferences

Excess of total tax preferences $ 632,600, $ 378,200,

Over limit on tax preferences 816,300, 689,100,

Which {s Kopa Nons..
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SCHEDULE B2

TAXPAYER MODEL
1
00,000, BUTI
H.R.13270
Present wmodified by
Internal administration's

Revenve Code H.R,13270 proposal
Contribution base

Adjusted gross tncome from
Schedule B, $1,000,000. 0,000, 000,000,

Allowable tax preferences from

Schedule Bl 632,600. 378,200.
Excess of intangible drilling

and development costs over

alternative of capitalizing

such costs and using straight

line depreciation 14,600, 14,600,
Statutory deduction {10,000.) {10,000.)

Total tax preferences as defined
for this section and for

allocation of deductions 637,200, 382,800,
Sentribution bage 80000000 e 80,627,200 30,382,800,
i n xibu ded

Publicly supported charities:

At 30% of contribution base $..400.000,
At 50% of contribution base S BABAE00 s 690,400,

At 30% of contribution base on
gifts of apprecisted securities
vhich, {f sold, would result in

long tera capital gatn L0060, 810,800,

ribu r
hariteble or i
Appreciated securities which, if

sold, would result in long term

capital gain § 254,400, § 254,400. $ 254,400,
Cash 45,600, 45,600, -45,600,

Total contributions 43000000 8 200,000, $_300,000,
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SCHEDULE B3
TAXPAYER MODEL

ALLOCATION OF DEDUCTIONS AT

DES IRED 00,000.) CONTRIBUTION LEVEL

H.R.13270
modifted by
adninistration's
H.R.13270 proposal
Computation of "Section 277 Fraction'
(Disallowance Factor)
Allowable tax preferences as defined for this
provision (ATP) from Schedule B2 200, 382,800,
Modified adjusted gross income:
Taxable income determined without regard to
this provision from Schedule B 629,400, 629,400,
Allocable deductions from Schedule B 323,600, 323,600,
Total modified adjusted gross income (MAGI) 953,000. 953,000,
Total ATP and MAGI 80,390,200, 81,325,800,
-—-AL - u
ATP + MAGI
Computation of disallowed deductions
The lesser of allowable tax preferences $..632.200, 8. 262,800,
or the

Allocable deductions of $323,600. multiplied by

the "Section 277 Praction" $..029.682, . 802,244,

Analysis of disallowed deductions - H.R.13270
Gross allocable deductions

Percent Amount
of total Amount digsallowed
Contributions 92.707% $300,000. $120,210.
Other - 1.293% 23,600, 9,457
200,000 33230600 e 3022.,662,,

Contributions disallowed as a percent of total contributions - 40.07%
alysis disallowed deductions - H,R.13270 modified by administration's

proposal
Gross allocable deductions
Percent Amount
of total Amount disallowed
Contributions 92.707% $300,000. $85,980.
Other 1.29%% 123,600, 6,764,
400,000% 3320600, 892,045,

Contributions disallowed as a percent of total contributions - 28.66%

22



SCHEDULE B4

TAXPAYER MODEL

ANALYSIS OF INCREASE IN
FEDERAL ME TAX H.R,13270

T DESIRED ($300,000.
CONTRIBUTION LEVEL
Increase (Decrease)
Amount Percent
Pederal {ncome tax computed under H.R.13270
from Schedule B $461,574,
Federal income tax computed under present Internal
Revenue Code from Schedule B 371,560,
Total increase g 90,014, 24.23h*
nalysis of increase Wik
Allocation of deductions between taxable and tax
preference income:
Cash contributions at base "Section 277 Fraction"
($13,069. at 70%) $ 9,148, 10.163%
Appreciated security contributions at base
“"Section 277 Fraction” (§$72,911. at 70%) 1,038, 56.700

60,186 % 66.863%
Additional disallowance of cash contributions by
reason of giving appreciated securities
($5,203. ac 70%) 3,642, 4.046%
Disallowance of appreciated security contributions
from base "Section 277 Fraction” to actual

"Section 277 Fraction" ($29,027. at 70%) 20,319, 22.573
23,961, 26.619%

Other allocable deductions at base "Section 277

Fraction" ($6,764. at 70%) 4,735, % 5.260%
Additional disallowance of other allocable deductions

by reason of giving appreciated securities ($2,693

at 70%) 1,885, 2.094%
Elimination of alternative capital gains -tax rate
($200,000. at 20%) 40,000, 44, 638%

Reduction in individual tax rate schedules:
Without regard to other proposed changes (on ordinary
taxable income of $429,400.) 4,270 )%k (26.962%)
Coupled with: ]
Elimination of alternative capital gains tax rate
($200,000. at S%) 10,000.)%* (11.109%)
Allocation of deductions:
Cash contributions at base "Section 277 Praction"

($13,069. at 5%) (653.) (0.726%)
Appreciated security contributions at base "Section
277 Praction" ($72,911. at 5%) (3,646.) {4.050)

6,299 )%% _ (4.776%)



-2 - SCHEDULE B4 (Cont'd)

Increase (Decrease)
Amount Percent

Allocation of deductions (cont'd):
Additional disallowance of cash contributions
by reason of giving appreciated securities
(45,203, at 5%) (260.) (0.289%)
Disallovance of appreciated security contributions
from base "Section 277 Praction" to actual
"Section 277 Praction" ($29,027. at 5%) 451, 1.612

111, .9
Other allocable deductions at base

“Section 277 Praction” ($6,764. at 5%) (338 )%k (0,376%)
Additional disallowance of other allocable
deductions by reason of giving appreciated

securities ($2,693. at 5%) (135.) (0.150%)
Totals 20,0050 100,000

* The net increase in tax resulting from the requirement to allocate
contributions between taxable and tax preference and to include
appreciation on securities given to charity in tax preference
income is $79,887. Of the total increase in tax, this
represents 88.75%. The increase over the present tax with
respect to the aforementioned provisions alone is 23.15% and
together with the rate reduction {s 21.50%.

w* The total of these items equals the increase in tax under H.R.
13270 modified by administration's proposal. In addition each
individual subtotal may be agreed to their equivalent increases
under each proposal on Schedule BS.

#i* In this analysis, the phrase "base 'Section 277 Praction" refers
to the disallowance factor at zero level of contributions; as
cash is given to charities, this value remains constant. The
phrases "Disallowance .... from base 'Section 277 Praction' to
actual 'Section 277 Fraction” or the "additional disallowance...
by reason of giving appreciated securities" means the additional
disallowance of allocable expenditures resulting from an increase
in the disallowance factor at zero (or cash) contributions to the
disallowance factor at the $300,000. contribution level which
results from giving $2564,400., zero tax basis, of appreciated
securities in this model,
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SCHEDULE B

Pederal income tax computed under H.R.13270 modified
by administration's proposal from Schedule B

Jederal income tax computed under present Internal
Revenue Code from Schedule B

Total increase

8 regge &

Allocation of deductions between taxable and

tax preference income:

Contributions at base "Section 277 Fraction”

($85,980. at 70%)

Other base "Section 277 Fraction"

(86,764, at 70%)

Elimination of alternative capital gains tax
rate ($200,000. at 20%)

Reduction in individual tax rate schedules:
Without regard to other proposed changes
(on ordinary taxable income of $429,400.)

Coupled with:

Elimination of alternative capital gains tax
rate ($200,000. at 5%)

Allocation of deductions:
Contributions at base "Section 277 Fraction"

($85,980. at 5%)

Other at base "Section 277 Fraction"

(86,764, at S5%)

Totals

Increase (Decrease)
‘Amount. Percent

§437,574.
71,560,

FRROUSSS VIVE ) o)

$ 60,186. 91.172%
4,735, 7.172

40,000, 60.593

(24,270.) (36.765)

(10,000.) (15.148)

(6,299.)  (6.512)
(338.)  (0.512)
280,000, 100,000%

(*) The net increase in tax resulting from the requirement to allocate
contributions between taxable and tax preference income is
$55,887. Of the total increase in tax, this represents 84.659%.
The increase over the present tax with respect to the allocation
of contributions alone {s 16.198% and together with the rate

reduction is 15.041%.

** The term "base Section 277 Fraction" referes to the disallowance

factor at gero contributions.

Under this proposal, such factor

remains constant at all levels of contributfons regardless of

form,

33-758 0 - 69 - No. 11 -~ 2



-~ -

SCHEDCLE B6
Al
AYER MO
ARALYSIS OF INCOME
AT _MAXDMM DESIRPD ($300,000) CONTRIBUTION LEVEL
As defined dy:
H. R, 13270 wodified
H, R, 13270 by administrstion’s proposal
Percent of Percent of
Percent of total tax Percent of total tax
Asount togsl income preference income Amount fotsl incooe preference income
adiusced gross taxable incooe froem Schedule B $1,000,000. £1.08% - $1,000,000, 22,32% -
sax preference income (for allocation of itemized deductions)
Long-term appreciation on securities donated to
publicly supported charities 254,400, 15.54% 39.93% - - -
o Fifty percent of total long-tersm capital gain excluded from
= income 200,000. 12.22 31.39 200,000, 16.46 s2.25
Net municipal bond interest 176,400, 10.77 27.68 176,400, 12.75 46.08
Excess of intangible drilling and development costs over
alternative of capitaliziag such costs and using straighc-
line depreciation 14,600. 0.89% 2.29 14,600. 1.06 3.81
Excess of accelerated depreciation over straight-line
depreciation 1,800, 0.11 0.28 1,800. 0.13 0.47
Statutory deduction —(10,000,) _(0,61) 1.5 —(10,000,)  _€0.72) ensy
Zotal tax preference income, as defined 637,200, 38,92% 100,007 —a2382,800, 27,682 100,00%
otel ine £h.532.200,  A0.00% £1.282.800,  AR0.00%
Jotal tax preferguce :ncome $ 637,200.
Less long-term appreciation on securities donated to publicly
supported charities 254,600,
tal tax preference iac without apprecistiom om
charitable gifts 382,800, 27.68%

Adjusted groge taxable fancome 1,000,000, 12,32



Form of gife

Cash
Appreciated securities
Tozal
Form of gift
Cash
Appreciated securities
Total
[ -]
-3
Eorm of gift
Cash
Appreciated securities
Total

TAxpayxr HMODLL

VING AR

AT MAXDMM DESIRED ($300,000) CONITRIBUTION LEVEL ~

Presert Internal Revenue Code

Capizal gains

Direct reduction Ne: cos: as

Tozal in federal tax saved a perceztage
Rife income tax at 70% az 251 Ne: cost cf total pifs
$ 45,600 (s 31,920.) - $13,680. 36.000%
256,400 {178,080 ) ($63,6%.) 12,720, 5.000%
220c.000, ($240.000) (382,800 322,300,  L.SaC
H. R. 13270
Disailowances by zatioe of on 277
Uirect reduction Capital gains Casa Appreciated securizy Ad2'I. cash Add'l. other Net cos: as a
Total in federal tax ssved conzridution coneridution only comzridution deductions of Ne: percentage of
fi344 ax & ag 32- oni S * 23 6002w 23 . llolewe 523,500, st .llLjmew £083 s8]l gifs
$ 45,600. ($ 29,640.) - $13,G63. - - - $ 29,029. £3. 450
256,400 £365,260.) ($82,680. - $101,936. $5,203. $2,663. 116,194, &8.672
$3200,000.  ($195,000.) ($82,680.) $13,065. $10],938. $5,200. $2.693. $i£5,223. 28 -08%
Present Internal Percentage
Revenue Code H._R. 13270 J=cresse ancresse
Net cost as a percentage of total gif: 8007 58,3085 22.5808% 4230.09%
B, R. 13270 modified Sv adz=inistration’s proposal
Disallowvance by .
operation of “fection
Direct reduction Capital gains 277 Fraction” - Net cost as 2
Total in federal tax ‘aved Contribuzions percentage ¢
Bift income tax st 65% st 32-1/2% at_ 2866% Net cost zoeal gife
$ 45,600. ($ 29,640.) - $13,049 $ 29,029. 63.660%
254,400 165,360.) ($82,680. 72,911 79,271, 31.160
$300 000 (8195,000 ) ($82,689.) $85,580 $308,300. 36.100%
Hd. R. 13270
aodified Dy
Present Internal administratiosn's * Percentage
Revenue Code 2ropossl Increase iocrease
Net cost as 8 percentage of total gift Sa500% FI-F 1,3 P 1eis3 2402227

*Base "Section 277 Fraction" (Disallowsace Factor a: zero level of contributions) - Iz H. R. 13270 modified by

administration’s proposal, this remains conszant at all jevele of
*#"Section 277 Praction” at $30C,000. level of contributioms.
wreDifference betwwen sbove "Section 277 Praction” valies.

contributions regsrdless of fore.



8¢

- 11 £ at_market

Adjusted groas income

Municipal bond interest

50% long-term capital gain excluded from
income

Totals
Coatributioas
Nonallocable deductions
Base allocable deduction:
Federal fncome tax

Totals

Balance - end of vesp

H. R. 13270 modified by
Exesgnt_code —H. R, 13200 of .
A_c c o u o ¢t

Cagh  Securicy —  Cagh  Security = Csph  Security

$1,000,000. $1,127,200. ($127,200.) $1,127,200. ($127,200.)
176,400. 176,400, 176,400.
—.200,000, 27,200, _(127 327,200, _(122.200)
$1.076,600, $250,600, $1,630,800, (§254,600,) $1,630,800, (§254,400,)
(¢ 45,600.) ($254,400.) (§ 20,898.) ¢ 20,89.)
(45,800.) (45,800.) (45,800.)
(23,600.) (23,600.) (23,600.)
— (65006620 ___ _ (6506620
(5486,560,) (§256,400,) (5_700,960,) __= _ (5 740,900 __-

SafifBife S Sfi2.840. S EenB82.8500  Semmme




TAXPAYER MODEL
ERA. AX
L 20,89
H, R, 13270 modified
by administration's
—MH. B, 13270
Ordinary income $ 800,000, $ 800,000,
Fifty percent of long-term capital
gain:
Original amount 200,000, 200,000,
On sale of securities previously
given to charity . 127,200, 127,200
u O | W,
ard d
provigion $1,127,200, $1,127,200,
Disallowed tax preferences None None
Adjusted grogs income $1,127,200. $1,127,200,
i d i
Allocable:
Contributions $ 20,898, $ 20,898,
Other 23,600, 23,600,
Total allocable $ 44,498, $ 4h,498,
Nonallocable 45,800, 45,800,
Total itemized deductions €90,298,) —(90,298,)
$1,036,902, $1,036,902,
Exesptiong —(1.200,) —(1,200,)
i withou c $1,035,702, $1,035,702,
Disallowed allocable deductions 14,270, 14,270,
Tsmsble {ncome £0,069,972, £1,049,9712,
Jax per married taxpayerg filing joint
return rate table on ordinary
taxable income
$228,180, plus 65% of excess
over $400,000, - £.830,662, £.630.662,
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SCHEDULE ¢2

TAXPAYER MODEL

) REFERENC
T _REDUCED CONTRIBUTION LEVEL OF_$20,89

H.R.13270
modi fied
by
administration's
R.13270 proposal

Jtems of tax preference
Excess of accelerated depreciation over
straight line depreciation $ 1,800, § 1,800.
Fifty percent of total long term capital
gain excluded from tncome:

Original amount 200,000, 200,000,
On sale of securities previously
given to charity 127,200, 127,200,
Net municipal bond interest 176,400, 176,400,
Total tax preferences 505,400, 505,400,
Adjusted gross income computed without
regard to dfsallowed tax preference provision 1,127,200, 1,127,200,
Total 80,522,600, $1.632,500,
Limit on tax preferences - greater of $10,000.
or 50% of above total wﬁ.w
Disallowed tax preferences
Excess of total tax preferences $ 505,400. $ 505,400,
Over limit on tax preferences 816,300. 816,300,
Which {s o, No0Ce




I R TIr C N

TAXPAYER

CONTRIBUTL

TON LEVEL OF

Contribution base
Adjusted gross {income

Allowable tax preferences
Excess of intangible drilling and

development costs over alternative
of capitalising such costs and using
straight line depreciation
Statutory deduction
Total tax preferences as defined for
this section and for allocation of
deductions

Contribution base

Linitations on contributions deduction
Publicly supported charities:
At 50% of contribut{on base

At 30% of contribution base on gifts of

appreciated securities which, if sold,
would result in long term capital gain

31

SCHEDULE C3

0,898.
H.R.13270
modified by
administration's
H,R.13270 proposal
1 00. 1,127,200,
505,400, 505,400.
14,600, 14,600,
(10,000.) (10,000.)
510,000, 510,000,
S0aS31200 e 31,637,200,
Sl 000 e 8 818,600,
I W ULV ) S TN
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SCHEDULE ¢4

REDUCED CONTRIBUTTON LEVEL OF §20,898.
H.R.13270
modified by
administration's
H.R.13270 proposal
Computation of "Section 277 fraction"
Allowable tax preferences as defined
for this section (ATP) 10,000, 0,000
Modified adjusted gross income:
Taxable income determined without
regard to this provision 1,035,703, 1,035,703,
Allocable deduct{ions 44,498, 44,498,
Total modified adjusted gross income (MAGI) 1,080,201, 1,080,201,
Total ATP and HAGI SL.590.200 81,320,201,
AT
ATP + MAGL u
Computation of disallowed deductions
The lesser of allowable tax preferences $.310,000, $..510,000,
or the
Allocable deductions of $44,497. multiplied
by the "Section 277 fraction' $140220, S 14,270,
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SCHEDULE D
LOAD HR13270
READY

LISY
HR13270 16:18  09/15/69 MONDAY NYC

10 PRINT "THIS PROGRAM COMPUTES THE VALUE OF THE "CPITICAL CHAPITARLE™

20 PRINT “CONTRIBUTION' WHICH CAUSES THE DECREASE IN CHARITABLE COMe®

zo PRINT "TRIBUTIONS TO EOUAL THE INCREASE IN TAXES VHEN THE PROVISIANS®
0 PRINT "OP M.R. 13270 ARE APPLIED AND COMPARED WITit THE PESULTS"

PRINY ORRIVED FROM YHE PRESENT TAK LAW,"

PRINT “ENTER MAXIMUM CASH CONTRIBUTION X1W)

90 INPUT X

Og :lln; MENTER MAXIMUM TOTAL CONTRIBUTION X2%;
NPUT X,

0 PRINT “ENTER TAX UNDER EXISTING LECISLATION"

0 INPUT TO

PRINY

0 PRINT MOPTIONS:®

0 PRINY

0 PRINT ¥ DO YOU WISH TO ENTER 'ADFINISTRATION OPTION'™)

0 INPUY N

0 IF Nis'YES! GO TO 230

0 1P NEs'NO' GO TO 250

10 PRINT “ERROR! RETYPE ANSWER YES OR NO,™

220 6O 70 190

s
280 60 10 260 .

250 LET NeO
260 PRINY : 00 YOU WISH YO PAY TAX INCREASE ATTRISUTANLE OMLY TOW

CONTRIBUTIONS®;

PUY B4
290 17 efs'ves’ GO 10 330
00 1F E42'N0' GO TO 350
1 ”""0 ;sslml RETYPE ANSWER YES OF MO,

L4
PRINY * DO YOU WISH T0 PEYAIN SECURITIES PATHEP THAN SFLL™)

VT €
1P C4u'vest Go 10 420
90 1P C4='NO® GO 7O ANO

00 PRINY “ERRORL RETYPE ANSWER YES OR NO.™

-
-
-
~
-
»
-
x
=

530 LEY xs(XA®F2.x2%P1)/(r2-r))
6osus 180

550 LET FOsF
LET X02x .

570 LEY Xs(X1*FO-XORP1)/CPO-P))
cosus 780

590 IF ABS(F)’1 6O TO 350

600 PRINT USING 610
: CRITICAL

620 PRINT USING 630

630 ¢ CHARITABLE  TAX UNDER TAX CONTPIBUTION

600 PRINT USING 650
0 ¢ CONTRIBUTION  W,R,13270 INCREASE OECREASE

3;3 PRINT USING §80 1,1, 1-10,x2x
: senbe §

6 Wi "ot “enene
690 PRINT

700 PRINT "DO YOU WISH TO CONSIDER OTHER OSTIONS™;

710 1RPUY O -

720 LP O$='vES® GO YO 760

T30 1P Od4s'ns' co 1 fro0

T80 PRINY "ERROR! RETYPE ANSWER YES OR NO,™
G0 10 710

76 :o 10 180

ToP

780 LEY T1a70010127%8ex2X

90 LET DOv,5¥C1-NIN(XN=X1I¥(14SENIXX1))

00 LET O)sa( -c)'(.!S'(l?-ll)'(l-smgn-ll))o.25'(:?-!\*(lcﬁﬂ'!l-:l\“
10 LET D2(382800400401)/¢953000438280040002%0;

320 Let ;s;‘zmoo.65"((mooo-noooonmx-(xoz;snowMm

io Let

840 LET PaT2.T)

850 RETURN

860 eno .




SCHEDULE D1

RUN

HR13270 15:52  09/15/69 PONDAY NYC

THIS PROGRAM COMPUTES THE VALUE OF THE 'CRITICAL CHA®ITADLE
CONTRIBUTION' WHICH CAUSES THE DECREASE IN CHARITABLE CCN-
TRIBUTIONS TO EQUAL THE INCREASE IN TAXES HHEN THE PPOVISIONS
OF H,R, 13270 ARE APPLIED AND COMPARED WITH THE PESULTS
DERIVED FROM THE PRESENT TAX LAW,

ENTER MAXIMUM CASH CONTRIBUTION X1? 45600
ENTER MAXIMUM TOTAL CONTRIBUTION Xx2? 300000
ENTER TAX UNDER EXISTING LEGISLATION? 371560

OPTIONS:

DO YOU WISH TO ENTER 'ADMINISTRATION OPTION'? NO

DO YOU WISH TO PAY TAX INCREASE ATTRIBUTABLE ONLY TO
CONTRIBUTIONS? NO

00 YOU WISH TO RETAIN SECURITIES RATHER THAN SELL? NO

CRITICAL

CHARITABLE  TAX UNDER TAX CONTRIRUTICN
CONTRIBUTION  H.R,13270 INCPPASE DECPEASE
20897 650662 279102 270102

00 YOU WISH TO CONSIDER OTHER OPTICNS? YES
OPTIONS:

DO YOU WISH TO ENTER 'ADMINISTRATION OPTION'? YES

00 YOU WISH TO PAY TAX INCPEASE ATTRIBUTABLE CNLY T0
CONTRIBUTIONS? NO

D0 YOU WISH TO RETAIN SECURITIES RATHER THAN SELL? NO

CRITICAL
CHARITABLE TAX UNDER TAX CONTRIBUTION
CONTRIBUTION  H.R,13270 INCREASE DECREASE
20897 650662 279102 279102

00 YOU WISH TO CONSIDER OTHER OPTIONS? YES
OPTIONS:

00 YOU WISH TO ENTER "ADMINISTPATION OPTION'? NO

00 YOU WISH TO PAY TAX INCREASE ATTRIBUTABLE ONLY TP
CONTRIBUTIONS? YES

DO YOU WISH TO RETAIN SECURITIES PATHEP THAN SELL? NO

CRITICAL
CHARITABLE TAX UNDER TAX CONTPIBUTICN
CONTRIBUTION  H,R,13270 INCPEASE DECREASE

) 39030 642656 271096 2€0969
DO YOU WISH TO CONSIDER OTHER OPTIONS? YES
OPTIUNS:
00 YOU WISH TO ENTER 'ADMINISTRATION OPTION'?
00 YOU WISH TO PAY TAX INCREASE ATTRIBUTABLE nﬁf3 A (d

CONTRIBUTIONS? YES
DO YOU WISH TO RETAIN SECURITIES RATHER THAN SELL? NO

CRITICAL
CHARIYABLE TAX UNDER TAX CONTRIBUTION
CONTRIBUTION  H.R,13270 INCREASE DECREASE

{

39030 642656 271096 260969
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SCHEDULE D-1 (cont)

00 YOU WISH TO CONSIOER OTHER OPTIONS? YES
OPTIONS:

DO 'YOU WISH TO ENTER 'ADMINISTRATION OPTION'? NO

DO YOU WISH TO PAY TAX INCREASE ATTRIBUTABLE ONLY TN
CONTRIBUTIONS? NO

DO YOU WISH TO RETAIN SECURITIES RATHER THAN SFLL? YES

CRITICAL ) .
CHARITABLE  TAX UNDEP TAX CONTRIRUTION
CONTRIBUTION  M.R.13270 INCREASE DECPEASE
163750 567809 136249 136209
00 YOU WISH TO CONSIDER OTHER OPTIONS? YES

OPTIONS:

DO YOU WISH TO ENTER ADMINISTRATION OPTION'? YES
DO YOU WISH TO PAY TAX INCREASE ATTRIBUTABLE ONLY YO
CONTRIBUTIONS? NO

DO YOU WISH TO RETAIN SECURITIES RATHER THAN SELL? YES

CRITICAL
CHARITABLE TAX UNDER TAX CONTRIBUTINN
CONTRIBUTION  H.R,13270 INCPEASE DECREASE
176914 494645 123085 123085

00 YOU WISH TO CONSIDER ‘OVHER OPTIONS? YES
OPTIONS: )

DO YOU WISH TO ENTER 'ADVMINISTRATION OPTICN'? NO

DO YOU WEISH TO PAY TAX INCREASE ATYPIBUTABLE ONLY T¢
CONTRIBUTIONS? YES

00 YOU WISH TO RETAIN SECURITIES RATHER THAN SFLL? YES

CRITICAL
CHARITABLE _ TAX UNDER TAX CONTPIBUTION
CONTRIBUTION ™ 'H.R.13270 INCREASE DECREASE
179752 501934 130374 120207

DO YOU WISH TO CONSIDER OTHER OPTIONS? YES
OPTIONS:

DO YOU WISH T0 ENTER 'ADMINISTRATION OPTION'? YES
DO YOU WISH TO PAY TAX INCREASE ATTRIBUTABLE ONLY TO
CONTRIBUTIONS? YES

00 YOU WISH TO RETAIN SECURITIES RATHER THAN SELL? YES

CRITICAL
CHARITABLE TAX UNDER TAX CONTPIBUTION
CONTRIBUTION  H.W;13270° INCREASE DECREASE
195798 485888 114328 104201

DO YOU WiSH TO CONSIDER GTHER DPTIONS? NO
TiME 0 MINS, 1 SECS.



SCHEDULE §
TAXPAYER MOIEL
SUPPLEMENTAL INFORMATION
Pedera]
income
Total Required Balance Percentage tax ot
desired contribution for contribution balance fo
Assumptions sontribution reductionp contribution reduction gongributyy
Pay increase in Federal
Income Tax resulting
solely from the require-
ment to allocate
cheritable contributions
and assuming sale of
securities withheld from
charity (H.R. 13270 and
H.R. 13270 Modified by
Administration's
Proposal) $300,000 $260,969 $ 39,031 86.99% $642,6%

Pay full incresse in

Pederal Income Tax re-

sulting from proposed

changes but without sale

of securities withheld

from charity:
H.R. 13270 300,000 136,250 163,750 45.42% 507,804
H.R. 13270 Modified by

Administration's
Proposal 300,000 123,086 176,914 41,03% 494,645

Pay increase in Federal
Income Tax resulting solely
from the requirement to
allocate charitable contri-
butions and without sale of
securities withheld from

charity: . ]
H.R. 13270 300,000 120,248 179,752 40,08% 501,94
H.R. 13270 Modified by :
Administration's .
Proposal 300,000 104,202 195,798 34.73% 485,88
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Summary of Statement
by
Stanley S. Surrey
Before the Committee on Finance, U. S. Senate
on the Tax Reform Act of 1969
September 25, 1969

The Tax Reform Act of 1969 is a very significant step forward
in the accomplishment of the vital task of reform of the Federal
tax structure. It is not the end of the road, but it is a major
beginning that takes us a considerable way forward. 1In the area
of tax reform, major beginnings are certainly major events.

Individual Income Tax

The House Bill is a major step forward in beginning to meet

the problems of tax reform under the individual income tax:

== As to low-income taxpayers, the Bill fully meets the
problem of the present system, that of taxing those
below the poverty level and placing unfair burdens on
those low-income families above that level.

-= As to middle-income taxpayers, the Bill meets the major
goal of restoring tax simplicity and tax equity in the
case of the personal deductions by significantly increas-
ing the standard deduction. The Bill could be improved
by revising the tax treatment of the elderly and dis-
allowing the gasoline tax deduction.

" == A8 to high-income taxpayers, the Bill commences in a
significant way to restore tax fairness through its
elimination of the unlimited charitable contributions
deduction; its removal of the alternative rate on
capital gains and the extension of the six months
holding period to a year; its provision for future
issues of taxable state and local bonds; its partial
cut-back on the tax preferences accorded real estate
-= a cut-back which should be pushed further; and
a number of other special matters. Its adoption of
the minimum tax or limit on tax preferences and alloca-
tion of deductions provisions provides a partial offset
to the remaining preferences that will, if properly
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implemented, serve to prevent the gross escapes from
tax that are now prevelant. But these two provisions
as presently structured have serious omissions which
should be corrected.

-- The Bill falters seriously in its treatment of farm
tax losses and embarks on an unwise approach in placing
a 50% limit on the top marginal rate applicable to
earned income. It also unwisely introduces a new tax
incentive in the five-year amortization of certain
rental housing rehabilitation expenditures.

Corporation Income Tax
The House Bill is a significant step forward in beginning to
meet the problems of tax reform under the corporate tax:
~=- With respect to the industries with the present lowest
effective rates:

-- As to financial institutions, the Bill brings the
effective tax rates of the commercial banks, mutual
savings banks and savings and loan associations
closer to those paid by business generally, and also
reduces the tange?ﬁifferences within these institutions
themselves.

-- As to natural resources, the Bill reduces the percentage
depletion rates by about 25% and ends the abuses asso-
ciated with mineral production payments. But it fails
to deal with the aspect of intangible drilling expenses
in the oil industry and the tax preference accorded to
timber.

-- With respect to other preferences:

== The Bill ends the tax escape now provided for multiple
corporations.

-- The Bill cuts back on the tax preferences accorded to
real estate.

" == The Bill strengthens the rules governing foundations
and other tax-exempt organizations.
But the Bill has a serious weakness in the addition of new
tax incentives:

-- The five-year amortization for pollution control

facilities.

38

.



iii

-- The five-year amortization for housing rehabilitation

expendi tures.
-- The seven-year amortization for railroad cars.

pessimism and Tax Benefits

There is no one so pessimistic about the future of the country
as an industry or taxpayer faced with losing a tax preference.
These Hearings seem replete with industries and taxbayers who can
see only gloom ahead. The correlation between pessimism and tax
benefits is indeed high, for these prophets of gloom assert that
their pessimism for the future should be reflected in continued
or increased tax preferences.

Most of the pessimism is self-assertion, for there are few,
if any, studies that document the beliefs. All see the tax system
as a device to pour out financial assistance to industries and
activities that do not want to trust to the marketplace. The
accent is not on private enterprise, but on private enterprise
plus tax assistance. None is willing to pull back on the prefer-
ences 8o we can see if the pessimism is really warranted and to
see if Government assistance is really needed. And then, if the
assistance is really needed, to see it provided through direct
expenditure programs.

It should be clear by now that this tax incentive rationali-
zation, this infusion now of social goals into tax provisions
adopted long ago without any thought of incentive or social pro-
grams or the like, can only be destructive of an equitable tax
system and an efficient use of Government resources. It is the
proper course now to cut back these tax incentives and await the
future. The House Bill is a good start and should be pushed
forward, not stripped back.

Rates of Tax and Revenue Cost

Those first in line for tax relief when reduction is considered
feasible, are the low-income taxpayers. Those next in line are the
middle-income taxpayers not itemizing deductions for personal expenses.
The House Bill fully meets these two claims for relief. It then
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goes on to reduce tax rates throughout the rate schedule. The
result is a total long~run revenue loss of $2.4 billion.

Looking ahead to 1979, such a loss is hardly significant,
considering the hazards of revenue estimates. In all likelihood
such a tax reform bill cannot provide a net revenue gain, even
though an appraisal of national priorities would put more emphasis
on expenditure programs than such a large tax reduction. But
aside from this thought, the margin for concern about the revenue
aspects, i.e. the $2.4 billion loss in 1979 considered as an
absolute matter, is small. The Treasury appears to recognize
this, for its changes would leave a revenue loss of $1.3 billion
-- the difference of $1 billion is'hardly cause for major economic
judgments.

The important matter is the composition of the tax reductions,
The Treasury approach to the House Bill is to make the across-the-
board individual rate reduction paramount and to strip back the
relief for low and middle-income families. This is an upside-down
view of the priorities for tax relief, a misstating of priorities,
and a negation of the essential task of tax revision. The House
Bill approaches that task properly by giving full relief to those
first in line for it.

The tax liability reduction under the Treasury approach shows
a large reduction in the $0 - $3000 bracket and then proceeds to
a relatively flat decline from $5000 on to $100,000. In contrast,
the House Bill shows significantly larger reductions up to the
$20,000 bracket than the Treasury approach, and the slope of the
tax reduction is far from flat. There is no question but that
the House Bill has a fairer distribution of the tax reduction.

The Treasury approach, after cutting back the reductions in
the low and middle-income brackets, is then to use the revenue so
obtained to reduce the corporate tax rate by two points. Such a
change is not defensible on tax equity grounds or on economic
stabilization grounds. The Treasury desire to remove the invest-
ment credit was based on the ground that capital formation was
at a high level now and no general investment incentive was

40




needed. From a stahilization standpoint there is no point in
substituting a corporate rate reduction for the investment
credit.

As to future growth and the relative balance between consump-
tion and investment, we can afford to wait a bit until the present
inflationary pace really wears away to see if capital formation
will then lag. If it does, a resort again to an investment credit
can be more meaningful than corporate rate reduction. There is no
point now in choosing weaker devices on the assumption that capital
formation may later need strengthening.

Conclusion

The Ways and Means Committee and the House have taken a
significant step forward to the goal of a fairer and simpler
Federal income tax. It is now up to this Committee and the
Senate to make that step a decisive one. The House Bill is a
fine structure to build upon. It can be strengthened in a
number of ways and these weaknesses should be corrected. But
its many, many strengths should be retained.
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Statement By
Stanley S. Surrey
before the
Committee on Finance
U. S. Senate
on
The Tax Reform Act of 1969
H. R. 13270
September 25, 1969

1 appreciate the opportunity to appear before this Committee
in the Hearings on the Tax Reform Act of 1969.

The Tax Reform Act of 1969 is a very significant step forward
in the accomplishment of the vital task of reform of the Federal
tax structure. It is not the end of the road, but it is a major
beginning that takes us a considerable way forward. In the area
of tax reform, major beginnings are certainly major events.

Major tax bills are bulky, complex documents replete with
technical language. It is often difficult to obtain an overall
perspective regarding the basic aspects of such a bill - the
significant changes that are involved, the degree of progress or
retrogression in improvement of the tax structure, the swing of
the pendulum toward tax simplicity or tax complexity. I believe
it would be helpful in obtaining perspective on the effectiveness
of this bill in achieving tax reform to consider first the dimen-
sions of tax reform -- that is, what are the problems or issues of
tax reform -~ and then to see what the bill actually does in meet-
ing those problems and issues.

Individual Income Tax

I will start first with the individual income tax. A consider-
ation of the dimensions of tax reform under the individual income
tax indicates that several distinct factors are involved. Some

————————
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factors are paramount for one group of taxpayecrs, while other
factors predominate for the remaining groups. These different
factors, of course, call for different approaches. Hence, I
will separate these considerations into three broad taxpayer
classes -- low income, middle income and high income -- and
discuss the factors that are relevant to each gqroup and the
pertinent provisions of the House Bill,

Low~-Income Taxpayers

The significant factor regarding low-income taxpayers is that
the individual income tax is imposed on people whosc incomes fall
below the poverty line, and also bears heavily on those close to
the line. Since that line is intended to measure the levels of
income, by family size, which are barcly sufficient to provide
the necessities of life, there is justification for concluding
that the income tax should not reach down below those levels.
While poverty line definitions are to some extent arbitrary, so
also is any cut-off utilized under the income tax, and the poverty
line classification can well be used as a presumptive point for
fixing the line of exemption from the income tax. The present
income tax exemption levels, based on the combination of the $600
per person exemption and the minimum standard deduction, are con-
siderably below the poverty line levels, especially for single
persons and married persons with no or few children. Thus, a
single person with income above $900 is subject to income tax,
and yet the poverty line for single persons is around $1700; a
married couple pays tax if their income is above $1600, whereas
the poverty line is about $2200. There are about 2.2 million
families in poverty who are now subject to tax.

The income tax change best designed to relieve this situation
is to increase the present minimum standard deduction. Revision
in the amount of that deduction will concentrate the revenue
involved in the lowest income group and among single persons and
married persons with small families, where, as stated above, we
find the widest disparities between the present income tax
excmption levels and the poverty line, No other tax change --
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increase in pecrsonal exemption, decreases in tax rates, etc. =--
will accomplish this purpose with the same effectiveness. The
revenue cost depends on the amount of increase that is made in
that deduction and the manner of its application.

The House Bill fully meets this problem of tax reform for
the low-income taxpayers. It raises the present minimum standard
deduction from $200 (plus $100 for each personal exemption) to
$1100 per taxpayer, effective in 1971. (The name is changed from
*minimum standard deduction" to "low income allowance.") The effect
of the change is to place the start of the income tax at essentially
the poverty level - thus fully exempting those below that level -
and to give substantial tax relief to low-income families in the
area above the poverty level.

This approach is far preferable to that contained in the
earlier version of the low-income allowance (H.R. 12290) which
involved a scaling-down of that allowance, so that it eventually
disappeared and only the present minimum standard deduction remained.
Such a scaling-down is retained in the current House Bill for 1970
and a modified permanent scaling-down has been recommended to your
Committee by the Treasury Department. But a scaling-down approach
is decidedly undesirable in meeting the problems of low-income tax-
payers. While the initial allowance does exclude those below the
poverty level from the income tax, the scaling-down has the effect
of providing less relief to those low-income families above the
poverty levels and far less overall relief to the lowest brackets
than does the undiluted approach taken in the House Bill for 1971.
Thus, that Bill achieves $2.6 billion of tax relief for these
low-income families as compared with only $625 million under the
scaling-down approach in 1970 (the original Treasury approach)
and only $920 million under the latest Treasury scaling-down
proposal.

The scaling-down approach also has the decided disadvantage
and unfortunate effect of providing a high rate of tax for all
low-income taxpayers who remain subject to tax. Thus, in 1970,
under the general rate scale in the House Bill (which is the same
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as present law) the first bracket rate on income above the cxemst
level is 14% on the first $500, 15% on the second $500, 16% on
the next $500, and so on. Under the scaling-down approach in the
Bill, however, the rates in effect for 1970 are much higher --
for example, the starting rate really becomes 21% instead of 14%,
Thus, under the new table for that year, a single person is exempt
if his income is below $1700. As he earns income in excess of
$1700 his tax rate is 21% on the first $500 earned, 22-1/2% on the
next $500, and 24% on the next $500. The same effect exists for
married persons. This is because the taxpayer not only pays tax
on each dollar he earns, but each such dollar also adds $.50 more
to his taxable income because his low-income allowance is sliced
$.50 for each $1 of income. These high rates do not show up in
the law or tax returns because the tax is stated only in table
form -- nor are they discussed in the House Committee's Report or
the Treasury proposals. But the disadvantage of very high marginal
rates for these brackets exists under the scaling-~down approach.
Fortunately, the House Bill in 1971 eliminates the scaling-down
and thus eliminates these high marginal rates for that year and
thereafter.

However, under the permanent scaling-down approach now
recommended by the Treasury, the aspect of high marginal rates
would persist. The scaling-down is slower ~- the low-income
allowance would be sliced $.25 for each $1 of income -- and the
marginal rates would not be as high as in 1970, but they would
be high. Thus, in 1971, when the general rates are stated to be
138 on the first $500, a low~-income person subject to tax would
under the Treasury approach actually have a rate of 16-1/4% on
his first $500 of taxable income: when the general rate is 14%
on the next $500, the low-income person would actually have a
rate of 17-1/2% and so on. Thus, for low-income taxpayers, the
tax tables under the Treasury scaling-down really involve actual
tax rates 25% higher than the rates used in the general rate
tables and which people presumably think are the rates applicable.

It is right to exempt from tax completely those persons whose
incomes are below the poverty level. It is not right -- as the
Treasury would do -- to tax at high rates those persons whose
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incomes are just above the poverty levels. The House Bill in
rejecting a permanent scaling-down is thus distinctly preferable
to the Treasury recommendation to use that device.

Middle-Income Taxpayers

In 1944 the Congress took a major step to improve the sim-
plicity and fairness of the individual income tax when it adopted
the standard deduction -- at 10% of gross income upl to a maximum
deduction of $1000. This standard deduction was then used on
about 82% of the tax returns. This action had two consequences:
From the standpoint of simplicity, for the great mass of taxpayers
the computation and record keeping under the income tax were great-
ly simplified. From the standpoint of fairness, for this group
variations in deductions for personal expenses would not affect
tax liabilities so that the tax burden was the same within the
range of the average for these deductions. Only those taxpayers
with personal expenses above the average could affect their tax
liabilities through those expenses.

Since 1944, however, these important gains in simplicity and
equity have steadily eroded away. In 1969, it is estimated that
only 57% of tax returns will utilize the standard deduction. 1In
the intervening years, average deductions have risen, making the
10%¢ figure inappropriate, and incomes have also risen, making the
$1000 limit inappropriate; yet those two aspects of the standard
deduction have remained unchanged. The result is increased com-
plexity for taxpayers, and a greater spread of actual tax liabil-
ities for taxpayers largely similarly situated.

It must be remembered that many taxpayers who actually bear
the burdens of these personal expenses cannot obtain the itemized
deductions for those expenses since they do not directly pay the
items, such as tenants who in their rent bear the costs of property
taxes and interest. In these cases, the purpo?e of the standard
deduction is to prevent serious unfair distinctions in tax burdens.
And even where there are actual variations in personal expenses,
the precise reflection of those variations in many cases would
produce only small tax differcnces, whose reflection in tax
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liability is out of all proportion to the complexity involved in
keeping track of the items. This is especially so where the
deductible personal expenses themselves raise qualitative judg-
ments on which people differ. In these cases, the standard
deduction serves to prevent taxpayers from being involved in
excessive costs to obtain at best minor equity advantages.

As a result, our goals of simplicity and fairness point in
the case of this group of taxpayers -- those with incomes from
about $7000 to $25,000 -- to a revision which would restore, as
far as possible, the effectiveness of the standard deduction.
This step requires both an increase in the 10% figure and the
$1000 limit, and the revenue cost involved depends on the extent
to which these amounts are increased.

The House Bill here also meets the problem of tax reform for
this group of taxpayers. It increases the standard deduction to
15% by 1972 and raises the limit to $2000. The effect, in combin-
ation with other changes in the Bill, would be that about 80%
of returns would again be using the standard deduction. This is
clearly a major gain in both tax fairness and tax simplification.

The Treasury recommendation to your Committee to increase
the standard deduction only to 12% and $1400 is a decidedly
inferior approach and should not be adopted.

A word as to revenue costs and the priorities for tax
reduction may be appropriate here. The $1100 uniform minimum
standard deduction or low-income allowance with no scaling-down
costs $2.7 billion under the House Bill., The 15% - $2000 standard
deduction costs $1.3 billion. The revenue is well spent, however,
and goes to the persons under the individual income tax who held
the top priority for tax relief when revenues for that relief
became available, as they do under this Bill. These are the
people who are first in line for tax relief, for they are treated
unfairly and less favorably than other taxpayers under the present
law =-- the low-income groups who can least afford the income tax
burden and the middle -income groups who do not benefit from
itemized deductions.
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The Treasury, however, seems to have an upside~down vies oi
the priorities for tax relief. It gives top priority to the
across-the-board rate reduction under the House Bill in the
individual tax of $4.5 billion, stating that it "represents
reasonable,equitable tax relief" because it "does not discriminate
between itemizers and non-itemizers, between homeowners and tenants"
and so on -- "it provides even-handed non-discriminatory relief."

But the task of tax reform and tax revision -- when taxes
are being reduced -- is to see whether the present treatment is
fair or unfair and to correct injustices first rather than simply
uniformly to change tax rates. Such a uniform adjustment is appro-
priate in a temporary measure adopted for economic stabilization
reasons -- a 10% surcharge (though even here the lowest brackets
were exempted) or a 10% reduction to avoid a recession. There the
task is not to change existing relationships and not to consider
basic tax policy issues -- these are to be left to permanent tax
revision., But now we are engaged in just such a revision where
the task is that of examining just who is treated more favorably
and who less favorably under the tax system. To approach such a
fundamental revision by saying, as does the Treasury, that the
first tax priority is across-the-board rate reduction would mean
we would never really ever deal with the basic issues in an ade-
quate way. The Treasury approach is thus a misstating of prior-
ities and a negation of the essential task of tax revision. The
Honse B11ll approaches the matter properly by giving full relief
to those first in line for it.

Several additional matters not in the House Bill may be
mentioned with respect to the middle-income groups. Another step
that can achieve simplicity, and also is in keeping with tax fair-
ness, would be to eliminate the deduction for state gasoline taxes
where the item is a personal and not a business expense. Like the
non-deductible federal gasoline tax, the state gasoline tax is
essentially a charge for the use of highway facilities and, there-
fore, should not be deductible. This step is now recommended by
the Treasury.
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Simplification and fairness for this group also call for a
complete revision in the tax treatment of the elderly. The present
rules are a maze of complexity adding up to a full page on the tax
return. They also involve unjustifiable discriminations among the
elderly through differing tax treatment for different sources of
income, here bearing adversely on those elderly who need to con-
tinue working after reaching age 65. Further, they provide
unneeded tax relief for those elderly who are well-to-do. The
February Treasury Proposals involved a complete revision of present
rules, with a revenue cost of $80 million.*

High-Income Group

Breakdown in Fairness --

The problem presented in the high-income group is a complete
breakdown in the fairness of the individual income tax. A few
examples will illustrate this:

-- In 1967 there were 155 tax returns with adjusted gross

income above $200,000 on which no income tax was paid,
including 21 returns with incomes above $1 million.

* Another desirable change, recommended in the February Treasury
Proposals, was in the charitable deduction, under which that deduc-
tion would be allowed outside the standard deduction (i.e. allowed
together with the standard deduction), but would be available only
where the contributions exceeded 3% of adjusted gross income. This
threshold would apply to taxpayers using either the standard deduc-
tion or itemized deductions. These changes in the charitable
deduction, combined with the standard deduction changes, would
reduce significantly the number of returns requiring record keeping
and audit for personal items, while maintaining for all taxpayers,
even those using the standard deduction, an incentive for charitable
gifts above routine giving. The charitable organizations apparently
oppose such changes. But they presumably overlook or misjudge its
advantages. Under the House Bill, with its incrcase in the standard
deduction, and no other change as respects charitable contributions,
only about 15 million returns would be left to use itemized deduc-
tions and to claim a charitable deduction. Under the above proposal:
however, with the ability to claim a charitable deduction whether
other deductions are itemized or not, even with a 3% threshold
about 26 million returns would claim a charitable deduction. These
proposals would thus provide a wider base for charitable support
than simply changing the standard deduction.
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But these figures do not measure the full degree of tax
escape at this level. If actual incomes were used rather
than adjusted gross income -- so that items such as tax-
exempt interest, full capital gains, excess percentage

depletion, farm "tax losses", excess real cstate depre-
ciation, and intangible drilling expense deductions were
included in the total amount of income -~ the number of
individuals with incomes above $200,000 and $1 million
who are paying no tax would be higher. This figure would
provide a more accurate description of the escape from
tax in this group. Thus, some individuals who now show
up in Statistics of Income below $200,000 and even in
the $0 - $3000 bracket or with a loss, and who are paying
no tax, would -- if these excluded items were added to
their adjusted gross income -- be in the above $200,000
group and even above $1 million -- and still, of course,
be paying no tax. Present data, however, presumably do
not permit a statistical reclassification on this basis,

-- For those who pay tax, in the group with over $1 million
of actual income (before personal expense deductions),
the effective rate of tax for about 75% of the group
clusters in the area between 20% and 30%.* This may be
compared with taxpayers in the group between $20,000 and
$50,000 of actual income, where about 60%** cluster in
the same effective rate area between 20% and 30%, yet
the $1 million and over group per taxpayer have probably
over 50 times as much income.

* 36.6% in the range 20%-25%, and 37.3% in the range 25%-30%.
The $500,000 - $1 million group reflects a similar cluster, 64.7%.
Even these figures are an understatement, since the actual or
total income data do not include excess real estate depreciation,
farm "tax losses", and intangible drilling expenses.

#*  45,3% in the range 20%-25%, and 13.5% in the range 25%-30%.
27.9% are in the range 15%-20%.
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-- For taxpayers up to the level of $50,000 of actual incc: .,
although there is dispersion within each group, the central
range of effective rates moves upwards as income rises; for
groups above $50,000, this upward movement in effective
rates begin to flatten; and above $100,000 the central
range of effective rate moves backwards to produce the
results described for the $1 million and over group.

The obvious departure from the ability to pay concept and
from elementary standards of fairness is self-evident in these
statistics., Whether a person is below the poverty line, whether
he is in the group between $20,000 and $50,000, or whether he is
in-between, he is certainly warranted in feeling that the income
tax is not working fairly.

Causes of Unfairness --

I would like to turn from these overall evidences of unfair-
ness to the causes of high incomes showing these low rates or
complete absence of tax, since the causes will point the way to
possible approaches for correction.

In overall effect, the causes lie in a combination of excluded
income items and the method of applying itemized deductions.

As to the excluded items, looking at the significant ones, the
list covers:

~ the excluded half of realized capital gains

- interest on state and local bonds

" - accelerated depreciation largely on buildings

- deduction for unlimited charitable contributions
(almost entirely of appreciated securities whose

gain is not taxed)

- farm "tax losses" .

- excess of percentage depletion over cost of investment

- intangible drilling expenses of oil wells.

For many persons, these items singly or in combination bring
the tax to zero. Thus, for somewhere around 50 to 75 persons, the
unlimited charitable deduction benefit simply eliminates tax.*

® See specific cases 1 -~ 4 in the February Treasury Proposals,
pp. 90-91, involving persons with actual incomes of $10 million,
$6 million, $8 million, and $6.5 million.
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For others, percentage depletion or intangible drilling expensc.*;
real estate deductions, mainly accelerated depreciation**; or farm
"tax losses"*** are the factors that produce a zero tax.

For a large group, the effect of these items while not com-
pletely eliminating tax, is to reduce the taxable income consider-
ably below the actual income. Then another factor enters -- these
persons usually have large personal expense deductions which they
itemize. These itemized deductions are offset against the remain-
ing taxable income, and in no way are allocated to the excluded
income, although excluded as well as taxable items are a source
for the itemized deductions. Hence, the full force of the item-
ized deductions is concentrated against the taxable income and
the result is a very low or even zero tax.***#

The interest deduction, usually arising from loans to carry
capital assets which result in excluded income or no current
income, is here an important factor. So also is the general
charitable contributions deduction, which for this group usually
involves not cash gifts but gifts of securities whose appreciation
is not taxed though the appreciated value measures the deduction.

This steady deterioration of income taxation in the case of
high-income individuals has been hdstened by the "institutional-
ization" of tax escapes. The "packaging of tax shelters" by
investment houses, brokerage organizations, and others has made
these shelters readily available to those with incomes high
enough to utilize their attractions. Just as in the case of .
the stock market, geography is not a factor -~ the possessor of

* See specific cases 8 and 9, p. 93, involving persons with
$1 million and $1.3 million.

**  See specific case 10, p. 94, involving a person with $1.4
million, and table 1, p. 452.

*** See specific case 11, p. 94, involving a person with $700,000.

**** See specific cases 5, 6, and 7, pp. 92~93, involving persons
with $5.3 million, $935,000 and $1.3 million.
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a tax shelter can live thousands of miles away from his cattle
or his oil well or his orchard or his post office and in fact may
never see them at all. It is clear that whatever may have been
the origin of these shelters, it was no one's intent -- in the
executive branch or in the Congress -- that this supermarket era
of tax shelters was to be the end result.
These are the causes of unfairness -- what are the solutions
adopted in the House Bill?
House Bill Solutions - Matters Dealt With Directly i
Some of the items permitting escape from tax are dealt with »
directly in the House Bill.
Unlimited Charitable Deduction. The House Bill would, and
properly so, eliminate the unlimited charitable deduction after
a transitional period. While superficially this deduction may
seem to have a certain appeal when loosely described ~- a person
must give away 90% of his income -- in actual effect the individual
is not giving away income or assets but giving away his tax. The
assets actually contributed are nearly always appreciated securities
whose gain is untaxed and the income made tax-free is generally
dividend income otherwise subject to a rate around 70%. I see no
reason why one group of persons is permitted to give their tax to
any charity they choose while others are required to pay their
tax to the Federal Government. If all of us could choose either
to pay our income tax to the Government or give it to our favorite
charity we would have tax anarchy. This being so, no special
group should be permitted this choice. The question of how large
a tax subsidy should be given to charitable organizations under
the income tax is one to be decided by the Congress. For most
everyone this is controlled through the limit, now 30% of adjusted
gross income, on the charitable deduction. This limit can be
changed; the House Bill uses 50%. But the limit should apply
across the board. All who have ability to pay should pay some
tax to the Federal government, rather than be permitted to select
a charity to the exclusion of the Federal government. Certainly,
if only for the reason of tax morality, this should be true for
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our wealthiest persons. The House Bill properly ends the unlimited
charitable deduction.

Capital Gains. The House Bill would reduce the tax preference
for capital gains by lengthening the holding period from six months
to a year and eliminating the 25% alternative rate. These changes
are proper improveinents in the treatment of capital gains and
their justification in terms. of tax equity is clear. Most econo-
mists have for years urged at least changes along these lines.
Equally, most economists who have studied the matter would find
unconvincing the assertion that such moderate changes would have
the calamitous effects on investment that critics of the changes
usually charge.

The Treasury's objection to these changes is also cast in
terms of effects on investment: "These changes...impose too
great a burden on capital investment. The effect of the Bill
would be to remove a large measure of the incentive for private
capital to engage in new and expanded business ventures. Present
capital investments would tend to be frozen and the economy as a
whole would suffer." But these dire forebodings are strange
indeed when placed alongside its actual recommendations. For the
Treasury is obviously aware that the capital gain preference is
the single most important factor in permitting high income persons
greatly to reduce their effective rate of tax, so that the equity
and fairness of the tax system are markedly reduced. Hence, it
recommends a complex limitation on the use of the 25% alternative
rate which is in effect a special minimum tax applicable to capital
gains. Under this approach the revenue gain in the capital gain
and loss area would be $425 million -- or about 66% of the House
Bill gain of $635 million. It is hard to see how this $210 million
additional gain under the House Bill ~- less than 1% of the present
yield from capital gains taxation of individuals -~ can have the
adverse effects on investment painted by the Treasury. In this
light, the House Bill approach, which is direct and far simpler,
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is to be preferred.*

We should recognize that the most serious aspect of our
present capital gains policy is the permanent escape from tax of
appreciation in assets transferred at death. Correcction of this
defect remains a matter of top priority. The House Committee
Report states that reform measures relating to revision of the
estate and gift tax laws and the related problem of the tax
treatment of property passing at death will be studied as soon
as possible, with a bill to be reported in this Congress. The
accomplishment of this objective will move us considerably further
along the road of meaningful tax reform.

State and Local Bond Interest. The House Bill begins to come
to grips with the difficult matter of state and local bond interest
--difficult because of its history and its place in federal-state
relationships. The issue is clear: The present exemption for
interest on state and local bonds has the general effect of a
blanket, no strings attached, federal grant-in-aid to the issuing
governments. It is achieved by giving tax favoritism to high-
bracket individuals with conservative investment instincts, to
commercial banks, and in lesser degree to some other financial
institutions., The state and local governments clearly desire
the general effect to continue. Those interested in the federal
tax structure deplore the method of achieving this effect because
of both the tax favoritism and the inefficiency or wastage involved
in resorting to the technique of favoritism, in that more federal
tax revenue is lost than the local governments obtain in aid.

The federal revenue lost annually through the exemption is about
$2,.63 billion. The aid annually obtained by the states and local
governments -- the amount saved through the lower interest rates
on tax-exempt bonds -- is about $1.9 billion. (Parenthetically,

* The definitional changes in the House Bill in the capital gain
area - as to collections of letters, papers, and memoranda; the
treatment of lump sum pension distributions (still inadequate as
to appreciated property); franchises; casualty gains and losses;
and sales of life estates (why is the income still considered
capital gain?) are improvements over present law, as are the
changes in the capital loss rules.




LR e

-15

to put this form of federal aid in perspective, the total amount
of grant aid to states and localitics is about $25 billion.)

The state and local governments carry no brief as such for
the federal tax windfalls and the wastage. Up to now, however,
they have not seen any other mechanism which can achieve for
them the gencral effect that the tax exemption produces. But
the future heavy financial demands on state and local governments
will diminish for them the amount of the grant-in-aid that the
tax exemption mechanism produces. The restraint on the scope of
the market for their bonds that tax exemption involves will cause
their interest rates to rise. At the same time, the tax favoritism
perversely is increased.

The inefficiency inherent in the use of the tax exemption
mechanism to achieve the grant-in-aid will thus hurt all the
governments involved. They now have a common interest in finding
a better path to the grant-in-aid.

The House Bill provides the solution of taxable bonds issued
on an optional basis by state and local governments. The federal
taxation of these bonds would remove the present tax unfairness.
Since the interest costs on taxable bonds would be higher than on
tax-cxempt issues, the Bill continues the aid to the states and
localities by authorizing the Treasury to pay from 30% to 40% of
the interest cost (25% to 40% after 1975). The payments would be
to the issuing governments periodically as interest falls due.
The payments would be automatic, with no strings attached. Hence,
the automatic non-Federal control of the present aid would con-
tinue. The issuance of taxable bonds would be optional, so that
the privilege still to issue tax-exempt bonds would remain.

It is difficult to see how states and localities can lose
under this arrangement. On the contrary, depending on the level
of the Treasury's interest payments, they could readily gain much
through actual interest costs on their part becoming less for
most localities than the interest costs on their existing tax-
exempt bonds. The Treasury could even make its payments around
45% or 50% of the interest without losing any money. It would
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then simply be turning over fully to states and localities the
amount that today goes wasted -- the difference between the
earlier figures of $2.63 billion federal revenue lost and $1.9
billion state and local interest savings annually.

There can be improvements in the provision, perhaps fixing
on a definite percentage of aid rather than letting the Secretary
vary the figure. There can be problems of transition and adjust-
ment. These are inevitable and all should work together to meet
them. Also the present difficulties plaguing bond issuers,
growing out of the unusually high interest levels reflecting
inflationary forces and counter measures, should not cause us to
lose perspective on the long-run aspects. Further, while there
may well be shifts in the traditional patterns of investment
dealer relationships and mechanisms, these shifts are hardly a
matter on which to base policy objectives. There can be other
alternatives to pursue, such as an Urban Development Bank. But
these alternatives need not be competitors, but complementary
solutions.

The matter must be kept in perspective. The House Bill
offers a present, rational approach regarding future issues of
state and local bonds. It should be accepted in this light and
efforts made to perfect it rather than seek to tear it apart and
strike it down. A solution of this character would both materially
lessen the federal tax unfairness as future issues go out on a
taxable rather than a tax-exempt basis and provide greater interest
savings to states and localities without any federal control of
their debt obligations.

Farm “Tax Losses". The House Bill unfortunately falters
severely when it comes to the matter of farm tax losses. The
abuses in this area have been well publicized. Essentially,
Treasury regulations permit farmers to expense items which are
capital items and so treated under commercial accounting prin-
ciples -- items such as the costs of raising livestock and the
costs involved in the pre-operation stage of orchards and
ranches. (There are other departures from financial accounting,
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such as the ability to use the cash method though inventories
are involved). The ability to expense items that are capital in
nature gives rise to current deductions that are in excess of
the current income from the cattle or orchard or other activity.
These excess deductions -- "tax losses" -- are quite valuable
when other non-farm income is present, since the farm "losses"
can then shelter that non-farm income from tax and thus leave the
non-farm income -- be it executive salary, investment house or
brokerage commissions, dividends and so on -- free of tax. The
tax picture is made all the swceter by the statutory treatment
of the sale of the products involved ~- the cattle or the orchard
-- as a capital gain transaction, so that the end of the road can
be 25% tax rates and not ordinary income rates. And the main
road of tax shelter need have no end -~ one herd of cattle can
be sold and another started, one orchard sold and another planted.
Wealthy non-farmers have been made increasingly aware of the
wonders of this tax system, under which the Government actually
pays the non-farmer money just to own the cattle or orchard and
the wealthier he is the more it pays him. These farm rules are
thus a "negative income tax" for well-to-do non-farmers. The
absurdity of the present rules is disclosed by data that show
that as people rise in the income scale they would appear to
have a remarkable propensity to run their farm operations at a
loss -~ the greater the income from non-farm sources, the greater
the loss from farm operations. Since the data also indicate that
people with high incomes do not show losses on other business
ventures, we can hardly conclude that when they go into farming
they uniformly stumble around and actually lose money due to
mismanagement or bad investment decisions. Rather, when we
observe the extensive literature which explains how wealthy
people can save after-tax dollars through showing “tax losses"
on farm operations, which really involve an actual net invest-
ment in the farm, and then shielding other income with those
“losses", it is obvious that the prevalence of these "losses"
is evidence of extensive use of a tax abuse.

b9
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The Housc Bill essentially does very little about this -- i
raises $20 million when an adequate approach would produce at
least $150 million. 1Its defects are two-fold: It continues to
allow these artificial farm "tax losses" to be used currently
but then would recapture them (the "excess deduction account")
on any later sale of the assets by treating the gain on sale as
ordinary gain rather than capital gain to the extent of the prior
losses. The House Bill, by allowing artificial losses currently
to be offset against and thus shelter non-farm income, permits
the tax on that income to be deferred until a later date. For
people in the upper brackets, tax deferral by itself is a valuable
asset -- the Government in effect makes an interest-free loan of

the tax amount and such loans in these days of 9% and 10% money l
are quite beneficial. 1In addition to this basic defect of struc-
ture in its solution, the House Bill imposes severe limits on the B

use of the solution: the farm loss must exceed $25,000 and the
non-farm income exceed $50,000.

In conlr-ast, Senator Metcalf and others have suggested a far
better approach. This approach would not allow these artificial
"tax losses" to be used currently, so that there would be no shelter
of non-farm income. On any sale of the farm assets, the losses
could then be used to offset any gain on that sale. His bill uses
a limit of $15,000 of non-farm income, and this exclusion is phased

out.*
The proper course in the farm area is to reject the House Bill
approach and follow Senator Metcalf's approach.**

* Senator Metcalf's bill could be strengthened by offsetting
the disallowed losses against the full gain on any sale, before
the application of the 50% capital gain deduction rather than
after that application, as the bill now appears to provide.

**  The House Bill provides for recapture of any excess deprecia-
tion deduction that may show up on a sale, as is done under present
law with other tangible property gcnerally, and this change is
desirable. The Bill also strengthens the "hobby loss" provision
(the Treasury suggestion of including anticipated increase in the
value of the property as an indication of a non-hobby would seem

a weakening of the House Bill). But these provisions are not
substitutes for an adequate solution to the main problem; they

are desirable complements to Senator Metcalf's approach to the
main problem.
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Real Estate. In many respects the real estate area is like
the farm area, except that "real cstate tax losses” arec used as
the shelter rather than “farm tax losses." The present tax laws
grant excessively favorable accelerated depreciation to buildings,
which provides far morec rapid write-offs than straight-line
depreciation. This excessive depreciation deduction, on top of
the other expense deductions for interest and taxes, not only
relieves recal estate rentals from tax, but is so large that it
spills over and shelters non-real estate income tax.

The investor is in many cases not interested in "cash flow"
from the building but in “tax flow" -- how much by way of deduc-
tions for interest on the mortgage, real estate taxes, and
accelerated depreciation will the building generate so that the
resulting "tax losses" (deductions in excess of rental income)
can offset dividend income, professional fees, salaries, etc.,
and thus "shelter" the latter from tax. The real estate shelter
is especially attractive because all these deductions belong to
the equity investor. Generally the equity investor can obtain
a high leverage effect. Further, through deductions of interest
and taxes during the construction of a building, he can often
recover his equity investment before the rental lease even
starts, so that the deductions available during the lease are
all a return on investment. The rental under the lease will
take care of the mortgage and real estate taxes.

For these rcasons, the rcal estate shelter -- office buildings,
motels, shopping centers, post offices, high rise apartment houses,
industrial buildings and so on -- has had a broad attraction. Thus
the announcement of the Government's decision to build a major
post office is also a major event in the halls of those institutions
that package tax shelters. Post Offices are privately owned and
leased to the Government, thus making the real estate shelter
available to the syndicate members who own the facility. ‘The data,
though not as complete as one would like, point to a far wider --
and still rapidly widening -- usc of the rcal estate shelter than
is generally realized. In fact, the use of this escape route may
rank just after the capital gain factor in magnitude.
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The House Bill makes a start on attacking this problem. It
reduccs accelerated depreciation on all new buildings, except new
rental housing, to 150% declining baiance depreciation instead of
200% declining balance and it limits used buildings to straight-
line depreciation. It also applies the present recapture rules
of personal property to rcal property, so that depreciation in
excess of straight-line depreciation is recaptured on sale by
converting capital gain to ordinary income to the extent of the
excess.

The allowance under the House Bill of 150% declining balance
depreciation for new buildings is still on the over-generous side,
and straight-line depreciation is more appropriate. Another
desirable step would be to require the capitalization of interest
and taxes paid during construction. The present option to expense
these costs is at variance with proper accounting procedures and
operates to accentuate the real estate shelter. The current
deduction of these capital costs often returns to the investor
nearly all of his equity investment at the outset. With nothing
in effect at risk, the benefits of excessive depreciation are
pure tax profit to him.

The House Bill does not change the depreciation provisions
applicable to rental housing, though no reason for the exception
is advanceq. The‘éovernment does have an interest in encouraging
rental housing. Government non-tax programs to aid such housing,
however, do not indiscriminately apply to all housing, but focus
instead on housing for low and middle income families. The House
Committee Report itself criticizes the use of tax benefits for
luxury housing:

"In the housing field the tax stimuli are more
effective for luxury- and moderate~income rental
housing where profitability and appreciation
prospects relative to risk are inherently more
attractive than in lower-income housing.

The "trickle down" supply effect for the lower
income rental housing market is slow and uncertain
in a growing general housing market.

Capital and other resource demands engendered by
the existing tax stimuli tend to expand luxury
housing, commercial, office, motel, shopping
center, and other forms of investment, squeezing

out lower income housing.”

-
——
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And yet the Bill retains tax benefits for all housing, including
luxury housing. There is no Government expenditure policy to aid
luxury, high cost housing. Why, therefore, should we have a tax
policy that in effect spends Government funds for such housing
instead of concentrating Government financial assistance where

it is needed. At the least, the benefits of accelerated depre-
ciation should be retained only for the type of rental housing
that is assisted under direct expenditure programs.

Even as to such housing it would be desirable to phase out
the tax assistance and allow the funds which that assistance
represents to be used directly by HUD in its programs. A termin-
ation date should therefore be put on this tax incentive for such
housing, and arrangements explored to achieve a transfer of the
funds involved at that date from the “tax expenditure budget” to
the regular Budget for housing.

The House Bill introduces a distinctly unwise tax policy when
it provides for five-year amortization of certain costs incurred
in the rehabilitation of low-cost rental housing. This is an expen-
sive tax incentive -- the revenue cost is put at $330 million.
There is no discussion in the House Report, and no study referred
to, indicating that if the Government is suddenly to spend $330
million more on housing, it should be spent in this fashion.

There is no indication that rehabilitation of low-cost buildings
has this high a priority or that this type of program and
assistance is the most effective that can be devised. Because

of the difficulties involved in rehabilitation, HUD up to now
seems to have given it a low priority. Scarce funds must be
allocated over many needs and apparently the economics of
rehabilitation are such that the money is better spent in new
construction. If HUD and the Congressional Committees concerned
with housing have come to this conclusion, it would seem irrational
for the Treasury and the Ways and Means Committee suddenly to
start spending Government funds on a different basis. Surely with
other established housing programs not fully funded, a better use
for this $330 million exists. It is one thing for HUD to accept
money from any sourcc and not turn down such gifts, but this is
hardly a wise use of scarce Government resources.
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The Treasury itself seems to have reservations on tax
incentives in the housing area, for it states:

. "We are concerned with the continued heavy
reliance upon tax incentives as a means of
achieving our national housing goals, and
believe that consideration should be given
in the near future to other additional
methods of doing so."

Given this concern, it is difficult to perceive the wisdom of
suddenly laﬁhching a new tax incentive with no study behind it
and in an area that seemingly has been regarded by housing
experts as having a low priority when it somes to spending
Federal funds.

Together with the continued accelerated depreciation assis-
tance for all rental housing, we presumably will be spending over
a half-billion dollars through the tax system on such housing.
It would be far wiser to turn these funds over to the non-~tax
expenditure programs of Government.

Natural Resources. I will discuss the matter of percentage
depletion and other natural resources tax changes in connection
with consideration of the corporate tax.

Other Items. The House Bill in a number of areas has desir-
able corrective provisions that will strengthen the equity of the
individual income tax, which I will here merely list:

-- the requirement that corporate earnings and profits

be computed on the basis of straight-line deprecia-
tion, thereby ending the present system of creating
tax-free dividends to shareholders, especially in
the public utility area, through computing earnings
and profits on the basis of accelerated depreciation.

-- the taxing of distributions to beneficiaries of
accumulation trusts and multiple trusts at the tax
brackets applicable to those beneficiaries rather
than, as at present, at the lower tax rates applicable
to the trusts.

-~ the tightening of the rules regarding restricted
stock compensation plans.

g
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-- the tightening of the rules regarding the treatment of
stock dividends when two classes of stock exist and
the rules regarding stock dividends on preferred stock,
the changes in effect largely embodying existing regu-
lations in the statute.

-- the revision of the treatment of employee deferred

compensation so as to allocate its consequences for
tax purposesto the years in which the compensation was
earned.

House Bill Solutions -~ Overall Approaches

In addition to the above direct approaches, the House Bill
has two overall approaches, or back-up provisions, designed to
increase the fairness of the tax. These two approaches are a
pinimum individual income tax or limit on tax preferences, and
the allocation of deductions.

Limit on Tax Preferences. The limit on tax preferences =--
or minimum income tax -- is premised on the position that what-
ever may be the merits of the major tax preferences that are
retained, of overriding importance is the principle that every
individual with substantial income should pay a minimum tax
toward the cost of Government that itself bears a relationship
to the economic income involved. To achieve this, under the
House Bill a 50% ceiling is imposed on the amount of a taxpayer's
total income (taxable items plus tax preferencz items) that can
be excluded from tax. In other words, speak’.ng generally, if
the tax preferences exceed 50% of total income, the excess
becomes taxable.*

¢ The technique is similar to Senator Harris' minimum tax bill,
except that Senator Harris' bill would apply the regular tax rates
to any part of the 50% of capital gain that is reached by the min-
imum tax, thus not making the 25% alternative rate applicable to
that part. This was the effect of the February Treasury Proposal
for a minimum tax. The House Bill version does not alter the 25%
alti:ernat:ive rate. This is done under the direct changes in capital
gains,
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The tax preferences covered by the House Bill are state and
local bond interest (included gradually over 10 years); one-half
of capital gains; appreciation in value of property contributed
to charity; excess depreciation on real estate; and farm tax
losses.

Two important items are missing from this list: percentage
depletion and intangible drilling expenses. These omissions are
serious aspects, since for those engaged in natural resources
activities, the effect of the limit on tax preferences is fully
negated. There is no reason to omit these items. The theory of
a minimum tax -- or a limit on tax preferences -- is not to pass
judgment on any particular tax preference. The theory instead
accepts the view that for one reason or another the particular
preference is to remain. But the theory asserts an overriding
concept of tax equity that there must be scope for the principle
that each individual with significant amounts of income must pay

some tax to the Government. Any preference, no matter how merito-

rious it is considered by its adherents, must make accommodation
to this competing principle of tax equity. In this light, per-
centage depletion in excess of capital investment and intangible
drilling expenses should be covered as preference items. The
Treasury so suggests, though it would still exclude intangible
drilling expenses of individuals whose principal business is
exploration for oil and gas. Obviously such an exception is at
variance with the principle of the limit on tax preferences and
is unadvisable.

The Treasury suggests three additions to the list of tax
preferences: interest and taxes paid during the period of con-
struction of a building; excess depreciation in the case of a
lease of equipment and other personal property; and the new
five-year amortization of rehabilitation outlays for low-cost
housing. The first two additions are desirable assuming the
matters are not dealt with directly, which would be preferable
-- the interest and taxes should be capitalized as stated
earlier; the lease abuse could be handled, even administratively,
by a better delineation between what is really a sale by the
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purported lessor accompanicd by a loan, since many of these leascs
are essentially financing arrangements, and what is a real lease.

The third addition indicates the error of embarking at all on the

new tax preference for rehabilitation.*

Allocation of Deductions. As stated earlier, income excluded
because of tax preferences provides in effect a double bencfit --
the income is excluded and the taxpayer is then permitted to reduce
his remaining income by the full amount of his itemized deductions.
70 eliminate this double benefit, the House Bill contains an
allocation of deductions requirement. Under this provision item-
ized deductions must be allocated between taxable income and excluded
income. The portion allocable to the excluded income would not be
allowed as a tax deduction.

The proposal is clearly appropriate. The policy issue involved
is the content of the tax preferences that are taken into account
in determining the excluded income. The House Bill parallels the
limit.on tax preferences proposal by covering the same preferences,
with two exceptions. It here does cover percentage depletion and
intangible drilling expenses, which is proper (and with which the
Treasury agrees, without any of the exceptions as to intangible
drilling expenses of those engaged in the oil business). It here
excludes, however, interest on existing state and local obligations,
which is wrong. The Treasury here recommends existing obligations
be covered, without any ten-year phase-in. The Treasury here also
recommends the additional three matters mentioned under the limit
on tax preferences.

The proper course is to make the two provisions, allocation
of deductions and limit on tax preferences, parallel in scope.
Moreover, the two provisions should be given a wide scope, in
keeping with their back-up objective to maintain a degree of tax
equity despite the various factors which require the continuation
of some tax preferences. Hence the proper course is to provide a
parallel treatment by including the wider coverage in each case
where there is a difference in the House Bill.

¢ The House Bill applies a five-year carryover rule to the
limit on tax preferences. This seems unwise and to .improperly
dilute the application of the limit.

’
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A word should be added as to two items. In the case of
state and local bond interest, the Treasury urges that the
interest not be covered under the limit on tax preferences because
of doubts as to the constitutional validity of that step. No
legal opinion has been provided by the Treasury or the Department
of Justice stating that the inclusion would be unconstitutional,
Moreover, both Departments in the past have published opinions
affirming the constitutionality of the taxation of such interest.
It would appéar to be the proper course on this record to at
least allow the Supreme Court to render its judgment. Others
have urged that under both LTP and Allocation that interest on
existing obligations not be covered (and the House Bill so pro-
vides as to Allocation), presumably so as not to defeat expecta-
tions of existing holders. This argument goes too far, for it
would sanction the assertion of a vested interest in a tax prefer-
ence and in a situation even where full taxation is not involved.

Moreover, the argument overlooks the effect- of the provision
under the House Bill for subsidized future issues of taxable state
and local obligations. Under that provision, if a significant
amount of such taxable bonds are issued -- and there is no reason
why this should not result -- tax-exempt bonds will begin to
become a relatively scarcer commodity and the value of existing
obligations will accordingly rise. Thus a windfall benefit would
be granted to existing holders. The inclusion of existing obliga-
tions under the LTP and the Allocation provisions is thus but an
offset ~- and not too strong an offset -- to this windfall benefit.
It is hard in this light to see any ground for complaint by exist-
ing holders. There is also no reason for any slow phase-in, as
under the House Bill. Further, the coverage of existing bonds
cannot as such affect state and local governments, for the bonds
have been issued. The rates they must pay on their future issues
will be determined far more by the effect of the taxable bond
option than by inclusion of obligations, existing or future, under
LTP and Allocation.
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A seconi aspect concerns appreciated property given as a
charitable contribution. The House Bill treats the non-inclusion
in taxable income of the appreciation as a tax preference - which
it is - and therefore covers such appreciation under the LTP and
Allocation proposals. The Treasury now suggests that this cover-
age be deleted because it believes it would unduly restrict
public support of charitable institutions. Such exclusion, how-
ever, would clash with the basic rationale underlying these two
back-up provisions, for their operation as stated earlier is not
dependent on the reasons for the tax preference. In the final
analysis, all tax preferences exist because the Congress decides
that financial assistance is to be given through the tax system
to the activities involved. The LTP and Allocation proposals
set up a balancing principle, that the financial assistance be
tempered by some adherence to the principles of tax equity.

This balancing principle is applicable to appreciated property
given to charity as well as to the other tax preferences,

Moreover, there is no reason why donors of appreciated
property should have a greater opportunity to place Government
resources at the disposal of charities -- which is the effect
of the tax benefits given to gifts of appreciated property --
than donors of cash. I very much doubt that the Congress would
provide directly that if a person contributed $100,000 in fully
appreciated property he could deduct say 135% of the gift but if
he contributed $100,000 in cash, he could deduct only 100% of the
gift -- yet such a discriminatory result is the general effect of
our present rules. The existing law does discriminate in favor
of the donors of appreciated property and their value judgments
as to which institutions and charitable functions to support.

The issue is a troublesome one, not because of its tax aspects
because the tax answer is clear, but because of the values we
ascribe to our charitable institutions. But one can well fear
that an exception on this ground can lead to other exceptions in
favor of those who will argue -- and they will -- that their tax
preferences also serve worthwhile purposes, and soon the LTP and
Allocation provisions would be eroded away.
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Other Provisions in House Bill

Limitation on Interest Deduction. The House Bill contains a
limitation on the deduction of personal interest on funds borrowed
for investment purposes. The limit would be that of investment
income including capital gains plus a §25,000 floor. The limit
would not extend to interest on funds borrowed for business pur-
poses or for a home mortgage.

Studies of the tax returns of high-income individuals under-
score the importance that the interest deduction plays in permit-
ting these individuals to achieve low or non-existent tax
liabilities. Long ago it was recognized that the interplay *
between deductible interes: on borrowed funds and favorable tax
treatméat of the activity in which the funds were invested would
play havoc with the fairness of the individual income tax. Present
law thus disallows the deduction of interest when it is connected
with tax-exempt bonds. But to confine the restraint on the inter-
play to this narrow area is obviously inadequate to meet present
day tax-escape sophistication. The House Bill approach is
especially important in the case of growth stocks and other assets
which appreciate over time without a current cash flow. Our
present law does not tax current appreciation in value until it
is realized by sale, and this deferment of tax is in itself
valuable. The denial of a current interest deduction would thus
match the deferment of the inclusion in income of the appreciation.
Further, if the asset is retained until death, the appreciation
entirely escapes income tax.

.The Treasury argument that the provision discriminates
against the person with earned income, no investment income, but
borrowings invested in growth assets is hardly an adequate reason
to drop the provision. In a sense, in terms of the ratio of
borrowings to tax-sheltered property, such a person has the
highest ratio, 100%, and in that sense is maximizing the use of
the interest deduction. Nor would such a person be hampered by
the Allocation of Deductions proposal. In the case of the
interest deduction, it has become clear that a direct limitation
is needed, in addition to the Allocation provision, and the House
Bill provides this strengthening. :
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Earned Income Maximum Rate. The House Bill provides that
the tax rate on earned income shall not exceed 50%, so that this
tigure becomes the maximum marginal rate for earned income. I
believe this ‘provision to be unwise and the wrong approach to
setting limits on the progression of the income tax.

A principal reason advanced for its support is that it will
cause executives and self-employed persons to be satisfied with
the lover tax result on their earnings and not seek tax shelters.
This does seem a peculiar way to reward the past pursuit of tax
shelters. Moreover, the top rate of 50% would remain even if
these individuals continue to pursue tax shelters. Under the
House Bill, for example, an executive can have his lower tax on .
earned income and als& his tax shelter of depletion and intangible
drilling expenses, which are not cov or of interest

his lower tax on earne¢/income and also haye securities whi
are appreciating in yalue and which appretiat will not be

taxed at his death /
. If we are to/set limitg~on the mgreA ion of“the individual

but a ov‘rall
be ;‘1 terms,

taxable income|without Zegard-o hi 2N, come ., ~~dor ghould
we rush into 1limits on pyogressibm until q “hgve jreally covered
all the serioud avenues &f tax c‘\pe, a:fﬁhgt

securities tranyferred at) death r ns W

progression of the
proposal respecting e
Summary as to Individual

the problems of tax reform under the al income tax:
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-=- As to low-income taxpayers, the Bill fully meets the
problem of the present system, that of taxing those
below the poverty level and placing unfair burdens on
those low-income families above that level.

-- As to middle~income taxpayers, the Bill meets the major
goal of restoring tax simplicity and tax equity in the
case of the personal deductions by significantly increas-
ing the standard deduction. The Bill could be improved
by revising the tax treatment of the elderly, setting a
threshold for charitable contributions and allowing them
outside the standard deduction, and disallowing the
gasoline tax deduction.

-= As to high-income taxpayers, the Bill commences in a
significant way to restore tax fairness through its
elimination of the unlimited charitable contributions
deduction; its removal of the alternative rate on
capital gains and the extension of the six months
holding period to a year; its provision for future
issues of taxable state and local bonds; its partial
cut-back on the tax preferences accorded real estate
~-- a cut-back which should be pushed further; and
a number of other special matters. 1Its adoption of
the minimum tax or limit on tax preferences and alloca-
tion of deductions provisions provides a partial offset
to the remaining preferences that will, if properly
implemented, serve to prevent the gross escapes from
tax that are now prevelant. But these two provisions
as presently structured have serious omissions which
should be corrected.

-= The Bill falters seriously in its treatment of farm
tax losses and embarks on an unwise approach in placing
a 50% limit on the top marginal rate applicable to
earned income. It also unwisely introduces a new tax
incentive in the five-year amortization of certain rental
housing rehabilitation expenditures.
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The Corporate Income Tax

The corporaie income tax presents a different set of problems.
we are not dealing with a progressive tax and the ability to pay
concept that underlies such a tax. Nor, in the large, are the
pressures for simplification so intense, though the less complex
the tax, the better. The goal under the corporate tax should be
to apply its rate as uniformly as possible to all business net
income. Dephrtures from this uniformity will have the effect of
pushing resources into the favored areas. We should at all times
be aware of these departures and the revenue costs involved, so
that we can determine whether the resulting allocation of resources
is in the direction we want and, if so, it is being achieved effec- *
tively with the least expenditure of Federal funds. For, as has
been pointed out many times, revenues lost through tax preferences
for certain activities are expenditures which should at least meet
all the tests applied to direct budget expenditures.
Departures from Uniformity

We can approach the question of the extent and nature of
departures from uniformity under the corporate income tax through
an examination of effective tax rates. The corporate income tax
can generally be regarded as requiring corporations to pay tax
at a 48% rate (apart from the 10% surcharge) on their total net
income as net income is usually defined for business purposes.
T™his is what would happen if there were no surtax exemption (under
vhich the first $25,000 of income is taxed at 22%), no investment
credit, no special capital gain rate, and no special deductions
or exclusions. Without these items, the effective rate under the
corporate tax would be 48%. The actual effective rate for all
industries on total net income, however, is only 37.5%. The
question is, therefore, what factors reduce the actual effective
rate from 48% to 37.5%?

\Looking at all industries together, if we consider only the
effect of the surtax exemption and the investment credit --
matters of general application -- the expected effective rate
vould be lowered to 43.4%, For manufacturing, generally, the
expected effective rate would be 44.9%. The actual effective
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rate on total income for manufacturing is 43.3%. This is so close
to the expected rate of 44.9% that, as a general proposition, we
can say that the tax applies with reasonable uniformity to manufac.
turipg activities. The cause of the reduction from the expected
rate of 43.4% for all industries to the actual rate of 37.5% must,
therefore, lie in lower effective rates on certain types of
activity. The data show this to be the situation.

The effective rates for those activities that vary most
significantly from their expected rates are:

Expected Effective Actual Effective

Rate Rate
Natural Resources
Petroleum 44.8% 21.1%
Other Mineral Industries 42.7% 24,.3%
Lumber 41.2% 29.5%
Financial Institutions
Commercial Banks 43.4% 24,.4%
Mutual Savings Banks 42,.4% 5.3%
Savings & Loan Associations 40.4% 14.5%

The major aspects of unevenness of the corporate tax are thus
prinarily a matter of the tax preferences applicable to two indus-
tries -- natural resources and financial institutions.

House Bill Solutions

" Financial Institutions. The House Bill takes important steps
in cutting back on the tax preferences accorded financial institu-
tions. 1t would eliminate the existing excessively generous and
artificial bad debt reserve granted by Internal Revenue Service
rulings to commercial banks and instead apply the rule of actual
experience, which governs all other business activities. It
would alqp'eliminate the present trcatment of the losses of banks
on bond sales as ordinary losses while the gains are regarded as
capital gains, by making both losses and gains ordinary in characte
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The Bill, however, still permits commercial banks to have
full cxemption from tax of the interest on state and local bonds
vhile also allowing full deduction of the expenses involved in
obtaining that interest. The retention of this tax preference
vill permit commercial banks still to enjoy tax rates below
those applicable to business generally.

There is no persuasive reason why commercial banking should
have a lower tax rate than other business activities. Certainly
the arguments of banks that they must have excessive bad debt
reserves to meet a possible serious decline in the economy are
vithout merit. Their pessimistic outlook for the future should
not be rewarded by tax favoritism. There are mechanisms at hand
to allow full scope to that pessimism without its providing tax
benefits for bank shareholders year after year. Thus the Bill
provides a ten-year carryback of bad debt losses. The banks say
that this is not a current asset for financial purposes. The
answer then for this problem is to use the provision Congress
adopted in 1967 to solve a similar assertion by the mortgage
reinsurance companies (Code Section 832(e)). The present law
here allows the deduction of a larger reserve than experience
vould dictate but requires that the tax benefit of that deduction
be invested in special Federal Government “tax and loss" bonds
that are non~interest bearing. These bonds would be redeemable
and the reserve restored to income in ten years and then taxed
(unless it were earlier required to use the reserve). In this
fashion, an asset -- the Government bond -- is available as an
asset on the balance sheet to meet the pessimistic possibilities
seen in the future, but that pessimism is not rewarded with a tax
benefit.

The Bill reduces the over generous and artificial statutory
bad debt geserve deductions accorded to mutual savings banks and
savings and loan associations, though leaving the deductions
higher than those permitted commercial banks. It gears these
higher deductions to investments in certain types of assets,
principally residential real estate. Here it unduly favors
mutual savings banks through a lower investment requirement (72%)
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-- the difference in treatment is not justified and the mutual
savings banks should be placed at the level of the savings and
loan associations (82%). Moreover, it would be appropriate for
tax purposes to place both institutions on the same bad debt
actual experience reserve approach applied in the House Bill to
commercial banks., Studies in 1961 showed this to be the proper
course. Any requirements as to investment could theh be handled
in non-tax legislation. And any assistance deemed needed for
residential and multi-unit housing could equally be handled
through the non-tax measures.

The Treasury recommends that all these institutions should
equally be limited to a bad debt reserve based on actual experience.
But it couples its suggestion with a recommendation for a special
deduction of 5% of the gross income obtained from certain loans,
including residential rea' property loans and student loans. Here
also, this resort to special tax incentives for special purposes
is unwise. If these loans are to be assisted by Government funds,
it should be done outright - as in the example of student loans
where the Government directly meets part of the interest cost.

(Any aspect of high risk on certain loans is adequately met through
a bad debt reserve based on actual experience). The Treasury recom-
mendation is really the start of a percentage depletion system for
financial institutions and has all the potentiality for the develop-
ment that has marked such an approach in the natural resources area.‘

* There are other problems with the proposal. Thus, it would
mean both lower taxes and less assistance to housing in the use
of the savings and loan associations. It would also permit stock
savings and loan assogiations to pay out the tax benefits to their
shareholders, which is not permitted today in the case of the
artificial bad debt reserve deductions. Also, the amount of the
deduction --.and hence the assistance to the borrower -- depends
on the extent to which the institution has certain tax shelters,
such as tax exempt bonds. But if the borrower necds assistance,
why should he be denied the assistance because the bank has a
tax shelter -- it is a curious system that would deny a needy
student a loan because the bank has bought tax-exempt securities.
Of course, tax equity explains the connection. But the result
underscores the undesirability of resorting to the tax system

at all as a mechanism to assist borrowers.
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Natural Resources. In the natural resourccs area the House
Bill reduces by about 25% the present rates of percentage deple-
tion. It eliminates the tax abuses possible through the use of
mineral production payments and ABC transactions. It tightens
the rules applicable to mining exploration expenditures. It
does not, however, change the present liberal treatment of
intangible drilling expenses for oil and gas wells. And it
does not deal with the capital gains tax preferences granted to
timber, except as it increases the capital gain rate generally
for corporations from 25% to 30%.

This Committee has before it the results of a study prepared
for the Treasury Department, the Consad study, relating to the
effectiveness of the present tax treatment for oil and gas. One
would suspect that the results of that study -- which concludes
that the present tax mechanism for assistance to these activities,
if assistance is needed, is quite wasteful -- would be duplicated
in the case of the percentage depletion accorded to other minerals.

The Treasury recommends a recapture rule on the transfer of
an oil or gas well under which any gain on the transfer would be
ordinary income tn the extent of intangible drilling expenses
previously deducted, and this recommendation is appropriate. It
also disagrees with the provision in the House Bill extending the
cut-off point for percentage depletion on oil shale to include
non-mining process. This disagreement is well taken. Tax history
has shown that persistent efforts to extend the cut-off points for
the various minerals receiving percentage depletion have been
quietly effective in amplifying the depletion advantage, and often
more effective than any likely upward change in the depletion rates
themselves. A Treasury report to this Committee on the varying
cut-off points applicable today, and the differences in value (to
vhich the depletion rates apply) between those points and cut-off
points more consistent with an effort to stop at the mine would
be quite constructive.

The Bill changes the rules applicable to the treatment of
foreign minerals, some of the changes occuring through changes
in the foreign tax credit rules. The thrust of the changes is
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to insure that U. S. companies do not, through deductions for
the development of mineral interests abroad and through excess
foreign tax credits arising in the foreign mineral operations,
reduce the U. §. tax on their U. 8. income or the U. S. tax
appropriate to other foreign income. The Treasury has suggested
improvements in the foreign tax credit provision, which would
make the determination of the excess credit turn on the effect
of the availhbllity of the depletion deduction under U. S. law.}!

Multiple Corporations. The House Bill would end, over an
eight year transition period, the present tax favoritism granted
to those businesses which operate through the use of multiple
corporations rather than a single corporate unit. The result is
sound, and long delayed. Whatever may be the reason why a busi-
ness chooses to use multiple corporations, be it traditionm,
business reasons, state laws, or pure tax avdidance, there is
no tax justification for providing it with a lower tax than an
enterprise with similar total income but fewer corpdrate unite.
The efforts to rationalize this tax preference, which efforts
often are a tribute to the imagination and resourcefulness of
the legal and accounting professions, have over the years reached
new heights in the defense of this provision -- a provision which -
in reality has no sound argument for it at all. One would think
the beneficiaries of the provision would feel grateful that it
has been kept alive so long. Moreover, the House Bill is exceed-
inqiy generous in allowing a phase-in of the intercorporate
dividend deduction and pre-consolidated return loss benefits
during the phase-out of the multiple corporation benefit; it would
be more appropriate to deny these benefits until the multiple cor-
poration benefits end.

New Tax Incentives. When one looks at the House Bill overall,
one sees thaé most of the reform efforts are directed at reducing

* These recommendations are similar to those made by the
Treasury in 1963. The Treasury in its suggestion does not
include the availability of the deduction for intangible dril-
ling expenses or other development costs in the determination
of the excess credit. It would seem this should be covered,
unless the interplay with the recapture provision applicable
to such expenditures provides sufficient protection.
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the impact of the various tax incentives that have entered our
tax law gradually over time, either through statutory provision
or adninistrative action. There are relatively few provisions
in the Bill directed at remedying mistakes in tax structure,
that is mistakes in which there was no intention deliberately
to confer a tax benefit for incentive or other reasons but
rather matte;s in which the technical tax structure just didn't
vork correctly. Examples in the Bill of such structural repair
are the corrective rules applicable to multiple corporations,
accumulation trusts and multiple trusts, mineral production
paynents, restricted stock, tax free dividends, deferred com-
pensation and stock dividends.

The major part of the Bill, in substantive scope and revenue
impact, relates to tax provisions which, whatewer their origins,
are supported by their adherents on tax incentive grounds. The
fact that the task of tax reform today really consists of a
scaling-back of all these tax incentive provisions -- because of
their ineffectiveness, their waste of Government resources, their
misallocation of Government resources, and their effect on tax
equity -- is underscored by the House 8ill. 1Its major provisions
relate to existing tax incentives for real estate, financial
institutions, natural resources, investment, state and local
government assistance, farm activities, and so on. These Senate
Pinance Committee Hearings indicate that once a tax incentive
takes root in the tax law it is a very difficult matter to restrict
or eliminate it, especially if it has the protective coloration of
being cast in a traditional jargon and structure indistinguishable
to most persons from the jargon and structure that mark most of our
Internal Revenue Code.

All this being so, it is indeed unfortunate that the House Bill
opens up three new tax incentives, and that the Treasury would also
seek to adopt others. The House Bill provides five-year amortiza-
tion for pollution control facilities; five-year amortization for
rehabilitation expenditures on housing; and seven-year amortization
for railroad cars. It appears that "amortization" is now the magic
vord and we may be witnessing the beginning of a wide schedule of
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amortization periods for various businesses and activities ukin
to the schedule of percentage depletion rates.

The Treasury deplores the railroad car amortization, probably
doesn't want the pollution facility amortization and would certainly
cut it back in scope, and seems responsible for the rehabilitation
amortization. As stated earlier, it would introduce a new type of
tax incentive for certain loans by financial institutions.

In all, the House Bill in its amortization incentives has a
revenue cost of $830 million. If to this is added the retained
excessive depreciation for housing, especially luxury and high
cost housing, the Bill involves over $1 billion of tax incentive
expenditures. If one is seeking to reduce the net revenue cost
of this Bill, these are areas in which one could properly start.
If funds of this magnitude are to be spent for social and other
programs, they ought to be spent directly as Government expendi-
tures and in accordance with carefully selected priorities in the
various programs.

I have previously discussed the weaknesses of the housing
rehabilitation provision. The Treasury has described the weak-
nesses of the railroad car provision. As to the pollution facili-
ties provision, which will cost $400 million, the Treasury has
described some of its weaknesses in urging that it be cut back.
But more can clearly here be said.

Legislative committees have struggled long and hard to find
the most efficient ways to expend Government resources in the
battle against pollution. There are many claimants for Government
dollars and those concerned about combating pollution have found
it difficult to secure the funds they desire. Interested legisla-
tors speak of scrounging a few more millions here or there to add
to an inadequate Budget figure. Yet now, at one stroke, the Ways
and Means Committee decides to spend $400 million (by 1974) in
the pollution control area by allowing five-year tax amortization
of the cost of installing pollution control facilities. But the
Committee does not refer to any study which indicates that -- if
the Government is to allocate an additional $400 million to pollu-
tion control -- the particular device and particular approach
chosen by the Ways and Means Committee would have top priority.
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Instead, $400 million is allocated to this purpose without any
coordination with other planning or expenditures in the pollution
control area and without regard to what are the priority needs
once it is decided to add $400 million to pollution control
expenditures. It is quite likely that the top priority lies in
assistance to municipalities and not to industry.

1f these tax incentive provisions are to remain, they should
at least have a definite termination date and, as suggested earlier,
arrangements made to transfer the funds involved to the direct
expenditure programs of the agencies concerned. .

Foundations and Tax Exempt Organizations. The House Bill con-
tains extensive changes in the treatment of foundations. A number
of the provisions deal with abuses that have been documented ’
earlier by the Treasury Department -- self-dealing; failure to
make adequate current distributions; ownership of businesses;
utilization of the foundation by the donor as an instrument to
facilitate control of a business; and speculative investment of
assets. Provisions correcting these abuses are sorely needed.

They would be of material assistance in rescuing private founda-
tions from the cloud that now hangs over them.

The financial assistance given foundations through the tax
system can be justified only if their sole purpose is to function
as genuine philanthropic institutions. If the foundations want to
serve other purposes besides philanthropy, then they should not
receive that assistance and should not complain if the Congress
and the public regard them with unfriendly suspicion. Thus those
who urge that foundations are useful institutions to perpetuate
family business or to keep particular businesses from being
absorbed in merger investments, may perhaps be wisely serving the
businesses involved, but they are not wisely serving either the
foundation as an institution or the purposes of philanthropy.

These purposes of protecting businesses are not the functions of
philanthropy. Our colleges and our other charitable institutions
do not concern themselves with these non-philanthropic goals. If
our foundations wish to merit and fulfill a useful institutional
role in our society, they should and can do so only by functioning
solely as philanthropic institutions.
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For these reasons the liouse Bill provisions concerning thc.e
matters should not be weakened as many are urging. Nor should
there be special exceptions for any foundation, such as the pro-
vision in the House Bill allowing the Kellogg Foundation to own
over 50% of the Kellogg Company.

Other provisions of the House Bill in the foundation area
deal with different matters. One, the 7-1/2% tax on investment
income, is unadvisable, if the provisions countering abuses are
strong enough to insure that foundations are functioning solely
as philanthropic institutions. If it is determined that there
should be a modest fee to meet the cost of administration, it
should be based either on asset value or income distribution
(including the 5% minimum) -- to use only net investment income
would favor the foundation that invests in non-income producing
assets.

Other provisions deal with the operational activities of
" foundations and are designed to maintain a philanthropic posture
as contrasted with political activities, lobbying activities and
the like. These provisions require careful articulation and
drafting lest the pursuit of the goals involved, which in general
purpose are appropriate, does not in the day-to-day operation of
the provisions hamper the basic philanthropic functions of these
institutions.

The provisions in the House Bill relating to other tax-exempt
organization problems, such as the strengthening of the unrelated
business income tax and the taxing of the investment income of
social, fraternal and similar organizations, are all improvements.
Summary as to Corporate Tax

The House Bill is a significant step forward in beginning to
meet the problems of tax reform under the corporate tax:

- With'respect to the industries with the present lowest

effective rates:

-- As to financial institutions, the Bill brings the
effective tax rates of the commercial banks, mutual
savings banks and savings and loan associations
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closer to those paid by business generally, and also
reduces the range differences within these institutions
themselves. 3 ‘

-= As to natural resources, the Bill reduces the percentage'
depletion rates by about 25% and ends the abuses asso-~
ciated with mineral production payments. But it fails
to deal with the aspect of intangible drilling expenses
in the o0il industry and the tax preference accorded to
timber,

With respect to other preferences:

-~ The Bill ends the tax escape now provided for multiple
corporations.
~-- The Bill cuts back on the tax preferences accorded to

real estate.

~- The Bill strengthens the rules governing foundations
and other tax-exempt organizations.

But the Bill has a serious weakness in the addition of new
tax incentives:

-- The five-year amortization for pollution control
facilities.

-- The five-year amortization for housing rehabilitation

expenditures. ‘
-- The seven-year amortization for railroad cars.

A Word on Pessimism and Tax Benefits

There is no one so pessimistic about the future of the country
as an industry or taxpayer faced with losing a tax preference.
These Hearings seem replete with industries and taxpayers who can
see only gloom ahead. The correlation between pessimism and tax
benefits is indeed high, for these prophets of gloom assert that
their pessimism for the future should be reflected in continued
or increased tax preferences.

Thus, the Stock Exchange sces a pessimistic future for invest-
ment and asserts that its pessimism be met by keeping the prefer-
ences unchanged for capital gains. The financial institutions are
pessimistic about a possible depression and therefore seek higher
bad debt reserves -- and higher tax benefits -- to match that




-42-

pessimism. The mutual savings banks and savings and loan associa-
tions are pessimistic about the future of housing and scek tax
benefits that rcflect that pessimism. Wealthy non-farmers worry
about the future for cattle and horses and orchards, and seek to
retain farm "tax loss" shelters to house their pessimism, The
natural resources industry is alternatively pessimistic about
national security and the price consumers of gasoline will have
to pay, and seeks tax benefits to dispel that pessimism., And oo
it goes as to almost every provision in the House Bill, even as
to the "small businesses" housed in the multiple corporations of
an enormous multi-state enterprise.

Most of the pessimism is self-assertion, for there are few
studies, if any, that document the beliefs. No one wants to sce
if his view of the future is wrong, for that course mecans the
loss of tax preferences. All would prefer to be gloomier, for
that course could mean increased benefits if their view of the
tax system is accepted. For all see the tax system as a device
to pour out financial assistance to industries and activities
that do not want to trust to the marketplace. The accent is
not on private enterprise, but on private enterprise plus tax
assistance. None is willing to pull back on the preferences so
we can see if the pessimism is really warranted and to see if
Government assistance is really needed. And then, if the assis-
tance is really needed, to see it provided through direct expendi-
ture programs.

It should be clear by now that this tax incentive rationali-
zation, this infusion now of social goals into tax provisions
adopted long ago without any thought of incentive or social pro-
grams or the like, can only be destructive of an equitable tax
system and an efficient use of Government resources. It is the
proper course now to cut back these tax incentives and await the
future. The House Bill is a good start and should be pushed for-
ward, not stripped back.

Rates of Tax and Revenue Cost

My principal purpose is to discuss the structural tax reform
provisions of the Hlouse Bill and hence I wish to say only a few
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words regarding the rate structure.

As stated earlier, those first in line for tax reclief when
reduction is considered fcasible, are the low-income taxpayers.
Those next in line are the middle-income taxpayers not itemizing
deductions for personal expenses. The House Bill fully meets
these two claims for relief. It then goes on to reduce tax rates
throughout the rate schedule. The result is a total long-run
revenue loss of $2.4 billion.

Looking ahead to 1979, such a loss is hardly significant,
considering the hazards of revenue estimates. 1In all likelihood
such a tax reform bill cannot provide a net revenue gain, even
though an appraisal of national priorities would put more
emphasis on expenditure programs than such a large tax reduction.
The House Bill before tie last round of tax reduction added after
the Bill was reported, was in this respect a better balanced bill
-- from the expenditure-tax reduction aspect -- than the Bill as
it finally passed the House. And even the Committee Bill could
be regarded as too gencerous in some of its rate reduction in the
brackets above the middle. But aside from these thoughts, the
margin for concern about the revenue aspects, i.e. the $2.4
billion loss in 1979 considered as an absolute matter, is small,
The Treasury appears to recognize this, for its changes would
leave a revenue loss of $1.3 billion -~ the difference of §1
billion is hardly cause for major economic judgments.

The important matter is the composition of the tax reductions.
The Treasury approach to the House Bill, as described earlier, is
to make the across-the-board individual reduction paramount and
then to strip back the relief for low and middle income families.*

* The House Bill has a considerable revenue loss ~- $650 million
-- through a change in the treatment of single persons. I would
not give this matter such a high priority, especially since the
relief for lower and middle-income taxpayers will to a very large
extent mecet the problems of single persons in these brackets. If
we are to give further relief to single persons, the Treasury sug-
gestion in this area is an improvement over the House Bill.
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As a consequence, the tax liability reduction under the Treasury
approach shows a large reduction in the $0 - $3000 bracket and
then proceeds to a relatively flat decline from $5000 on to
$100,000. In contrast, the House Bill shows significantly larger
reductions up to the $20,000 bracket than the Treasury approach,
and the slope of the tax reduction is far from flat. There is
no question but that the House Bill has a fairer distribution of
the tax reduction.

The Treasury approach, after cutting back the reductions in
the low and middle-income brackets, is then to use the revenue so
obtained to reduce the corporate tax rate by two points. Such a
change is not defensible on tax equity grounds or on economic
stabilization grounds. The Treasury desire to remove the invest-
ment credit was based on the ground that capital formation was
at a high level now and no general investment incentive was
needed. From a stabilization standpoint there is no point in
substituting a corporate rate reduction for the investment credit.

As to future growth and the relative balance between consump-
tion and investment, we can afford to wait a bit until the present
inflationary pace really wears away to see if capital formation
will then lag. 1If it does, a resort again to an investment credit
can be more meaningful than corporate rate reduction. There is no
point now in choosing weaker devices on the assumption that capital
formation may later need strengthening.

" One could point out that if the various new tax incentive
devices in the Bill are not to be scrapped in favor of a resort
to direct expenditures in the areas involved, then a preferable
course is to drop those devices and use the revenue to lowcr the
corporate rate. Such a step, together with a further cut-back of
accelerated depreciation for real estate and more tightening of
the remaining corporate tax preferences, would readily produce
the revenue to support two-point reduction in the corporate rate.

Conclusion
The Ways and Means Committee and the Housec have taken a
significant step forward to the goal of a fairer and simpler
Federal income tax. It is now up to this Committce and the
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senate to make that step a decisive one. The House Bill is a
fine structurc to build upon. It can be strengthened in a number
of ways and these weaknesses should be corrected. But its many,
many strengths should be retained.
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STATEMENT OF DAVID N. MILLS IN OPPOSITION
TO SECTION 302 (ALLOCATION OF DEDUCTIONS)
OF H. R. 13270 (TAX REFORM BILL OF 19Y59)

SUMMARY OF PRINCIPAL POINTS

1. Since most of the "tax preference” items to which
“sction 302 would apply do not represent cash or property received
by ‘he taxpayer during the year, they cannot be regarded as the
sourc. from which any personal deductions could have been paid.

2. ‘"~rsonal deductions should not be disallowed except
to the extent ac. ~1ly attributable to tax exempt income or pre-

ferences.

3. If the tax preferences in question should be
eliminated or reduced, this should be done by directly taxing
the same rather than by using such preferences as the basis for
disallowing wholly unrelated and legitimate deductions.

4, Section 302 discriminates between different classes
of taxpayers (a) by applying to individuals but not to corporations
with the same types of deductions, and (b) by applying unequally
to taxpayers allowed the same aggregate amount of depreciation (or
{ts equivalent) during the 1life of the same property.

5. Section 302 would have a serious adverse effect on
charitable and educational institutions dependent primarily for
their support on medium and large-sized gifts from individuals
who measure their ability to give or the amount of their gifts
by the "after-tax" cost of such giving.

6. The allocation of deductions called for by Section
302 would unnecessarily complicate the tax law and the tax return
forms.
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or failure to capitalize capital expenditures, (b) intangible
drilling expenses and percentage depletion to the extent that
they exceed what would have been allowed if a taxpayer had capi-
talized such expenses and recovered the same by cost depletion
and depreciation, and (¢) accelerated depreciation of buildings
to the extent that it exceeds straight line depreciation. Depre-
ciation, acquisition of farm inventory or capital assets, and
intangible drilling expenses never represent dollars or income
received (taxable or exempt) but rather represent money paid out
or spent (though in the case of depreciation it may have been paid
out in a prior year) One might well argue that such payments
should be treated as capital expenses (to be deducted gradually
over the years by way of depreciation or depletion rather than
all at once when incurred) but to prevent part of them from ever
being deducted at all at any time would be grossly unfair. In any
event it 1s clear that to the extent that during the year a tax-
payer spends money on intangible drilling costs of oil and gas
wells (or buys a depreciable asset for his farm not required to
be capitalized under his method of accounting) resulting in a
deduction of such costs in full when spent, he receives no net
cash realization from such expenditure such as might be regarded
even in part as the source of any of his payments resulting in
personal deductions.

2. PERSONAL DEDUCTIONS SHOULD NOT BE DISALLOWED EXCEPT TO THE
gXTENT ACTUALLY ATTRIBUTABLE TO TAX EXEMPT INCOME OR PRE-
ERENCES

Certainly nobody can fairly object to denying a personal
deduction for any expenditure actually attributable to or incurred
in the production of tax-exempt income or preferences. The exist-
ing law already recognizes this, however, and denies, for example,

a deduction of interest paid on money borrowed to pay the premium
on a single premium annuity or insurance policy (IRC Section 26l),
interest paid on any debt incurred or continued to acquire tax-
exempt state or municipal bonds (IRC Section 265(2)), and expenses
incurred in the production of tax-free income (IRC Section 265(1)),
such as trustee's fees and other investment expenses attributable
to tax-exempt state or municipal bonds. If. there are other examples
of personal deductions which may with any frequency be in fact at-
tributable to the receipt of tax-exempt income or tax greferences
(though I believe there are none), then IRS Sections 26l and 265
should be expanded to deny such deductions. But where the payments
giving rise to personal deductions are not in fact attributable to
any item of exempt income or tax preferencé (as is, in the nature
of things, never the case with respect, for example, to the payment
of a medical or dental expense) there can be no reason at all for
making an arbitrary assumption to the contrary, on a pro-rata basis
or otherwise, by constructively attributing or aseribing a portion
of all personal deductions to exempt income or tax preferences,
After all, the inherent nature of personal deductions is such that
in an economic sense they are almost never traceable or related in
any way to exempt income or preferences. Thus they become “personal
deductions by virtue of not being business-related.

.
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The proponents of Section 302 may reply that even if a
personal deduction cannot be identified as being attributable to
or incurred in connection with the production of exempt income,
{t may still in economic effect be deemed pro-rata to have been
aid out of such exempt income. This "source-of-payment” argu-
zent and its arbitrary pro-rata approach is,.I submit, wholly
fallacious. Thus a change might logically be made in the law
to provide that personal deductions are only to be allowed to
the extent that they are paid out of taxable income, but Section
302 1s not predicated on that rationale. Thus payments made out
of capital or srincigal (as opposed to exempt income or tax pre-
ferences) would of course remain allowable as personal deductions
notwithstanding Section 302,

For example, if in a given year a taxpayer has $50,000

of ordinary income and sells capital assets for $40,000 resulting
in $25,000 of long term capital gain (since the property cost him
only $15,000 many years earlier), I fail to see why he should have
any more charitable contributions and other personal deductions
disallowed than an identical taxpayer with the same $50,000 of
ordinary income but whose sale of the same property for the same

,000 resulted in no capital gain (since his original cost was

,000 or more). It may be perfectly true that in both cases the
proceeds of sale of a capital asset may be said at least theoreti-
cally to constitute the source or subject matter of a pro rata part
of the payment of a charitable contribution or other personal de-
duction, but what possible reason can there be for making the avail-
ability and amount of the deduction depend on the matter of how much
of such sale proceeds happen to constitute capital gain rather than
a return of capital costs?

It may be further noted that since personal deductions
(unlike net operating losses) cannot be carried forward or back~
ward to a different year (with a minor exception as to charitable
deductions), no tax benefit can ever be had from any personal de-
duction in excess of what otherwise would be the taxpayer's taxable
income for the year., That is to say, even under the present law
personal deductions are in effect not allowable unless they at least
¢ould have been made from taxable (as opposed to tax-exempt) income.

The theoretical pro-rata source of payment approach of
Section 302 also ignores the situation often prevailing as to
personal deductions that are specifically attributable to or paid
out of identifiable items of taxable income; for example, interest
on money borrowed for the specific purpose of investing in (taxable)
interest or dividend producing assets, or property taxes or mortgage
interest paid on rental property held as an investment, Such inter-
est and taxes, though incurred in connection with the maintenance
of property held for the production of income (and not constituting
purely personal expenses) would of course be allowed to an individual
only as personal deductions if not incurred in a "trade or business".
But Section 302 makes no provision for excluding such identifiable
personal deductions from the items subject to the artificial pro-
ration called for by that section.

-3-
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3. 17 THE TAX PREFERKNCES IN QUESTION SHOULD BE ELIMINATED OR
REIXICED, TH1S SMOULD BE DONE BY DIRECTLY TAXING THE SAME
uunhuumwmmunmmunu
DICALLOMING WHOLLY UNRELATED AND LEGITIMATE DEDUCTIONS.

1f o taxpayer who has tax-exempt income or preferences

should 80 8 policy matter be required to pay additionsl income
taxes a8 & result of seme, this should be provided for either by
eliainating the tax u«phon feature or preference or & portion
thereof directly Iuch as the Nouse Bill hes slready done by
nerroving the definition of long ters capital gains and removing
the 258 tax ceiling on seme) or by directly taxing otherwise cx-
onpt income at some lower rete,-and not by the"dback-door‘sethod

of penalising the nctgunu of such inc or preferences by die.
cuwtnt rr ectly legitimate deductions (for charitadle contriiw.
tions, Interest and taxes {m. medicel and dental expenses, etc.)
which are sllowed in full t5 other texpayers who don' Mngpon to
8160 have that particulsr type of preferential income. rect
taxation of exempt income or direct dissllowance of & deduction

of tex preferences would also have the advantage of tresting in
identicel fashion different texpayers with the seme smount of
oxempt income or tax preferenccs, wheress the Section upgmh
differentiates between them by making the amount of the (indirect)
tex on such exempt income or preferences depend instead on the
eacunt of the taxpayer's :ormul deductions., I subait that if
two taxpayers, one using the standard deduction and the other haviy
substentisl ﬁuucd personal deductione, have an fdenticel smount
of taxable income and 8lso an identicel smount of exempt income ant x
tntonmu. there 18 no resson why one of thea s d pay no eddi.
fonal tax on such exempt income and preferences (becsuse of using
the standard deduction in 1ieu of itemising his personal deductions)
whereas the other one must pay a substantisl tax penalty as & re-
sult of having such exeapt income or tax preferentes,

1f only such & direct approach could be esployed, 1 en

confident that Congress would, for e 1e, not even consider tex.
1:3 interest received on atate or munie rf bonds heretofore issuet
and which were bought at & price and with an interest rate entirely
predicated on the assuaption of their being sxsapt. Mhiy élev
Question whether Congress could constitutionally do so. I subsit
that 4f it would be unfair to tex directly such stete or l\mictrl
bond interest, it would be even more unfair to'attempt to tex §
through the indirect method prescribed by Section o Jurthersore,
the uncertein, unequal and unmessuradble effect of tion 302 v
different tutonn (or on the seme taxpayer in different yeors,
depending on the verying amount of his rnml deductions) might
urtonn{ disrupt or disturd the municipal bond market end thus
substantially increase the future cost of atate and municipsl
borrowing.
8, 0N DISCRIMINATES BETWEEN DIFFERENT CLASSES OF TAXPAYIM
A) BY APPLYING 70 INDIVIDUALS NOT TO CORPORATIONS WITH TH

TYPES OF DEDUCTIONS, AND ‘I BY APPLYINO UNEQUALLY 70 TAX-
PAYERS ALLOWED THE SAMNE loo ANOUNT OF DEPRECIATION DURIN
THE LIFE OF THE SAME PROPERTY.

+  Section 302 is wopded so as not to spply to corporations.
Thus under the House Bill a corporation would sontinue to be entitle

R
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to deductions for all chartubu pes (aubJoct
to the applicadle percent of tneou ions w_uul
14, and 81) property, sales, gasoline, stete and foeol
s paid,-ocven unrelated t> 1te trade or business and
proro cogatituting items which an individusl could only take
o8 "personal” deductions, The fact that such corporation 8lso has
exempt income or tax preferences of the type to which Section 302
epplies will not cause it to be deprived under ucuon 302 of any
rt of i:- deductions for charitable contributions, interest and
axes po

Other forss of discrimination as between otherwise iden-
tical taxpayers would 81so result from Section 302. PFor exarple,
sccolerated depreciation of bulldings in excess of strajght line
depreciation in any year is treated as 8 tax preference requiring
ugocauon of personsl deductions under Section 302. However,
sccelorated depreciation in a given {ur can only mean that in
certain subsequent years during the 1ife of the depreciable asset
in question the taxpayer's depreciation will be than what
vould have been allewed if the asset had been deprecisted on »
straight 1ine basis throughout its r{%' But Section 302 proposes

no ad ustmy nt §{n mxolubuquo such “reverse
pnromm » even ¢ V{Hm.ct cemutu L0 economic effect
s partial ayment of receding yeart's tax pnrc ¢. Thus two

jdenticall sexpayers, one mu the sum-of-the digits
sethod of depreciation and the other using the ctnzth method,
vill each have thy’same amount of l | B dcpncu ion 4 ucuom
dnring the full Jife of 8 given. 4. ‘Yot the un
ot—tha-duiu thod uxu 2 od zo adke o tion \ut-
seat on account of the same dur certain yun huo the one

using the st ;ht 1ine .method w nevel be uired to -m Y
Section 302 allocation on s count thnoot, nilar examples of
equal treatagnt of identicel” % bo dempnstratod for
the Section adjustaents cam 8 & xesult of failure to .
apitalise 1*“0;1!» ) mum cp and certaln t;n exprnses.

5 sm&cm HOULD HAVE A SERIOUS Awmz ON CHARIT
AND ATIONAL INSTITUTION m \' POR THEIR
BUPPORI ON MEDIUM AND MNE-SIBD DUALS WHO

runn Ly OF THEIR OIFTS

~TA3" COST o suca oxmo !

While otb-r typu of psreonal. duou mmunt for the /
sost part lnMuntcty payments and “Emount, thereof should

sccordingly 3{; reciably affected by thp enac into lgw

of ucuon 302. cha ble goatridutions on the ot hand are t
their very nat volunnry‘. An indepebdent which I rep

sent advises me that well mt of the dol u' nuc ot lttt
to 1t conslets of gifts of $100 or more each. charie
tadle giving by mnst .donors above ogproxmul onl
depends in large part'on the tax effect of suc utn’,“lcco ition

of this fact and the 4 't of same on ho'pu.no. p colleges,
;{taum&muomr he scope oOf

untvcruuu te.

Section 201 to’ amnd H.R. 29270 {Saxi unrunu tun
from agpucutod tro{orty ven to cheritable organiszstions
the point where 4 11 only cppiy to a very smsall percentage of
such contributions. But the House then proceeded to do under

-8-
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Section 302 what it was unable or unwilling to accoaplish under
Section 201 (c¢) and (d), by portially dissllowing the charitable
deductions in question ‘n g*i cases where such unrealited appro-
ciation ?plun other formsa of exempt income and proeferences de-
seribed §n Section 302) exceeds $10,000.Certainly one resull that
could be fairly anticipated from the enactment of Sectisn 302 inte
law would be for the many individuals whose sudbstantisl charitabdle
donationa in the past have !nvnrlobl{ taken the form of gifts in
kind of appreciated property to simply stop making lorge charitabdle
1rfts. I bolieve o ?rcvlous witness at these hearings has testifie
0 tho efrect that 558 of the dollar valuc of 81l gifts to & growp
of Massachusetts collcges are 8o made in kind rsther than in cash,
Undoubtedly cash gifts by foundations and zharitable trusts made fra
the proceeds of sale of ftrts in kind made to them by their own dompy
comprise a very substantial portion of the other g,

As applicd to charitable gifts of apprecisted propert
Section 302 Yrovtcua in effect for a double penalty. Thus not only
18 the unroalired appreciation itself trcated as one of the tax pre-
fercnce $toms requiring Section 302 allocation; but &n addition such
sppreciation also represents part of & charitable gift which constl.
tutes one of the personal deduction items subject to such Section W
allocation. 1 would assume that it s for the above rcasons that
the adainistration has recommended narroxing tho scope of Section i
b‘ removing unrealized appreciation from charitable girts in kind frx
the 14st of tax prefercnces sudbject thereto,

6.  tHE ALLOCATION OF DEDUCTIONS CALLUD FOR BY SECTION 302 WOULD
UNNECESSARILY COMPLICATE THE TAX LAW AND THE TAX RETURN FORMS,

The adjustments called for by Sectfon 302 would apply
in covery ycar to hundreds of thousands of taxpaycrs who would have
to bear the time-consuming burden of making the many calculations
called for by that 8eetion, nuarly all of which apart from Section
302 would ncver even havo to bo computed by the taxpayer (exccpt ss
:g .9331;UCh itoms in the oxtremely rare instances covered by Scce

on .

The unccevsary wdditional computations and record-
keeping required under Section 302 with respect to intangible drill-
ing expentes, strajght line depreciation, cost depletion and the
keeping of a soparate set of farm books uslnf the inventory method
of accounting (including the taking of a beglaning lnvcntor{ cach
year) would be most cemplex. As an oxample, in order to calculate
for a given year the amdunt of his accclcrn&cd deprociation in ex.
cess of straight line depreciation ‘or. in the case of oil and gas
wells and farm logscs, the amount © derreclatxon which would have
been allowed 4f the taxpayer had capitalized intangidle drilling
expenccs and certain farm cxpenses), the taxpayer will have to zake
a scparate detcrmination of the salvage value of each item (a
determination which is not neccessary under the 200% declining balance
nethod of depreciation) and if thero has at any time been a change
in useful life, he will have to reczalculate straight line depreciatix
on n year-by-ycar basis from the time of his original acquisition of
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the property in question. S8imilarly with respcct to determining
percentage deprociastion in excess of cost depletion, he will have
to sake a determination,from inforsation not umufly available,
of the amount (in barrels of ofl and cubic feat of gas) of ofl
snd gas extracted and sold during the yssr and also of his oil
snd gas rcserves in place at the deginning of the tax year. 1In
order Lo deteini s iuevives in {lr.co fov cost depletion purposnr,
be sust obtain a reasonably up-to-date engineering report, which
vill not normally be available unless he goes to the expense of
mving one made for this specific purpose.

In short,then, Section 302 would be an administrative
beadache, require a number of exceedingly complex computatione and
tax return entries (never heretofore required) to be made by &
jarge nuaber of taxpayers, entail additional work by the IRS in
swditing, checking and revieving auch sdditional ccmputations and
the evidunce nocessary to verify the figures used in such compu-
t:t:onc, :nd be :‘ltcp mlthe om‘mau:ld’t‘ucuonhor the obJecN}re
of tax and reporting gir cation which so much of the rest o
the House Bngo(pnrucuhx&y {ts proposed incrcase in the standard
deduction) was 80 wisely dosigned to accomplish and which the tax-
payers themaclves are so vociferously demanding.

. y Attorney-at-Law
200 Penobscot Buildtgg
Dotroit, Michigan 482
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Senate Finance Committee
Room 2227 New Senate Office Building
Washington, D.C. 20510

Comments Upon Proposed Taxation of lnterest
on Municipel Bonds Under The Tax Reform
8411 of 19¢9 (H.R. 13270)

Gentlomen:

SUUARY

Serious gquestions exist as to the valiaity under
the Federal Constitution of certain provisions of The Tax

Reform Bill of 1969 (H.R. 11270), specifically:
(a) the "Limit on Tax Preference® (LTP) pro-

visions in section )01 imposing & direct Federal income

tax on municipal bond interest,

(b) the "allocation of deductions” provisions in

section J02 imposing an indirect Federal income tax
on such income by the reduction of other deductions

merely because of the receipt of such income by a tax-

payar, and

(¢) the Federsl subsidy and waiver of tax exemp-

tion provisions in sections 601 and 602 in their appli-
cation to the political subdivisions of any state in
the absence of its authorization of action pertaining
thereto by its political subdivisions at least by

state act or possibly by state constitutional amendment,



DARSON NAGLL Briunak & HOWARD

Senate Finance Committee
September 19, 1969
Page Two

GENERAL COMMINT

| om appearing before this Committoe 10 vider to
prosont the views of mesbers of several law firms which are
nationally recognised as municipal Lond counsel with sogard
to the tax retorm proposals presently before this Commitioe
as they rclate to treataont of the interest on vbligations of
states and their political subdivisions (herein *municipal
bonds® and collectively "Local Governments,® respoctively) .
My statumont is Jdirectod primarsly ot setting forth ow
views on the coastitutionality of any attempt to impuse o
Fodotal tax Jdirectly or indirectly on tncome on municipal
bonds under tho “Limit on Tax Preference” (LTP) proviston in
soction 10} of The Tax Reform Bill of 1969, L.e., H.R. 13270
therein the *Bi1l®"), constituting & direct tax on such income.
and the “allocation of deductions® provision in section 302
of the Bill, constituting an indasvct tax un Luch bucwes.
While others have oxpressed their vpinion that any attempt
to tax such intetost would raise a serious constitutional
quostion, this viuw has apparently not been accurded much
woight by somw mombets of Congross. We wish to diaspel hue
any notion that passage of the propossd legislation would
moet with no tussstance by those who issue and those who
invost in municipal bunds. 1t ja the view of our group ot
bond counsci that a very sorious constitutional guestion
is raised by tho proposals, both with regard to the rignt to
tax cithor diroctly or indirectly the intercst on municipal
bonds und with regard to tha right of & political subdsvinion
within any state to waive the constitutiviial tax tmsunity
undur the waiver and Fedesal subsidy provisions in sections
601 and 602 ot the Bill, in the absence of the state's
authorization of action pertaining thusviv by the politicas
subdivision at least by state act or possibly by sutate con-
stitutional amendment.

Undor tho Federal Constitution neither the Federal
Government nor the Local Governmonts can matoriall, impair
the other's power to raiso monvy by Lorrowing (or by taxativn
o point here irrelovant), L.0., materially .mpais the so-calle
‘sovotoign powar of theo purse.”

We undorstand that Scecretary Kennedy socontly
conceded that tho LTP provisions in the Bill posed a grave
constitutional guostion, but that he indicated that the
allocation of deductions provision did not pose such a
question, oven though it related in part to municipal bond
{ntoteat, in view of Unitoed States v. Atlas Life Insugsance
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veapany, J81 U.S. 233 (196%). Atlas actually conceined the
alTocation of tax-oxempt municipal bond income tu the
puitcy-holdors' teserve (which consisted of ¥#5% of the
conpany ‘s income, and which was not taxable) and to the
shateholdere' portion of income (which consisted of 15%

of such fncome and was subject to taxation), under the lLife
insuzance Company Income Tax Act of 1959, on the same prorated
Lasis. The company, by investing in a relatively smals
poition of manicipal bonds, could completely avosd Fedetal
income taxes in the absence of such an allocation. The
company contended thet the formula 1mposed a constitulonally
ipermissible tax on municipal bond inteorest since its

tax Lill was higher than §f it was permittod to asaign all
i 1ts tax oxompt income to the sharcholders' portion of
income,  The UL.6, Supreme Court rejected the contention, and
indicated that the formula was oﬂultablu and the classification
war teasonable, and stated that “la]s the taxpayer dis-
places taxable income with oxempt income, the sjze of the

tax base, and the tax, are reduced® and that *{t]he buiden
per taxable dollar of taxable gross incc*e does not inctueasc,
but rematns the same.” ()81 U.8., at 2-4.)

In Atlas the Court stated that in Nataonal Lite
Insutance o, v, Unjted States, 277 U.5, 508 « the
Fourt ruled that "[olne may nut be subjected to greater
butdens upon his taxable propuerty solely because he owns
soiae that is free'™ but “that this is not the case under
the 1959 Act.” (38l U.8., at 244,) wWhile difterent (n torm,
in substance the Company ‘s contention was the same as that
condemned in Denman v, Slayton, 282 U.K. 514 (193]}, where
the taxpayer attompted to deduct interest on a loan to ham
for investment in municipal bonds and alwo to deduct the
intotest roceived by him on the bonads.

Under the preosont Bill thore is no factor similar
to that in Atlas justifying an allocation formula like
that theio upheld. Rather scction 302 is merely an attompt
to subject certain taxpayecrs to grecater burdens upon their
taxable groporti solely becauso they own some tax oxempt
municipal bond income.

Further, the LTP provision and the allocation of
deductions provision collectively impose a material impedi
acnt upon the borrowing power of Local Guvernments, particulasly
in view of the recent detorioration of the municipal bond
narket resulting merely (rom the consideration by Congresa

m
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of the Bill. Probably each such provision alone will
constitute such an impedimsnt to borrowing by local dGovern-
ments, if the Bill is adopted. (We are unaware of any con-
tention in that the 1989 Act imposed such an impedi-
sent and the decision does not inaicate the Court felt that
such was the case.)

There is a divergence of opinion on what the out-
vume of such litigation would be. 1! am not here today to
predict the result of this litigation. My purpose is solely
to point out to this Committes that & reputable group of
attorneys experienced in this field of law hold the view that
the questions presented by the tax reform proposals are so
serious as to prasent guestions which will undoubtedly be
the subject of 1 and protracted litigation. As a result,
the market for municipal bonds during this period of litiga-
tion will continue {n the seriously disrupted condition
prevailing at this time. This Committee is, no doubt,
aware of the view that the doubts raised by the tax reform
proposals have been a major source of the problems prevalent
in the municipal bond market today. The continued existence
of such doubts can only result in the continued disruption
of this important market thereby making it increasingly
c}ttuc:‘}t or impossible for necessary publioc projects to be

nanced.

from October 2, 1968, to a recent date (September
4, 1968), The Bond Buyer's 20 Bonds Index rose 2.0l8 to s .
historic high of 6.37V, and is about the same now. During
the two-month period fsom July 10 to September ¢, 1969,
vhen the money market for corporate securities and U.8.
Governments was relatively stable, the same 20 Bonds Index
rose about )/4 of 18 (0.74W), anmbly attributable solely
to the increasing Congzressional threat to tax exemption
from a press release of the House Ways and Means Committee
and the Bill's introduction and passage by the House.

Predictions as to the length of time needed to
settle the various legal questions that will be raised range
from a minimum of two years time in the most agresabls
circumstances to as long as ten years. As you can ses, even
the minimum period of ¢ during which the municipal bond
market would be disrupted ls far too long.
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As bond counsel, my colleagues and ! are, of course,
desply interested in the proposals presently before this
Committee. However, 1 should like to make clear that
regardless of the legislation finally adopted, Local Govern-
ments will continue to borrow money, even though at far
greater expense than is necessary, and we will, in any event,
be called upon to render legal opinions approving such obli-
gations. We are uuunl{ free of any adverse effect from
the Bill's adoption and believe our analysis is objective
and free from any possible compromise from self-interest.

We hope to impress upon this Committee our ltrong viow that

the proposals do in fact raise serious constitutional ques-
tions, which undoubtedly will be the subject of protracted
litigation resulting in a serious distrubance in the conditions
of the municipal bond market for a period of up to ten years.

Thank you for your consideration of our views.

Yours truly,

Lot .

MJidd
gncl. (49)
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OOARY = EIGHT POINT SUMMARY OF STATEMENT PRESENTED TO THE SENATE COMMITTER ON PINANCE
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y

Tax Reform Legislation (H. R, 13270)

Richard H. Wangerin, President, American Symphony Orchestra League, appearing
on behalf of the symphony orchestras of the United States

pstes  September 25, 1969

The 1,400 U, 8, symphony oxchestras play spproximately 11,000 concerts & year

before audiences totalling 20 million men, women and children (plus radio and

1V audiences of uncounted millions), including 3,500 concerts for children and
mndreds of free concerts in public parks and civic auditoriums.

A. Oxchestras face the same spiralling costs faced by all other enterprises but
orchestras cannot offset these costs through modern production methods.

5. Today, costs of the 1,400 U. 8. symphony orchestras total $85 million a year.
They earn approximately $41 million as compared to $16 million six years ago,
but these earnings represent only 480 of their total costs. They must develop
$44 nillion a year in contributed income.

C. In this country, financial subsidies for orchestras have come traditionally
from voluntary contributions. In other countries, the subsidies come from
governments.

D. Should private support of U. 8. orchestras be reduced, the orchestras would have
to seek massive aid direct from government sources or abandon operations.

mmw b ae e e

1t this $100 million is channeled into tax revenues instead of to philanthropic
causes, then obviously something constructive aust be done to offset the financial
loss to philanthropic endeavors in this country.

IV, _Proposale of H, R. 13270 would serve to reduce affluent individuale' ability

to contribute to orchestras.

A. The proposals of H, R, 13270 would reduce affluent donors' financial ability to
give away money as a result of repeal of the unlimited deduction, changed tax
treatament of gifts of appreciated property, and gifts of use of property, and
proposed changes in many aspects of the moxe sophisticated types of giving,

-t.
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We, thervfore, heartily supgort the Adainistration's rocosmendation to delets
the appreciation clement of charitable gifts from the “1imit on tax preferences’
and “the allocation of deductions™,

C, We approve Troasury's position that gifts of tanyible personal property should
continue to Le allowed the samo proferential treatment as gifts of securities o
real property would v afforded under the Bill. Similar treatment should Le e
tended to gifts of tuture interest.

U, However, this z%3il would leave charitable contributions as an stem of deductice
subject to allocation of deductions provision. This would have the effect, we
fear, of postponing many substantial gifts until the end of a year when the
offects of the complex allocation provision could be finally determined, with u
unfortunate result that many such gifts simply would not bo made.

R. Wé sea ro reason why gifts of appreciated property to public charities should ¢¢
main subjoct to the present JOV limitation rather than counting toward the exty
208 to be allowed under the Bill for jifts of cash to "publicly supported” orgu..
zations.

V. The proposal to increase the standard deduction would serve to reduce contributioes
the orchestras would receive from persons of more modest {ncome.

h. HBS of the total number of gifts made to symphony orchestras’ annual maintenas:
funds ate in amounts of less than 5100, averaging $)7, These small gifts accoe:
for approximately 40% of the total annual contributed dollars received by sy»
phony orchestras.

B, Under the increased standard deduction these contributors, in effect, will recen
deduction for charitable contributions whether or not actually made. As a resy:
the orchestras face further shrinkage of contributed support.

.

We strongly urge that charstable deductions be isolated from other personal de

ductions for separate troatment, and that they he subject to continued iteminat.:
with deduction permitted even though the proposed increased standard deduction :s
usod, thereby preserving this crucial incentive for continued support of philaz
thropic endeavors.

D, If this plan were adopted we would support adopt.ion of a requirement that rece:;:
or cancelled checks be attached to the tax returns v support claims for all ce-
tributions over a stated minimal amount.

V1. Certain prcposals relating to foundations would serve to reduce this source of

support for orchestras.

A. Orchestras are receiving 200 of their contributed support froe toundations.

B, We are strenuously oppnsed to the philosophy of taxing foundation funds for ti
purpose of adding to the Government's tax revenucs.

C. We endorse the Treasury's proposal to substitute for the proposed ” 1/2% tax ce
foundations, 2y filing fae and to use this income from the fee to pay for in-
creased jolicing of the private foundation area by the Internal Revenve Service.

D. It is completaely unrealistic to assume that plans to force distribution of feusir
tich assets will result in replacement of losses suffered by tax-exempt organiu
tions as a result of changes 1n tax troatment of andividual charitable contrite.

afie
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g. We are not opposed to distribution of private foundations' annual income but we
are opposed to forced distribution of their capital because such a policy will
result in shrinkage of capital funds for future support of charitable organizations.
in this proposal we can see only the ultimate liquidation of foundations.

. in connection with the Bill's provisions on foundations., we want to cossend the
Nouse on its final action to maks it possible for foundations to continue to
sake grants to individual musicians, conductors, composers, etc. under IRS-approved
plans.

111, We are concerned about certain other factors contained in the provisions deali
vith definitions of “private foundations® and reporting requirements.

A. We are concerned that the proposed definition of "private foundations" for purposes
of the new tax provisions may inadvertently cover many organizations that should
rot be treated as "private foundations”.

1. Under the 1V rule, it is only the amount in excess of 1% that is excluded from
qualifying as “public support”, whereas the entire amount of the over-$5,000
gift 18 excluded. We feel that at least the first $5,000 of a large gift should
count as a part of an organization’'s public support,

2. The phrase “any person” is too broad in that it would subject to the 1% rule
paysents sade by government units and public charities. It is ridiculous to

exclude any part of public funds from “"public® support.

). Since investment income already is included in total support and more than 1/}
of total support must be derived from gifts, contributions, membership (ees,
and admissions or other related income in order to qualify the orgsnization as
“publicly” supported, there is no reason for having a separate limitation as to
the amount of investment income. It sorves only to penalize those organiza-
tions which have received substantisl contributions in the past from generous

donors to build up ondowvment funds.

4. The “organized” test should be changed. It could not have been intended to
penalize a trust which now must be operated entirely for charitable purposes
simply because, as originally constituted, part of the income was required to
be distributed to private annuitants for a ters of years or for their lives.
It also should be made clear that organizations with defective charters may
amend them to satisfy the “organized” test. There is no reason why a separate
organization which §s operated "in connection with" two or more qualified
institutions rather than one guch institution, should not be protected under
the third exception to the definition of a “private” foundation.

), We support the provision requiring all tax-exempt organizations to file an annual
return, but we challenge the proposed additional requirement that all 501 (c¢) (3)
organizations be required to file listings of major contributors and amounts given,
and names and salaries of highly compensated empioyees.

- In many cases, contributors make their gifts upon contingency that the gifts be
accorded complete anonymity. Donors should have this right.

-ti{=
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These requirements are an improper invasion into the affairs of non-governmeat
organisations. The provisions are not germaine to the enforcement of the {p
revenus lavs. We urge that they be removed at least from the filing requiressmy

of “publicly supported” tax-exsspt organisations.

VIIl. We are apprehensive that enactment of these compl
tr nt of contgibut coupled with act cancellation of long established

1 h_toward a disastrous beew.
ngness of voluntary givers even to attempt to continue to shoulde

these charitable burdens.

icated strictures on future vy

A. Government officials had much to say last spring about an impending taxpayer's
revolt. In the nonprofit world, we are hearing warnings of a giver's rovolt,

B. Preservation of this nation's heriteye of generous private philanthropy throwh
the Government's encouragement by granting tax incentives for making charitable
contributions is vital to our way of life and to the continued operation of the

nation's symphony orchestras.

iD=
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%. Chasrman and Members of the Senate Cosmittee on Pinance:

Hy name is Richard H. Wangerin. 1 appear before this Committee on behalf
of the nation's more than 1,400 symphony orchestras and in the capscity of President
of the American Symphony Orchestra lLeague.

The league, chartered by the Congress, serves as the nonprofit, tax-exempt
oducational, service and research membership organization of the nation's symphony
wchestras, and derives its basic support from dues paid by thoss organizations.
™ league’s voting membership consists of nearly every one of the nation's leading

orchestras and hundreds of the lesser known symphony orchestras estab-
iished in the smaller cities.

The League maintains permanent national offices with professional staff
1 Palrtax County, Virginia.

in presenting the case of the nation's symphony orchestras we are, in
offect, presenting also the case of other performing arts organizations - the
hllet companies, the opera companies, the chamber music ensembles, the choral
ftoups. Tho basic economics of all these groups are similar. They share cosmon
woncern over the effects of certain provisions in the proposed legislation,

We know that the members of this Committee and of the Ways and Means

~ ‘omittes, members of ‘our Congress and of the Executive and Administrative branches

of Government have no intention of deliberately causing hardships for the nation's
wultural organizations, of curtailing the arts, or of reducing their financial
wppost .

But what apparently is little understood is that many of the provisions
uder consideration for improving certain espects of our tax structure will have
Hisastrous side effects for symphony orchestras and all other organizations that

)

 dapend on charitable contributions for a large part of their support.
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Cultural and arts orgenizations sspecially will be hard hit; they ceme
at the tail end of philanthropic giving. People genexally make contributions to
sysphony orchestras only after they have given to their churches, thsir colieges,
their hospitals, their community chests. Since this is 80, we feal certain that
symphony orchestras and other arts groups will bear even more than their aliguot
share of the ruvduced yiving that inovitably wils rusult fiom passage of H. k. 12X,

1f the provisions of the House Bill that adversely atfact thasitable
giving ave edopted {n to%0 and without substantial m:ditication, we are convinied
the ultimate resuit would te the demigze of most of our symphony orchestzas as ve
know them today. Thuy inevitably would have to turn to goverrmers tor Jigest
subsidy. We have littlu hope that al this time guvernment would gi-e the massive
suppott required to finance the orchestras and cther arts groups in view ot the
already pressing and aver-growing desands upun government funds to meet basic
human needs.

We bulieve that our symphony orchestras are & vital put of our national
life, and we baseech you most earnestly to continue the Pederal Government's
present methods of stimulating private support of symphony orchestras and other

cultural organizaticns through the incentives that the tax laws prescntly provide.

1. 8 CNY_Ol TRAS ARE VITAL TO THE TCTAL CU. L AND EDUCATIONAL LIFE OF

TU
THE AMERICAN PEOPLE AND THUS MERIT THE CONCERN OF THI3 COMMITIEE

Sysphony orchestras are part and psrcel of our modern natior. that operates

oun the philosophy that the total citizemy sheuld have equal opportunity to pastals
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of the nation's total cultural activity. Gone are the days when great music, great
ut, great beauty were reserved for the enjoyment of only the affluent.

Todsy, there are over 1,400 symphony orchestras in operation in the towns
ud cities of this nation; 182 of them exist in the home states of just the 17 mem-
buze of this Committas.

The nation's orchestras exist in large and small cities. They present
concerts in hundreds of other towns and cities many of which are too small to main-
tain their own orchestras.

Altogether, the nation's symphony orchestras play approximately 11,000
fyephony concerts a year (an average of over JO concerts a day) to an estimated
s1088 audience of at least 20 million men, women and children, plus a redio and
v audience of uncounted millions. The orchestras play approximately J,500 concerts
for school children each year and hundreds of free concerts in the nation's parks
ad civic auditoriums.

Over a third of a million persons are directly involved in the work of
thase orchastias - including over 80,000 musicians who perform in them, and over
150,000 men and women who serve on the orchestras' volunteer governing boards and
comittees. Invariably, the top business, industrial, cultural, educational and
teligious leadership of o'ach community is to be found on these boards and cosmittees.
feequently, the top political, guvesimsnlel amd lebur leadership also is represented,

T™he presence in a community of highly trained symphony musicians enables
othit sponsoring groups to organize local opera companies and chamber music groups.
™ presence of tiwse musicians strengthens the teaching resources of the community
4 enriches the music of the churches.

The nation's 1,400 symphony orchestras provide the only significant

wployment for musicians in this country who study and train for a career in per-
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formance of so-called “serious” instrumental music. It is the orchestras that
provide the motivation for millions of young people to engage in the study of
music today.

Just as our libraries make available the world's literature to the totsl
population, just as our museums make great art available to the people, the nation's
symphony orchestras bring to life the world's great music for the anjoyment and
cultural development of the citizens of their home cities.

This, then, is the role of the nation's symphony orchestras in the
spiritual, cultural and educational lives of our people - a role that goes back 127
years to tne founding of the nation's first symphony orchestra, now known as the
New York Philharsonic.

Today, the citizens of every town and city of significant size undertake
to establish and maintain their own symphony orchestra just as they support their
own local libraries as part of the total cultural and educational facilities of

their communities.

11. THE BASIC ECONOMIC STRUCTURE OF U. S. SYMPHONY ORCHESTRAS AND OTHER ARTS

ORGANIZATIONS REQUIRES THE SUBSIDY OF CHARITABLE GIVING POR THEIR VERY EXISTENG

You well may ask why, if symgphony orchestras are so treasured throughout
the nation, if 50 many millions of people want to hear them play, if they serve
educational needs of so many children - then why should their financial support
have to be of such pressing concern to this Pinance Committee?

The reason is very simple and is to be found in the basic economic structun

114



.« ymphony orchestras. Such orchestras are comprised of large numbers of highly
sused people -~ from 65 to over 100 musicians are required to play this music,
~ mans that symphony orchestras are very expensive to operate - 8o axpensive

wt even the box office revenue from capacity audiences meets less than half the

4. The remaining costs must be met through some form of subsidy.

When we appeared before Congressional comsittess in 1963 relative to tax
soposals which at that time would affect symphony orchestras, we reported that the
Jtion's orchestras were operating on a gross annual expenditure of $30 million,

i vhich they could earn 554, or $16 million, and that they were dependent on con-
yibated income for the other 458, or $14 million, of their annual operating costs.

In the intervening six years, population increases and greater demands
{x concerts for students have served to greatly expand the musical and educational
mblic services required of orchestras. Musicians' salaries have spiralled upwards
 have other basic operating costs.

Today, the United States symsphony orchestras are operating on a gross
wal expsnditure of $85 million. They are earning approximately $41 million as
xapaved to $16 million six years age. Nevertheless, the current earnings repre-
wat only 468 of total costs as compared to an earning power of 55 of costs six
pazs ago.

As a result of these changes, the nation's symphony orchestras must now
dvelop $44 million a year in contributed income as compared to $14 million in 1963,

The worsening financial condition of the symphony orchestras is clearly
idicated by these figures. The future looks even more bleak.

To understand the basic economics of the performing arts, it msust be

rmmbered that:
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1. Performances can be produced only through what might be termed
"handwork" of each performer.

2. Bach concert of a symphony orchestra, each performance of a ballet

or opera company is an "original",

It still requires the same nunber of musicians to play the Besthoven
Symphony No. 8 as it did when Beethoven wrote it in 1812, 1t still requires the
same length of time for the 80 to 100 musicians to learn, rehearse and perform
that Beethoven Symphony.

There is no way in which orchestras can take advantage of mass producticn
techniques and technological developments that have aided business in meeting rising
operating costs through savings in net unit production costs.

In other words, orchestras face the same spiralling costs faced by all
other enterprises, but orchestras cannot offset these costs through modern produc-
tion methods. Due to continued inflation the need for subsidy with which to closs
this gap between earned income and total costs increases each year. So far, the
private sector, encouraged by the Federal Government's tax incentives for giving,
has barely been able to keep up with symphony orchestras' needs for increased
subsidy - thus, any lessening of these incentives would be disastrous.

In this country, financial subsidies for orchestras have come traditionally
from voluntary contributions. In other countries, the subsidy comes directly to
the orchestras from their governments.

Under a Pord Foundation grant, our organization has just completed a stuly
of finances and Spouuonl of a number of orchestras abroad. The study was made

by Howard Taubman, the distinguished critic and writer of the New York Times, The

following is indicative of his findings:
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a. The Berlin Philharmonic, operating on an annual budget of $2 million,
roceives $1.5 million from its federal and city governments.

b. The Amsterdam Concertgebouw, operating on $1.3 million annually,
receives $900,000 from its governments.

¢. The Vienna Philharmonic, which serves also as the oxchestra for the
Vienna State Opera, receives all of its support from its government -
an amount totalling $6 million annually for both the opera and the
orchestra.

Mr. Taubman goes on to report that "there is little or no private support
of orchestras abroad, by individuals or foundations or corporations. It may well be
that a major reason is that there are no provisions for tax deductions for contributors
in most countries.”

We want to point out that, today, it generally is conceded that the world's
leding symphony orchestras are no longer to be found in Europe in spite of the ex-
tensive subsidy given by their governments. Today, the world's leading symphony
orchestras are to be found in the United States.

The excellence of several of our American symphony orchestras is unsur-
pissed by those of any other nation, and there is no counterpart in any part of the
wrld for the many competent symphony orchestras found in literally scores of An;rica'o
laaser known cities.

The results of our Government's traditional policy of tax incentives for
charitable giving speak for themselves and commend not only the generosity of our
pople but the generosity of our Government.

Should this private support be reduced, the orchestras would have no
thoice but to seek aid directly from government sources, or to abandon their

operations ~ and their music.
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I1I. WHY ARE WE CONCERNED OVER H. R. 13270 ?

We are by no means opposed to this proposed legislation in its totality,
As citizens, as representatives of responsible and distinguished civic organizatioms,
we applaud the work of our elected representatives in trying to achieve equity amd
simplification of our tax laws, in trying to clarify provisions that lead to tax

abuses, in strengthening certain filing requirements for private foundations and
tax-exempt organizations so as to protect those that are conscientiously trying to
do what is right and root out those that deliberately are trying to take advantage
of enlightened legislation.

M -

The Treasury Department reports that “taking all of the proposed tax
changes into account we estimate that there will be a revenue increase to the
Treasury in the charitable contribution area in the neighborhood of $100 million".

That is one reason we are concerned,

If this $100 million is channeled into tax revenues instead of to
philanthropic causes, then obviously something constructive must be done to offset
this financial loss to philanthropic endeavors in this country.

We already have shown why it is necessary for symphony orchestras to de-
pend on some sort of subsidy for half or more of their total financial support.
The provisions of H. R. 13270 cut into the ability of every form of voluntary

giving to continue to provide financial support of orchestras even at current

levels.

A. Take the Matter of Contributions from Individuals:

Currently, symphony orchestras are receiving over half of their subsidy fra
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contributions made by individuals,

Among the 382 orchestras operating at a total annual expenditure of
$17 aillion in the home states of the members of this Committee, this form of sup~
port totals $4.5 million annually.

The proposals of H. R. 13270 would reduce affiuent donors' financial
ability to give away money as a result of repeal of the unlimited deduction,
changed tax treatment of gifts of appreciated property, and gifts of use of property,
and proposed changes in many aspects of the more sophisticated types of giving.

Under the Bill, gifts of appreciated property would be discriminated
against in several important respects. The tax preference items included in the
so-called "Limit on Tax Preferences" (LTP) and "Allocation of Deductions” (AOD)
provisions include the appreciation in value of property contributed to charity.
Inevitably, this would substantially decrease important "leadership gifts" which
are ulhany in the form of appreciated securities or real estate. For this reason,
ve heartily support the Administration's recommendation to delete the appreciation
element of charitable gifts from those provisions,

However, this still would leave charitable contributions as an item of
deduction subject to allocation under the allocation of deductions provision,
This would have the effect, we fear, of postponing many substantial gifts until the
end of a year when the effects of the complex allocation provision could be finally
deternined, with the unfortunate result that many such gifts simply would not be
made.

Moreover, gifts of appreciated property to public charities would remain
swject to the present 308 limitation rather than counting toward the extra 20%

to be allowed under the Bill for gifts of cash to "publicly supported” organizations.
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We see no reason for such discrimination against gifts of appreciated property,

Furthermore, gifts of appreciated tangible personal property and future
interest gifts would be further ducnml‘mud against in that the donor would have
to limit his deductions to his cost basis or include the appreciation element in
his income.

This change may or may not be justified if the property is normally held
by the donor for sale to his customers in the ordinary course of his trade or
business and thus would produce ordinary income when sold.

However, it certainly is not justified with respect to capital items
which, if scld, would produce capital gains. To treat a gift of such items as a
constructive sale overlooks the fact that the donor is not confined to a choice
of selling or giving away the property but can hold on to it until his death and
pass it on to his heirs without income tax consequences. It is obvious that the
proposed treatment would discourage future gifts of such property to charity.

In the past for instance, symphony orchestras have been recipients of
gifts of rare musical instruments such as a gift of a Stradivarius violin for use
by the concertmaster. There is no reason to discriminate against such gifts
vig-a-vie gifts of appreciated securities or real estate.

For these reasons we approve Treasury's position that gifts of tangible
personal property should continue to be allowed the same preferential treatment
as gifts of securities and real property would be afforded under the Bill.

Similar treatment should be extended to gifts of future interest.

B, Take the Matter of the Inoreased Standard Deduction:

-

There is no question that the process of itemizing contributions on indivic
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dual tax returns and claiming deductions from personal income tax for those contri-
putions provides a tax incentive for giving.

Eighty-eight per cent of the total number of gifts made to symphony orches-
tras' annual maintenance funds are in amounts of less than $100, averaging $37.
these small gifts account for approximately 40% of the total annual contributed
dollars received by symphony orchestras.

These percentages apply to symphony orchestras of all sizes - from the
New York Philharmonic, Boston Symphony, and the Philadelphia Orchestra on down to
obscure symphony orchestras in small towns.

Now comes the proposal to raise the standard deduction. The Ways and
Means Committee report estimates that 34 million more taxpayers will use the stan-
dard deduction if these changes are enacted. Treasury estimates that at least
8 million more tax payers would use the standard deduction if their version of the
proposed change were adopted.

Be it 8 million or 34 million or someplace in between, the statistics in-
clude many modest contributors to symphony orchestras and millions of what we hope
are prospective contributors.

Under the increased standard deduction the taxpayer, in effect, will re-
ceive deduction for charitable contributions whether or not actually made. So, the
orchestras face further shrinkage of contributed support as a result of this pro-
vision. Again, no spokesman for Government has offered any suggestion whatsoever
as to how these losses to philanthropic causes would be offset.

We strongly urge that charitable deductions be isolated from other per-
sonal deductions for separate treatment, and that they be subject to continued
itenization with deduction permitted even though the proposed increased standard

deduction is used, thereby preserving this crucial incentive for continued support

121

33-758 O = 60 <= No, 11 == 9



-)l2=

of philanthropic endeavors. If this plan were adopted we would support adoption
of a requirement that receipts or cancelled checks be attached to the tax returns
to support claims for all contributions over a stated minimal amount.

We are not against the worthy aim of simplifying tax returns through
increased use of the standard deduction, but simplification should not be achieved

at the price of reducing support of charitable activities.

C, Take Foundatiom Aid to Orchestras:

Orchestras are receiving approximately 208 of their contributed support
from foundations. Again, wo cite the circumstances of the 182 orchestras operat-
ing in the home states of the members of this Cosmittee. Poundation aid to these
orchestras totalled $1.6 million last year, representing over 188 of their total
contributed support.

H. R. 13270 proposes to tax the foundations' invesiment income by
7 1728, and impose various other changes that would serve to reduce future support
of existing foundations and deter establishment of new foundations.

If the legislation ware enacted, we can only conclude that the amount of
soney foundations currently are giving to symphony orchestras would be reduced
immediately by a factor of 7 1/20 and possibly by a great deal more as the full
effectmof proposed changes are felt. In other words, it would be the recipients of
foundation gifts that would bear the burden of the proposed tax.

We are strenuously opposed to the philosophy of taxing foundation funds
for the purpose of adding to the Government's tax revenue, but we endorse Treasury's
proposal to substitute for the proposed 7 1/2% tax, a 28 filing fee and to use the

income from that fee to pay for increased policing of private foundations by the
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{ateznal Revenus Service. We are heartily in favor of such a progras ao financed.

Treasury's viewpoint of the total effects of H. R. 13270 provisions con-
crning foundations does not agree with past experience of recipients of foundation
s,

Mr, Edwin Cohen, Assistant Secretary of Treasury, has this to say about
the ultimate effect of those proposals of the Bill designed to require current
anual distribution of foundation funds for charitable purposes:

“He estimate that because of adoption of a rule we recommended to

require private foundations to distribute to public charity not

less than five percent per annum of the value of their assets,

there will be an increase in funds flowing out of private founda-

tions into public charitable and educational organizations on the

order of $200 million** . , .

Kr. Cohen cites the proposed forced distribution of foundations' funds as the off-
setting factor for anticipated losses of $100 million to charitable organizations
that would result from proposed changes in ta) traatment of charitable contributions.

This statement seems to be based on the assumption that the current
charitable contribution dollar will be exchanged for two foundation dollars on a
quid pro quo basis as far as the support of charitable organizations is concerned.
Such will not be the case. .

Gentlemen, let us explain a little about operations of foundations from
the point of view of the recipient organizations.

Foundations are vital to our work. But it sust be remembered that founda-
tions become donors. As donors they have the right to choose to whom and for what
purposes their money shall be given - within the framework of the law,

As you are so well aware, there are large foundations and small founda-

tions. It is the small local foundations that customarily contribute to annual

¢ Ramarks delivered before the American Bar Association, Section on Taxation,
Mugust 9, 1969 .
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operating funds of symphony orchustras and other tax-vxempt organizations,

The large foundations soldom contribute to these on-going opaerating
expenses of organizations. Instead, thoir gitts usually enable an organization
to experiment with a challenging now idva, engago in much-needed resvarch, undertake
some project with foundation funds during the poriod that sore permanent, on-qgoin
support is gradually developued for the future financing of that activity,

Indeed, the chartors and/or trustee rosolutions ot many foundations
oxpressly torbid granting ot tunds to organizations tor the purpose of meoting
annual operating deficits becauso this 18 a nover-onding need. Poundation funds
very quickly could bucome tied up entirely in commitments for organizations' annual
operating funds thoroby leaving almost no resources with which to aid in expori-
mental work and expansion of programs and svrvicoes.

Lot me give you a tow oxamples of how this distribution of foundation
funds customarily works in the orchestra field.

Take the American Symphony Orchestra league itself:

In addition to dues paid by our members, we must obtain about $40,000
annually in contributions to finance our on-qoing sorvices to the orchestran.

Last year. foundation gifta accounted for approximately 25% of our annual maintenance
fund.

However, it has Loen through substantial qifts from the Rockefeller Founda-
tion and other Rockefeller philanthropic interests that the lLeague has been enabled
to:

= Initiate and maintain a comprehensive training program for youny
conductors, composers, and orchustra musicians for the last 13 yoars.

- Initiato and maintain the first formal, in-service training projects
for orchestra manayoers,

- Make the first comprehoengive study of the arts council movement.
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Undortake tho first comprehensive research on basic legal documents
of symphony orchestras, and publish the only manual in this hasic
aspoct of thoir work,

- To oxporimont {n psychological testing of orchestra manaqers.

- To make careor grants to a tew outstanding young American conductors
some of whom now are emerging as leading young conductors of our
country.

Under a current Pord Poundation grant, wo undertook the firet comprehensive
study of operations of Kuropean orchestras that 1 referred to earlier, and now are
engaged in a complote analysin of the bookkeuping and auditing practices of symphony
orchestras so that truly comparable statistics can be made available when the U, &,
Department of labor, the U. &, hopartment of Commuice, the Htate Department and
treasury call for such material - as thoy frequently have done in the past.

The league could not have done any of theso important things from its
reqular income. Neither would we have boen granted these funds by the large founda-
tions for the purpose of financing our basic, on-going, day-to-day work. We have
ade such roquests and have been turned down.

The Pord Poundation's recent massive grants to 61 symphony orchestras are
another good example of foundation policies in welecting projects they wish to
support, Those grants, totalling $80 million, were given for the express purpose
of aiding orchestras in cstablishing permanent. ondowments. The orchestras are re-
quired to match the foundation funds on a l-to-1, 2-to-1, or 3-to-1 basis depend-
ing on the circumstances of ecach orchestra.

Another requirement for eligibility for these grants is that the orchoes-
tzas must maintain their local annual contributed support at least at former levels.
In other words, the endowment grant program added a challenging new dimension to

symphony orchestra finance and operations, but it was not a substitute for con-

tinved local contributions toward the day-to-day work of the orchestras. Annual

it
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gifts from individual contributors continue to be absolutely vital to the existence
of the orchestras - even those that received the endowment fund grants.

These examples are typical of the manner in which foundation funds flow
into symphony orchestras - funds from local foundations to help meet annual ex-
penses - larger grants from the large foundations for expansion of program, rosearch
and experimentation,

It is completely unrealistic to assume, therefore, that plans to force
distribution of toundation assets will result in replacement of losses suffered by
tax-exempt organizations as a result of changes in tax treatment of individual
charitable contributions.

Yet, unrealistic as it is, this is the only official release of the
Government having come to our attention that offers any statement of what might be
put in place of the $100 million now going to charitable organisations but slated
to go to the U. 8, Treasury under H. R. 13270.

furthermore, even if the initial effect of forced distribution would be
to add to the amount of cash made available to charitable organizations, the long
range effect would be the shrinkage of capital funds for future support of chari-
table organizations. Of course, we are not opposed to distribution of private
foundations' annual income, but we are opposed to forced distribution of their
capital. In this proposal, we can see only the ultimate liquidation of foundations.

In connection with the Bill's provisions on foundations, we want to
commend the House on its final action to make it possible for foundations to continm
to make grants to individual musicians, conductors, composers, etc. under IRS-

approved plans.
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5. Total Effect of the Losses from heduscd Tax Incentives for Giving:

When we total the dollar losses in contributed income that would result
from these many reduced tax incentives for charitable giving as proposed in
N R, 13270, they spell life or death for symphony orchestras. But the dollar
qiins the Government would realize from these tax changes would become only a
statistic in the financial reports of the United States Treasury - a statistic
tat will not produce music, a statistic that will not add one iota to the nation's
cultural development of the future, & statistic that never can produce America's
sesthoven, another lsaac Stern, a statistic that never can be transformed into
Merica's next George Gershwin or next Leonard Bernstein.

If our Congress goes ahead with these proposed changes that will result
inwithdrawing at least $100 million annually from support of tax-exempt organisa-
tions - Lf this be the plan then, in all seriousness, perhaps we should propose
the following:

That there be inoluded in the tax legislation a provision whereby

a stated peroentage of the nation's Federal tax revenue be eet

aside for direot payment for support of philanthropic organisations.

We realize it is not within the province of this Committes to initiate
ippropriations. We are told over and over that the demands upon our Government for
financial solution of the problems of the cities, of the Vietnam war, of the space
program, of health and welfare needs, of public education, of the care of the
4ed - that these demands would pmclude serious consideration of such a proposal
it this time.

1f that be the case, we most earnestly beseech you to protect what we

slready have in the way of support by continuing the tax incentives that encourage
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our people to give voluntarily on behalf of the public good.
Without this continuing support through federal tax policies, the symphony
oxchestras of this nation eventually will have only two alternatives:

1. To come to Congress year after year seeking direct subsidy
in ever-increasing amounts of money)

2. To disband,

In addition to our concern over these overwhelming financial problems
the proposed legislation poses for us, we are concerned also with some technical

problems raised by the Bill.

B, Take the Matter of the Proposed New Definition of "Private" Foundatioms:

Pirst, we are concerned that the proposed definition of “private founda-
tions" for purposes of the new tax provisions may inadvertently cover many organiza-
tions that should not be treated as “"private foundations".

Many desarving organizations may fail to meet the second exception pro-
vided for determining what organizations are not “private foundations", because of
unwarranted restrictions: (1) that gifts from "substantial” contributors (i.e.,
those who contribute more than $5,000 in any one year) cannot count toward the re-
quired 1/3 public support test; (2) that related income receipts from any “person"
in excess of 18 of total support likewise do not count towards 1/3 "public support®)
and (3) that 1/3 of total support cannot come from gross investment income.

We point out that undexr the 18 rule, it is only the amount in excess of
18 that is excluded from qualifying as "public support", whereas the entire amount
of the over-$5,000 gift is excluded, We feel that at least the first $5,000 of a

large gift should count as a part of an organization's public support.

- . .
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Secondly, the phrase "any person" is too broad in that it would subject
to the 18 rule payments made by government units and public charities. It is ridicu~
lows to exclude any part of support from public funds from “public support".

The third test should be dropped. Since investment income already is
included in total support and more than 1/3 of total support must be derived from
qifts, contributions, membership fees, admissions or other related income in order
to qualify the organization as “"publicly" supported, there is no reason for having
s separate limitation as to the amount of investment income. It serves only to
pnalize those organizations which have received substantial contributions from
generous donors in the past to build up endowment funds.

Moreover, the third exception has a number of technical defects:

(1) It certainly could not have been intended to penalize a trust which
nov sust be operated entirely for charitable purposes simply because, as originally
constituted, part of the income was required to be distributed to private annuitants
for a term of years or for their lives.

(2) It also should be made clear that organizations with defective charters
my amend them to satisfy the "organized" test. .

(3) There is no reason why a separate organization which is operated "in
connection with" two or more qualified institutions rather than one such institution
should not be protected under the third exception to the definition of a "private"
foundation.

Unless substantially modified, these provisions relating to determination
of vhat organizations are not “"private" foundations are going to result in unending
wrk for the IRS and will place an especially unwarranted burden upon predominately
vYolunteer, small budget charitable organizations that cannot atford to employ pro-

fessional staff and legal counsel.
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Just within the symphony orchestra world alone, the Service will be
besieged with inquiries, requests for explanations, and 308 classification applica.
tions from literally hundreds of small budget orchestras and modestly financed

women's auxiliaries of symphony orchestras.

F._Take the Natter of the New Requiremente on Disclosure of Information

We strongly support the provision requiring all tax-exempt oxganizations to
file an annual return.

However, we challenge the proposed additional requirement that all
501 (c) (3) organizations be required to file listings of major contributors and
amounts given, and names and salaries of highly compensated employees.

In maky cases, contributors make their gifts upon the contingency that the
gifts be accorded complete anonymity. Donors should have this right. And what use-
ful purpose possibly can be served by the United States government having a list of
salaries and fees paid to symphony orchestra conductors, concertmasters and first
oboists?

These requirements are an improper invasion into the affairs of non-
government organizations, and the provisions are not germaine to the enforcement
of the internal revenue laws. We urge that they be removed at least from the

filing requirements of "publicly supported” tax-exempt organirations.
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o, IN CONCLUSION ~
. IN CONCLUSION

It must be remembered that voluntary giving is a fragile thing. 1It has
to b encouraged, nurtured, protected.

Vol\muryl‘quu cannot be legislated into being; they cannot be produced
ondemand, There is a limit to the giver's willingness to give.

Government officials had much to say last spring about an impending taxpayer's
mvolt,  In the nonprofit world, we hear warnings of a giver's revolt, and rumblings
of the exhaustion of the volunteer civic leadership required to kesp these contribu~

tion campaigns going year after year.
As operating costs spiral and force charitable and educational organizations

uch year to seek more and larger contributions than the year before, we fear the day
vill come when the givers will lapse into a state of utter frustration and hopelessness

over their ability to meet the challenges of private philanthropy.

We may be close enough to this point that enactment of these complicated
strictures on tax treatment of contributions coupled with actual cancellation of
long established tax incentives for giving would prove to be the final push toward
a disastrous breakdown in the willingness of voluntary givers even to attempt to
continue to shoulder these charitable burdens.

America's record in private philanthropy is one of the things that sets it
spart among all nations. That record is due to courageous and enlightened tax policies
of our Govexrnment throughout its 193-year history.

We plead with our Government to continue searching for a solution that

vill correct tax abuses but that will not induce paralysis of this nation's private

philanthropy.
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SUMMARY,

1, THE PROVISIONS OF H,R, 13270 wILL ADD TO THE COST OF LOCAL GOVERNMENTS
THE PREPONDERANT SHARE OF THE MUNICIPAL CAPITAL NEEDS OF PEOPLE ARE
PROVIDED BY THE USE OF MUNICIPAL BONDS. IN THE FIVE-STATE AREA OF [OWA,
MINNESOTA, NORTH DAKOTA, SOUTH DAKOTA AND WiISCONSIN THE ADDITIONAL COST
OF THE 1969 FINANCING THROUGH AUGUST COULD HAVE BEEN AT LEAST $271,000,000
MORE WITHOUT TAX EXEMPTION,

11, EXEMPTION OF MUNICIPAL BOND INTEREST FROM FEDERAL TAXATION I8 ONE OF THE
OLDEST SUBSIDIES IN THE HISTORY OF OUR COUNTRY, IT IS UNIQUE IN BEGINNING
AT THE SOURCK. (T PRODUCES 100 CENT DOLLARS. [T I8 ECONOMICAL, IT IS
EFFICIENT,

111, THE PROVISIONS OF THE TAX REFORM ACT WILL IMPAIR THE MARKETING OF MUNICIPAL
BONDS TO THE DETRIMENT OF THE POOR COMMUNITIES ,

IV, MUNICIPAL BONDS ARE ''PgoPLE BONDS'', THEY MAKE POSSIBLE THE FACILITIES WHICH
LLOCAL GOVERNMENTS NEED TO FURNISH FOR THR SATISFACTION OF THE NEZDS OF THEIR
PEOPLE,

V. THE MUNICIPAL BOND PURCHASER DOES PAY A TAX —= ONE THAT INURES TO THE BENEFIT
OF EVERYONE IN THE COMMUNITY IN WHICH HE INVESTS.

THIS IS AN INOPPORTUNE TIME TO CONSIDER INNOVATIONS TO THE SYSTEM OF MUNICIPAL
FINANCING .

Vi

Vi, THE PROPOSED LEGISLATION COULD MEAN AT LEAST A TEMPORARY SUSPENSION OF
MUNICIPAL FINANCING BY THE ISSUANCE OF BONDS,

Vili. THE PROPOSED LEGISLATION CAN BE EXPECTED TO ADD ADMINISTRATIVE OVER-BURDEN,

IX, IMPAIRMENT OF THE TAX EXEMPT STATUS OF MUNICIPAL BONDS WILL CONTRIBUTE FURTHER
TO THE TAX PROBLEMS OF LOCAL GOVERNMENT,

X. THE PROVISIONS OF H. R, 13270 MUST BE ACCEPTED AS A HARBINGER OF FURTHER EROSION OF
THE EXEMPTION OF MUNICIPAL BONDS .
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HONORABLE SENATOR RUSSELL LONG, CHAIRMAN,
AND MEMBERS OF FINANCE COMMITTEZ
UNITED STATES SENATE

TESTIMONY OF OSMON R. SPRINGSTED
THURSDAY,SEPTEMBER 28, 1969, 10:00 A. M,

WITH REFERENCE TO THE PROVISIONS OF
H.R, 13270, TAX REFORM ACT OF 1969,
RELATING TO THE IMMUNITY OF THE YIELD OF
MUNICIPAL. BONDS FROM FEDERAL TAXATION

SPRINGSTEO INCORPORATED I8 A MUNICIPAL CONSULTING FIRM ENGAGED
PRINCIPALLY WITH MUNICIPAL FINANCING, AS SUCH, IT IS CURRENTLY SERVING 118 UNITS
OF GOVERNMENT IN THE FIVE-STATE AREA OF IOWA, MINNESOTA, NORTH DAKOTA, SOUTH
DAKOTA AND WISCONSIN. THE FIRM WILL ASSIST IT8 CLIENTS WITH APPROXIMATELY 90
MILLION DOLLARS OF BONDING THIS YEAR, IT DOES NOT BUY OR SELL BONDS. IT8 ONLY
CONCERN 18 TO ASSIST THE MUNICIPALITIES IT SERVES TO ACCOMPLISH THE ISSUANCE OF
THEIR BONDS AS ECONOMICALLY ANO EXPEDITIOUSLY AS POSSIBLE .

THROUGH AUGUST OF THIS YEAR THERK WERE AT LEAST 367 BOND
OFFERINGS TOTALLING IN EXCESS OF $452,000,000 BY THE LOCAL GOVERNMENTS OF THIS
FIVE-STATE AREA. THE AVZRAGE S12E OF THE OFFERINGS WAS $1,234,092 suT THEY
RANGED IN 81Z€ PROM $ 14,000 TO MULTI~MILLION DOLLAR SALES.

THE PROCEEDS OF THESE BONO ISSUES WERE USED TO BUILD SCHOOLS,
STREETS, SEWERS, PARKS AND ALL OF THE OTHER FACILITIES REQUIRED TO MEET THE PEOPLE

NEEOS OF LOCAL GOVERNMENT.
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ASSUMING AN AVERAGE RATE OF 8%, ON AVERAGE MATURITY OF ONLY
18 YEARS AND THAT A TAX-EXEMPT RATE oF 6% 18 AS MUCH A8 60% OF A TAXABLE RATE,
THESE COMMUNITIES WERE ABLE TO GIVE THEIR PEOPLE A BETTER DRINK OF WATER, A
SETTER SCHOOL AT A COST $271,000,000 LESS THAN IF THEY HAD NOT BEEN ABLE TO ISsuE
TAX EXEMPT BONDS,

THEY SAVED THEIR TAXPAYERS THIS SUM BY BEING ABLE TO AVAIL
THEMSELVES OF ONE OF THR OLDEST, IF NOT THE OLOXST, FEDERAL SUBSIOY PROGRAMS OF
OUR COUNTRY ——= THE TAX EXEMPTION OF MUNICIPAL BONDS. IT IS A UNIQUE PROGRAM,
1T STARTS AND ENDS ENTIRELY WITH THE BENEFICIARY, THERE ARE NO ADMINISTRATIVE
COtTS. THE RECIPIENT GETS 100 CENTS FOR EACH OF ITS DOLLARS, THERE ARE NO
REGULATIONS. THERE ARE NOT PROTESTS OF FORFEITURE OF LOCAL AUTONOMY, THERE
ARE NO LEGIONS OF ADMINISTRATIVE STAFFS, THERE ARE NO LETTERS TO SENATORS OR
CONGRESSMEN, [T'S DIFFICULT TO THINK OF ANY SELF-HELP PROGRAM THAT HAS WORKED
MUCH BETTER, [T IS THE PROGRAM BY WHICH THE PREPONDERANT PART OF OUR LOCAL
MUNICIPAL CAPITAL IMPROVEMENTS HAVE BEEN, AND ARE BEING, SUILT AT THE CURRENT
RATE OF ABOUT $135 BILLION DOLLARS A YEAR,

PERHAPS THE PROGRAM (S AHEAD OF ITS TIME, SOME OF OUR
FEOERAL AGENCIES TODAY ARE JUST REALIZING THE BENEFITS OF ENCOURAGING THE LOCAL
UNIT TO UNDERTAKE ALL OF THE FINANCING OF A FEOERAL-SHARING PROGRAM. THEN THE
AGENCY SUBSIDIZES THE INTEREST DIFFERENCE. SO INSTEAD OF ITS BORROWING ITS FULL
SHARE AT 8% TO LEND BACK TO THE LOCAL UNIT AT 3%, THE AGENCY BORROWS ONLY A
FRACTION OF ﬁu AMOUNT TO SUBSIDIZE ONLY THE RATE DIFFERENCE.

WITHOUT TAX=EXEMPTION MANY OF THE COMMUNITIES OF OUR AREA,

IN OUR OPINION, COULD NOT PROVIOE FOR THEIR OWN NEEDS. REMOVE THE TAX EXEMPT
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STATUS FROM THE OFFERING OF A '‘BA’’ RATED COMMUNITY WITH A PER CAPITA DEST
or$1, 100 FOR LOCAL INDEBTEDNESS AND PLACE IT IN DIRECT COMPETITION FOR THE
INVESTMENT DOLLAR WITH AN OFFERING OF GENERAL MOTOR'S BONDS AND THE RATIO
OF A TAX EXEMPY RATE TO A TAXABLE ONE WILL REALISTICALLY BE AT LEAST | TO 2,
IN OTHER WORDS, 15 SUCH A COMMUNITY MUST NOW PAY 7% FOR TAX EXEMPT MONEY,
1T CAN EXPECT TO PAY 14% FOR TAXABLE BONDS. THus, THE mAxiMuM 40% suesioy or
H.R, 13270 WILL LEAVE IT PAYING A NET RATE OF 8,40% onr 1,40% MORE THAN IT NOW
18, AND, OF COURSE , IF THE SUBSIOY IS ULTIMATELY LOWERED T0 25%. AS 1T MAY sE,
THE COMMUNITY 1S THEN LEFT IN THE POSITION OF PAYING 10,3%, THIS AssumEs THAT
17 CAN PIND A suven!

THE MUNICIPALITY MAY STILL, UNOER THE PROVISIONS OF THE
PROPOSED LEGISLATION, ELECT TO CONTINUE TO SELL TAX-EXEMPT BONDS, BuT IT
WILL BE IN A CONTRACTED MARKET IF THIS LEGISLATION I8 ENACTED, FOR THE GOOD
MUNICIPAL CREDITS IT MAY BE TO THEIR ADVANTAGE TO ELECT TO ISSUE TAXABLES,
THIS WILL THEN LEAVE THE MUNICIPAL MARKET ONLY TO THE POOR, LIXE ANY OTHER
BUSINESS, THERE HAS TO BEL MERCHANDISE FOR THE UNDERWRITERS OF MUNICIPALS
REOUCE THE SUPPLY AND THE QUALITY AND A NATURAL CONCOMITANT MUST BE A
WITHERING DISTRISUTION ORGANIZATION, [N OUR OPINION THE UNDERWRITERS OF THIS

COUNTRY HAVE DONE AN OUTSTANDING TASK OF MERCHANDISING THE BONDS OF OUR

LOCAL GOVERNMENTS, THEY CAN NOT SE EXPECTED 0 CONTINUE THEIR HIGH PERFORMANCE

IF THEY ARE LEFT ONLY THE DRIPPINGS,
REALLY MUNICIPAL. BONDS SHOULD BE CALLED '‘ProrLe Bonos''
BECAUSE THE THINGS THEY MAKE POSSIBLE ARE EVIDENCED FROM THE TIME EACH OF US

TURNS ON A FAUCET IN THE MORNING UNTIL WE PALL ASLEEP TO THE KLAXON OF A FIRE
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TRUCK. THE BATTLE CRY OF THOSE WHO WOULD IMPAIR THESE ProrLg BONDS IS
THAT THE PERSON WHO HAS INVESTED IN PEOPLE |N PREFERENCE TO SOME PURELY
PROFIT-ORIENTATED VENTURE HAS COMMITTED A VENOMOUS CRIME UPON SOCIETY
BECAUSE HE PAYS NO INCOME TAX. BUT HE HAS, IF HE PURCHASED A STATE OF
MASSACHUSETTS BOND IN 1980, wiTH A couron or 3, 109, NOT ONLY DID HE ACCEPT
A LOWER RATE OF INTEREST THAN P HE HAD PURCHASED A TAXASLE BOND, BUT HE
FORFEITED ANY GROWTH BENEFITS. IN FACT, HE HAS EXPERIENCED THE OPPOSITE
RESULT. HE I8 STILL GETTING ONLY 3, 10% WHEN THE RATE NOW QUOTED FOR THE
SOND 18 7,009, AND HIS BOND 1S WORTH LESS THAN 71 CENTS ON THE DOLLAR, HE
DOESN'T NEED MUCH ENCOURAGEMENT TO BECOME DISCOURAGED WITH MUNICIPAL BONDS.

WHILE WE ARE UNWILLING TO CONCEDE THAT THERE I8 KVER A
TIME TO TAMPER WITH THE EXEMPTION OF MUNICIPAL BONDS, CERTAINLY NOW IS NOT
1T, ALREADY SUFFERING WITH THE REST OF THE ECONOMY FROM THE HIGH COSTS OF
MONEY, OUR LOCAL GOVERNMENTS ARE FURTHER INOPPORTUNED BY THE EVEN HIGHER
COSTS IMPOSED BY THIS THREAT TO THEIR MAJOR MEANS OF MEETING THEIR CAPITAL
NEZOS. MANY HAVE NOT BEEN ABLE TO SELL THEIR SONDS WITHIN STATUTORY RATE
LIMITS, THIS HAS MEANT FURTHER DELAY AND COST IN THE EFFORTS OF THESR LOCAL
GOVERNMENTS TO ATTEMPT TO SATISFY THE NEEDS OF THEIR PROPLE. AND, PROBABLY
HAS SERVED TO INTENSIFY THE ALREADY CLARION CALLS FOR HELP TO THE FEOKRAL
GOVERNMENT,

AS A VERY PRACTICAL POINT, UNTIL STATE LEGISLATURES COULD
MEET TO REMOVE EXISTING RATE LIMITS, FEW MUNICIPALITIES COULD ISSUE TAXABLE
SONDS TODAY. |F THEN THE EFFECT UPON THE MUNICIPAL MARKET IS WHAT WE THINK 1T

WILL BE IF THE TAX EXEMPT STATUS OF MUNICIPALS (8 IN ANY WAY IMPAIRED, WE FORESEE
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ANIATUS IN MUNICIPAL BUILDING PROGRAMS THROUGHOUT THE NATION, PERHAPS
THERL IS SOME ECONOMIC MERIT IN THIS, SUT IT TOTALLY IGNORES THE FACT THAT THE
XIDS ARE WAITING TO ENTER THE SCHOOL EVEN BEFORE THE FOOTINGS ARE BEGUN, THE
0026 OF THE POLLUTED RIVER KNOWS NO MORATORIUM .

WE RECOGNIZE THAT ASSURANCES ARK BEING MADE THAT THERE
WILL 8 LITTLE OR NO ADMINISTRATIVE OVERLAY FOR THOSE GOND ISSUES WHICH WOULD
5L SUSSIDIZED IF AN ISSUER ELECTS TO FLOAT TAXABLE BONDS. REFRESHING AS IT MAY
§L TO BELIEVE THIS MIGHT BE THE CASE === |T WILL ASSUREDLY BE DIFFERENT FROM ANY
oTHIR FEDERAL PROGRAM, AT THE MOMENT A WISCONSIN CLIENT HAS SEEN WAITING 60
DAYS, AND IS NOW ADVISED IT MAY BE ANOTHER 60 DAYS, FOR THE PREPARATION OF THE
RIGULATIONS WHICH WILL PERMIT 1T TO ISSUE FEDERALLY SUBSIDIZED BONDS. [N THE
MEANTIME, BOTH INTEREST RATES AND CONSTRUCTION COBTS HAVE RISEN AND THE MUCH-
NZEOLD PROGRAM DELAYEO, IT IS TO US,FRANKLY, DOUSTFUL THAT ALL THAT THE VILLAGE
CLErk OF EVENING SHADE WILL NEED TO DO (S TO DROP A HANDWRITTEN NOTE ON A SHEET
OF TABLET PAPER TO THE SECRETARY OF THE TREASURY ADVISING HIM THAT EVENING SHAOK
A FEW MONTHS AGO ISSUED SOME TAXABLE BONDS AND SEEING AS HOW THERE I8 AN INTEREST
PAYMENT DUE NEXT WEEK WILL THE SECRETARY PLEASE SEND A CHECK FOR THE FELDERAL
GOVERNMENT'S SHARK. IT SEEMS REASONASLY CERTAIN THIS IS A CONDITION TO WHICH THE
AEFLEXES OF GOVERNMENT LAWYERS COULD NEVER ADIUST .,

LOCAL GOVERNMENTS HAVE LITTLE PROSPECT OF GAIN IN THESE
PROPOSALS BUT ALMOST CERTAIN ASSURANCES OF LOSING, AT BEST, THEY CAN ONLY HOPE TO
BORROW THEIR MONEY AT ABOUT THE SAME RATE THEY NOW ARE. [T 18 FAR MORE PROBABLE
THEY WILL PAY MORE. ALREADY IN THE POSITION OF HAVING THE FPEDERAL AND STATE

GOVERNMENTS HAVING TAKEN THE B1G BOY'S SHARE OF THE REAL GROWTH PACTOR IN OUR
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ECONOMY ~— INCOME ~— THIS MEANS THEY MUST AGAIN ADD YET ANOTHER LAYER
UPON THE ONLY MAJOR TAX LEFT THEM —— THE PROPERTY TAX WHICH COMES FROM
A SOURCE FAR LESS RESPONSIVE TO GROWTH THAN INCOME, LESS RELATED TO ABILITY
TO PAY, TOO, WE MIGHT ADO,

WE DO CONCEDE THAT THE PROVISIONS OF H . R, 13270 wHICH
RELATE TO THE TAXATION OF INCOME OF MUNICIPAL BONDS DIRECTLY, OR INDIRECTLY,
OF THEMSELVES SHOULD NOT CONCEIVE ALL OF THE DANGERS WE FORESEE. BuT THEY
ARK TRULY WARNINGS TO THE MUNICIPAL INVESTOR, IFf NOW THE HISTORIC INVIOLABILITY
OF THE INCOME OF MUNICIPAL BONDS FROM FEDERAL TAXATION I8 IN ANY MANNER
IMPAIRED THE INVESTOR MUST BE MOST APPREHENSIVE OF WHAT MAY FOLLOW,
ESPECIALLY WHEN IT WAS ANNOUNCED BY A SPOKESMAN FOR THE Houst WAYS AND
MEANS COMMITTEE WHEN THE BILL WAS INTRODUCED IN THE HOUSE THAT IT WAS THE
AVOWED PURPOSE OF THE COMMITTEE TO ELIMINATE THE TAX EXEMPT STATUS OF
MUNICIPAL OBLIGATIONS, THE BUYER OF A BOND OF THE BuRNSVILLE, MINNESOTA
ScHOOL DISTRICT MATURING IN 1990 MUST LIVE BY HIS CONTRACT, HE CAN NOT COME
BACK FOR AN UPWARD ADJUSTMENT OF THE RATE OR DEMAND PREPAVMENT NO MATTER
HOW EQUITABLE HIS REQUEST MAY BE, HE INVESTED IN THE PEOPLE OF THAT SCHOOL
DISTRICT ACCEPTING HIS CONTRACT AND BELIEVING HIS RIGHTS WOULO BE PROTECTED,

WE URGENTLY REQUEST THAT THE PROPOSALS oF H,.R, 13270
WHICH .\'\!ILL mram.o: IN ANY MANNER UPON THE EXEMPTION OF MUNICIPAL BONDS FROM
FEDKRAL TAXATION BE CONCLUSIVELY REJECTED, TO DO OTHERWISE, IN OUR OPINION,
wiLL Bt 16 ADD EVEN FURTHER COSTS TO ALREADY TAX BENT LOCAL COMMUNITIES ,
WILL IMPOSE EVEN GREATER BURDENS UPON LOCAL BOARDS AND ADMINISTRATIONS IN
THEIR NEVER ENDING SEARCH FOR REVENUES AND WILL FURTHER DELAY ANY HOPE OF
MEETING THE LOCAL NEEDS OF THE PLOPLE OF THIS COUNTRY,

WE'VE GOT A PRETTY GOOD SYSTEM, LET'S NOT MEss 17 upl
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SENATE FINANCE COMMITTEE
HEARINGS ON H, R. 13270
September 25, 1969
Formal Statement of the Honorable Edgar F. Shannon, Jr.

President, University of Virginia

Arbitrage Bonds

Summary

The University of Virginia desires to issue bonds secured by
und payable out of mortgages taken as security for loahs made by
the University for faculty housing.

In the opinion of bond counsel, the interest on these bonds
vould be exempt from Federal taxation under present laws. The
uwbitrage bond provisions of the Tax Reform Act, a8 reported by
the House Ways and Means Committee and as passed by the House,
wppear to prevent these bonds from being issued by the University
ut tax exempt bonds,

The University urges the Senate Finance Committee to amend
the language of proposed Section 601 of H.R. 13270 to make clear
that the definition of arbitrage bonds will not apply to the

Iniversity's bonds secured by mortgages on faculty housing.
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Discussio

The University of Virginia proposes to issue bonds pur-
suant to Virginia Code Section 23-30,01 passed by the General
Assembly of Virginia. That section authorizes any State educa-
tional institution, with the approval of the Governor, to issue
bonds secured by and payable out of securities held by its
endowment fund where the securities are secured by a lien upon
real estate or personal property,

The University now holds in its endowments approximately
$8,000,000 in notes and mortgages received as security for loans
on faculty housing. These mortgage loans all derive from the
University's overall plan to assist faculty and student housing,
and have been made to faculty members to aid in the financing of
their homes at a rate of interest approximately one percentage
point less than the available market for mortgage loans.

Of necessity, the University cannot issue its bonds every
time it proposes to make an individual mortgage loan. It must
rely on its endowment funds to make the necessary advances, accum-
ulate the mortgages, and then fund the obligations by issuing its

bonds when sufficient mortgages have been accumulated.
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3.

It is the opinion of bond counsel that, under the present
tax law, interest on the bonds to be fssued as discussed above
vould be construed by a court to be exempt from Federal income
taxes a8 interest on bonds issued by or on behalf of an i{nstru-
mntality of the State of Virginia.

The House Proposal

H.R, 13270, the Tax Reform Act, as passed by the House of
Representatives contains a provision on "arbitrage bonds" which,
if adopted, would in all probability prohibit the University of
Virginia from fssuing tax exempt bonds secured by mortgages held
in its endowment funds, as permitted by Section 23-30,01 of the
Virginia Code. Section 601 of the Tax Reform Bill contains the
following amendment to Section 103 of the Internal Revenue Code
(Section 103 grants the exemption for interest on bonds of states
and political subdivisions):

"(b) Arbitrage Obligations - Section 103 is .
amended by inserting after Subsection (c) the following ~
new subsection:

'(d) Arbitrage Obligations - Under regu-

lations prescribed by the Secretary or his delegate,

any arbitrage obligation shall be treated as an

obligation not described in Subsection (a)(1)'".

In the Act the effective date of this amendment is July 11, 1969.

The report which accompanied the bill makes the following
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explanation of the proposed amendment:

"Some state and local governments have misused their
tax exemption privilege by engaging in arbitrage trans-
actions in which the funds from tax exempt issues are
employed to purchase higher yielding Federal obligations
whose interest is not taxed in their hands. The tax
exempt issue in these cases generally specifies that the
interest on the Federal bonds will be used to service
the state and local securities. An individual who pur-
chases a state or local security under such an arbi-
trage arrangement has the advantage of a tax exempt
security with the safety of a Federal security. The
Federal government then finds itself in the position of
becoming ‘an unintended source of revenue for state and
local governments while losing the opportunity to tax
the interest income from its own taxable bond issues.
The Internal Revenue Service has announced that it will
not rule on the question whether such arbitrage obli-
gations are entitled to tax exemption under existing
law." H. Rep. 91-413, part 1, page 173.

The Committee report correctly states the Treasury Depart-
ment's current problem, but the broad sweep of the language in the
Act goes much further. The Treasury Department has been con-
cerned about the issuance of tax exempt securities the proceeds
of which are reinvested in Federal securities required to be held
as security for the tax exempt security so that the holder has,
in effect, a tax exempt Federal security.

The language in the Act as passed by the House of Repre-
sentatives would permit the Internal Revenue Service to forbid the

University from issuing its bonds and reinvesting in new securities
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5.
(e.g., United States or corporate bonds, preferred stocks or equity
stocks), whether or not these new securities were pledged as
security for the bonds. It also appears that the Act could be
extended to prohibit the use of securities already held in the
University's endowment funds (e.g., existing mortgages) as security

for the University's bond issue.

Reliance Upon Administrative Regulations

The administrative interpretation of proposed Section 601
would undoubtedly extend its scope beyond the Treasury's problem
in the use of tax exempt securities to finance reinvestment in
Federal securities. When applied to the University's use of bond
proceeds to fund mortgages held in its endowment funds, technically,
the mortgages held as security for the payment of the bonds con-
stitute securities the interest on which is taxable, while the
interest on the bonds is tax exempt.

Such an interpretation of the present House provision would
ignore the fact that, under current market conditions (and for the
foreseeable future), the coupon rate of the University's bonds would
be higher than the current 5.08% average interest rate in the faculty
loan portfolio. Thus, the amount of bonds which the University
could issue (perhaps $7,000,000) would be sufficiently less than
the amount which it has already invested in the faculty mortgages
({.e., $8,000,000). This difference, represented by a discount

from the principal balance of the mortgage collateral (i.e., money
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already advanced from the endowment funds), would continue as a
subsidy by the University for its faculty housing and represent

no benefit to the State from the tax exempt financing. The Univer-
sity does not engage in the buying and selling of mortgages at a
discount but invest in each faculty loan the full principal amount
of the mortgage. Therefore, such investment, rather than any hypo-
thetical market value for the mortgage, is the proper measure of
the University's needs and the proper standard for judging whether
the University's bonds actually operate as an arbitrage.

It might also be argued, by one who overlooks the entire
purpose of the transaction, that in view of the fact that the bond
issue will free an equivalent amount of endowment" funds for invest-
ment in other securities, whether bonds, preferred stocks, or
equity stocks, the University's bonds would be issued for the
benefit of its endowment funds, and the endowment funds will be
entitled to invest the proceeds in taxable obligations even in
the traditional arbitrage context. Such a view, however, totally
disregards the true purpose of the University's bond issue (namely
to fund the faculty home loan program) and the impracticability of
issuing bonds to cover each individual $20,000, $25,000 and $30,000
faculty home mortgage.

Further, the present language of Section 601 of H.R. 13270
grants such broad latitude to the Secretary of the Treasury that
he could deny the tax exemption for interest on any bonds issued
by the University, regardless of the security, so long as the

University owns securities the interest on which is taxable.
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for instance, the Secretary could argue that the University should

;ell its endowment securities to build dormitories, rather than
;gsuing tax exempt bonds to firance thelr construction. He has
zade a similar argument against individuals and corporations who
1id tax exempt securities when they borrow money for purposes
urelated to their holding of the tax exempt securities, See,
u.3., Wisconsin Cheeseman, Inc. v. United States, 388 F.2d 420
(7ta Cir. 1968).

Assistant Secretary Edwin Cohen, in his statement to the
feaate Finance Committee on September &4, recognized that the lans-
jaze in the Act on arbitrage bonds as passed by the House was‘ too
broad. He stated:

"The bill would also deny tax exempt status to
so-called 'arbitrage bonds,' the specific defini-

tion of which is left to the regulations. We be-

lieve that this is in general a proper method of

handling that abuse, but we believe the scope of

the term 'arbitrage obligation' should be described

with some further particularity in the bill."

(Senate Finance Committee, Committee Print, p. 85).

As of Saturday, September 20, 1969, the Secretary has made
w0 specific proposal, and we understand that emphasis will be
placed again on an administrative interpretation. Cf. T.I.R.

80 (August 11, 1966), attached as Exhibit A hereto. We strongly
tecommend, however, that the language as passed by the House be
wended in the Act to permit the University to issue tax 'exempt

bonds to aid in the financing of its faculty housing needs.
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We cannot afford to leave such exemption to administrative
regulation for several reasons:

1. The present volatile state of the tax exempt bond market
is known to all of you. Underwriters cannot maintain any kind of
orderly market and wait the weeks and sometimes months necessary
to obtain a ruling from the Internal Revenue Service.

2. This delay factor is especially evident now when the
regulations for the entire new bill are yet to be written. Any
interim administrative regulations would not permit bond counsel
to avoid requests for ruling. Actually, such requests would
become a necessity.

3. Any temporary administrative regulation keyed to a use
of proceeds to reinvest in taxable securities (as opposed to
taxable Federal securities) to be held as security for the tax
exempt bonds would be unworkable because, technically, faculty
mortgages are securities the interest of which is taxable. The
use of the old rutes (i.e., T.I.R. 840) would not ease the situa-
tion because the entire context of interpretation would have
changed; that is, T.I.R. 840 would now be viewed as an expansion
of specific legislation limiting arbitrage situations, whereas

under former l'aw arbitrage bonds were permissible under the statute
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a8 an additional indirect subsidy to State and local governments.*

4. 1f the funding of the mortgages is indeed an arbitrage
under the statute, the Treasury would not have the authority to
{ssue regulations which would exempt a specific program such as
ald to faculty housing.

Congressional Support of Housing Aid

There is ample precedent in current Congressional policy
for a statutory exemption to permit the University to aid the
furnishing of its housing needs in this way. First, the Federal
government guarantees payment of bonds on all local housing
suthorities in the country. In effect, therefore, it gives to
the bondholders, when housing is involved, a tax exempt Federal
gecurity. Second, the Congress last year, when adopting restric-
tions on tax exempt industrial development bonds, provided an
exemption for bonds to finance "residential real property for
family units." Third, in the Act as passed by the House the
recommended changes in the deduction for depreciation do not

apply to new "residential rental housing.'" (Section 521 of H.R. 13270).

* In truth, what is so wrong with arbitrage bonds issued by instru-
mentalities of State and local governments? If the Commonwealth
of Virginia issues $36,000,000 of its 6% tax exempt bonds and
uses the proceeds to purchase at the current market discount
$40,000,000 in 6% taxable Federal bonds, using the $4,000,000
arbitrage spread for the construction of hospitals, housing or
other publicly supported capital needs, why is this so sinful?

As pointed out below, the Federal government actually encourages
this with respect to local housing authority bonds!
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The needs of a university in the housing area are as im-
portant as the policies underlying the need for these statutory
exemptions. At the University of Virginia alone, the endowment
funds already hold almost $8,000,000 in mortgages on faculty
homes. It is projected that by 1975-1980 there will be a need
for $7,000,000 more, or a total of $15,000,000.

Last year legislation was introduced in the Senate and
' agreed to by the Treasury Department which would have addressed
itself specifically to the Treasury's problem with arbitrage bonds.
S. 2636, introduced by Senator Ribicoff, defined "arbitrage bonds"
in the bill and denied tax exemption for interest on such bonds.
The language of S. 2636, to a great degree, incorporated the
Internal Revenue Service's prior announcement in T.I.R. 840.

The Treasury Department supported S, 2636 at that time. (Hearings
before Senate Finance Committee on Tax Adjustment Act of 1968,
page 90).

A statutory definition of "arbitrage bonds" such as pre-
sented in S. 2636 might not apply to the University of Virginia
bonds. In any case, an amendment, which would be only a clari-
fying amendment, could be added to the other exceptions to the
definition of "arbitrage bonds" in that bill to make clear the
definition did not apply to faculty housing bonds. This would be

only one available alternative.
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Conclusion

We, therefore, strongly urge the Senate Finance Committee
to define arbitrage bonds with some particularity and with a
definition or an exception ip the Act which would permit the
University to issue its bonds to aid in the financing of its
faculty housing programs. We base this request on two basic
premises:

1. The privilege now accorded to State supported univer-
sities to issue evidences of indebtedness carrying tax exempt
{nterest extends to indebtedness incurred for faculty housing.

2. Even though generality and simplicity are desirable
sttributes of a tax statute, the tax law adopted should not
create uncertainties a'nd confusion when exposed in the light
of real situations.

1f this Committee accepts these premises, it should accept

our request.

Edgar F. Shannon, "Jr.
President
University of Virginia

151



T. I. R; 840

Tucnniear, Ixeunuarion Rtk or
. e e UK, Tuxweny Deravuesy, Ine
m.\u fevexve Runvies, Possc Ixvunuaniox Divisos, Avutr [1A

The WA, Tnterund Nevenue Rervien mim: announeed detail 3
‘«hniu 10 baniir eulings tht e interst on nﬂ'uiu':;-ll;:-n:::s ‘: 1‘:‘::,:::“};::
ederal neome Gasation under Xechion 103 of (e Jnternnd Besenie Core of 18044
h‘l}w poliey will contimm in effect, '"ld‘"ﬁ the concdusion of nastudy (o detvrmnine
whether such olligatinn shoubd bee consideted obligations of Ktates, Peariton b,
|n-'-s\lmm. el poditien) stludisisions o the District of Columbla, T twly
\llt' w direeted at olligations imaned by (s govvininental nniie wiwre 0 Jorinn
:?‘n o b 10 Inveat the proceds of e tax-exempt aldipations in fnvabk
igationa, gewmtly United Riates Govormment scenniths, hearing o higinr
l‘n‘l'n‘m vield, The profit reeeived by tiee governmental units oo the differencs
“'u‘:: 'I‘l:- ‘2-‘1:1::‘:"!:05:: (ll‘l'ﬁ :’:- :-n;mpl ‘.'t"'"“.‘,‘,“‘"" andd the Intenst ennmdd on
b H el e "
oll) m\"lo:c .:‘-‘m"mhn" ‘l‘n Iln'-; date :;t 'llnk w‘l:fn-:'m . Vhe study will not affect
. eolly, thie ¥ ]
f"r"\(!{:" |‘|'l||"“;'l :\'\o :‘;:u" &;ik\ wiil apply 10 obligations falling within
. all or & sudetantial pat of the procds of ()
mﬂ':‘mm‘:na :::n::n nueh ‘;-'ca-m :4-1'\0:'-:- ,l‘:l"ﬂ“) unf'«m»‘n':'.'n".'u?ﬁ«"
hich are, b Geen, 10 Jee ta 3
d;h-“o_d':i'?:tcmd “"u-‘:‘“’"""“:““‘“'"':’""- ks fndd e meenriny for e retireisent
A ST e bt ture 40 b soudtd (00 nvdl
:m': :;:&':.n.l: ‘Gli::‘ly:u‘l’l}::ﬁ; m»'v‘: tl.;al-‘? ﬁ\; wnrs nf'.u'.'"-"#..'f&'ﬁ-'.’l.'ﬂ-'i";‘-.‘ ’“:
. v nxi e E 3 .
,m’l‘kh:' 'n!l lc-illm e enrrvand bone ::r |Iu‘- Ia‘::" l;.fn-h:;'-?ur;l«:‘l‘:mm for thr vatis-
\‘ll"nau ::’:lug are cramples of (rimactions with rwjaet 10 which no rling

Pirnt, & Kinfe may bane ohligations and Invvst the entire proceeds in nited
Hialen fnda witls sfmilar maturiths leoring o highey Interst {lrld. T Uniteed
Riates bouds are then plared @ exerow 10 seuns yraymenin of intenst and prine
eipal on the Kintew obligations. Thw profit on e ntenwt wprennd neerins (o the
Biate over the porind of tine that there oldigathns ane ontstanding.

Brcond, A unmicl,mlu,\' mae dmowalintdy pealize the present value of the
arthitrnge profita to In diriveed over the (utiire by castin the transaction in the
following form: 10 may e otdigations in the amount $100 mitlion, nwe £20
million 10 huikl sehoods ur for rowe Qther governnnntal purpose, ol hivest the
Lalanee, $80 miition, in Uniteod Ktatew onxin which bear 8 highws intenst yiehl.
The Unltend Beates howds are everawedd to menee payment of interest uid peinelpal
on the mmicipal olligations. The interest difforntial s snfliciently ke so that
he Intorest amd pirineipal reevived from 1 Unitest Stntes bols are sulliciont to
p*’ilu' Intorest on tiwe lmmkiral ohligations as well ac to retire them nt maturity,

irct, & svnicipality may iene obligations for thwe stated prurpoxe of nfumling
outatumding oblipations first eallable more than five years i e future, Daring
the fnterim Iefore the ontstonding obligntions are vetlevnnd the procectls of the
advance rfunding boue ore fivestedd in Uniterd States boils bearing & bigher
fatoreat ylek), sl wuch hondn are excrawes] ae security for |lmm_\-nu-m of vitlwr
of the bues of municipal ohllrnlum;. Duriug that interim period, arbitrage prolits
based on the fnterest xpread uure (o the mnnieipality.

Tha Scrviee tade elear that this ANNOUNCEINCI COVErR onl{ obligations fulling
within the two eategorics dewerilndd nbove. “Fhus, for .m.ru- L dues not cover un

obligations whete the |m«ln are intenderd 10 be used to constrnet o
facllity even (hough the proeeesls are Inftially pdacesd in & trust for e wmenrity of
the houd hodilers, mul jlvestent In tasatde oldigations, pending their use 10 nnet
the conntruction coxts ns they oceur, Nor does it cover an bxue of olligations
mercly Ineause a portion of il procveds is lnvested In tnxalde obligations and
held golely to mcet interest payments ol the obligations ponding the availability
of other roveniws,

152

EXHIBIT A



STATEMENT BY THE HONORABLE SAM YORTY, MAYOR OF THE
CITY OF LOS ANGELES, CALIFORNIA, TO THE UNITED STATES
SENATE COMMITTEE ON FINANCE ON SEPTEMBER 25, 1969

SUBJECT: Objection to Provisions Relating to Tax-Exempt

Status of Municipal Bonds in HR 13270

Provisions under Titles 11] and VI of HR 13270, which affect the tax-

exempt status of municipal bonds, present a most serious financial threat to the
City of Los Angeles, and I strongly urge this Committee to reject these proposals.
These proposals constitute an unwarranted interference with the functioning of local
government which has been given a constantly expanding role in serving the people
of this nation. Furthermore, they come at a time when the larger urban centers are
confronted with unprecedented demands for financing essential capital projects.

1 am well aware that the motivation for this legislation was an attempt
to provide a more equitable Federal income tax structure, but if such legislation
will result, as 1 firmly believe it will, in enlarging the local tax burden of the
people of Los Angeles and of depriving them of needed public facilities, then I must
oppose it.

I will not attempt to cover all of the general and constitutional arguments
against the adoption of these measures since these points have been or will be ably
presented to you by others. My remarks will be directed at the effect of these pro-
posals on the nearly three million people of Los Angeles (and the more than eight
million for whom Los Angeles serves as the urban core and nerve center). Hopefully
this view from Los Angeles will be relateable to other major population centers in the
nation.

By way of background, let me state briefly that the City of Los Angeles has

relied heavily on the municipal bond market in its rapid development since the close
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of World War 11, and has 1;sued over one billion dollars in general obligation and
revenue bonds in just the past twenty years. With the assistance provided by this
source of financing, the City of Los Angeles has built the nation's largest municipally
owned utility providing the total water and electricity needs of the City, a new jet
age afrport--pow the second busiest in the nation, the nation's foremost man-made
harbor, a modern sanitation system, a world famous zoo, and many other significant
public facilities.

How important has the tax-exempt feature of municipal bonds been to these
developments? In the case of several projects, lower interest costs available through
municipal bond financing provided the economic feasibility for projects which other-
wise would not have qualified,

Lower interest costs on outstanding debt are the only obvious break the
local property taxpayer receives. local property taxes in Los Angeles have already
reached a level where we are constantly seeking alternatives to reduce the burden,

Notwithstanding the volume of municipal bond financing the City has
engaged in for developmental purposes, the practice has not been abused. The City's
bonds by virtue of sound financial management have earned the confident support of
bond rating agencies and are considered a prime credit in the municipal bond market,

1 have seen statements emanating from Congressional and Treasury sources
that indicate that the legislation now before you will not significantly affect the
municipal bond market or raise interest rates on new issues. This is simply not true.
As a matter of fact‘, the mere announcement by Chairman Mills early this year that his

committee was going to consider legislation in this area, proved severely disruptive

-
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to the municipal bond market. The uncertainty this generated as to the course
Congress might follow in this field, caused all outstanding bonds in the municipal
market to be discounted in value and drove many potential investors for future

municipal issues from the market place.

Indices of interest rates on corporate bonds and municipal bonds, which
historically tend to track one another, suddenly diverged, Acknowledging the
difficult money market conditions that have existed this year, we stiil obsaerved that
the rate of increase in municipal interest rates has besn more than 3-1/2 times that
in the corporate sector. The increase in municipal borrowing costs in the first nine
months of this year, as reflected in the indices, has been 26,3%, while costs of
corporate borrowing moved up 7.4%. One announcement by the committee chajirman,
in the course of the committee‘'s hearings, resulted in an historic 25 basis point rise
in the municipal bond index in one day. On a $30 million issue of the City's water
bonds such a rise in the bond index, equivalent to 1/4% on the interest rate, would
have raised borrowing costs on the issue by more than a million dollars.

As further evidence of disruption in the municipal bond market, interest
rates have now risen beyond statutory interest rate limits for several classes of the
City's bonds. As a consequence, we have been unable to issue any airport bonds
this year, when it had been our intention to issue approximately $170 million to
finance necessary expansion of ajrport facilities. Millions of dollars in vital local
improvement projects in the City have had to pe postponed as a result of the effect
this legislation has had on interest rates. The Department of Water and Power, which
does not have & statutory interest rate limitation, has witnessed interest costs on its

bonds fncrease 20% in the past nine months and interest costs on its short-term
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borrowing jump almost 50% in the same period. Rates for water and electrical service
to the Department’s 1,600,000 customers must eventually reflect these higher interest
expenses,

Looking to the future, our capital programs in Los Angeles were planned
with a hocvy.reuanco on the municipal bond market to provide needed funds. In the
five-year period 1969-1974, the amount contemplated to be raised through municipal

bond issues totals more than $1,600,000,000, broken down as follows:

Alrport facilities $ 710 million
Water and Power facilities $35 million
Recreation & Parks facilities 140 million
Library facilities 35 million
Sewer facilities 91 million
Parking facilities 20 million
Harbor facilities 14 million
Fire, Police and General

Administrative facilities 35 million
District improvement projects 70 million

1,650 millio

Increased interest costs on municipal bonds, which would be brought about by legis-
lative changes governing the treatment of tax-exempt income in the Federal income tax
structure, would obviously run into the hundreds of millions of dollars for the City of
Los Angeles alone. This iesult, repeated in large cities thioughout the nation would,
if totaled, provide a clear perspective on the crushing burden to be added to the local
taxpayer were the legislative proposals in Title I1I of HR 13270 to be enacted.

The City of Los Angeles must get on with the indispensable developmental
programs that are required to provide a liveable environment tor its burgeoning popula-
tion. Title VIof ﬁR 13270 purports to offer an offset to cities for loss of the advantages
of issuing tax-exempt bonds should the cities elect to accept a Federal interest cost

subsidy for issuing fully taxable bonds. Gentlemen, 1 have spent some time as a
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member of Congress and know well the requirements to hold hearings, to examine
evidence, to deliberate, and finally, to make a judgment on the worthiness of capital
projects before granting approval for the expenditure of Federal funds. This proposal
is simply not workable when consideration is given to the staggering volume of munici-
pal projects which are needed and needed now. Decisions on what city projects are

to be butit in Los Angeles in what priority and how financed, are decisions that must
be made in Los Angeles, not in Washington, D. C. This proposal runs counter to a
growing awareness throughout the nation that government must decentralize in order

to become truly responsive to the needs of its citizens.

The municipal bond market has been thrown into an almost chaotic state by
Congressional actions relating to the treatment of tax-exempt bonds since the opening
of this 918t Congress. The restoration of traditional investor confidence in municipal
securities, will require a resounding rejection of the proposais before you. To quietly
vote these proposais down or to refer them for further study, will leave the municipal
bond market in the shroud that it has worn throughout this year,

The contention that proposals for legislation against the tax-exempt status
of municipal bonds are an appropriate response to taxpayers' demand for tax reform
will, ] assure you, not set well with the people of Los Angeles; not when the people
are made aware that the proposals advanced will significantly add to their own local

tax burden and set up roadblocks to the progressive developinent of their City.
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CONNECTICUT CONFERENCE OF MAYORS
" LUZATSTTE STAGET, HARTFOAD. CORNECTICUT 04100 PHONS 8300040

185 Church Street, New Haven, Connecticut
Suite 1000 06510

PASY PREBIDENTS:

Summary of Principal Points

PAVL ). BARAPORTY. NEW SRITAM

CLARENCE F. HRINANN, TRUNDULL
SORALE 7. DORSEY. NERINER
00N 5. SULLIVAN, PAPELD
ANTONINA VCCELLO, HARTPORG

RICHARD €. LES. NEW MAVEN
PRANE N. ZVALLO. NOAWALE

Testimony of Mayor Paul J. Manatort of New Britain,
President of Connecticut Conference of Mayors,
testifying before the Senate Finance Committee
on H. R. 13270, Thursday, September 25, 1969.

Taxation qf municipal bonds will add to already overburdened

local property taxes. Increased interest costs wiil prevent use of

local tax funds for other badly needed public services and facllities.

Cities and towns should get more Federal and State assistance,

instead of belng penalized by taxing our bonds.
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¢  Statement of Mayor Paul J. Manafort of New Britain,
President of the Connecticut Conference of Mayors
testitying before the United States Senate Finance
Committee on H.R, 13270, September 25, 1969.
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. In school construction projects last year -- projects taking care of
some 33,000 additional chitdren. The Interest on these schools alone
wiil be roughly $15 million to the cities and $15 mitilon to the State.
Add to that the {libraries, roads, police statlions, and other facllities
we have built and need to bulld, and the cost Is immense.

These costs are difficult enough for cities to meet. Yaxafion ot
municipal bonds wiii resuit in higher interest rates. Wall Street
municipal bond experts advise us that communities now paying from 5 to
64 will have to pay 8 to 8§$ interest to compete with corporate bonds.
Communities with weaker financial structures =~ including some of those
with the most difficult problems -- may have to pay as much as 10 or
118, Municipal bond experts advise us that fear of the legisiation
before your cosmittes has already caused a 1§ Increase in the rate at
which municipal bonds are now selling.

Higher interest rates will mean higher local taxes, bearing most
heavily on those who can afford it the least,

The situation s particularly difficult In Connecticut., Our
municipalitios are straining to find adequate sources of revenue. Yet
our cities must rely exclusively on the overburdensd property tax. The
State of Connecticut pays & smaller proportion of our local costs than
in 45 other states. The property tax bears the rest.

The Federal and State governments should be helping cities solve
urban problems, not adding to our burdens. It Is unfalr to single out
municipal bon&s for "reform" while other tax loopholes continue to exist.
We should be getting more financial assistance, Instead of being penalized.
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We therefore strongly urge you not to include taxation of
municipal bonds in the bill your Honorable Committee will report.
A copy of the resolution passed unsnimously by the members of
the Connecticut Conference of Mayors is attached.
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RESOLUTION

WHEREAS, local property taxes are much too high, and as a result,
municipalities are unable to provide all the naeded services, and

WHEREAS, Increasing the cost of financing schools, sewers, streets,
and other very badly needed public faclilities, through taxation of munic-
Ipal bonds, would aggravate the problem by leading to high property taxes
and diminished municipal services, and

WHEREAS, the Connecticut Conference of Mayors believes that every
American should pay his fair share of taxes, but

WHEREAS, taxation of municipal donds will add turther to the financial
burden of all municipalities, and

WHEREAS, it is completely unreasonable to single out municipal bonds
for "refo.rm“ while many other exemptions, favorable tax treatments, and
loopholes will continue to exist,

NOW THEREFORE BE IT RESOLVED that the Connecticut Conference of Mayors

vigorously opposes Federal taxation of interest on municipal bonds.

September 18, 1969
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September 25, 1965

STATEMENT OF IRWIN KARP
COUNSEL, THE Ag‘giORB LEAGUE OF AMERICA

amns 'l‘lll comxm: ON ?MC&

|
The 50X tax limit would not apply to authors, dramatists
and composers under the present definition of “"earned income",
vwhich is restricted to income fram “personal services™.

The 50% limit was intended to apply to income earned by a
taxpayer's personal efforts - as distinguished from income
produced by the use of capital. An author's income is
"earned income“.

“Barned income" should be defined to include income derived
by an author from the disposition of rights to use his works
[as in Sec. 401(c)(2)(C) (IRC)).

The 50% 1limit would provide a more equitable tax rate and
would eliminate a formidable deterrent to independent
creative work,

gec. 311 - Income Averaqing

1.

2.

Sec. 1301 (IRC) does not provide equitable taxation of an
author when his income from one or two works, resulting from
the creative effort of several years, is concentrated in the
upper brackets of one or two tax years.,

Saction 1301 should be revised to permit the use of 3 alterna-
tive base periods for "income averaging“; the extent to which

current income must exceed the average of a given period to
increase in relation to the length of the period.

-00000=
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September 25, 1969

STATEMENT OF IRWIN KARP
' COUNSEL, THE AUTHORS LEAGUE OF AMERICA

BEFORE THE COMMITTEE ON FIMANCE

My name is Irwin Karp. 1 am counsel to The Authors
league of America, & national socisty of professional writers
and dramatists and sulmit this statement on its behalf.

The Authors leagus urges the Committee to extend the
protection of the proposed 50% tax limit to authors, composers
and dramatists. It also requests the Committee to consider
revisions in the "tax-averaging" provisions which are described

balow.
gac, 602 - The 50% Limit

Section 802 would limit the maximum tax rate on earned
income to 50%. The Authors League believes that this maximum
rate should be adopted, However, the proposed new section of
the Code (Sec. 1438, IRC) would not - as written - apply the
50% limit to writers, dramatists, poets, composers, artists
and persons in other creative occupations. They would continue
to pay taxes ranging up to 70%, if their earnings were substantial.
These individuals should not be taxed at higher rates than cor-
porate exscutives and employees, lawyers and doctors, actors or
professional athletes, Yet that would be the result, unless
Sec. 802 is amended to include a more reasonable definition of

"earnad income”,
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We believe that the exclusion of authors from the
50% limit was inadvertent. The limit was intended to apply to
income earned by a taxpayer's personal efforts - and not to
income produced by the use of capital. However, to draw the
line, a definition of "earned income" was incorporated from
Sec. 911(b) of the Code. But that definition was formulated
to serve the particular purposes of Sec. 911 which exempts
income earned by certain non-resident citizens from tax. The
Sec. 911 definition consequently limited "earned income® to salaries
and other income from “personal services® - to confine the
exemption to those citizens who are required to live abroad, i.s.,
those who earn their 1iving by rendering services in other

countries.

The Sec. 911 definition does not include other forms
of income earned by a taxpayer's work and personal efforts,
such as income earned by writing, camposing and other creative
occupations. Thus, while the Internal Revenue Service (and

the Code) recognize that a self-employed author earns income by

creating a book or play, it contends that this does not constitute
income from “"personal services" as that term is used in Sec. 911.
Consequently, if Sec. 802 only applies to income falling with the
Sec. 911 definition, authors will not be protected by the 50%
limit.
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congress resolved the same dilemma in 1966 when it

amended Sec. 401 (IRC) which permits self-employed taxpayers
to make deductible contributions to retirement plans based on
their "earned income®. That Section originally defined “earned
income” by incorporating the definition of Sec. 911(b). As
this Committee noted, IRS took the position that a free-lance
author's income was not compensation for personal services and
therefore not '‘earned income*, (Sen. Rep. No. 1707, 89th Cong.
2nd Sess.) The Committee said:

". « o« The intent of the Congress in adopting

the ‘earned income' concept was to limit the

applicability of these provisions to the portion

of a self-employed person's income which was a

result of his individual efforts as distinguished

from a return on capital. Your committee does

not believe that for this purpose the classifica-

tion of income from an author's writing (or an

inventor's invention), which is so clearly a

result of his individual efforts, as ‘earned’

or '‘not earned' should depend upon the terms of

the contract under which the author (or inventor)

is to be compensated.®

Similarly, self-employed authors' income should be

recognized as "earned incame" under Sec. B802. It is as much
earned by his work and personal efforts as are the fees paid to a
lawyer or doctor, or the salary paid to a corporate executive,
or the writer who works as an employee. The only difference is
that the free-lance author translates his creative work into

earnings by licensing or selling rights in his book or play,

n3-
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rather than by doing the work under a professional retainer, or
an employment relationship.

The Internal Revenus Code classifies an author's earnings
as income. produced by his personal efforts; not as incame derived
from the use of capital. Sec. 1221 prohibits an author from
treating his book or pl.ay as t; capital asset; and denies him the
right to claim a capital gain on any disposition of his work.
Congress enacted this provision in 1950 on ground that an author's
income was the result of his personal efforts and should therefore

be taxed as ordinary income. (House Report Mo. 2319, 81st Cong.2nd Sess)

We respectfully urge that Bec. 802 be amandod to apply
the 50% 1imit to income earned by self-employed authors (and by
composers, artists and other creative persons) - i.e., the
income they derive by licensing, selling or othexwise disposing
of the works they create. This could be accomplished by
inserting in Section 802 the additional definition of "earned

income” contained in Section 401;:

“(C) - Income from disposition of Certain
Property. == For purposes of this section, the
term ‘earned income' includes gains (other than
any gain which is treated under any provision of
this chapter as gain from the sale or exchange of
a capital asset) and net earnings derived from
the sale or other disposition of, the transfer of
any interest in, or the licensing of the use of
property (other than good will) by an individual
whose personal efforts created such property.”
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The Authors League believes that the 50X limit should
be adopted. The present upper-bracket rates are "extremely high®
and "unrealistic” (H. Rep. 91-413, page 208): and patently
unfair to the individual who sarns his income rather than derives
it from “capital gains® investments. The rates impose a
particularly heavy penalty on individuals such as authors and
artists whose few years of high incame are the result of many
years of poorly compensated work. The tax averaging provisions
of the Code, even improved as the Reform Act proposes (or as
we suggest) cannot, in many instances, mitigate the confiscatory
effect of these rates.

Furthermore, the present rates deter authors from
independent creative work. Writing a book or play requires the
self-employed author to expend a great deal of time (months or
years) and money, to support himself and his family. 1If the
work fails he loses everything; he has no loss deduction. The
odds against success are high; free-lance writing is a high-risk
occupation. Add to this the fact that if the book succeeds, as
much as 70% of its earnings will go to the federal government in
taxes (plus an additional slice for state tax), and it is under-
standable that some very talented writers frequently decide not
to enter the contest.

It is much safer for an author to hire out to a motion
picture company, magazine or other employer. He cannot write the
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book or play he would have created as a free-lance. But his
writing is guaranteed to produce salaried incomes, whether the work
succeeds or fails. And the money he would have used to finance

a free-lance work can be invested in securities. Even in today's
market, the risk is less; and any gain would cost him 25% (plus
surtax) rather than 70%. what we lose is the book or play he might
have created had the tax rates not made risk of independent work
80 exorbitant, a book or play that might have enriched our culture,

The Authors League believes that the 50% maximum tax
rate would remove this formidable obstacle to independent
writing and provide a more equitable tax system.

Sec, 311 - Income Averagqing:
Section 1301 of the Code was designed to eliminate

unfair taxation of individuals whose compensation for several
years of work is concentrated in one or two comparatively high
income yeara. For example, the author who spends years, with
little return, writing a book which produces substantial income in
the year it is published. Or, the dramatist who creates several
plays over a period of years, sees some score artistic success,
but only has one that produces substantial income for a year or
two. When the return for several years of work is concentrated
in one or twoyears, it becomes high-bracket income, taxed much
more heavily than if it had been received gradually over the
period of work.

6=

172



Section 311 of the Bill would liberalize Sec. 1301
by permitting current incame to be "averaged®” when it was 20%
(rather than 33-1/3%) greater than average income in the prior
4 years. However, this improvement would not reach two areas of
difficulty under the present section. The averaging formula
imposes a tax on an individual's “concentrated income" which
approximates the tax he would have paid had it been received
ratably during the previous four years and the current year. But
for some taxpayers, including many authors, the concentrated
income represents the result of a much longer period of work.
Limiting “"averaging” to a five year period still produces harsh
results; it does not leave such an individual with a fair share
of "after-tax” income to campensate him for his years of work.
Had the income been spread over the period of work, it would have
been taxed at lower rates (often much lower than the 50% maximum
of Sec. 802),.

On the other hand an author may over a period of many
years have only two successful works; but be unfortunate enough
to have the second success occur within four years of the first.
The income from the first work raises his four-year average to
the point where he cannot apply Section 1301 to the windfall income
of the second work and he is taxed at the high-bracket rates of
the year in which the income was received.

7=

173



To meet both problems, we respectfully suggest that
8ec. 1301 be revised to allow an individual to elect one of
three uui'muvo "base periods”:

(1) if his current year's income exceeds his
average annual income for the three (3) previous
years by at least 20%. he may compute the tax on
the excess as if it had been received ratably dur-
ing the prior 3 years and the current year.

(11) if his current year's income exceeds his
average annual income for the preceding four (4) years
by at least 33-1/3%, he may compute the tax on the
excess as if it had been received ratadbly during
the prior 4 years and the current year.

(141) 4f his current year's income exceeds his
average annual income for the preceding six (6)
years by at least 40%, he may compute the tax on the
excess as if it had been received ratably during
the prior 6 years and the current year.

The length of the base period would depend on the
extent to which current income exceeded the average for prior
years. 8ince a greater increase is more likely to be the result
of a longer period of work, this formula would produce a closer
approximation of the tax that would have been paid had the income
been received ratably during that period. In each case, the
method of computation provided in Sec. 1301 would apply, adjusted

for the number of years in the applicable base period.

Other sections of the Internal Revenue Code allow a
taxpayer to choose between alternative methods of "receiving"
income, and taking deductions, amortization and depreciation -
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thus affecting the amount of tax to be paid. PFor Example: under
Section 167 a corporate or individual taxpayer may select various
methods of depreciation; under Section 451, they may report
income on a completed contract or percentage of completion method;
under Section 453, they may report incomes in the year a sale is
made or over a psriod of years, on an installment basis.

We believe this change would provide more equitable
taxation of self-employed authors, composers and artists, athletes,
actors, musicians and others engaged in occupations where income

fluctuates widely over a period of years.

Sec, 331 = Minimum Tax on Deferred Compensstion

8ec. 331 of the Bill would place a minimum tax on de~
ferred compensation for personal services. By its terms, the
Section does not apply to periodic payments to authors under
the spread forwara" providom of publishing contracts; nor
does the tax formula appear to have been drawn with any intention
that it apply to such payments. However, if any changes are to
be made in the Section uhich. would effect payments under these
contracts, we respectfully request the opportunity to submit
a ctltomnt.‘ The circumstances involved in such contracts are
quite different from those involved in provisions for deferred
compensation of employees; and imposition of the minimum tax on
payments under these contracts would produce substantial inequities.

Respectfully submitted,

Irwin Karp
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Statement by Governor Jack Williams of Arizona
Prepared for presentation to the Senate Finance Committee
Vednesay, September 24, 1969 - 10 a.m.

Mr. Chairman, gentlemen, my name is Jack Williams and I am Governor
of the Btate of Arizoma. As the Covernor, I am most concerned vith
the impact of certain provisions of the Tax Reform Act of 1969.

Arizona is one of the fastest groving states in the Nation in terms
of population. Many nev families move into the Btate everyday.
Additionally, nev businesses are developing within the State and
many manufacturers have seen fit to locate additional facilities
in Arizona. We velcome these individuals and firms to share owr
vision of the good 1ife and the future of our Btate. Howaver,
their arrival creates & demand for additional public facilities
and services. New highvays, streets, severs and wvater systems must
be constructed. New schools must be built and existing schools
expanded. Additional pudblic facilities of every description are
and vill be needed to serve this expanding population bese.

In Arizona, as in many states, such major pudblic facilities cannot
be constructed on & "pay as you go” vasis. Existing operating
revenues of the school districts, the cities, the counties and the
State are not sufficient to permit this. Nor, if the example of
major private enterprise may be taken as a guide, would this de
sound management practice. Good financial management seems t«
involve the option, in certain instances, of borroving to construct
facilities as needs arise, and amortization of construction costs
over & period of years. Govermments in Arizona can become indebted--
can borrov money--only through the issuance of bonds. The provisions
of H. R. 13270 will have a substantial impact on the marketability
and costs of municipal bonds. The interest subsidy program proposed
under this legislation, in our viev, is "too little, too late" and
poses & mmber of problems, some of vhich go to the very heart of

our Federal system.

Tvwo provisions of H. R. 13270, the Allocation of Deductions Rule,

and the Limit on Tax Preference, will have the net effect of placing
a tax on municipal bond interest. We are advised that there are sowe
constitutional questions surrounding this matter. It may be assumed
that the constitutionality of this measure will be challenged in the
court, resulting in lengthy litigation. During this time, the tax
status of municipal bonds will be unclear and investors will be either
unvilling to invest in these bonds, or will demand high enough
interest rates to protect themselves against taxation. Turning aside
for the moment from the questions of the cost and marketability of
municipal bonds, legislation of this nmature could create an inequitable
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situation in which bond investors may reap a substantial windfall

at the expense of local property taxpayers. If investors demand
interest rates sufficient to offeset possible taxation, and such taxe
ation is later declared unconstitutional, those individuals who
purchase municipal bonds will be receiving interest payments at a
rate vhich vould normally apply to taxable securities, yet thoae
payments vill be nontaxable, to say, this windfall will be subsidized
by local taxpayers across the Nation.

As I indicated & moment ago, there are serious questions about the
marketability of a taxable municipal bond. This 1s, in effect, a
nev form of security, and certainly vill be in competition with
corporate bonds. In the case of states, larger cities, and some
urban counties and large school districts, the competition will bve
between municipal securities and top-rated corporated bonds. In

our smaller cities, counties, and school districts, however, the
competition will be between municipal bonde and second-ranking
corporate securities. Few public agencies have a credit rating

and repayment ability approaching that of major American corporations.
The point here is that a taxable municipal bond is & new and strange
entity in the market place, and vill be in competition with bonds of
& vell-known character issued by large corporations with excellent
credit ratings and established borroving histories. We may find that
under these circumstances investors are unvilling to purchase
municipal bonds or vill demand a very substantial premium for such
investments.

The cost of borrowing by state and local governments is already high.
In Arizona and in most western states, there are statutory limits on
the maximum interest rate at vhich municipal bonds may be sold. In

my State, ve have nov passed those limits in many cases, and certainly,
if municipal bonds become taxable, our statutory limits will have to
be revised. At best, this will result in the delay of needed public
improvements until such time as the various state legislatures may act
on the matter. Because of the uncertainty of the total situation, such
legislative action may be substantially delayed.

In any case, it is obvious that the cost of borrowing at the state and
local level will be increased. Anticipation of future taxation has
already had its effect. The Bond Buyer's Index has shot up TO points
since July 18th vhen the House Ways and Means Committee made known
its intention to tax municipal bond interest.

These increased costs have very significant and practical results for
state and local governments. Let me give you just two brief examples:

1. The City of Phoenix recently initiated & street
improvement district in the inner-city area. In the -
few months betveen the time of initiation of the dis-
trict and the final call for bids, estimated costs of

the project increased by 35 percent.
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2. Maricopa County Junior College provides another
example of this problem. On April 1, 1969, the college
8014 $5,000,000 of bonds at an effective interest rate
of 5.037 percent. A second issue was scheduled for
sale on Beptember 22, hovever, this sale could not be
made because of increased interest rates.

Thie increase in borrowing costs is recognized in H. R. 13270 and
an attempt is made to offset it through an interest subsidy program.
In order "to encourage states and their political subdivisions to
voluntarily relinquish the privilege of tax exemption,” H. R. 13270
provides for the subsidy payable either to the issuing jurisdiction
or to its paying agent, ultimately ranging from 25 to LO percent
with the exact percentage to be determined by the Secretary of the
Treasury on & quarterly basis. Although ve understand that no
reviev of the advisability of local projects or the ability of the
issuing juriediction to repay is contemplated, we feel that such an
element of reviev at the Federal level is almost inevitable. Action
of this nature strikes at the very heart of our Federal system.

The matter is no less eignificant than that. Under our Federal
system of government, the states and their political subdivisions
exist as a matter of right, and not for the administrative con-
venience of the national government. Any action vhich veakens
these entities--vhich limits their ability to discharge their proper
and legitimate functions--wveakens the Federal system.

Under the interest subsidy program, states and their political
subdivisions would be vholly dependent upon the whim of the Federal
government in a number of ways:

1. State and local indebtedness is on the increase and as the
demands for nev services and facilities increase, this indebtedness
wvill increase. Local bond issues are now coming onto the market at
the rate of 15 billion dollars per year and as I have indicated thie
rate is likely to increase. There is no assurance that appropria-
tions vill be adequate to subsidize all bonds issued.

2. When the demands for subsidy payments exceed the availabdle
appropriations, someone somewhere will have to make & decision as
to which bond issues are to be subsidized and which are to be
unsupported. All of our experience with Federal Aid programs, and
the logic inherent in this system, lead us to believe that the
determinations will be made by Federal employees, whose value
Judgments will supersede the decisions of local citizens who,
through the ballot box, authorize the issuance of the bonds in
question,

3. Given the above, the entire history of Federal Aid programs

leads us to the conclusion that a broad range of considerations
and criteria, certainly including national social policy, will be
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employed in making such determinations. Thus, we foresee that
ultimately the interest subsidy program vill becase as hedged with
restrictions as are the various functional grant programs at the
present time. R

L. Ve have been t01d that the operation of the interest subsidy
program vill be "sutomatic.” Assuming that this is true, amd
given the best of circumstances, i.e., adequate appropriations by
Congress to fund all state and local bond issues subsidy payments,
it will still be necessary to instigate certain administrative
procedures to obtain these subsidies. Buch procedures vill, of
necessity, be an added burden over and above the present procedures
necessary for bond sales. This additional cost will be borme, in
large part if not totally, by the states and localities.

5. As I have indicated previously, state and local bond issues
vill be in competition with corporate bonds, and will be vieved as
less desirable in many cases than corporate bonds. We are advised
by persons of considerable competence in this field that a normal
spread between the prime interest rate and the interest rate on
nontaxable securities should be approximately 50 percent. H. R.
13270, hovever, provides interest subsidy ranging betwveen 25 and
40 percent. Thus, the interest subsidy will range from the
marginally adequate to the inadequate. :

In summation then, ve are seriously concerned about the marketability
of municipal bonds if H. R, 13270 becomes law, and about the cost

of such bonds if, in fact, they are marketable. Additionally, ve
feel that the interest subsidy program, because of its implications
for modification of the Federal system, is an unacceptable solution
to this problem. The cure, in fact, may vell be vorse than the
disease.

My statement, and the concerns it expresses, have the agreement and
endorsement of the Arizona School Board Association, the Supervisors,
the municipalities and the many irrigation districts throughout
Arizopa.

We urge that the traditional tax-exempt status of municipal bonds be
preserved.

LN N,
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STATEMENT BY GOVERNOR NELSON A. ROCKEFELLER ON THE STATE - LOCAL
BOND INTEREST PROVISIONS OF H. R. 13270 PRESENTED TO THE
U. 8. SENATE PINANCE COMMITTEE, MONDAY, SEPTEMBER 22, 1969

The interest on State and local bonds has long been exempt
from Federal income taxation, but intergovernmental immunity in
this area is not just a matter of traditional tax principle or
technical constitutional theory. It is one of the cornerstones
of sovereignty which enables state and local governments to fill
their vital roles in our Federal system.

On April 10, 1968, before the Subcommittee on Air and Water
Pollution of the Senate Conmittee on Public Works, and again on
April 24, 1968, before the Subcommittee on Rivers and Harbors of
the llouse Committee on Public Works, I expressed my unalterable
opposition to the blanket denial of this traditional exemption on
obligations which decply affect the public interest. My concern,
then and now, is that the withdrawal of this exemption, in whole
or in part, would result in a dangerous unsettling of the delicate
balance in our Federal-State-Local relationship.

I recognize that those who suggest elimination or modification
of the exemption are motivated by concern over either Pederal
revenue not realized from exempt interest or the alleged dispropor-
tionate tax advantage which may accrue to holders of state and local
obligations. But climinating or altering the interest exemption,
while alleviating the burden on the Pederal taxpayar, would increase
the burden of the state and local taxpayer as a result of the higher

interest rates involved.
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1 r;;lize, of course, that the pertinent provisions of ii. R,
13270 do not involve a blanket elimination of the tax exemption,
However, in addition to their inherent weaknesses and to the havoc
they can wreak upon an alrcady badly shaken municipal bond market,
1 am fearful that these proposals are a major first step toward
total elimination of the exemption.

Apart from this general concern, I should like to make some
observations concerning the specific provisions of H. R. 13270
affecting municipal bond interest.

Limit on Tax Preferences and Allocation of Deductions

Two provisions of H. R. 13270 directly affect the individual
bondholding taxpayer, as well as estates and trusts. First, under
the limit on tax prefecrences provision, no more than 50 percent of
a taxpayer's total income (adjusted gross income plus tax
preference items) can be excluded from tax. The tax preference
items include tax-exempt interest on both old and new issues of
state and local bonds to be accounted for over a 10-year period at
a rate of one-tenth of the interest per year. Second, the alloca-
tion of deductions provision requires that an individual allocate
his personal deductions between his taxable income and his tax
preference items, to the extent that such items exceed $10,000.
The tax preference items include tax-exempt interest on state and

local bonds issued after July 12, 1969.
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As contained in I, R. 13270, the combination of the limit on
tax preference and allocation of deduction provisions scems certain
to increase the cost of issuing municipal securities. There are
two basic reasons, in my view, for the predicted increase. ‘

First, there will undoubtedly be a legal test of the constitu-
tionality of taxing municipal bond interest, at least under the
limit on tax prefercnce provision. In all likelihood the final
constitutional decision will have to be made by the U. S. Supreme
Court.

puring the interim betwcen the initial court test and the
Suprome Court ruflfig, the municipal bond market would be in a
state of uncertainty and the net effect would be a reductjon in
bond purchases by individuals. There may even be disinvestment in
anticipation of an unfavorahle court decision.

Banks and other institutional investors may also curb munic-
ipal hond purchases in fear that they may be next in line to have
bond interest taxed.

ilarketing honds in the face of such uncertainty would necess-
itate higher interest rates to overcome the investor's reluctance
to invest.

Secondly, a combination of the limit on tax preferences and
the allocation of deductions provisions would reduce the net income

from nmunicipal bonds. This means that the after-tax interest
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differential Letween municipals and other forms of investment would
also be reduced.

Individual investors will evaluate the differential in terms
of whether or not it is great enough to warrant further purchases
of municipals. 1In many instances, the decision will be to forgo
buying state and local bonds. The market for municipals would be
reduced and’ state-local government interest costs increased.

As John F. Thompson (Vice President of Morton and Co., Inc.
of New York) said before a Municipal FPinance Officers Association
meeting in Toronto last May:

seesstax exemption is not simply a gift from the
Federal Government to certain investors. It is a
quid pro quo for the acceptance of lower rates of
return than the investor could obtain on alternative
investments...An investor in tax-exempt bonds has
accepted close to one-third less income than he could
receive from taxable obligations -- that is what he
has paid for the tax exemption. Thus, in a very
real sense, and certainly in terms of equity, the
investor in tax-exempt honds has already paid his
minimum income tax and he has paid it in advance.

To sum gp, the impact of the two proposals, one directly

taxing municipal bond interest income and the other indirectly
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sffecting the after-tax yield from such bonds, is to:
(a) Penalize the individual municipal bond investor;

(b) Reduce individual, and possibly some institutionsl, investment
in municipals;

(¢) Increase the cost of borrowing to state and local governments; and
(d) Pass on the increased cost of borrowing to state and local taxpayers.
Election to Iss axable Bonds and Interest Subsid

A third provision of H. R. 13270 grants state and local governments
the option of issuing taxable obligations. The resulting higher interest
costs would be offset by a Federal subsidy ranging from 30 to 40 percent of
the interest yield on bonds issued up until 1974, and from 25 to 40 percent
thereafter,

Such a subsidy scheme, however, would give to the Pederal government a
dangerous degree of control of state and local bond fimancing. ~For Federal
spproval of a bond issue would be necessary in order for that issue to win a
Federal subsidy.

Much of the support for a direct Federal subsidy on taxable municipal
bonds rests on the argument that the revenue loss to the Pedersl Treasury
stemming from the exemption of state and local obligations exceeds the interest
saving on them and, hence, the present system is inefficient., For example,
the House Ways and Means Committee Report accompanying H., R. 13270 estimates
the annual interest saving in interest charges to state and local govermments
at $1.3 billion, while the estimated annual revenue loss to the Federal govern-

ment has been estimated at $1.8 billion. It is then said that a more rstional

system would tax the interest.
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Since Federal tax collections would exceed the increased interest
cost, advocates of this proposal further contend that the Federal
government could afford a subsidy and everybody would be better
off., This is questionable.

High-bracket taxpayers, individuals, commercial banks and
fire and casualty insurance companies, currently benefiting from
tax-exempt bonds, might very well shift to other investment
alternatives if some municipal bonds were made taxable and the
offerings of tax-exempts were to become more limited and less
attractive. Lower-bracket taxpayers, many life insurance companies
and savings institutions, as well as individuals and non-taxpayers,
such as pension and retirement funds and foundations, would be
indifferent between taxable state and local bonds and other
equivalent taxable investments. They might purchase the newly
taxable municipals, or they might continue to buy tax-exempts,
as dictated by their self interests. In effect, those interested
in the tax-exempt market would be able to play a "heads~I-win:
tails-you-lose" game with the Treasury. The resulting taxes
collected might well be less than the subsidies paid. Furthermore,
the administrative and fiscal problems involved in an optional
approach would be enormous.

Such an arrangement would be unlikely to meet with
Congressional or Treasury approval for too long. The temptation
would be great to eliminate the option entirely and, perhaps, the
subsidy as well.
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The subsidy proposal actually has little or nothing to do
vith tax reform. ’ Rather, its proponents are concerned with the
adequacy of the capital market to supply the funds needed by
state and local governments at low, reasonable interest rates,
pasically the problems rssociated with the total municipal
pond market derive primarily from the general state of the
economy and not from the tax exempt status of municipal securities
or the amount of such obligations being placed in the market.
Recently, for example, the primary problem has been the general
inflation affecting the entire economy. Commercial banks, the
major buyers of municipals, have sharply curtailed their purchases
as a result of the Federal Reserve's anti-inflationary or restrictive
credit policy. Federal monetary and fiscal policy achieving growth
vithout inflation is the way to resolve the capital problems

facing us.
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While the condition of the economy has the greatest influence
on the functioning of the municipal bond market, other factors
also make themselves felt and the traditional exemption enjoyed by
municipal bonds is a very important one. On August 3rd, shortly
after the House Ways and Means Committee issued details on the
then tentative reform bill, the New York Times reported the
following reaction in the municipal bond market to the

Committee's proposals:
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Tax reformers in Congress last week made sewers

in Seattle more expensive, increased the costs

of operating Alfred University and Pace College

in New York State, and made it more difficult

for Newark, New Jersey ~ the scene of one of the

nation's worst racial outbreaks in 1967 - to .

borrow $12 million for now schools and $4.9

million for urban renewal.
In an ad placed by The Dond Buyer, the financial trade newspaper,
in the New York Times on September 15, a $300 million increase
in state and local borrowing costs over the past four months
was attributed to ‘the provisiona of the House Bill. H. R. 13270
has already had an adverse effect on the municipal bond market.
There is little doubt as to its ultimate impact should it
become law.

At a time when so much emphasis is being placed on the "New
Federalism” or on "Creative or Cooperative Pederalism," it is
ironic that we are seeing the attempted erosion of the traditional
municipal bond interest exemption. The provisions of H.R. 13270
tareaten the viability of our state and local governments and

the delicate balance of our Federal System.

190

TETRR LT T M g et T o e . w




STATE OF NORTH CAROLINA
OEPARTMENT OF THE STATE AUDITOR
RALEIGH

Saptember 23, 1969

ey L. DR1P080
NS SVOITES

Honorsble Russell B, Long, Cheirman
Camittes on Finance

United States Senate

227 New Senate Office Building
Washington, D, C,

Subject: HeR. 13270, Tax Reform Act of 1969

Dear Senator Lopg:

Pleaje accept thie written statement in lieu of my sppearance befors
your Committes in opposition to the portion of the Tax Reform Act of 1969 which
telstes to the tax exempt status of state and local bonds.

E

The: Jevy of a Federal income tex on the intezest veceived from etete
ond local bondé would unquestionably curtail the ability of etate and local
goverrmente to:finance necessary public facilities. Direct, open market tax
exempt ﬂme(u is essential to responsible and efficient local administration.
The level of government that ie given the responeibility of reieing revenues
vill sssune th: privilege of determining priority of expenditures and the role
of the local official will become ministerial only.

1 therefore resffim my position of long standing that Congrass should
take no action which would remove the tax exempt status of state and local bonde
or in any manner unsettle or destroy the functioning of the tax exespt market as
an indepandent source of cepital for local improvements., Also, I elect to rely
upon the presentations and briefe of others having & comon interest that the
proposed tax levy fs unconetitutional.

North Carolina and ite counties and cities have historically followed
the principle of pay-as-you-go, using borrowed funds only as and when absolutely
needed. While I pereonslly deplore abusing the tax-exempt privilege, I take
pride in defending the policies and practices of our State's legislature in acting
o gusrdien of public credit in North Cerolins.

1 offer the assistance of my office in providing you with further
procedural and etatisticel information upon request.

S8incerely yours,

\

tate Auditor
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DETROIT-WAYNE COUNTY  '~e"
PORT COMMISSION

. AREA CODE 319
2243088

]
‘l 1“ E‘

8810 GUARDIAN BLDG. DETROIT, MICHIGAN 40220

September 17, 1969

Senate Finance Cwmmr
2227 New Senate Office Building
Washington, D, C. 20008 '

Attention: Thomas Vail,

Gentlement

The Detr yne County.-Pord Comihission, the county age
vested by Michigay/law with res ibility for the economig welfare of the
Detroit-Wayne County Port Dibtrict, wishes to file for }'Z’OG”C of the

its curr
\‘/

Senate Finance Gommittes, LR, 132

indirectly, to state

It iq, therefore, unalter
302, 601 and 402 of H,R. 13270 for

state§ purposes bill,

Sponsors of éo:\m»m’i}mm y indicat
1
d

" 1t is intégded to close oopholes which present]

great ineduities in tax en among \ rious
taxpayers. T ‘

The Tcsasury Department claims that the ta
exempt status of

193



Senate Finance Committee
Washington, D, C. 20003

municipal bonds constitutes such a loophole, In an
attempt to substantiate this claim it cites 154 cases of
individuals, having incomes of more than $200, 000 per
yesr, who pay no taxes,

However, in every one of the cited cases, the
tax-free status was & result of interest, charitable con.
tributions and other deductions, not through holdings in
municipal bonds.

Under today's economic conditiuns, the person who becomes
free of tax liability ae a result of placing all his funds in municipal bonds
probably is a hypothetical fiction., An investor would have to be extremely
naive to follow such a course, when he would be forced to accept approxi.
mately 30% less in interest from municipa) bonds than good business
judgment would require from comparably rated corporate obligations only
to {ind that bonds which he acquired only a relatively short time ago at
the then current interest yields, have suffered substantial declines in
market value due to general interest rate increases in corporate bonds,

These sections would fail to carry out stated purposes of the bill
for yet another reason. '

The Report of Procesdings in the present hearings, September
4, 1969, P, 184 indicate that Treasury belisves the application of
Section 301 would net $45 million in annual tax revenus, The real offect
would be to increase costs to state and municipal taxpaysre by multiples
of this amount each year, These increased coste would be required to
be met by increases in local taxes, This would be neither equity nor tax
reform,

Furthermore, these increased local taxes would be fully deducted
on Federal Income Tax returns, resuiting in a net loss to the Treasury.

2. If adopted, these sections would raise serious
constitutional questions.

Most tax deductions are based on government policies which
encourage philanthropy, stimulate needed investments, foster discovery of
natural resources, and the like, Exemptions are the result of entirely

different considerations. Y.
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Senate Finance Committee
Washington, D, C, 20005

-3.

In the case of municipal bonds, the exemption on interest rs-
colved stems from the established constitutional principle of inter.
governmental immunity, This principle has been followed throughout the
nation's history in order to preserve the continued functioning of States
and their political subdivieions in the stable framework of our Federal
system of goverament,

If adopted, these sections would immediately raise constitutional
questions as to the power of Congress to indirectly tax income from state
and local obligations. They would inevitably produce litigation lasting
anywhere from three to five years., Such litigation could be counted upon
to thoroughly disrupt the municipal bond market which is already greatly
hampered by the mere threat of passage of these provisions,

3. Adoption of the sections would have s crippling
offect on the ability of state and local governments to fund
capital projects.

State and local government construction of vitally needed schools,
hospitals, water and anti-pollution facilities, streets, sewers and other
public improvements would be made even more difficult, and, in many
significant inetances, imposeible.

In a period when State and local governments are faced with
tremendous problems of preserving and improving environmental conditions
for an ever expanding population, the average taxpayer would bear s signi-
ficantly increased burden if local governments are to continue to combat
environmental problems. A great many of these taxpayers will find this
burden unbearable, if they are employed in construction industries,
because they will face unemployment as well,

In conclusion, we oppose the above cited sections because they
would increase local tax burdens; because their proposal has already
dioruptod the municipal bond market and their adoption would bring utter
chaos) because their adoption would destroy the ability of 1ocal governments
to provide for public needs,
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Senate Finance Committee
2227 New Senate Cffice Building
Washington, D, C. 20005

Adoption of these sections would entail the serious jeopardizing
of a bond market which funds some $15 billion in public improvements each
year, in exchange for an illusory $45 million gross tax revenue to the
Treasury annually, which actually amounts to a substantial net lose after
deductions,

Adoption of these provisions would be {nfeasible, inequitable
and, would not be tax reform,

Respectfully submitted
Detroit-Wayne County Port Commission
SRR NN & ol

F. Clifton Lind
FCL:ap Port Director
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RUDOLPH P, PONL
Suporviser, J0vh Dlovriat

Milwaukee County =iz,

Milwevkes, Wis, §3233

-

TELEPHONES CHAIRMAN ~ COMMITTER ON PINANCE Hll‘l‘ll N .

7531 " Probl
e o000 September 19, 1969, bt Shoioml
Eoronaten 407 Progrem Evelvetion Comminee

Fiscel Lisisen Commitron
Commirtes of Committons

Senate Finance Committee,
2027 New Senate Office Bullding,
Washington, D. C.

Gentlemen:

We should ke at this time to express our total opposition to any plan whereby the Federal
Government infringes on the right of localities to issue tax exempt securities. This tax-
cump market provides us with an effective and advantageous vehicle for the financing of
pblic capital projects and regard this financial independence as s significantly important
feature of our federal system of government. :

lavestors in tax-exempt securitiea bought them in the belief that the income would never

be taxed by the federal government. Once this principle is breached, there is theoretically
w limit to the extent to which succeeding congresses could go. More than any other sector
of the security markets, thess bonds are based on the good faith of government at all

levels. Any change in the tax status would not only result in higher initial interest cost,

bu irreparably damage investor confidence with far reaching effects on the cost of future
locat financing.

Federal tax exemption is not a gift to certain investors but really a concession made to

te investor who accepts a lower rate of return than he could get in alternative investments.
Ina very real sense, the investor in tax exempt securities has already paid his income

ux and done 80 in advance.

Presently, Milwaukee County is at the statutory limit for interest payments. Additionally,
our property taxes are well beyond the reasonable limit of public endurance. We are now
st the point of curtsiling such things as parks, welfare and hospital programs. An
sditional burden of increased financing costs would force an even greater sacrifice in a
time of impending urban crisis.

The County Board, by resolution and other actions, has fully endorsed this position.,

Very truly yours,
Iph P. Po E
man,

Finance Committes.

RPP/dmf
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STATEMENT

In Behalf of
DALLAS-FORT WORTH REGIONAL AIRPORT BOARD

re H.R. 13270 — Proposed Taxation of Interest
on Municipal Bonds

Submitted to the Committee on Finance
United States Senate

September 23, 1960

McCaLy, ParxHurst &

RTON,
E.Ray f-lwcamon

Attorneysat Law
1400 Mercantile Bank Bldg.
Dallas, Texas 756201
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STATEMENT re H.R. 13270

Proposed Taxation
of lnterest on Municipal Bonds

INTRODUCTION

H. R. 13270 contains essentially 4 provisions which directly
affect the tax exemption on municipal bonds: (1) the provisions
placing 2 “Limit on Tax Preferences” (“LTP™): (2) the provi-
sions  requiring an  “Allocation of Deductions” (“*AOD");
(3) The provisions declaring taxable the interest paid on
so-called **Arbitrage Bonds"; and (4) the so-called alternative to
tax cxemption, the *Federal Municipal Interest Subsidy."'

Comment regarding the direct attempted elimination of the
municipal tax cxcmption is probably by this time running into
the hundreds of thousands of words. Corament on the indirect
method of obtaining the same result through LIP and AOD is
doubtless running into the tens of thousands. Most arguments
against them have been stated and will be repeated and
duplicated before this Committee, probably by many witncsses
and in many written Statements, and some will be footnoted
again herein. But, hopefully, most repetitious arguments will be
avoided.

This Statement is not intended, in any sense, as a legal
memorandum on the law of the subject, though a few cascs will

' While grest damage can be done by vesting in the Depasiment of the Treasury
unhimited jurisdiction to determine rules relsting 1o municipal Arbiteage thiough the
isuance of bonds, those provisions of ILR, 13270 will not be discussed herein except
10 urge that this Committee provide proper standards so s (o smure the ability of
local governments to invest public funds in Federal Securities. Additionally, the
metits and demerits of the interest subsidy plan will not be Jdiscussed, except to
suggest () that it really (urmishes no alicrnative at all, and (b) that in any event the
plan 18 not even legal under the laws of most States
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be cited. As will be tepeated hercin, however, it is surely true
that any Federal tax law calculated to increase taxes on account
of the holding of municipal bonds will be the subject of years of
litigation. Nevertheless, as 8 public agency and a party to the
Constitutionally created partnership between the States and the
Federal Government, the Dallas-Fort Worth Regional Airport
Board proposes to speak, not in legal terms but in terms of the
crisis to fall upon us all if these proposals or any akin to them
become at least temporarily the law of the land.

The planned Dallas-Fort Worth Regional Airport is not
typical, nor will it be just another airport. It represents an
attempt to recognize that technology and usage in sviation and
air transportation and commerce have overrun us —to the
extent that aicports throughout the Country are obsolete and
many were so on opening day. The same is true also of the
federally owned and financed airways system which connects
airports throughout the Country. It is overcrowded and in many
areas unsafe. The airports could barely be used, if at all, without
the sirways. The airways would be uscless entircly without the
sirports. A true example of the mutuality of the need between
two governments.

The only proven, teasible means by which a local government
can finance its part of the cost of sirport facilitics is through the
issuance of municipal bonds. Throughout the history of our
governmental system, no other more workable means has been

Vont

3 Two excellent legal presentations were filed with the Committee on Ways and
Mesns on the Subject of the “Tax Treatment of State snd Local Boads™: One, {y the
Honorable Francis 0. Burch, Attorney General of the State of Maryland, snd snother
by Mr. Northcutt Ely, Attorney st Law, Washington, D.C. Undoubtedly. both will be
filed with your Committce.
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devised. Indeed. nonc has even been proposed, and certainly
none is contained in H.R. 13270.

The Dallas-Fort Worth Regional Airport will be owned
jointly by the citics of Dallas and Fort Worth, Texas, and will
become the regional center for domestic and international air
commerce scrving many parts of the world. Its planning spans
over ten years and its first phase construction cost is estimated
at $250,000,000. Its second phase, another like amount. That
is, unless it is stopped, or becomes “typical or just another
airport” through lack of funds. Yes, this facility faces a
stoppage. 8 shut-down. It cannot foresccably afford a 9% or
10% interest rate on its bonds through the sources of revenue it
has available with which to pay them.’

By some standards, this project is small; by others, it is
ggantic. By all standards, it is nccded, in the interest of public
safety, convenicnce and necessity. But in this reality, this
project stands in no different shocs than the mass of other State
and local projects throughout the Country which have aborted
because of one simple fact of life — their financing is under
attack in Congress. Their projects are of another nature, but
equally as important.

Therefore, this Statement cannot properly be limited to the
personal expericnces of one sirport in one arca. Indeed, all
States and local governments suffer. In this, then, the Dallas:
Fort Worth Regional Airport is only representative and this
Statement is submitted accordingly .

- em—

3 By calculstion, each 1% interest rate increase on Dallsy Fort Worth Reponsl
Airport Revenuve Bonds incresses the cost of the airport by $86,723.000. lis last
e, December 1968, carried interest st 4.9%. (U s now estimated that 8 TW%
coupon would be required Thus, in 9 months, the interest cost increase alone
vkmlly equals the debt needed to pay construlion costs
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A Classic Miss of the Mark -
The Result: A Tax on Locel Projects and Initiative

“Your Committee belicves that no one should be
permitted to avoid his fair shace of the tax burden-to
sbift bis tax load to the backs of otber taxpayers."
Ways and Mcans Committee Report sccompanying
H.R. 13270, pg. 78. (emphasis added).

With this pronouncement, the Committee on Ways and Means
procecded to describe and recommend that the House of
Representatives adopt a tax policy which calls for the levy of an
indirect and somctimes direct tax (through LTP and AOD) on
the intcrest paid on municipal bonds. The statement in its
context is a classic example of missing the mark, of mislcading,
short-sighted and careless gencrality and incongruity. Surely a
tax on municipal bond interest must represent the mot obvious
“passon” tax one could possibly describe or recommend.
Without cven so much as a ceremonial hearing on these
provisions, sealcd wiihout substantive debate under the so-
called *'Closcd Rule” of the House, the Housc of Representa
tives and its Committee on Ways and Mcans have succeeded in-

tragically increasing the cost of State and local
borrowing' to the point of shut-down in many
instances and beyond the legal limits of many States:'

¢ According 10 the Weekly Bond Buyer, September 2, 1969, since July. 1969,
when the Ways and Mesns Committee started serious consideration of these
monh. investment yiclds on new iuues of local government “AA'"rated bunds

through September 2 risen by about 70 basis points (from sbout $.30% to
6.20%), while yiclds on similarly rated corporate taxsble bonds had risen during the
same petiod by only $ basis poimts (from sbout 7.95% to sbout 8%).

% For example, the Texas Legislature in March, 1969, enacted o law increanng
permimible interest rates on local borrowing to & 1/2%. Un Seprember &, 1969, it
became necessary that it pass & law removing all interest rate limitations. Else, except
for & few, all locel c:ims in Texas (aced an involuntary morstorium st least until
the Regular Legsiative Semion of 1978,
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wrcaking havoc with the capital improvement
planning and programs of State and local govern:
ments, including projects in process;

displaying a callouscd breach of faith through retro-
active taxation of outstanding municipal bonds:* and

challenging the very cssence of our National, State
and local governmental system, namely the constitu-
tionally recognized principle  of reciprocal tax
immunity;
all without the benefit of logic and positive legal authority, and
as 2 method of accomplishing the objective quoted above.

In this simple stroke of uninformed generality, under the
guise of closing “loopholes” in the tax law, and in the ill
conccived rush to burden one celebrated cause in the State of
Michigan and 134 taxpayers (who did not utilize the municipal
exemption to reduce taxes) with “their fair share of the taxes,”
the House and its Committee has inadvertently confirmed the
genius and wisdom of Chicf Justice Marshall when he said, in
the often quoted statement-

*. ... the power to tax involves the power to destroy."
The municipal bond market has virtually ccased to exist, State
and local projects and planning throughout the Country being left
in the wake. Thus, unbelievably, at a time when State and local
governmental units nced so much in the way of funds in order-

at least to abate, if not to solve, the criscs in the Citics
;hrapgh improved public housing and other public
acilities;

¢ Of al) actions to date, this featute of LTP 353 the Adminiirstion’s recently
tecommended trestment of AOD is perhsps the most unspeshable. Surely, a
discussion of the point is not required

? M'Culloch v Maryland, 4 Wheat (U.S.) 316.431(1819)
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to avoid the pollution of the air and of the Country’s
rivers, waterways and harbors and to develop its water
resources;

to repair the streets and road systems throughout the
States;

to provide school buildings and facilities in order to avoid
the present and continuing crisis in primary and secondary
education;

to make an effort toward solving the problems of higher
education in part through the construction and equipment
of adequate buildings and facilities, including college
housing;

to assist in the alleviation of the present and continuing
crisis in air transportation and aviation by the attempted
construction of adequate ground facilities at airports, in
the interest of the public safety and commerce;

to provide for adequate recreation facilities, parks and
park systems; . .

to provide hospital and care facilities for the sick, injured,
infirm and aged; and

to provide at least the minimal, basic facility needs of
citizens through adequate water, sewerage, storm, fire,
police, public transportation and other facilities,

the States and their local governments are now, somehow, in
this year of 1969, called upon to make a Statement in defense
of their Constitutionally recognized power, right and duty to
proceed with the job at hand, and to plead with the Congress of
the United States not to destroy their ability to do so, or even
to take the first step in that direction’

It is unbelievable that the planners of State and local
governmental projects throughout the Country, such as the

8 « . .It is obvious that taxation on the interest (on municipal bonds) would
operate on the power to borrow before it is exercised. . ." Pollock v. Farmers’ Loan
& Trust Co., 157 U.S, (1898), affirmed on rehearing, 158 U.S. 601 (1895).
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18,000 acre Dallas-Fort Worth Regional Airport, could be
praised for their vision in planning on the one hand by one or
more agencies of the Federal Government, and be condemned
by another agency of the same government (the Department of
the Treasury) to the fate of paying a pass-on tax on those
facilities if constructed according to those plans.

It is inconceivable that the Congress on the one hand would
be considering proposals this very day to fund Federal and to
assist in funding State programs to alleviate the problen:s of the
Federal Government and of States, cities and schools, and on
the other hand, at the same time, be seriously considering a
pass-on tax proposal under the name of “Ta;zc Reform” which
adversely affects and ultimately will destroy the only success-
fully proven method of financing State and local self-help. If
LTP and AOD or any law akin to them remain in H. R. 13270,
then all Federal programs which depend on degrees of local
sclf-help will be rendered meaningless, wiped-out, useless.
Congress will have fallen victim to its own illusion.

It is inconceivable that the Department of the Treasury of
the United States, an important arm of Federal Administration,
could join favorably in this advocacy at a time when, under
concepts of “New Federalism” and others, decentralization,
local initiative and self-help are being advocated.

— s

* To name only two: At least a $5 billion Five-year airport facilities program

and a $10 billion highway program, not to mention p);ogumtr for HUD, ng.gl:HA'
and others.
19 [n a legal context, this Statement is speaking in terms of the Congressional
“right” to tax, as distinguished from the “rate” of any tax on municipal bond
interest. If a discussion on this subject ever degenerates simply to a question of “how
much a tax will be,” then the cause is lost. The Federal Government will be in
complete control. Reference need only be made to the familiar argument that
prevailed at the time of the initial proposal of the income tax in which some argued
that a Constitutional limit of 10% should be imposed. This was considered absurd by
others. '
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Many other things are inconceivable about the position in
which we find ourselves. But such are the facts, unbelievable
and inconceivable though they may be. The last chance lies in
the Senate, with your Committee and the Conference that will
follow, for, while unfairness and bad taste are not in order or
intended, nevertheless, it does appear that the House of
Representatives will adopt anything bearing the title “Tax
Reform,” and there are no present indications that the
President would not sign it.

The unfortunate term “loophole” as used so frequently in
connection with H. R. 13270 implies that the municipal tax
exemption is a tax haven for the rich, or for those who are
almost so. The above quoted objective of the Committee on
Ways and Means, being sought in the removal or impairment of
the tax exemption, must be tested by looking at the result to an
investor in municipal bonds if the exemption is removed: Would
he become less rich? In absolute and positive contradiction of
the Ways and Means Committee, it is patently obvious that the
answer is “No.” He would serve simply as the conduit through
which the tax would be levied and collected — from the very
people the tax reform law was designed to assist.

Is there a difference because the tax may be discriminatorily
indirect, such as through a requirement that ordinary deduc-
tions be allocated against the exempt income, as is provided in
H. R. 13270? In this situation, it seems also patently obvious
that this is a change in form only and that the results of a tax
cannot be avoided by an attempt to hide it. Since the
application of the tax depends upon the particular financial

1 In the first place, this exemption finds its source, not in the Congress as s
matter of Congressional grace, but rather in the Constitution as a matter of inherent

right. Pollock v. Farmers’ Loan & Trust Co., supra.
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circumstances of each individual purchaser of municipal bonds,
it seems perfectly clear that the interest rates will increase
across the board on all municipal bonds in order to protect the
initial purchaser’s prerogatives of resale and transferability,
unencumbered by adverse tax rules as applied to various
individuals as potential buyers.

The insidious characteristic, therefore, in both a direct and an
indirect tax on municipal bonds is that the result to and the
impact on States and local governments is the same: The change
in the tax law relating to municipal bonds results directly and
consequentially in an increase in the cost of State and local
borrowing undertaken in the public interest in response to
critical public nceds, and in pursuit, at least until now, of
recognized national goals and objectives. The House of Repre-
sentatives and the Department of the Treasury are thus saying
to States and local governments:

“Proceed with your school buildings, your airports,
your public housing projects, your water development
plans, your pollution control pro%:ams. your colleges, your
streets, your highways and your hospitals — but if you do
you must pay (through local ad valorem taxation and
charges) not only the normal cost of furnishing these
facilitics, but also you must additionally provide an
amount to the Federa¥ Government for doing so.”

We submit that this additional amount,” pure and simple, is a
direct tax imposed by the Federal Government upon State and
local projects and upon State and local initiative, to avoid which

2 jiow much the Federal treasury actually receives from this additional amount
under an indirect tax is another question. Under the Treasury Department’s recent
proposal regarding AOD, the Federal Treasury will receive only $45,000,000
annually, according to Sccretary Kennedy. It is suggested to the Committee that the
personal deductions of increased ad valorem and sales taxes alone by reason of the
across-the-board increasc in interest rates will very likely produce a net loss to the
Federal Treasury both under H. R. 13270 or the alternative proposed by the
Treasury Department,
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the State and local Governments simply do not build, grow and
thrive of their own free will:’
. The Question-
The unthinkable tax on a Partner

As stated earlier, it is not the purpose of this Statement to
present the Committee with a legal memorandum or brief of the
law on this subject. Obviously, it is a matter about which there
is some difference of legal opinion. The Administration
apparently is of the view that LTP is unconstitutional but that
AOD is not. The Committee on Ways and Means apparently
feels that both are legal. But one thing is for sure, the
Constitutional question will be determined by the Courts if H.
R. 13270 is passed in its approximate form.

What we hope to accomplish is simply to raise to the
Committee what we consider to be the telling questions
regarding this issue and the positions of the parties:

(1) Is it not just as unthinkable for the Federal
Government to levy a tax (or adopt a tax policy having
that effect) on an airport owned and operated by a State
or local government, as it is unthinkaﬁe for a State or
local body to levy a tax on a federal control tower at that
airport or the federal airways system?

(2) Is it not just as unthinkable for the Federal
Govegnmcnt to levy a tax on a State highway as it is

'3 The same thing can be stated in many different ways: The tax simply increases
local ad valorem and other taxes and charges to the people who are supposed to
benefit from “tax reform.” Also, for those projects which simply sre not feasible at
higher costs, the obvious result is unemployment, further deteriorating public
facilities, bankruptcy and the like, For the first time in recalled history, Congress will
have been directly and solely responsible for a substantial, identifisble increase in
local ad valorem taxes.

14 As has been stated many times, this period of interminable litigation which
perpetuates the doubt in investors as to their tax status, can have no effect other than
the adverse continuance of the present financial crisis in States and their
municipalities,
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unthinkable for the State to levy a tax on the Federal
highways running through it?

(3) Is it not just as unthinkable for the Federal
Government to levy a tax on a State or local government
hospital as it is unthinkable for a State or local govern-
mental unit to levy a tax on a Federal hospital for the
health care of veterans or others?

(4) Is it not just as unthinkable for the Federal
Government to levy a tax on a State or local police
building, a city hall or courts building as it is unthinkable
for States and local governments to levy a tax on Federal
government centers, post offices of courthouses?

Has the partnership between the Federal and State Govern-
ments, both joined together for the common good and for the
benefit of the same people,’ proceeded to the point of
desperation where one of the partners scekiss to increase the cost
to the other of doing the public’s business? If so, is it not to be
expected that the other partner will retaliate in kind and to the
same degree? If it is Constitutionally permissible for the
Congress of the United States to levy taxes (either directly or
indirectly) on the interest paid on State and local bonds to the
great and obvious detriment of those governments, is it not also
true that State and local governments will be permitted
Constitutionally to tax in the same manner the interest paid on
the notes and bonds of the Federal Government, to its great

*® While this is not an earth-shattering observation, we all deserve an occasional
reminder that the same people constitute the citizenry of both governments, and it is
their interest which we all seek to protect.

¢ “we are relieved, as we ought to be, from clashing sovereignty: from
interfering powers; from a repugnancy between a right in one government to pull
down what there is an acknowledged right in another to build up; from the
incompatibility of rip\t in one government to destroy what there is a right in
another to preserve.” M 'Culloch v. Maryland, supra,
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detriment and cost?"'Is this not a classic case where neither
government wins? Will it not, in the final analysis, lead
ultimately to the dissolution of the partnership?

Won't the public be surprised when they hear it said, “All we
were trying to do was close a loophole.”

- Respectfully submitted,

McCall, Parkhurst & Horton,
Attorneys at Law
1400 Mercantile Bank Building
Dallas, Texas 75201

L]
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E. Ray Hutchison
Dated September 23, 1969 :

'7 “I¢ is admitted that there is no express provision in the Constitution that
prohibits the General Government from taxing the means and instrumentalities of the
States, nor is there any prohibiting the States from taxing the means and
instrumentalities of that government. In both cases the exemption rests upon
necessary implication, and is upheld by the great law of self-preservation; as any
government, whose means employed in conducting its operations, if subject to the
control of another and distinct government, can exist only at the mercy of that
government. Of what avail sre these means if another power may tax them st
discretion?" Buffington v. Day, 78 U.S. 113 (1871)
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SENATE FINANCE COMMITTEE HEARINGS ON H.R, 13270

STATEMENT OF CAST IRON PIPE RESEARCH ASSOCIATION
By: Edward D, Heffernan

My name is Edward D, Heffernan, It is a distinct pleasure
and privilege to have this opportunity to appear before your Com-
mittee. I represent the Cast Iron Pipe Research Association, a group
of nine manufacturers of cast iron pressure pipe A substantial
proportion of the production of these companies goes into the many
public waterworks around the country.

As you are aware, I am sure, Mr Chairman, most of the water-
works, either new or those being updated, are financed by the issuance
of local bonds, the proceeds of which pay for the system Histori-
cally, the interest on these bonds has been tax exempt, thereby
allowing these lower yielding securities a competitive place in the
bond market. I need not dwell on the damage caused by the efforte
to tamper with the tax exemption, It is all too evident in recent
bond market reactions to the proposal you have under consideration
Not as apparent is the vast number of water projects (destined to
provide much-needed life support water systems to both rurel and urban
areas) which may well be jeopardized by a decision to go ahead with
exemption-limiting provisions of H, R, 13270,

Our interest in opposing these provisions is both personally
and civically motivated - personal, from the standpoint that our
industry stands to be greatly impacted by a probable cutback in water
projects all around the country; civic.minded, in that we cannot ig-
nore the long-range potential for havoc in communities faced with
critical water shortages in the face of burgeoning populations.

The bill proposes turning to the federal government as an
alternative for help in financing the water systems. The supposed



e

election of choosing either a tax exespt bond or federelly subsidized
bond may turn out to be no option at all. The higher tax exespt bond
interest rates would drive bond issusrs to use the subsidy if the cost
to them were cheaper. The economics of this will socn press svery
community into seeking the subsidy. Neither is it at all clear, given
a predictable changs in the market for taxable municipal bonds as
opposed to tax exempt bonds, that the federsl government would collect
more money in tax revenuss than it paid out in interest subsidies;

in fact, there is much evidence to suggest that it would lose con-
siderable amounts of monay.

The Ways and Means Committee clearly indicated the concern of
some members by stating in its report, "There is no review of the ad-
visability of the local project or of the users' ability to repay.
Despite this disclaimer, nothing was put in the language of the bill
restricting the Treasury Department from setting up requirements, and,
in truth, the bill gives the Secretary or his delegate broad discre-
tionary power of regulation ("subject to such conditions as the Secretary
or his delegate, by regulation, prescribes"). Annually, it will be
necessary to go for appropriations, and thus changes are always a possi-
bility. Obviously there was discussion of the specter of federal con-
trols when a community accepts federal assistance. Our concern here
is that when it comes to setting priorities for worthy projects to be
funded, the local people most familiar and closest to the problems
will be subordinated to the bureaucratic review, Water needs, not near-
ly as glamorous as many publicized national problems, will be pushed
far down the list of priorities. We do not think it is wise, equitable
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or economically sound to put the business of pmvidlng clesn wster
on & constant crisis basis, and yet we are concerned that the passage
of H. R, 13270 in its present fom will do just that,

Our comments have been mainly about the election provision for
state and municipal bonds; however, several other provisions of H, R, 13270
vill have an sbjectionable effect on tax-free local bonds. The allocs-
tion of deductions provision includes the interest from new municipal
bond issues in the list of tax preferences against shich an individual
would now have to charge a portion of his deductions. The limit on
tax preferences requires that one pay taxes on at least half of all his
eirnings regardless of source (which includes interest from state and
local bonds)., The attraction of municipal bonds on the open market
would certainly be impaired by these provisions.

Another aspect that greatly concerns us is the constitutional
issue inherent in this legislative provision, since the federel govern-
sent would be taxing a portion of the interest from tax exempt municipal
bonds through the limits on tax preferences mechanism. Undoubtedly,
opponents will challenge the constitutionality in the courts, result-
ing in lengthy litigation. During this period of doubtful tax status,
bond investors would be unlikely to invest until the issue is resolved.
Thus, with the market for bonds totally disrupted, many or all water sys-
tems projects would have to be suspended.

We urge you to remove these onerous provisions affecting local
tax-free bonding and let our cities and local governments get on with
the job of renswal, unhampered by unwise legislation hastily drewn in
the nams of tax refomm.

Thank you for your consideretion,
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LEAGUE OF
MINNESOTA
MUNICIPALITIES

310 S0CIAL SCHINCED 000
wevieuty OF MNINIOTA
SOBNAPOLS. wBed. 33438
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STATEMENT OF THE EXECUTIVE COMMITTER OF THE LEAGUE OF MINNESOTA MUNICIPALITLES
BEFORE THE SKMATE FINANCE COMMITTEE CONCERNING THE TAXATION
OF MUNICIPAL BOND INTEREST - September 2), 1969

The Executive Committee of the Lesgue of Minnesots Municipalities vould iike
to express {te opposition to those provisions of the Tax Reform Act of 1969
(0.3, 13270) which vould result in the direct or indirect taxation of the inter~
et on municipal bonds. Specifically, ve are opposed to the provieton of Liss bill
vhich includes the iaterest from municipal bonde {n the proposed allocation of
deductions sust *~? the provision vhich includes the interest from municipal bonde
ia the proposed limit on tax preferences.

Our oppoeition to these specific provisions of N.K. 13270 ehouid not be con-
strued as opposition to the general objective of introducing a greater degree of
faimness and equity iato the federal income tax. Ve are fully avare that the
seatiment both in the Congress and among the public st large is strongly in favor
of tax refors and ve are in sywpathy vith these vievs. Howvever, vith the tater-
est rates on municipal bonds at the highest level in one hundred yesrs, ve sust
oppose the inclusion of the interest on municipal bonds in these two provisions
of the bill because enactment in their present form would alnost certainly have
the offect of incrensing the interest rates on municipsl bonds even further.

11, despite the opposition of sunicipal officiale, the Congress in its wiedom
delernines that the interest on municipal bonds should be included in the allocs~

tion of deductions rule and/or the 1limit on tax preferences, then ve strongly urge

’
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that the proposed bond tatersst subsidy program for bond fesuere who vaive their (m
esnemption be retained in the bill, including the provision permitting the fssueace

of dual coupon bomds. This letter provision would be sbeclutely necsssary in Nisa-
es0ts in order to avoid violation of the state etatute vhich limite the faterest

vhich cen be patd on obligations Sseued by fte esubdivisions to 7% per anaum.

DALs 9/22/69
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SUMMARY OF Principal Puints of Statement by Rollin F. Agard,
Financial Consultant, Aviation Department, City of Kansas City,
Missouri, 1o United States Scenate Committer on Finances, Soptem-
ber 23, 1969, re: H. R, 13270,

1. This legislation destroys the market for securities now
tax-exempied.

2, Any subsidy granted by Federal Government must be tax
supported from local residents and business,

3. Revenue derived {rom taxing this bond interest will not offeet
cost of subsidy and higher rate costs,

4. Raise serious Question concerning claim that there will
be no federal review of local projects (inanced by taxable

bonds.

5. Subsidy could be, in effect, a blank check on U.S. Treasury
and by controlling this, U.S. Government controls local
financing.

6. Cost of administration federally and locally would be sub-
stantial.

7. Prospects of passage of this legislation has effectively destroyed
the market, both primary and secondary.

8. Twenty-four states limit interest rates to 6% or below on
General Obligation Bonds, six states limit interest to 1%,
and twenty states limit interest to 6% on Revenue Bonds.

9. There Is a question in some states whether taxable bonds can
be legally issued.

10. No time to be tampering with the right of local government
freedom to finance its needs.
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statement by Rollin F. Agard, Financial Consultant, Aviation Department, City of

Kansas City, Missouri, to United States Senate Committee on Finances, September 23,

1969, re: H.R. 13270,

"While the bill before this committee permits states and municipalities to
continue with the issuance of tax-exempt bonds, the same act practically destroys
the market for a tax-exempt security. The alternative of a ‘Fedorcl interest
subsidy holde no assurance that such s plan will continue to exist. It will only
be a matter of time before the legislation is changed in the press of events that
no further subeidies will be granted on future municipal issues.

"I think 1t {s well to point out that any subsidy granted by the Federal
level for municipal bond interest must be supported from taxes which originate from
local residents and business. 1 believe very strongly that the cost of financing
under the proposed legislation will be substantially greater than before. The
income to be derived by the Federal Government from the taxable securities will
by no means offset the subsidy and the higher rates that the municipal portion
of the bond package would require.

"Proponents for this legislation have advocated that there would be no
Pederal review of local projects. I find it difficult to accept this viewpoint.
This has the effect of writing a blank check on the Federal Treasury for the sum
of the subsidy to be provided from that source., The Federal Treasury is not a
bottomless pit, and each session of Congress must, if this legislation is passed,
sppropriate the needed sums for the subsidy payments., There is little question
but that eventually all local initiative would be a thing of tiie past. The cost

st the Federal lovel for administration of such a program will be substantial as
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well av less effective than now exists. Also, the administrative cost at the
local level will be much greater.

“Events of recent months reveal the seriousness of impairment of the
ounicipal market resulting from congressional action to this date. Hundreds
of aunicipal bond {ssues have been grounded because of interest rates which
would exceed legal limits. For those issues which could be marketed, the cost
to the taxpayers will run into many millions of additional doilars, Each week
many bond {ssuss have failed to obtain voter approval. Only recently the voters
of Texas vefused to approve an increase in the interest ceiling.

“The August 25, 1969 issue of the Daily Bond Buyer published information
showing that in twenty-~four states, statutes set interest rate ceilings at 6%
or below for general obligation bonde. 8ix other states have a limit of 7%,
For revenus bonds twenty states have a 6% ceiling. Moreover, the charters of
many cities establish interest rate ceilings as is the case in Kansas City,
Ordinarily, charters can only be amended by a vote of the people.

"The {mpact of this legislation has thrown the secondary market into a
state of chaos. This phase of the municipal bond market has become increasingly
important, with the municipal debt now at about $130 billion. Thousands of bond
holders, many of whom do not fall in the wealthy levels of our society, are seeing
their lifetime savings being depleted by as much as 25 to 30X, This is destroying
the faith of investors for municipal bonds. It is one of the major factors that

have caused the interest rates to spiral in recent months to levels never before

experienced.

“If this bill is approved in its present form the Federal Government may
find itsolf in the bond business, thus destroying another phase of this nation's

private enterprise systenm.
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"Therc could also be a question in soma of the states as to whether any
aunicipality has the authority under the constitution and laws of the state,
to issue taxable bonds without an amendment of the state constitution and the bond
lavs of the state.

"In 1ight of the serfous need for local improvements to provide essentiasl
facilities for an expanding nation, this should not be the time for tampering
vith the local financing systems., Americs is great because it has had local
freedom. If this is traded for a powerful central govermment we are doomed
for destruction. If the tax-exempt status of municipal bonds is removed, a
long period of litigation is inevitable. This, too, will stifle progress at

the local level and could endanger the National economy."
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STATEMENT ON H.R, 13270
BEPORE THE SENATE FINANCE COMMITTEE ON SEPTEMBER
25, 1969, BY PATRICK H. RENSCH, SPECIAL COUNSEL,
CITY OF NORTH PLATTE AND LANFORD L. JOROENSEN, .
ADMINISTRATIVE ASSISTANT TO THE MAYOR OF NORTH
PLATTE, NEBRASKA
. Chalrman and Members of the Committee:

The Mayor and Council of the City of North Platte, Nebraska, have gone on
record as strongly opposed in principal to any language in H.R. 13270 or any other
311 vhich vould in any vay directly or indirectly tax the income of any bonds or
odligetions of any State, or any governmental subdivision of any State. They also
bave gone on record opposing any language in H.R. 13270 or other legislation which
wuld in any vay establish voluntary relinquishment by a State or subdivieion thereof
of the tax exemption for any reason, vhether it be sudbsidy, aid grant or control.
ey have also gone on record as being opposed to any language in H.R. 13270 which
aght relate to the subject called ardbitrage vhich in any way would give the federal
government & right to question legitimate financing plans or programs, vhether required
tobe in the form of advance refunding or other programs vhere the only logical
{ovestaents, or the only legal investment, might be an interim investment in United
States government bonds. This written statement is a brief summary of these objections
ud soms of the reasons for the objections.

This statement is made not only on behalf of the City of North Platte, but is
wthorised to be and is presented as the official expression of the School District of
Jorth Platte and of the Mid-Plains Area Vocational Technical School, a multi-county
weational teshnical school district is Western Nebraska, and that reference hereafter
to the official body of North Platte, ve refer also to the other political subdivisions
sove mentioned.

Pirst lot us say that we do not believe that the inclusion of the taxation of
tte income of municipal bonds in H.R, 13270 is tax reform. We consider it to be

®re in the nature of the political or constitutional reform under the guise of tax
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legislation. We fesl it is unconstitutional and we feel that it is politically and
fiscally unvise in that its consequences, in addition to being & more costly method
of finanoing munioipal improvements,involves & threat to the whole concept of the
separation of the povers of the federal goverament and the States and their sudb-
divisions.

We believe in the principal of the separation of the powers betwesn the
Pederal Government and the States as provided for in our constitution and as they havy
developed under the lavs of the United States Government and the decieions of the
United States Supreme Court. We recognize that the present ability of States to sell
bonds at & rate which is competitive with the cost of financing of the federal govern.
mont is probadbly the biggest single factor todsy in retaining the principal of the
separation of the povers of the federal government for those of the state local
government. We fes) that any change in the naturs of this relationship vill only ledd
t0 more and stronger centralized federal control over matters vhich are rightly vithin
the prerogative and the concern of the State and local governments. We feel that eh_o
right of taxation of municipale- is politically and financially unsound and will
ultiueily lead to cheos in the municipal bond market, will lead to higher financing
cost and wltimately to the assumption by the Federal Government of the function of
financing of the local improvements resulting in the loss of local control and decisice
making.,

We fes) that the passage by the House of Reprasentatives of H.R. 13270 shows
& lack of understanding of this congept not an intent to change oOur constitutional
birthright vhich 4s subject: to' uitimate termination' by the: logical: extension of this
loguhuoi. We knov that the impression vhich hag baen given by publicity in the
national nevs u,di; from statements made by those espousing the taxation of municipale
are misleading and that the true picturs of the problems involved has not been
recognized, possidbly because of this. You ghould reeognize that owr bonds are purchu
by those in an income tax bracket vhich makes the purchase of our bonds advantageous

to them - the margin is thin., To say that the purchaser of s municipal bond does not
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;7 8 tox 1s grossly in error. When an imvestor buys & North Platte bond vith & tax

freo rate of US, vhereas he could buy & taxable bond of similar-quality for 6%, he pays
drectly to the oity whose bond he purchases s tex of 33% since his return is one-

wird loss, The treasury department in their propossls-scknovledge that this difference
xy b betveen 30% and kof.

Ve have here an ingenicus system for the return of tax dollars to municipslities
wich preceeds and complemeats announced plens for returning tex dollars to oities and
sates. In one sense the oity whose bond' is purchased receives s tax from the purchaser
{o the form of reduced interest. Without developing & buresucracy or oreating other
prodlems ve have one solution, the return to the loocal government of federal income texes,
«ich should be expanded, not curtailed, The publicity concerning abovt 150 to 200
siilionsires vho 40 not pay taxes vas unfortunate end inaccurste as it relates to
snioipal income.

Title III, Section 301 of H.R. 13270 nakes possidle & direct income tax on the
fseome from municipal bonds ovned by individuals, estates and trusts in that tax
preference income will not be permitted to excesd one half of the total income and the
tupayer vill be reguired to pay tax on the remaining half (in case of taxpayers vith
tetal tax preferences in excess of $10,000). This spplies equally to outstanding bonds
o vell a8 nev bonds and is hereafter referred to es-"limited tex preference”.

T4tle III, Section 302 H.R, 13270 would in certain instances deprive taxpayers
of their present ability to deduct fully the amount of personal income tax deductivle
wainst their taxable incoms. This does not apply to bonds issued prior to the
mecified date. This vill hereafter be referred to as "sllocations of deductions”,

Title VI, Sections 601 and “2 H.R, 13270 - There is provision for a State or
plitical subdivision to elect to issus bonds the interest from wvhich will be taxable,
ud the United States vill pay en interest subsidy so as to reduce the interest paynonts
mis by the Btate or & local subdivision, This vill'be referred to as the "interest

fubeidy provision”.
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Ample testimony vill be presented to shov the fiscal impact on municipal
financing and to support our feslings as set out above; that no need for a federa)
subsidy vill be shown by those involved and objections come from all levels of
government of the States and subdivisions as well as citisens (other than those
attempting to justify their political, social and constitutionsl reform program); to
shov the viseness in our present system; to shov that the sctual result of such s tax
vill be an inorease in the tax of those with lover incomes; to show the legislation i)
complicate unduly the income tax provisions relating to bonds; to show the extemt to
which such legislation vill be resisted in court causing additional continued market
uncertainty and therefore higher costs to municipalities; that feasibie prvisuis wiis sy
be financeable thus inoreasing the demand for grants ud aids and federal expenditures
and be an impetus to further inflationary trends.

We feel the Federal Oolvommt is physically unable to fill the void. Coneider
the multi-sgencies involved vwith grants and attempts to aid smaller communities in fis.
ancing improvements for wvater, sever and recrestion. The lack of success of the lom
program is indicative of the genersl lack of needs of governmental involvement in fis.
ancing. Where costs excesd ability to repay, grant in aid programs have been useful to
obtain desired results.

Public housing financed by municipal corporations has been successful becsuse
the United States Government {s willing to guarantes payment of bonds and pay all deffe.
iencies of rentals set lov for income groups. This would not work where bonds are
payable from taxes or from assesements on & local level., Tax legislation will teke
aunicipalities out of federal hausing or raise financing costs. Por the United Statw
Governmeat to have all States and locel municipalities as a partner in this progres

independently ﬂn&wtu. planning and executing is one of our Federsl GCovermment's
naJor assets and this is one sane approach not to be tempered with,

We fesl the Subsidy Provision is absolutely umnecessary and is as conducive
to higher costs and uncertainty as is taxation of the bonds themselves. Ve do not
agres that a compromise enactment of these provisions is possibvle. The confusion

g
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aested by conflicting interpretations and controls vhich vould develop together vith

preromental promotion of their program vould be coatly, cause deley end increase costs.
Our Governor, before the Ways & Means Committes proposed a dstailed study of

the problems. In this we concur, We do not concur in any inference in his other

wetinony OF any testimony before this committes, that a Subsidy system for higher

isterest on bonds incurred vhere taxation immunity is waived by States would be useful

{s sy vay--but rather harmful as outlined adbove.

229



e ol

e el

ie &t

SUMMARY OF PRINCIPAL POINTE INCLUDED IR
STATDEGNT O H.R. 13270
BY PATRICK H. RRESCH, SPECIAL COUNSEL POR THE MAYOR
& COUNCIL OF NORTH PLATTE, NEBRASKA; AND LANGFORD L.
JORCENSKN, ADMINISTRATIVE ASSISTANT T0 THE MAYOR OF
NORTH PLATTE, EEBRASKA
All provieions of H.R. 13270 relating to taxation, direct or
indirect, or under subsidy and tax waiver sgremment are opposed. Results
vill be increased financing costs, 1088 Of local govermmental interest aad
economical operation; local taxes and the costs of utilities paid by moet
tax~payers vill be increased; confusion caused dy threat of taxatiom; lesk
of confidence dus to taxation of outstanding bonds and anticipation of court
l1itigation pose long-term uncertainties compounding the results of anticie
pated tax; and taxation of bonds 0 not tax reform but political, eocisl
and Constitutional reform. The subsidy provision is part of this reform,
and ugvise and costly.
We believe in the principal of the sovereign state a8 & partmer
with the Federal Covernment, mot its tool, and the taxations of sunicipel
bonds 18 the key to this independent scticn. We ask you to strike all

references to tax and oudbeidy.
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