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MISCELLANEOUS TAX BILLS IV

WEDNESDAY, OCTOBER 31, 1979

U.S. SENATE,
COMMIT FEE ON FINANCE,
SUBCOMMITTEE ON TAXATION

AND DEBT MANAGEMENT GENERALLY,
Washington, D.C.

The subcommittee met, pursuant to notice, at 2:28 p.m., in room
2221, Dirksen Senate Office Building, Hon. Harry F. Byrd (chair-
man of the subcommittee) presiding.

Present: Senators Byrd, Nelson, Talmadge, Bentsen, Dole and
Chafee.

[The press release announcing this hearing and the bills S. 246,
S. 541, S. 555, S. 999, S. 1488, S. 1542, S. 1543, S. 1628, S. 1703, S.
1846 follow:]

[Press Release Oct. 17, 19791

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SETS HEARING ON MISCELLANEOUS TAX BILLS

Senator Harry F. Byrd, Jr. (I., Va.) Chairman of the Subcommittee on Taxation
and Debt Management announced today that a hearing will be held on Wednesday,
October 31, 1979, on miscellaneous tax bills.

The hearing will begin at 2:90 p.m. in Room 2221 of the Dirksen Senate Office
Building.

The following pieces of legislation will be considered:
S. 246, sponsored by Senator Bentsen. The bill would permit taxpayers to exclude

from gross income up to $500 ($1,000 in the case of a joint return) of interest income
earned from a savings account.

S. 1488, sponsored by Senator Nelson. This bill would provide an exclusion from
gross income for interest earned from a savings account but only for that amount of
interest that exceeds the amount earned the previous year. Up to $500 ($1,000 in the
case of a joint return) is the maximum amount excludible.

S. 1846, sponsored by Senator Talmadge. This bill would raise the dividend exclu-
sion contained in present law from $100 to $250 and permits the exclusion to apply
to interest from savings accounts.

S. 1628, sponsored by Senator Roth. The bill would provide an election for a
business to treat start up expenses as deferred expenses to be amortized over a 60-
month period. Revenue estimates are not available at this time. The measure would
benefit taxpayers beginning a new business.

S. 1703, sponsored by Senators Chafee, Cochran, Matsunaa, Moynihan, Jepsen,
Ribicoff, Boren and Long. This bill would amend section 911 othe Internal Revenue
Code to permit American employees of charitable organizations the option of using
the $20,000 income tax exclusion now available only to corporate employees working
in remote camps. Revenue estimates on this measure are not available at this time.
The measure will benefit employees of charitable organizations who are working
abroad.

S. 541, sponsored by Senators Baker and Sasser. This bill would permit executors
of an estate to elect the alternate valuation date (6 months after decedent's death)
for estate assets even though the estate tax return is filed after the due date. This
measure would have negligible revenue effect. Although only one estate has been
identified as benefiting from this measure, the amendment would benefit any estate

(1)
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that wanted to elect the alternate valuation date but was not permitted to do so
because the estate tax return had already been file.

S. 999, sponsored by Senators Bentsen and Cochran. This bill would exempt
taxpayers who make late payments of tax from penalties, provided the failure to
make payment was due to reasonable cause and not willful neglect. It is estimated
that this measure will reduce revenues by $14 million in fiscal year 1980 and by $25
million thereafter. This measure would benefit any taxpayer making a late payment
of tax due to reasonable cause.

S. 555, sponsored by Senators Morgan, Baker, Sasser, Percy, Inouye, Schmitt,
Mathias, Riegle, McGovern, Ford, Cohen, Pell, Helms, Pressler, Durkin, Cochran,
Levin and Stewart. The bill would permit the owners of independent local
nwspapers to make tax deductible contributions to trusts established for the eventu-
al payment of estate tax. It is estimated that this measure would reduce revenues
by $10 million per year. The measure would benefit owners of-independent local
newspapers.

S. 1648, sponsored by Senators Nelson and Bentsen. This bill would defer current
Federal income tax on dividends reinvested in original issue stock of a company.
This bill would primarily benefit any stockholder receiving dividends from a
company.

Requests to testify.-Persons desiring to testify during this hearing must make
their requests to testify to Michael Stem, Staff Director, Committee on Finance,
Room 227, Dirksen Senate Office Building, Washington, D.C. 20510, not later than
the close of business on Wednesday, October 24, 1979.

Witnesses will be notified as soon as possible after this date as to when they are
scheduled to appear. If for some reason the witness is unable to appear at the time
scheduled, he may file a written statement for the record in lieu of the personal
appearance.

Consolidated.-The Subcommittee strongly urges all witnesses who have a
common position or the same general interest to consolidate their testimony and
designate a single spokesman to present their common viewpoint orally to the
Subcommittee. This procedure will enable the Subcommittee to receive a wider
expression of views than it might otherwise obtain Further, all witnesses should
exert a maximum effort to coordinate their statements.

Legislative Reorganization Act.-The Legislative Reorganization Act of 1946 re-
quires all witnesses appearing before the Committees of Congress to "file in advance
written statements of their proposed testimony and to limit their oral presentations
to brief summaries of their argument." In light of this statute, the number of
witnesses who desire to appear before the Subcommittee, and the limited time
available for the hearing, all witnesses who are scheduled to testify must comply
with the following rules.

1. All witnesses must include with their written statements a summary of the
principal points included in the statement.

2. The written statements must be typed on lettersize paper (not legal size)
and at least 100 copies must be delivered to Room 2227 Dirksen Senate Office
Building not later than 5:00 p.m. on the day before the witness is scheduled to
aPWitnesses are not to read their written statements to the Subcommittee, but

are to confine their oral presentations to a summary of the points included in
the statement.

4. No more than 5 minutes will be allowed for any oral summary.
Witnesses who fail to comply with these rules will forfeit their privilege to testify.
Written statements-Persons not scheduled to make an oral presentation, and

others who desire to present their views to the Subcommittee, are urged to prepare
a written statement for submission and inclusion in the printed record of the
hearing. These written statements should be submitted to Michael Stern, Staff
Director, Senate Committee on Finance, Room 2227 Dirkson Senate Office Building,
Washington, D.C. 20510, not later than Friday, November 2, 1979.
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96TH CONGRESS c
1ST SESSION S0246

To amend the Internal Revenue Code of 1954 to encourage greater individual
savings.

IN THE SENATE OF THE UNITED STATES

JANUABY 29 legislative day, JANUARY 15), 1979

Mr. BENTSEN introduced the following bill; which was read twice and referred to
the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to encourage

greater individual savings.

1 Be it enacted by the Senate and Houe of Representa-

2 tives of the United States of America in Congress assembled,

3 That part HI of subchapter B of chapter 1 of the Internal

4 Revenue Code of 1954 (relating to items specifically ex-

5 eluded from gross income) is amended by redesignating sec-

6 tion 124 as 125, and by inserting after section 123 the fol-

7 lowing new section:
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2
1 "SEC. 124. INMFrT.

2 "(a) IN GBNBRA .- In the case of an individual, gross

8 income does not include any amount received as interest or

4 dividends on a time or demand deposit with-

5 "(1) a commercial or mutual savings bank the de-

6 posits and accounts of which are insured by the Feder-

7 al Deposit Insurance Corporation or which are other-

8 wise insured in accordance with the requirements of

9 the law of the State in which the bank is located,

10 "(2) a savings and loan association, building and

11 loan association, or similar association, the deposits

12 and accounts of which are insured by the Federal Say-

13 ings and Loan Insurance Corporation or which are oth-

14 erwise insured in accordance with the requirements of

15 the law of the State in which the association is locat-

16 ed, or

17 "(3) a credit union, the deposits and accounts of

18 which are insured by the National Credit Union Ad-

19 ministration Share Insurance Fund or which are other-

20 wise insured in accordance with the requirements of

21 the law of the State in which the credit union is locat-

22 ed.

23 "(b) LIMITATION.-The amount of interest excluded

24 under subsection (a) for the taxable year shall not exceed

25 $500 ($1,000 in the case of a husband and wife who make a

26 joint return under section 6013).".
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1 SEc. 2. The table of sections for part I of subchapter

2 B of chapter 1 of the Internal Revenue Code of 1954 is

3 amended by striking out the last item and inserting in lieu

4 thereof the following items:

"Sao. 124. Interest.
"Szo. 125. Cross references to other Acts.".

5 SEC. 3. The amendments made by this Act apply to

6 taxable years beginning after December 31, 1978.

0
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96TH CONGRESS
1ST SESSIoN S.541

To amend the Internal Revenue Code of 1954 relating to estate taxes to provide
that the election to use the alternate valuation date may be made on a return
that 6i filed late.

IN THE SENATE OF THE UNITED STATES
MARCH 5 (legislative day, FEBRUARY 22), 1979

Mr. BAKmi (for himself and Mr. SAuBzR) introduced the following bill; which was
read twice and referred to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 relating to estate

taxes to provide that the election to use the alternate
valuation date may be made on a return that is filed late.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 That (a) section 2032(c) of the Internal Revenue Code of

4 1954 (relating to election of alternate valuation) is amended

5 to read as follows:

6 "(c) TIME OF ELECTION.-The election provided for in

7 this section shall be exercised by the executor on his return

8 not later than the time such return is filed.".
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2

1 (b) EFoZTv DATB.-

2 (1) IN oENEBRAL.-The amendment made-b sub-

8 section (a) of this Act shall apply with respect to es-

4 tates of decedents dying after December 31, 1977.

5 (2) T ANSITIONAL BULE.-At the election-of an

6 executor (made within 90 days after the enactment of

7 this Act in such manner as the Secretary of the Treas-

8 ury or his delegate may by regulations prescribe), the

9 amendment made by subsection (a) of this Act shall

10 apply with respect to an estate of a decedent dying

11 before January 1, 1978, if an election under section

12 2032(c) of the Internal Revenue Code of 1954 (relating

13 to election of alternate valuation) had been indicated on

14 the first estate tax return filed with respect to the

15 estate of the decedent. If an election is made under

16 this paragraph and if the assessment of any deficiency

17 for estate tax is prevented on the date of such election,

18 or at any, time. within .90 days after such election, by

19 the operation of any law, or- rule of law, such assess-

20 ment may, nevertheless, be made within 90 days after

21 such election.

0
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96Tu CONGRESS 5
1ST SESSION S.5
To amend the tax laws of the United States to encourage the preservation of

independent local newspapers.

IN THE SENATE OF THE UNITED STATES

MAncH 7 (legislative day, FuUANY 22), 1979
Mr. Mouoiii (for himself, Mr. B*xuu, Mr. SAms, Mr. Psew, Mr. Noun,

Mr. SCHMITT, Mr. MATHIAS, Mr. RIEOLn, Mr. McGOVzRN, Mr. FORD, Mr.
COHEN, Mr. PULL, Mr. HBLMS, Mr. PEBSLEB, Mr. DuuuIw, Mr. Coon-
W., Mr. LvvN, and Mr. STBWART) introduced the following bill; which

was read twice and referred to the Committee on Finance

A BILL
To amend the tax laws of the United States to encourage the

preservation of independent local newspapers.

1 Be it enacted by the Senate and House of Representa-

2 tivas of the United States of America in Congress assembled,

3 SECTION 1. SHORT TITLE: ETC.

4 (a) SHORT TITLE.-This Act may be cited as the "In-

5 dependent Local Newspaper Act of 1979".

6 (b) AMNKNMENT OF 1954 COD.-Except as otherwise

7 expressly provided, whenever in this Act an amendment or
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2

1 repeal is expressed in terms of an amendment to, or repeal of,

2 a section or other provision, the reference shall be considered

3 to be made to a section or other provision of the Internal

4 Revenue Code of 1954.

5 (c) TABLE OF CONTENTS.-

TABLE OF CONTENTS

Sec. 1. Short title, etc.
(a) Short title.
(b) Amendment of 1954 Code.
(c) Table of contents.

Sec. 2. Certain advance estate tax payment trusts.
(a) In general.
(b) Clerical amendment.
(c) Technical and conforming amendments.
(d) Effective date.

See. 3. Extension of time for payment of estate tax where estate includes in-
terests in independent local newspapers.

(a) In general.
(b) Clerical amendment.
(c) Technical and conforming amendments.
(d) Effective date.

6 SEC. 2. CERTAIN ADVANCE ESTATE TAX PAYMENT TRUSTS.

7 (a) IN GENBAL.-Subchapter F of chapter 1 (relating

8 to exempt organizations) is amended by adding at the end

9 thereof the following new part:

10 "PART VIII-CERTAIN ADVANCE ESTATE TAX

11 PAYMENT TRUSTS

"Sec. 529. Independent local newspaper advance estate tax payment
- trust.

12 "SEC. 529. INDEPENDENT LOCAL NEWSPAPER ADVANCE

13 ESTATE TAX PAYMENT TRUST.

14 "(a) REQUIREMENTS FOB QUALIFICATION.-A trust

15 created or organized in the United States for an individual
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3

1. who has an interest in an independent local newspaper busi-

2: ness shall constitute a trust qualified under this section if-

3 "(1) the trust is, created pursuant to a plan

4. adopted by such independent local 'newspaper business;

5 "(2) the plan adopted requires the creation, for

6 one or more individuals having an interest in such in-

7 dependent local newspaper business, of trusts for such

8 individuals conforming to the requirements of para-

9 graph (3) requires contributions to be made to such

10 trusts by such independent local newspaper business

11 during the period described in subparagraph (3)(D) ex-

12 elusively for the purpose described in subparagraph

13 (3)(E) and limits the aggregate contributions to such

14 trusts for any taxable year to 50 percent of the taxable

15 income derived from the independent local newspaper

16 (determined as provided in subsection (e)); and

17 "(3) the written governing instrument -creating

18 each such trust meets the following requirements:

19 "(A) the contributions to and income of the

20 trust will be invested solely in obligations of the

21 United States of America except for cash on hand

22 or in bank accounts pending such investment;

23 "(B) the trustee is a bank (as defined in sec-

24 tion 401(d)(1)) or such other person who demon-

25 strates to the satisfaction of the Secretary that
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1 the manner in which such other person will ad-

2 minister the trust will be consistent with the re-

3 quirements of this section;

4 "(0) the assets of the trust will not be com-

5 mingled with other property except in a common

6 trust fund;

7 "(D) the contributions to the trust will be

8 made exclusively by such independent local news-

9 paper business during the lifetime of the individual

10 for whom such trust is created, and after his

11 death during the period (including any extension

12 period) prior to payment of the tax imposed- by

13 section 2001;

14 "E) the assets of the trust will be devoted

15 exclusively to the prompt payment of the tax im-

16 posed by section 2001 which is attributable to the

17 interest in such independent local newspaper busi-

18 ness includable in the gross estate of such individ-

19 ual, except to the extent of any excess funding of

20 the trust; and

21 "(F) any excess funding of the trust will be

22 distributed to such individual if living or if de-

23 ceased to his estate within 65 days of the deter-

24 mination of such excess funding.

56-074 0 - 80 - 2
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1 "(b) IMITATION.--n the cue of an individual who has

2 an interest in more than 1 independent local newspaper busi-

8 ness, a trust qualified under this section may be created or

4 organized only with respect to the interest in .1 (and not more

.5 than 1) such independent local newspaper business includable

6 in the gross estate of such individual.

7 "(c) DEFIB TIONS AND SpECIAL RULES.-

8 "(1) DFIMTION.-For purposes of this sec-

9 tion-

10 "(A) INDEPENDENT LOCAL NEWSPAPER

11 BUSINSS.-The term "independent local news-

12 paper business" means-

13 "(i) a proprietorship which publishes an

14 independent local newspaper;

15 "(uI) a partnership which publishes an

16 independent local newspaper and which has

17 none of its outstanding partnership interests

18 traded in an established securities market; or

19 "(iii) a corporation which publishes an

20 independent local newspaper and which has

21 none of its outstanding capital stock traded

22 in an established securities-market. "

28 M. (B I 'ERS* IN AN INDEPENDENT LOCAL

24 )EWSA .BUIn a&.--The term 'interest in an

25 independent-local newspaperr business' means-"
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1 "(i) the interest of the proprietor in a

2 proprietorship described in subparagraph

3 (1)(AXi) to the extent the value of such inter-

14 est is attributable to the independent local

5 newspaper published by such proprietorship;

6 "(ii) the interest of a partner in a part-

7 nership described in subparagraph (IXA)Cfi)

8 to the extent the value of such interest is at-

9 tributable to the independent local newspaper

10 published by such partnership; or

11 "(iH) the stock of a corporation de-

12 scribed in subparagraph "(1)(A)(iii) to the

13 extent the value of such stock is attributable

14 to the independent local newspaper published

15 by such corporation.

16 "(0) INDEPENDENT LOCAL NEWSPAPER.-

17 The term 'independent local newspaper' means a

18 newspaper publication which is not one of a chain

19 of newspaper publications and which has all of its

20 publishing offices (containing its principal edito-

21 rial, reportorial, circulation, and business staff) in

22 a single city, community, or metropolitan area, or,

23 on January 1, 1979, within one State.

24 "(D) A oaAfln OF NEWSPAPER PuBIOA-

25 TIONS.-The term 'a chain of newspaper publioa-
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1 tions' means 2 or more newspaper publications

2 which are not published in a single city, commu-

3 nity, or metropolitan area or, on January 1,

4 1979, within one State and are controlled, direct.

5 ly or indirectly, by the same person or persons.

6 "(E) ExcEss FUNDrNO.-The term excesss

7 funding' means the excess of the face value of the

8 assets of a trust qualified under this section over:

9 "(i) 70 percent of the value of the inter-

10 est in an independent local newspaper busi-

11 ness includable in the gross estate of the in-

12 dividual for whom such trust was created; or

13 "(ii) in the case of a decedent, the tax

14 --imposed by. section 2001 which is attributa-

15 ble to the interest in an independent local

16 newspaper business included in the gross

17 estate of such decedent.

18 "(F) ATTRIBUTABLE ESTATE TAX.-The

19 term 'the tax imposed by section 2001 which is

20 attributable to the interest in an independent local

21 newspaper business' means the excess of the tax

22 imposed by section 2001 over the tax which

23 would have been imposed if the interest in an in-

24 dependent local.newspaper business had not been

25 included in the gross estate of.the decedent.
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1 "(2) SPECIAL RuLBS.-For purposes of this sub-

2 section-

3 "(A) TIME FOB DETERMINATIONS.-ExCept

4 as otherwise provided by subsection (d) or (g)- -

5 "(i) in the case of an individual, all d&-

6 terminations shall be made as of December

7 81 of each calendar year, and

8 "(ii) in the case of a decedent, all deter-

9 minations shall be made as of the time the

10 tax imposed by section 2001 is finally deter-

11 mined.

12 "(B) CONTROLLED GROUP OF CORPORA-

13 TIONS.-In applying • subparagraphs (1)(A)(iii),

14- (1)(C), and (1)(D) of subsection (c), if a corporation

15 is a member of a controlled group of corporations

16 (as defined by section 1563 but substituting the

17 phrase '50 percent' for the phrase '80 percent'

18 each place appearing therein), the determination

19 whether such corporation is publishing an inde-

20 pendent local newspaper shall be made by treat-

21 ing all members of such controlled group as a

22 single corporation.

23 "(0) VAIUE ATTRrBUTABLE TO INDEPEND-

24 ENT LOCAL NWSPeAPE.-In applying subpara-

25 graph (1)(B) (Qi) or (ifi) of subsection (c), the deter-
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1 mination of the value of an interest in a partner-

2 ship or the stock of a- corporation which is attrib-

3 utable to an independent local newspaper shall,

4 except in the case of a decedent, be made by ap-

5 portioning the net fair market value of such inde-

6 pendent local newspaper (determined as a sepa-

7 rate going business concern) proportionately

8 among all the outstanding interests in &uch part-

9 nership or proportionately among all the outstand-

10 ing shares of the capital stock of such corporation,

11 as the case may be, except that the apportion-

12 ment made to a partnership interest or corporate

13 preferred stock possessing limited equity participa-

14 tion rights shall not exceed such limited equity

15 participation rights. _ ------.

16 "(D) CERTAIN INDIBEOT iNTERSETS.-In

17 applying subparagraph (1)(B) of subsection (c), if

18 an individual is the grantor of a trust which holds

19 an interest in an independent local newspaper

20 business and is treated as the owner of such inter-

21 est by section 671(a), or is the beneficiary of a

22 trust which holds an interest in an independent

23 local newspaper business and a deduction was al-

24 lowed with respect to such interest by section

25 2056(a), such individual shall be treated as



17

10

1 owning the interest held by such trust to the

2 extent such interest is includable in the gross

3 estate of such individual.

4 "(d) TAX TREATMENT OF QUALIFIED TRUST AND TH

5 INDIVIDUAL FO WHOM ESTABLISHBD.-

6 "(1) EXEMPTION FROM TAX UNDER TiS

7 TITLE.-

8 "(A) QUALIFMD TBUST.-Any trust quail-

9 fled under this section is exempt from taxation

10 under this title except to the extent otherwise

11 provided by paragraph (2) of this subsection (d).

12 "(B) INDIVIDUAL FOB WHOM ESTAB-

13 LISHED.-Except to the extent otherwise pro-

14 vided by paragraph (2) of this subsection (d), any

15 individual for whom there is created a trust quali-

16 fled under this section, and the estate of any such

17 individual, is exempt from taxation under this title

18 with respect to-

19 "(i) such trust and the contributions

20 made to, the gross income earned by, and

21 the payments of the tax imposed by section

22 2001 made by, such trust in accordance with

23 its governing instrument, and

24 "(ii) the distributions, if any, made by

25 the independent local newspaper business to
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1 any cther person who has a.'i interest in such

2 independent local newspaper business on ac-

3 count of the contributions made to such

4 trust.

5 Any other person who has an interest in such in-

6 dependent local newspaper business shall also be

7 exempt from taxation under this title with respect

8 to such trust (including the contributions to, gross

9 income of, and payments made by such trust).

10 "(2) TERMINATION OF TAX EXEMPT STATUS.-

11 "(A) EVENTS CAUSING LOSS OF QUALIFICA-

12 TION.-If a trust qualified under this section is

1 not administered in conformity with any of the re-

14 quirements specified in subsection (a) and the reg-

15 ulations prescribed by the Secretary to carry out

16 the purposes of this section, then the trust shall

17 cease to be exempt from taxation under this title

18 and the assets of the trust shall be distributed to

19 the individual by or for whom such trust was cre-

20 ated if he is then living, or if he is then deceased

21 shall be distributed to his estate.

22 "(B) DISPOSITIONS AND OTHER EVENTS

23 CAUSING EXCESS FUNDING.-If at any time-

24 "(i) any part of the interest in an inde-

25 pendent local newspaper business is sold, ex-
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1 changed, or otherwise disposed of (other than

2 under the individual's will or applicable law

3 of descent and distribution) or becomes

4 traded in an established securities market,

5 and such event results in the excess funding

6 of a trust qualified under this section;

7 "(ii) the local independent newspaper

8 ceases to be published or is sold or otherwise

9 disposed of or ceases to'qualify as a newspa-

10 per publication which is not one of a chain of

11 newspaper publications; or

12 "(iii) there is for any other reason an

13 excess funding of a trust qualified under this

14 section;

15 then the amount of such excess funding shall be

16 distributed to the individual for whom such trust

17 was created if he is then living or if he is then

18 deceased shall be distributed to his estate.

19 "(0) TAxATzON OF DISTRIBUTED

20 AMOUNTS.-

21 "(i) wimvuAL.-Any amount distrib-

22 uted to the individual for whom such trust

23 was created shall be included in the gross

24 income of such individual for the taxable

25 year of distribution.



20

13

1 "(ii) EsTATE.-Any amount distributed

2 .... to the estate of a decedent shall be included

8 in the gross income of the estate for the tax-

4 able year of distribution as an item of income

5 in respect of a decedent subject to section

6 691, and shalt be included in the decedent's

7 gross estate in determining the tax imposed

8 by section 2001'

9 "(e) TAX TREATMENT OF INDEPENDENT LOCAL

10 NEWSPAPER BuSEsS.-

11 "(1) DEDUCTION FOR CONTRIBUTIONS.-Any

12 contribution made by an independent local newspaper

13 business to a trust qualified under this section in ac-

-14- cordance with the terms of the governing instrument of

15 such trust shall be deductible under section 162 pro-

16 vided such contribution is paid to the trust during the

17 taxable year and at a time when the trust is exempt

18 from taxation this title. For purposes 'of this paragraph,

19 an independent local newspaper business shall be

20 deemed to have made a payment on the last day of the

21 taxable year if the payment is on account of such tax-

22 able..year ,and is not made later than the time pre-

23 . be& y-law. fo fii ng the, return for. such taxable

24.- year (uludlng etenaonathereq .. - • .
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1 "(2) LIMITATIONS ON DEDUCTION FOB CONTRI-

2 BUTIONS.-

8 "(A) ExcEs FuNDiNG.-No deduction

4 under section 162 shall be allowed for any contri-

5 bution to the extent such contribution results in

6 the excess funding of a trust qualified under this

7 section.

8 "(B) 50 PERCENT OF TAXABLE INCOME.-

9 No deduction under section 162 shall be allowed

10 for any contribution to the extent the aggregate

11 contributions made during the taxable year ex-

12 ceeds 50 percent of the taxable income derived

13 from such independent local newspaper (deter-

14 mined on a separated basis and without regard to

15 such contributions) for the taxable year.

16 "(3) RECAPTURE OF DEDUCTIONS FOB PRIOR

17 CONTRIBuTiONS.-If at any time a trust qualified

18 under this section is required to make a distribution de-

19 scribed in paragraph (2) of subsection (d) and if an in-

20 dependent local newspaper business realized a tax

21 benefit as a result of prior contributions to such trust,

22 then such independent local newspaper business (and in

28 the case of a deceased proprietor his estate) shall in-

24 elude in its gross income for the taxable year ending

25 with or during the taxable year of such, distribution or
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1 if none, for the taxable year immediately preceding the

2 taxable year of such distribution an amount equal to

3 the lesser of-

4 "(A) the amount required. to be distributed

5 under paragraph.(2), or

6 "(B) the prior contributions made to such

7 trust as to which a tax benefit was realized.

8 "Q) INADVERTENT EXoBSS FUNDING,-If there is

9 excess funding of a trust qualified under this section for any

10 calendar year and such excess funding is due solely to a de-

11 crease in, or to a good faith dispute concerning, the value of

12 the interest in an independent local newspaper business held

13 by or includable in the gross estate of the individual for

14 whom such trust was created, then the determination of the

15 amount of such excess funding shall be postponed to, and

16 shall, be made as of, the last day of -the fifth calendar year

17 immediately following such calendar year (or in the event of

18 such individual's earlier death, the date of the determination

19 of the tax imposed by section 2001) and the amount of any

20 excess fun~lng existing on the last day of such fifth calendar

21 year (or the date of such determination) shall be distributed to

22 such individual (or if he is then deceased shall be distributed

23 to his estate).

24 "(g) TAx TREATMENT OF DIsPoSITIONS BY HEIR q

26 LEGATEE.-----------------------------
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1 "(1) RECAPTURE OF ESTATE TAX BENEFITS.-

2 If, at any time within 15 years after the death of the

8 individual for whom a trust qualified uner this section

4 was created-

5 "(A) a trust described in subparagraph (2)(D)

6 of subsection (c), or any person receiving under

7 such individual's will or applicable law of descent

8 and distribution, sells, exchanges, or otherwise

9 disposes of any part of the interest in the inde-

10 pendent local newspaper business with respect to

11 which the qualified trust was created, or

12 "(B) the local independent newspaper is sold

13 or otherwise disposed of or ceases to qualify as a

14 newspaper publication which is not one of a chain

15 of newspaper publications,

16 then the estate tax of such individual shall be redeter-

17 mined, as of the date of such disposition or other

18 event, by including as part of the gross estate of such

19 individual an amount equal to the payment made by

20 such trust of the tax imposed by section 2001 which is

21 attributable in the case of such a disposition to the in-

22 terest disposed of, or in the case of any such other

23 event to the interest, in the independent local newspa-

24 per business included in the gross estate of such indi-

25 vidual. For purposes of this paragraph, the term "sells,
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1 exchanges, or otherwise disposes of" does not in-

2 clude-

3 "(C) an exchange of stock pursuant to a plan

4 of reorganization described in subparagraph (E) or

5 (F) of section 368(a)(1),

6 "(D) a distribution or exchange of stock pur-

7 suant to a plan of reorganization described in sub-

8 paragraph (D) of section 368(a)(1) or a distribu-

9 tion to which section 355 (or so much of section

10 356 as relates to section 355) applies by reason of

11 subsection (h), or

12 "(E) a transfer or distribution to an executor

13 or trustee, or by an executor or trustee, or a

14 person entitled to receive such interest, under a

15 will, applicable laws of descent and distribution or

16 governing trust instrument,

17 but the person receiving the interest in the independent

18 local newspaper business with respect to which such

19 qualified trust was created shall be subject to this sec-

20 tion.

21 "(2) EXTENSION OF PERIOD FOR ASSESSMENT

22 AND COLLECTIONS.-Any additional estate tax owing

23 as a result of such redetermination shall be immediate-

24 ly due and payable by the person making such disposi-

25 tion, or the persons holding the interest in the inde-
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1 pendent local newspaper business as of the date of

2 quch other event, as the case may be, and the periods

3 of ltat-ins-provided in sections 6501 and 6502 on

4 the making of assessments and the .collection by levy

5 or a proceeding shall with respect to any deficiency

-----6 (including interest and additions to the tax resulting

7 from such redetermination) include 1 year immediately

8 following the date on which the Secretary is notified of

9 -su-cldisposition or other event in accordance with reg-

10 ulations -prescribed by the Secretary; and such assess-

11 ment and collection may be made notwithstanding any

12 _ provision of law or rule of law to the contrary.

13 "(3) PHASEOUT OF ANY ADDITIONAL ESTATE

14 TAX.-If the date of disposition or such other event

15 occurs more than 120 months and less than 180

16 months after the death of such individual, the amount

17 of any additional estate tax shall be reduced (but not

18 below zero) by an amount determined by multiplying

19 the amount of such tax (determined without regard to

20 this paragraph) by a fraction-

21 "(A) the numerator of which is the number

22 of full months after such individual's death in

23 excess of 120, and

24. - "(B) the denominator of which is 60.

25 "(h) SPIN-OFF OF UNRELATED BusiEsS.-
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1 "(1) GENERAL REQUIRBMENTS.-If an independ-

2 ent local newspaper business described in subparagraph

3, (1XA)(ili) of subsection (c) adopts a plan described in

4 subsection (a) and is engaged in the active conduct of a

5 trade or business in addition to the publication of an

6 independent local newspaper, each of which satisfies

7 the requirements of section 355()(2), then the distribu-

8 tion to its shareholders of stock of a controlled corpora-

9 tion (as defined in section 355(a)(1)(A)) engaged in the

10 active conduct of such other trade or business or of

11 such newspaper, so that the determination of the value

12 of its stock attributable to its independent local news-

18 paper is facilitated, shall be treated as satisfying the

14 requirements of section 355(a)(1)(B) (including the re-

15 quired corporate business purpose) provided that the

16 following conditions are satisfied:

17 "(A) The distributee shareholders do not,

18 prior to the fifth anniversary of the date .of distri-

19 bution, sell, exchange or otherwise dispose of the

20 stock of either the distributing corporation (as de-

21 fined in section 355(aX1)(A)) or the controlled car-

22... portion exiiept- . .

28 - "(i) pilrsnant- to i redenmption described

24 in section 303 "ri plain, ol.reorganization di-

25 scribed in section 368(i)(1) (D), (E), or (F),
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i "(ii) by will or by the laws of descent or

2 distribution, or

3 "(iii) in the case of a distributee corpo-

4 ration or trust, by distribution to its share-

5 holders or beneficiaries;

6 "(B) The distributee shareholders (including

7 the successors-in- interest to a deceased distribu-

8 tee shareholder and the shareholders or beneficia-

9 rides of a distributee corporation or trust) retain

10 control (as defined in section 368(c)) of the distrib-

11 uting corporation and controlled corporation

12 throughout the 5-year period ending on the fifth

13 anniversary of the date of distribution; and

14 "(C) The distributing corporation and the

.15 controlled corporation each continue to be en-

16 gaged in the active conduct of the trade or busi-

17 ness conducted on the date of distribution

.18 throughout the 5-year period ending on the fifth

19 anniversary of the date of distribution, except for

20 a change of trade or business resulting from an

21 involuntary conversion, an order of a governmen-

22 tal regulatory agency or a contested or consent

23 order of any Federal court provided that such

24 trade or business is actively conducted by the dis-

25 tributing corporation or controlled corporation, as

56-074 0 - 80 - 3
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1 the case may be, for the remainder of the 5-year

2 period ending on the fifth anniversary of such dis-

3 tribution.

4 "(2) EXTENSION OF PERIOD FOR ASSESSMENT

5 AND COLLETION.-If the distributing corporation or

6 controlled corporation fails to meet the conditions con-

7 tained in subparagraph (1)(C) of this subsection (h) or if

8 the distributee shareholders (including the successor-in-

9 interest to a deceased distributed shareholder and the

10 shareholders or beneficiaries of a distributee corpora-

11 tion or trust) fail to meet the conditions contained in

12 subparagraphs (1)(A) or (1)(B) of this subsection (h)

13 during any taxable year within 5 years from the date

14 of distribution, then the periods of limitations provided

15 in sections 6501 and 6502 on the making of an assess-

16 ment and the collection by levy or a proceeding shall,

17 with respect to any deficiency (including interest and

18 additions to the tax) resulting from such failure, include

19 1 year immediately following the date on which the

20 distributing corporation, the controlled corporation or a

21 distributee shareholder (including the successors-in-in-

22 terest to a deceased distributee shareholder and the

23 shareholders or beneficiaries of a distributee corpora-

24 tion or trust) notifies the Secretary of such failure in

25 accordance with regulations prescribed by the Secre-
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1 tary; and such assessment and collection may be made

2 notwithstanding any provision of law or rule of law to

3 the contrary.

4 "(i) APPLIOABILITY.-This section shall be applicable

5 to trusts created on or after January 1, 1979.

6 "(j) REGULATIONS.-The Secretary shall prescribe

7 such regulations as may be necessary to the application of

8 this section.

9 "(k) CROSS REFERENCES.-

10 "(1) BASIS.-See section 1023 concerning the

11 carryover of the basis of an interest in an independent

12 local newspaper business as a result of payment of

13 estate tax by a trust qualified under this section.

14 "(2) ESTATE TAX.-See section 2046 relating to

15 the exclusion from the gross estate of a decedent of a

16 trust qualified under this section.

17 "(3) INCOME IN RESPECT OF DECEDENT.-See

18 section 691 relating to the taxation of income in re-

19 aspect of a decedent.".

20 (b) CLERICAL AMENDMENT.-The table of parts for

21 subchapter F of chapter 1 is amended by adding at the end

'22 theteof the following new item:

"Part VII. Certain advance estate tax payment trusts.".

.23 (c) TECHNICAL AND CONFORMING AMENDMNTS.-
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1 (1) AMENDMENT OF SECTION 1023(c).-The first

2 sentence of subparagraph (c) of section 1023 (relating

8 to increase in carryover basis of appreciated property

4 for estate taxes) is amended by striking out "The" and

5 inserting in lieu thereof "Except as provided in subsec-

6 tion (i), the".

7 (2) AMENDMENT OF SECTION 1o23(D)(1).-The

8 first sentence of paragraph (1) of section 1023(d) (relat-

9 ing to the $60,000 minimum for the aggregate basis

10 for carryover basis property) is amended by striking

11 out "If" and inserting in lieu thereof "Except as pro-

12 Vided in subsection (i), if".

13 (3) AMENDMENT OF SECTION' 1028(I(2).-The

14 first sentence of paragraph (2) of section 1023(h) (relat-

15 ing to adjustments to basis for December 31, 1976,

16 fair market value) is amended by striking out "if-"

17 and insering in lieu thereof "Except as provided in

.18 subsection (i), if-".

19 (4) AMBNDMENT OF SECTION 102s3.-Subsec-

20 tion (i) f section 1023 (relating to regulations) is

21 amended by redesignating subsection (i) as (i), and by

22 inserting after subsection (h)the following new subsec-

23 tion:

24 "(i) There shall be no increase under

25 the provisions of this section in the basis of
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1 an interest in an independent local newspa-

2 per business (as defined by section 529) to

3 the extent that payment of the tax imposed

4 by section 2001 attributable to such interest

5 is paid by a trust qualified under section

6 529.".

7 (5) AMENDMENTS TO SUBTITLE B.-

8 (A) Section 2002 (relating to liability for

9 payment of estate taxes) is amended by striking

10 out "executor." and inserting in lieu thereof "ex-

11 ecutor except to the extent paid by an independ-

12 ent local newspaper advance estate tax payment

13 trust as provided by section 529.".

14 (B) Section 2013 is amended by adding at

15 the head thereof the following new subsection:

16 "(h) TAx IMPOSED UNDER SECTION 2046 ON CER-

17 TAIN INDEPENDENT LOCAL NEWSPAPER ADVANCE TAx

18 PAYMENT TnUSTS.-For purposes of this section, if section

19 2046 applies to exclude any property from the gross estate of

20 the transferor and an additional tax is imposed with respect

21 to such property under section 259(g)-

22 "(1) the additional tax imposed by section 529(g)

23 shall be treated as a Federal estate tax payable with

24 respect to the estate of the transferor; and
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1 "(2) the value of such property and the amount of

2 the taxable estate of the transferor shall be determined

3 as if section 2046 did not apply with respect to such

4 property.".

5 (C) Part IMl of subchapter A of chapter 11 of

6 subtitle B (relating to gross estate) is amended by

7 adding at the end thereof the following new sec-

8 tion:

9 "SEC. 2046. EXCLUSION OF NEWSPAPER TRUST.

10 "Notwithstanding any other provision of law, the value

11 of the gross estate shall not include the value of any interest

12 of the decedent at the time of his death in, or any tax pay-

13 ments made by, an independent local newspaper advance

14 estate tax payment trust to the extent provided by section

15 529.".

16 (6) CLERICAL AMENDMENT TO SUBTITLE B.-

17 The table of sections ior part fII of subchapter A of

18 chapter 11 ,)f subtitle B is amended by adding at the

19 end thereof the following new item:

"See. 2046. Exclusion of newspaper trust.".

20 (d) EFFECTIVE DATE.-The amendments made by this

21 section shall apply with respect to taxable years ending after

22 January 1, 1979.
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1 SEC. 3. EXTENSION OF TIME FOR PAYMENT OF ESTATE TAX

2 WHERE ESTATE INCLUDES INTEREST IN INDE.

3 PENDENT LOCAL NEWSPAPER.

4 (a) IN GENEBA.-Subchapter B of chapter 62 (relating

5 to extension of timefor payment of estate tax) is amended by

6 adding after section 6166A the following new section:

7 "SEC. 6166B. EXTENSION OF TIME FOR PAYMENT OF ESTATE

8 TAX WHERE ESTATE INCLUDES INTEREST IN IN.

9 DEPENDENT LOCAL NEWSPAPER.-

10 "(a) EXTENSION PERMITTED.-If an interest in an in-

11 dependent local newspaper business is included in the gross

12 estate of a decedent who. was (at the date of his death) a

13 citizen or resident of the United States, the executor may

14 elect to pay, in 2 or more (but not exceeding 10) equal in-

15 stallments, part or all of the tax imposed by section 2001

16 attributable to the interest in 1 (but not more than 1) such

17 independent local newspaper business. Any such election

18 shall be made not later than the time prescribed by section

19 6075(a) for filing the return of such tax (including extensions

20 thereof), and shall be made in such manner as the Secretary

21 shall by regulations prescribe. If an election under this sec-

22 tion is made, the provisions of this subtitle shah apply as

23 though the Secretary were extending the time for payment of

24 the tax.
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1 "(b) LmITATION.-The maximum amount of tax which

2 may be paid in installments as provided in this section shall

8 be-

4 "(1) the excess of the amount of tax imposed by

5 section 2001 over the tax which would have been ina-

6 posed if the interest in an independent local newspaper

7 business had not been included in the gross estate of

8 the decedent, reduced by

9 "(2) all payments of the tax imposed by section

10 2001 which are made by an independent local newspa.

11 per advance estate tax payment trust described in sec-

12 tion 529 at or before the time prescribed by section

13 6075(a) for filing the return of such tax (including ex-

14 tensions thereof).

15 "(c) DBFM TIONS AND SPECIAL RULES.-

16 "(1) DEFIMUTIONS.-For purposes of this sec-

17 tion-

18 "(A) INDEPENDENT LOCAL NEWSPAPER

19 BUSinEss.-The term 'independent local newspa-

20 per business' means-

21 "(i) a proprietorship which publishes an

22 independent local newspaper; ,

23 "(ii) a partnership which publishes an

24 independent local newspaper and which has
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none of its outstanding partnership interests

traded in an established securities market; or
"(OiH) a corporation which publishes an

independent local newspaper and which has

none of its outstanding capital stock traded

in an established securities market.

"(B)'INTEREST IN AN INDEPENDENT LOOAL

NEWsPAPB BU8mIss.-The term 'interest in an

independent local newspaper business' means-

"(i) the interest of the proprietor in a

proprietorship described in subparagraph

(1)(A)(i) to the extent the value of such inter-

est is attributable to the independent local

newspaper published by such proprietorship;

"(ii) the interest of a partner in a part-

nership described in subparagraph (1XA)(ii)

to the extent the value of such interest is at-

tributable to the inA-pendent local newspaper

published by such partnership; or
"(ii) the stock of a corporation de-

scribed in subparagraph (1)(AXiii) to the

extent the value of such stock is attributable

to the-independentlcal newspaper published
-:' ":" : by such corp~oration_..



86

29

1 "(C) INDEPENDENT LOCAL NEWSPAPER.-

2 The term 'independent local newspaper' means a

3 newspaper publication which is not one of a chain

4 of newspaper publications and which has all of its

5 publishing offices (containing its principal edito-

6 rial, reportorial, circulation, and business staff) in

7 a single city, community or metropolitan area, or,

8 on January 1, 1979, within 1 state.

9 "(D) A CAuN OF NEWSPAPER PUBLIOA-

10 TIONS.-The term 'a chain of newspaper publica-

11 tions' means two or more newspaper publications

12 which are not published in a single city, commu-

13 nity, or metropolitan area or within one state, and

14 are controlled, directly or indirectly, by the same

15 person or persons.

16 "(2) SPECAL RULz.-For purposes of this sub-

17 section-

18 "(A) TME FOR DETERMNATIONS.-Except

19 as otherwise provided by paragraph (8) of subsec-

20 tion (g), all determinations shall be made as of the

21 time immediately before the decedent's death.

22 "(B) CONTROLLED GROUP OF CORPORA-

23 TIONS.-In applying subparagraphs (1)(AXiil),

24 (1)(C), and (1)(D) of subsection (c), if a corporation

25 is a member of a controlled group of corporations
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1 (as defined by section 1563 but substituting the

2 phrase '50 percent' for the phrase '80 percent'

3 each place appearing therein), the determination

4 whether such corporation is publishing an inde-

5 pendent local newspaper shall be made by treat-

6 ing all members of such controlled group of corpo-

7 rations as a single corporation.

8 "(C) CERTAIN INDIRECT INTEBRESTS.-In

9 applying subparagraph (1)(B) of subsection (c), if

10 an individual is the grantor of a trust which holds

11 an interest in an independent local newspaper

12 business and is treated as the owner of such inter-

13 est by section 671(a), or is the beneficiary of a

14 trust which holds an interest in an independent

15 local newspaper business and a deduction was al-

16 lowed with respect to such interest by section

17 2056(a), such individual shall be treated as

18 owning the interest held by such trust to the

19 extent such interest is includable in the gross

20 estate of such individual. •

21 "(d) DATE FOR PAYMENT OF INSTALLMENTS.-If an

22 election is made under subsection (a), the first installment

23 shall be paid on or before the date selected by the executor

24 which is not more than 5 years after the date prescribed by

25 section 6151(a) for payment of the tax, and each succeeding
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1 installment shall be paid on or before the date which is 1 year

2 after the date prescribed by this subsection for payment of

3 the preceding installment.

4 "(e) PRORATION OF DEFICIENCY TO INSTALL-

5 MENTS.-If an election is made under subsection (a) to pay

6 any part of the tax imposed by section 2001 in installments

7 and a deficiency has been assessed, the deficiency shall (sub-

8 ject to the limitation provided by subsection (b)) be prorated

9 to such installments. The part of the deficiency so prorated to

10 any installment the date for payment of which has not ar-

11 rived shall be collected at the same time as, and as a part of,

12 such installment. The part of the deficiency so prorated to

13 any installment the date for payment of which has arrived

14 shall be paid upon notice and demand from the Secretary.

15 This subsection shall not apply if the deficiency is due to

16 negligence, to intentional disregard of rules and regulations,

17 or to fraud with intent to evade tax.

18 "(f) INTEREST.-If the time for payment of any amount

19 of tax has been extended under this section, interest shall be

20 payable under section 6601 on any unpaid portion and shall

21 be paid-

22 "(1) for the period prior to the first installment

23 payment date selected by the executor, annually on

24 each anniversary of the date prescribed by section

25 6151(a) for payment of the tax; and
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1 "(2) commencing with the first installment pay-

2 ment date selected by the executor, annually on each

3 anniversary of the date prescribed by section 6151(a)

4 for payment of the tax.

5 Interest, on that part of a deficiency prorated under this sec-

6 tion to any installment the date for payment of which has not

7 arrived, for the period before the date fixed for the last in-

8 stallment preceding the assessment of the deficiency, shall be

9 paid upon notice and demand from the Secretary.

10 "(g) ACCELERATION OF PAYMENT.-

11 "(1) DISPOSITION Oil INTEREST.-If any part of

12 the interest in an independent local newspaper business

13 is sold or exchanged or otherwise disposed of (including

14 by means of a distribution), then the extension of time

15 for payment of tax provided in this section shall cease

16 to apply with respect to the tax attributable to the in-

17 terest sold, exchanged or otherwise disposed of and

18 any unpaid portion of such tax shall be due and pay-

19 able upon notice and demand by the Secretary. The

20 tax attributable to such interest shall bear the same

21 proportion to the total tax as to which an extension

22 has been granted as the value of the interest so dis-

23 posed of bears to the total value of the interest as to

24 which such extension has been granted.
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1 "(2) TERMINATION OF STATUS OF INDEPENDENT

2 LOCAL NEWSPAPER.-If any part of the interest in the

3 independent local newspaper business becomes traded

4 in an established securities market, or if the independ-
5 ent local newspaper ceases to be published or is sold or

6 otherwise disposed of or ceases to qualify as a newspa-

7 per publication which is not one of a chain of newspa-

8 per publications, the unpaid portion of the tax payable

9 in installments shall be due and payable upon notice

10 and demand from the Secretary.

11 "(3) FAILURE TO PAY INSTALLMENT.-IH any in-

12 stallment under this section is not paid on or before the

13 date fixed for its payment by this section (including

14 any extension of time for the payment of such install-

15 ment), the unpaid portion of the tax payable in install.

16 ments shall be paid upon notice and demand from the

.17 Secretary.

18 "(4) EXCEPTIONS.-

19 "(A) Subparagraph (1) does not apply to an

20 exchange of stock pursuant to a plan of reorgani-

21 zation described in subparagraph (E) or (F) of sec-

22 tion 868(a)(1), but any stock received in such an

23 exchange shall be treated for purposes of such

24 subparagraph as an interest qualifying under sub-

25 section (a).
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1 "(B) Subparagraph (1) does not apply to a

2 distribution of stock pursuant to a plan of reorga-

3 nization described in subparagraph (D) of section

4 368(aX1) or a distribution to which section 355

5 (or so much of section 356 as relates to section

6 355) applies by reason of section 529(g).

7 "(C) Subparagraph (1) does not apply to a

8 transfer of property of the decedent by the oxecu-

9 tor to a person entitled to receive such property

10 under the decedent's will or under the applicable

11 law of descent and distribution.

12 "(h) APPLICABITY.-This section shall be applicable

13 to decedents who die after January 1, 1979.

14 "(i) REOULATIONS.-The Secretary shall prescribe

15 such regulations as may be necessary to the application of

16 this section.

17 "(j) COos RE BsNcES.-

18 "(1) SEouBITY.-For authority of the Secretary

19 , to require security in the case of an extension under

20 this section, see section 6165.

21 "(2) LN.-For special lien (in lieu of bond) in

22 the case of an extension under this section, see section

23 6324A.
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1 "13) P RIOD OF LIMTATION.-For extension of

2 the period of limitation in the case of an extension

3 under this section, see section 6503(d).

4 "(4) INTBRST.-For provisions relating to inter-

5 est on tax payable in installments under this section,

6 see subsection (j) of section 6601.".

7 (b) CLERICAL AMENDMBNT.-The table of sections for

8 subchapter B of chapter 62 is amended by adding after sec-

9 tion 6166A the following new item;
"Sec. 6166B. Extension of time for payment of estate tax where

estate includes interest in independent local news-
paper.".

10 (c) TECHNICAL AmD CONFORmING AmENDmENT.-

11 (1) Section 61.66A(b) is amended by striking out

12 "The maximum" and inserting in lieu thereof "No

13 election may be made under this section if an election

14 under section 6166 or 6166B applies with respect to

15 the estate of such decedent, and the maximum".

16 (2) The following provisions are each amended by

17 striking out "or 6166A" at each place appearing

18 therein and inserting in lieu thereof "6166A or

19 6166B"-

20 (A) section 2204(a);

21 (B) section 2204(b);

22 (C) section 2204(c);

23 (D) section 6324A(a);
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1 •(E) section 6324A(cX2);

2 (F) section 6324A(e)(1);

3 (G) section 6324A(e)(3);

4: (HI) section 632,;A(eX4); and

5 '(1) action 6503A(d),

6 (3) Section 6166(a)(4) is, as amended by striking

7 out section 6166A at each place appearing therein and

8 inserting in leu thereof "6166A or 6166B".

9 (4) The following provisions are each amended by

10 striking out "section 6166" at each place appearing

11 therein and inserting in lieu thereof "sections 6166 or

12 6166B"-

13 (A) section 6601Q)(1);

14 (B) section 6601jX2)(B); and

15 (0) section 6601Q)(3).

16 (5) The following provisions are each amended by

17 striking out "or 6166A(h)" at each place appearing

18 therein and inserting in lieu thereof "6166A(h), or

19 6166B(g)"-

20 (A) section 6324A(dX8); and

21 (B) section 6324A(d)(5).

22 (6) The heading of section 6324A is amended by

23 striking out "on .e6ie-": and inserting in lieu there

24 "6166A, OR 6166B-.

0-074 0 - 80 - 4
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1 (7) The heading of subsection (j) of section 6601

2 is amended by striking out "SECTION 616s " and in-

3 serting in lieu thereof "SECTIONS 6166 OR 6166B".

4 (d) EFFECTIVB DATE.-The amendments made by this

5 section shall apply with respect to the estates of decedents

6 dying after January 1, 1979.
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1sT SEssION S0999
To amend the Internal Revenue Code of 1954 with respect to interest payments

on nonpayments of tax.

IN THE SENATE OF THE UNITED STATES

APHn, 24 (legislative day, APRIL 9), 1979
Mr. BENTSBEN and Mr. COCIHRAN introduced the following bill; which was read

twice and referred to the Committee on Finance

A BILL
"io amend the Internal Revenue Code of 1954 with respect to

interest payments on nonpayments of tax.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 That subsection (a) of section 6601 of the Internal Revenue

4 Code of 1954 (relating to interest on underpayment, nonpay-

5 ment, or extension of time for payment of tax) is amended to

6 read as follows:

7 "(a) GEBRAL RULE.-If any amount of tax imposed

8 by this title (whether required to be shown on a return, or to

9 be paid by stamp or by some other method) is not paid on or
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1 before the last date prescribed for payment, unless it is

2 shown that such failure is due to reasonable cause and not

3 due to willful neglect, interest on such amount at an annual

4 rate established under section 6621 shall be paid for the

5 period from such last date to the date paid.".

6 SEC. 2. EFFECTIVE DATE.

7 The amendments made by this Act apply with respect

8 to taxable years beginning after December 31, 1977.



47

]I

lST SESSION S 4

To amend the Internal Revenue Code Of 1954 to provide for the partial exclusion
of interest from gross income.

IN TIHE SENATE OF THE UNITED STATES

JuLY 12 (legislative day, JuKE 21), 1979
Mr. NELSON introduced the following bill; which was read twice and referred to

the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to provide for the

partial exclusion of interest from gross income.

1 Be it enacted byt the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,

3 That (a) section 116 of the Internal Revenue Code of 1954

4 (relating to partial exclusion of dividends received by individ-

5 uals) is amended-

6 (1) by inserting "AND INTEREST" after

7 "DIVIDENDS" in the heading of such "section; and

8- - - (2) by stikng o"ut iubsection (a) and inserting in

* lu" theieof the -folro -wig-. .

-f
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I "(a) EXCLUSION FROM GROSS INCOME.-

2 "(1) IN OENERAL.-Gross income does not in-

3 elude amounts received during the taxable year by an

4 individual as-

..5 "(A) dividends from domestic corporations,

6 and

7 "(B) interest or dividends on savings deposits

8 or withdrawable savings accounts from a bank (as

9 defined in section 581) or a savings institution de-

10 scribed in section 591.

11 For purposes of this paragraph, interest or dividends

12 described in subparagraph (B) which are credited to the

13 account of an individual shall be treated as received on

14 the day on which they are so credited.

15 "(2) LIMITATIONS.-

16 "(A) DivmiENs.-For purposes of para-

17 graph (1)(A), dividends shall be taken into account

18 only to the extent that the dividends do not

19 exceed $100.

20 - "(B) INTEREST.-For purposes of paragraph

21 (1)(B), interest or dividends described in such

22 paragraph shall be taken into account-

28 "(i) only to the extent the interest and

24 dividends received by the taxpayer during

25 the taxable year exceed such interest or divi-
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1 dends received by the taxpayer during the

2 preceding taxable year, and

8 "(Uii) then, only to the extent that the

4 excess described in clause () does not exceed

5 7$100.".
6 (b)(1) Section 116(b) of such Code is amended by strik-

7 ing out "Subsection (a)" and inserting in lieu thereof "Sub-

8 section (a)(1)".

9. (2) Section 116(c) of such Code is amended-

10 (A) by striking out paragraph (1), and

11 (B) by inserting "and interest" after "dividends"

12 each place it appears in paragraph (8).

13 (8) Section 116(d)(1) of such Code is amended by insert-

14 ing "and interest" after "dividends".

15 (4) The table of sections for part i of subchapter B of

16 chapter 1 of the Internal Revenue Code of 1954 is amended

17 by inserting "and interest" after "dividends" in the item re-

18 lating to section 116.

19 (c) EFmcTw DATE.-The amendments made by this

20 Act shall apply to taxable years beginning after December

21 81, 1979.
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lST SESSION 542

To amend the Internal Revenue Code of 1954 to provide for a $100 exclusion of
interest from gross income and to increase the amount of the dividend
exclusion and provide an additional interest exclusion if the dividends and
interest are reinvested.

IN THE SENATE OF THE UNITED STATES
JuLY 19 (legislative day, JUNE 21), 1979

Mr. Pftoy introduced the following bill; which was read twice and referred to the
Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to provide for a

$100 exclusion of interest from gross income and to in-
crease the amount of the dividend exclusion and provide an
additional interest exclusion if the dividends and interest are
reinvested. '

1 Be it enacted by the Senate and House of Representa.

2 ties of the United States of America in Congress assembled,

3 That (a) section 116 of the Internal Revenue Code of 1954

4 (relating to partial exclusion of dividends received by individ-

5 uals) is amended-
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1 (1) by inserting "AND INTEREST" after

2 "DIVIDENDS" in the heading of such section;

3 (2) by striking out subsection (a) and inserting in

4 lieu thereof the following:

5 "(a) EXCLUSION FROM GROSS INCOME.-Gross

6 income does not include amounts received during the taxable

7 year by an individual as-

8 "(1) dividends from domestic corporations-

9 "(A) to the extent that the dividends do not

10 exceed $100, and

11 "(B) to the extent that the dividends exceed

12 $100 but do not exceed $500, if such dividends

13 constitute qualified dividends; and

14 "(2) dividends or interest on a time or demand de-

15 posit with a bank (as defined in section 581), a savings

16 institution described in section 591, or a credit union

17 insured under Federal or State law-

18 "(A) to the extent that the amount of inter-

19 est or dividends does not exceed $109, and

20 "(B1) to the extent that the amount of inter-

21 est exceeds $100 but does not exceed $500, if

22 such dividends or interest constitute qualified divi-

23 dends or interest.

24 For purposes of this subsection, dividends or interest de-

25 scribed in paragraph (2) which are credited to the account of
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1 an individual shall be treated as received on the day on which

2 so credited."; and

3 (3) by adding at the end thereof the following new

4 subsection:

5 "(e) QUALIFIED DIVIDENDS OR INTEREST.-

6 "(1) IN GENERAL.-For purposes of subsection

7 (a)(1)(B) or (2)(B), the term 'qualified dividends or in-

8 terest' means that portion of the excess of dividends or

9 interest described in such subsection which the taxpay-

10 er, promptly upon receipt of the dividend or interest-

11 "(A) uses to purchase stock in a domestic

12 corporation the dividends of which are excludible

13 under subsection (a), or

14 "(B) uses to make a time or demand deposit

15 the interest or dividends on which are excludible

16 under subsection (a).

17 "(2) NET INVESTMENT LIMITATION.-No amount

18 of dividends or interest received during any taxable

19 year shall be treated as qualified dividends or interest

20 if as of the last day of such taxable year the invest-

21 ment base of the taxpayer is less than the sum of-

22 "(A) the investment base of the taxpayer as

23 of the first day of the taxable year, p!us

24 "(B) the amount of dividends or interest ex-

25 cludible from gross income for such taxable year
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1 as qualified dividends or interest (determined

2 without regard to this pararaph).".

3 "(3) INVESTMENT BAE.-For purposes of this

4 subsection, the term 'investment base' means an

5 amount equal to the sum of-

6 "(A) the amount of the adjusted basis (within

7 the meaning of section 1011) of all stock in do-

8 mestic corporations held by the taxpayer, and

9 "(B) the amount of money in all time or

10 demand deposits of the taxpayer with institutions

11 described in subsection (a)(2).".

12 (b)(1) Section 116(b) of such Code is amended by strik-

13 ing out "Subsection (a)" and inserting in lieu thereof "Sub-

14 section (a)(1)".

15 (2) Section 116(c) of such Code is amended-

16 (A) by striking out paragraph (1), and

17 (B) by inserting "and interest" after "dividends"

18 each place it appears in paragraph (3).

19 (3) Section 116(d)(1) of such Code is amended by insert-

20 ing "and interest" after "dividends".

21 (4) The table of sections for part III of subchapter B of

22 chapter 1 of the Internal Revenue Code of 1954 is amended

23 by inserting "and interest" after "dividends" in the item re-

24 rating to section 116.

25 (c) The amendments made by this section shall apply to

26 taxable years beginning after December 31, 1979.
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1sT SESSION S.1543

Relating to tax treatment of qualified dividend reinvestment plans.

IN THE SENATE OF THE UNITED STATES

JULy 19 (legislative day, JuNE 21), 1979
Mr. NELSON (for himself and Mr. BENTSEN), introduced the following bill; which

was read twice and referred to the Committee on Finance

A BILL
Relating to tax treatment of qualified dividend reinvestment

plans.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 That section 305 (relating to distributions of stock and stock

4 rights) is amended by redesignating subsection (e) as subsec-

5 tion (0 and by inserting after subsection (d) the following new

6 subsection:

7 "(e) QUALIFIED DIVIDEND REINVESTMENT PLANS.-

8 "(1) IN OENEBAL. -Subject to the limitation

9 under paragraph (2) if a shareholder makes an election

10 under paragraph (7), a distribution of stock under a
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1 qualified dividend reinvestment plan shall be considered

2 to be a distribution of stock of a corporation made by

3 such corporation to its shareholders with respect to its

4 stock under subsection (a), and subsection (b) shall not

5 apply.

6 "(2) LIMTATION.-The amount of any distribu-

7 tion excluded from gross income by any taxpayer under

8 subsection (a) by reason of paragraph (1) shall not

9 exceed $1,500 per year ($3,000 in the case of a joint

10 return under section 6013).

11 "(3) BASIS AND HOLDING PERIOD.-Notwith-

12 standing any other provision of this title, the basis of

13 stock received as a distribution pursuant to a qualified

14 dividend reinvestment plan by a shareholder who

15 makes an election under paragraph (7) shall be zero

16 and the holding period of such stock shall commence

17 on the date of such distribution.

18 ';(4) DIsPOSITION.-Under regulations pre-

19 scribed by the Secretary, if a shareholder sells common

20 stock of a corporation within 1 year following the re-

21 ceipt of stock described in paragraph (3) of the same

22 corporation, the stock so sold shall be deemed to be

23 the stock so described commencing with the first

24 shares received during said 1-year period.
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1 "(5) DEFINITION OF QUALIFIED DIVIDEND REIN-

2 VESTMENT PLAN.-The term 'qualified dividend rein-

3 vestment plan' means a plan under which the common

4 and/or preferred shareholders of a domestic corpora-

5 tion (other than a regulated investment company) who

6 elect to participate in such plan receive a distribution

7 otherwise payable in property only in shares (including

8 fractional shares) of authorized but unissued common

9 stock of the corporation which common stock is pursu-

10 ant to such plan (i) designated by the board of- directors

11 of the corporation as issued for purposes of this subsec-

12 tion and (ii) priced at not less than 95 per centum of

13 fair market value as of the date of distribution.

14 "(6) PRBSUMPTION.-If a corporation, or a

15 member of its 'affiliated group' within the meaning of

16 section 1504(a), has purchased or purchases its

17 common stock within 1 year of making a distribution

18 pursuant to a dividend reinvestment plan, such distri-

19 bution shall be presumed not to have been made pursu-

20 ant to a qualified dividend reinvestment plan. Under

21 regulations prescribed by the Secretary the corporation

22 may establish that it had a business purpose for pur.

23 chasing such stock which is not inconsistent with the

24 intent of this subsection, in which event the distribu-

25 tion will not be disqualified hereunder.
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1 "(7) SHAREHOLDER ELEOTION.-PursUant to

2 regulations prescribed by the Secretary, a shareholder

3 may elect to have paragraph (1) apply to any distribu-

4 tion of stock described therein by making such election

5 on the shareholder's Federal income tax return on

6 which such distribution is reported."

7 Sec. 2. EFFECTIVE DATE.-This amendment shall

8 apply with respect to distributions made on or after January

9 1, 1980.
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96TH CONGRESS
1ST SBSsION •

To impose a windfall profit tax on domestic crude oil.

IN THE SENATE OF THE UNITED STATES
AuouST 1 (legislative day, Julu 21), 1979

Mr. HART introduced the following bill; which was read twice and referred to the
Committee on Finance

A BILL
To impose a windfall profit tax on domestic crude oil.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress asembled,

3 SECTION 1. SHORT TITLE; AMENDMENT OF 1954 CODE.

4 (a) SHORT TITLE.-This Act may be cited as the "Old

5 Oil Adjustment Tax and New Oil Deregulation Act of 1979".

6 (b) AMENDMBNT OF 1954 CODE.-Except as otherwise

7 expressly provided, whenever in this Act an amendment or

8 repeal is expressed in terms of an amendment to, or repeal of,

9 a section or other provision, the reference shall be considered

10 to be made to a section or other provision of the Internal

11 Revenue Code of 1954.
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I SEC. 2. WINDFALL PROFIT TAX.

2 (a) IN G BNERAL.-

3 (1) AMENDMENT OF SUBTITLE D.-Subtitle D

4 (relating to miscellaneous excise taxes) is amended by

5 adding at the end thereof the following new chapter:

6 "CHAPTER 45-WINDFALL PROFIT TAX ON

7 DOMESTIC CRUDE OIL

"Sec. 4986. Imposition of tax.
"Sec. 4987. Amount of tax.
"Sec. 4988. Taxable crude oil; the 8 tiers for tax purposes.
"Sec. 4989. Windfall profit; removal price.
"Sec. 4990. Adjusted base price.
"Sec. 4991. Newly discovered oil; certain Alaskan oil; tertiary re-

covery projects.
"Sec. 4992. Other definitions and special rules.
"Sec. 4993. Records and information; regulations.

8 "SEC. 4986. IMPOSITION OF TAX.

9 "(a) IMPOSITION OF TAx.-An excise tax is hereby im-

10 posed on the windfall profit from taxable crude oil removed

11 from the premises during each taxable period.

12 "(b) TAX PAID BY PRODUCOB.-The tax imposed by

13 this section shall be paid by the producer of the crude oil.

14 "(c) EXEMPTION FOB SMALL PRODUCERS.-

15 "(1) IN GENEAL.-The tax imposed by subsec-

16 tion (a) for any taxable period shall not apply to any

17 person whose qualified production during such period

18 does not exceed the product of-

19 "(A) 3,000 barrels, multiplied by

20 "(B) the number of days during such taxable

21 period.
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1 "(2) ALLOCATION AMONG BBLATED PBBSONS.-

2 "(A) In the case of persons who are mem-

3 bers of the same related group during that period,

4 the 3,000 barrel amount contained in paragraph

5 (1) for days during such period shall be reduced

6 for each person by allocating 3,000 barrels among

7 all such persons in proportion to their' respective

8 qualified production during such period.

9 "(B) RBLATED G OUP.-For purposes of

10 subparagraph (A), the term 'related group'

11 means-

12 "(i) a controlled group of corporations

13 (as defined in section 613A(c)(8)(D)(i)),

14 "(fi) a group of entities among which an

15 allocation would be made under subpara-

16 graph (B) of section 613A(c)(8), and

17 "(iii) members of the same family (as

18 defined in section 613A(c)(8)(D)(iii)) and any

19 corporation, trust or estate 50 percent or

20 more of the beneficial interest in which is

21 owned (directly or through the application of

22 section 267(c)) by members of such family.

23 "(0) SPEcIAL RaUL.-If an entity is a

24 member of more than 1 related group for any

25 period, the determination of the entity's allocation
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1 under subparagraph (A) shall be made by refer-

2 ence to the related group which results in the

3 smallest allocation to such entity.

4 "(4) QUALIFIED PRODUCTION DEFINED.-For

5 purposes of this subsection-

6 "(A) IN OENRBAL.-A person's qualified

7 production during any taxable period is the

8 number of barrels of taxable crude oil-

9 "(i) which are removed from the prem-

10 ises during such taxable period, and

11 "(ii) with respect to which such person

12 would be liable for the tax imposed by sub-

13 section (a) (determined without regard to this

14 subsection).

15 "(B) PRODUCTION FROM TRANSFERRED

16 PROPERTY.-

17 "(i) IN OENERAL.-In the case of a

18 transfer (including the subleasing of a lease)

19 after 1978 of an interest (including an inter-

20 est in a partnership or trust) in any proven

21 oil or gas property, the qualified production

22 of the transferee (or sublessee) shall not in-

23 clude any production attributable to such

24 interest.
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1 "(ii) SPBEIAL BULBs.-For purposes of

2 clause (i)-

3 "(1) The term 'proven oil or gas

4 property' has the same meaning as

5 when used in section 613A(c)(9)(A).

6 "(I) Rules similar to the rules of

7 section 618A(c)(9)(B) shall apply.

8 "SEC. 4987. AMOUNT OF TAX.

9 "(a) IN GBNBBAL.-Except as provided in the provision

10 referred to in subsection (b), the amount of the tax imposed

11 by section 4986 with respect to any barrel of taxable crude

- 12 oilshallbe-

13 "(1) in the case of tier 1 and tier 2 oil, 100 per-

14 cent of the windfall profit on such barrel, and

15 "(2) in the case of tier 3 oil, 60 percent of the

16 windfall profit on such barrel.

17 "(b) PROVISION PROVIDING FOB 50 PERCENT RATE.-

18 For provision providing tax rate of 50 percent in the case of

19 Sadlerochit oil, see section 4991(b)(1)(A),

20 "(c) FRACTIONAL PABT OF BABBBL.-In the case of a

21 fraction of a barrel, the tax imposed by section 4986 Jall be

22 the same fraction of the amount of such tax imposed on a

28 whole barrel.
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1 "SEC. "4988. TAXABLE CRUDE OIL; THE THREE TIERS FOR TAX

2 PURPOSES.

3 "(a) TAXABLB CRUDE O.-For purposes of this

4 chapter, the.term 'taxable crude oil' means all domestic crude

5 oil other than-

6 "(1) qualified Alaskan oil (within the meaning of

7 section 4992(b)(6)), and

8 "(2) newly discovered oil and incremental tertiary

9 oil.

10 "(3) stripper oil.

11 "(b) TIER 10IL.-For purposes of this chapter, the

12 term 'tier 1 oil' means domestic crude oil which-

13 "(1) is lower tier oil, or

14 "(2) would be lower tier oil if the base production

15 control level for such oil were reduced for January

16 1980 and each month thereafter by 1 percent (in-

17 stead of 3 percent).

18 For purposes of paragraph (2), the base production control

19 level shall be determined under the June 1979 energy regu-

20 lations as if the producer had elected the 1 % percent month-

21 ly reduction for 1979 and the 3 percent monthly--reduction

22 thereafter.

28 "(c) TimR 2 OL.-For purposes of this chapter, the

24 term 'tier 2 oil' means upper tier oil other than-

25 "(1) oil described in subsection (b2),
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1 "(2) Sadlerochit oil (within the meaning of section

2 4991(b)(8)).

3 "(d) TIBR 3 Om.-For purposes of this chapter, the

4 term 'tier B oil' means taxable crude oil other than tier 1 oil

5 and tier 2 oil.

6 "(e) LowBR ArD UPPER TIEs.-For purposes of this

7 chapter-

8 "(1) LowR TIER o.-The term 'lower tier oil'

9 means domestic rude oil which is or would be subject

10 to the lower tier ceiling price rule of the June 1979

11 energy regulations.

12 "(2) UPPER TIER oiL.-The term 'upper tier oil'

13 means domestic crude oil which is or would be subject

14 to the upper tier ceiling price rule of the June 1979

15 energy regulations.

16 "(3) MARGINAL PROPERTY PROVISIONS DISBE-

17 OARDBD.-The determination of whether crude oil is

18 or would be lower tier oil or upper tier oil shall be

19 made without regard to the provisions ol the June

20 1979 energy regulations which provide for a different

21 base production control level for marginal properties.

22 "SEC. 4989. WINDFALL PROFIT, REMOVAL PRICE.

28 "(a) GENERAL RuLE.-For purposes of this chapter,

24 the term 'windfall profit' means the excess of the removal

25 price of the barrel of crude oil over the sum of-
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1 "(1) the adjusted base price of such barrel, and

2 "(2) the amount of the severance tax adjustment

3 with respect to such barrel provided by section

4 4992(d).

5 "(b) NET INCom LIMTATION ON WINDFALL

6 Puo.-

7 "(1) IN GBNRAL.-The windfall profit on any

8 barrel of crude oil shall not exceed the net income at-

9 tributable to such barrel.

10 "(2) DBTBMIN&ATION OF NET INooM.-For

11 purposes of paragraph (1), the net income attributable

12 to a barrel shall be determined by dividing-

13 "(A) the taxable income from the property

14 for the taxable year attributable to taxable crude

15 oil, by

16 "(B) the number of barrels of taxable crude

17 oil produced from such property during such tax-

18 able year.

19 "(3) TAXABLB INOOM FROM TmE PROPERTY.-

20 For purposes of paragraph (2)-

21 "(A) IN oBNBAL.-Except as otherwise

22 provided in this paragraph, the taxable income

28 from the property shall be determined under sec-

24 tion 61,8(a).
N
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1 "(B) CERTAIN DEDUC-riONS NOT AL-

2 LOWD.-No deduction shall be allowed for-

8 ") depletion,

4 "(ii) section 268(c) costs, and

5 "(iii) the tax imposed by section 4986.

6 "(0) TAXABLE INCOME REDUCED BY COST

7 DBPLBTION.-Taxable income shall be reduced by

8 the cost depletion which would have been allow-

9 able for the taxable year with respect to the prop-

10 erty if-

11 "() all section 268(c) costs had been

12 capitalized and taken into account in comput-

18 ing cost depletion, and

14 "(ii) cost depletion had been used with

15 respect to such property for all periods.

16 "(D) SECTION 268(0) COSTS.-For purposes

17 of this paragraph, the term 'section 263(c) costs'

18 means intangible drilling and development cost

19 which (by reason of an election under section

20 263(c)) may be deducted as expenses for purposes

21 of this chapter (other than this paragraph). Such

22 term shall not include costs incurred in drilling a

28 nonproductive well.

24 "(4) SPECIAL RULES FOR TRANSFERS OF

25 PROVEN OIL OR GAS PROPERTIES.-
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1 "(A) IN GENERAL.-In the case of any

2 proven oil or gas property transfer which, but for

3 this subparagraph, would result in an increase in

4 the amount determined under paragraph (3X0)

5 with respect to the transferee, paragraph (3XC)

6 shall be applied with respect to the transferee by

7 taking into account only costs incurred during pe-

8 riods after such transfer.

9 "(B) PROVEN OIL OR GAS PROPERTY

10 TRANSFB.-For purposes of subparagraph (A),

11 the term 'proven oil or gas property transfer'

12 means any transfer (including the subleasing of a

13 lease) after 1978 of an interest (including an in-

14 terest in a partnership or trust) in any proven oil

15 or gas property (within the meaning of section

16 613A(cX9XA)).

17 "(5) SPECIAL RULE WHBB THERE I8 PRODUC-

18 TION PAYMNT.-For purposes of paragraph (2), if

19 any portion of the taxable crude oil removed from the

20 property is applied in discharge of a production pay-

21 ment, the gross income from such portion shall be in-

22 eluded in the gross income from the property in com-

23 puting the taxable income of the producer.

24 "(c) REMOVAL PRIcB.-For purposes of this chapter-
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1 "(1) IN GENEAL.-Except as otherwise provided

2 in this subsection, the term 'removal price' means the

3 amount for which the barrel is sold.

4 "(2) SUBS BETWEEN BLATED PERSONS.-In

5 the case of a sale between related persons (within the

6 meaning of section 103(b)(6XC)), the removal price

7 shall not be less than the constructive sales price for

8 purposes of determining gross income from the prop-

9 erty under section 613.

10 "(3) OIL REMOVED FROM PREMISES BEFORE

11 SALB.-If crude oil is removed from the premises

12 before it is sold, the removal price shall be the con-

13 structive sales price for purposes of determining gross

14 income from the property under section 613.

15 "(4) REFINmNG BEGUN ON PRBMSS.-If the

16 manufacture or conversion of crude oil into refined

17 products begins before such oil is removed from the

18 premises-

19 "(A) such oil shall be treated as removed on

20 the day such manufacture or conversion begins,

21 and

22 "(B) the removal price shall be the construc-

23 tive sales price for purposes of determining gross

24 income from the property under section 613.
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1 "(5) MBNmINo OF TERM.-As used in this sub-

2 section, the terms 'premises' and 'refined product' have

3 the same meaning as when used for purposes of deter-

4 mining gross income from the property under section

5 613.

6 "SEC. 4990. ADJUSTED BASE PRICE.

7 "(a) ADJUSTED BASE PRICE DEFND.-For purposes

8 of this chapter, the term 'adjusted base price' means the base

9 price for the barrel of crude oil plus an amount equal to-

10 "(1) such base price, multiplied by

11 "(2) the inflation adjustment for the calendar

12 quarter in which the crude oil is removed (or deemed

13 removed) from the premises.

14 The amount determined under the preceding sentence shall

15 be rounded to the nearest cent.

16 "(b) INFLATION ADJUSTMNT.-

17 "(1) IN OENEBiAL.-For purposes of subsection

18 (a) the inflation adjustment for any calendar quarter is

19 the percentage by which-

20 "(A) the implicit price deflator for the gross

21 national product for the second preceding calendar

22 quarter, exceeds

23 "(B) such deflator for the calendar quarter

24 ending December 31, 1978 (June 30, 1979, in

25 the case of tier 3 oil).
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1 "(2) FIRST REVISION OF PRICB DEFLATOR

2 USED.-For purposes of paragraph (1), the price defla-

3 tor used shall be the first revision thereof.

4 "(c) BASE PRICE FOR TIB 1 Om.-For purposes of

5 this chapter, the base price for tier 1 oil is the lower tier

6 ceiling price (as of May 1979) for such oil under March 1979

7 energy regulations.

8 "(d) BASE PRIoB FOR TIER 2 0.-For purposes of

9 this chapter-

10 "(1) IN oENBRAL.-Except as provided in para-

11 graph (2), the base price for tier 2 oil is the upper tier

12 ceiling price (as of May 1979) for such oil under March

13 1979 energy regulations.

14 "(2) MONTHLY INCRBMNTS STARTING NOVEM-

15 BER 1, 1986.-Beginning with November 1986, the

16 base price for tier 2 oil of any grade and location shall

17 include such monthly increments as may be provided

18 pursuant to regulations prescribed by the Secretary

19 (and modified by him from time to time) for the pur-

20 pose of eliminating (as ratably as may be practicable)

21 over the 50 month period ending December 31, 1990,,

22 the gap between the tier 2 base price for such oil and

28 the tier 3 bas,3 price for such oil..

24 "(e) BASE PNtoE FOR TIER 3 Om.-For purposes of

25 this chapter, the base price for tier 3 oil is the price provided
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1 pursuant to regulations prescribed by the Secretary for the

2 purpose of estimating (as nearly as may be practicable) the

3 price at which uncontrolled crude oil of the same grade and

4 location would have sold in December 1979 if the average

5 landed price during such month for imported crude oil were

6 $16 a barrel.

7 "SEC. 4991. NEWLY DISCOVERED OIL; TERTIARY RECOVERY

8 PROJECTS; CERTAIN ALASKAN OIL

9 "(a) NBwLY DIScOvERED On DBEFM D.-For pur-

10 poses of this chapter (including the application of the June

11 1979 energy regulations for purposes of this chapter)-

12 "(1) IN OENBEAL.-Except as otherwise provided

13 in this subsection, the term 'newly discovered oil' has

14 the meaning given to such term by the June 1979

15 energy regulations.

16 "(2) REOPENINOS.-The term 'newly discovered

17 oil' does not include crude oil produced from a property

18 from which there has been any production of crude oil

19 after 1969 and before 1979. For purposes of this para-

20 graph, the term 'property' has the meaning given to

21 such term by the June 1979 energy regulations.

22 "(3) BEHMD-THE-PIPE onL.-The term 'newly

23 discovered oil' does not include crude oil produced from

24 a reservoir on a tract or parcel if-
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1 "(A) the reservoir was penetrated after 1969

2 and before 1979 by a well (on such tract or

8 parcel) from which crude oil was produced

4 (whether or not such production was from such

5 reservoir), and

6 "(B) crude oil could have been produced

7 from such reservoir through such well before

8 1979.

9 "(4) PRODUCTION MUST HAVE BEEN IN COM-

10 MERCIAL QUANTITIEs.-For purposes of paragraphs

11 (2) and (3), only production in commercial quantities

12 shall be taken into account.

13 "(b) ALASKAN Om FROM SADLEROCmT RESEB-

14 vona.-For purposes of this chapter-

15 "(1) IN GENBRAL.-In the case of Sadlerochit

16 oil-

17 "(A) RATE OF TAx.-The rate of tax pro-

18 vided in section 4987(a)(2) shall be 50 percent in-

19 stead of 60 percent.

20 "(B) BABE PRICE.-The base price shall be

21 $7.50.

22 "(0) ADJUSTED BASE PRICE INCREASED BY

23 TAPS ADJUSTMNT.-The adjusted base price for

24 any calendar quarter (determined without regard

25 to this subsection) shall be increased by the
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1 TAPS adjustment (if any) for such quarter pro-

2 vided by paragraph (2).

3 "(D) REMOVAL PRICB DETERMINED ON

4 MONTHLY BAsIS.-The removal price of such oil

5 removed during any calendar month shall be the

6 average of the producer's removal prices for such

7 month.

8 "(E) SBVERANB TAX ADJUSTMENT NOT

9 To APPLY.-The amount of the windfall profit.

10 shall be determined without regard to section

11 4989(aX2).

12 "(2) TAPS ADJUSTmNT.-

13 "(A) IN OENBRAL.-The TAPS adjustment

14 for any calendar quarter is the excess (if any) of-

15 "(i) $6.26 plus the product of $6.26 and

16 the inflation adjustment, over

17 "(ii) the TAPS tariff for the preceding

18 calendar quarter.

19 "(B) INFLATION AJwuSTMNT.-For pur-

20 poses of subparagraph (A), the inflation adjust-

21 ment shall be determined under section 4990(b) as

22 if paragraph (1)(B) thereof referred to the calendar

28 quarter ending June 30, 1978.

24 "(0) TAPS TARiP.-For purposes of sub-

25 paragraph (A), the TAPS tariff for the preceding
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I calendar quarter is the average per barrel amount

2 paid for all transportation (ending in such quarter)

3 of crude oil through the TAPS.

4 "(D) TAPS DBFIND.-For purposes of this

5 paragraph, the term 'TAPS' means the Trans-

6 Alaskan Pipeline System.

7 "(8) SADLEBOORIT OIL DBFIND.-The term

8 'Sadlerochit oil' means crude oil produced from the

9 Sadlerochit Reservoir in the Prudhoe Bay oilfield.

10 "(c) INoREMENTAL TERTIARY O.-For purposes of

11 this chapter-

12 "(1) INCREMENTAL TERTIARY OIL DEFINED.-

13 "(A) IN oNRAL.-The term 'incremental

14 tertiary oil' means the excess of-

15 "(i) the amount of crude oil which is re-

16 moved during any month and which is pro-

17 duced on or after the project beginning date

18 and during the period for which a qualified

19 tertiary recovery project is in effect on the

20 property, over

21 "(fi) the base level for such property for

22 such month.

23 "(B) BASE LEVEL.-The base level for any

24 property for any month is the average monthly

25 amount (determined under rules similar to rules
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1 used in determining the base production control

2 level under the June 1979 energy regulations)-of

8 crude oil removed from such property during the

4 6-month period ending March 81, 1979, reduced

5 by the sum of-

6 "(i) 1 percent of such amount for each

7 month which. begins after 1978 and before

8 the project beginning date, and

9 "(ii) 2% percent for each month (after

10 the last month described in clause (i) or, if no

11 such month, after 1978) which is before the

12 month for which the base level is being de-

18 termined.

14 "(0) MINIMUM AMOUNT IN CASE OF PROJ-

15 EOTS CEBRTIFIBD BY DOB.-]In the case of a

16 project described in paragraph (SXA), the amount

17 of the incremental tertiary oil shall not be less

18 than the incremental production determined under

19 the June 1979 energy regulations.

20 "(2) ALLOCATION EULES.-The determination of

21 which barrels of crude oil removed during such month

22 are incremental tertiary oil shall he made--

28 "(A) first by allocating the amount of incre-

24 mental tertiary oil. between oil which (but for this

25 subsection) would be tier 1 oil, oil which (but for

%-074 0 - 0 - 6
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1 the subsection) would be tier 2 oil, and oil which

2 (but for this subsection) would be tier 8 oil in pro-

8 portion to the respective amounts of such oil re-

4 moved from the property during such month, and

5 "(B) then by taking into account barrels of

6 crude oil so removed in the order of their respec-

7 tive removal prices beginning with the highest of

8 such prices.

9 "(3) QUALIFIED TBBTIABY RBCOVBBY PROJ-

10 BOT.-The term 'qualified tertiary recovery project'

11 means-

12 "(A) a qualified tertiary enhanced recovery

13 project with respect to which a certification as

14 such is in effect under the June 1979 energy reg-

15 ulations, or

16 "(B) any project for the tertiary recovery of

17 crude oil which meets the requirements of para-

18 graph (4).

19 "(4) RzQUIBMENTS.-A project meets the re-

20 quirements of this paragraph if-

21 "(A) the project involves the application (in

22 accordance with sound engineering principles) of

28 one or more tertiary recovery methods which can

24 reasonably be expected to result in a significant
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1 increase in the amount of crude oil which will ul-

2 timately be recovered from the property,

3 "(B) the project would be uneconomic with-

4 out the benefits of this subsection,

5 "(0) the project beginning date is after May

6 1979, and

7 "(D) the operator submits (at such times and

8 in such manner as the Secretary may by iegula-

9 tions prescribe) to the Secretary-

10 "6) a certification from a petroleum en-

11 gineer that the project meets the require-

12 ments of subparagraphs (A), (B), and (0)

18 (and continues to meet the requirements of

14 subparagraph (A)), and

15 "(ii) such other information as the Sec-

16 retary may by regulations require.

17 "(5) DBFI TZONS AND SPEoAL BULBS.-For

18 purposes of this subsection-

19 "(A) TEBTARY BECOVEBY MBTHOD.-The

20 term 'tertiary recovery method' means-

21 "(i) any method which is described in

22 subparagraphs (1) through (9) of section

23 212.78(c) of the June 1979 energy regula-

24 tions, or
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1 "(i) any other method to provide terti-

2 ary enhanced recovery which is approved by

3 the Secretary.

4 "(B) PtOJEOT BEGINNING DATE.-The term

5 'project beginning date' means the date on which

6 the application of the method or methods referred

7 to in paragraph (4XA) begin.

8 "(0) PEOJEOT ONLY AFFEOTS PORTION OF

9 PBOPERTY.-IfU a qualified tertiary recovery proj-

10 ect affects only a portion of a property, such por-

11 tion shall be treated as a separate property.

12 "(D) SIGNIFICANT EXPANSION TREATED AS

1 SEPARATE PBOJET.-A significant expansion of

14 any project shall be treated as a separate project.

15 "(d) STRIPPER om.-For purposes of this chapter, the

16 term 'stripper oil' has the same meaning as such term is de-

17 fined in the June 1979 energy regulations.

18 "SEC. 4992. OTHER DEFINITIONS AND SPECIAL RULES.

19 "(a) PRODUCER.-

20 "(1) IN OENERAL.-For purposes of this chapter,

21 the term 'producer' means the holder of the economic

22 interest with respect to the crude oil.

23 "(2) EXCEPTION IN CASE OF CERTAIN SPECI-

24 FIED AMOUNT PRODUCTION PAYMENTS.-If a portion

25 of the crude oil removed from a property is applied
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1 during the taxable year in partial or complete dis-

2 charge of a production payment which-

3 "(A) is not limited by time or to a specified

4 number of units, but

5 "(B) will be fully discharged only when a

6 specified dollar amount (plus interest or other

7 charges, if any) has been received by the holder of

8 the production payment,

9 then the holder of the economic interest from which

10 the production payment was created (rather than the

11 holder of the production payment) shall be treated as

12 the producer of such portion.

13 "(b) OTHER DEFINITIONS.-For purposes of this

14 chapter-

15 "(1) CRuDE OIL.-The term 'crude oil' has the

16 meaning given to such term by the June 1979 energy

17 regulations.

18 "(2) BAREL.-The term 'barrel' means 42

19 United States gallons.

20 "(8) DoMBSTIc.-The term 'domestic', when

21 used with respect to crude oil, means crude oil pro-

22 duced from an oil well located in the United States or

23 in a possession of the United States.
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1 "(4) UNITED STATEs.-The term 'United States'

2 has the meaning given to such term by paragraph (1)

3 of section 638 (relating to Continental Shelf areas).

4 "(5) POSSESSION OF THE UNITED 8TATES.-The

5 term 'possession of the United States' has the meaning

6 given to such term by paragraph (2) of section 638.

7 "(6) QUALIIBD ALASKAN oIL.-The term 'quali-

8 fled Alaskan oil' means any crude oil produced from a

9 well north of the Arctic Circle other than Sadlerochit

10 oil.

11 "(7) TAXABLE PEBRIOD.-The term 'taxable

12 period' means each calendar quarter beginning after

13 December 31, 1979.

14 "(8) ENERGY REOULATIONS.-

15 "(A) IN oENEBAL.-The term 'energy regu-

16 lations' means regulations prescribed under sec-

17 tion 4(a) of the Emergency Petroleum Allocation

18 Act of 1973, as amended.

19 "(B) MARCH 1979 ENERGY REOULA-

20 TIONs.-The March 1979 energy regulations

21 shall be the terms of energy regulations as such

22 terms existed on March 1, 1979.

23 "(0) JUNE 1979 ENERGY REGULATIONS.-

24 The June 1979 energy regulations-
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1 "(i) shall be the terms of energy regula-

2 tions as such terms existed on June 1, 1979,

3 and

4 "(ii) shall be treated as including final

5 action taken pursuant thereto before June 1,

6 1979, and as including action taken before,

7 on, or after such date with respect to incre-

8 mental production from qualified tertiary en-

9 hanced recovery projects.

10 "(D) CONTINUED APPLICATION OF REGULA-

11 TIONS AFTEBR DECONTROL.-Energy regulations

12 shall be treated as continuing in effect without

18 regard to decontrol of oil prices or any other ter-

14 uination of the application of such regulations.

15 "(c) PURCHASB COLLBCTS TAX.-If the removal of

16 any taxable crude oil is determined under section

17 4989(cX)-

18 "(1) the tax imposed by section 4986 with respect

19 to such crude oil shall be collected by the purchaser of

20 such crude oil by deducting the amount of such tax

21 from amounts payable for such oil,

22 "(2) the producer shall not be required to file a

23 return of the tax imposed by section 4986 with respect

24 to such oil, and
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1 "(8) the producer shall be treated as having paid

2 the amount of tax collected by the purchaser on the

3 due date prescribed by section 6076 for filing the

4 return for the taxable period in which such oil was re-

5 moved from the premises.

6 In determining the amount to be collected under paragraph

7 (1), section 4989(b) shall not apply.

8 "(d) SEVERANCE TAX ADJUSTMENT.-For purposes of

9 this chapter-

10 "(1) IN GENEAL.-The severance tax adjust-

11 ment with respect to any barrel of crude oil shall be

12 the amount by which-

13 "(A) any severance tax imposed with respect

14 to such barrel, exceeds

15 "(B) the severance tax which would have

16 been imposed if the barrel had been extracted and

17 sold at its adjusted base price.

18 "(2) IMITATION ON AMOUNT OF SEVERANCE

19 TAX.-The amount of severance tax taken into ac-

20 count under paragraph (1) shall not exceed the amount

21 which would have been imposed under the State law in

22 effect on March 31, 1979.

23 "(e) SPECIAL RULES FOR POST-1978 TRANSFERS OF

24 PROPERTY.-In the case of a transfer after 1978 of any por-

25 tion of a property, for purposes of this chapter (including the
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1 application of the June 1979 energy regulations for purposes

2 of this chapter), after such transfer-

8 "(1) crude oil produced from any portion of such

4 property shall not constitute stripper oil or newly dis-

5 covered oil if such oil would not be so classified if the

6 property had not been divided, and

7 "(2) the allocation of the base production control

8 level among portions of the property shall be made

9 under regulations prescribed by the Secretary.

10 "() EXEMPTION FOR CERTAIN INTERESTS H LD BY

11 STATE OR LocAL GOVBRNMENTS.-

12 "(1) IN *ENRBAL.-If-

13 "(A) an economic interest in crude oil is held

14 by a State or political subdivision thereof, or by

15 an educational institution which is an agency or

16 instrumentality of any of the foregoing, and
A7 "(B) under the applicable State or local law,

18 all of the net income received pursuant to such in-

19 terest is dedicate?. to public education,

20 then no tax shall be imposed by section 4986 with re-

21 spect to crude oil properly allocable to such interest.

22 For purposes of this paragraph, the term 'net income'

23 means gross income reduced by production costs, and

24 severance taxes of general application, allocable to

25 such interest.
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1 "(2) AMOUNTS PLACED IN CERTAIN PEBMANBNT

2 FUNDS TREATED AS DEDICATED TO PUBLIC EDUCA-

3 TION.-The requirements of paragraph (1)(B) shall be

4 treated as met with respect to any net income which,

5 under the applicable State or local law, is placed in a

6 permanent fund the earnings on which are dedicated to

7 public education.

8 "SEC. 49S. RECORDS AND INFORMATION; REGULATIONS.

9 "(a) RECORDS AND INFOBMATION.-"Each taxpayer

10 liable for tax under section 4986, each partnership, trust, or

11 estate producing domestic crude oil, each purchaser of do-

12 mestic crude oil, and each operator of a well from which

13 domestic crude oil was produced, shall keep such records,

14 make such returns, and furnish such information with respect

15 to such oil as the Secretary may by regulations prescribe.

16 "(b) REOULATION.-The Secretary shall prescribe

17 such regulations as may be necessary to carry out the pur-

18 pose of this chapter, including such changes in the application

19 of the energy regulations for purposes of this chapter as may

20 be necessary or appropriate to carry out such purposes.".

21 (2) CLBRICAL AMENDMENT.-The table of chap-

22 ters for subtitle D is amended by adding at the end

23 thereof the following new item:

"CH, nE 45. Windfall profit tax on domestic crude o'l.".

24 (b) TECHNICAL AMENDMBNTS.-
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1 (1) The first sentence of section 164(a) (relating to

2 deduction for taxes) is amended by inserting after para-

3 graph (4) the following new paragraph:

4 "(5) The windfall profit tax imposed by section

5 4986.".

6 (2) Subsection (a) of section 613 (relating to per-

7 centage depletion) is amended by inserting before the

8 last sentence the following new sentence: "For pur-

9 poses of this subsection and section 613A(dXl), in the

10 case of taxable crude oil (within the meaning of section

11 4988(a)), gross income from the property shall be re-

12 duced by the amount of the windfall profit (within the

18 meaning of section 4989(a) determined without regard

14 to the severance tax adjustment) and taxable income

15 shall be determined without regard to the tax imposed

16 by section 4986.".

17 (c) TnM FOR FILING RB'TUBN OF WINDFALL PROFIT

18 TAx; DBPOSITARY REQUIRBMNT8.-

19 (1) TI FOR MILING RETURN OF WINDFALL

20 PROFIT TAX.-

21 (A) Part V of subchapter A of chapter 61

22 (relating to time for filing returns and other docu-

23 ments) is amended by adding at the end thereof

24 the following new section:
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1 "SEC. 6076. TIM FOR FILING RETURN OF WINDFALL PROFIT

2 TAX.

8 "(a) GENEAL RuL.-Each return of the tax imposed

4 by section 4986 (relating to windfall profit tax) for any tax-

5 able period (within the meaning of section 4992(bX7)) shall be

6 filed not later than the last day of the second month following

7 the close of the taxable period.

8 "(b) CRoss RBFERBNOB.-

"For depositary requirements applicable to the tax im-
posed by section 4986, see section 6302(d).".

9 (B) The table of sections for such part V is

10 amended by adding at the end thereof the follow-

11 ig new item:

"Sec. 076. Time for filng return of windfall profit tax.".

12 (2) DEPOSITARY RBQUIRBBMNTS.-Section 6302

13 (relating to mode or time of collection) is amended by

14 redesignating subsection (d) as subsection (e) and by in-

15 serting after subsection (c) the following new

16 subsection:

17 "(d) WINDFALL PROF TAx.-The mode and time for

18 collecting the tax imposed by section 4986 (relating to wind-

19 fall profit tax) shall be established by the Secretary by

20 regulations."

21 (3) TEoHNICAL AMENDMNT.-Section 7512 (re-

22 lating to separate accounting for certain collected

28 taxes, etc.) is amended-
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1 (A) by striking out "or by chapter 33" in

2 subsections (a) and (b) and inserting in lieu thereof

3 ", by chapter 88, or by section 4986", and

4 (B) by striking out "or chapter 33" in sub-

5 sections (b) and (c) and inserting in lieu thereof

6 ", chapter 33, or section 4986".

7 (d) CERTAIN INFORMATION REQUIRED To BB

8 fURNISHED.-

9 (1) GBNERAL RULB.-Subpart B of part I of

10 subchapter A of chapter 61 (relating to information

11 concerning transactions with other persons) is amended

12 by adding at the end thereof the following new section:

13 "SEC, 6050C. INFORMATION FURNISHED BY PURCHASER AND

14 OPERATOR REGARDING WINDFALL PROFIT TAX

15 ON DOMESTIC CRUDE OIL

16 . "(a) CERTAIN INFORMATION FuRmSHED BY Pux-

17 CHAsB.-Under regulations prescribed by the Secretary,

18 the purchaser of taxable crude oil (within the meaning of sec-

19 tion 4988) shall furnish to the taxpayer liable for tax under
4,

20 section 4986 with respect to such oil a monthly statement

21 showing the following:

22 "(1) the amount of taxable crude oil purchased

28 from such taxpayer during such month,

24 "(2) the removal price of such oil,
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1 "(8) the base price and the adjusted base price

2 with respect to such oil,
3 "(4) the amount of such taxpayer's liability for tax

4 under section 4986 with respect to such oil, and

5 "(5) such other information as may be required by

6 regulations prescribed by the Secretary.

7 "(b) INFORMATION FuBNISHED BY OPERATOB.-

8 Under regulations prescribed by the Secretary, if the pur-

9 chaser of taxable crude oil and the operator of the well from

10 which such crude oil was produced make a joint election

11 under this subsection, the monthly statement required to be

12 furnished by the purchaser under subsection (a) shall be fur-

13 nished by such operator.

14 "(c) ThE FOR FILING MONTHLY STATEMENT.-Each

15 monthly statement required to be furnished under subsection

16 (a) or (b) for any month shall be furnished before the first day

17 of the second month which begins after the close of such

18 month.

19 "(d) CERTIFICATION FURNISHED BY OPERATOR.-
9

20 Under regulations prescribed by the Secretary, the operator

21 of the well from which crude oil subject to the tax imposed

22 under section 4986 was produced shall certify (at such time

23 and in such manner as the Secretary shall by regulations

24 prescribe) to the purchaser the base price (within the mean-

25 ing of section 4990) with respect to such crude oil. For pur-
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1 poses of section 6652(b) (relating to additions to tax for fail-

2 ure to file other returns) such certification shall be treated as

8 a statement of a payment to another person.

4 "(e) CROSS RBFBBBNCES.-
"(1) For additions to tax for failure to farnish infor.

nation required under this section, see section 6652(b).
"(2) For penalty for wilHui failure to supply Informa-

tion required under this section, see section 7241.".

5 (2) TECHNICAL AND CONFORMING AMEND-

6 MBNTS.-

7 (A) Section 6652(b) is amended by striking

8 out "or section 6051(d)" and inserting in lieu

9 thereof the following: "section 60500 (relating to

10 information regarding windfall profit tax on do-

11 mestic crude oil), or section 6051(d),.

12 (B) The table of sections for subpart B of

13 part HI of subchapter A of chapter 61 is amend-

14 ed by adding at the end thereof the following new

15 item:

"Sec. 60500. Iormation furnihed by purchaer and operator re-
garding windfall profit tax on domestic crude oil.".

16 (e) CBRMNAL PENALTY FOR FAILURE To FuRmSH

17 CERTAIN INFOBMATION.-

18 (1) IN GENEBAL.-Part H of subchapter A of

19 chapter 75 (relating to penalties applicable to certain

20 taxes) is amended by adding at the end thereof the fol-

21 lowing new section:
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1 "SEC. 7241, WILLFUL FAILURE TO FURNISH CERTAIN INFOR-

2 MATION REGARDING WINDFALL PROFIT TAX ON

3 DOMESTIC CRUDE OIL

4 "Any person who is required under section 60500 (or

5 regulations thereunder) to furnish any statement, information,

6 or certification to any other person and who willfully fails to

7 furnish such statement, information, or certification at the

8 time or times required by law or regulations, shall, in addi-

9 tion to other penalties provided by law, be guilty of a misde-

10 meanor and upon conviction thereof, shall be fined not more

11 than $10,000, or imprisoned not more than 1 year, or both,

12 together with the costs of prosecution.".

18 (2) OLEBICAL AMENDHMNT.-The table of sec-

14 tions for such part II is amended by adding at the end

15 thereof the following new item:

"Sec. 7241. Willful failure to furnish certain information regarding
w'udf&al profit tax on domestic crude oil.".

16 (f) INFORMATION FURNISHED BY PARTNEBSHIPS,

17 TRUSTS, AND ESTATES.-

18 (1) INFORMATION TO BE FURNISHED TO PART-

19 NERS AND TO BENEFICIABIES OF ESTATES AND

20 TwUT.-Subpart B of part H of subchapter A of

21 chapter 61 is amended by adding at the end thereof

22 the following new section:
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1 "SEC. 6050D. WINDFALL PROFIT INFORMATION TO BE FUR.

2 NISHED TO PARTNERS AND TO BENEFICIARIES

3 OF ESTATES AND TRUSTS.

4 "(a) REQUBMNT.-Under regulations prescribed by

5 the Secretary, each partnership, estate, and trust producing

6 domestic crude oil for any taxable period shall furnish to each

7 partner or beneficiary, as the case may be, a written state-

8 ment showing the following:

9 "(1) the name of such partner or beneficiary,

10 "(2) information received by the partnership,

11 trust, or estate pursuant to section 60500,

12 "(3) such partner's or beneficiary's distributive

13 share of the items referred to in paragraph (2), and

14 "(4) such other information as may be required by

15 regulations prescribed by the Secretary.

16 "(b) Tam FOR FURMsHIN WRITTEN STATEMENT.-

17 Each written statement required to be furnished under this

18 section with respect to any taxable period shall be furnished

19 before the first day of the third month following the close of

20 such period.".

21 (2) CLERICAL AMENDMNT.-The table of sec-

22 tions for such subpart B is amended by adding at the

23 end thereof the following new item:

"SmC. 600D. Windfall profit information to be furnished to partners
and to beneficies of estates and trusts."

56-074 0 - 80 - 7
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1 (g) EH nmTE DATB.-The amendments made by this

2 section shall take effect on January 1, 1980.

8 SEC. 8. STUDY OF EFFECTS OF DECONTROL OF OIL PRICES

4 AND OF WINDFALL PROFIT TAX.

5 (a) GBNEBAL RutL.-The President shall, not later

6 than January 1, 1988, submit to the Congress a report on

7 the effect of decontrol of oil prices and the windfall profit tax

8 on-

9 (1) domestic oil production,

10 (2) foreign oil imports,

11 (3) profits of the oil industry,

12 (4) inflation,

13 (5) employment,

14 (6) economic growth,

15 (7) Federal revenues, and

16 (8) national security.

17 (b) REPORT To INCLUDE RECOMMENDATIONS.-The

18 report required under subsection (a) shall include such legis-

19 lative recommendations as the President determines to be

20 advisah19.

0
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96TH CONGRESS S
1ST SESSION S*1L 03

To amend the Internal Revenue Code of 1954 to provide an exclusion for income
earned abroad attributable to certain charitable services.

IN THE SENATE OF THE UNITED STATES

AUGUST 3 (legislative day, JuNE 21), 1979
Mr. CHAFEE (for himself, Mr. COCHRAN, Mr. MATSUNAGA, Mr. MOYNIHAN, Mr.

JEPSEN, Mr. RIBICOFF, Mr. BOREN and Mr. LONG) introduced the following
bill; which was read twice and referred to the Committee on Finance

- A BILL
To amend the Internal Revenue Code of 1954 to provide an

exclusion for income earned abroad attributable to certain
charitable services.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 That (a) subsection (a) of section 911 of the Internal Revenue

4 Code of 1954 (relating to income earned by individuals in

5 certain camps) is amended by inserting "or who performs-

6 qualified charitable services,". after "hardship area,".

7 (b)(1) Subparagraph (A). of subsection (c)(1) of such se&%

8 tion 911 is amended to read as follows:



94

2

I "(A) DOLLAR LIMITATIONS.-

2 "(1) CAMP RESIDENTS.-In the case of

3 an individual who resides in a camp located

4 in a hardship area, the amount excluded

5 from the gross income of the individual under

6 subsection (a) for any taxable year shall not

7 exceed an amount which shall be computed

8 on a daily basis at an annual rate of $20,000

9 for days during which he resides in a camp.

10 "(ii) EMPLOYEES OF CHARITABLE OR-

11 OANIZATIONS.-If any individual performs

12 qualified charitable services during any tax-

13 able year, the amount of the earned income

14 attributable to such services excluded from

15 the gross income of the individual under sub-

16 section (a) for the taxable year shall not

17 exceed an amount which shall be computed

18 on a daily basis at an annual rate of

19 $20,)00.

20 "(lii) SPECIAL RULE.-If any individual

21 performs qualified charitable services and

22 performs other services -while residing in a

23 camp located in a hardship area during any

24 taxable year, the amount of the earned

25 income attributable to such other services
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1 excluded from the gross income of the indi-

2 vidual under subsection (a) for the taxable

3 year shall not (after the application of clause

4 (i) with respect to such earned income)

5 exceed $20,000 reduced by the amount of

6 the earned income attributable to qualified

7 charitable services excluded from gross

8 income under subsection (a) for the taxable

9 - year.

10 (2) Subsection (c)(1) of such section 911 is amended by

11 adding at the end thereof the following:

12 "(D) QUALIFIED CHARITABLE SERVICES.-

13 For purposes of this subsection, the term 'quali-

14 fled charitable services' means services performed

15 by an employee for an employer which meets the

16 requirements of section 501(c)(3).".

17 (c)(1) The heading for such section 911 is amended by

18 inserting "OR FROM CHARITABLE SERVICES" after
19 "CAMPS"

20 (2) The item relating to section 911 in the table of sec-

21 tions for subpart B of part IT[ of subchapter IV of chapter 1

-- 22-bf such Code is amended by inserting "or from charitable

23 services" after "camps".

24 SEC. 2. The amendments made by this section shall

25 apply to taxable years beginning after December 31, 1978.

0
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96TH CONGRESS
1ST SESSION S91846

To amend the Internal Revenue Code of 1954 to provide for a $250 exclusion
from gross income of interest and dividends received by an individual.

IN THE SENATE OF THE UNITED STATES
OCTOBER 1 (legislative day, JuNz 21), 1979

Mr. TALMADGE introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to provide for a

$250 exclusion from gross income of interest and dividends
received by an individual.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 That (a) section 116 of the Internal Revenue Code of 1954

4 (relating to partial exclusion of dividends received by individ-

5 uals) is amended-

6 (1) by inserting "AND INTEREST" after "ViVI-

7 DENDS" in the heading of such section; and
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1 (2) by striking out subsection (a) and inserting in

2 lieu thereof the following:

3 "(a) EXCLUSION FROM GROSS INCOME.-

4 "(1) IN GENERAL.-Gross income does not in-

5 clude the sum of the amounts received during the tax-

6 able year by an individual as-

7 "(A) dividends from domestic corporations,

8 and

9 "(B) interest or dividends on savings deposits

10 or withdrawable savings accounts from-

11 "() a bank (as defined in section 581),

12 "(ii) a mutual savings bank, cooperative

13 bank, domestic building and loan association,

14 or other savings institution chartered and su-

15 pervised as a savings and loan or similar in-

16 stitution under Federal or State law, or

17 "(iii) a credit union,

18 the deposits or accounts which are insured under Fed-

19 eral or State law.

20 "(2) DOLLAR LIMITATION.-The aggregate

21 amount excluded under paragraph (1) for any taxable

22 year shall not exceed $250 ($500 in the case of a joint

23 return under section 6013).,

24 "(3) AMOUNTS CREDITED TO ACCOUNT.-For

25 purposes of this subsection, interest or dividends de-
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1 scribed in paragraph (1)(B) which are credited to the

2 account of an individual shall be treated as received on
4

3 the day on which they are bo credited.".

4 (b)(1) Section 116(b) of such Code is amended by strik-

5 ing out "Subsection (a)" and inserting in lieu thereof "Sub-

6 section (a)(1)".

7 (2) Section 116(c) of such Code is amended-

8 (A) by striking out paragraph (1), and

9 (B) by inserting "and interest" after "dividends"

10 each place it appears in paragraph (3).

11 (3) Section 116(d)(1) of such Code is amended by insert-

12 ing "and interest" after "dividends".

13 (4) The table of sections for part Ill of subchapter B of

14 chapter 1 of the Internal Revenue Code of 1954 is amended

15 by inserting "and interest" after "dividends" in the item re-

16 lating to section 116.

17 (c)(1) Paragraph (2) of section 584(c) of such Code (re-

18 rating to income of participants in fund) is amended by insert-

19 ing "or interest" after "dividends" each place it appears in

20 the heading and text thereof.

21 (2) Paragraph (7) of section 643(a) of such Code (relat-

22 ing to definition of distributable net income) is amended by

23 inserting "or interest" after "dividends" each place it ap-

24 pears in the heading or text thereof.
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1 (3) Paragraph (5) of section 702(a) of such Code (relat-

2 ing to income and credits of partners) is amended by inserting

3 "or interest" after "dividends".

4 (d) The amendments made by this section shall apply to

5 taxable years beginning after December 31, 1979.

Senator BYRD. The hour of 2:30 having arrived, the committee
will come to order. The Subcommittee on Taxation and Debt Man-
agement will consider today several miscellaneous tax measures.
The measures for consideration deal with the following issues:
proposals to encourage greater individual savings by excluding a
portion of interest from individual income tax-those bills are S.
246, S. 1488 S. 1542, S. 1697, and S. 1846; a proposal dealing with
the election of the estate tax alternate valuation date, S. 541; a
proposal dealing with the estate taxation of independent newspa-
pers, sponsored by Senator Morgan, S. 555; a proposal dealing with
exempting from penalty certain taxpayers who make late pay-
ments of taxes, S. 999; a proposal dealing with dividend reinvest-
ment plans, S. 1543; and a proposal dealing with the tax treatment
of employees of charities working abroad, S. 1703.

Witnesses have not requested to testify on two bills scheduled for
hearings today, namely S. 1638, sponsored by Senator Roth, and S.
999, sponsored by Senator Bentsen. However, I believe the sponsors
of these proposals do have statements that they will be making on
their respective bills.

A pamphlet prepared by the Joint Committee on Taxation de-
scribing in greater detail the measures has been prepared and will
be included'as part of the printed record of these hearings and also
the prepared statements of Senators Bentsen, Dole, Durenberger,
Roth, Gravel, and Chafee.

[The information referred to follows. Oral testimony is continued
on p. 129.]
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INTRODUCTION

The bills described in this pamphlet have been scheduled for a hear-
ing on October 31, 1979, by the Subcommittee on Taxation and Debt
Management Generally of the Senate Finance Committee.

The pamphlet first briefly summarizes the bills. This is followed
by a description of each bill setting forth present law, the issues in-
volved, an explanation of the provisions, the effective dates, and the
estimated revenue effects. Also, there is included an indication of prior
Congressional action with respect to the subject of the bill. The sum-
mary and description of the bills are in the numerical order of the bills
listed for the hearing except that S. 246, S. 1488, and S. 1846, are
presented in sequence because these bills relate to the exclusion of in-
terest income.

The bills described in the pamphlet are:
(1) S. 246 and S. 1488 (relating to partial exclusion of interest

received by individuals).
(2) S. 1846 (relating to partial exclusion of interest and divi-

dends received by individuals).
3 S. 541 (relating to estate tax alternate valuation).
4 S. 555 (the Independent Local Newspaper Act of 1979).
5 S. 999 (relating to interest on underpayments of tax).
6 S. 1543 (relating to dividend reinvestment plans).
7 S. 1638 (relating to amortization of business startup costs).

(8) S. 1703 (relating to the tax treatment of employees of chari-
ties working abroad).

I. SUMMARY

1. S. 246-Senator Bentsen; S. 1488-Senator Nelson

Partial Exclusion of Interest Received by Individuals

Generally, under present law, interest income is subject to Federal
income taxation.

The bill, S. 246, would provide an exclusion for the first $500
($1,000 for a husband and wife who file a joint return) of interest
earned by an individual on a savings account at a bank, saving and
loan association, or a credit union.

The bill, S. 1488, would provide an exclusion from gross income for
the amount that eligible interest received by an individual for. the
taxable year exceeds the amount received for the preceding taxable
year. The exclusion would be limited to $500 for each individual tax-
payer with respect to deposits or accounts with banks and savings and
loan associations (other than money market certificates or negotiable
rate accounts).

(1)$
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2. S. 1846-Senator Talmadge

Partial Exclusion of Interest and Dividends Received by
Individuals

Under present law, the first $100 of dividends received by an indi-
vidual from domestic corporations is excludable from gross income.
No exclusion is provided for interest received by an individual with
respect to savings accounts.

The bill would extend the present dividend exclusion to interest
received by an individual on certain savings accounts and increase the
total amount excludable to $250 (or $500 in the case of a joint return).

3. S. 541-Senators Baker and Sasser

Election of Estate Tax Alternate Valuation

Under present law, an executor may elect to value assets for estate
tax purposes as of the date of the decedent's death or the alternate
valuation date which is generally six months after the decedent's
death. Alternate valuation must be elected on an estate tax return that
is timely filed.

The bill would permit an executor to elect alternate valuation on a
timely filed estate tax return or, if no estate tax return is timely filed,
on the first estate tax return filed.

Generally, the bill would apply with respect to estates of decedents
dying after December 31, 1977. For estates of decedents dying on or
before that date, the bill would apply only if an election had been
attempted in the first estate tax return filed and if the executor elects
the provisions of the bill within 90 days after enactment of the bill.

4. S. 555-Senators Morgan, Baker, Sasser, Percy, Inouye, Schmitt,
Mathias, Riegle, McGovern, Ford, Cohen, Pell, Helms, Pressler,
Durkin, Cochran, Levin, and Stewart

The Independent Local Newspaper Act of 1979

The bill would allow independent local newspapers to establish tax-
exempt trust funds in order to pay the estate taxes of the owners of
the paper. Contributions to the trust by the paper would generally be
deductible in computing income tax, and interests in the trust would
be exempt from the estate tax. In addition, the bill would provide an
extended payment period for estate taxes attributable to interests in
independent local newspapers.

5. S. 999-Senators Bentsen and Cochran

Interest on Underpayment of Tax

Under present law, interest is payable where the amount of any tax
is not paid on or before the last day prescribed for its payment. The
bill would excuse the payment of interest due with respect to an under-
payment of tax if the failure to pay was due to reasonable cause and
not to willful neglect.
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6. S. 1543-Senators Nelson and Bentsen

Dividend Reinvestment Plans

Under present law, stock dividends received by shareholders gen-
erally are nontaxable. However, a stock dividend is treated as a tax-
able dividend distribution if the shareholder has the option of receiv-
ing cash or other property or, in certain cases, the distribution of
stock is disproportionate among shareholders.

The bill would provide an option to exclude from gross income the
value of common stock received by a shareholder under a dividend
reinvestment plan. The amount excludable annually would be limited
to $1,500 ($3,000 in the case of a joint return).

7. S. 1638--Senator Roth

Amortization of Business Startup Costs

Under present law, costs incurred prior to the commencement of
a business normally are nondeductible expenses because they are not
incurred in carrying on a trade or business. These startup or pre-
opening costs must be capitalized and often cannot be depreciated or
amortized because no ascertainable useful life can be established for
these costs. However, the capitalized costs may be recovered for pur-
oss of measuring gain or loss upon the disposition or cessation of the
business.

The bill would allow an elective 60-month amortization period for
certain ordinary and necessary business startup costs which are
incurred incident to the investigation, formation, or creation of a
trade or business entered into by. the taxpayer.

8. S. 1703-Senators Chafee, Cochran, Matsunaga, Moynihan,
Jepsen, Ribicoff, Boren, Long, Cranston, Mathias, Wallop, Tal-
madge, Hatfield, and Baucus

Tax Treatment of Employees of Charities Working Abroad

The bill would allow employees of charitable organizations work-
ing abroad to exclude up to $20,000 of foreign earned income annually
on the same basis as is now afforded to employees working in camps
in hardship areas.

IL DESCRIPTION OF BILLS

1. S. 246-Senator Bentsen; S. 1488-Senator Nelson

Partial Exclusion of Interest Received by Individuals

Present law
Under present law, interest earned on savings accounts is subject to

Federal income taxation.
Issue

* The principal issue is whether some portion of the interest received
by individuals on savings accounts should be excluded from gross
income.
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If it is decided that a partial exclusion for interest received should
be provided, other issues relate to the amount to be excludable and to
the types of savings deposits or accounts the interest on which would
be eligible for exclusion from gross income.

Explanation of the bills

Under the bill, a limited amount of interest received by an indi-
vidual on certain time or demand deposits would be excludable from
gross income. The amount excludable would be limited to $500. In the
case of a husband and wife who file a joint return, the excludable
amount would be limited to $1,000.

Interest eligible for the exclusion would be amounts received on a
time or demand deposit with a commercial or mutual savings bank, a
savings and loan association, building and loan association or similar
association, and a credit union. However, interest -on these deposits
would be eligible for the exclusion only if the deposits and accounts
of the institution are insured by either the Federal Deposit Insurance
Corporation, the Federal Savings and Loan Insurance Corporation,
the" National Credit Union Administration Share Insurance Fund or
are otherwise insured in accordance with the requirement of the aw
of the State in which the institution is located.
S. 1488

Under this bill, interest received by an individual on certain savings
deposits and withdrawable savings accounts would be excludable only
to the extent the amount of qualifying interest received for the taxable
year exceeded the amount received for the preceding taxable year. In
addition, the amount eligible for exclusion by an individual would be
limited to $500.? In the case of a husband and wife, each spouse would
be entitled to a separate exclusion for interest received on deposits or
accounts belonging to that spouse.

In general, interest eligible for the exclusion would be amounts re-
ceived on a time or demand deposit with a commercial bank, mutual
savings bank, savings and loan association, building and loan associa-
tion, or a similar association. However, interest received on a money
market certificate, or an account for which the rate of interest is nego-
tiable, would not be eligible for the exclusion.2

Effective date
The provisions of S. 246 would apply to taxable years beginning

after December 31, 1978. The provisions of S. 1488 would apply to
taxable years beginning after December 81, 1979.

Revenue effect
The bill, S. 246, would reduce budget receipts by $4,161 million in

fiscal 1980, by $3,940 in fiscal 1981, by $4230 m fiscal 1982, by $4,203
in fiscal 1983 and by $4,474 in fiscal 1984.

'As Introduced, the bill would have Imposed a $100 Umit on the proposed
interest exclusion. The bill's sponsor, Senator Nelson, has Introduced an amend-
ment to the bill which would set the dollar limit at $500. (Printed amendment
no. 554, filed October 24, 1979.)

'This exception is. containel 'in the amendment offered by the bill's sponsor
on October 24, 1979. (Printed'amendment no. 554, filed October 24, 1979.)
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The bill, S. 1488, would reduce budget receipts by $107 million in
fiscal 1980? by $776 million in fiscal 1981, by $833 milIion in fiscal 1982,
by $896 million in fiscal 1983 and by $894 million in fiscal 1984. (These
estimates reflect the $500 limit proposed by Senator Nelson in his
amendment No. 554, of October 24, 1979.)

Prior Congressional action
In 1974, the Ways and Means Committee reported a bill (H.R.

16994) which provided an exclusion for interest on savings accounts
of $500 for an individual ($1,000 in the case of a joint return). No floor
action was taken. In July 1979, the Ways and Means Committee agreed
to request a modified open rule on H.R. 3712 (the Mortgage Subsidy
Bond Act of 1979) from the Rules Committee. The request would have
allowed consideration of an amendment providing for a $100 exclusion
($200 in the case of a joint return) for interest earned on savings de-
posits in financial institutions providing home mortgage loans. The
Rules Committee adopted a motion to table the rule on October 23,
1979.

2. S. 1846-Senator Talmadge

Partial Exclusion of Interest and Dividends Received by
Individuals

Present law
Under present law, the first $100 of dividends received by an in-

dividual from domestic corporations is excludable from gross income.
In the case of a husband and wife, each spouse is entitled to a separate
exclusion of up to $100 for dividends received with respect to stock
owned by that spouse.

No exclusion from gross income is provided under present law for
interest received by an individual from banks, savings and loan asso-
ciations, or credit unions.

Issues '
The first issue is whether an exclusion should be provided for

interest received by an individual on certain savings deposits and
accounts.

The second issue is whether the existing dividends received exclu-
sion (or an expanded exclusion also covering interest received) should
be increased.

Explanation of the bill
The bill would extend the exclusion from gross income to interest

received by an individual on certain savings deposits or withdrawable
savings accounts. In addition, the limit on the aggregate amount of
interest and dividends excludable would be increased to $250. In the
case of a joint return, the limit would be $500.

Interest eligible for the exclusion would be amounts received on a
savings deposit or withdrawable savings account with a commercial or
mutual savings bank, a savings and loan association, building and loan
association or similar association, and a credit union. However, inter-
est or dividends on such deposits would be eligible for the exclusion
only if the deposits or accounts of a bank, association, or credit union,
are insured under Federal or State law.
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Effective date
The provisions of the bill would apply to taxable years beginning

after December 31,1979.
Revenue effect

This bill would reduce budget receipts by $430 million in fiscal 1980,
by $3,112 in fiscal 1981, by $3,280 in fiscal 1982, by $3,455 in fiscal 1983,
and by $3,379 in fiscal 1984.

Prior Congressional action
In 1974, the Ways and Means Committee reported a bill (H.R.

16994) which provided an exclusion for interest on savings accounts
of $500 for an individual ($1.000 in the case of a joint return). No floor
action was taken. In July 1979, the Ways and Means Committee agreed
to request a modified open rule on H.R. 3712 (the Mortgage Subsidy
Bond Act of 1979) from the Rules Committee. The request would have
allowed consideration of an amendment providing for a $100 exclusion
($200 in the case of a joint return) for interest earned on savings de-
posits in financial institutions providing home mortgage loans. The
Rules Committee adopted a motion to table the rule on October 23,
1979.

3. S. 541-Senators Baker and Sasser

Election of Estate Tax Alternate Valuation

Present law
Under present law, the executor of a decedent's estate may value

the property in the gross estate as of the date of the decedent's death
or the "alternate valuation date," generally six months after the date
of the decedent's death (Code sec. 2032). Alternate valuation provides
estate tax relief when property in a decedent's estate declines in value
shortly after the decedent's death. Alternate valuation must be elected
by the executor on an estate tax return filed within nine months of the
date of death or any period of extension granted by the Internal Reve-
nue Service (Code sec. 2032 (c) ).1

Under Code section 6081, the Internal Revenue Service may grant
an extension of time to file an estate tax return. Except in the case of
taxpayers who are abroad, the Internal Revenue Service has no dis-
cretionary authority to grant an extension exceeding six months.

Issue
The issue is whether an executor should be permitted to elect alter-

nate valuation on an estate tax return that is not timely filed.
Explanation of the bill

The bill would permit the election of alternate valuation on a timely
filed estate tax return or the first late return filed. In the case of a

1 An executor may elect alternate valuation by checking a box on the second
page of Form 706, United State$ Fstate Tax Return. An executor's failure to check
the appropriate box on a time filed Form 706 may not prevent the use of alter-
nate valuation where the entries on the form are otherwise consistent with an
election of alternate valuation (Rlv. Rul. 61-128, 1961-2 C. B. 150).
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timely filed return an executor would not be permitted to change the
election after the Jue date for the return has passed. In the case of a
late return, the election could not be changed after the first return
has been filed.

Effective date
The provisions of the bill would apply to estates of decedents dying

after December 31, 1977.'
The bill includes a transitional rule applicable to estates of decedents

dying before January 1, 1978. The transitional rule would permit an
effective election of alternate valuation to be made within 90 days
after the enactment of the bill, if an election of alternate valuation had
been indicated in the first estate tax return filed. If an election is made
under the transitional rule, an assessment of a deficiency in tax may be
made within 90 days of the election although such assessment is other-
wise barred. The transitional rule would benefit the estate of the late
Sylvia Buring of Tennessee.

Revenue effect
This bill would have a negligible effect upon budget receipts.

4. S. 555-Senators Morgan, Baker, Sasser, Percy, Inouye, Schmitt,
Mathias, Riegle, McGovern, Ford, Cohen, Pell, Helms, Pressler,
Durkin, Cochran, Levin, and Stewart

The Independent Local Newspaper Act of 1979

Present law
With respect tb a trust established for the purpose of paying estate

taxes attributable to an interest in a business (including an independ-
ent local newspaper), no provision is presently made under the Code
for (1) according tax-exempt status to such a trust, (2) allowing
income tax deductions for payments to the trust, or (3) excluding
the corpus of the trust from estate taxes.

The Code provides extended payment provisions with respect to
the estate tax attributable to interests in closely held businesses (Code
secs. 6166 and 6166A):.1

In addition, provision is made for capital gain treatment of certain

' The committee may wish to change the effective date to reflect the passage of
time since this legislation was first introduced as S. 3381 in the 95th Congress.

I Section 6166 provides a 15-year period for the payment of the estate tax at-
tributable to the decedent's Interests in a closely held business (including a
farm). Undeit this provision, the executor can elect to defer principal payments
for up to 5 years from the due date of the estate tax return. Thereafter, pursu-
ant to the executor's initial election, the principal amount of the estate tax lia-
bility may be paid in from 2 to 10 annual installments. In order to qualify for
this deferral and installment payment treatment, the value of the closely held
business (or businesses) in the decedent's estate must exceed 65 percent of the
value of the gross estate reduced by allowable expenses, indebtedness, and losses.

Section 6166A provides a 10-year extended payment of estate tax attributable
to a closely held business where a lesser proportion of the estate is represented
by its value. Under this 10-year extension, the value of the business must he in
excess of either 85 percent of the value of the gross estate or 50 percent of the
taxable estate.
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redemptions of closely held business stock where the redemption is for
the purpose of paying estate taxes (Code sec. 303).2

Issues
The main issues are (1) whether an independent local newspaper

should be permitted to establish a tax-exempt trust to pay estate taxes
attributable to the value of an owner's interest in the newspaper,
(2) whether the funds contributed to the trust (within prescribed
limits) should be deductible by the newspaper and excludable from
income by the owner for income tax purposes, (3) whether the value
of the trust assets should be excludable from the owner's taxable
estate, and (4) whether a 15-year period should be provided for the
payment of any estate tax attributable to the value of an interest in
the newspaper to the extent the tax was not paid by the trust.

Explanation of the bill
Under the bill, an independent local newspaper could establish a

tax-exempt trust to receive payments to pay the estate tax liability of
an owner of the newspaper. The newspaper would be allowed an in-
come tax deduction in an amount not to exceed 50 percent of its taxable
income for amounts paid to the trust. The trust assets would be required
to be invested solely in obligations of the United States. The assets of
the trust could be used only to pay the Federal estate taxes of the
owner of the newspaper.

The trust would be limited to holding amounts necessry to pay the
potential Federal estate tax liability of the newspaper owner. In de-
termining this limitation, the potential estate tax liability of a living
individual would be considered to be 70 percent, (i.e., the maximum es-
tate tax rate) of the value of his interest in the business. Under the bill,
any interest of a decedent in the trust would generally not be included
in the decedent's gross estate.

If the owners of a newspaper which has established a trust for their
benefit dispose of their interests in the newspaper, the amounts in the
trust must be distributed and included in the owners' income and the
deductions previously allowed the newspaper would be recaptured. In
addition, if the newspaper is disposed of by an heir within 15 years
after the death of the owner, an additional estate tax would be im-
posed. This tax is phased out after the tenth year following the owner's
death.

An "independent local newspaper" is defined as a newspaper publi-
cation which is not a member of a chain of newspapers if it has all of
its publishing offices in a single city, community, or metropolitan area,
or, as of January 1, 1979, within one State. A "chain of newspaper
publications" is defined as two or more newspaper publications under
common control on January 1, 1979, and which are not published in a
single city, community, or metropolitan area.

Under the bill, payment of any estate tax attributable to the value of
an independent local newspaper not paid by a trust established under

'To qualify for this treatment, the value of the stock redeemed. plus the
value of the other stock of the redeeming corporation Includible In the estate,
must be more than 50 percent of the "adjusted gross estate." The value of the
stock redeemed can be no greater than the sum of all death taxes (and interest)
plus funeral and administration expenses allowable as an estate tax deduction.

56-074 0 - 80 - 5
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the provisions of this bill could be extended for a period of up to 15
years. This provision would apply where the estate does not qualify
under existing extended payment provisions of present law.

Under this extended payment provision, the executor could elect to
defer principal payments for up to 5 years from the due date of the
estate tax return. However, interest for the first five years, payable at
the rate of 4 percent, would be payable annually. Thereafter, the prin-
cipal amount of 'the estate tax liability could be paid in from 2 to 10
annual installments. If the business ceases to qualify as an independent
local newspaper, the extension would terminate.

Effective date
The provisions of the bill would apply to estates of decedents dying

after January 1, 1979.
Revenue effect

This bill would reduce budget receipts by $10 million annually.

5. S. 999-Senators Bentsen and Cochran

Interest on Underpayments of Tax

Present law
Under present law, interest is payable where any tax is not paid

on or before the last day prescribed for its payment (Code sec. 6601
(a)). The interest runs on the underpayment from the original due
date of the tax to the date on which payment is received. The due date
of the tax is determined without regard to any extension of time to
file a return or to pay a tax.

Generally, the current interest rate on underpayments of tax is 6
percent. The interest rate may be changed every 24 months, and the
rate is based upon 90 percent of the adjusted prime rate of interest
charged by banks during the month of September preceding the effec-
tive date of the change (Code sec. 6621 (b)). As of February 1, 1980,
the interest rate is scheduled to be increased to 12 percent.1 A special
4-percent rate applies with respect to certain estate taxes attributable
to a closely held business (sec. 6601(j)).

Present law generally does not authorize any waiver of interest due
with respect to underpayments of tax.' However, penalties are not
applied if the failure to pay is shown to be due to reasonable cause
an not due to willful neglect (e.g., sec. 6651(a) (2) and (3)).

Issue
.The issue is whether, the payment of interest should be excused

where an underpayment.of tax or a failure to pay tax is due to reason-
able cause and not to willful neglect.

Explanation of the bill
The bill would excuse the payment of interest due with- respect to

an underpayment, or a failure to make payment of tax, if the under-

Rev. Rul. 79-366, issued on October 12, 1979.
'Interest may he waived when an employee of the Tnternal Revenue Service

makes a mathematical error In the preparation of a taxpayer's return (Code
sec. 6404(d) ).
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payment or failure to pay was due to reasonable cause and not to
willful neglect.

Effective date
The bill would be effective with respect to taxable years beginning

after December 31, 1977.
Revenue effect

This bill would reduce budget receipts by $40 million in fiscal year
1980, and by $25 million annually thereafter.

6. S. 1543-Senators Nelson and Bentsen

Dividend Reinvestment Plans

Present law
Under present law, stock dividends received by shareholders gen-

erally are nontaxable. However. a stock dividend is treated as a tax-
able dividend distribution if the shareholder has the option of receiv-
ing cash or other property or, in certain cases, if the distribution of
stock is disproportionate among shareholders.

In the case of a nontaxable stock dividend, a portion of the share-
holder's adjusted basis in the old stock is allocated to the new stock
received (sec. 307,(a)). For a taxable stock dividend, the shareholder's
adjusted basis in the new stock is equal to the fair market value of the
stock at the time it is distributed.

For a nontaxable stock dividend, the holding period of the stock
-moiyencludes the holding period for the old stock with respect to
which the distribution was made (sec. 1223 (5)). The holding period
for stock received in a taxable distribution begins when the stock is
distributed.

For purposes of the stock dividend rules, a right to acquire stock
generally is treated in the same manner as a stock dividend. However,
special basis allocation rules apply to stock rights (sec. 307 (b)) and,
when a right is exercised, a special holding period rule applies (sec.
1223(b) ).

Issue
The issue is whether an exclusion should be provided with respect

to "qualified dividend reinvestment plans" under which a shareholder
could elect to receive a limited amount of nontaxable common stock
di,-idends instead of receiving cash or other property dividends.

Explanation of the bill
Under the bill, a domestic corporation (other than a regulated

investment company) would be allowed to establish a "qualified
dividend reinvestment plan" under which any shareholder who chooses
to receive a dividend in the form of common stock rather than cash
or other property may elect to exclude up to $1,500 per year ($3i000
in the case of a joint return) of these stock dividends from income.

Under the bill, qualified stock must be authorized but unissued com-
mon stock designated by the corporation to qualify for this tax exclu-
sion. The number of shares to be issued must be determined by refer-
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ence to a value not less than 95 percent of the stock's value on the
distribution date. Stock will not qualify where the corporation repur-
chases any of its common stock within one year after the distribution
date, unless a business purpose of repurchasing the stock is established.

Stock received as a qualified dividend will have a zero basis, so that
when the stock is later sold, the amount of the sales proceeds will be
taken into income at that time. Where the stock is sold within one
year after distribution, any gain will be treated as short-term capital
gain. In addition, where shares of common stock of the distributing
corporation are sold by the shareholder any time within one year fol-
lowing receipt of the stock, the sale will be treated as a sale of the
qualified dividend stock.

Effective date
The bill would apply to distributions made on or after January 1,

1980.
Revenue effect

It is estimated that this bill will reduce budget receipts by $240 mil-
lion in the fiscal year 1980, $718 million in 1981, $925 in 1982, $1,044
in 1983, and $1,035 million in fiscal year 1984.

Prior Congressional action
During markup of the Tax Reduction Act of 1975, the Ways and

Means Committee rejected an amendment to authorize dividend rein-vestment plans. 7. S. 163-Senator Roth

Amortization of Business Startup Costs

Present law
In general
. Under present law, ordinary and necessary expenses paid or in-
curred in carrying on a trade or business, or engaging in a profit-seek-
ing activity, are deductible. Expenses incurred prior to the establish-
ment of a business normally are not currently deductible since they are
not incurred in carrying on a trade or business or while engaging in a
profit-seeking activity.

Expenses or costs incurred in acquiring or creating an asset, e.g., a
business, which has a useful life that extends beyond the taxable year
normally must be capitalized. These costs ordinarily may be recov-
ered through depreciation or amortization deductions over the useful
life of the asset. However, costs which relate to an asset with either
an unlimited or indeterminate useful life may be recovered only upon
a disposition or cessation of the business.

Certain business organizational expenses incurred in the formation
of a corporation or partnership may be treated as deferred expenses
and amortized over 60 months (sees. 248 and 709). Expenditures eli-
gible for amortization include only those expenditures which are
directly incident to the creation of the corporation or business. Pre-
opening or startup expenses, such as employee training expenses, are
ineligible for amortization under this provision.
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Investigatory eopensem
Business investigatory expenses may be of either a general or speci-

fic nature. The former are related either to businesses generally, or to
a category of business; the latter are related to a particular business.
All investigatory expenses are costs incurred in seeking and reviewing
prospective businesses prior to reaching a decision to acquire or enter
any business.

Business investigatory expenses generally are nondeductible regard-
less of the status of the taxpayer by whom they may be incurred.
However, taxpayers may be able to deduct a loss for business inves-
tigatory expenses incurred in an unsuccessful attempt to acquire a
specific business., Nevertheless, business investigatory expenses of a
general nature normally are viewed as being either nondeductible
personal expenses, or as not being ordinary and necessary trade or
business expenses, viz., because no business exists, within the mean-
ing of section 162 of the Code.
.Startup C08t8

Startup or preopening expenses are those costs which are incurred
subsequent to a decision to acquire or establish a particular business,
and prior to its actual operation. Generally the term "startup costs"
refers to expenses which would be deductible currently if they were
incurred after the commencement of business operations. These costs
may include expenses relating to advertising, employee training, lining-
up distributors, suppliers, or potential customers, and professional
services in setting up books and records. However, startup -expenses
also may refer to certain items which are nondeductible and nonamor-
tizable even if they are incurred prior or subsequent to commence-
ment of business operations. These nondeductible and nonamortizable
expenses either may be of a purely capital nautre, or may be capital-
izable simply because they relate to a business with an indeterminate
life.

Issue
The issue is whether "startup" expenses paid or incurred by a tax-

payer prior to the active operation of a trade or business should be
deductible currently or as deferred expenses over a period of not less
than 60 months after the commencement of the trade or business as a
going concern.

Explanation of the bill
The bill would allow taxpayers an election to amortize, over a period

of not less than 60 months, ordinary and necessary startup costs in-
curred incident to the investigation, formation, *and creation of a
trade or business entered into by the taxpayers. The amortization elec-
tion would apply only to ordinary and necessary startup costs which
do not create an asset which has a useful life of its own and which
are of a character which would allow the taxpayer to amortize them
if they were expended incident to the investigation, formation, and
creation of a trade or business having a determinable useful life. The
election would apply only with respect to expenditures incurred with

1 See Harris W. Seed, 52 T.C. 880 (1969), acq., 1970-2 C.B. xxi; Rev. Rul. 77-
254, 1977 2 C.B. 63.
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regard to a business actually entered into by the taxpayer, and would
not apply if the business had an ascertainable useful life of less than
60 months. If the business is liquidated prior to the end of the 60-
month period, any "startup" expenses which had not been amortized
could be deducted to the extent allowed under present law.

Effective date
The bill would apply to amounts paid or incurred after December 31,

1979.
Revenue effect

Due to the lack of adequate information on the number of potential
businesses formed or investigated and on the amount of expenses in-
curred in the process coveredby the bill, no revenue estimate is avail-
able at this time.

8. S. 1703-Senators Chafee, Cochran, Matsunaga, Moynihan,
Jepsen, Ribicoff, Boren, Long, Cranston, Mathias, Wallop, Tal-
madge, Hatfield, and Baucus

Tax Treatment of Employees of Charities Working Abroad

Present law
In general

United States citizens and residents are generally taxed by the
United States on their worldwide income with the allowance of a
foreign tax credit for foreign taxes paid. However, for years prior
to 1978, U.S. citizens working abroad could exclude up to $20,000 of
earned income a year if they were present in a foreign country for 17
out of 18 months or they were bonaflde residents of a foreign country
for a period which included an entire taxable year (see. 911). In the
case of individuals who had been bona fide residents of foreign coun-
tries for three years or more, the exclusion was increased to $25,000
of earned income. In addition, under the law prior to 1978, foreign
taxes paid on the excluded income were creditable against the U.S.
tax on any foreign income above the $20,000 (or $25,000) limit.

The Tax Reform Act of 1976 would generally have reduced the
earned income exclusion for individuals working abroad to $15,000
Yer year. However, the Act would have retained a $20,000 exclusion
or employees of domestic charitable organizations. (The-term "chari-

table" as used in this explanation includes educational, religious, sci-
entific, literary, etc., purposes for which an exemption is allowed under
section 501 (c)(3).) In addition, the Act would have made certain
modifications in the computation of the exclusion. The Act provided
that any individual entitled to the earned income exclusion was not
to be allowed a foreign tax credit with respect to foreign taxes al-
locable to the amounts that were excluded from gross income under
the earned income exclusion. Also, the Act provided that any addi-
tional income derived by individuals beyond the income eligible for
the earned income exclusion was subject to U.S. tax at the higher rate
brackets which would apply if the excluded earned income were not
so excluded (i.e., the exclusion was "off 'the bottom").
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These amendments made by the 1976 Act never went into general
effect because the Foreign Earned Income Act of 1978 generally
replaced the section 911 earned income exclusion for years beginningafter December 31, 1977, with a new system of itemized deductions
for the excess costs of working overseas. (The basic eliibility require-
ments for the deduction are generally the same as for the prior earned'
income exclusion.) However, because the provisions of the 1978 Act
were effective on January 1,1978, and the Act did not become law until
November 8, 1978, taxpayers were permitted to elect for 1978 to be
taxed under the new provisions or under prior law (the exclusion
as amended by the Tax Reform Act of 1976) so that the 1978 Act
would not have any mandatory retroactive effect. It was anticipated
that this election would be of particular interest to employees of do-
mestic charitable organizations, since under the 1976 Act they would
continue to be eligible for a $20,000 exclusion, even though it would be
subject to the new computation rules of the 1976 Act.
Eaxce~s living co8t deductio

The new excess living cost deduction (new sec. 913) provided by the
1978 Act consists of separate elements for the general cost of living,
housing, education, and home leave costs. Employees of charitable or-
ganizations are allowed these deductions on the same basis as other
individuals. The cost-of-living element of the deduction is generally
the amount by which the cost of living in the taxpayer's foreign
tax home exceeds the cost of living in the highest cost metropolitan
area in the continental United States (other than Alaska). The deduc-
tion is based on the spendable income of a person paid the salary of a
Federal employee at grade level GS-14 step 1, regardless of the tax-
payer's actual income. The housing element is the excess of the tax-
payer's reasonable housing expenses over his base housing amount
(generally one-sixth of his net income). The education deduction is
generally the reasonable schooling expenses for the education of the
taxpayer's dependents at the elementary and secondary levels. The de-
duction for annual home leave consists of the reasonable cost of coach
fare transportation for the taxpayer, his spouse, and his dependents
from his tax home outside the United States to his most recent place
of residence within the United States.
Hardship area exelwien

In addition, taxpayers living and working in certain hardship areas
are allowed a special $5,000 deduction in order to compensate them
for the hardships involved and to encourage U.S. citizens to accept
employment in these areas. For this purpose, hardship areas are gen-
erally'those designated by the State Department as hardship posts
where the hardship post ,allowance paid government employees is 15
percent or more of their base pay.

As an exception to these new rules, the Act permits employees who
reside in camps in hardship areas to elect to claim a $20,000 earned
income exclusion (under sec. 911) in lieu of the new excess living cost
and hardship area deductions. No foreign tax credit would be allowed
for foreign taxes attributable to the excluded amount. Lodging is not
a "camp" unless it is substandard lodging which is (i) provided by or
on behalf of the employer for the convenience of the employer because
the place at which the individual renders services is in a remote area
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where satisfactory housing is not available on the open market; (ii)
located, as near as practicable, in the vicinity of the place at which the
individual renders services; and (iii) furnished in a common area, (or
enclave) which is not available to the public and which normally ac-
commodates 10 or more employees The term "hardship area" has the
same meaning for purposes of this provision as for the deduction for
excess foreign living costs (sec. 913).

luzaitable services
In many instances, an exclusion of earned income is of little conse-

quence to Americans working abroad because the credit allowed for
foreign income taxes imposed on the earnings may entirely or substan-
tially offset the U.S. tax due on the income. However, certain charitable
employees working abroad are exempt from foreign tax. This is the
case, for example, or certain educators under a number of tax treaties
between the United States and foreign countries.

Issue
The issue is whether employees of charitable organizations should

be permitted to elect the same treatment under the 1978 Act as employ-
ces who reside in camps located in hardship areas, i.e., a $20,000 an-
nual exclusion in lieu of the excess foreign living cost deductions.

Explanation of the bill
The bill would allow individuals meeting the foreign residence or

presence tests who perform "qualified charitable services" to elect, in
lieu of the deduction for excess foreign living costs, an exclusion of
$20,000 from gross income on the same basis as employees residing in
camps in hardship areas. "Qualified charitable services" are defined
to mean services performed by an employee for an employer which
meets the requirements of section 501 (c) (3).

In the event that an individual resides in a camp in a hardship area
for part of the taxable year and performs qualified charitable services
for another part of the year, the $20,000 limitation applicable to the
amount excludable as a camp employee would be reduced by the
amount excluded as a charitable employee.

The treatment afforded by the bill is similar to the treatment af-
forded to charitable employees under the 1976 Act in that in each case
the employee is entitled to exclude up to $20,000 of foreign earned in-
come. It differs from the 1976 Act in that (i) it is available to employ-
ees of any organization qualifying for exemption under section 501 (c)
(3), 'whether the organization is foreign or domestic, (ii) the exclu-
sion is "off the top," rather than "off the bottom,' and (iii) the
employee may elect the deduction for excess foreign living costs, if
that is more favorable.

Effective date
The bill would apply to taxable years beginning after December 31,

1978.
Revenue effect

This bill would reduce budget receipts by $39 million in fiscal 1980,
by $28 million in fiscal 1981, by $30 million in fiscal 1982, by $33 mil-
lion in fiscal 1983, and by $36 million in fiscal 1984

0
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SUPPLEMENT TO DESCRIPTION OF TAx BmLS LISTED FOR A HEARINo

1. SUMMARY

1. S. 1542--Senator Percy

Partial Exclusion of Interest Received by Individuals and Partial Exclusion for
Reinvestment of Interest and Dividends

Under present law, the first $100 of dividends received by an individual from
domestic corporations is excludable from gross income. No exclusion is provided for
interest received by an individual with regard to savings accounts.

The bill would provide an exclusion for the first $100 of interest received by an
individual on a savings account at a bank, saving and loan association, or credit
union.

The bill would also provide (1) an exclusion of up to $400 for interest reinvested,
and (2) an exclusion of up to $400 for dividends reinvested. Eligible amounts must
be reinvested in qualifyinq savings accounts or in stock of domestic corporations. No
amount of interest or dividends would be eligible for exclusion if the amount
invested at the end of the taxable year by a taxpayer did not equal or exceed the
amount Invested at the beginning of the year plus excludable reinvestment income.

2. S. 1697--Senator Weicker

Election of Partial Exclusion of or Credit for Interest Received by Individuals
Under present law, interest earned on savings accounts is subject to Federal

income taxation.
The bill would provide an election individuals (1) to claim a credit against income

tax liability of up to $250 for interest received from a residential financial institu-
tion, or (2) to exclude up to $1,000 of interest received from a residential financial
institution.

II. DESCRIPTION OF BILLS

1. S. 1542-Senator Percy

Partial Exclusion of Interest Received by Individuals and Partial Exclusion for
Reinvestment of Interest and Dividends

Present law
Under present law, the first $100 of dividends received by an individual from

domestic corporations is excludable from gross income. In the case of a husband and
wife, each spouse is entitled to a separate exclusion of up to $100 for dividends
received with respect to stock owned by that spouse.

No exclusion from gross income is provided under present law for interest re-
ceived by an individual from banks, savings and loan associations, or credit unions.

Issues
The first issue is whether an exclusion should be provided for interest received by

an individual on certain savings deposits and accounts. The second issue is whether
there should be provided an exclusion from gross income for a portion of dividends
or interest received by an individual which is reinvested in stock or redeposited in a
savings account.

Explanation of the bill
In general

The bill would provide an exclusion from gross income for interest received by an
individual. The limit on the aggregate amount of interest excludable would be $100
plus an additional amount not in excess of $400 each for certain reinvestments of
dividend or interest income.

$100 interest exclusion
The bill p rovides that the first $100 in eligible interest received by an individual

for a taxable year would be excludable from gross income. Interest eligible for the
exclusion would be amounts received on a time or demand deposit with a commer-
cial or mutual savings bank, a savings and loan association, building and loan
association or similar association, and a credit union. However, interest on such
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deposits would be eligible for the exclusion only if the deposits or accounts of a
bank, association, or credit union, are insured under Federal or State law.
Interest reinvestment exclusion

The bill also provides an exclusion from gross income for interest which is
reinvested in time or demand deposits in a qualifying institution or in stock of a
domestic corporation. As under the proposed$100 exclusion, a qualifying financial
institution for this purpo e would include a commercial or mutual savings bank, a
savings and loan association, building and loan association or similar association,
and a credit union insured under Federal or State law. The reinvestment exclusion
applies only if the interest received is reinvested promptly upon actual or construc-
tive receipt.

The exclusion for reinvestment would be limited to $400. In addition, this exclu-
sion would not be allowed for any amount if the net investment limitation described
belbw is not satisfied.
Dividend reinvestment exclusion

The bill provides an exclusion from gross income for dividend distributions from
domestic corporations which are reinvested in common or preferred stock in a
domestic corporation or in time or demand deposits in a qualifying financial institu-
tion. This exclusion for reinvestment would be limited to $400 and would be in
addition to the $100 exclusion under present law. In addition, this exclusion would
not be allowed for any amount if the net investment limitation described below is
satisfied.
Net investment limitation

No amount of dividends or interest would be eligible for the reinvestment exclu-
sions if a net investment limitation is not satisfied. For this purpose, a taxpayer's
investment base at the end of the taxable year must equal or exceed the sum of the
investment base at the beginning of the taxable year and the amount of dividends
and interest which would be otherwise excludable from gross income under the
reinvestment provisions. The investment base would mean an amount equal to the
sum of (1) the taxpayer's adjusted basis in stock issued by a domestic corporation
and (2) the amount of money in all time or demand deposits in a qualifying
financial institution.,

Effective date
The amendments made by the bill would apply to taxable years beginning after

December 31, 1979.
Revenue effect

This bill would reduce budget receipts by $332 million in fiscal 1980, $2,406
million in fiscal 1981, $2,565 million in fical 1982, $2,731 million in fiscal 1983, and
$2,673 million in fiscal 1984.

2. S. 1697-Senator Weicker

Election of Partial Exclusion of or Credit for Interest Received by Individual

Present law
Under present law, interest earned on savings accounts is subject to Federal

income taxation.
Issue

The issue is whether an election should be provided to individuals to exclude from
gross income the first $1,000 of interest earned on certain savings accounts or,
alternatively, to claim a dollar-for-dollar credit for interest earned on savings ac-
counts up to $250.

'The committee may wish to consider a number of possible technical problems if this proposal
is marked up. For the net investment limitation, the committee may wish to consider if the
adjusted basis of all stocks should be taken into account without regard to manner of acquisi-
tion, e.g., purchases from related parties, mar in purchases, gifts, inheritances, installment
purchases, taxable stock dividends, and contributions to capital. In addition, the committee may
wish to refine the concept of eligible dividends, e.g., cash or property, dividend income from a
preferred stock bailout, undistributed taxable income of a subchapter S corporation, and divi-
dend treatment arising from a one-month liquidation. The committee may also wish to consider
possible exceptions for distributions received from certain corporate entities, e.g., personal
holding companies, mutual funds, and subchapter S corporations.

With respect to savings investments, the committee may wish to consider refinements of the
interest reinvestment exclusion so that debts incurred for funds transferred at the end of a taxable
year to eligible accounts would not be reflected in the determination of the ending investment base.
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Explanation of the bill
The bill would provide an election to individuals (1) to exclude from gross income

a portion of interest earned on savings in a residential financial institution or (2) to
claim a credit on a portion of such interest.

The amount of the credit would be equal to the amount of interest received by an
individual on qualifying savings but the credit could not exceed $250 for a taxable
year. No special rules are provided with respect to a joint return. Thus, each spouse
would be eligible for a separate election. In addition" the credit could be used to
offset tax liability after reduction for all other credits which are not treated as tax
payments. No tax refund would be allowable for the amount by which this credit
exceeds the net tax liability.

The amount of the exclusion would be equal to the amount of interest received by
an individual on qualifying savings but could not exceed $1,000 for a taxable year.

Interest eligible for the credit or exclusion would be amounts received on savings
in a residential financial institution. Only such amounts paid in respect of deposits,
investment certificates, or withdrawable or repurchasable shares by commercial or
mutual savings banks, savings and loan associations, buildings and loan associ-
ations, or similar associations and credit unions would be eligible for the credit or
exclusion.

Effective date
The amendments made by this bill would apply to taxable years beginning after

December 31, 1979.
Revenue effect

This bill would reduce budget receipts by $1,195 million in fiscal 1980, $8,688
million in fiscal 1981, $9,341 million in fiscal 1982, $10,043 million in fiscal 1983, and
$10,014 million in fiscal 1984.

RivismD REvENuz ESTIMATES FOR BiLLs
These are revised fiscal year revenue estmateq for bills scheduled for a hearing

on October 31, 1979.

FISCAL YEARS--IN MILLIONS OF DOLLARS
1980 1981 1982 1983 1984

S. 1488 ........................................................................... 172 1,255 .1,347 1,443 1,432
S. 1846 ........................................................................... 307 2,224 2,342 2,468 2,414

STATEMENT OF SENATOR LLOYD BENTSEN
This afternoon the Tax Subcommittee of the Senate Finance Committee is holding

hearings on several tax bills including two of my proposals.
My first bill, S. 246, would provide tax relief to small savers by giving individuals

a tax exemption on the first $500 of interest earned from a savings account at a
bank, savings and loan association or credit union. The exemption would be $1000
for a husband and wife who make a joint return. The second bill, S. 999, would
excuse the payment of interest due with respect to a late payment of tax if there
was reasonable cause. This bill is of particular importance to residents of Wichita
Falls, Texas who were hit by devastating tornadoes just before April 16.

My savings proposal which has 19 Senate cosponsors will help those Americans
who rely upon their small savings for emergency purposes. This bill will help
protect the erosion of savings by inflation. The cosponsors include Senators Matsu-
naga, Boren, Baucus, Ford, ollings, Stone, Morgan, Burdick, DeConcini, Zorinsky,
Tower, Lugar, Pressler, Schmitt, Thurmond, Young, Armstrong, Garn and
Boschwitz.

Due to inflation, individuals actually receive a "negative" rate of return on
savings deposits. A tax on the interest received further penalizes the consumer who
has already been hurt by inflation. The money deposited in a savings account has
been taxed at the time the individuil-earned the income. A second tax can be harsh.

Our tax laws have penalized savings and investment and this has contributed to
lagging productivity and high rates of inflation. The United States has a very poor
record of savings compared to other industrialized nations. The U.S. rate of savings
as a percentage of disposable national income in 1976 was only 4.8 percent corn-
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pared to a rate of 6.6 percent in the United Kingdom, 13.1 percent in France, 13.2
percent in Germany, 17.2 percent in Switzerland, and 25.3 percent in Japan.

The percentage of disposable income that Americans saved during the third
quarter of 1979 fell to the lowest quarterly figure since 1951, according to figures
released by the Commerce Department. The national savings rate during the July-
September period declined sharply from 5.4% to 4.1%. The last time the savings
rate was that low was the first quarter of 1951, when it fell to 3.7%.

Michael Boskin, Professor of Economics at Stanford University, who supports my
savings exclusion proposal states:

"There is no greater problem facing the U.S. economy today than our extremely
low rate of saving and closely related low rate of investment."

Professor Boskin goes on to state: "There is no more urgent legislation than to
gradually shift to a system that would promote, rather than destroy, the incentive
to save.'

A recent Wall Street Journal article on the savings rate in West Germany points
out that the funds made available by savings in that nation have helped push
productivity ahead at a faster rate in Germany than in any other Western nation.

My other bill, S. 999, would provide equity to victims of natural disaster such as
in Wichita Falls, Texas who were unable to complete their tax returns on time due
to exceptional circumstances.

STATEMENT OF SENATOR DOLE

Mr. Chairman, the assortment of bills listed for the hearing today addresses many
problems of vital concern to various groups, from the independent newspapers
struggling to survive, to charities operating abrd. I look forward to the elucidation
on these bills that witnesses will hopefully provide.

Mr. Chairman, I am particularly interested in the bills that proposed a partial
exclusion of interest from taxable income. These bills are aimed at giving a much
needed boost to personal savings in the United States. In my judgment, personal
savings in this country has dropped to a disastrously low level. In recent years, the
personal savings rate in the United States had fallen far behind the saving rates of
our major industrial competitors. As a percentage of individual income, United
States' citizens save only about 6.5%, whereas, the savings rate in Japan is close to
25%, in West Germany 13%, and in the United Kingdom 13%. As a consequence of
this low savings rate, we simply do not have the capital that industry needs to
modernize, expand and compete internationally.

Thus, there is critical need for developing greater incentives for personal savings.
Obviously, the corrosive effects of the Nation s uncontrolled inflation is perhaps the
single greatest obstacle to increasing personal savings. It is difficult to motivate
people to put their money in 5.5% savings account when inflation is raging at 1W
percent. Consequently, to induce more savings we first need to bring inflation under
control.

Even if a solution to the inflation problem eludes us, we should be able to spur
grater savings by enacting some form of savings tax incentive, such as one of the
bills considered here today.

Mr. Chairman, in addition to the savings bill specifically listed for the hearing
today, I would hope that the witnesses might address the saving incentive provisions
of S. 1597, the savings and investment encouragement act of 1979. This bill was
introduced on July 30, 1979 with 41 cosponsors, every Republican in the Senate. The
savings provisions of S. 1597 are identical to S. 1542, which was introduced by
Senators Percy and Danforth. In light of the savings bills considered here today, and
the others which have been introduced, it is clear that many democrats share the
Republicans' strong support for enactment of some form of saving incentives.

STATEMENT BY SENATOR DAVE DURENBERGER

Several months ago, when the Disability Insurance Reform Amendments ap-
peared to be stalled in the house, I introduced legislation, S. 1643 which incorporat-
ed one section of the amendments. My bill was prompted by a concern about the
disincentives in current law which inhibit the severely disabled from returning to
work. Some argue that the disabled do not return to work because the disability
programs provide so much in income that they have no incentive to seek gainful
employment. I am not convinced that this is the case. The real problem lies in" the
fact that if a disabled person dares to rehabilitate themselves and seek work, that
person is immediately cut-off from the benefits which they received while disabled.
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The most serious drawback is the loss of Medicare benefits. The bill I introduced
would correct that problem by providing for a continuation of benefits.

Experts in the field of rehabilitation know the value of employment for the
disabled person. They also know the difficult problems that exist for the disabled
person who seeks a job and, in so doing, jeopardizes the necessary health and
financial benefits he or she receives under the various public and private programs.

Widely recognized and most important is the fact that Social '8ocurity programs,
which provide monthly payments and medical protection, include highly restrictive
provisions that discourage and often prevent people from attempting gainful work.
Examples of these inhibitive provisions arb:

The low earning level constituting substantial gainful activity;
Two consecutive years of receiving Social Security disability benefit required

for medicare eligibility;
One trial work period lasting nine months, and applicable once in a person's

lifetime; and
Re-entitlement to financial and medical benefits necessitates a second waiting

period, similar to the initial entitlement to benefits.
We can and must do more for people who are disabled. We must change the

restrictive provisions and promote improvements in the law to encourage employers
to provide employment alternatives to severely disabled persons. These programs
can be successful ventures for both the employer and employee, as one example
demonstrates.

In January, 1978, Control Data Corporation, headquartered in Minneapolis, devel-
oped Project, "HOMEWORK." HOMEWORK is a homebound employment program
made possible through Control Data's computer-based education system called
PLATO. Through "HOMEWORK," a select group of Control Data's permanently
and totally disabled employees have re-entered the world of work.

Due to the encouraging results of the HOMEWORK experiment within Control
Data, other major corporations within the United States have expressed an interest
in having Control Data help them establish a HOMEWORK program for their
company's disabled employees.

The most significant obstacle HOMEWORK has encountered since its inception is
the disincentives currently contained in the Social Security regulations and law.
Even though each HOMEWORK has been declared permanently and totally dis-
abled by Social Security, the mere fact that each person attempts to work potential-
ly leads to a discontinuation of all financial and medicare benefits.

Today, we are. fortunate to have Gary Lohn, representing Control Data, testifying
before the committee. Control Data has undertaken an important social service, and
I would like to strongly associate myself with this effort.

STATEMENT OF WILUAM V. ROTH, JR.

Mr. Chairman, I want to thank you for holding hearings on S. 1638 is to encour-
age persons to enter new businesses and to help them succeed.

S. 1638 corrects an inequity in the present law by permitting amortization of
certain start-up costs. Start-up costs (costs incurred in preparing a business to open)
that do not create an asset having a useful life of its own must be capitalized as
part of the cost of the business. Usually, businesses do not have an ascertainable

- e, and therefore, these capitalized start-up costs cannot be recovered through
depreciation. In fact, such start-up costs cannot be recovered until disposition of the
business. The start-up expenses covered in S. 1638 are the ordinary and necessary
expenses incident to the investigation, formation, and creation of a trade or busi-
ness.

The inability to meaningfully deduct start-up costs puts new businesses in- an
unfair tax bind. In commercing operations, new businesses can incur exactly the
same expenses as an ongoing business, yet newJbusinesses cannot use these ex-
penses to offset any income as would an ongoing business. For example, an ongoing
business can deduct rent, supplies' costs, minor structural costs, telephone bills,
insurance bills and similar business expenses under Section 162. A business prepar-
ing to open will incur the same expenses but cannot deduct them. A business
preparing to open will capitalize these costs and cannot recover them until the

business' last year of operation.
It is will known that many businesses fail each year. Dun and Bradstreet reported

that of the businesses failing in 1977, over half, 53.1 percent, were in their first five
years of operation. Many businesses never overcome the initial expenses of com-
mencing business. The current tax laws relating to start-up costs are a deterrent to
entering a business and reduce the chances of survival. The tax laws do not



120

encourage investigation of new enterprises nor do the tax laws adequately relieve
the initial burden of starting a business. Businesses with an indeterminable life
should not have to wait until liquidation or disposition to recover their ordinary and
necessary start-up expenses.

S. 1638 provides a meaningful deduction for start-up costs. Under this bill, pre-
opening expenses that relate to the business but do not create an asset having a
useful life of its own can offset income of the business once it begins functioning as
a going concern. The bill recognizes the conflict between deduction and capitaliza-
tion of expenses of a self-created asset. S. 1638 provides a five year amortization
period for start-up costs, not a current deduction. Although this treatment does not
equalize the tax treatment between ordinary and necessary expenses for an ongoing
business and ordinary and necessary expenses of a taxpayer starting a business, it
does provide for recovery of start-up costs during the crucial young years of a
business.

To be administrable and to prevent abuse, this provision pertains only to pre-
opening expenses of the trade or business actually entered. Investigatory expenses,
like other ordina~ and necessary pre-opening expenses, fall within this provision
onIyif th directly relate to the culminated business.

IF 1638 does not apply to the costs of acquiring an ongoing business because those
costs are not incurred or paid before the acquired business functions as a going
concern. Acquiring an existing business, however, should not be confused with' a
business expanding into an unrelated field. The latter case is covered by this bill.

The present treatment of costs of beginning business places new businesses in a
tax bind. Given the high failure rate of new businesses, reasonable tax relief must
be provided for start-up costs. In light of our need for real economic growth and
increased productivity, S. 1638 is a timely and necessary bill.

I would like to include in the Record an article published in Taxes which more
fully analyzes this subject matter and bill.
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Tax Relief for New Businesses:
Equitable Treatment of
Start-Up Costs

By DAVID B. SHARP *

O 19, Do . Sharp

October, 1979

This article explores the tax treatment of pre-
opening outlays for a new trade or business and
proposes an amendment to the Internal Revenue
Code to permit the meaningful deduction of such
expenditures. The presently inadequate tax treat.
meant of pre-opening costs discourages the start-
ing of businesses as well as increases the failure
rate of businesses. Inadequate tax treatment re-
sults when the pre-operating costs chargeable to
capital account cannot be amortized because the
business does not have an ascertainable life.%

I. Pro-opening Phase
The pre-opening stage of a business is di-

vided into (A) Investigation Phase and (B)
Start-Up Phase. As there is no difference in tax
treatment between successful investigatory ex-
penses and most start-up costs, timing, not tax
treatment, is the basis for this division.

A. Investigation Phase.-Investigatory ex-
penditures are the costs of examining business
prospects prior to reaching a firm decision to
enter a particular business. In this phase, an in-
dividual, inter alia, investigates potential markets,

0 The vic~s expressed are those of the au.or and
do not r.elsarily represent the views of any oher
pers0" or group.

INo 4.e--ecati,)n arroriizeation) will be allowed unless
the asset 1 as a !i-ited and determinable life. 4 M'ertens.
Lru of Fd',al Inezer, Tax.,n, 123. 1
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business sites, and the availability of venture
capital. During this period, the prudent business-
person studies several business opportunities be-
fore making a final decision.

Investigatory expenses of a taxpayer not in
a trade or business cannot be deducted under
Section 162.s Section 162 allows as a deduction
all ordinary and necessary expenses paid or in-
curred within the taxable year and incurred in
carrying on a trade or business.' The courts' and
the IRS's strict interpretation of the incurred-in-
carrying-on-a-trade-or-usiness requirement pro-
hibits deducting expenses incurred before the
business commences operations.4

Unsuccessful investigatory expenses (investi-
gatory expenses not pertaining to a business)
cannot be capitalized as there is nothing against
which the taxpayer may capitalize them. Fur-
thermore, unsuccessful investigatory expenses of
a noncorporate taxpayer are not deductible as a
loss under Section 165 6 because an investigation
for a business is generally not viewed as a trans-
action entered into for profit.'

Successful investigatory expenditures are capi-
talized as part of the cost of the business.' Normally,
such outlays cannot be amortized because the
life of a business cannot be determined.'

Section 212(1) allows an individual to deduct
all ordinary and necessary expenses paid or in-
curred during the taxable year for the production
or collection of income.' Judicial precedent pro-
hibits expenses from being deducted under Section
212(1) until the individual has a proprietary or
possessory type interest in the business (income-
producing property)." Thus, courts, by definition,
have made investigatory expenses nondeductible
under Section 212(1).

Existing tax treatment of investigatory ex-
penditures incurred by persons not already in
business deters one from thoroughly searching for
and examining possible business sites and mar-
kets."

1 
In view of the high failure rate of new

companies, tax laws should promote, not impede,
a deliberate selection process of potential busi-
ness ventures."

Moreover, in their treatment of investigatory
costs, tax laws favor existing businesses." Ex-
penses of an operating enterprise interested in
expansion can be deducted under Section 162,
r,rovided the expansion relates to the enterprise's

ec ..romic activities." In addition, a corporate
.',,:-'yer is permitted to deduct unsuccessfully

-'gaory expenses as a loss under Section 165."

B. Start-Up Phase. The time between the
firm decision to establish a business and the actual
start of the business is the start-up phase. Interest,
taxes, expenses for tax advice, and organizational
expenditures are discussed separately because
they. are specifically deductible under the tax laws.

1. Interest and Taxes.-n Couistsj ner v.
Idaho Power Co., 418 U. S. 1 (1974), the Court
held that the taxpayer was not entitled to a cur-
rent depreciation deduction on transportation equip-
ment to the extent such equipment was used in
the construction of the taxpayer's own capital
assets. The Supreme Court noted that Sec:ion

Section references are to the Internal Revenue Code
of 19.54. as amended.

"There shall be allowed as a deduction all the ordi-
nary and necessary expenses paid or incurred during the
taxable year in carrying on any trade or business
I. R. C. 6 16' (a).

'Sec Frcnk B. Polathek. CCH Dec. 20,453, 22 TC 8
(1954); horton Frank, CCH Dec. 19,702. -0 TC 511
(1953); George C. lVerrte-tet, CCH Dec. 15.S50, & TC
1248 (1947); ind Rev: Rut. 73-421, 1973-2 CB 33.

"In the case of an individual, the deduction (for a
loss) shall be limited to . . . losses incurred in any
transaction entered into for profit, though not connected
with a trade or business. I. R. C. I 165(c)(2).

'Although it is difficult to precisely determine when
an investigating individual enters into a transaction for
profit, clearly general investigatory expenses cannot be
deducted under Sec. 165. See Rev. RuL 77-254, 1977.2
CB 63; compare Harris W. Seed, CCH Dec. 29.719, 52
TC 880 (1969), acq., 1970-2 CB x3d with loseph IV.
Yro.,s, CCH Dec. 26,260. 40 TC 861 (1933).

'See Rev. RuL 74-104, 1974-1 CB 70; and Rev. Rul.
73-421. footnote 4, above. Cf. KWTX Broadcru i g Co.,
CCH Dee. 23,436, 31 TC 952 (1959); and Radio Statio
WBIR, CCH Dec. 23,416, 31 TC 803 (1959) (both involved
capitalizing costs of obtaining an FCC license).

' See Mid-State Products Co., CCH Dec. 20,157. 21 TC
696 (1954).

'"In the case of an individual, there shall be allowed
as a deduction all the ordinary and necessary expenses
paid or incurred during the taxable year-

(I) for the production or collection of ircome..
1. R. C. 6 212(l).

" See Weisrtein v. United Strter, 70-1 usoc r 9190, 420
F. Z! 700 (Ct. Cls.); Eugene Walet, Jr., CCH Dec. 23,838,
31 TC 461 (1958). aff'd per curiam, 60-1 usrc "9121, 272
F. 2d 694 (CA-S 1939); and Morton Frank, CCH Dec.
19,702, 20TC 311 (1953).

"P. Galvin, "Investigation and Start-Up Costs: Tax
Consequences and Considerations for New Businesseg,"
56 TAxEs-The Tar Magazine 413-417 (1978).

12Of the businesses failing in 1977. over half, 53.1
percent. were in their first five years of operation. Dun &
Bradstreet. "The Business Failure Record" (1978).

U This encourages an investigating taxpayer to form
a corporation to search for new businesses simply to en-
able the shareholders) to recoup the expenses of un-
successful searches. Ordinary loss deductions may be
obtained through the sale of 1244 stock or the passing
through of Subchapter S corporate operating losses.

"See Reg. j 1.162.1ta); and compare Yok t. Com.
,,ir.:!cnt,, -.- 3 ssc " 9952. 261 F. 2d 421 (CA-4) with
Mid-State Prodcts Co, CCH Dec. 20,157, 21 TC 696.

'See Rev. Rut 74-104, 1974-1 C8 70, and Rev. RuL
73-236,1973-2 CB 86.

TAXES-The Tax Magatin1 October, 1979
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161 t provides, with stated exceptimu, that an
expenditure incurred in acquiring (or creating)
an aet must be capitalized under Section 263(a)"
even when the expenditure might be deemed
deductible under Part VI (Sections 161 to 192).%*
Therefore, a deduction expressly granted by law
can be deferred If related to a self-constructed
item.'

Although the Idaho Power case involved the
capitalization of depreciation deductions for an
existing company, notionally the decision is sig-
nificant to the tax treatment of taxes and interest
paid or accrued during the pre-operating stage.
One could argue that if depreciation on construc-
tioe equipment should be asir-lTated into the cost
of a created asset so shc.ud lateut t on the
loan financing the creation ot an asseL Given the
Idaho Power case, interest paid or accrued on
indebtedness incurred to begin a bilsines and
taxes paid or accrued while establishing a busi-
ness should not be considered automatic deduc-
tons just because interest and taxes are specifically
enumerated deductions.

However, a persuasive argument can be made
that interest and taxes need not be capitalized
under Section 263(a) as part of the cost of the
business. First, since the Court did not address
the general issue of capitalization versus de-
ductibility of construction-related expenses, the
Idaho Power decision does not mean that all such
expenses must be capitalized.

Second, interest and taxes paid or accrued
to establish a business do not represent anything
paid into the business." Amounts paid for interest
and taxes attributable to the formation of a busi-
ness are too incidental to be assimilated into the
cost of the business. Consequently, Seitions 189
and 266 had to be enacted if interest and taxes
were to be capitalized.n It can be inferred that
without Sections 189 and 266 taxpayers would
have to deduct Interest and taxes Section 266
allows a taxpayer to elect to capitalize taxes and
interest rather than deduct them." The enact-
ment of Section 189,.* which forces certain tax-
payers to capitalize construction period Interest
and taxes, indicates that interest and taxes are not
to be capitalized without a Code section so
stating.

Furthermore, the regulations promulgated
under Section 163 state, "except as otherwise
provided 'n Sections 264 to 267, inclusive, interest
paid or accrued within the taxable year on in-
debtedness shall be allowed as a deduction in
computing taxable income." 9, Since Section 263

Ocobr, 1979 TAXES-The

is excluded, Interest should not be capitalized
under that section.

Irrespective of the correctness of the above
argument, it is doubtful that the IRS would
actively pursue this issue because interest paid
on an indebtedness incurred to establish a business
is analogous to interest paid on a home mortgage.
Forcing the capitalization of Interest under Sec-
tion 263(a) in the former example and not in the
latter would be inconsistent. Requiring the capi-
talization of home-mortgage interest under Sec.
tion 263(a) would achieve consistency, but it
would never be tolerated by Congress.

2. Experts for Tax Advtk.-Section 211 is
the counterpart of Section 161 for Part VII (Sec-
tions 211 to 220) of the Code." Therefore, Sec-
tion 263 has priority over any Part VII deduction.

A person seeking a suitable business entity
incurs attorney or accountant fees. Under Sec-
tion 212(3)," an individual's fee for consultation
concerning the tax consequences of the business's

"In computing taxable income under Section 63,
there shal be allowed as deductions the items specified in
this part. subject to the exceptions provided in part IX
.... 1, X C. 1161.

""No deduction shall be allowed for-
(1) Any amount paid out for new buildings or

for permanent improvements or bettirments made
to increase the value of any property or estate."

I. R. C. 263(s)(t).
S. Coom r aw v. Idaho P~e, Co., 74-2 usTc 19521,

418 U. S. 1, 17.
"See Id.; but see All-$ted EqOsmet Inc., CCH Dec.

30,
353 54 TC 1749 (1970), rev'd on other grounds, 72Z

usTc 19660,467 F. Zd 1184 (CA-7).
'Cf. Wntert ld v. Raferty, I usTc 1109, 4 F. 2d 590

(DC N. Y. 1925) (court held that taxes and Interest at-
tributable to real property could not be capitalized).

ISee joint Committee on Taxation, Geral Expslam-
Hon of the Tax Rfom Ad of 1976, at 25 (1976) (amounts
paid for interest and taxes attributable to the construction
of real property were, prior to the enactment of See. 189,
allowable as current deductions).

0 "No deduction shall be allowed for amounts paid or
accrued for such taxes and carrying charges u. . . are
chargeable to capital account. . . if the taxpayer elects
. . . to treat such taxes or charges as so choresble."
i. X.. C. 1266,

'"(I)n the case of an individual, an electing small
business corporation . . . or personal holding company
... no deduction shall be allowed for real property con-

struction period interest and taxes." I. R.. C. 1 189(a).
NReg. # 1.163-1(a).
"'in computing taxable income under section 63,

there shall be allowed as deductions the items specified
in this part. subject to the exceptions provided in part IX

." . R. C. l211.
""In the case of an individual, there shall be allowed

as a deduction all the ordinary and necessary expenses
paid or incurred during the taxable yer-

(3) In connection with the determination, col.
election or refund of any tax." I. . C. 1212(3). ,

tax Maosne 697
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formation is deductible." In light of the Idaho
Poem decision, it is arguable that this fee, lke
interest and taxes, should be assimilated Into the
cost of the business. However, the cost of tax
advice need not be capitalized because it is so
Incidental to the creation of the business.

3. Ovsxsatiwiaf Extdier..-Corporaw or-
ganizational expenditures are the cost incident
to the creation of the corporation, chargeable to
the capital account, and amortizable over the life
of the corporation if that life is determinable."
If the corporation so elects, Section 248 allows
It to amortize organizational costs over a five-
year period. Since Investigatory and start-up
expenditures are costs incidental to the creation
of the corporation and meet the other two defini-
tional requirements, it might be argued that Sec-
ton 248 covers those costs. However, the regulations
limit the scope of Section 248 to those expenses
incurred In forming the corporate shell."

Section 709 allows for the amortization of
partnership organizational costs." These costs
include legal fees for drafting the partnership
agreement and necessary accounting fees.

There is no similar provision for a noncor-
porate and nonpartnership business entity. Such
a business entity would have nominal organiza-
tional costs, such as accounting fees and perhaps
fees for local license and tite.

Organizational expenditures, like successul
Investigatory and start-up costs, are not deductible
for two reasons. First, organizational expenses
cannot be deducted because they are pre-operating
expenses" Second, they are considered part of
the cost of creating an asset, the business, which
assuredly has a useful life of at least several
years " Therefore, organizational expenditures
should be capitalized, and without a Code section
providing for an amortization d, they normally
could not be amortized.

4. RieoniWg Sart-Up Cor.-Remaining
Start-up costs include management fees, rents,
surveys, appraisals, insurance, utilities, advertis-
ing, and other routine expenditures that do not
create an asset other than the business.

Only expenses incurred in carrying on a trade
or business are deductible under Section 16." To
ensure that an expense was incurred in carrying
on a business, courts must determine when the
business started. Most courts accept the starting
date to be when the business begins functioning
as a going concern and performs those activities
for which it was organized." However, one court

also required the taxpayer to have the motive and
intention of realizing a profit," and at least one,
court considered the act of incorporation to be
the start of business." Except in the latter case,
start-up costs by definition cannot be deducted
under Section 162 as they are incurred before the
business functions as a going concern."

The little authority there is on this issue
indicates that start-up expenses cannot be de-
ducted under Section 212(1) because an indi-
vidual does not have a sufficient interest in the
business until it Is established." Inasmuch as
the courts' existing-interest test, which deter-
mines if a deduction is allowed under Section
212(1), is similar to the condition that the busi-
ness functions as a going concern before a deduc-
tion is allowed under Section 162," start-up costs
do not fall within the scope of Section 212(!).

Even if an individual is considered to have a
proprietary or possessory type interest in the
business during the start-up phase, start-up-ex-
penses are still nondeductible. The denial of
deductibility to start-up (and successful investi-
gatory) expenses is consistent with the general
tax principle of capitalizing an expenditure paid
or incurred to acquire or create an asset that
has an economically useful life beyond the tax-

aCt. Koa o. United Stes, 64-1 um I MS, 227
F. Sum 07 (DC Uo I'3) (advice for tax consequences
of a reo aitpdti held to be deducble under se212(3)).

0 "The organizational expenditures of a corporation
may, at the election of the corporation. . . be treated as
deferred expenses. In computing taxable income, such
deferred expenses shall be allowed u a deduction ratably
over su period of not less than 60 months as may be
selected by the corpoation ... " 1. ,. C. 1 24&

"See Reg. I 1.24&1 (b) (Z).
0 Amounts paid or incurred to organize a partnership

may, at the election of the partnership... be treated as
deferred expenses...." 1. R. C. I 709(b).

* See Comer ial Invstment Tret Corp., CCH Dec.
9, 28 B. T. A. 143 (19W), aLfd per curisn, 74F. 2d

1015 (CA-? 1935).
ISee-akson E. Col, r., CCH Dec. A,28, 63 TC

86 (1974); and W. P. Drom mid Sow Libe Co., 26
B. T. A, 1192 (1932), app dismissed, N F. 3d 1022 (CA-6
1934); and Rev. RuL 75.214, 197$-1 CD 185 (the int and
third holdings involved paesip organizational ex-
pense and led to the enactment of Sec. 7M).

* See Morto* Frank, footnote 4. above.
• See Richiond Telearfot Corp. . United $salt, 65-1

usc 1995, 345 F. 2d 901 (CA-4).
0See Edi Miw,., CCH De. 2A5 (H), 21 TCM

1173 (196).
"See Soahrn Ex#es Co., 19 B. T. A. 490 (1930).
" But see J. Syiva, "Tax Planning: Raising the Case

Again for Deductibility of Promotional Expenes," 57
TAzss-The Tax Masouis 4S6 (197).

"See Rev. RuL 73-421, footnote 4; see iso WdAeusin
v. United Stota footnote 10. aboy,.

" See A. Fleischer, Jr, "Tax Treatment of Expenses
Incurred in Investigation for a Business or Capital In.
vestment," 14 Ta Low ReA 581 (1959).

TAXES-The Tax MaganeO ,698 OWe, I979
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able year." Although in creating an asset it is
not always clear which expenses require capitali-
zation," start-up (and successful investigatory)
outlays should be assimilated into the cost of the
business." However, they cannot be recovered
through amortization if the business has an inde-
terminable life," which is almost always the case.
This results in a business's inability to recoup
such costs until its last year of operation or its
disposition."

It. Amendment to the
Internal Revenue Code

The present .ax treatment of many pre-op-
erating outlays is unfair. Too often an expense
incurred in preparing a business to open cannot
be recovered until the business is disposed of,
even though an existing business can currently
deduct the same expense.

The prohibition of offsetting a business's
income against pre-opening expenditures denies
needed and deserved tax relief. To alleviate the
tax bind of new businesses, the Code should be
amended to include a section providing for re-
covery of start-up expenditures during the criti-
cal young years of a business. The purpose of the
section would be to encourage taxpayers to enter
new businesses and to help them succeed. A
bill containing such an amendment would read
as follows:

Be it e eaced by the Senate and Howe of
Representatives of the United States of Ameria
in Congress assembled, That (a) part VI of
subchapter B of chapter I of the Internal
Revenue Code of 1954 (relating to itemized
deductions for individuals and corporations)
is amended by adding at the end thereof the
following new section:

SEC. 193. START-UP EXPENDITURES.
(a) Election to Amortize.-Start-up ex-

penditures of a trade or business may, at
the election of the taxpayer in the trade or
business (made in accordance with regula-
tions prescribed by the Secretary), be treated
as deferred expenses. Such deferred expenses
shall be allowed as a deduction ratably over
such period of not less than 60 months as
may be selected by the taxpayer in the trade
or business (beginning with the month the
trade or business starts functioning as a go-
ing concern) or if the trade or business is
liquidated before the end of the .60 month
period, such deferred expenses (to the extent

not deducted under this section) may be de-
ducted to the extent provided in section 165.

(b) Start-Up Expenditures Defined.-
The term "start-up expenditures" means any
expenditure which is--

(1) paid or incurred prior to the first
month in which the trade or business starts
functioning as a going concern;

(2) an ordinary and necessary expense
incident to the investigation, formation, and
creation of the trade or business;

(3) chargeable to capital account; and
(4) of a character which, if expended in-

cident to the investigation, formation, and
creation of a trade or business having a
determinable life would be amortizable over
such life.
Under this amendment, pre-opening expenses

that relate to the business but do not create an
asset having a useful life of its own can offset
income of the business once it begins functioning
as a going concern. The judicial phrase "func-
tioning as a going concern" is incorporated into
the amendment to prevent any overlap with
Section 162. Ordinary and necessary expenses
incurred before the business functions as a going
concern fall within the proposed section. Section
162 applies to expenses incurred after the busi-
ness begins functioning as a going concern.

To be administrable and to prevent abuse,
this provision pertains only to pre-opening ex-
penses of the trade or business actually entered.
Investigatory expenses, like other ordinary and
necessary pre-opening expenses, fall within this
provision only if they directly relate to the cul-
minated business. Admittedly, this limitation
does sot promote a thorough examination of
possible business opportunities, but that is not
the purpose of the bill.

It has been suggested that unsuccessful
investigatory costs should be deductible." This
would result in beneficial tax treatment for such
costs but would not improve the presently inad-

'See Reg. if 1263(t)-2(a) and 1.212-1(n).
' Compare LovinJ .5' NthvWt R. R. Co., CCH Dec.

34.014. 66 TC 962 (1976). appeal docketed, Noa 78-1303
(CA-6 June 2. 1979). with Fort Howard Paper Co., CCH
Dee. 28,712, 49TC 27$ (1967).

A See Richmond Tdewrirs footnote 34, above, ad
Rev. Rul. 73-421, footnote 4. above.

* See footnotes I and 6, above.
'Start-up costs and success investigatory expenses

will either increase gain upon sale of business, or upon
liquidation costs cold be recovered under See. 165.

'A. Fleischer, Jr., footnote 39, above, at 599.

TAXES-The Tax MagazineOcto"e, 1979 699



126

equate treatment of successful investigatory
expenses." The proper vehicle for providing tax
relief for unsuccessful investigatory expenses is
through an expansion of Section 165, not this
provision.

The amendment does not app!y to the costs
of acquiring an ongoing business because those
costs are not incurred or paid before the acquired
business functions as a going concern." One
might argu- that the costs of acquiring a busi-
ness should be included because there is no policy
reason to encourage persons to start a new busi-
neqs rather than to enter an existing business
(whether or not successful). On the other hand,
our antitrust laws restricting horizontal and vertical
integration reflect the fear of oligopoly and in-
creased concentration of business, suggesting that
an increase in new businesses, rather than a con-
solidation of existing enterprises, is a commend-
able goal. In any event, including such costs
would create political difficulties. It is doubtful
that any attempt to ease the cost burden of
business acquisitions, especially through stock
takeovers, would be welcomed in today's political
arena." Acquiring an existing business should
not be confused with a business expanding into an
unrelated field." In the latter case, this proposal
would apply.

Since this provision does not apply to the
costs of acquiring a business, it does not replace
Sections 248 and 709. These sections, which
provide deductions for certain start-up expenses
(organizational expenditures), are necessary to
allow the amortization of organizational costs of
a newly formed entity following the acquisition
of an ongoing business Because of the overlap
between this provision and Sections 248 and
709, they should provide similar tax treatment.
Overlaps in the tax laws allowing an expense to
fall within different sections providing for identi-
cai treatment may be unusual but are not un-
known."

The deductibility of interest, taxes, Section
212(3) expenses, and similar expenses is not
affected by the bill because such expenses are
not chargeable to capital account.

The proposed section is elective. If a busi-
ness has an ascertainable life shorter than 60
months, the business would not elect to come
within this section.

A particularly attractive feature about this
amendment is that it does not employ a radical
approach to stimulate new economic activities
and to remedy the presently inadequate tax treat.

meant of start-up costs. In effect, all it does is
assign a useful life of no shorter than five years
to new business. There are existing Code sec-
tions, such as Sections 248 and 709, which ef-
fectually do the same.

IIl. Conclusion
Existing tax laws do little to alleviate the

cost burden of entering a new business and re-
duce the chances of survival. Inequity in the
present law denies adequate tax relief for ordi-
nary and necessary expenses incurred In pre-
paring a business to open while allowing an
existing business to deduct similar expenses, A
business with an indeterminable life should not
have to wait until liquidation or disposition to
recover its start-up costs.

Legislation is needed to provide sufficient tax
relief for expenses incurred in commencing a
business. In light of the clamor in Congress
for assistance to small businesses, real economic
growth, and for supply-side tax cuts emphasizing
capital recovery, the time is ripe for enacting the
proposed bill.

Yet, passage of this bill is not assured. The
amendment may not generate active support
from organizations seeking to exert pressure
on the congressional tax committees. Liberal lobby-
ing groups are not likely to support this legisla-
tion because it would result in a static revenue
loss, thereby potentially decreasing amounts of
funds available to social programs." Some
lobbying groups on the other side of the ideologi-
cal fence will not push for this legislation because
they represent existing businesses who will realize
no gain from it.

*It is not likely to receive tax relief for unsuccess-
ful investigatory expenses, only extremely unlikely. See,
e. g., Had-ir W. Seed and Rev. Rul. 77.254, footnote 6
above.

"Such costs need tax relief as it has been long estab-
lished that reorganizational expenses are not currently
deductible as business expenses under Sec. 16Z R. Wal-
thall, "Deductibility of Legal and Accounting Fees, Bribes
and Illegal Payments," 342 T. M. 27.

4 The recent activity in the Senate Subcommittee on
Antitrust, Monopoly and Business Rights indicates the
current congressional sentiment against making mergers
cheaper or easier. (e. g., S. 600, prohibiting mergers on
the basis of size, and S. 1246, prohibiting an oil company's
acquisitions in non-related fields).

•See footnote 14, above.
See, e. g., if 162 and 212.

'The static revenue loss for this provision would be
relatively small, given the high mortality rate of new busi-
nesses, which causes a revenue los. The amendment
would not result in a dynamic revenue loss since it in-
creases the likelihood of new businesses succeeding, which
would have a positive effect on tax revenues.

TAXES--Th. Tax Mogazine700 October, 1979
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'hq Administration may initially oppose the
bill. It is likely to prefer that the goals of this
bill be achieved through a spending program
rather than through a tax expenditure provision.
However, to promote new businesses, this bill
is preferable to loans and grants and their entail-
ing pa rwork.

Although the proposed section does not
equalize the tax treatment between ordinary and
necessary expenses of an ongoing business and
ordinar, and necessary expenses of a taxpayer

starting a business, it does provide for recovery
of start-up expenditures during the crucial young
years of a business. Allowing the amortization of
start-up costs will encourage new businesses and
help them succeed. Permitting the meaningful
deduction of pre-opening outlays will stimulate
new economic activities, resulting in real eco-
nomic growth. Considering the law of deducti-
bility versus capitalization of the costs of a
self -constructed item, the amendment is a reasonable
and fair. answer to a problem of long standing. 0

TAXES-The Tax Ma nu0neOdoiier, I gig 701 '
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STATEMENT OF SENATOR MIhK GRAvxL

Mr. Chairman, I am pleased to state that I am a sponsor of S. 555, The Independ-
ent Local Newspaper Act. While I generally refrain from sponsoring legislation to
be considered by the Finan'ce Committee, on which I serve, I have made an excep-
tion in this case because of what I perceive to be a unique problem requiring promptlegislative relief.During the past 30 years, our nation's newspapers have undergone a maor

transformation insofar as ownership and local control are concerned. In 1950, less
than 30 percent of our daily newspapers were owned by chains. Today, over two-
thirds of the dailies are controlled by chains, and these include most of the larger
papers, since the chains account for over 72 percent of daily circulation and more
than 76 percent of Sunday circulation.

In the past year, the chains have been buying formerly independent daily newspa-
pers at a rate of one a week. I am advised that each week, three or four weekly
newspapers are absorbed into newspaper chains.

Mr. Chairman, I am disturbed by this trend and what it forbodes for this nation.
While many chain-owned newspapers do an excellent job for their communities,
particularly in national and international news, they lose their local roots in these
communities. More important, the diminution in independent newspapers voices
diminishes as well the size and scope of the marketplace of ideas which we expect
from our newspapers. Freedom of the press should not be circumscribed, but we
must insure that our newspapers are not all abosrbed into an ever-smaller number
of chains and media conglomerates. That is the situation we face today.

What are the underlying causes that have led to the growth of chains at the
expense of locally-owned newspapers? One major cause is the effect of the estate tax
laws on the highly inflated prices being paid for independent newspapers. So far as
can be determined, no other area of endeavor is attracting such high-earnings ratios
as are being paid for newspapers. The chains and media conglomerates are paying
40, 50, 60 times earnings to buy these properties. As the number of available
independents decreases, the ratios being paid increase accordingly.

Mr. Chairman, we cannot control the prices paid for these newspapers, but we can
and should look to the dislocations caused by such prices on the effects of the
Federal estate tax law. Estate taxes are levied on the values of the properties, and
these values are determined by what a buyer will pay for that property. In the case
of independent newspapers, the Internal Revenue Service sets the value on what a
chain will pay for a newspaper, which is well in excess of its value based upon
earnings, plant, or the like.

The Independent Local Newspaper Act provides a pragmatic remedy for this
problem. Rather than altering the valuation criteria, or providing exemptions from
taxation, S. 555 offers a pre-payment plan for estate taxes. It would allow owners of
independent newspapers during their lifetimes to pre-pay into the Treasury
amounts sufficient to cover their estate tax obligations so that their heirs will not
be forced to sell these newspapers.

Mr. Chairman, this is a means of meeting the problems I just described at little if
any real cost to the Treasury. To be sure, it is special interest legislation-but
legislation which is in the interest of the public, by preserving a diverse and
independent press. I join with my colleagues who have cosponsored S. 555 in urging
this Committee to take early and affirmative action on this legislation.

STATEMENT BY SENATOR JOHN H. CuAF=
Mr. Chairman, I want to thank you for including S. 1703 on the Subcommittee's

agenda this afternoon.
Our bill now has 13 Senate cosponsors, and just yesterday, Mr. Conable intro-

duced its companion on the House side, H.R. 5730. The kind of support we have
received is, itself, recognition of the urgency with which we must act to relieve the
drastic new tax burdens facing Americans who perform charitable services overseas.

While the verdict has not yet been returned on the overall effectiveness of the
Foreign Earned Income Act of 1978, it is abundantly clear that the employees of
non-profit organizations will be severely penalized under its provisions.

In some cases, as will be demonstrated by the Subcommittee's witnesses, the tax
increase for these individuals will amount to several hundred percent. In virtually
all cases, it is evident that to retain Americans in their overseas positions will
require charitable organizations to cutback personnel or, alternatively, increase
salaries to compensate for the increased taxes.
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The ultimate result will be a substantial reduction in the services provided by
these ambassadors of charity and goodwill from our country. They have no custom-
ers to whom they can pass along their increased costs. The new demands of the
Foreign Earned Income Act must be absorbed directly as increased program costs.
The tradeoff will be food, medical care and education to the world's needy for a few
more tax dollars to the U.S. Treasury.

These tax increases result directly from provisions of the Foreign Earned Income
Act of 1978. Prior to last year, Congress allowed Americans living and working
abroad to exclude a certain amount of income from U.S. taxes each year. For
employees of charitable organizations, the exclusion was $20,000. For corporate
employees, it was $15,000. The Foreign Earned Income Act of 1978 repealed these
exclusions for both groups, replacing them with a series of tax deductions based on
extraordinary housing expenses, education costs for the children, home leave ex-
penses, costs of living in various parts of the world, and so on. Only for Americans
working in remote construction camps was the $20,00 foreign income exclusion
retained. This was done for two reasons: one, to encourage Americans to take jobs
under hardship conditions; and, two, because the cost of living deductions would
offer little tax relief to such individuals.

If the Congress could see its way clear to provide for the special circumstances of
Americans working for profit in remote camps, then we should also be able to
recognize the special needs of our overseas charities. S. 1703 simply proposes that
Americans employed abroad by 501(c)3 organizations be allowed the option of using
the $20,000 earned income exclusion now available to camp workers. This is the
same tax treatment allowed charitable workers prior to 1978.

I must say that the administration's objection to our proposal seems ironic in face
of the President's recent call to our charities for stepped up aid to the thousands of
refugees daily fleeing their homes in Southeast Asia. It has always been a matter of
National policy that we encourage private relief efforts overseas to the maximum
possible extent. Official U.S. foreign aid has its obvious limits regardless of its
humanitarian goals, as was clearly demonstrated this week by Cambodia's refusal to
accept U.S. food relief.

Let us not undercut established National policy in order to collect an additional
few million tax dollars.

We have with us this afternoon several individuals who can speak much better
than I can to the serious problems they now face as a result of implementation of
the 1978 tax changes. They are:

Mr. Louis Samia of CARE;
Bishon Broderick of the Catholic Relief Services;
Dr. J. Winston Crawley from the Foreign Mission Board of the Southern

Ba tist Convention;
D Vernon Larson, President of U.S. University Directors of International

Agricultural Programs;
Dr. A. Colin McClung, Executive Officer of the International Agricultural

Development Service.
Gentlemen, welcome and thank you for making the trip to Washington for this

brief hearing.

Senator BYRD. The Chair will now recognize the Senator from
Wisconsin, Mr. Nelson.

Senator NELSON. Mr. Chairman, I will be very brief as I have to
leave for the airport shortly. I would like to be able to stay here

.and listen to the testimony of my colleague Senator Eagleton,
however, I am sure he will give me a copy..

Mr. Chairman, there are two matters pending that I would like
to make very brief comments on. The first is S. 1543. This proposal
is identical with S. 3430, a bill I introduced' in the 95th Congress;
and to'H.R. 654, abill introduced in the House by Congressman
Pickle.

Under this proposal, a qualified reinvestment plan would be
delIned as one which provides for reinvestment of a cash dividend
in the original-issue stock of a company.

The proposal would allow single taxpayers to reinvest a maxi-
mum of $1,500 a year; a married taxpayer filing a joint return
would be limited to $3,000.
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A shareholder purchasing stock with reinvested dividends would
be required to hold the stock for at least 1 year. Otherwise, any
gain on the sale would be taxed as ordinary income.

There are other witnesses testifying on this bill, Mr. Chairman,
so I would simply ask that the balance of my statement be printed
in the record.

Senator BYRD. Without objection, so ordered.
[The prepared statement of Senator Nelson follows:]

OPENING STATEMENT OF SENATOR GAYLORD NEisoN

Mr. Chairman, this morning the Subcommittee on Taxation and Debt Manage-
ment will hear testimony on S. 1543, a bill I introduced earlier this year which
would permit a federal tax deferral on dividends that are reinvested in original
issue stocks offered by any company with a qualified dividend reinvestment plan.
The measure is cosponsored by Senators Bentsen, Schmitt, Tower and Hollings.

This proposal is identical to S. 3430, a bill I introduced during the 95th Congress
and to H.R. 654, a bill introduced in the House by Congressman Pickle.

Under this proposal, a qualified reinvestment plan would be defined as one which
provides for reinvestment of a cash dividend in the original-issue stock of a
company.

The proposal would allow single taxpayers to reinvest a maximum of $1,500 a
year; a married taxpayer filing a joint return would be limited to $3,000.

A shareholder purchasing stock with reinvested dividends would be required to
hold the stock for at least one year. Otherwise, any gain on the sale would be taxed
as ordinary income.

If a corporation purchases its own stock within one year of making a distribution
pursuant to a dividend reinvestment plan, the distribution shall be presumed not to
have been made pursuant to a qualified dividend reinvestment plan.

Although stock purchased with reinvested dividends would basically be regarded
as the equivalent of a conventional stock dividend, the cost basis of the stock would
be zero and the holding period of the stock would commence on the date of pur-
chase.

In recent years, businesses have had great difficulty raising equity capital at a
reasonable cost. Interest rates on borrowed funds are prohibitive (the prime rate is
currently 15 percent) and our current depreciation system is so complex that the
average business cannot generate enough cash internally. This is particularly true
of utility companies which must continually offer new common stock to finance
their capital requirements.

Under existing law, federal income tax is imposed currently on the value of stock
received by a stockholder who opts to participate in a dividend reinvestment plan
and to take stock, instead of cash. This is a disincentive to those stockholders who
may be pressed to use the cash dividends to pay the current tax. Deferral of the
current tax would greatly encourage increased participation. Besides benefitting
investors, the proposal would encourage the growth of companies and make more
jobs available.

On the investor level, the proposal will primarily benefit middle income taxpay-
ers. Studies by the New York Stock Exchange indicate that 71 percent of all
stockholders have incomes between $12,000 and $50,000; 50 percent of all sharehold-
ers have stock portfolios valued at less than $10,000 and 55 percent of all divider.ds
received are by individuals in income levels of less than $50,000.

This proposal would provide substantial, direct and immediate help in the forma-
tion of new capital. It would represent a step in the direction of reducing the double
tax on dividends by eliminating the tax imposed at the stockholder level when the
dividends are reinvested in the corporation.

Finally, this proposal would encourage savings by supplementing retirement
income. In this respect, it is analogous to Keogh and IRA programs which have been
fostered by favorable tax treatment.

Senator NE1LSON. The other bill I am interested in is S. 1488, the
Individual Savings Act of 1979 which I introduced earlier this year.
This proposal seeks to help solve the inflationary cycle by increas-
ing the consumer's incentive to save by reducing the disincentive
which has bben created by the present tax system.
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Under the bill, any interest earned from a savings account in
excess of the interest earned during the preceding taxable year
would be tax free, up to a maximum of $500. Individuals filing a
joint return would be allowed a $1,000 exclusion. For example, if
an individual deposited $2,000 in a 5-percent passbook savings ac-
count in 1979, he would earn $100 in interest. If he deposited an
additional $2,000 in 1980, he would earn $200 in interest. This
additional $100 of interest would be tax free, and that would be the
case each year.

As I said, Mr. Chairman, there are witnesses here who will
testify on this proposal, and I would ask that the balance of my
statement be printed in the record.

Senator BYRD. Without objection, so ordered.
[The prepared statement of Senator Nelson follows:]

TnSIoNy or SENATOR GAYLORD NcLSON
Thank you Mr. Chairman for inviting me to testify today on an issue which is at

the heart of the current economic malaise-insufficient savings.
The American consumer has at least three good reasons not to save. First, soaring

prices make it virtually impossible for the saver to maintain the purchasing power
of his dollar, even with interest rates at record levels.

Second, our tax system creates an additional disincentive to save by further
reducing the purchasing power of the savings dollar.

And finally, rampant inflation increases the benefit of buyig now instead of
saving. Immediate purchases are substantially less expensive then they would be if
the purchases were delayed.

S. 1488, the Individual Savings Act of 1979, which we introduced earlier this year,
seeks to help solve the inflationary cycle by increasing the consumers incentive to
save through reducing the disincentive to save created by the tax system.

Under the bill, any interest earned from a savings account in excess of the
interest earned during the preceding taxable year would be tax free, up. to a
maximum of $500. Individuals filing a joint return would be allowed a $1,000
exclusion. For example, if an individual could only afford to save $2,000 every year,
he would receive a benefit under the bill. If he put $2,000 in a 5% passbook savings
account in 1979 and earned $100 in interest and put an additional $2,000 in the
account in 1980 and now earned $200 in interest on the total of $4,000 in the savings
account, the additional $100 of interest would be tax free. Interest received from
money market certificates and from negotiables would not be eligible for the exclu-
sion.

Previous legislative attempts in earlier Congresses to stimulate savings have
generally been met with two criticisms. First, that they do little to encourage
increased savings and merely provide a windfall tax break for already existing
savings. And second, that they cost the government -too much in lost revenue.

The Individual Savings Act is designed to help overcome those two criticisms of
earlier legislation. By giving a tax-break on only incremental increases in interest
received from additional savings, it (1) provides an incentive for a person to increase
their savings from one year and no windfall for existing savings; and (2) minimize
anyorevenue loss to the gove,'iment.

F or example, if an individual were allowed to exempt from taxation the first $100
of interest received, there would be no incentive to increase savings from one year
to the next. And, according to revenue loss estimates prepared by the Joint Econom-
ic Committee on Taxation, that flat exemption would cost the government $1.085
billion in lost revenue in calendar 1980.

The Individual Savings Act, providing a maximum $500 exclusion, would poten-
tially provide the individual taxpayer with 5 times the benefit of the $100 flat
exclusion; and, would encourage individuals to increase their savings from year to
year at a cost to the government of $1.15 billion. That is 5 times the benefit at a
comparable cost.

America is the only major industrialized nation which fails to encourage savings.
Consequently, according to U.S. Department of Commerce statistics, our rate of
savings as a percent of disposable income has dropped from a healthy 7.4% in 1970,
to a meager 4.9% in 1978, to a dismal 4.0% in the third quarter of 1979. According
to the National Savings and Loan Foundation, the British save 13% of their dispos-
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able income, the West Germans save 15% and the Japanese 25%. Each of these
countries encourages saving through tax incentives. To put these figures in perspec-
tive, if Americans saved the same percentage of their disposable income as the
Japanese, we would have saved nearly $300 billion more than the $76 billion saved
in the U.S. last year. This would have provided a tremendous boost to investment in
new plant and equipment, business expansion and new home construction.

If this nation is to meet its long-term capital formation requirements, we must
stimulate a high rate of individual savings. Our failure to save is creating two mjor
problems. It's starving our capital markets and helping to create excessive spending
which is fueling a high rate of inflation. Without savings, there can be no money
loaned for new home construction or for capital investment. Without investment,
productivity declines, inflation increases, and no new jobs are created.

It has become a vicious circle. Inflation encourages people to buy now pushing
prices higher and higher. Taxation discourages people from saving now by taxing
the interest they receive. The consumer is left with no choice but to buy, buy, buy,
thus draining the economy of needed savings dollars and starving our capital
markets. If current savings and buying trends are to be reversed, substantial sav-
ings incentives must be created.

Mr. Chairman, tremendous benefits will accure to the economy and to the taxpay-
ers if we can enact a bill to protect and encourage savings. Such a bill would help
stabilize consumer prices, would help reduce interest rates and stimulate the hous-
ing industry; would provide needed dollars for capital investment and help increase
sagging productivity growth; and, would help protect the savings of our eldeny and
retired who now see their savings dwindled by the ravages of inflation. I would like
to commend you for your efforts to increase savings and for holding this hearing
today. Thank you.

Senator NELSON. Thank you very much.
Senator BYRD. I thank the Senator from Wisconsin.
Before calling on the first witness, the Chair recognizes the

Senator from Texas, Mr. Bentsen.
Senator BENTSEN. Thank you very much, Mr. Chairman. And let

me first thank you for holding these hearings. I appreciate very
much your doing it.

I am here particularly because of my concern and interest in my
bill S. 246 which now has some 19 Senate cosponsors, and that is a
bill that would exempt the first $500 of interest earned on a
savings account, or $1,000 for a joint return. Due to inflation,
individuals today often receive a negative return on savings ac-
counts. Our tax laws have really punished savings in this country.

The rate of savings in the first quarter of this year were 4.6
percent. That is dead last of all the nations in the world, the lowest
rate of savings. The rate of savings in Japan at the same time were
22 percent, and the rate of savings of the Germans on the order of
18 percent.

If we are going to get this country moving again, if we are going
to increase productivity, we have to have capital formation, and
that means we have to encourage the rate of saving in this coun-
try. We can do that if we put the incentives in the system and if
we bring fairness to the tax system so people have a reason for
saving and don't end up finding themselves in effect doubly taxed
on this kind of savings.

So, Mr. Chairman, I am delighted to see this many witnesses
here who have some of the same thoughts in mind. I have never
seen this kind of generalized support from the various groups that
we see. We are seeing a myriad of financial institutions represent-
ed, and at the same time, consumer organizations, all with the
same objective in mind.

Thank you, Mr. Chairman.
Senator BYRD. Thank you, Senator Bentsen.
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Senator Talmadge, do you want to make a statement?
Senator TALMADGE. Mr. Chairman, in the interests of time, I will

submit for the record my statement. I want to commend you for
holding the hearings on this very important matter. Our productiv-
ity rate is the lowest of any industrialized nation in the world. Our
savings rate is the lowest of any industrialized nation in the world.
I think it is of paramount importance that we do whatever we can
to stimulate our savings rate, stimulate our productivity. I think
the bills that you are holding hearings on today are a step in the
right direction.

I compliment you, I compliment my colleagues that have offered
similar bills to my own.

I ask unanimous consent that this statement be entered in the
record.

Senator BYRD. Without objection, so ordered, and also Senator
Bentsen's.

[The prepared statement of Senator Talmadge follows:]

STATEMENT OF SENATOR HzMAN E. TALMADO

Mr. Chairman, I am very pleased that this Subcommittee is holding hearings on
my proposal, S. 1846, and those of Senator Bentsen and Senator Nelson to encour-
age increased savings through tax incentives. It is imperative that such legislation
be adopted during the current Congress. I hope the full Committee will be able to
turn its attention to such legislation in the near future.

The United States lags behind every other major industrial nation in the world in
economic growth. We save at a lower rate. We invest at a lower rate. American
productivity has been at a virtual standstill.

Not only are we not keeping up with the rest of the world in economic growth, we
are falling farther and farther behind. Every day we are bombarded by economic
indicators which show that the United States is no longer preeminent in technology
and productivity.

The U.S. economy is losing its vigor. It is not an exaggeration to say that we could
become a second or third-rate economic power by the year 2000-and many noted
economists are warinig just that.

We must set new national goals. We must switch national priorities away from
spending to saving.

Virtually every major foreign industrialized nation has institutionalized produc-
tivity--especially Japan and West Germany, They have established strong, working
parnerships between government, business, and labor to increase national output,
for the benefit of their own people and to make their products more competitive in
the world market.

The facts speak for themselves. In the past 10 years, Japan increased its produc-
tivity 107 percent; France 72 percent; West Germany, 70 percent; Italy, 62 percent;
and United States 30 percent.

The only bright part of the entire picture is in agriculture. U.S. agricultural
productivity is increasing about 6.4 percent a year. It is the only segment of the
American economy that is making any gains.

It is no secret that both personal savings and corporate retained earnings have
declined as a percentage of the gross national product during the 1970's. We have a
serious capital investment problem. In fact, we have the lowest level of capital
investment of all of the newer industrialized nations. Japan invests over 35 percent
of its gross national product in capital; West Germany, over 25 percent; the United
States only 17.4 percent.

The reduction in capital investment is directly related to America's poor savings
record. The Japanese save almost 25 percent of their income. The West Germans
save 15 percent. Even the British save 13 percent, while Americans save only 6%.

Our reduced savings rate has resulted from the fact that "real" after-tax return
on savings has plummeted into the negative number. During the period 1977-1979,
the after-tax return has been minus 5 percent, while the return on corporate bonds
has been approximately minus 2.8 percent. This disincentive to save cuts down on
the availability of investment for capital stock which reduces the capital labor ratio
and consequently results in a reduction of productivity growth.



134

To put it simply, our current tax laws penalize savings and investments. The
United States is one of only a few industrialized nations that does not currently
encourage long-term savings. West Germany and Great Britain provide for a total
exclusion of interest earnings from taxation. Other nations such as France provide
government bonuses of up to 5 percent on interest-earning savings accounts.

The time is long overdue for us to address this important issue and move toward
putting the United States back into it rightful position of preeminence in the world
economy. We must begin by adopting legislation to encourage Americans to save
through tax incentives and, Mr. Chairman, I pledge my strong support and efforts
to see that such a measure is adopted.

Senator BENTSEN. For the record, I would like to introduce the
statement of Senator Percy and Senator Danforth for the record.

Senator BYRD. Without objection, they will be inserted in the
record.

[The prepared statement of Senator Percy and Senator Danforth
follows:]

STATEMENT BY SENATORS CHARLEs H. PERCY AND JOHN C. DANFORTH

Mr. Chairman, the savings rate in the United States is the lowest of the major
industrialized nations. Because personal savings and investment are major sources
of business investment capital, this low rate of savings is a crucial economic prob-
lem.

Without this investment capital there can be no economic growth and no produc-
tivity gains. The result is continued high inflation. Congressional attention to this
problem is long overdue. This hearing on several proposals to encourage personal
savings and investment, including the Small Savers Incentive Act of 1979, S. 1542.
will focus attention on the importance of boosting the savings rate in this country
and stimulating capital accumulation. You are to be commended for your interest
and leadership in this area.

The Small Savers Incentive Act which we introduced on July 19 of this year will
serve two purposes. It will make savings and investment more profitable for Ameri-
cans and will increase, through its reinvestment requirement, the amount of capital
available for investment and economic growth.

The Small Savers Incentive Act is Title I of the three-bill package all 41 Republi-
cans in the Senate introduced on July 30, the Savings and Investment Encourage-
ment Act of 1979 (S. 1597). This package includes savings and investment incentives
for both individuals and businesses which we believe are vital components in a
sound economic program for the future. The Small Savers Incentive Act represents
the portion of the package which will encourage individuals to save for the future.

First, the Small Savers Incentive Act will provide a $100 tax exclusion for interest
earned from savings accounts and certificates like the existing exclusion for
dividends from domestic corporations. Second, the bill will provide additional exclu-
sions for both dividends and interest up to $400 to the extent that this income is
reinvested.

To be reinvested, interest income may remain in the same savings account or it
may be used to purchase a savings certificate or stock in a domestic corporation.
Likewise, dividends may be reinvested in the same corporation's stock, the stock of
other domestic corporations or deposited with an eligible savings institution. The
bill will give the individual -the flexibility to choose his investments.

To insure reinvestment and an increase in a taxpayer's total savings and invest-
ment, the bill provides that the additional exclusions may not be elected by a
taxpayer unless his total savings and investment increase for the taxable year. The
bill accomplishes this goal by defining a taxpayer's "investment base" as the sum
equal to the amount of the adjusted basis of all stock in domestic corporations plus
the amount of money in all deposits in eligible savings institutions. Therefore, lithe
investment base on December 31 is the same or less than the'investment base on
January 1 of the same taxable year, no exclusion will be allowed for reinvested
dividends and interest income. The investment base must increase by an amount
either equal to or more than the dividends and interest reinvested before a taxpayer
is eligible for the same exclusions. This requirement does not affect the current $100
exclusion for dividends or the $100 exclusion for interest income created by this bill.

The revenue effect of this bill depends upon what percentage of interest and
dividends is reinvested. According to an estimate prepared by the staff of the Joint
Committee on Taxation, the percentage of interest and dividends which will be
reinvested will fall between 33 and 60 percent. The following chart shows the
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revenue loss from 1980 to 1984 for both the interest and dividend provisions of S.
1542 under these assumptions.

In millions of dollars]

1980 1981 1982 1983 1984

1. 33 percent reinvestment assumption:
Calendar .................................................................. 2,261 2,390 2,527 2,671 2,823
Fiscal ...................................................................... 339 2,459 2,492 3,111 2,733

2. 60 percent reinvestment assumption:
Calendar .................................................................. 3,189 3.376 3,577 3,788 4,012
Fiscal ...................................................................... 478 3,470 3,352 3,924 3,871

We are also submitting for the hearing record a table showing the estimated
revenue loss of the bill if all excluded amounts were .reinvested (see attached).

Also for the record, we would like to submit several letters we have received from
various segments of the financial industry which endorse the Small Savers Incen-
tive Act.

Mr. Chairman, in its report earlier this year the Joint Economic Committee
recommended improvements in our nation's policy to provide incentives for capital
formation and saving. The report stated:

"A very high rate of capital formation is needed if we are to succeed in reversing
the disastrous course of productivity growth in the American economy. A high rate
of productivity growth also is essential to the success of our long-run goal of
significantly slowing inflation."

We firmly believe one way to spur capital formation is to encourage personal
savings and investment. The United States has a dismal record of savings as
compared to the other industrialized nations. According to the Organization for
Economic Cooperation and Development 1979 Economic Survey, in 1977 the United
States was last among the industrialized nations in the rate of household savings.
Japan led the way with 21.2 percent, West Germany 12.6 percent, France 16.7
percent, the United Kingdom 13.7 percent and the United States 5.3 percent.

The same survey also evaluated international savings rates as a percentage of
gross national product. This rate is determined by deducting national 'consumption
from GNP and stating it as a percentage of GNP. In 1977, Japan saved 32.2 percent
of its GNP, West Germany 24.2 percent, France 23.4 percent, the-United Kingdom
20.3 percent and the United States 17.7 percent. While these statistics show the
United States in a more favorable light, the fact is that we still finish last.

The low savings rate is a major factor in the shortage of capital available for
business investment in new plant and equipment. Here again, statistics show that
the United States falls behind other major industrialized nations. From 1966 to
1976, the United States invested 13.5 percent of its GNP in plant and equipment.
During the same period, Japan invested 26.4 percent, West Germany 174 percent,
France 16.7 percent and the United Kingdom 14.9 percent.

It is time that we in Congress take steps to reverse these alarming statistics and
we believe the Small Savers Incentive Act should be an integral part of that policy.

1978 INCOME LEVEL

Tax decrease TaX increase Percent ol
Expanded, total

Inc. Average Aveage Not tax change dtn-Returns A t (actual) Returns Amont (actual) tion

Below
$5,000.... 1,366,000 - $35,000,000 - $26 ...................................................... - $35,000,000 0.1

$5,000 to
$10,000.. 6,540,000 - 395,000,000 -60 ....................... 395,000,000 7.9

$10,000 to
$15,000.. 6,625,000 - 556,000.000 - 84 ...................................................... - 556,000,000 11.0

$15,000 to
$20,000.. 6,875,000 - 616,000,000 - 90 ...................................................... - 616,000,000 12.2

$20,000 to
$30,000.. 9,256,000 - 1,145,000,000 -124 ...................................................... - 1,145,000,000 22.8
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1978 INCOME LEVEL--Continued

Tax decrease Tax mctea Pecet ofWJKed.towl AovaAdd Not tax ctne
Retr komtt (aotua R=urms Aemnt i ,

$30,000 to
$50,000.. 5,051,000 - 1,247,000,000 -247 .................................... $1,168 -1,247,000,000 24.8

$50,000 to
$100,000.. 1,348,000 - 733, 000,000 -544 ..................................................... . - 733,000,000 14.6

$100,000
to
$200,000.. 291,000 -228, 000,000 -784 ................... -228,000,000 4.5

$200,000
and
above...... 76.000,000 - 75,000,000 -981 .................................... 5,368 - 75,000,000 1.5

Total .... 37,429,000 -5,030,000,000 -134 - .............. 2,245 - 5,030,000,000 100.0

1979 Present law, 1979 proposed law

Number of returns switching to standard ............................. 112
A m ount .......................................................................................................... ........ - 1
Number of returns switching to itemized ...................................................... 25
A m ount ................................................................................................................. . -5

CREDIT UNION NATIONAL ASSOCIATION, INC., •
Washington, D.C., October 3, 1979.

Hon. CHARLES H. PERCY,
U.S. Senate, Washington, D.C.

DEAR SENATOR PERCY: The Credit Union National Association (CUNA) adopted a
resolution at its February quarterly meetings endorsing legislation that would allow
deductions for all, or a portion of interest earned on savings deposits. The bill which
you have sponsored, S. 1542, would exempt a significant part of an individual's
interest income. This would do much to encourage savings and investment, both of
which have suffered noticeably in the United States in recent years..

Credit unions, in the normal course of their activities, act to balance the borrow-
ing and saving functions of their members. We therefore support measures that
would reverse the more recent inclination to spend rather than save. Most other
western industrialized nations provide some impetus to individuals or families to
accumulate wealth in the form of savings. In the United States this practice is
clearly penalized. Lack of incentives combined with the effects of inflation provide
severe disincentive to save.

Efforts such as yours will have the support of the Credit Union National Associ-
ation which includes the 51 credit union leagues representing each state and the
District of Columbia. Through the leagues, CUNA represents nearly 22,000 federally
and state chartered credit unions which serve over 40 million people.

Even without incentives Americans still have the propensity to save. This propen-
sity wanes, however, when an objective appraisal is made by savers which convince
them that more is lost than gained by saving. The set of conditions that now cause
Americans to lose faith in this previously sound financial practice must not be
permitted to continue and we applaud your leadership in this area.

Sincerely,
J. ALVIN GEORGE, Chairman.

ASSOCIATION FOR MODERN BANKING IN ILLINOIS,
Springfield, Ill., August 22, 1979.

Hon. CHARLES H. PERCY,
US. Senator,
Dirksen Office Building, Washington, D.C.

DEAR SENATOR PERCY: Thank you very much for your letter to Loren M. Smith,
Chairman of the Board of AMBI, relative to the Small Savers Incentive Act of 1979.
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Thank you very much for having introduced this worthwhile legislation and we
certainly are prepared to support your efforts in any way necessary.

We agree that this legislation provides the incentives necessary to stimulate
savings and investment in the United States.

As the legislation begins to move if there are any areas in which we can be
helpful to you please don't hesitate to let me know.

Best regards.
Cordially,

JAMES B. WATT, President.

ILIUNOIS ASSOCIATION OF REALTORS,
Springfield, Ill., September 1, 1979.

-_Hon. CHARLES H. PERCY,
US. Senator,
Dirksen Offwe Buildirg, Washington, D.C

DEAR CHUCK: On August 29, 1979 I sent you correspondence stating the National
Association of Realtors® policy concerning the Small Savers Incentive Act of 1979. I
also stated that the Illinois Association of Realtors® would be reviewing the legisla-
tion further.

On September 5, 1979 the Assessment and Taxation Legislative Subcommittee
reviewed S. 1542. It was their recommendation to support the concept as applied in
the Small Savers Incentive Act of 1979.

We very much appreciate the opportunity to review the legislation. If I.A.R. can
be of further assistance, please do not hesitate to contact our Staff.

Sincerely,
ROBERT E. COOK, CAE,

Executive Vice President.

THE NEW YORK STOCK EXCHANGE,
New York, N. Y., August 15, 1979.

Hon. CHARLES H. PERCY,
US. Senate, Committee on Governmental Affairs, Washington DC.

DEAR CHUCK: Thank you for your letter regarding the Small Savers Incentive Act
of 1979 which you have drafted. As you know, we have been concerned over the
implications of the decline in the number of shareholders, especially among the
younger age groups, and the low rate of savings and investment in this country.

The proposed legislation would provide a direct stimulus to saving and partially
ease the double-taxation of dividends. By whetting individuals' interest in equity
ownership, the legislation can help promote a better understanding and apprecia-
tion of our private enterprise system. This is vital in getting our economy back on a
relatively fast growth, low-inflation track. The Small Savers Incentive Act, in combi-
nation with the 10-5-3 depreciation plan, promises to enhance the rate of capital
formation, so necessary toward achievement of nur economic goals.

I was particularly pleased with the emphasis on productivity. The productivity
problem has been both a focus of the Exchange's efforts and a personal concern.
Less inflation, adequate real growth and a strong dollar internationally, require
single-minded policies to stimulate productivity growth.

Again, I am glad that the Exchange was able to contribute to your effort to spur
capital formation. Please call me or my staff if we can assist you in any way.

With best personal regards,
WILIAM M. EATEN.

--- Senator BYRD. At this point the Chair had planned to recognize
the distinguished Senator from Missouri, Mr. Eagleton, but the
Chair understands that the representative from the State of
Hawaii, Mr. Heftel, has another pressing commitment and Senator
Eagleton has agreed to yield to the Congressman from Hawaii.

You may proceed, sir.
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STATEMENT OF HON. CECIL HEFTEL, A REPRESENTATIVE IN
CONGRESS FROM THE FIRST CONGRESSIONAL DISTRICT OF
THE STATE OF HAWAII
Mr. HEFTEL. Thank you very much, Mr. Chairman and commit-

tee members. I am really here on behalf of my colleague on the
Ways and Means Committee, Jake Pickle, who introduced compa-
rable legislation in the prior session of the Congress, and it is a
great pleasure on my part to speak on behalf of Jake and myself
supporting S. 1543, which on the House side is known as H.R. 654.

I will read the statement in total, skipping one page of it, rather
than extemporizing because it is in fact my colleague, Jake
Pickle's statement.

Senator BYRD. The entire statement can be printed as if
delivered.

Mr. HEFTEL. Thank you very much.
Briefly, the bill is called the Dividend Reinvestment bill. It would

allow a stockholder to defer tax payments on any dividends that
the stockholder exchanges for new issue stock in the corporation.
There are several guidelines to this.

The stock issued has to be new issue stock. The stockholder has
to have an option-he can take cash or the new issue stock. The
corporation's plan has to be qualified, and on the record with the
IRS.

From a tax standpoint, the obvious advantage to the stockholder
is that a cash dividend is taxed at regular tax rates whereas the
sale of stock is treated as a capital gain. The legislation is designed
to prevent abuse of this tax principle. If a person gets, for example,
10 shares of stock instead of cash, and he adds that to his existing
100 shares, that person cannot immediately convert some stock
into the cash at the capital gain rate. The reason is that the bill
sets up a last-in, first-out rule. Also, if a stockholder sells any stock
within 1 year of getting his stock dividend, the IRS will consider
that stock to be the most recently acquired. Thus, a tax would be
paid at the regular rate, not the capital gain rate for the sale
within 1 year.

The bill also arbitrarily sets the value of the stock to be zero.
Thus, when it is sold, either at the capital gain rate or the regular
tax rate, the total price is taxable since the value has gone from
zero to whatever is the price of the stock at that time.

Finally, the bill puts a $1,500 cap on the amount of value a
taxpayer can claim for this tax deferral in any year.

It is true that many companies are beginning to have these
original issue stock dividend plans. This is particularly the case for
utility companies. In fact, these firms have pioneered this approach
to raising money.

These companies have sufficient capital, but they also have the
largest outlays of any type of business in America. New power
plants are coming in on line at about $1 billion today. Assuming
continued inflation problems, plants on the drawing boards today
that will exist in 6 or 7 years will have a projected cost of $2
billion. There is no end to the demand for these incredible amounts
of money.
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These firms realize that issuing bonds, and borrowing money
from banks has its limits. So they have turned to this method of
finance.

Unlike other capital formation proposals, such as the investment
tax credit and accelerated depreciation, divident reinvestment will
provide capital only to firms that need it. These other approaches,
which have good logic behind them, and which I do not oppose per
se, will give more cash to all businesses that make a profit. For
example, a cash rich oil company will get more cash from the tax
credits and depreciation legislation. In all likelihood, -the corpora-
tion with cash would not start up a dividend reinvestment
program.

Also important is that this legislation is a simple, first step
toward the elimination of the double taxation of dividends. Up to
this point, we have been unable to solve the double taxation of
dividends because of complexity and cost to the Treasury. With this
bill, the taxpayer could end the taxation of dividends up to $1,500
per year. This is a logical first step toward ending the problem of
taxing the same money twice without complexity and without large
costs to the Treasury.

Senate 1543 is not an expensive bill. Its first year cost is around
$240 million on a fiscal year basis. It is my understanding that the
cost for the full calendar year would be $640 million. In normal
circumstances both the House Ways and Means Committee and the
Senate Finance Committee could put this legislation into action
and report a $240, million revenue drop in fiscal year 1981.

Please note that I am using the figures from the Joint Commit-
tee on Taxation. As is their policy, they do not compute any feed-
back from increased economic activity. I would feel that with this
money going back into a firm to expand and build, the new con-
struction and business activity would be substantial. This would
thus mean more tax revenues. Once this ball got rolling, a highly
respected economic firm, Robert Nathan Associates, stated that the
revenue drop would be offset by revenue gained the second year of
operation of the dividend reinvestment legislation.

In sum, I would ask that the committee give favorable considera-
tion to S. 1543. The bill would be a good, rifle shot capital forma-
tion proposal, a first step to ending double taxation of dividends,
and would not cost large sums to the Treasury.

In Jake's words, I cannot think of a better deal.
And I do want to thank the Senator from Missouri for his kind-

ness in permitting me to address you first.
Senator BYRD. Thank you, Congressman. You certainly know

hvw to end right at the sound of the Long. Tell Jake we missed
him, but you made a fine presentation for him and we are glad to
have you.

Mr. HrFTEL. My thanks to you very much.
[The prepared statement of Mr. Heftel follows:]

TESTIMONY OF CONGRESSMAN CECIL HExrIL

Mr. Chairman, it is apleasure to speak in behalf of S. 1543, which is known on
the House side as HR. 6.

Briefly, the bill is called the Dividend Reinvestment bill. It would allow a stock-
holder to defer tax payments on any dividends that the stockholder exchanges for
new issue stock in the corporation. There are several guidelines to this:
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The stock issued has to be new issue stock.
The stockholder has to have an option-he can take cash or the new issue

stock.
The corporation's plan has to be qualified, and on the record with the IRS.

From a tax standpoint, the obvious advantage to the stockholder is that a cash
dividend is taxed at regular tax rates, whereas the sale of stock is treated as a
capital gain. The legislation is designed to prevent abuse of this tax principle. If a
person gets, for example, 10 shares of stock instead of cash, and he adds that to his
existing 100 shares, that person cannot immediately convert some stock into cash at
the capital gain rate. The reason is that the bill sets up a last-in, first-out rule. AIao,
if a stockholder sells any stock within one year of getting his stock dividend, the
IRS will consider that stock to be the most recently acquired. Thus, a tax would be
paid at the regular rate, not the capital gain rate for the sale within one year.

The bill also arbitrarily sets the value of the stock to be $0. Thus, when it is sold,
either at the capital gain rate or the regular tax rate, the total price is taxable since
the value has-gone from $0 to whatever the price of the stock is.

Finally, the bill puts a $1,500 cap on the amount of value a taxpayer can claim for
this tax deferral in any year.

Those of us who are supporting this bill have been more than willing to accept
changes that would prevent any gain to the individual that is not in line with our
purpose. When Congressman Jake Pickle introduced this bill in the last Congress,
many of these safeguards were not in the bill. However, they have been adopted as
problems were pointed out, and if in the days ahead we see other problems, the
same attitude on our part will continue.

The purpose of the bill lies mainly in a desire to create capital for the economy.
This in turn will insure jobs for our future and increased productivity. The bill
creates capital by creating money through the traditional and sound method of
selling shares of a company to make equity. Currently, most businesses can expand
through two methods-borrowing from a traditional lending institution, or issuing
debt paper. With a shortage of capital and with interest rates so high, the business
that can expand with its own cash flow, or retained earnings, is in very good shape.

But unfortunately, not all business have the kind of cash to do this.
This vicious cycle of borrow, borrow, borrow can be broken by the firm that can

raise money through its equity. Right now, the incentive of the stockholder to have
a bigger piece of the action instead of cash is not great enough to see this phenom-
enon do the job that it can.

It is true that many more companies are beginning to have these original issue
stock dividend plans. This is particularly the case for utility companies. In fact
these firms have pioneered this approach to raising money.

These companies have sufficient capital, but they also have the largest outlays of
any type business in America. New power plants are coming on line at $1 billion
today. Assuming continued inflation problems, plants on the drawing boards today
tht will exist in six or seven years will have a projected cost of $2 billion. There is
no end to the demand for these incredible amounts of money.

These firms realize that issuing bonds, and borrowing money from banks has its
limits. So they have turned to this method of finance.

Unlike other capital formation proposals, such as the investment tax credit and
accelerated depreciation, dividend reinvestment will provide capital only to firms
that need it. These other approaches, which have good logic behind them and which
I do not oppose per se, will give more cash to all businesses that make a profit. For
example, a cash rich oil company will get more cash from the tax credits and
depreciation legislation. In all likelihood, the corporation with cash would not start
up a dividend reinvestment program.

Also important is that this legislation is a simple, first step towards the elimina-
tion of the double taxation of dividends. Up to this point, we have been unable to
solve the double taxation of dividends because of complexity and cost of the Treas-
ury. With this bill, the taxpayer could end the taxation of dividends up to $1,500 per
year. This is a logical first step towards ending this problem of taxing the same
money twice without complexity and without large costs to the Treasury.

S. 1543 is not an expensive bill. Its first year cost is around $240 million on a
fiscal year basis. It is my understanding that the cost for the full calendar year
would be $640 million. In normal circumstances both the House Ways and Means
Committee and the Senate Finance Committee could put this legislation into action
and report a $240 million revenue drop in Fiscal year 1981.

Please note that I am using figures from the Joint Committee on Taxation. As is
their policy, they do not compute any feedback from increased economic activity. I
would feel that with this money going back to a firm to expand and build, the new
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construction and business activity would be substantial. This would thus mean more
tax revenues. Once this ball got rolling, a highly respected, economic firm, Robert
Nathan Associates, stated that the revenue drop would be offset by revenue gain the
second year of operation of the dividend reinvestment legislation.

In sum, I would ask that the Committee give favorable consideration of S. 1543.
The bill would be a good, rifle shot capital formation proposal, a first step to ending
double taxation of dividends, and would not cost large sums to the Treasury.

I cannot think of a better deal.

Senator BYRD. Senator Eagleton, the committee is very glad to
have you today.

STATEMENT OF HON. THOMAS F. EAGLETON, A U.S. SENATOR
FROM THE STATE OF MISSOURI

Senator EAGLETON. Thank you, Mr. Chairman. I want to thank
you and the other members of the comm ittee for the opportunity to
testify before your subcommittee on buch very short notice. I con-
tacted the staff only yesterday, and they were very accommodating
in permitting me to appear on today's agenda.

The Senate is currently in the midst of a debate on H.R. 4986,
the so-called Consumer Checking Account Equity Act. As that bill
presently stands, it would have a far-reaching impact on the bank-
ing industry, the housing industry and the consumer. One of my
biggest concerns about the bill is the provision to reduce the de-
nomination of certificates of deposit from $10,000 to $1,000 in an
effort to provide relief to the small saver. I am sympathetic with
the purpose of this legislation, but nevertheless must oppose the
provision because of the certain harmful impact it would have on
our savings and loan associations, the housing industry, and ulti-
mately the consumer. I believe there are far more positive ways to
help the small saver without causing the mortgage market to
become even more constricted than it already is.

For that reason, I introduced yesterday, S. 1956, a bill to provide
relief for small savers. While I am aware that this subcommittee is
considering today three other bills which provide tax relief for
savers, I believe my bill has several distinct advantage or two over
these other bills. S. 1956 is truly a small saver bill. It would allow a
tax exclusion on interest income earned only from passbook sav-
ings accounts at commercial banks, mutual savings banks, savings
and loan's and credit unions. Individuals would be allowed a deduc-
tion of up to $500 and $1,000 for married couples who file a joint
return. As a double test to insure that only the truly small saver
will benefit from this exclusion, the bill provides that only those
taxpayers who earned an aggregate of $500 or less in interest and
dividends, and $1,000 or less for joint returns from all reportable
sources can qualify for the tax exemption. I propose this second
test to preclude the case of an individual who may be earning a
sizable return on high yielding investments and then decides to
place some money in a passbook account to receive the tax benefit.
The small saver does not have such an option. His only alternative
is his passbook savings accounts. It is this individual I think we
want to help.

While I commend the intentions of my colleagues whose bills
provide tax relief for savers, I nevertheless believe that S. 1956 is
an improvement over the others because of its reduced revenue
costs and the fact that it is so explicitly targeted to the small saver.
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According to very rough estimates-and I emphasize these are
rough estimates from the Treasury Department-the revenue loss
costs of the bills are as follows:

S. 246 would cost approximately $4.6 billion in 1984.
S. 1846 would cost about $2.6 billion in 1984.
S. 1488 would cap, after about 5 years, at $1.3 billion.
According to the Treasury Department, my bill, S. 1956 would

cost approximately $850 million in 1980 and only $1 billion in 1984.
As one can see, this would be the least costly in terms of revenue
lost by the Treasury Department.

Once again, let me say my bill would be targeted to the small
saver and therefore would be less costly. It would specifically help
people that I call the Aunt Hazels of the world who have placed all
or nearly all of their savings in a bank or a savings and loan or a
credit union. I urge my colleagues to look at this Aunt Hazel bill., I
think it is an effective means to assist the beleaguered small saver.

I thank you, Mr. Chairman.
Senator BYRD. Thank you, Senator Eagleton.
Senator Bentsen.
Senator BENTSEN. Well, I would only comment that I share very

much the Senator's concern about what they are talking about, the
reduction of the certificate from $10,000 to $1,000. I think that
something along the lines that either he has proposed or I have
proposed is a much more positive approach to it.

Frankly, I would be offering a substitute on the floor this after-
noon if I didn't know it wasn't subject to a point of order.

But I think the day has come, as evidenced 'by the kind of
support we are seeing here, and that we are going to get positive
action in the next tax bill, which I don't think is far off, along
these lines, and I commend the Senator.

Senator EAGLETON. I thank my colleague.
Senator BYRD. Senator Talmadge.
Senator TALMADGE. Thank you very much, Mr. Chairman.
I compliment you, Senator Eagleton, on a very fine statement. I

also associate myself with the distinguished Senator from Texas on
your comment on money market certificates because I fear, too,
that a reduction will have a very adverse effect on savings and
loan's and the housing situation.

Senator EAGLETON. I thank my colleague and I thank you.
Senator BYRD. Thank you very much, Senator Eagleton.
[The prepared statement of Senator Eagleton follows:]

STATEMENT OF SENATOR THOMAS F. EAGLETON

Mr. Chairman, I would like to thank you for this opportunity to testify before
your Subcommittee on such short notice. I am also appreciative of the accommoda-
tions your staff made on my behalf.

The Senate is currently in the midst of debate on H.R. 4986, the Consumer
Checking Account Equity Act. As this bill presently stands, it would have a far-

reaching impact on the banking industry, the housing industry and the consumer.
One of my biggest concerns about this bill is the provision to reduce the denomina-
tion of certificates of deposit from $10,000 to $1,000 in an effort to provide relief for
the small saver. I am sympathetic with the purpose of this legislation, but neverthe-
less must oppose the provision because of the certain harmful impact it would have

on our savings and loan associations, the housing industry, and ultimately the

consumer. I believe there are far more positive ways to help the small saver without
causing the mortgage market to become even more constricted than it already is.
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For that reason, I recently introduced S. 1956, a bill to provide relief for small
savers. While I am aware that this subcommittee is considering today three (3)
other bills which provide tax relief for savers, I believe my bill has several distinct
advantages over these other bills. S. 1956 is truly a small saver bill. It would allow a
tax exclusion on interest income earned only from passbook savings accounts at
commercial banks, mutual savings banks, S&Ls and credit unions. Individuals
would be allowed a deduction up to $500 and $1,000 for married couples who file a
joint tax return. As a double test to insure that only the truly small saver will
benefit from this exclusion, the bill provides that only those taxpayers who earned
an aggregate of $500 or less in interest and dividents ($1,000 or less for joint
returns) from all reportable sources can qualify for the tax exemption. I propose this
second test to preclude the case of an individual who may be earning a sizable
return on high yielding investments and then decides to place some money in a
passbook account to receive the tax benefit. The small saver does not have such an
option-his only alternative is his passbook savings account. It is this individual we
want to help.

While I commend the intentions of my colleagues whose bills provide tax relief for
savers, I nevertheless believe that S. 1956 is an improvement over the others
because of its reduced revenue costs and the fact that it is so explicitly targeted to
the small saver.

According to some very rough estimates from the Treasury Department, revenue
costs for the other bills would be as follows:

(1) S. 246 which permits an outright exclusion in interest for any and all
individuals ($1,000 for joint returns) will cost approximately $4.6 billion in 1984.

(2) S. 1846 which is similar to S. 246 but permits a $250 exclusion ($500 for
joint returns) on interest and dividends will cost $2.0 billion in 1980 and $2.6 in
1984.

(3) S. 1488 which allows an exclusion of up to $500 on interest and dividends
earned ($1,000 for joint returns) only to the extent that the interest and divi-
dends received during the taxable year exceed the interest and dividends during
the preceding taxable year would cost roughly $900 million the first year and
would cap after 5 years at about $1.3 billion.

According to the Treasury Department, S. 1956 would cost approximately $850
million in 1980--and only $1 billion in 1984. As you can tell, this would be the least
costly bill in terms of revenue lost by the Treasury Department.

Once again, let me say that my bill would be targeted to the small saver and
therefore would be less costly. It would specifically help the people I call the "Aunt
Hazels" of the world who have placed all or nearly all of their savings in a bank,
S&L or credit union. I urge my colleagues to take a look at my "Aunt Hazel bill." I
think it is an effective means to assist the beleagured small saver.

Senator BYRD. The next witness will be Mr. Harvey Galper,
Associate Director, Office of Tax Analysis, Department of the
Treasury. Mr. Galper will address S. 246, S. 1488, S. 1543 and S.
1846.

At the same time, Mr. David Rosenbloom, International Tax
Counsel, Department of the Treasury, might come forward-Mr.
Rosenbloom will address S. 1703; and Mr. Harry L. Gutman,
Deputy Tax Legislative Counsel, Department of the Treasury, will
address S. 541, S. 555, S. 999, and S. 1638.

Mr. Galper.

STATEMENT OF HARVEY GALPER, ASSOCIATE DIRECTOR,
OFFICE OF TAX ANALYSIS, DEPARTMENT OF THE TREASURY
Mr. GALPER. Thank you, Mr. Chairman, and members of the

subcommittee. I welcome the opportunity to present the Treasury's
views on four bills now before you: S. 246, S. 1846, S. 1488, and S.
1543. There are two other bills, as you indicated, S. 1542 and S.
1697, also relating to the same subject, but unfortunately we did
not receive notification that these would be on the schedule in time
for us to prepare a full analysis for you. My comments on the other
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four bills, however, in large measure would apply to those two
latter bills as well.

The first and simplest of these pieces of legislation is S. 246,
which would exempt up to $500 of interest on savings accounts,
$1,000 for joint returns.

The second bill, S, 1846, would enlarge the existing exemption for
dividends received. S. 1488 would exempt up to $500 of interest on
savings accounts or $1,000 on a joint return, available only to the
extent that interest earned in 1 year exceeded the amount earned
in the immediately preceding year.

Finally, S. 1543 would exempt up to $1,500 of dividends, $3,000
for a joint return, reinvested each year under a qualified dividend
reinvestment plan.

We have given these bills careful consideration because of our
interest in legislation that might promote savings or assist small
savers. However, we have concluded that none of the bills would
effectively further these goals, and in fact, these bills would distort
the allocation of saving among financial assets. Therefore, the
Treasury is opposed to all four of these bills.

Let me now focus on each proposal separately.
The Treasury opposes S. 246 for three reasons. First, it is expen-

sive. Second, it does not stimulate savings effectively. And third, in
our view, it may hinder the enactment of legislation now before the
full Senate to phaseout regulation Q, which currently limits to 5V2
percent the return that thrift institutions can pay to savers holding
passbook accounts. The administration supports legislation to
phase out regulation Q as a more effective means to aid small
savers.

Let me discuss each of these three points. In terms of foreign
revenue, S. 246 would range from about $3.4 billion in its first full
year to in excess of $4.5 billion after it has been in effect for 4 or 5
years.

S. 246 also does not stimulate savings effectively because, for the
most part, it does not operate on the margin of decisionmaking.
Almost three-quarters of the revenue loss, or over $3.3 billion a
year at 1984 levels, would go to the largest savers and would do
absolutely nothing to encourage saving for those savers who cur-
rently have in excess of $500 of interest in their savings account.
Some marginal incentive would be provided to increase savings for
small savers, but even if this group were to increase their savings
significantly, they represent such a small portion of total savings
that aggregate savings is likely to be affected very little.

While S. 246 would provide some relief for small savers, the
simplest and most effective way to provide assistance is to phase
out regulation Q, which is what forces small savers to receive an
unfairly low rate of return in the first place.

Essentially what we are saying here is that when you are dealing
with small savers who are subject to low marginal tax rates, tax
exemption does not represent much of an increase in their rate of
return, compared to the market rates that they might receive if
regulation Q were phased out.

For example, assuming-and this is just an assumption-that a 9
percent rate were available on passbook accounts, if regulationQ
were phased out, then we would find that a taxpayer in the 14
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percent bracket would receive after tax a 41 percent higher rate of
return from phasing out regulation Q than from making the cur-
rent 5 2 percent passbook rate tax exempt. Similarly, a 20 percent
bracket taxpayer would receive over a 30 percent higher rate of
return.

Therefore, in our view, if we wish to help the small saver, it
makes more sense to get rid of those restrictions which are current-
ly preventing market rates of return from being provided to the
small saver. The administration therefore supports S. 1347 which
would phase out regulation Q over a 10 year period.

Let me turn briefly to S. 1846, which would exempt a combined
total of up to $250 of interest and dividends from tax for a single
return, $500 for a joint return. Again we are confronted with a
substantial revenue loss, ranging from $2 billion in 1980 to $2.6
billion in 1984, and I reiterate this revenue loss point because we
are indeed dealing with a tight budget, and we just don't have the
room in the budget at this time for major tax initiatives.

In addition, there would be a similar waste of revenue in the
sense that most of the money would not be available for taxpayers
who would receive a higher incentive to save as a result. Over 60
percent of the revenue loss is wasted on taxpayers who are over
the $250 limit.

And again, we would support removing regulation Q as a much
more effective way of assisting the small saver.

S. 1488, however, is a somewhat different matter. It represents
an intriguing attempt to overcome some of the weaknesses of the
earlier bills by trying to reduce the size of the revenue loss which
would not provide a direct incentive to save. This is done by an
incremental approach of providing the subsidy, or the tax exemp-
tion, only for saving or for interest income in excess of a prior
year's interest income. However, this approach, while interesting,
is not fully successful either. First, one must be careful not to
overstate the magnitude of the incentive effects provided by an
incremental approach. It is only a 1 year incentive for saving, not a
permanent incentive. As a result, the incremental approach pro-
vides a much smaller incentive to save than does a permanent
incentive on a higher level of passbook saving maintained in a
savings account.

We have an example in the testimony which illustrates why this
is true.

Furthermore, the incremental approach encourages various types
of transactions which certainly do not seem to make sense from an
overall policy point of view. In other words, a taxpayer may reduce
savings for a year, or even better, transfer his funds into other
assets for a year in order to establish a lower savings account
interest base for the following year. In this fashion, his holdings of
eligible assets may go up and down to take maximum advantage of
the tax benefit.

It does not appear desirable policy to encourage such transac-
tions in order to qualify for tax benefits.

Furthermore, an incremental approach is bound to have some
arbitrary impacts on taxpayers in particular situations. For exam-
ple, it would discriminate against older persons who are at a stage
in life when they ordinarily draw down their savings, and wotild
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favor younger persons who are at a stage of life when they ordinar-
ily would add to their savings. In either case, there may not be an
appropriate incentive provided for the saver in that particular
category.

As a result, the Treasury is also opposed to S. 1488.
Let me turn now to S. 1543, which differs from the other three

bills by providing a relatively narrow incentive for reinvesting
dividends rather than broader incentives for all dividends or all
interest on savings accounts. This is a departure from the previous
three bills in that it is most definitely not a program for small
savers. The effect of S. 1543 is to give shareholders an option to
convert cash dividends into earnings retained on their behalf by a
corporation. In other words, it is a device to effectively convert
dividend income into capital gains. The benefits, therefore, would
not be to small savers but to those who gain most from relatively
advantageous taxation of capital gains, and for those who do not
need the immediate cash from current dividends.

Furthermore, S. 1543 could encourage tax motivated churning of
assets in the sense that an individual who really needed to liqui-
date assets would merely hold on to the asset or the stock that was
created by the reinvestment of the dividends, and sell off another
part of his portfolio if current income were needed. It would en-
courage tax motivated borrowing to the extent that it is easier and
less risky to borrow against stock in a secure, high yield company
than stock in a company which is a growth company.

The basic question-raised by this legislation is: Should sharehold-
ers pay any tax on current earnings of the corporation? Such taxesare now paid on current dividend distributions of the corporation.
To the extent that S. 1543, resembles past proposals to relieve the
double tax of dividends, it does so in a rather peculiar way. Rather
than providing that dividends are taxed once at the marginal rate
appropriate to each shareholder, it taxes them, in effect, at corpo-
rate rates by allowing the individual not to pay taxes on his
individual dividends at his own individual income tax rates. For
these reasons, the Treasury also opposes S. 1543.

However, we recognize that the tax system, especially in an
inflationary period, does discourage savings ind investment and
that it remains an important economic objective to stimulate great-
er capital formation. Budgetary considerations, however, simply do
not permit new tax initiatives at this time. When appropriate, we
would expect to evaluate a whole range of alternative approaches
for promoting savings and investment. These would include not
only possible savings incentives that would not have the deficien-
cies of the proposals before you today, but would also extend to
measures to accelerate depreciation allowances, and to provide,
perhaps, for a general restructuring of tax burdens. Choices among
these approaches would then be based on the considerations of
equity and relative effectiveness in promoting savings and invest-
ment.

Thank you, Mr. Chairman.
Senator BYRD. Thank you, sir.
Senator Bentsen?
Senator BENTSEN. Thank you very much, Mr. Chairman.
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Mr. Galper, reading your testimony, at one point you say, refer-
ring to S. 246, it would do absolutely nothing to encourage savings.
Well, now, I think that is just so flatly wrong on its face-and I am
talking about the bottom of page 2-it is the same sort of thing we
heard on capital gains. Capital gains was not going to do anything
for venture capital, and we turned around and passed it in this
Congress, and we had to drag the administration into it, kicking
and screaming. But the figures show that venture capital in this
country went up almost 10 times, by professional venture capital
managers, following that. The new issue market increased substan-
tially.

Now, I just want to tell you that this is going to pass in one form
or another because the people in this country are ready to see that
kind of psychology turned around.

If you have got passbook savings today that are bringing you 5V2
percent interest and your taxes on it gets down below 4 percent,
you have got inflation at 13 percent, and you have got yourself a
negative 9 percent, I think it is time we learned something from
what some of the other countries are doing.

I cited you a bunch of figures on what other countries are doing
on savings, 22 percent, by the British depending on the period of
time, 25 percent by the Japanese, the Germans at 13 percent, but
some of the reasons that we see that is that they have put incen-
tives in the system for that.

Let me give you some examples. Now, in Britain, their national
savings certificates up to the equivalent of $2,237, are tax free.
British savings bonds, save as you earn, national savings bank
accounts, totally tax free. In Germany, deposits at savings and loan
institutions are deductible based on family size, veteran status, and
other factors. In Japan, interest income from deposits up to
$15,000, totally exempt, ever since World War II. The policy in this
country has been to try to take care of the economy by stimulating
consumption and we have become almost a nation of demand junk-
ies.

Now, the Joint Economic Committee, in its annual report this
year, is talking about turning that around, getting over to the
supply side, doing some things about capital formation. Now, this is
a positive approach that we are trying to make, and I really think
Treasury ought to get aboard and try to assist because I frankly
think we are going to prevail, and there is enough credit to go
around, and we will let some of it spill over to you. [Laughter.]

Senator BENTSEN. You know, if you take this lesson to heart,
that is.

Mr. GALPER. Let me respond on a couple of points. One is that I
didn't say, at least I hope I didn't say that the whole proposal
would do nothing to encourage savings.

Senator BENTSEN. Well, you were kind enough not to denounce
the whole proposal.

Mr. GALPER. To the extent that the benefits go to people already
having interest income in excess of the limit, there is no incentive
to encourage saving. That is a different point.

Senator BENTSEN. Well, I think that is an incentive for them to
leave that money in there.

Mr. GALPER. It is already in there.
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Senator BENTSEN. Because otherwise they are going to pull out
unless they can See some additional considerations in this period of
inflation.

Mr. GALPER. We are certainly in agreement with you on the
desire to increase capital formation, and it is for that reason that
we have to be very careful in trying to determine measures which
will really achieve that goal because we can spend a lot of money
to very little effect.

Senator BENTSEN. I would think every one of your arguments
could be used with the same degree of justification to what Japan
is doing, Germany is doing, Britain is doing, but they decided to do
them anyway, even in spite of your reasoning on this, and the
savings are substantially higher than ours.

Mr. GALPER. Well, I did not testify in front of them, but I think if
we want to look at their experiences, we also should evaluate
whether they are successful and not just whether they have them.
And on the margin, we should ask if the money or the revenue
that would be lost in this way, would it indeed succeed in stimulat-
ing additional savings.

Senator BENTSEN. Well, let me say I sat down and had breakfast
with the French Economics Minister who assured me they were
amazingly successful, that they were just delighted and gratified.

Senator BYRD. Senator Dole.
Senator DoL. Well, I would just say-and I have read, tried to

catch up on the statements on S. 246-there is another proposal to
provide a tax incentive for savings, S. 1597, which I think under-
scores what Senator Bentsen has indicated. There is a lot of sup-
port for the concept. In fact, S. 1597, the Savings and Investment
Encouragement Act of 1979, is one of the few bills that I can
remember on which all the Republican Senators are in agreement.
We have introduced S. 1597, which excludes from income both
qualified interest and qualified dividend income, to encourage both
savings and investment. An additional exclusion is provided for
interest and dividends that are reinvested.

I don't know whether your objection, Mr. Galper, would apply to
the dividend exclusion or not. Would you support that?

Mr. GALPER. Well, there are a couple of points to be made there.
One is that the same budget point that I have been making applies
in any case. However, putting that aside for a moment, I think one
would say that the broader the incentive is applied, that is, across
various types of capital income, the less there is likely to be switch-
ing from one asset to another asset, just to take advantage of the
tax benefit that would only apply in one case and not in another
case. So to that extent I would say if revenue considerations were
not a constraint, then a broader approach may make more sense
than a narrower one.

Senator DoLE. Well, I am not suggesting Senator Bentsen's pro-
posal does not make sense. I am just suggesting that there is a lot
of support for incentives for both savings and investment, and
while I can understand the Treasury's concern with the revenue
impact, I believe there might be some way to avoid the initial
revenue loss through a phase-in. There may be some way the
exclusion can be put in place without the initial heavy revenue
losses, which could cause problems with the budget.
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Mr. GALPER. Well, it is something to consider.
Senator DOLE. Well, I think as Senator Bentsen has indicated, it

probably will happen one of these days in the Congress. There is
widespread support for this kind of incentive. We hope it is justi-
fied as economic policy, not just politically desirable, to try to
exclude interest and dividend income. But it is important to look at
political prospects, and I think I can speak for the 41 Republicans
who are sponsoring S. 1597. No one has asked to be taken off the
bill as a cosponsor since its introduction on July 30.

So there is a lot of interest in it.
Thank you.
Senator BYRD. Thank you.
Mr. Rosenbloom.
[The prepared statement of H. David Rosenbloom follows:]

STATEMENT OF H. DAVID ROSENBLOOM, INTERNATIONAL TAX
COUNSEL, DEPARTMENT OF THE TREASURY

Mr. ROSENBLOOM. Thank you.
Mr. Chairman, members of the subcommittee, I am happy to

have this opportunity to appear today to present the views ofthe
Treasury Department on S 1703. That bill would grant employees
of organizations which are exempt from Federal taxation under
Section 501(cX3) of the Code the $20,000 exclusion of foreign earned
income that was generally available to U.S. citizens employed
abroad prior to the Tax Reform Act of 1976.

If it pleases the chairman, I would propose to simply submit my
written statement for the record, and simply to summarize our
views.

Senator BYRD. Yes, your statement will be published in full in
the record.

Mr. ROSENBLOOM. The aim of this bill, broadly stated, is to enable
exempt organizations to pursue their worthy purposes abroad, and
the theory of it generally speaking is that if such organizations can
pay tax-exempt wages to their employees abroad, they can pursue
more activities in pursuance of those purposes. Of course, we have
no quarrel with the proposition that the purposes of these organiza-
tions are eminently worthy. That is why they are exempt from
Federal taxation in the first place. Nor do we have any quarrel
with the proposition that if they could pay tax-exempt wages to
their employees abroad, they could engage in more activities in
pursuance of their exempt purposes.

Our difficulty with the argument, and the reason that we are
compelled to oppose the bill, is that it applies with equal force to a
wide variety of other activities and other organizations, including,
most relevantly for present purposes, charities pursuing exempt
activities in the United States. This bill would, in effect, provide a
subsidy linked directly to the pursuit of charitable activities
abroad. We believe that Congress has gone through fairly recently
a long debate on the appropriate taxation of Americans abroad,
and has, generally speaking, come up with a reasonable solution
which provides deductions to compensate for the excess costs en-
countered by Americans overseas. We cannot see anything in the
recent congressional consideration of this matter that would justify
taking one group of Americans abroad and providing them a subsi-
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dy which is not available to their counterparts in the United
States.

And for that reason, we oppose S. 1703, Mr. Chairman.
Senator BYRD. Let me ask you this. Take an employee of the

World Bank here in Washington. What taxes does he pay?
Mr. ROSENBLOOM. Well, you are talking about in the United

States, living in the United States?
Senator BYRD. Living in the United States, yes.
Mr. ROSENBLOOM. Well, there are separate provisions governing

the taxation of employees of international organizations in which
the United States is a member, section 893.

Senator BYRD. I understand that, but tell me what taxes it is?
Does he pay the same taxes as you and I pay?

Mr. ROSENBLOOM. Well, is he a U.S. citizen or not, sir?
Senator BYRD. Yes.
Mr. ROSENBLOOM. Well, then, he would pay U.S. taxes, yes, sir.
Senator BYRD. And if he is not a U.S. citizen?
Mr. ROSENBLOOM. If he is not a U.S. citizen, he is exempt pursu-

ant to section 893 of the Code, which covers international organiza-
tion employees in the United States.

But the people we are talking about here are employees of pri-
vate charities, not international organizations.

Senator BYRD. Yes, I understand, but the employees of-is it not
correct that the employees of an international organization, U.S.
employees of an international organization, is it not correct that
those salaries are adjusted to make them comparable to the foreign
employees who do not pay taxes?

Mr. ROSENBLOOM. Yes, I think that is correct, and indeed, that
leads to my point. We would, of course, have no objection to consid-
eration of an alternative approach to the goals of this bill through
comparable direct grants, appropriations for direct grants, much as
you suggest with respect to employees of international organiza-
tions. Then it would be a direct expenditure. It could be reviewed
by the appropriate committees of Congress, and it would be more
efficiently administered.

So I think in your suggestion of comparing these people to em-
ployees of international organizations, that is pretty much what we
are suggesting.

Senator BYRD. Well, that really wasn't my suggestion. I was
merely trying to understand how that is handled. My understand-
ing is that the employees of the international organizations have
their salaries adjusted upward to take care of the taxes that they
have to pay, which in effect means that they don't pay taxes.

Mr. ROSENBLOOM. Well, it is not quite accurate to say they don't
pay taxes. They pay taxes, but there are--

Senator BYRD. They pay taxes, but they have had their salary
adjusted to take care of the taxes that they pay. •

Mr. ROSENBLOOM. Yes, but those salaries are adjusted with funds
which are appropriated by the Congress to be paid to the interna-
tional organizations to take care of the U.S. share of -participation
in the international organizations. So the money is paid by the
employees as taxes, and periodically there are appropriations to
cover the added costs of employing U.S. citizens.

Senator BYRD. Senator Bentsen.
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Senator BENTSEN. I have none, thank you.
Senator BYRD. Senator Dole.
Thank you, sir.Mr. Gutman.

STATEMENT OF HARRY L. GUTMAN, DEPUTY TAX LEGISLATIVE
COUNSEL, DEPARTMENT OF THE TREASURY

Mr. GUTMAN. Thank you, Mr. Chairman, members of the sub-
committee.

With your permission, Mr. Chairman, I would like to submit my
written statement for inclusion in the record.

Senator BYRD. Yes, it will be included in the record.
Mr. GUTMAN. Thank you.
I would like to deal briefly with the major aspects of the four

remaining bills: S. 1638, S. 541, S. 999, and S. 555.
First Mr. Chairman, I would like to talk about S. 1638, a bill that

would permit the amortization of certain preoperating expenses by
a corporation or business.

With one minor modification which I have noted in my state-
ment Treasury supports this legislation. It would reduce, in our
view, the disparity in tax treatment between ordinary and neces-
sary preopening expenses and similar expenses which are incurred
by an operating business. In addition, and perhaps more important-
ly, it would, we hope, reduce the number of controversies which
presently exist between taxpayers and the Internal Revenue Serv-
ice where a taxpayer who is already engaged in some form of
business activity incurs expenses to open what might be viewed by
the Internal Revenue Service, as a new business. Therefore we
support it.

The second bill I would like to address is S. 541, which wouldr rmit executors to make an alternate valuation date election on a
ate filed estate tax return. We have no objection to this substan-

tive change to the election procedure in section 2032. However, Mr.
Chairman, we do oppose the bill as it is drafted because of its
effective date and transition provisions. The bill is effective in
general for estates of decedents dying after December 31, 1977. We
don't believe this retroactive effective date is necessary. Rather, we
would recommend that the provision be generally applicable for
estates of decedents dying after date of enactment.

Senator BYRD. Excuse me just a minute. This is S. 541?
Mr. GUTMAN. This is S. 541, yes, sir. The other reason that we

object to the bill has to do with the transition relief embodied in
the bill. Under the transition rule in the bill, executors of estates
of decedents who die before the general effective date, whatever
that is, would be allowed within 90 days of enactment of the bill to
perfect what was previously a defective alternate valuation date
election. But they would be granted this privilege only if such an
election had been indicated on the first estate tax return that had
been filed by the executor.

In our view, Mr. Chairman, this form of transition relief is
unfair and rewards the wrong people. It will reward those who
attempted to elect alternate valuation in circumstances where
clearly, under the statute, no alternate valuation date election
wouldhave been allowed because the return was filed late. On the
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other hand, the transition relief does not help any person who filed
a late return and, cognizant of the fact that an alternate valuation
election was prohibited under the circumstances, did not bother to
try tu elect alternate valuation even though such an election would
have benefitted the estate.

The uneven application of this transition rule cannot be rectified
short of granting to all executors who filed late returns some
limited time period within which to reelect alternate valuation.
However, we believe that a transition rule that would operate
fairly and encompass all of the affected individuals would be diffi-
cult if not impossible to administer fairly, both from the point of
view of the Internal Revenue Service, and in terms of the problems
of identification and notice to affected executors and heirs. Thus,
unless the effective date is modified and the transition relief elimi-
nated, we cannot support the bill.

Senator BYRD. Now, how do you suggest modifying it?
Mr. GUTMAN. Well, I think the only way it can be modified, Mr.

Chairman, to make it work fairly in terms of transition relief, is to
allow the opportunity for all executors who filed late returns to go
back and say, if the alternate valuation date would have helped us,
now we should be permitted to elect it. The problem with doing
that, however, is that assets may have been sold in the interim or
assets may have been distributed to various beneficiaries. The al-
ternate valuation date election has an income tax consequence
because the basis of the property in the hands of an heir is under
the applicable law its date of death value or its alternate valuation
date value. If you change from one to the other, you affect the
basis of property. If this property has been sold in the interim, any
person who has received that property and sold it has to file an
amended income tax return. The statute of limitations may have
expired. It gets very complicated, in other words.

Senator BYRD. Well, now, isn't the purpose of this bill to, where
an executor, through no fault of his own, was unable to take
advantage of that part of the law, that this would permit him to do
SO.

Mr. GUTMAN. That is certainly the effect of the substantive
change.

Senator BYRD. Where there has been no willful attempt to--
Mr. GUTMAN. Certainly that is right, and the substantive change,

that is the actual amendment to the statute, would permit that to
happen. Indeed the particular case to which this transition relief is
directed is an appealing case because of the facts under which the
executor was unable to elect alternate valuation. But the problem
with fashioning the relief the way it has been done is that it
discriminates against people who might have been in the same
situation but they read the statute and they saw they couldn't
make an alternate valuation date election, so they didn't. The
statute was perfectly plain; in order to make an alternate valua-
tion date election, you had to do it on a timely filed return. To be
fair about the transition relief, we believe you would have to open
up the opportunity to reelect to everybody who was in that situa-
tion.

Senator BYRD. To everyone who was in the same situation.
Mr. GUTMAN. Yes.
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Senator BYRD. Namely, that they-
Mr. GUTMAN. That's right, whether or not on the first return

that they filed they elected alternate valuation.
Now, we don't know how to find those people, and I tried to go

through with you some of the problems-
Senator BYRD. Well, you don't have an obligation to go out and

find them, do you?
Mr. GUTMAN. Well, if we are going to recommend the passage of

legislation, we think it ought to be reasonable to assume that there
would be some opportunity for those people to take advantage of it.
There are also ancillary problems that arise here, problems not
only of the executor notifying the Internal Revenue Service, but
the executor notifying heirs and perhaps filing a lot of amended
tax returns, not just estate tax returns, but income tax returns. So
it gets very complex.

Senator BYRD. Now, is it correct that under the law as it now
stands-we have a vote, the last few minutes of a vote. Is it correct
under the law as it now stands that the Internal Revenue Service
cannot grant a waiver, even though the request is reasonable, even
though--

Mr. Gutman. That is right, sir. Under the law as it presently
stands, an executor must make this election on a timely filed
return. If he doesn't do that, he is out of luck.

Senator BYRD. Well, is that a good law, to have it in such a
fashion?

Mr. GUTMAN. We have said that we have absolutely no objection
to changing that to permitting an executor to be able to elect on
the first late return that is filed because it does not seem to make
a lot of sense to bind him in that circumstance. The only thing that
we are objecting to is the form of transition relief that is being
granted here because we think that once you go back in time, it is
impossible to be able to make the kinds of distinctions that are
being made fairly unless you open it up to everybody. If it is
opened up to everybody, we think that is going to lead to unbear-
able complexity.

Senator BYRD. Thank you.
The committee must take a very brief recess so Senator Dole and

the Chairman can vote.
Senator DoLE. If we repeal carryover basis, maybe that would

help.
Mr. GUTMAN. I am afraid it doesn't do it for this.
[A brief recess was taken.]
Senator BENTSEN [presiding]. The hearing will come back to

order.
Mr. Gutman, had you finished your statement?
Mr. GUTMAN. No, I hadn't. If I could just have a couple of more

minutes. I answered a few questions.
Senator BENTSEN. Fine.
We learned long ago to run these things in shifts during these

votes. So that is what we are doing now.
Mr. GUTMAN. All right, fine. Well, you came back at the right

time because I was about to talk about S. 999.
Senator BENTSEN. Be careful, now. All right.
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Mr. GUTMAN. S. 999 would permit the Internal Revenue Service
to waive the payment of interest on a late payment of tax where
the late payment was not due to willful neglect.

We have to oppose this bill. We don't believe that interest is
properly viewed as a penalty; rather, in its economic sense, interest
is a charge for the use of money. When money isn't paid on time,
the borrower continues to have the economic benefit of the use of
the money which otherwise would have been available to a lender.

When tax payments aren't made on time, taxpayers have effec-
tively borrowed money from the U.S. Government. Like any other
lender, we believe the Government is entitled to be compensated
for this loan. It is rare in the private business sector that interest
would be waived, even in the types of compelling circumstances
which gave rise to the introduction of this bill, and where a bor-
rower is unavoidably late in making a payment. We don't believe
that the Government should be treated any differently from a
private lender in this situation, and thus we must oppose the bill.

Now, if I could just go on briefly to touch on S. 555, the Inde-
pendent Local Newspaper Act. There is quite a bit of discussion of
this bill in my testimony, and I will try to summarize in the main
why it is that the Treasury strongly opposes this legislation.

In the first place, this bill, provides an extraordinary number of
tax benefits to the owners of independent local newspapers in an
effort to reduce the estate tax burden on those owners and to
enable them to resist takeover efforts by large newspaper chains.
The phenomenon which gives rise to the need for the bill is the
opportunity to sell newspapers at what are alleged to be extraordi-
narily premium prices. We don't believe the bill solves that prob-
lem at all. We don't believe it does anything to cure the market
situation which allegedly creates the need for the bill. Rather, the
bill, at best, makes it less expensive to pass newspapers from
generation to generation.

We have no quarrel with the proposition that a free and vigorous
press ought to be protected. But if that is to be a national policy
goal, we believe the problem ought to be addressed directly. If the
independent local newspaper industry is threatened, special loan or
subsidy programs ought to be considered. To the extent the value
of these businesses is being artificially escalated by takeover bids
from large newspapers, then the possible modification of the anti-
trust laws should be considered. Either or both of these courses, we
believe, would result in a more controlled and equitable resolution
of the problem than the use of tax expenditures.

Second, as I noted, the bill provides an extraordinary panoply of
tax benefits in the form of departures from generally applicable
tax principles. They are all laid out in my statement. I don't think
it is necessary to go through them.

These tax benefits result in the Federal Government's share of a
newspaper owner's estate tax liability being quite extraordinary. In
fact, as some of the examples in my testimony show, it would
almost be cheaper for the Government simply to exempt local
newspapers from estate tax rather than get involved in a programlike this.

Third, the bill provides relief to only one class of small business.
We fear that it could be used as a precedent for other elements of
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the small business community to come in and argue for similar
relief, each one arguing its own importance. We are at least wary
of the kinds of distinctions that could be made to justify this
special relief for newspapers only. If the estate tax payment relief
provisions of present law are inadequate, they should be compre-
hensively reviewed and not corrected in an ad hoc manner.

Finally, with regard to the bill itself, we don't believe that its
benefits are carefully targeted to those 'who need the relief. If the
need for the relief really exists, to target the benefits more precise-
ly and provide adequate safeguards against abuse would require a
series of extraordinarily complex amendments to a bill that is
already 37 pages long and is extremely complex itself.

Thank you, Mr. Chairman.
Senator BENTSEN. The last time I looked at a tax bill submitted

by the Treasury, that was just the introduction, that many pages.
But let me say that on S. 999, that was to waive delinquent

interest payments, or interest payments on delinquent payments,
and in that instance, of course, it was triggered by what I saw done
to Wichita Falls.

Mr. GUTMAN. Right.
Senator BENTSEN. The tornadoes that tore through that city.
Mr. GUTMAN. Yes, sir.
Senator BENTSEN. People couldn't find some of their homes,

much less their checkbooks.
Mr. GUTMAN. Right.
Senator BENTSEN. And it seems to me under those kinds of

exceptional circumstances where you have had a natural disaster,
through no fault of the individual they had not been able to pay it,
where there was a reasonable cause and not due to willful neglect,
that this legislation would be meritorious.

Mr. GUTMAN. I understand that, Senator. I might just point out,
however, that the legislation as drafted doesn't narrowly target in
on disaster areas but instead is a more broad provision which
would allow the waiver of interest in any circumstance where the
Service found reasonable cause.

Senator BENTSEN. Are you suggesting how I should draft it to get
your approval?

Mr. GUTMAN. No, sir. I am afraid even if it were drafted the
other way, we would take the same position.

Senator BENTSEN. All right.
I don't believe I will thank you for your testimony, but we are

pleased to have you.
Mr. GUTMAN. Thank you.
[The prepared statements of the preceding panel follow. Oral

testimony is continued on p. 175.]
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Mr. Chairman and members of the Subcommittee:

I welcome the opportunity to present the Treasury's
views on four bills now before you: S.246, S.1846, S.1488,
and S.1543. These four bills would attempt to encourage
savings by making interest or dividends tax exempt under
certain specified conditions. The first and simplest is S.
246. It would exempt up to $500 of interest on savings
accounts ($1,000 for joint returns).

The second bill, S. 1846, would enlarge the existing
exemption for dividends received. Under present law, the
first $100 of dividends received by an individual each year
is generally tax exempt (up to $200 on a joint return).
Under S. 1846, the exemption would be increased to $250 ($500
for a joint return), and would be allowed for interest on
savings accounts as well as dividends.

The third bill, S. 1488, would exempt up to $500 of
interest on savings accounts ($1,000 on a joint return).
However, the exemption would be available only to the extent
that interest earned in one year exceeded the amount earned
in the immediately preceding year.

M-157
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Finally, S. 1543 would exempt up to $1,500 of dividends
reinvested each year under a qualified dividend reinvestment
plan. The exemption would be $3,000 for joint returns.

We have given these bills careful consideration because
of our interest in legislation that might promote savings or
assist small savers. However, we have concluded that none of
the bills would effectively further these goals and, in fact,
these bills would distort the allocation of saving among
financial assets. Therefore, the Treasury is opposed to all
four of these bills.t

To the extent ssible, any tax incentives for savers
should be neutral as between different kinds of savings,
should not permit tax-deductible borrowing for the purpose of
securing a ta -free return, should not encourage complicated
transaction to realize tax benefits, and should reward most
addition saving with a higher after-tax return. In
addition , any incentive program must be consistent with our
fiscal objectives of moving towards budgetary balance.

We will now focus attention on each proposal separately.

S. 246
The Treasury opposes S. 246 for three reasons. It is

very expensive, it does not stimulate savings effectively,
and it may hinder the enactment of legislation now before the
full Senate to phase out Regulation Q. Regulation Q
currently limits to 5.5 percent the return that thrift
institutions can pay to savers holding passbook accounts. The
Administration supports legislation to phase out Regulation 0
as a more effective means to aid small savers.

The revenue loss from S. 246 would be quite large. It
would amount to $3.4 billion in its first year of operation
and would increase to over $4.6 billion a year in 1984.

S. S.24 does not stimulate savings effectively because,for the most part, it does not operate on the margin of
decision-making. No incentive effect whatever is provided to
savers who earn re than $500 of interest. Currently, such
savers earn 92 percent of all taxable interest. While S. 246
provides no incentive effect to these large savers, they,
nonetheless, are eligible for the full $500 exclusion and
would receive almost three-fourths of the tax break resulting
from S.246. Thus, almost three-quarters of the revenue loss
(or over $3.3 billion a year at 1984 levels) would go to the
largest savers and would do absolutely nothing to encourage
savings.



158

Some marginal incentive to increase saving would be
provided to the small savers with less than $500 of interest
income, a group which now contributes a small share of
aggregate savings. Even in the unlikely event of a
substantial increase in the savings of this group, aggregate
savings would be very little affected. l/

We agree that small savers are now treated unfairly;
they generally receive a very low return on savings accounts,
a return that is less than the current rate of inflation.
Moreover, small savers are ordinarily unable to take
advantage of higher-yielding alternatives (such as
money-market certificates) because of minimum deposit
requirements. While S. 246 would provide some relief to
small savers the simplest and most effective way to provide
assistance is to phase out Regulation Q, which is what forces
small savers to accept an unfairly low return.

This can be illustrated by a hypothetical example.
Consider a saver in the 21 percent bracket (e.g., a family of
four making $18,000 a year) who for the purpose of this
example we will assume might earn 9 percent before taxes and
7.2 percent after taxes on passbook savings once Regulation Q
is phased out. However, the maximum amount now allowed on
passbook accounts under Regulation Q is 5.5 percent. Even if
the entire 5.5 percent is tax-free, the small saver in our
example is 1.7 percentage points better off if Regulation Q
is phased out than if S. 246 is passed.

S.1347 which would phase out Regulation 2 over 10
years, was reported out by the Banking Committee and is now
before the full Senate. Because it is the most effective way
to provide relief for small savers, the Administration
supports S.1347.

l/ S24'--would raise the average after-tax return of savers
with less than $500 of interest income by no more than
one-third. Even under the assumption of an extremely high
savings response to this increase in after-tax return (assume
an interest elasticity of 0.4) such small savers would
increase their holdings of interest-earning assets by no more
than 12 to 13 percent. This, in turn, would represent an
increase of only 1 percent in holdings of all
interest-earning assets or less than one-quarter of one
percent in holdings of all assets yielding capital income.
Thus, the increase in aggregate savings would be
imperceptible.
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Finally, S. 246 encourages savers to switch from one
kind of savings to another, e.g., from stocks and bonds to
savings accounts. Activity of this kind merely rearranges
savings, and does nothing to increase savings. 2/

S. 1846

S. 1846 would exempt a combined total of up to $250 of
interest and dividends. (Up to $500 of interest and
dividends would be exempt on joint returns.) Thus, compared
to present law, S. 1846 expands the exemption to cover
interest on savings accounts as well as dividends and
increases the total exemption from $100 to $250.

S. 1846 has many of the same weaknesses as S. 246. Over
60 percent of the revenue loss is wasted on taxpayers who are
over the $250 limit and who therefore are not given any
incentive to save. Only about 7.5 percent of interest and
dividends is affected at the margin.

Because S. 1846 sets a lower limit than S. 246 ($250
rather than $500), it results in a smaller revenue loss. The
revenue loss from S. 1846 -- which would grow from $2.0
billion in 1980 and $2.6 billion in 1984 -- would be about
three-fifths of the revenue loss from S. 246. Also, S. 1846
treats dividends and savings account interest equally,
thereby reducing the incentive to switch from one form of
savings to another. Switches between non-eligible
assets--such as corporate and government securities--to
savings accounts would still be likely, however.

j/ s. 246 also suffers from the defect that it may encourage
taxpayers to borrow from one bank in order to make tax-exempt
deposits at another bank. For example, a taxpayer in the 50
percent bracket (e.g., a family of four making $80,000 a
year) might borrow $10,000 at 15 percent from one bank and
use the money for a 9 percent certificate of deposit at
another bank. Interest paid on the money borrowed would be
deductible, but interest earned on the certificate of deposit
would be tax exempt. Therefore, the taxpayer would make an
after-tax profit of $150 a year, without doing any real
saving at all. A remedy would be to allow the exemption only
for interest income in excess of interest expense. For
example, if a taxpayer received interest of $500 and paid
interest of $300, only the net amount of $200 would be exempt
from tax.
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In conclusion, the Treasury is opposed to S. 1846
because it would result in a substantial revenue loss, would
do little to promote savings, and would provide less relief
for small savers than phasing out Regolation 0--the same
reasons we are opposed to S. 246.

S. 1488

S. 1488 exempts up to $500 of interest on savings
accounts each year (up to $1,000 on a joint return).
However, a taxpayer is eligible for the exemption only if he
earns more interest this year than he did last year. For
example, if a taxpayer earned $200 of interest last year and
earns $500 this year, only the increase of $300 is exempt.

The revenue loss from S.1488 would be $1.1 billion in
1980 rising to $1.5 billion in 1984.

S.1488 is an intriguing attempt to overcome a major
weakness in S.246. As noted earlier, S.246 has no incentive
effect on large savers, but nonetheless gives them more than
$3 billion a year. The incremental approach of S.1488,
combined with guite high dollar limits on these increments,
means that some incentive effect is likely to be provided to
all but the very largest savers. However, one must be
careful not to overstate the magnitude of the incentive
effects provided by an incremental approach. While both
S.1488 and S.246 exempt interest income from taxation, S.1488
has a much smaller effect on any particular saving decision
than S.246.

To see why this is so, consider a taxpayer in. the 21
percent bracket (e.g., a family of four with an income of
$18,000 a year) trying to decide whether to add $100 to a
pass book savings account. If the passbook interest rate is
5.5 percent, S.246 would permanently increase the after-tax
interest return from $4.35 a year to $5.50 a year. On the
other hand, S.1488 would increase the after-tax interest
return by the same amount, but for only a single year. In
other words, if the taxpayer in our example is truly a
marginal saver (i.e., the increase in after-tax return is
necessary to induce him to maintain a $100 higher balance in
his passbook savings account) then he will withdraw the $100
after the temporary effect of S.1488 has worn off at the end
of the year. While S. 1488 does reduce the waste of
non-incremental approaches, this example illustrates that
much of the cost savings under the incremental approach is
achieved by providing a smaller incentive to save.
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Under an incremental approach, a taxpayer may also
reduce savings for a year (or even better transfer his funds
into other assets for a year) to establish a lower savings
account interest base for the following year. In this
fashion, his holdings of eligible assets may go up and down
to take maximum advantage of the tax benefit. While his
average asset holdings over every two-year period may indeed
rise--at least perhaps his holdings of savings accounts--, it
does not appear desirable policy to encourage such
transactions in order to qualify for tax benefits.

Furthermore, an incremental approach is bound to have
some arbitrary impacts on taxpayers in particular situations
since there is no operational way to determine exactly the
normal or baseline savings level for each taxpayer.
Taxpayers who would have added to savings in the absence of
the tax incentive are rewarded even if they do not change
their behavior; whereas those who are forced to draw down
savings are completely denied the opportunity to respond to
the incentive.

Thus, while a non-incremental approach would affect all
persons equally regardless of what is happening to their
savings from year to year, the incremental approach of S.1488
would not: It would discriminate against older persons who
are at a stage in life when they ordinarily draw down their
savings, and would favor younger persons who are at a stage
of life when they ordinarily would add to savings. Other
arbitrary events triggering eligibility may be changes in
interest rates or increases or decreases in interest income
because a taxpayer sells or buys a house in a particular
year. Also, since no netting of interest expense against
interest income is provided in S.1488, it is possible to make
money by borrowing for the purpose of generating tax-exempt
interest income.

We recognize that S.1488 attempts to achieve greater
efficiency as a savings incentive but it can only do so at
the expense of injecting arbitrary elements into the tax
code. Accordingly, Treasury is opposed to S. 1488.

S.1543

S. 1543 differs from the other three bills by providing
a relatively narrow incentive for reinvesting dividends,
rather than broader incentives for all dividends or all
interest on savings accounts. Under the bill, up to $1,500
($3,000 on a joint return) of dividends would be tax exempt
if reinvested in a qualified dividend reinvestment plan.
Under such a qualified plan, a corporation would issue new
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shares of common stock to shareholders who elect to
participate. The new stock would be issued at fair market
value or at a discount not to exceed 5 percent. Shareholders
who elect not to participate would continue to pay tax on
cash dividends received.

Special tax rules would apply to stock purchased under a
qualified dividend reinvestment plan. If such stock is sold
within a year after issue, the entire amount received would
be treated as ordinary income. If the stock is held for more
than a year, this amount would be taxed as a long-term
capital gain.

The effect of S. 1543 is to give shareholders an option
to convert cash dividends into earnings retained on the r
behalf. These optional retained earnings would generally be
taxed in a manner similar to actual retained earnings; they
would not be included in the shareholders' income but would
be taxed as capital gains if the shareholder sells his stock.

Under current law, investors can seek the optimal mix of
cash flow and retained earnings from stocks by choosing the
type of stock that suits their needs. Investors in high tax
brackets who seek to defer tax on retained earnings can buy
stocks with low dividend/earnings ratios; investors in low
tax brackets who are interested in cash flow can buy stocks
with high dividend/earnings ratios.

This bill enables shareholders to realize the tax
benefits of retained earnings without purchasing growth
stocks. Consequently, the effect of this bill would be
highly regressive. The major beneficiaries would be
high-bracket investors who could obtain the benefits of
deferral without assuming the risks generally associated with
growth stocks. Low-bracket investors and retired people
would not benefit because they would generally choose to
receive cash dividends.

In addition, tax-motivated borrowing would be encouraged
to the extent it is easier and less risky to borrow against
stock in a secure, high yield company. For example, a
wealthy investor who borrows on margin to purchase shares of
a public utility would be able to receive tax-free
accumulation while deducting interest paid on the margin
account.

S. 1543 resembles past proposals to relieve double
taxation of dividends only to the extent it provides a tax
break for shareholders. However, its other effects are
exactly the opposite of double tax relief as ordinarily
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understood. Rather than encouraging a more flexible capital
market, as do other proposals for double tax relief, it
encourages retention of earnings within each corporation.
Rather than providing that dividends are taxed once at the
marginal rate appropriate to each shareholder, it taxes them
at corporate rates.

The expected revenue loss from S. 1543 will be $640
million in calendar year 1980 and slightly over $1 billion in
calendar year 1984.

For the foregoing reasons, the Treasury opposes S. 1543.

Our testimony has stressed the weaknesses of four bills
now before the Committee that attempt to encourage savings.
However, we recognize that the tax system, especially in an
inflationary period, does discourage savings and investment
and that it remains an important e-eqnomic objective to
stimulate greater capital form tion.ABudgetary
considerations simply do not permit new tax initiatives at
this time. But when appropriate, we would expect to evaluate
a whole range of alternative approaches for promoting savings
and investment. These would include not only possible
savings incentives that would not have the deficiencies of
the proposals before you today, but would also extend to
measures to accelerate depreciation allowances and to provide o -
for a general restructuring of tax burdens. Choices among
these approaches would then be based on considerations of
equity and relative effectiveness in promoting savings and
investment.(

o 0 o
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Mr. Chairman and Members of the Subcommittee:

I am pleas., to have the opportunity to appear today to
present the views of the Treasury Department on S. 17n3.
S. 17n3 would grant to employees of organizations exempt from
Federal taxation under section 501(c)(3) the $20,00n
exclusion of foreign earned income that was generally
available to United States citizens employed abroad prior to
the Tex Reform 'ckt of 1971;.

During consideration of #he Poreiqn Earned Tncome .ct of
1978, both Congress and the Administration took the position
that the United States t;x treatment of Unitepa States
citizens employed abroad in the private sector should take
into account the excess costs of living abroad. As a result,
United States taxpayers living abroad are entitled under
section 91 of the Cole to a deduction for certain excess
housing, education, home-leave travel, and general living
costs. rn aAdition, tt wps generally believed th3t some tAx
preference for overseas employment could be iustified in
cases in which the employee abroad had to accept hmraship
conditions. Accordingly, United States taxpayers living in
hardship areas ,re entitled under section 413 to a S5,0fl
deduction in addition to the deduction for excess foreign
living costs.
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The $20,Onn exclusion of forqiqn emrneA income P1lowed
to taxpayers generally under prior law was retained in
section 911 only for employees living in substandard lodginq
in certain camps located in hardship areas. Section q11 was
tightly drawn to compensate certain taxpayers who effectively
must incur a cost in the form of a substantially lower
standard of living than they would normally have in the
United States; section 913 generally compensates those who
incur the added costs necessary to maintain a reasonable
living standard. Section 911 was also intended by some
persons to qive an incintive to multinational companies,
particularly in the labor-intensive construction industry, to
hire American citizens instead of citizens of other
countries. Congress anticipated that this incentive would
produce benefits for the United States economy through the
purchase by Americans employed abroad of American machinery,
equipment, and techniral services.

Regardless of the merits of section 911, the reasons for
its ena't-ment in its present form do not justify extending
the exclusion on a general basis to employees of exempt
organizations. To the extent that the employees of exempt
organizations experience adverse livinq conditions in camp
facilities, they may qualify for section 911 on the same
basis as employees in other industries. Employees of exempt
orqanizAtions who do not ouelify for section 911 may be
compensated for hardship conditions by the $5,000 deduction
provided in section 911.

Although S. 17'1 has been described as A measure that
would compensate employees of charities experiencing hardship
conditions whilp they carry out activities favored by the
United States, there is no requirement under the bill that
har0shin conditions be experienced. Nor is the bill limited
to employees of organizations engaged in relief activities
or, for that matter, 1o employees of United StatPs
organizations.

Even if the bi1. were narrowly framed, it would provide
benefits to activities carried on outside the United States
that are not mvailmble with respect to similar activities in
the United States. There may be specific situations of the
type covered that merit FeAeral assistance. Organizations
providing aid to the poor and to agriculture, which are of
the greatest concern to the sponsors of the bill, may be
examples. Tf an incentive to certain groups or activities is
desired, we recommend thrt direct grants be provided. !t
does not appear logical or efficient to employ the tax system
for this purpose. With direct grants, the activities to be
benefited could be defined more precisely, the cost would be
subject to periodic review, and the program would be
administered by persons expert in the area.

For the foregoing reasons, we oppose S. 1101.
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Mr. Chairman and Members of the Subcommittee:

I am pleased to avoear today to present the views of the
Treasury Department on four bills: S. 541, S. 555, S. 999,
and S. 1638. A summary of the Department's position on each
bill is attached as Appendix A.

S. 541 - ELECTION OF ESTATE TAX ALTERNATE VALUATION

The value of assets included in a decedent's estate is
determined, in general, either at the time of the decedent's
death or six months after the decedent's death. The latter
date is called the alternate valuation date. Under present
law an alternate vAluation date election must be made on a
timely filed estate tax return. S. 541 would permit an
executor to elect alternate valuation on the first late
return filed.

As the proponents of S. 541 have stated, the estate tax
consequences of an alternatee valuation election will not
change if an election is permitted on a late return. It is
also true, however, that an alternate valuation date election

M-159
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willusually have income tax consequences under either
stev-up in basis at death (i.e., an heir's basis is, in
general, equal to the estate tax value of the property
received) or carryover basis (i.e., an heir's basis is, in
general, equal to the decedent's basis in the property after
a number of statutory adjustments). In these cases, an
extension of the election date to include late returns may,
despite late filing and payment penalties, encourage deferred
elections in an attempt to minimize the aggregate estate and
income tax consequences to the recipients of inherited
property. We would become concerned if such a trend
developed. On balance though, we do not oppose the
substantive change made by S. 541.

However, we do oppose S. 541 as ArafteA because of the
bill's effective date and transition relief provisions. The
bill is effective, in general, for estates of decedents dying
after December 31, 1977. We do not believe this retroactive
effective date is necessary. Rather, we recommend the
provision be effective for estates of decedents dying after
the date of enactment.

In addition, we are opposed to the special transition
rule pursuant to which executors of estates of decedents
dying before the general effective date could, within 90 days
of enactment, perfect a defective alternate valuation date
election so long as such an election had been indicated on
the first estate tax return filed by the executor. Our
primary difficulty with this form of transition relief is
that, to the extent it is administrable, it will apply
unevenly. It will reward those who attempted to elect
alternate valuation in circumstances where a valid election
was clearly prohibited. However, it will not afford relief
to those who filed late returns and, cognizant of the fact
that an alternate valuation election was prohibited Under the
circumstances, did not attempt an election even though it
would have benefited the estate. The uneven application of
the transition rule cannot be rectified short of granting all
executors who filed late returns a limited time period within
which to reelect the alternate valuation date. However, A
transition rule fashioned so broadly would result in
significant administrative difficulties and problems of-
identification of and notice to affected executors and heirs.
Therefore we strongly recommend the transition relief be
deleted from the bill.

S. 555 - THE INDEPENDENT LOCAL NEWSPPER VfT OF 1979

The objective of S. 555 is to preserve local ownership
of news-:avers in the face of increasingly aggressive
acquisition offers by large newspaper chains or
conglomerates. If the owner of a local newspaper declines to
sell and dies ownina the newspaper, the estate tax value of
the business is determined in part by reference to recent
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sales of comparable newspapers, which, it is alleged, are
occurrinq at unrealistic, inflated prices. It is further
alleged that a newspaper valued in this manner cannot
generate funds sufficient to pay estate taxes. As a result,
local newspaper owners, at death or prior thereto, are
encouraged to sell out to the large chains.

The bill attempts to solve this problem by providing an
extraordinary number of special exemptions from generally
applicable tax provisions to permit the tax-free accumulation
of funds to pay the estate tax attributable to the value of
the newspaper and to allow any unfunded estate tax to be paid
over fifteen years. Thirty-seven pages of statutory language
are required to codify these provisions.

We have no quarrel with the proposition that a free and
vigorous press should be protected. But if this is to be a
national policy goal, we believe the problem should be
aAdressed directly. If the independent local newspaper
industry is threatened, special loan or subsidy programs
should be considered. To the extent the value o! these
businesses is being artificially escalated by takeover bids
from large newspapers, the possible modification of the
anti-trust laws should be considered. Either or both of
these courses would result in a more controlled and equitable
resolution of the problem than the use of tax expenditures.

This point can be made clear by examining S. 5 in some
detail. The bill is divided into two principal parts. The
first permits the establishment of a trust by an *independent
local" newspaper for the purpose of paying the estate tax
attributable to any owner's interest in the business. The
trust must have an independent trustee and its corpus may be
invested only in United States obligations. The value of the
trust cannot exceed 70 percent of the value of the owner's
interest in the business. The income earned by the trust
corpus will be exempt from tpx. Contributions to the trust
are not only deductible (up to an amount equal to 50 percent
of the annual taxable income of the newspaper business) by
the newspaper business, but are also excluded from the
taxable income of the owner. These income tax benefits are
recaptured roughly if, during the owner's lifetime, the
newspaper ceases to meet the statutory definition of an
"independent local" newspaper. The corpus of the trust is
excluded from the owner's gross estate and the estate does
not realize income when its estate tax liability is
discharged by the trust. The estate tax benefit is
recaptured in whole or part if the business interest is sold
within 15 years of the owner's death.

The second part of the bill provides an elective
deferral of the estate tax attributable to the newspaper
interest not otherwise paid from the Assets of the estate tpx
payment trust. Payment may be made on essentially the same
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terms as Code section 6166, with the same preferential 4
percent interest rate, but without regard to the size of the
interest in relation to the owner's estate.

What generally applicable tax law principles does this
bill violate? First, it permits a A-eduction for earnings
diverted to the estate tax payment trust. Although the bill
provides that such a reduction is allowable under section
162, the payment in no way can be said to meet the "ordinary
and necessary" business expense criteria of that section.
Nor is there any other provision in the tax law allowing a
deduction for amounts to be used to pay death taxes.

Second, the bill provides that the funds transferred to
the estate tax payment trust will not be included in taxable
income by the owner. To the extent the newspaper business is
held in corporate form, this payment would in all other cases
be treated as a taxable dividend to the extent of earnings
and profits.

Third, the exemption of trust earnings from income is
contrary to existing law which would treat the beneficiary as
the owner of the trust and taxable on its income.

Fourth, exclusion of the corpus of the trust from the
owner's gross estate violates existing principles which would
include in a decedent's estate any asset in which the
decedent or his estate hal an interest.

Finally, if it was appropriate to exclude the funding
and earnings of the trust from the decedent's estate, then
the exclusion from estate income of the amount paid by the
trust to relieve the estate of its estate tax liability
contravenes the basic income tax rule that discharge of an
obligation of another results in income to the party whose
obligation has been discharged.

The effect of these provisions is, in most cases, to
cause the Federal government to vay a large share of the tax
liability attributable to the value of an independent loc-l
newspaper. The Federal government's share will vary
according to the period of time an estate tax payment trust
has been in existence, the applicable corporate income tax
rate, the amount of interest earned by the trust corpus, the
marginal income and estate tax rates of the owner, and the
form in which funds to pay the estate tax would have been
accumulated absent this special relief. Nonetheless, the
extraordinary scope of the benefits afforded by this bill can
be illustrated by the following example.

Assume that N owns an interest in a local newspaper
worth $1,000,000 at all times. Further, to highlight the
problem of-making-lifetime arrangements to transfer this
interest, assume that the $1,000,000 interest constitutes %Is
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sole asset and he wishes to transfer the entire interest to
his heirs at death. Under present law, A would have to
accumulate S516,000 in a portfolio of marketable assets in
addition to his newspaper interest to pay the 9516,000 estate
tax on a taxable estate of S1,516,W00. This is the burden 4,
or any testator wishing to transfer a net of sl,000,oo, must
bear. A night meet this burden by saving more during his
lifetime, or by drawing more funds from his newspaper to
accomplish his objective.

Under the provisions of S. 555, this burden is reduced
by 85 percent if N's income is taxed at a 40 percent rate, or
by 92 percent if his income is taxed at 60 percent. This
subsidy arises from two components of the bill. First, by
excluding the trust corpus from the taxable estate, A is
saved S217,200, or 42 percent of the normal estate tax.
Second, by permitting deposits to be deducted by the
newspaper, and thereby short-circuiting both the corporate
and personal income taxes, S. 955 saves A an additional
S220,975 (43 percent of the normal estate tax) if he is
subject to a 40 percent income tax rate or S256,810 (50
percent of the normal estate tax) if he is subiect to a 60
percent income tax rate. hn alternative wav of expressing
the effect of the bill is to note that Congress could
accomplish the same result by paying $438,175 to A's estate
if he agrees to leave his heirs a $1,000,000 interest in a
local newspaper, should his marginal income tax rate be 40
percent, or $474,010 should he be in a 60 percent tax
bracket. Moreover, due to the progressivity of estate tax
rates, in the case of a S5,000,0nn interest in a local
newspaper and assuming a 60 percent income tax rate, S. r5
would forgive 96 percent of the relatively larger normal
estate tax; it would be the equivalent of Conqress
appropriating S8,100,000 to be paid into a testator's estate
if he agreed to bequeath a Sl;,f00,000 interest in a local
newspaper to his heirs.l/

I/ The calculations on which this illustration are based
assume a 2n year period for accumulating the estate tax
liquid funds; the before-oersonal-tax (after-corporate-tax)
yield on the newspaper interest is 10 percent; the
corporation is subject to a 46 percent marginal tax rate; and
that the yield on trust fund assets is only 8 percent.
Accumulating the same amount over a shorter perod would
increase the maqnitude of S. 555 benefits.
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At the cost illustrated by this example, it is
apparent that the benefits of this bill should at the very
least be restricted to those who can demonstrate that the
estate tax will, in fact, result in e forced sale of the
newspaper business. Otherwise, the bill turns all
independent local newspapers into income and estate tax
shelters. On the other hand, proper targeting of the
benefits will result in complex amendments to what is already
an enormously complex bill. Even then, because the
phenomenon which gives rise to the need for this bill is the
opportunity to sell newspapers at allegedly premium prices,
it is not demonstrable that the bill ultimately would achieve
its qoal. The bill woul3, *t best, mpke it !ess expensive to
pass newspapers from generation to generation. It does
nothing to cure the market situation which creAtes the need
for the relief. Thus, this bill may be questionable public
policy as well As bad tax policy.

While we are sympathetic to the plight of some owners of
small businesses in Dlanning the payment of estate taxes and
retaining control of the business in the heirs, we also
oppose this bill on the ground that it constitutes special
relief for only one group of "small businessmen."

Present law already provides relief for small business
owners and their heirs. Section 303 provides that in certain
cases the purchase of stock by a corporation to pay estate
taxes will be treAted as a redemption and thus subject to
capital gains rather than ordinary income tax. Also, if a
portion of the business must be sold to generate funds to pay
estate taxes, any gain realized will generally be taxed at
the capital aains rate. ?urther, the transaction can often
be structured as an installment sale, in which case the
payment of the income tax is deferred over the installment
payment period.

!n computing the estate 'tax, there are special relief
provisions. In the 1976 act, the amount of property which
may be passed without being subject to the estate tax was
increased from S60,000 to S175,f06''-"lso, the marital
deduction for transfers to surviving sbc jses, which before
the 1976 Act was limited to one-half the estate, was changed
to a limit of the greater of 50 percent of the value of the
adjusted gross estate, or $250,000.

Finally, the payment of the estate tax may be deferred
where a business interest constitutes a major part of the
estate. Under section 6161', the time for payment of the
estate tax may be extended for up to 10 years upon a showing
of reasonable cause. Reasonable cpuse exists when An estate
consists largely of a closely-held business and does not have
sufficient funds to Day the tax on time, or must sell assets
to pay the tax at a sacrifice price. Section 6166 allows a 5

56-074 0 - 80 - 12



172

year deferral Pnd a 1A year installment Payment it a 4
percent interest rate on all or a portion of the deferreA
estate tax if the value of the closely-held business interest
exceeds 65 percent of £he adjusted gross estate. Finally,
section 616k is applicable to P broader number of situations
and permits the estate tax attributable to a closely-held
business interest to be paiA in up to 1n Pnnual installments.

The adoption of S. 555 would provide a wedge to l.e used
again and again by other segments of society, each aLquinq
its own importance. We do not believe in this piecemeal
approach to legislation. There are existing provisions
intended to minimize the problems inherent in the payment of
taxes. Tf they are inadequate they should be reviewed in a
comprehensive and not an ad hoc manner.

S. 999 - WhIVEP OF INTEREST ON UNDERPAYMENT OF TNX

Under present law, a taxpAyer is charged interest on any
amount of tax that is not paid on time. S. 999 woul' impose
interest unless the taxpayer's failure to pay tax on a timely
basis is lue to reasonable cause and not due to willful
neglect. The Treasury opposes S. 999.

The payment of interest is an economic concept: it is
not a punitive one. Interest is a charge for the use of
money; the borrower's intent in taking out i loan is
irrelevant. When a taxpayer does not pay tax on time--for
whatever reason--the taxpayer has, in effect, borrowed money
from the government upon which interest is due.

The Internal Revenue Code treats the interest paiA
consistently with this economic approach. The taxpayer may
deduct the interest on unpaid tax, and the rate of interest
is adjusted Periodically to follow the prevailing lending
rate. Moreover, an overpayment of tax is considered * loan
to the government on which the government must pay interest.

The Code does not ignore a taxpayer's intent in not
paying his tax. A penalty for the late payment or nonpayment
of tax will not be imposed if the taxpayer's failure to Pay
is due to reasonable cause and not due to willful neglect.
Because the penalty is a monetary form of punishment for
failure to pay tax, it is not deductible anA there is no
reciprocal penalty imposed upon the government. it is, then,
altogether appropriate to examine a taxpayer's intent in
order to determine whether the penalty should be imposed.
But intent is not an appropriate consideration where the
payment of interest is concerned.

Although circumstances may exist which cause a taxpayer
to be unavoildbly late in the payment of his taxes, such
circumstances usually do not prevent the taxpayer from
earning a return on the money that is retained rather than
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paid in taxes. Thus, even if A taxpayer has P legitimate
excuse for not paying his taxes on time, the waiver of
interest in such circumstances wouli frequently Trovide ,
windfall gain. However sympathetic we may be to taxpayers
such as the victims of natural Aisasters who cannot lay their
tax on time, these people are still, in effect, borrowing
money from the government. Tt is highly unusual in the
business world for interest to be waived short of bankruptcy
proceedings, even for natural lispsters. There is no reason
why the government should receive less than any other
creditor in the same situation.

S. 1638 - NMORTTZATION OF STkRT-UP POSTS

S. 1638 would permit a taxpayer to elect to amortize
over P period of not less than five years certain business
start-up costs that otherwise would not be deductible. The
start-up costs that may be amortized under this bill ore the
costs paid or incurred prior to the functioning of the
business as a going concern And that Pre ±nciAent to the
investigation, formation, or creation of the business. The
costs must not create an asset having a useful life of its
own; they must be of a character that would be subject to
amortization over the life of the business (-nd not the life
of some other asset) if the business had a determinable
useful life. Typical of these costs are the investigatory
expenses directly related to the particular business, and the
appraisals, advertising, insurance, utilities and other
routine expenditures paid or incurred prior to the actual
commencement of business.

For the following reasons, we support S. 153A.

This bill is designed to reduce the disparity in tax
treatment between certain ordinary and necessary preopeninq
expenses and similar expenses incurred by an existing
business. Under current law, most preopening expenses are
neither deductible nor subject to amortization but similar
expenses incurred by a going concern are usually currently
deductible. It is difficult to justify such disparate
treatment for similar expenses.

The problem of start-up costs arises not only for
taxpayers entering their first business, but also for
taxpayers with an existing business when beginning a new
business that is unrelte or only tangentila'y rel-teA. Tha
tax treatment of the start-up costs of a related business has
generat vouch controversy. Under current '*w, these costs
are currently deductible if the new operations are part of
the existing "trp~e or business" and thp costs do not create
a separate asset: costs must be capitalized, however, if the
new operations constitute A separate trae or business. The
large number of controversies between taxpayers and the IRS
on this issue reflects (1) the difficulty in many cases of
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determining what constitutes A new business and when a new
asset is created, and (2) the consequences of the
determination. Depending on where these lines are drawn, the
start-up costs are either deductible in full or must be
capitalized indefinitely.

It is our hope that enactment of this bill will induce
taxpayers with existing businesses to elect to amortize the
start-up costs of a marginally related business thereby
reducing the number of controversies in this area. In the
unclear cases, of which there are many, taxpayers should
elect to amortized if they fail to elect and the IRS
successfully maintains that the costs must be capitalized,
the election would not be available and the costs would not
be recoverable through amortization.l/ Electing to amortize
these expenses over five years would-appear for most
taxpayers to be a more prudent decision.

In summary, we support S. 1638 because it would (11
reduce the disparity in tax treatment. between certain
ordinary and necessary preopenina expenses and similar
expenses incurred by an operating business, and (2) tend to
reduce the number of controversies between taxpayers and the
IRS especially where a taxpayer begins a related business.

I will be happy to answer any questions you may have.

1/ This is based on the assumption that the bill is clarified
to require that the election be made not later than the time
prescribed by law for filing the return (including extensions
thereof) for-the year the expense was paid or incurred. A
provision of this nature would be necessary, in our view, to
achieve one of the major virtues of this bill.
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APPENDIX .-

SUMMARY OF TREASURY POSITIONS

1. S. 941 - Oppose es drafted.

2. S. 555 - Oppose.

3. S. 999 - Oppose.

4. S. 1638 - Support.

Senator BENTSEN. Next we will have a panel that will consist of
Mr. Bob Duffey, the president of Texas Bankers Association; Mr.
Clyde Choate, vice president, Texas Credit Union; Mr. Jerry
Knippa, president, Texas Savings and Loan League; Mr. Robert
Pugh, president, Texas Senior Citizens Association. If you will
please come forward, gentlemen, and take the witness table; and
Mr. Harvey Mitchell, president of Texas Mortgage Bankers Associ-
ation.

And we will try to limit the panel to 20 minutes, because we
have quite a number of witnesses that yet want to be heard.

Now, we have two groups on this panel here today, and often
they are on opposite sides of the fence, but they have come here to
Washington to testify together. It is unusual when you find com-
peting financial institutions in agreement on legislation. Today we
not only have these competitors working in -harness, but repre-
sentatives of an important consumer group, our senior citizens, and
they are joining them in support of our efforts to provide an
incentive for savings.

So here we have the Texas Bankers Association, Texas Credit
Union League, Texas Savings and Loan League, Texas Senior Citi-
zens Association, Texas Mortgage Bankers.

I say with a great deal of objectivity, this is a very distinguished
panel.

We are delighted to have you here.
Mr. Duffey, will you proceed?

STATEMENT OF ROBERT M. DUFFEY, JR., CHAIRMAN, PRESI-
DENT, AND CHIEF EXECUTIVE OFFICER, PAN AMERICAN
BANK OF BROWNSVILLE, TEX., AND PRESIDENT, TEXAS
BANKERS ASSOCIATION
Mr. DUFFEY. Thank you, Mr. Chairman.
I am Robert Duffey, chairman and president of the Pan Ameri-

can Bank of Brownsville, and president of the Texas Bankers Asso-
ciation, here to testify for S. 246. The bill, while benefiting the
holders of time deposits across the board, should particularly be
helpful to the small saver who is affected most by infation.

The exclusion of the first $500 interest from individuals' taxable
income and $1,000 for joint returns, will promote and enhance
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savings, in my opinion. This dollar limitation directs emphasis to
the small saver. The encouragement of personal thrift in the pres-
ent atmosphere of double digit inflation should be applauded by
both the public and private sectors. S. 246 will provide a base of
relatively stable funds for financial institutions and add tax-free
dollars to consumer incomes.

In the course of recent research relative to savings and inflation,
I found the following statistics of particular interest. In the 1973-77
period, savings as a percentage of personal income in the United
States were 6.7 percent while in West Germany the ratio was 15.2
percent, and as you stated before, Japan, 24.9 percent. Savings as a
percentage of personal income in the United States over a period of
years have been 1970-72, 7.1 percent; 1973-75, 7.5 percent; and in
1976-78, 5.3 percent, a discouraging trend. This bill, I believe, will
assist in reversing the course by rewarding consumer thrift.

Savings dollars have an advantageous effect on both inflation
and productivity. In the first instance, savings represent consumer
dollars not in the marketplace chasing goods and services to higher
and higher levels, and in the second instance, provide a relatively
stable base of lendable funds for the expansion and modernization
of plant and equipment. Homebuilding, now entering a period of
uncertainty and inactivity, should also be enhanced as a conse-
quence of this act.

It is interesting to note that 71 percent of the adjusted gross
income reported on 1976 tax returns came from individuals in the
$10,000 to $50,000 bracket. Interest income represented only 3.68
percent of adjusted gross income in this group while interest
income in the group below, from $5,000 to $9,999, and the group
above, $50,000 and up, represented 6.1 percent and 6.44 percent
respectively. The impact of S. 246 appears properly directed to
increase savings within the largest taxpayer segment, and I have
attached a chart to that point, Senator.

A married couple with two dependents reporting an adjusted
gross income of $10,000 would fall in the 18 percent bracket accord-
ing to the 1978 tax tables. They receive a net yield of 4.31 percent
on a 5 percent savings account. The net yield under S. 246 would
be increased to the full 54 percent, a 21.8 percent increase in
yield. A similar couple with $20,000 in adjusted gross income, the
26-percent bracket, would have their net yield increased from 3.9
percent to 5 / percent, or 35 percent. These statistics illustrate the
yield benefits of S. 246 to the small saver, and it is high time the
small saver had a break.

I can attest that regular savings at Pan American Bank-and I
believe this to be true of most Texas banks-are down 35 percent
when money market certificates and jumbo CD's are deleted.

The Senate, through S. 246, can encourage thrift, discourage
inflation and lend support to the small savers of this country,
certainly objectives of the highest order.

Thank you, Mr. Chairman.
Senator BENWSEN. Thank you, Mr. Duffey, very much. I think the

examples you have cited will be very helpful to us.
I want to state for the record that I have known Mr. Duffey for

many years, and he is a very distinguished, able operator of a
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financial institution and knows his savers from the largest to the
smallest, and personally relates to them.

Mr. DUFFEY. Thank you, sir.
Senator BENTSEN. I would like to call on Mr. Robert Pugh, a

friend of mine who is the president of the Texas Senior Citizens
Association.

We are very pleased to have you here this afternoon.

STATEMENT OF ROBERT E. PUGH, PRESIDENT, TEXAS SENIOR
CITIZENS ASSOCIATION

Mr. PUGH. Good evening, Mr. Senator, and those of us in Texas
are proud to own you as our Senator.

Senator BENTSEN. Thank you, sir.
Mr. PUGH. With all the pride we have about anyone.
I am Bob Pugh, and at age 73, I am still gainfully employed as

chief of the mental health department of Bexar County, but I am
also president of the Texas Senior Citizens Association. I serve on
three State committees as the only consumer advocate, and I am a
consumer advocate. I think you could set my bank statement,
though I am not connected with the Treasury Department. But in
this day when we have long since passed the double digit inflation,
perhaps it is only those of us who are older who can remember
that one of our Founding Forefathers reminded us that a penny
saved is a penny made. In our mad rush toward economic suicide
and financial oblivion, our society seems dazed and drugged by an
opiate that subtly suggests spend, and spend, with no thought thatthe piper is awaiting down the road for his pay. And that suggests
that S. 246 by Senator Bentsen and cosponsored by 18 of his Senate
colleagues is long overdue.

Our executive board, by unanimous vote, endorsed this bill and
asked that I come to Washington and speak before this committee
to express our feelings.

We favor this bill, first of all, because we need-I am not discuss-
ing others-we need an incentive to save. I discussed this with one
of our district judges who was the best criminal district attorney
we have had in Bexar County, and he was most enthusiastic about
the idea, and his only comment was, well, why stop at $500 and
$1,000 on a joint return? He reminded me that no one is going to
save who is without some incentive. He reminded me that he began
his own saving with Bexar County Employees Credit Union on a
payroll deduction plan, and when this union merged with the
Government Employees Credit Union, he continued to save on that
basis, but he had to increase the saving because of the problem of
inflation that all of us by now, I am sure, have some degree of
familiarity.

He confirmed what I knew already, that this has demanded the
increase of whatever savings we had. He also felt some concern
with me that the money in our savings account has already been
taxed by the Federal Government, and we felt that to pay taxes on
the interest on any savings would be both unfair and unjust. Actu-
ally, on savings in the GECU which pays 6 percent-and this
sounds good, but when inflation moves in this reduces that to about
2 to 2V percent, and to further make this subject to income tax
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would make this more unbearably a harsh load for those who are
least able to bear it.

As president of a large and vocal group of senior citizens, I am
deeply hopeful that our people become concerned about and inter-
ested in savings since economists tell us that a retiree who can
retire now on a $10,000 a year income will need $18,000 before
1990. I think the question comes, where is that extra $8,000 going
to come from? At the last-report I had, Santa Claus was either
dead or critically ill. And I think the only obvious answer is it
must come from savings. And unless we can do something to in-
crease the manner of savings, then these people who are going to
retire now are going to face a very grim future come 1990.

And our own Government, for example, perhaps has not been
very much in the market of encouraging the saving habit. For
example, I have been purchasing Series E U.S. savings bonds, full
well knowing that when I cash these in I have to pay taxes on the
interest derived from these U.S. savings bonds. Perhaps this is but
one of the many reasons why the U.S. citizens have the lowest
savings rate among all the modern nations.

Senator BENSEN. Mr. Pugh, they rang the bell on you. We have
a limitation of time, and we will take your entire statement for the
record. I wish we could hear more of it. It is helpful. I am delighted
to have it.

Mr. PUGH. All right, sir.
Senator BENTSEN. I would like to call now on my friend Harvey

Mitchell, who is the president of the Texas Mortgage Bankers
Association and must be having a pretty hectic time these days.

STATEMENT OF HARVEY R. MITCHELL, PRESIDENT, TEXAS
MORTGAGE BANKERS ASSOCIATION AND PRESIDENT, SOUTH-
ERN TRUST & MORTGAGE CO., DALLAS, TEX.
Mr. MITCHELL. Very true, Senator, and thank you for letting me

speak. My name is Harvey Mitchell. I am president of Southern
Trust & Mortgage Co., Dallas, Tex. We are a mortgage banking
firm founded in 1924. We have 16 offices in seven States. I appear
today as president of the Texas Mortgage Bankers Association. Our
association welcomes the opportunity to speak in favor of Senate
bill 246.

The inflationary problems of the past several years have de-
stroyed our historical savings and mortgage lending patterns. Until
we go through the painful process of substantially reducing the
inflation rate in this country, we will not see a strong savings base.
S. 246 cannot cure our inflation problems, but perhaps this legisla-
tion would help to offset some of the effects until we can make
headway on the inflation front.

It is a shame that in our country where thrift was the corner-
stone of our upbringing, we now discourage savings through a
combination of inflation and taxation. The most disastrous effects
occur to the elderly. Most studies show that the largest proportion
of savings comes from individuals over 65 years of age. Inflation
these past 10 years has eaten away the purchasing power of the
savings these individuals had planned for their retirement.

Based on this past record, is it any wonder that the younger
people in this country are not saving?. Even at the current high
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rates paid on the thrifts' 6-month money market certificate, 12.65
today, most savers will not be ahead of the inflation rate. These
facts suggest that the young couple who borrows to buy as much
house as they can and as much furniture as they can are pretty
smart investors. The interest they pay is all tax deductible. Why
should they save?

Until recently, our company's experience has shown that the
high interest rates have not discouraged home buyers. The infla-
tion psychology, plus the tax deduction, make the home buyer
believe he must buy now in order not to miss out on homeowner-
ship. The average price of a new home in Dallas is now about
$80,000. A recent projection indicates in 5 years the average price
of a home in Dallas will be $150,000. Of course, this is based on the
historical inflation we have seen in housing over the past 5 years.

If the thrift institutions are to provide the enormous amounts of
capital needed to finance the housing required in the near future,
there must be some incentive to save. By providing an interest
exclusion from taxable income, the thrifts would be better able to
compete for the savings dollar. This is a better way to provide
funds for housing, rather than continuing to raise interest rates on
savings which, in turn, must be passed on to the home buying
public.

The mortgage banking industry has historically been the bridge
between capital surplus areas and capital short areas. Our industry
has sold billions of dollars of loans to thrift institutions over the
years. For example, in Texas in 1978, mortgage banking firms
made approximately $3.5 billion of home loans. A substantial por-
tion of this amount was sold to thrift institutions, either directly or
through Ginnie Mae pass through securities. At the present time,
there are virtually no direct purchases of loans by thrifts. As a
result, conventional loans on homes will be nearly impossible to
make in the next several months.

The Government loan programs are affected by the same prob-
lems. FHA and VA loans have traditionally been purchased by
thrifts through mortgage bankers; more recently by using the
Ginnie Mae passthrough securities, but in today's market, a thrift
cannot afford to pay 12.65 percent for money and buy Ginnie Mae
securities yielding 11.5 percent.

So as you can see, we must encourage savings in this country but
this encouragement can come in a form other than just a high rate
of interest. The tax exclusion gives the saver this extra encourage-
ment. It is particularly fair to the smaller saver who does not have
access to or knowledge regarding higher yielding investments
which take larger amounts of money.

As mortgage bankers, we hope that Congress will explore all
possible avenues to increase savings and capital formation in this
country. We believe S. 246 is a part of that program.

Again, let me say I appreciate the time you have given me to
speak for our association on this important subject.

Senator BENTSEN. Thank you very much, Mr. Mitchell, and we
will take your entire statement for the record, but in the interests
of time we will move on to Mr. Jerry Knippa, president of Texas
Savings & Loan Association, following in the footsteps of his distin-
guished father.
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STATEMENT OF JERRY L. KNIPPA, PRESIDENT, TEXAS
SAVINGS & LOAN LEAGUE

Mr. KNIPPA. Thank you, Mr. Chairman. I am Jerry Knippa,
president of the Texas Savings & Loan League, here to present the
consolidated testimony of the more than 300 savings and loan
associations in Texas.

We support the passage of S. 246 because it provides much
needed help to our individual citizens, to our economy, and as a
result of those two, to the savings and loan business.

Earlier testimony referred to the negative rate of return that
savers receive. This return, coupled with the income tax on it, has
all but destroyed the traditional savings account in this country as
a vehicle for planning for individuals, as well as a source of secu-
rity. We feel that S. 246 will go a long way to correct this unhappy
situation.

It would also help change the deeply ingrained inflationary psy-
chology we have of "spend now; if you don't, it will just cost you
more later." The dollars which the savers withdraw may be equal
in number to the dollars they deposited, but they are worth much,
much less in terms of buying power, and this compels them to
spend those dollars. This only serves to exacerbate an already
severe inflation problem.

These economic factors have driven the rate of savings in this
country to below 5 percent of disposable income, and this un-
healthy trend must be reversed.

As far as the economy is concerned, the formation of capital
resulting from S. 246 would greatly help combat inflation by the
stimulation of significant increases in productivity. It is our judg-
ment that the productivity in manufacturing, construction, and
employment which would result from S. 246 would more than
offset any short-term loss of revenues to the Treasury Department.
Also, the volatility of the money markets would lessen, and the
periodic disintermediation which plagues our industry, and which
we are now experiencing, would diminish.

As far as the savings and loan business is concerned, the in-
creased deposits would be channeled into homebuilding and con-
struction, with the attendant benefits to the millions of persons
who work in these and related endeavors. Also, there are innumer-
able home buyers who would benefit from S. 246.

In summary, Mr. Chairman, it is our belief that the passage of S.
246 is necessary to restore some much-needed strength and vitality
to our economy. This bill is appealing to the individual members of
our society. It is also appealing to the institutional members of our
society.

We urge its passage, Mr. Chairman, and we thank you for hear-
ing our views.

Senator BmTswn. It is good to have you.
Mr. Clyde Choate is the vice president of the Texas Credit Union

League. We are very pleased that you are able to come and we look
forward to your testimony.
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STATEMENT OF CLYDE CHOATE, TREASURER/MANAGER, EN.
SERCH FEDERAL CREDIT UNION, DALLAS, TEX., ON BEHALF
OF THE TEXAS CREDIT UNION LEAGUE AND THE CREDIT
UNION NATIONAL ASSOCIATION
Mr. CHOATE. Thank you, Mr. Chairman.
My name is Clyde Choate. I am manager of Enserch Federal

Credit Union in Dallas, and I appear today as a respresentative of
the Texas Credit Union League and the Credit Union National
Association.

There are over 30 million Americans who have savings accounts
in credit unions today. I would like to thank this committee and
you, Senator Bentsen, for inviting us to be here today, and especial-

for your efforts in the area of tax incentives for savers.! A historical lack of tax incentives for savings has been aggravat-
ed tremendously by inflation and rapidly rising market rates of
interest. As a credit union official, I sometimes have a problem
counseling my members to save a portion of their earnings. This is
a sad situation but it is due to inflation and the fact that there are
not now existing Federal tax policies which encourage savings.

A tax incentive for savings should be created in order to reaffirm
the faith of the individual in the concept of saving. The attention
this subcommittee is focusing on this very real problem is a wel-
come sign to the credit unions in Texas and the Nation. We are
anxious to tell our members that there is a good reason to save.

Mr. Chairman, it is my strong conviction that the average
American citizen today, more than ever, needs an incentive t. save
whatever he can afford without being penalized by taxation on
earned interest. Most credit union shareholders have modest sav-
ings accounts. Therefore a minimum income tax payment from the
small saver, such as typical in my credit union, the one I manage,
is a problem and is a tax burden. In my credit union, 69 percent of
the total membership of over 9,000 members have less than $500 in
their savings account with us. The average of all the accounts is
only $1,100.

Legislation that will provide greater incentives to save will great-
ly assist our credit union members as well as the average Ameri-
can citizen. A recent counting of the tax incentive bills this year in
Congress reveals 186 sponsors and cosponsors have introduced ap-
proximately 60 pieces of legislation. This is along the lines of your
remarks today to the representative from the Tax Department,
Senator, that there is strong support for this legislation.

The consensus behind the legislation demonstrates considerablymore unanimity than might appear from the approaches. Without
commenting on the particular bills, I would like to make some
observations about the tax incentive bills before this committee.

An income tax credit or reduction should be applied to both
existing and new savings to encourage new deposits and to keep
money in savings. And we in credit unions have a problem today
about maintaining our own savings as many of the other institu-
tions and if I may, Senator, I would call your attention today to the
Washington Post, in the business and financial section today has a
lead story about credit unions' savings going elsewhere.

A tax credit would be equitable and maybe a more equitable
distribution. A credit or deduction should be allowed equally for'all
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Americans. Legislation that would provide a tax incentive for sav-
ings should help break the inflation buy-now cycle by increasing
the consumer incentives to save, as my colleagues have just com-
mented.

The Credit Union National Association and the Texas Credit
Union League will be glad to work with this subcommittee in any
way possible to enact this necessary and timely legislation.

Again, may I say thank you for the opportunity of being here
today. I will be happy to respond if there are questions, sir.

Senator BENTSEN. Thank you very much, Mr. Choate, and we
will take your entire statement for the record.

What each of you have talked about, you know, is no radical
approach. I cited you the other countries that are already giving
incentives for savings, Germany, Japan, France, and how they have
encouraged savings and how savings have increased in those coun-
tries, and substantially higher than our own.

Let me ask about the-because I am very concerned about what
is happening in housing. I had breakfast the other morning over in
Treasury with Paul Volcker and Bill Miller and was expressing my
concern about the commitment.windows closing for housing loans.

The move by the Federal Home Loan Bank in reducing the
reserves and increasing the borrowing powers of the savings and
loans, has that made some headway? Is that helping?

Mr. KNIPPA. This is the reduction of the liquidity requirement
from 6 percent to 5Y2 percent?

Senator BENTSEN. Yes.
Mr. KNIPPA. We have estimated in Texas that in terms of dollars

this is $125 million. In my hometown, San Antonio, this is estimat-
ed to be $7 V million. Last month in September the savings and
loans in San Antonio loaned about $30 million. So if we apply the
number of dollars that will be available if all of those dollars went
into home loans, we would have the equivalent of only 1 week's
lending. But I think many savings and loan managers will retain
that as liquidity due to economic concern, even though they no
longer are required to do so.

Senator BENTSEN. Gentlemen, I have a lot of questions, and I will
submit some questions to some of you in writing, and I would
appreciate your answering. The limitations of time don't allow me
to go further.

Thank you very much for your time.
[The prepared statements of the preceding panel follow:]
Mr. Chairman, I am Robert M. Duffey, Jr., Chairman, President and Chief Execu-

tive Officer of the Pan American Bank of Brownsville, Texas and President of the
Texas Bankers Association. I am here to testify for S. 246-the Savings Account Tax
Exemption bill sponsor by Senator Lloyd Benten of Texas. The bill, while benefit-
ing the holders of time deposits across the board, should be particularly helpful to
the small saver who is most effected by inflation.

The exclusion of the first five-hundred dollars ($500) interest from individuals
taxable income and one-thousand dollars ($1,000) for joint returns will promote and
enhance savings in my opinion. This dollar limitation properly directs emphasis to
the small saver. The encouragement of personal thrift in the present atmosphere of
double-digit inflation should be applauded by both the public and private sectors. S.
246 will provide a base of relatively stable funds for financial institutions and add
tax free dollars to consumer incomes.

In the course of recent research relative to savings and inflation I found the
following statistics of particular interest. In the 1973/77 period savings as a percent-
age of personal income in the United States were 6.7 percent while in West Ger-
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many the ratio was 15.2 percent and as you stated before in Japan 24.9 percent.
Savings as a percentage of personal income in the United States have been 1970/72
7.1 percent- 1973/75 7.5 percent; and 1976/78 5.3 percent-a discouraging trend.
This bill wiil assist in reversing this course by regarding consumer thrift.

Savings dollars have an advantageous effect on both inflation and productivity-
in the first instance savings represent consumer dollars not in the marketplace
chasing goods and services to higher and higher levels and in the second instance
provide a relatively stable base of lendable funds for the expansion and moderniza-
tion of plant and equipment. Homebuilding, now entering a period of uncertaintyand inactivity, should also be enhanced as a consequence of this act.

It is interesting to not that 71 percent of theadjusted gros income rported on1976 tax returns came from indiviual in the $10,000 to $50,000 bracket interest
income represented 3.68 percent of adjusted gross income in this gup while inter-
est income in the group below-$5,000 to $9,999-and the group abov-$50,000 and
above-represented 6.1 and 6.44 percent respectively. The impact of S. 246 appears
properly directed to increase savings within the largest taxpayer segment. And I
have attached a chart to that point Senator.

A married couple with two dependents (chart B) reporting an adjusted gross
income of $10,000 would fall in the 18 percent tax bracket according to 1978 tax
tables. They receive a net yield of 4.31 recent on a 5Y savings account. The net
yield under S. 246 would be increased to the full 5% percent-a 21.8 percent
increase in yield. A similar couple with $20,000 in adjusted gross income-26 per-
cent tax bracket-would have their net yield increased from 3.9 to 5% or 35
percent. These statistics illustrates the yield benefits of S. 246 to the small saver
and it is high time the small saver had a "break".

I can attest that regular savings at Pan American Bank-and I believe this to be
true of most Texas banks-are down 35 percent when Money Market Certificates
and Jumbo CD's are deleted.

The Senate, thru S. 246, can encourage thrift, discourage inflation and lend
support to the small savers of this country-certainly objectives of the highest
order.

A.'-SAVINGS STUDY-1976 INDIVIDUAL FEDERAL INCOME TAX
(Percet]

Wyted g income Interest as percentage of Percta U.S gM
905101c gro Hun tAxale urcom repoed

$5. O to $9, 9 ................................................................................ ....... ... 6.1 12.2
$10,000 to $49,999 ........................................................................................ 3.68 71.0
$50,000 and above .......................................................................................... 6.44 9.8

B. '-MARRIED COUPLE, TWO DEPENDENTS-1978 TAX TABLES

Mitel gross income Bank savip rate Tax rate Net yid S. 246-incrafate of return

$10000 ........................................................... 5.25 18 4.31 21.8
$20,000 ........................................................... 5.25 26 3.90 350

'Sorce--tatistical MiAstrct of the Unted States-1978-U.S. Dep tent of Cnmmerce.

TExAs SENIOR CmzzENs ASSOCIATION

Mr. Senator, as president of the most militant politically minded Senior Citizen
Group in Texas, I am intently interested in Senate Bill 246. In this day when we
have long since passed double digit inflation, perhaps, it is only those of us who are
older who can remember that one of our funding forefathers reminded us "That, "A
Penny saved is a penny Made". In our mad rush toward economic suicide and
financial oblivion, our society seems dazed and drugged by an opiate, that subtly
suggest spend, and spend, with no thought that the piper is awaiting down the road
fori e.y, and that suggests, that S.B. 246 by Senator Bentsen, and co-sponsored
by 18 of his Senate Colleagues is long over due. Our Executive Board by unanimous
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vote, endorsed this bill, and asked that I come to Washington and speak before this
Committee to express our feeling. We favor this bill, because:

I discussed this with one of our District Judges who was the best Criminal District
Attorney we have had, in Bexar County. He was most enthusiastic about the idea,
but said, why stop at $500.00 and $1,000 on a Joint return. He reminded me, that no
one is going to save who is without an incentive. He began his saving with the
Bexar County Employees Credit Union on a pay roll deduction plan, and when this
union merged with the Government Employees Credit Union he continued and even
increased his savings. The Judge confirmed, what I already knew, that it was
necessary to increase savings because of the increasing inflation rate. We also felt
some concern because, the money in our savings accounts, has already been taxed
by the Federal Government, and we felt, that to pay tax on the interest on any
savings would be both unfair and unjust. Actually on savings The Government
Employees Credit Union which pays 6 percent and this sounds good, but the infla-
tion bite reduces that to about 2 to 2V2 percent, and to further make this subject to
income tax would make this an unbearably harsh load, for those least able to bear
this. As President of a large and vocal group of Senior Citizens I am deeply hopeful
that our people become concerned about and interested in Savings, since economist
tell us that a Retiree who can retire on a $10,000 a year income now, will need
$18,000 before 1990. Let's face facts-where is that extra $8,000.00 a year going to
come from? The only obvious ansewer is "Savings"-but under the present circum-
stances, our government is not encouraging the saving habit, for example I have
been purchasing Series E, U.S. Savings Bonds, full well, knowing, that when I cash
these in, I will ave to pay taxes on the interest derived from these U.S. Savings
Bonds. Perhaps this is but one of the many reasons why the United States Citizens
have the lowest Savings rate among all modern nations. I know even the adoption
of Senate Bill 246 will not solve all the problems nor provide all the answers, but I
sincerely believe it will afford some relief, and will help develop our badly needed
incentive for saving. I recall the old Arab proverb, that when the Camel would get
into the tent, he would first put his nose in it. So with that thought I, with others
have come along ways to ask you to make a step in the right direction by voting for
SB. 246.

I speak for S.B. 246, again, for the effect that it can have on the investment angle.
If you give to our people the incentive, the motivation for saving, that this will
engender, as we invest in savings in Savings Banks, building and loan associations,
credit unions, each of us who participate will have a part in providing the capital
for home and commercial buildings, and help us have the feeling that we are
helping America to get moving again. While we may not be economists, we do know
the banks, the building and loan associations, and kindred institutions cannot lend
money they do not have, and this is where Individual Americans all over America
can come in-if something can be done to develop our incentive for saving, then we
can help provide the capital, that will mean business, homes, and therefore more
jobs for our people. The rank and file of Americans do not have great wealth, but
they love their country and they are concerned about the future of America-they
would like to know they can have a part in rebuilding America. Some of our people,
for example, know that the interest on Municipal bonds is exempt from income
Tax-some of them know, that the widow of a leading automobile tire manufactur-
er, has all her huge fortune invested in municipal bonds and the interest of them is
tax free. Some of them know that since these are sold only in $100,000.00 units, that
a few, if any of our people can ever purchase these-some of our people know good
women like this lady can--some of us people know for example, that my own bank
the Frost National Bank in San Antonio can and does purchase these-but largely
we know we can't-but we do feel, that if the same government that protects the
invested interest of those who purchase the $100,000.00 units of municipal bonds,
should also be interested in giving this small relief to the little folks in America and
let us feel we share in the great undertaking of helping provide the capital needed
to get America going again, and this we can do as we invest our savings, when we
know that the interest on these savings will not be subject to income tax.

STATEMENT OF HARVEY R. MITCHELL
Mr. Chairman, my name is Harvey Mitchell. I am President of Southern Trust &

Mortgage Company, Dallas, Texas. We are a mortgage banking firm founded in
1924. We have sixteen offices in seven states. I appear today as President of the
Texas Mortgage Bankers Association. Our association welcomes the opportunity to
speak in favor of Sehate Bill 246.
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The inflationary problems of the past several years have destroyed our historical
savings and mortgage lending patterns. Until we go through the painful process of,
substantially reducing the inflation rate in this country, we will not see a strong
saving base. S. 246 cannot cure our inflation problem but, perhaps, this lepilation
would help to offset some of the effects until we can make headway on the inflation
front.

It is a shame that in our country, where thrift was the cornerstone of our
upbringing, we now discourage savings through a combination of inflation and
taxation. The most disastrous effects occur to the elderly. Most studies show the
largest proportion of savings comes from individuals over 65 years of age. Inflation
these past ten years has eaten away the purchasing power of the savings these
individuals had planned on for their retirement.

Based on this past record, is it any wonder that the younger people in this
country are not saving? Even at the current high rates paid on the thrifts' six-
month money market certificate-12.65 percent today-most savers will not be
ahead of the inflation rate. These facts suggest that the young couple who borrows
to buy as much house as they can and as much furniture as they can are pretty
smart investors. The interest they pay is all tax deductible. Why should they save?

Until recently, our company's experience has shown that the high interest rates
have not discouraged home buyers. The inflation psychology, plus the tax deduction,
make the home buyer believe he must buy now in order to not miss out on home
ownership. The average price of a new home in Dallas is now about $80,000. A
recent projection indicates in five years the average price of a home in Dallas will
be $150,000. Of course, this is based on the historical inflation we have seen in
housing over the past five years.

If the thrift institutions are to provide the enormous amounts of capital needed to
finance the housing required in the near future, there must be some incentive to
save. By providing an interest exclusion from taxable income, the thrifts would be
better able to compete for the savings dollar. This is a better way to provide fund
for housing, rather than continuing to raise interest rates on savings which, in turn,
must be passed on to the home buying public.

The mortgage banking industry has historically been the bridge between capital
surplus areas and capital short areas. Our industry has sold billions of dollars of
loans to thrift institutions over the years. For example, in Texas in 1978, mortgage
banking firms made approximately $3.5 billion of home loans. A substantial portion
of this amount was sold to thrift institutions, either directly or through Ginnie Mae
Pass Through Securities. At the present time, there are virtually no direct pur-
chases of loans by thrifts. As a result, conventional loans on homes will be nearly
impossible to make in the next several months.

The government loan programs are affected by the same problems. FRA and VA
loans have traditionally been purchased by thrifts through mortgage bankers; more
recently, by using the Ginnie Mae Pass Through Securities, but in today's market a
thrift cannot afford to pay 12.65 percent for money and buy Ginnie Mae Securities
yielding 11.50 percent.

So, as you can see, we must encourage savings in this country, but this encourage-
ment can come in a form other than just a high rate of interest. The tax exclusion
gives the saver this extra encouragement. It is particularly fair to the smaller saver
who does not have access to or knowledge regarding higher yielding investments
which take larger amounts of money.

As mortgage bankers, we hope that Congress will explore all possible avenues to
increase savings and capital formation in this country. We believe S. 246 is a part of
that program.

Again, let me say I appreciate the time you have given me to peak for our
association on this important subject.

TwI r ONY oF JERRY L. KNiPPA

Mr. Chairman, I am Jerry L. Knippa, President of the Texas Savings and Loan
League, here to present the consolidated testimony of the more than 300 savings
and loan associations in Texas.

We support S. 246 because it makes so much sense. It helps the individual citizen,
it helps the economy, and, as a result, it helps the savings and loan business. One of
the most effective wa to fight inflation is to increase investment, thereby increas-
ing productivity, S. 246 does this; does it simply, and equitably. It rewards those
small savers who cannot take advantage of tax-free municipals, deferred annunities,
trust investments, and a myriad of tax advantages that are available to the wealthy
investor.
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Currently, the individual saver receives a negative return on his saving deposit.
This negative return, coupled with the income tax on it, has all but eliminated the
traditional savings account in this country as a source of security and a vehicle for
planning for individuals. S. 246 will go a long way to correct this unhappy situation.

A $500 tax deduction on interest received from savings accounts will act as an
incentive to increase saving. In the case of savings and loan associations, these
increased saving will be reinvested in housing, thereby increasing the tax received
from those individuals who earn their income from housing, i.e., carpenters, real
estate agents, builders, etc. These segments usually pay taxes in higher brackets
than small savers. Therefore, it is very possible that this tax incentive can increase,
over a period of time, the revenue received from the total tax. This was the result of
the Kennedy tax break in the early 1960's, when the tax incentive was concentrated
on the investment side.

Another point that should be addressed is that the federal deficit is a major cause
of inflation in our country, and this bill could increase the deficit. Let's be honest
about this point. The federal deficit is a result of the spending policy of the
government, and while increased spending by the federal government should be
addressed, the deficit should not be used as an excuse to deny moderate income
people an equitable way to exercise self-control and to be responsible for thier own
financial matters. The present taxing policy has the effect of punishing those
individuals who are being responsible and fighting inflation by saving not spending.
S. 246 will help change the deeply ingrained inflationary philosophy of "spend
now.., it'll cost you more later'. The two edges to this lethal economic sword are
that the people have learned the folly of saving, because the dollars they withdraw,
although equal in numbers to the dollars they deposited, are worth so much less in
buying power. So they feel compelled to spend their dollars, which serves only for
further exacerbate the inflation problem.

The existing economic factors have driven the rate of savings in this country to
less than 5 percent of disposable income, and that unhealthy trend must be re-
versed.

In summary, we see no negative points cn this piece of legislation. Most impor-
tant, S. 246 begins to create some equity in the'tax system by giving savers (low and
moderate income citizens) some of the same advantages as investors (higher income
citizens).

Second, after a period of time, it should not decrease the revenue of the govern-
ment.

Lastly, the formation of capital resulting from the passage of S. 246 will help
diminish inflation by providing for an increase in productivity. Also, the volatility of
the money markets would lessen, and the periodic disintermediation which we are
again experiencing would diminish.

In the case of the savings and loan business, these increased deposits will be
channeled into the home building and construction industries, with the attendant
benefits to the millions of persons working in those related endeavors, and will help
relieve the pressure of high interest rates. Millions of home buyers will also benefit.

It is our belief that the passage of S: 246 is vital to restore some much needed
vitality to our economy. It is a bill which makes good economic sense, and one
which is appealing to both the individual citizen and the institutional members of
our society.

Mr. Chairman, we urge its passage.

STATEMENT OF CLYDE CHOATE
Mr. Chairman, Committee members, my name is Clyde Choate. I am Treasurer/

Management of Enserch Federal Credit Union in Dallas, Texas and I appear before
y ou today on behalf of the Texas Credit Union League and the Credit Union
National Association. The Texas League has as its members the 1,450 federal and
state chartered credit unions within our borders. There are approximately three
million Texans that make up the membership of these credit unions. The Texas
League is one of 51 state credit union leagues, one from each state and the District
of Columbia. There are between 30 and 40 million Americans who have savings
accounts at credit unions across the country. I would like to thank this committee
and Senator Bentsen for inviting the Texas Credit Union League to testify before
you today and especially for your efforts in the area of tax incentives for savers.

As you may know credit unions are a cooperat've-type financial institution which
are completely owned by their members. We do not serve the general public, as
other financial institutions do, but serve only members of common bond interest of
institutional, occupational or community groups. Each eligible individual of these
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groups is entitled to membership and equal representation to the Board of Directors
of his or her respective credit union.

Credit unions are thus unique among financial institutions. Benefits accrue to the
individuals in the form of earnings on savings, very reasonable loan terms, and
services offered. Our institutions, in the normal course of their activities, act to
balance the borrowing and saving functions of their members. The Federal Credit
Union Act in fact requires by law that credit unions "encourage thrift." We there-
fore support measures that would reverse the more recent inclination to spend,
rather than save. Yet it is becoming more and more difficult for us to fulfill our
primary role as a thrift institution because in the United States the practice of
saving is not only discouraged but penalized. Lack of incentives combines with the
effects of inflation provide severe disincentives to save.

The realities of this situation are being recognized by a growing number of credit
union members who'then withdraw funds and place them in money market certifi-
cates and in more speculative areas such as commodities, real estate and other
essentially. nonproductive areas. Other savers who are unaware of the present
financial realities of savings and those who despite this knowledge maintain an
allegiance to the institutions that have served them well in the past-are unfairly
robbed of the "value" of their savings.

Credit unions operate on the philosophy of securing share deposits from members
and using these funds to lend to other members who have a need for small consum-
er-trpe loans. Since our credit union philosophy calls for using member funds as a
basis for making member loans, the credit union movement has been dramatically
affected by spiraling inflation, rising interest rates and the ever climbing cost of
living.

THE INFLATION FACTOR

The historical lack of tax incentives for savings has been aggravated tremendous-
ly by inflation and rapidly rising market rates of interest. While alternative savings
devices, such as savings certificates offered at near market rates have proved to be
of some benefit to the saver, they are outside the traditional passbook category.
Meanwhile passbook interest rates now lanquish at rates half that of the market
rates and inflation rates. As a credit union official I cannot truthfully tell my
members that it is in their best financial interest to save a portion of their earnings.
This is a crime. It is due to inflation and the fact that we have no existing federal
tax policy which encourages such saving. In order for any resolution of these
problems to occur, Congress should take action on both fronts. A tax incentive for
savers should be created in order to reaffirm the faith of the individual in the
concept of saving. Faith in and tax incentives for savings are as necessary now in
the face of a 13 percent inflation rate as they will be should there ever again be no
inflation.

As inflation robs the value of the dollar, wages rise in an attempt to regain their
relative purchasing power. However, the interest our members receive on savings
therefore becomes subject to a higher tax liability as our credit union members are
pushed into higher federal income tax brackets. As this continues a greater portion
of these earnings on savings are diverted to the government.,This cycle is particu-
larly troubling to the moderate income wage earners who are often dependent in
slack periods on savings for day-to-day expenses. Since approximately 80 percent of
the 22,000 credit unions in this country are organized on an occupational basis and
serve these wage earners, it is extremely important that we find ways to preserve
the value of what these individuals can save.

The federal government has not, thus far, been able to control inflation but it can
do something to end or restrict the escalating federal tax liability savers find
themselves subject to. The attention this subcommittee is focusing on this very real
problem is a welcome sign to credit unions in Texas, and this nation, who are
anxious to tell their members that there is a good reason to save.

CREDIT UNIONS PRESSURED TWICE

Besides being a place to save, credit unions' other purpose is to be a source of
consumer loans. Unlike other financial institutions we cannot redirect money from
consumer loans to higher earning commercial loans. Without a steady and expand-
ing source of funds (savings) it becomes impossible to meet the needs and desired of
our members, many of whom need funds to buy the necessities of life. As savings
decline we find it necessary to cut back on loans, be more selective in granting
loans, require higher down payments and put Into place other barriers to loan
approvals. This is how we act to balance the borrowing and saving functions of our

56-074 0 - 80 - 13
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members and comply with the anti-inflationary goals of the nation's central bank.
Beyond a certain point, however, we are not fulfilling our role as "a source of loans
at reasonable rates." Savings incentive measures will help credit unions to do their
jobs both to "encourage thrift" and provide loans at "reasonable rates."

Mr. Chairman, it is my strong conviction that the average American citizen today,
more than ever, needs an incentive to save whatever he can afford without being
penalized by taxation on earned interest. Because most of credit union share holders
have modest savings accounts, it becomes even more meaningful because a mini-
mum income tax payment from the small saver, such as is typical or our credit
union member, creates a financial burden of greater magnitude than to those more
affluent. In my credit union, Enserch Federal, 69% of my total membership of 9,231
have less than $500.00 in their savings account. As a matter of fact, the average
savings of all members is $1,101.00 per member. It is then apparent to me that most
of the nation's 40 million credit union members should not be faced with a tax
burden on April 15th each year for having had the foresight to accumulate a small
savings account for emergencies or future needs. Legislation that will provide great-
er incentives to save will greatly assist our credit union members, as well as the
average American citizen.

WITOU TAX INCENTVES suVccs WIL REPLACE SAVING AS THE FUNcTION OF
CREDIT UNIONS

Mr. Chairman, in regard to depository institutions, I think we are at a threshold.
The question we must ask ourselves is "What will our financial institutions look
like tomorrow?" If the benefits of saving deteriorate to any greater degree we may
see the emphasis our institutions now place on saving shift to services offered. This
shift seems inevitable under present public policy. If credit unions are not successful
in increasing the assets of an individual through savings, they will shift into areas
where their activities will be successful. Credit union concerns may then be limited
to bill-paying services, electronic funds transfers, remote automatic bank units,
investment counseling, etc. This change in emphasis from saving to services will be
a move away from encouraging individual thrift. Credit unions were formed to
promote thrift and to do otherwise would be an abdication of the role we were
created to play. Tax incentives for savers would be a shot in the arm for tradition
credit union objectives.

YET PEOPLE STILL WANT TO SAVE

I would like to point out to this subcommittee that despite disincentives to save,
Texas Credit Union members continue to do so. Their desire to provide for them-
selves and be self-sufficient is strong and I am looking forward to the day when this
instinct to save and the peace of mind that accompanies having savings is encour-
aged by federal tax policy. For many Americans a savings account is their only
buffer between them, the future and government subsidy programs (welfare). The
set of conditions that now cause Americans to lose faith in savings, a previously
sound financial practice, must not be permitted to continue.

LEGISLATION PENDING

A recent counting of tax incentive bills this year in Congress reveals 186 sponsors
and cosponsors have introduced approximately 60 pieces of legislation. The consen-
sus behind the legislation demonstrates considerably more unanimity than would
appeal from the various approaches taken. Without commenting on any particular
bll, I would make the following observations:

An income tax credit or deduction should be applied to both existing savings
and new savings, to encourage new deposits and to keep money in savings
accounts.

A tax credit would be more equitable than a tax deduction.
The credit or deduction should be allowed equally for all Americans.
Special purpose tax exempt savings accounts (such as individual housing

accounts) should be scrapped in favor of general tax favors for all savings
accounts.

With this wide consensus that exists throughout Congress on the need for tax
incentives for savers, a congressional caucus might even be formed to further
advance the concept that government must do something to help people themselves
through savings.
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CONCLUSION

Due to the present economic situation, tax incentives for savings legislation is
extremely vital if credit unions are to continue their traditional role as a financial
organization for moderate income individuals.

Tax incentives will invigorate the credit unions by enhancing the aspects of our
activities--savings, consumer and home loans which are most important to our
members.
. The United States must become a nation of savers rather than spenders if the
problem of inflation is ever to be licked.

With prices soaring at double-digit inflation rates, it is virtually impossible for
savers to maintain the purchasing power of their savings dolars, even with interest
rates at record levels.

Inflation and taxes provide a powerful disincentive to save. Since 1975 the rate of
savings as a percentage of disposable income has declined from 7.7 percent to 4.18
percent in the third quarter of 1979. This drop in savings means reduced capital
investment, lower productivity and higher interest rates.
* Tax incentives for savings are needed more now than at any other time in our

history. Consumers by now to beat inflation with a resulting further upward push
on prices and a Keduction of savings. Borrowers bid up interest rates as the supply
of savings declines.

Legislation that would provide a tax incentive for savings would break the infla-
tioil-buy-now cycle by increasing the consumers' incentives to save. By increasing
the flow of new savings and moderating the buy now philosophy, the result would
be reduced inflation..

CUNA and the state credit union leagues will be glad to work with this subcom-
mittee in any way possible to enact this necessary and timely legislation.

I thank you for this opportunity to be here today, and I would be happy to
respond to any questions that you may have.

SAviNGs TAx INceNTves

FACT SHEET

Many bills have been introduced in the first session of the 96th Congress to
counter the negative effect of inflation and taxes on savings. Inflation and taxes
provide a powerful disincentive to save. Since 1975, the rate of savings as a percent-
age of disposable income has declined from 7.7 percent to 4.1 percent in the third
quarter of 1979. This drop in savings means reduced capital investment, lowerproductivity and higher interest rates. The purpose of the various savings tax
incentive bills is to make it pay to save again.

With prices soaring at double-digit rates, it is virtually impossible for savers to
maintain the purchasing power of their savings dollars, even with interest rates at
record levels. By taxing money dollars rather than increased purchasing power, the
tax system further reduces the after-tax purchasing power of dollar savings. Soaring
prices make immediate purchases substantially less expensive than they would be if
the purchases were delayed. In combination, these factors reward spending and
penalize savings.

In a period of no inflation, a consumer who saves $1,000 a year will be able to buy
the same amount of good and services a year later that he could at the time of the
deposit. However, if prices increase 10 percent during the year, the purchasing
power of the individual's savings a year later is only $900. And the higher interest
rates paid during periods of rapidly rising prices in no way fully compensate savers
for this loss of purchasing power.

For example, with zero inflation, a saver might receive a 3 percent return, or $30
interest, on $1,000 held on deposit for one year. At the end of the year, the saver
would have $1,030 in dollar savings and an equivalent amount of purchasing power.

During a period of 10 percent inflation, the same saver might receive 6.75 percent,
or $67.50 interest, for the same one-year, $1,000 deposit. Hoeirver, while the dollar
savings at the end of the year would be $1,067.50, the real dollar savings would be
$960.15 ($1067.50 minus $106.75 inflation factor) for a loss of $39.25 in purchasing
power from the original $1,000 deposit.

Merely to break even during a period of 10 percent inflation, the saver would
have to receive a return on his money of 13.3 percent.

Savings is further discouraged by the current tax system. Assuming a 22 percent
federal tax rate, the same saver during a period of zero inflation would receive
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$23.40 in after tax dollar income ($30 minus $6.60 taxes) on the $1,000 deposit. Thus
the purchasing power of the savings at the end of one year would be $1,023.40.

However, during a period of 10 percent inflation, the $67.50 in interest income
would be reduced by $14.85 in taxes for dollar savings at the end of the year of
$1,052.65. In terms of real dollars, the after-tax purchasing power of the savings
would be $947.38 ($1052.65 minus $105.27 inflation factor) for a loss in purchasing
power of $52.62 from the original $1,000 deposit.

During a period of stable prices, a consumer might make a $1,000 purchase a year
from now without suffering from a loss of purchasing power because of a price
increase. Under these circumstances, the cost of buying now is $30 in foregone
interest. Thus there is a clear incentive to save rather than to buy.

If prices are increasing at a 10 percent rate, however, a $1,000 purchase will cost
$1,100 a year from now. The benefit of buying now is the savings of $100 a year
from now. In addition, the consumer does not incur a purchasing power loss of
$39.25 by placing the money in savings. Thus the total benefit of buying now is
$139.25.

The savings tax bills are designed to break the inflation-buy-now cycle by increas-
ing the consumers' incentives to save. There is nothing new in this concept; propos-
als to provide tax incentives for savings have been around for a long time. But for
various reasons, primarily cost to the Treasury, tax incentives for savings have
never become law.

In no other time, however, were tax incentives for savings more needed. Consum-
ers "buy now" to beat inflation with a resulting further upward push on prices and
reduction of savings. Borrowers bid up interest rates as the supply of savings
declines. Savings tax incentives would provide new savings and moderate the "buy
now" philosophy. The net result of increased savings would be reduced inflation.

Senator BENTSEN. Our next panel will be Mr. Richard Lawton,
vice president, National Savings & Loan League; Mr. C. C. Hope,
Jr., vice chairman of the Board, First Union National Bank of
Charlotte, N.C.; Mr. Gil Thurm, vice president and legislative coun-
sel, governmental affairs, National Association of Realtors; Mr.
Lloyd Bowles, legislative chairman, U.S. Savings & Loan Leaue;
Dr. Saul Klaman, president, National Association of Mutual Sav-
ings Banks; and Mr. Michael Evans, economist.

Gentlemen, I really regret the limitations on time, but I would
ask you to observe the warning light and comply with it, and we
will take all of your statements for the record.

I would like to call first on Mr. Lloyd Bowles, who is the legisla-
tive chairman, U.S. League of Savings Associations. Mr. Bowles has
had a long and distinguished record in savings associations, and I
look on him as an authority in the business.

STATEMENT OF LLOYD S. BOWLES, LEGISLATIVE CHAIRMAN,
U.S. LEAGUE OF SAVINGS ASSOCIATIONS

Mr. BowLEs. Thank you.
Mr. Chairman, my name is Lloyd Bowles. I appear today on

behalf of the U.S. League of Savings Associations.
I know your schedule is tight, and I will be brief.
The savings and loan business applauds the efforts of Senators

Bentsen, Nelson, and Talmadge to correct the bias in our tax code
against savings. Today's conditions are severe for our savers and
also for our borrowers. A tax incentive for savings is needed right
now to stop the drain of funds and permit us to perform our
specialized home finance function.

But more importantly, incentives to save are needed today for
the health of the American economy. A buy-now psychology guides
many households. Without savings which must be paid from cur-
rent income, our Nation lacks the capital that will build the
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houses, the factories, the machines-which will provide the output,
the jobs, and the income-for a sound economic future.

The rate of personal savings in this country, as you indicated,
Mr. Chairman, has fallen to just 4.1 percent. Our present tax
system contributes to this performance. Rapid inflation pushes tax-
payers to higher brackets. Since virtually all savings come from
after-tax dolars, fewer dollars are available for saving. Clearly a
tax incentive to save is a quick, efficient, and a very effective way
to reverse inflation and inadequate capital formation.

S. 246, sponsored by Senator Bentsen, is a straightforward, gener-
al and immediate response to the tax code disincentive to save.
Senator Talmadge's S. 1846 corrects a longstanding inequity be-
tween the tax code treatment for corporate stock dividends and for
savings account interest.

S. 1488 by Senator Nelson is an interesting and a constructive
approach, too. It emphasizes an incentive to add to savings which
may minimize the first-blush cost to the Treasury. It may, however,
involve certain operational problems for financial institutions and
the IRS. Such a limited approach does not recognize the difficulty
which thrift institutions face today in holding their deposit base, or
reward those thrifty Americans who have recognized the impor-
tance of savings for many years.

We would recommend that S. 1488 be considered as a way of
augmenting rather than replacing a straightforward tax exclusion
plan such as those envisioned in S. 246 and S. 1846.

Mr. Chairman, the U.S. League and its 4,450 members are very
appreciative of having the opportunity to place our statement in
the record today.

Thank you, sir.
Senator BEW-sEN. We are very pleased to have it. Thank you for

your contribution.
I would like'to call now on Mr. Richard Lawton, vice president,

National Savings & Loan League.

STATEMENT OF RICHARD S. LAWTON,, VICE PRESIDENT, NA-
TIONAL SAVINGS & LOAN LEAGUE, AND CHAIRMAN OF THE
BOARD AND PRESIDENT, WASHINGTON-LEE SAVINGS & LOAN
ASSOCIATION, McLEAN, VA.
Mr. LAWTON. Mr. Chairman, I am Richard Lawton. I am chair-

man of the board and president of Washington-Lee Savings & Loan
Association, McLean, Va., and I appear here on behalf of the
National Savings & Loan League.

The National League strongly supports the use of tax incentives
to encourage savings. As we come to the close of the 1970's, we can
look back on a decade of lagging productivity, reduced capital
investment, and rising inflation. One of the causes of this economic
decline has been the lack of incentive for capital formation and the
significant reduction-in the savings rate in the United States. If the
1980's are to show improvement, it is imperative to stop the disas-
trous slide in the rate of personal savings that is now occurring.
For this reason, we urge the Congress to act immediately to set
policies and encourage savings instead of penalizing those persons
who save as we do now.
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You have heard that in the third quarter of 1979 the rate of
personal savings in the United States fell to a mere 4.1 percent, the

et quarterly figure since 1951. Such a savings rate is certainly
not adequate to provide capital for investment and development
and the increased productivity that is needed if we are going to
improve our economic picture in the future. There are several
factors that account for the low rate of savings, the most important
of which has been inflation. At current rising rates of inflation,
people are encouraged to spend and consume, rather than to save.
itis perceived as better to buy today because tomorrow the cost of
the item will be much higher. In addition, interest rates on savings
have not been able to keep up with inflation. Finally, inflation has
pushed people into higher income tax brackets, leaving them with
less disposable income in real terms, and therefore, less available
funds for savings. A second factor is the taxation of interest earned
on savings which further reduces the effective yield on a savings
account.

We would wholeheartedly agree with you, Senator Bentsen, that
the tax incentives for savings do work, as evidenced by the experi-
ence of a number of industrialized nations, particularly in Western
Europe and Japan. There is no doubt in our minds that the high
rate of savings in these countries has occurred in part because
these nations offer some kind of tax incentive to encourage their
citizens to save.

It is time to take the consumption bias out of our tax laws and
break the current cycle of inflation, consumption, low productivity,
low investment, more inflation by taking a strong policy to encour-
age higher savings rates.

Senator, I would like to take this opportunity to thank you for
allowing the National League to present its views today.

We have filed a full statement.
Senator BENTmEN. Thank you very much. I appreciate your com-

ments.
I was listening to the latter part of those comments, we said

much the same thing in our annual report on the Joint Economic
Committee, and if you haven't read it, I commend it to you, par-
ticularly because I helped write it. [General laughter.]

Mr. C. C. Hope, vice chairman of the board, First Union National
Bank, Charlotte, N.C., and president, American Bankers Associ-
ation.

STATEMENT OF C. C. HOPE, Jl, VICE CHAIRMAN OF THE
BOARD, FIRST UNION NATIONAL BANK, CHARLOTTE, N.C.
AND PRESIDENT, AMERICAN BANKERS ASSOCIATION, ACCOM-
PANIED BY JERRY L. JORDAN, SENIOR VICE PRESIDENT AND
CHIEF ECONOMIST, PITTSBURGH NATIONAL BANK, - AND
MEMBER, AMERICAN BANKERS ASSOCIATION ECONOMIC AD-
VISORY COMMITTEE
Mr. Hops. Thank you very much, Senator, and thank you for the

privilege of being here today.
Of course, the American Bankers Association includes approxi-

mately 13,000 members of the 14,500 commercial banks in this
country.
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I am accompanied today, Senator, by Jerry Jordan, senior vice
president and chief economist of the Pittsburgh National Bank and
a member of our association's Economic Advisory Committee.

I would like to summarize our statement and then ask that the
entire statement be placed in the record.

Senator BENTSEN. That will be done.
Mr. HOPE. First, I want to thank you, Senator, and applaud you

for your actions and those of your colleagues who have joined in a
recognition of the plight of the savers of America. The inadequate
level of savings and investment in our economy today is the result
of several factors. Our tax system has an-inherent bias against
savings and in favor of consumption. The harmful effects of this
bias are aggravated by the severe inflationary conditions that have
plagued our economy. Savers of more modest means suffer from
governmentally imposed discriminatory deposit interest rate ceil-
ings-which significantly reduces their incentive to save: Each of
these factors reduces the level of savings and investment in our
economy in ways that are spelled out in our written statement.

raThe problem of discriminatory interest-rate ceilings could be
eliminated quite simply by gradually, over a period of time, phas-
ing out deposit interest rate ceilings. To achieve such a phaseout,
we urge your support of H.R. 4986 as amended by the Senate
Banking Committee.

But a solution to the inflation problem is obviously more compli-
cated. We believe that a reduction in the -rate of inflation will
occur only in response to properly administered monetary and
fiscal policies, and we urge strong -congressional support for such
measures.

Our experience with mandatory wage and price controls earlier
in this decade demonstrated not only that they are ineffective, but
that-they quickly create distortions and shortages in both product
and labor markets. The current bias of our tax system against
savings and in favor of consumption is a complicated problem to
attack, and we believe that several of the proposals before this
subcommittee will help reduce this bias.

W'especifically support the basic thrust of the proposals of S.
246, S. 1488, S. 1846 as well as S. 1543 and S. 541. We believe that
these bills are constructive attempts to deal with a difficult and
fundamental problem. We believe, however, there are also some
other promising approaches. One is a proposal which deserves par-
ticular attention, is to allow banks and other depository institu-
tions to issue long-range, long-term, tax-deferred certificates of de-posit.

Thank you very much, Senator, for permitting us to testify
today.

Senator BENTS. Thank you, Mr'. Hope, and we will take the
entire statement.

Mr. Gil Thurm is vice president and legislative counsel, govern-
mental affairs, for the National Association of Realtors.

Proceed.
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STATEMENT OF GIL THURM, VICE PRESIDENT AND LEGISLA-
TIVE COUNSEL, GOVERNMENT AFFAIRS, NATIONAL ASSOCI.
ATION OF REALTORS, ACCOMPANIED BY JOHN AMS, DIREC-
TOR OF TAX PROGRAMS, GOVERNMENT AFFAIRS DIVISION,
NATIONAL ASSOCIATION OF REALTORS
Mr. THURM. Thank you, Senator Bentsen. I am accompanied

today by John Ames, who is our director of tax programs. We will
be very brief today, Senator.

Your bill,: S. 246, is strongly endorsed by the National Associ-
ation of Realtors. We think it is a strong step forward toward the
fight against inflation and will help very much in furthering our
Nation s capital formation goals. We view your bill as one major
part of a capital formation package for next year.

Just last week, for example, this same subcommittee held hear-
ings on your other bill dealing with depreciation revision, which we
also endorse as another measure to help achieve capital formation.
We look forward to working with ou and the committee in making
some necessary changes to the billwhich may have some unintend-
ed adverse effects for the real estate industry.

Nevertheless, we view those two bills as part of one big package
to fight inflation.

A third aspect which you have addressed in previous years,
Senator, would be to repeal the $10,000 limitation on investment
interest deductions which was passed as a part of the Tax Reform
Act of 1976. Those three elements should be joined in one big
package next year, and again, we strongly endorse this bill, S. 246,
to provide tax incentives for savers.

Thank you. The written statement of the National Association of
Realtors will be inserted into the committee's permanent record.

Senator BwmrsEN. Thank you very much for your comments.
You know, the other day we had a comment before the Joint

Economic Committee which I chair, that this Nation was going to
face a lowerin* of its standard of living. Well, that just doesn't
have to be. I think we have the resources to turn this thing around,
get it moving, but it also means we are going to have to put some
incentives back in the system, and we are going to have to provide
the means for capital formation and for the modernization of the
productive capacity of this country. And that means that we have
to have depreciation schedules that are competitive with what our
competitors are doing around the world.

Again, we are not talking about some far out proposal; we are
just trying to even up the odds with our competitors.

Our next witness, Dr. Saul B. Klaman, president of the National
Association of Mutual Savings Banks.

I may be mispronouncing that.
Mr. KL mAw. Klaman is fine, sir.
Senator BimzmN. All right, proceed.

STATEMENT OF SAUL B. KLAMAN, PRESIDENT, NATIONAL
ASSOCIATION OF MUTUAL SAVINGS BANKS

Mr. KLAMAN. Mr. Chairman, I deeply appreciate this opportunity
to tell you that the National Association of Mutual Savings Banks
and the $165 billion industry it represents strongly supports the
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tax-incentive measures which you and your colleagues have intro-
duced. It is about time that such measures were in place to help
the Nation's inflation-battered savers. Nothing has a higher prior-
ity in our industry and in our association, and we intend to work
vigorously to help achieve this objective. The time has long since
passed to redress the serious imbalances in our tax system which
favor borrowers and hurt savers. In effect, Uncle Sam is a partner
with every borrower in this country and an adversary of every
saver.

Mr. Chairman, I recognize the extreme tightness of the schedule,
and I am deeply appreciative of the opportunity to indicate our
industry's support of your measures, and I have a statement which
I hope that you will insert in the record.

Thank you very much.
Senator BENT EN. We would be delighted to have it in its entire-

ty in the record.
I would just like to ask one question because of the limitation of

time.
I would like to ask Mr. Thurm how you think S. 246 will help

housing.
Would you care to comment on that?
Mr. THuRM. I would be happy to, Senator Bentsen. We think

that S. 246 will provide very important help for the housing crisis
that we are now facing. Right now we cannot find mortgage money
in many parts of the country. Your bill will help encourage people
to put their money in lending institutions which will help insure
that there will be an adequate supply of money for the housing
needs in this country.

Senator BENT5EN. Thank you very much.
I turn now to my colleague Senator Chafee, who has a deep

interest in this legislation.
Senator CHAPEE. Mr. Chairman, I apologize for being late. As I

understand it, you would exempt the first $100 of interest, would
be tax free, is that it?

Senator BENTEN. We have several versions.
Senator CHATm. Several approaches.
Now, what would happen, what is a savings? In other words,

under these certificates that the legislation we now have before us
where they would be entitled to issue CD's in the amount of $1,000,
how would that be affected?

Mr. KLAMAN. These bills don't affect that, Senator Chafee, but
the problem with that proposal, if I understand it, is to reduce the
$10,000 certificate to $1,000, and I think everybody at this table
would tell you that is just about impossible for savings institutions
to tolerate, and Senator Bentsen and others have commented
today, the way to give the small saver a break and to get his
interest earned up is to give him a tax break and not to insist that
the institutions pay what they can't earn and drive mortgage rates
even higher and reduce the availability of mortgage credit.

Senator CHAE. I see.
So this, under 246, that would not apply to certificates of deposit,

of this--
Mr. KUAMAN. Yes; it would.
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Senator BENYSEN. He could put it in anything he wanted to in
the way of a savings. You know, it could be a savings and loan, it
could be a mutual savings bank, it could be a bank, and it is any
document of savings it could apply to.

Senator CHAFER. I see.
Well, I am not going to prolong this any longer, but if somebody

had--say the bill didn't pass dealing with certificates of deposit
going down, you stayed at $10,000, would your first $100 of interest
on the $10,000, that would be tax exempt under this, wouldn't it?

Senator BNTSRN. Mine goes up to $500.
Mr. KLtqiN. Under this bill it would be $500.
Senator CHAFE. All right, up to $500. That is considered a

saving.
Mr. KLAMAN. Yes, sir.
Senator CHAFER. I see, fine.
Thank you very much, Mr. Chairman.
Senator BENTBEN. And one of the problems that you run into

with savings and loans, for example, when you are talking about
dropping the certificate from $10,000 to $1,000 is they have long-
term assets, and the savings are relatively short term, and they get
whipsawed in this situation. They have made their investments
based on interest rates that were substantially lower, and all of a
sudden they get caught in a crunch in this type situation.

I have been there.
Well, if there are no further questions, gentlemen, we are veryappreciative.Might say, so you gentlemen can understand why we are react-

ing as we do to all these buzzers and those lights back there that
we keep watching, we get kind of a Pavlov reaction, those of us
who are members of the Senate. The light on the right is an amber
light, says that we are in session. You get one light on the left,
that's a vote. You get two lights, that works like a recess. Three
light is a live quorum. Four lights is the end of the session. Five
lights we are halfway through the rollcall. Six lights means end of
the morning business. Seven lights and it is broken. [General
laughter.]

Mr. KLuMAN. Thank you, Senator.
[The prepared statements of the preceding panel follow. Oral

testimony is continued on p. 244.]
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STATEMENT OF LLOYD S. BOWLES
ON BEHALF OF THE U. S. LEAGUE OF SAVINGS ASSOCIATIONS

TO THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SENATE FINANCE COMMITTEE

October 31, 1979

MR. CHAIRMAN:
I

My name is Lloyd Bowles. I am Chairman of the Board and

President of Dallas Federal Savings and Loan Association of Dallas,

Texas and appear today on behalf of the United States League of

Savings Associations*.

I know your schedule is tight today, and I will be brief.

The savings and loan business applauds the efforts of

Senators Bentsen, Nelson and Talmadge to correct the bias in our

tax code against savings. As a business devoted to thrift, this

should come as no surprise. Today's economic conditions are severe

for our savers and for our borrowers. A tax incentive for savings

is needed, and needed right now to stop the drain of funds and permit

us to perform our specialized function of home finance.

But more importantly, incentives to save are needed today for

the health of the American economy. The public has seen their

savings eroded by inflation. A "buy-now" psychology guides many

households- This leads to a vicious circle as excess demand for

goods and credit pushes prices and interest rates up and up, while

savings are depleted still further.

*The United States League of Savings Associations (formerly the
United States Savings and Loan League) has a membership of 4,400
savings and loan associations representing 99-2/3% of the assets
of the $510 billion savings and loan business. League membership
includes all types of associations -- Federal and state-chartered,
insured and uninsured, stock and mutual. The principal officers
are: Joseph Benedict, President, Worcester, Mass., Ed Brooks, Vice
President, Richmond, Va.; Lloyd Bowles, Legislative Chairman,
Dallas, Tex.1 Norman Strunk, Executive Vice President, Chicago, Ill.;
Arthur Edgeworth, Director-Washington Operations; and Glen Troop,
Legislative Director. League headquarters are at I1 E. Wacker Dr.,
Chicavo, Ill. 60601; and the Washington Office is located at
1705 1aw York Ave., N.W., Wash., D.C. 20006 Telephone: (202) 637-8900.
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And make no mistake, without savings -- which must be paid

for from current income -- our nation lacks the capital that

will build the houses, the factories, the machines ... which will

provide the output, the jobs, and the income ... needed for a sound

economic future.

The impact of increased household savings on inflation is

immediate. By foregoing consumption, increased savings will

instantaneously decrease exces4i demand. Purthersore, ad new .

capital stock, financed from savings, is put into place, the

potential supply of goods and services will increase. And, as prices

begin to moderate at home relative to prices abroad,*our

dollar will strengthen in international markets and the price

of imported goods will subside.

The rate of savings in this country has fallen alarmingly.

In the third quarter it was just 4.1% -- a 28-year low --

compared with 6.7% at the beginning of this decade. Our national

savings rate is pitiful compared to other nations: the West

Germans save approximately 17%, the Japanese 24%, the English 14%.

Our present tax system contributes to this embarassing

performance. Rapid inflation pushes taxpayers into higher brackets.

Since virtually all savings come from after-tax dollars, fewer

dollars are available for savings.' The escalating Social Security

taxes not only bite the paycheck, but diminish one of the

traditional motivations for personal savings, planning for retirement.

Furthermore, government priorities and government spending

are directed increasingly toward consumption-oriented income

transfers rather than productive investment. In effect, potential

"savings dollars" available to wage earners are used instead by
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government to finance consumption by someone else, rather than

to finance public capital improvements. This, too, is inflationary.

Clearly, a tax incentive to save is a quick-, efficient,

and _effective way to reverse these damaging economic policies and

developments. Other countries havq lopg uVtTRr -6d-h-an approach.

In West Germany, for example, the interest earned on long-term

savings accounts (held for at ,least seven years) are totally

exempt from income tax! four out of five German households take -

advantage of this opportunity.' England, Prance, Austria, South

Africa, Australia, Israel, and many South American nations currently

use tax code encouragement for savings and capital formation.

The Individual Retirement Accounts and the Keogh Plans,

developed with the approval of this distinguished Committee,

have been an important step in the right direction. The bills

under consideration today promise further progress.

S. 246, sponsored by Senator Bentsen, providing an exclusion

for the first $500 of interest earned ($1,000, joint return) is a

straight-forward, general and immediate response to the tax code

disincentive to save. Senator Talmadge's S. 1846 corrects a

long-standing inequity between the tax code treatment of family

"investments" in corporate stocks and those in savings

accounts by broadening the present "dividend" exclusion to $250

for both deposit interest and corporate dividends.

S. 1488, by Senator Nelson, which restricts the tax

exclusion to the year-to-year increase in earnings on deposits

(up to $500 for an individual, $1,000, joint return), it an

interesting and constructive approach. It emphasizes an incentive

to add to savings, which may minimize the first-blush cost to the
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Treasury*. 'It may, however, involve certain operational-problems

for institutions and the IRS. Such a limited approach to the tax

code bias against savings does not recognize the difficulty which

thrift institutions face today in holding their deposit base or

reward those thrifty America4v who have recognized the

importance of savings for years. We would recommnd-that S. 1488

be considered as a way of augmenting'-- rather than replacing --

a straiht-forward tax exclusion plan, such as those envisioned

by S.--246 and S. 1846.

In sum, each of the pending proposals would

help in fighting today's rampant price and cost-of-living increases

and, for the longer haul, would add to the savings and capital

stock so' necessary for a sustained, non-inflationary future for the

American economy.'

The U. S. League and its 4,450 member savings and loan

associations have appreciated this opportunity to present our

views. I look forward to your questions.

*However, we would contend that very soon any revenue cost will
be replaced with revenue gains as the Treasury reaps the rewards
on increased output, employment, and stability inherent in
sustained, non-inflationary-economic growth.
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Summary of the Testimony of Mr. Richard S. Lawton

On behalf of the National Savings and Loan League

1. The rate of personal savings in the United States has

fallen to 4.1% - the lowest since 1951.

2. Savings rates are more than double the U. S. rate in

industrialized nations which have adopted the tax incentive.

3. Our current tax laws have a consumption bias especially

in periods of high inflation.

14. In the 1980s we will see housing demand for 2.2 - 2.3 new

homes per year. Increased savings is essential if there

is to be sufficient mortgage credit to meet this demand.

5. A tax incentive for savings will lead to greater savings -

thus more capital promotion - greater productivity - real

GNP growth - all of which helps to reverse the spiral of

inflation.
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Testimony of

Mr. Richard S. Lawton

on behalf of the

National Savings and Loan League

on S. 246, S. 1488, and S. 1542

Before the Subcommittee dn

Taxation and Debt Management Generally

of the Committee on Finance

United States Senate

October 31, 1979

Mr. Chairman, Members of the Subcommittee, I am

Richard S. Lawton, Chairman of the Board and President of the

Washington-Lee Savings and Loan Association of McLean, Virginia.

I am appearing before you today as Vice-President of the National

Savings and Loan League on whose behalf I testify. We welcome

the opportunity to address the very important topic of tax

incentives for savings.

eZhe National Sam'n7 -- Lz L=aq-e strongly supports

use of tax incentives to encourage savings. As we come to the

close of the seventies, we can look back on a decade of lagging

productivity, reduced capital investment and rising inflation.

One of the causes of this economic decline has been the lack

of incentives for capital formation and the significant

reduction in the savings rate in the United States. If the
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eighties are to show improvement, it is imperative to stop the

disastrous slide in the rate of personal savings that is now

occurring. For this reason, we urge the Congress to act immediately

to set policies that encourage savings instead of penalizing

those persons who save as we now do.

In the third quarter of 1979, the rate of personal

savings in the United States fell to a mere 4.1%, the lowest

quarterly figure since 1951. Such a savings rate is certainly,

not adequate to provide capital for investment and development

and the increased productivity that is needed if we-are to

improve our economic picture in the future. There are several

factors that account for the low rate of savings, the most

important of which has been inflation. At current rising rates

of inflation, people are encouraged to spend and consume, rather

than to save. It is perceived as better to buy today because

tomorrow the cost of the item will be much higher. In addition,

interest rates on savings have not been able to keep up with

inflation. Finally, inflation has pushed people into higher

income tax brackets, leaving them with less disposable income

in real terms, and, therefore, less available funds for savings.

A second factor is the taxation of interest earned on savings

which further reduces the effective yield on a savings accoun.4D

Relief from taxation on all or even a part of interest

earned on savings would be of substantial assistance in efforts

to increase thrift and decrease our alarming rate of consumption.



204

In a recent survey done for the Savings and Loan Foundation,

it was determined that one-half of the adults nationwide would

consider increasing their use of savings accounts if they

received a tax incentive of only $100/$200 exclusion on interest.

Significantly, 40* of people who do not now have savings accounts

indicated that they would be inclined to establish such an account

if a tax exemption on the interest earned were provided. The

study found that the interest exclusion was particularly appealing

to people in the moderate income brackets and people under 35.

These are the very people who are not saving as much or at all,

under current tax provisions. These increased savings would

provide additional capital for investment in housing and updating

of business and industrial equipment that will be needed in

the coming years.

That tax incentives for savings do work is evidenced

by the experience of a number of industrialized nations,

particularly in Western Europe and Japan. While the level of

savings in the United States has been rapidly declining, Great

Britain, West Germany, France and Japan have maintained or

increased their national level of savings. The British save

131 and the Japanese save 25%. This high rate of savings has

occurred in part because these nations offer some kind of tax

incentive to encourage their citizens to save.

It is time to take the consumption bias out of our tax

laws and break the current circle of inflation-consumption-low

productivity - low investment - more inflation by taking a
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strong policy step to encourage higher savings rate. It is

particularly significant that these hearings are taking place

on the brink of the eighties. 'I would like to take this

opportunity .to relate the importance of savings to my own

professional interest - housing - in the next decade. it has

been estimated that roughly 43 million people will reach age

30 during the 1980s. This group will represent a major and

unprecedented force in the housing market. Along with the

expected household formation rate in- the 80s the projected

demand for housing in the next decade is in the range of 2.2

to 2.3 million housing starts each year. There must be increased

savings to finance the building of and acquisition of homes for

these'people who will reach household formation age in the

comnig decade. I can assure you that current tax policies will

not provide us with the savings base to meet the demand of

these young families seeking home financing.

Mr. Chairman, exclusion of interest earned on savings

would provide equity to t4, small saver. It will give the

person who does not have the funds, the expertise or the ability

to compete in other forms of investment a chance for a tax break.

The survey conducted for the Savings and Loan Foundation found

that broad interest in a tax exclusion on interest earned on

savings came from these persons in the $10-,000 to $20,000 income

bracket. These are the people who need assistance and deserve

equity in their return on their savings. The Congress has heard

complaints from several groups pleading for "equity for the small

saver." Hearings have been held on tnis subject by various
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committees of the House and Senate. Several tax incentive bills

are now pending before the Senate Committee on Finance and the

House Committee on Ways and Means which would provide a concrete

response to the small-saver issue. The exclusion of interest

income from savings would reward savings and increase the

effective yield on savings accounts.

Over the several years that this issue has been discussed

there have been three arguments repeatedly made against the

tax incentive approach. I want to address myself to these points.

Some people have argued that the proposed policy will not

cause people to save more but simply give a "windfall" to current

savings account holders. Frankly, none of us can prove, in an

absolute sense, that a tax incentive will produce a higher ate

of savings, but there is clearly evidence that it will. The,

experience of other developed industrialized nations suggests

that it will. Furthermore, I submit that it $s human nature tq

save if savings is rewarded and not save if savings is punished

or consumption is rewarded to a greater extent. The latter is

certainly the case now. Our present tax system creates a -

disincentive to save, especially in times of high inflationary

expectations.

A-second argument that has been made is that the benefits

accrue disproportionately to higher income people. This argument

looks only at the fact of tax brackets and the amount of tax

savings to the individual. One could just as easily argue that

a $500 exclusion is more beneficial to middle and low income
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people because all or most of their interest income would be

tax free, which would be a very meaningful incentive and would

encourage those who do not save at all to start a regular savings

plan.

A third objection to a tax incentive for savers has been

the loss of revenue to the Treasury. While the actual figure

for such loss will vary depending upon the size and character of

interest exclusion authorized, most economists agree that some,

if not all, of this cost will be retrieved from increased

income and employment generated by the increased capital

investment. Increased investment should produce more jobs,

higher productivity, and more income subject to Federal income

taxes. This in the long run helps to recover the initial costs

to the Treasury.

In addition, one must look at the cost of continuing in

our current sluggish economic situation. As the Chairman of

the Joint Ecopomic Committee stated in his introduction of the

Joint Committee's Midyear Report, Outlook, 1980s:

"Further, it is emphasized if no new steps
are taken to address the problem of structural
unemployment, lagging capital formation and a slow-
down in productivity, then the American economy
faces a bleak future."

We are plagued by rampant inflation, low productivity, and

little or no growth in our gross national product. Continuation

of this situation will prove more costly in the long run than

taking the steps needed to put us back on a solid foundation

of investment and savings.
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Mr. Chairman, the issue of a tax incentive for savings

is hardly new. Legislation such as S. 246 and S. 1488 have been

introduced in both houses of Congress for the past several years.

We would like to call to the Committee's attention that prior

to the Revenue Act of 1932, there was a tax exclusion for the

first $300 of interest earned on a savings account at a "building

and loan association," a forerunner of today's savings and loan

associations. In 1974, the House Ways and Means Committee reported

E.R. 16994. The bill, which provided for an exclusion from gross

income of up to $500 for an individual and $1,000 for a married

couple, did not reach the House due to time constraints.

The Report of the Ways and Means Committee to accompany

H.R. 16994 (No. 93-1500)'is very timely reading today. The

Report cites the decline in housing starts and resulting unemploy-

ment resulting from declining savings inflows into thrift

institutions which in turn resulted from inflation and disinter-

mediation.

The Committee went on to point out, and I quote:

"One unfortunate consequence of this system
is that the small saver, whose savings typically
consist of passbook accounts at thrift institutions,
must in effect subsidize mortgage borrowers. In
times of high inflation, such as the present, the
5-1/4 percent interest rate is not even sufficient
to maintain the real value of a savings account.
The double-digit inflation of the past 18 months,
for example, has meant that the real value of savings
accounts has declined even in cases when the entire
interest in the accounts has been kept in the account.
Thus, an interest exclusion for these accounts is
only equitable.
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TESTIMONY OF C. C. HOPE, JR. AND JzRRY L. JoRDAN ON BEHALr OF THE AMERICAN
BANKzRS ASSOCIATION ON S. 246 AND OTHn BiLLs To INCREASE INCENTVES FOR
SAVINGS BEFORE THE SUBCOMMITE ON TAXATION AND DEBT MANAGEMENT OF THE
COMmmiE ON FINANCE, UNITED STATES SENATE, OCTOBER 31, 1979

Mr. Chairman and members of the Subcommittee, I am C.C. Hope Jr., Vice

Chairman of the First Union Bank Corporation of Charlotte, North Carolina, and

President of the American Bankers Association, the mjor banking trade associa-

tion whose membership includes more than 13,000 of the nation's 14,500 full service

banks. I am accompanied by Jerry Jordan, Senior Vice President and chief Economist

at the Pittsburgh National Bank and a member of our Association's Economic Advi-

sory Comittee.

We are delighted to be here today to present our views on some of the bills

being considered by the members of the Committee, and the more fundamental issue

that motivates their consideration, the need for increased incentives to promote

savings. I would like to discuss this more fundamental issue before considering

the specific bills before your Comittee. The problems which have created the

need for such incentives are well known. Our tax system has an inherent bias

against saving and in favor of consumption. The harmful effects of this bias are

aggravated by the severe inflationary conditions that have plagued our economy.

Savers of more modest means suffer from governmentally imposed, discriminatory

deposit interest rate ceilings which significantly reduces their incentive to save.

The causes of these problems are not hard to find.- Discrimination against

small savers is caused by artificially low interest rate ceilings on bank time and

savings deposits. Our association strongly supports H.R. 4986 as amended by the

Senate Banking Conuittee. We feel it is a constructive approach to this problem.

But the causes of the lack of adequate investment in productive assets are more

complex and fundamental.

The major, but certainly not the only, cause has been inflation. Inflation

has produced phantom corporate profits which are inflated because of inadequate

depreciation schedules and then taxed as if they were real profits. Inflation
has produced. phantom capital gains in securities which were taxed as though they

were real capital gains when, in real terms, they represented losses. Inflation
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has produced excessively high interest rates, because Ienders, quite properly,

sought to obtain inflation premiums in their debt contracts merely to offset

the decline in the purchasing power of the dollar. Yet the interest return

embodied in these premiums is taxed in the same way as income which increases one's

command over real resources.

Perhaps most important of all is what the uncertainty and instability created

by the inflation rate has done toihe investment climate. For the most part,

investors are no longer concerned about which companies are well managed and most

productive. Their main concern is how to hedge against inflation. For very good

reasons, the investment media they are attracted to have changed dramatically

in recent years. Table I at the end of our testimony shows the compound annual

appreciation in selected investable assets. Investment in the three assets with

the highest rate of appreciation, gold, stamps, and diamonds, represents virtually

no jobs or production for the American economy. Farmland and single family houses

did relatively well. Despite the drastic decline in the value of the dollar, four

of the strongest foreign currencies managed to stay only three tenths of one per

cent ahead of the average rate of inflation, which was 7.S per cent. High grade

corporate bonds, bank savings deposits, and common stocks, major sources of funds

foY investment in the factories and businesses that create the jobs and goods

which enhance our standard of living, are all the bottom of the list. None of

them has kept up with inflation.

Last, but not least, is the structure of the income tax system itself. The

system was designed to be progressive on the theory that those who reap the greatest

rewards from our highly productive economic system should bear a greater propor-

tionate share of the tax burdens. We have no quarrel with this rationale and

would certainly not suggest doing away with the progressive tax structure. But

we must call attention to the pernicious ways in which this tax structure is inter-

acting with the inflationary conditions of today's economy. Under non-inflationary
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conditions the incentive to work and save is not significantly harmed by a

moderately progressive tax structure. One can still be assured that a signifi-

cant proportion of the increased rewards of extra work will accrue to those who

put forth the extra effort. But when people are pushed into higher tax brackets

merely because they try to assure that their wages keep up with inflation, the

incentive to work even harder and produce more goods and services disappears.

In the 1970s one of the tools that was used to deal with inflation was

basically self-defeating and injurious to incentives to save and invest. I am

referring to governmentally imposed price controls. The failure of the price

control programs instituted by the Nixon Administration are, by now, well recog-

nized. They created distortions and shortages in product and labor markets, capa-

city shortages, and a lack of confidence in the potential returns to the investments

needed to alleviate them. Although this is no longer true for the economy at large,

it is true in the oil industry today. Price controls continue to exist in that

sector. We are excessively dependent on foreign oil, and the profits needed to ade-

quately develop our domestic industry seem to be considered unfair or excessive.

When the government tries to control inflation by controlling profits, the savings

needed to produce the capacity to alleviate the inflation will be invested elsewhere.

Even if we successfully eliminated inflation, the most important deterrant to

savings, there still are some basic elements in our tax structure that act as

deterrents to savings and productive investment. Some problems with the personal

income tax structure have already been discussed. A major problem that has not yet

been addressed by the Congress is the double taxation of corporate earnings. When

returns to productive investments are taxed twice, and returns to appreciation of

gold and similar unproductive investments are taxed only once, productive

investments have an additional handicap. An equally important problem is the

extent to which the government relies on corporate and personal income tax structures
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which deter savings. If these are major sources of revenue, as they are in the

United States, the deterrent effect is quite large. It is for this reason that

several of our major trading partners in Europe have begun to rely more heavily

on a value added tax. Chairman Ullman of the House Ways and&eans Comittee has

also expressed an interest in it.

M'y main reason for discussing these broader aspects of the tax structure and

the general problem of inflation is that we hope the Subcommittee will consider

the bills before it within the context of the broad and fundamental economic

problems facing our nation and its policymakers. Several of these bills are

constructive and we support them. But we hope the subcommittee will not consider

any of them to be the fundamental answer to our problems. This they are not.

What is needed most urgently is strong Congressional support for the monetary

and fiscal policies needed to control inflation, and a more broad and fundamental

examination of our tax structure and the ways in which it deters savings and

productive investment.

Now let me turn to the bills before your subcommittee,which specifically

address this issue of tax incentives for savings. S. 246, sponsored by Senator

Bentsen,would permit taxpayers to exclude from gross income up to $500 ($1,000

in the case of a joint return) of interest income earned from a savings account.

S. 1488, sponsored by Senator Nelson, would provide an exclusion from gross

income for interest earned from a savings account but only for the amount of

interest that exceeds the amount earned the previous year. Up to $500 ($1000

in the case of a joint return) is the mxinsi amount excludable. S. 1846,

sponsored by Senator Talmadge would raise the dividend exclusion in present law

from $100 to $250 and permit this exclusion to apply to interest from savings

accounts. All of these proposals are constructive, and we certainly support their

general thrust. We are not prepared to say that one approach is better than

the other because, as we stated previously, they can only be analyzed properly

within the context of a general consideration of how all aspects of the tax



213

structure affect incentives to save. We also urge the Subcommittee to carefully

consider their effects on the Treasury's overall fiscal position and the effect

this has on efforts to control inflation. In addition, if interest exclusions of

some form are granted for savings accounts, we strongly urge that they also be given

to interest earned from time deposits.

S. 1543, sponsored by Senator Nelson and Bentsen would defer current Federal

income tax on dividends reinvested in the original issue stock of a company. We

support this proposal. Because the proposal is limited to plan which purchase

original issue stock, it would directly impact the formation of new capital. The

deferral of taxation when the dividends are reinvested in the corporation also

represents an important step in the attempt to reduce the double taxation on divi-

dend income. Furthermore, the proposed legislation would foster savings because

dividends would automatically be reinvested at less cost to the saver. Finally,

the proposed legislation allows equivalent treatment to both stock dividends and

dividend reinvestment if such reinvestment is in orginal issue stock. A stock

dividend is a non-taxable transaction because it is a capitalization of earnings.

Dividend reinvestment in new issue stock is a similar transaction, the only

difference being that the election to recycle these earnings into capital is made

by the individual stockholder as opposed to a corporate decision.

We also support S. 541, sponsored by Senator Baker and Sasser, which would

permit the executor of an estate to elect the alternate valuation date for estate

assets even though the estate tax return is filed after the due date. There are

specified penalties for the late filing of the return, which is due nine months

after the date of death, and these penalties do not apply if there is reasonable

cause for the late filing. However, currently §2032 (c) absolutely precludes the

use of the alternate valuation date election if a return is filed late. We agree

with the sponsors of S. 541 that this harsh result does not further any legitimate

policy of the tax law. The alternate valuation date is six months after the date of
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death which is three months before the estate tax return is due, so there

cannot be any plumed tax avoidance "loophole" created by enacting this legisla-

tion. 7he alternate valuation date election should be available in all situa-

tions and penalties for late filing of the return should be the only penalties

imposed.

In addition to the legislative proposals currently before the Subcommittee,

there are some other approaches to encouraging savings which we believe have

considerable merit. One which deserves particular attention is a proposal to

allow banks and other depository institutions to issue long-term, tax deferred

certificates of deposit. The interest income from such instruments would not

be taxable until the instrument matures and the interest is received. Not until

1970 did the IRS adopt the current practice of requiring holders of long term

certificates of deposit to include annually in their taxable income a prorated

share of the interest from such instruments even though the interest is not

received until maturity. Going back to the old practice of taxing the interest

income on long term certificates of deposit only when it is received would provide

an additional incentive to save particularly among individuals near retirement age.

In conclusion, Mr. Chairman, let me reiterate that the bills before your

Subcommittee are constructive attempts to deal with a difficult and fundamental

problem facing our economic policymakers. While we support the general thrust

of these proposals, we also urge that they be considered carefully within the

context of a program of monetary and fiscal policies needed to combat inflation

and a more general restructuring of the tax system that would, on balance, encourage

savings and productive investment.
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TABLE I

Average Annual Appreciation in Selected Investments

1972-79 (1)

Percent

1. Gold 25.0

2. Stamps 22.0

3. Diamonds 15.6

4. Farmland 14.3

5. Single Family Houses 11.0

6. Foreign Currencies (2) 7.8

7. High Grade Corporate Bond 5.7

8. Bank Savings Deposits (3) 5.0

9. Common Stocks 2.2

(1) Figures are as of June 30, 1979

(2) W. German Mark, Japanese Yen, Swiss Frnc., and Dutch Guilder

(3) Figures are of year end 1978

Base Year 1968-100

Source: Salomon Brothers and the American Bankers Association
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SUMMARY

Mr. Chairman and members of the Committee:

My name is Gil Thurm. I am Vice President and Legislative

Counsel, Government Affairs division of the NATIONAL ASSOCIATION

OF REALTORS@. I am accompanied today by John Ars, who is the

Director of Tax Programs in the Government Affairs division of

the Association.

The NATIONAL ASSOCIATION OF REALTORS®, with over 729,000

members, is the largest trade association in the United States.

Our membership is concerned with all facets of the real estate

industry - residential, commercial, industrial and agricultural

real estate.

We appreciate the opportunity to express our views on S; 246,

introduced by Senator Bentsen. S. 246 would increase the flow

of capital to lending institutions and provide a more stable source

of funds for the real estate industry, construction industry and

homebuilding. At the same time, taxpayers would be encouraged

to save for family health care, retirement, education or other

worthwhile objectives.

S. 246, while encouraging an increase in savings, would also

give taxpayers relief-in the form of a tax cut, since the bill

would exclude from gross income a certain amount of interest in-

come from current savings accounts. The Association supports

such tax relief because the inflation of general price levels over

the past few years has tended to push taxpayers into higher

tax brackets even though real income may have remained the same or,

more likely, declined. S. 246 would correct this inequity by

giving back to taxpayers a small portion of the income that in-
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flation has taken away.

We recognize that there may be some concern regarding Treasury

revenue estimates for the bill. If revenue is considered as a

possible concern, this Committee may wish to consider a modification

of the bill to provide a phase-in of the tax incentive over a period

of five years. In the interest of tax equity, S. 246 could also

be amended to allow an increased amount of dividend income to be

excluded from gross income by allowing the exclusion proposed in

the bill to consist of interest or dividend income, or any combi-

nation of the two. This increased exclusion of dividend income

from gross income could be accomplished during the phase-in

period outlined previously, if necessary.

The NATIONAL ASSOCIATION OF REALTORSO particularly supports

S. 246 because of the effect of the bill on interest rates and

residential and non-residential housing. As the members of this

Committee know, the rate of interest on home mortgages is presently

at the 13% level. We estimate that S. 246 would decrease long-

term interest rates by .82% due to the higher rate of savings in-

flow into lending institutions. Concurrently, residential and

non-residential construction would each increase by approximately

4.7% over current levels to accomodate the anticipated increase in

housing demand.

Productivity and economic growth would also increase if

S. 246 were enacted. As the increased amount of savings is

spread throughout the economy, private investment would increase

by $21.2 billion, a gain of 4.8%, with a corresponding increase in

employment of 250,000 jobs and a rise in household per capita in-

come of $210. The result of this increased economic activity is

'a rise in GNP of $9.5 billion.
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The NATIONAL ASSOCIATION OF REALTORS® supports S. 246 because

this increased economic activity is vitally necessary at a time

when the high rate of inflation and low rate of economic growth is

rapidly bringing the economy to a halt. We urge this Committee

to favorably report S. 246.

56-074 0 - 80 - 15
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BACKGROUND

The current system of Federal taxation on interest income

has severely restricted savings and capital formation in this

country. Personal savings play an important role in the econ-

omy as sources for investment and economic growth. The de-

cline in the economy is related to the decline in savings and

investment.

The rate of savings as a percentage of disposable income

has steadily decreased over the last few years, from 7.7

percent in 1975 to 4 percent in the third quarter of 1979,

according to the U.S. Department of Commerce. Given the 13%

level of inflation we are currently experiencing, it is

reasonable to assume that the rate of savings will decline even

further in the fourth quarter of this year.

The low rate of personal savings in the United States

is easily explained. The simple answer is that the real after-

tax return on savings has been drastically reduced over the last

few years, making it more difficult for people to save, especially

those in the lower and middle-income groups.

Years ago, commercial banks and savings and loan associ-

ations offered interest rates of only two or three percent on

demand deposits. Since inflation averaged 1.5 percent or

less during those years, depositors still received a positive

rate of return on savings, even after taxes. Today, the

depositor can earn 5.5 percent on his investment in a thrift

institution, however the rate of inflation is hovering at the

13 percent level in many areas. Consequently, in real terms there is a
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loss of 7.5 percent. Nevertheless, the nominal interest received is

taxed by both Federal and state governments, so that the total

loss in real dollars can be as high as ten percent.

Of course, those who have $10,000 or more to invest have

a variety of instruments available, such as money market certifi-

cates, that pay a much higher rate of interest than is available

to the small saver. But the small saver - the lower and middle-

income taxpayer - is precisely the individual who should be

encouraged to save more and who finds himself or herself un-

able to save. The small saver finds it economically more at-

tractive to buy an automobile or television set before the price

goes up than to put his money into a savings account where the

value of his money will go down.

This "buy now" attitude, although economically justifiable,

tends to worsen our current inflation problem. As consumers

buy products now to avoid higher prices in the future, the in-

crease in demand results in higher prices now. Higher prices

lead to greater loan demand and a reduced savings pool from

which available funds can be loaned. All of this translates

into higher consumer prices, a high inflation rate and the low

savings rate of only 4 percent of disposable income.

In order to reverse this steady decline in personal saving

rates, and to help stimulate capital formation and economic

growth, this Association strongly supports legislation to pro-

vi& tax- incentives for savers. Given the exceedingly low level

of savings at the present time and the high level of inflation,

the tax incentive must be meaningful and at a level that would

encourage a large amount of savings.



S. 246

The NATIONAL ASSOCIATION OF REALTORS® urges this Committee

to favorably report S. 246. This bill, sponsored by Senator

Bentsen, would exclude from gross income the first $500 in interest

income received by a single taxpayer from time and demand deposits

in commercial banks and thrift institutions. The exclusion would

be $1000 for taxpayers filing a joint return. S. 246 would increase

the flow of capital to lending institutions and provide a more

stable source of funds for the real estate industry, construction

industry and homebuilding. At the same time, taxpayers would be

encouraged to save for family health care, retirement, education or

other worthwhile objectives.

S. 246, while encouraging an increase in savings, would also

give taxpayers relief in the form of a tax cut, since the bill

would exclude from gross income a certain amount of interest in-

come from current savings accounts. The Association supports

such tax relief because the inflation of general price levels

over the past few years has tended to push taxpayers into higher

tax brackets even though real income may have remained the same or,

more likely, declined. S. 246 would correct this inequity by

giving back to taxpayers a small portion of the income that in-

flation has taken away.

We recognize that there may be some concern regarding Treasury

revenue estimates for the bill. If revenue is considered as a

possible concern, this Committee may wish to consider a modification

of the bill to provide a phase-in of the tax incentive over a period

of five years. In the first year, $100 of interest income could

be excluded from a single taxpayer's gross income and $200 in the

case of taxpayers filing a joint return. The tax exclusion could
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increase by yearly $100 increments so that, in the fifth year,

the exclusion could equal the amounts proposed b; the bill:

$500 for a single taxpayer and $1,000 for joint taxpayers.

In the interest of tax equity, S. 246 could also be amended

to allow an increased amount of dividend income to be excluded

from gross income by allowing the exclusion proposed in the bill

to consist of interest or dividend income, or any combination of

the two. This increased exclusion of dividend income from gross

income could be accomplished during the phase-in period outlined

previously, if necessary. Specifically, during the first-year

after enactment of the bill, a $100/$200 exclusion could be pro-

vided for both interest and dividend income. Thereafter, when

the amount of the exclusion is increased, the taxpayer could

exclude dividend or interest income in the aggregate amount of the

available exclusion.

The enactment of S. 246, even with the modification outlined

above, would result in significant improvements in many sections of

the economy. The estimated economic impact of the bill as modi-

fied, together with the estimated cost to the U.S. Treasury, is

set forth in Table 1 in the appendix to our testimony. Table

sets forth the average increases in investment, savings, employment,

and other items as.a result of the enactment of this bill.

As is evident from the Table, the increase in savings that

would occur results in substantial increases in productivity and

economic growth. Table 1 indicates that as the increased savings

is invested and reinvested throughout the economy, private in-

vestment would increase by $21.2 billion, a gain of 4.8%, with a

corresponding increase in employment of 250,000 jobs and a .9%

rise in household per capita income of $210. The result of all
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this increased economic activity would give rise to a .3% increase

in Gross National Product of $9.5 billion.

This increased economic activity is vitally necessary at a

time when the high rate of inflation is rapidly bringing the econo-

my to a halt. The increased level of savings brought about by

S. 246 would serve to help control inflation because individuals

would save rather than spend a greater proportion of their dis-

posable income. In addition, increased investment would bring our

nation's economy back on track after the downturn we have experi-

enced over the last year and, as a result of newer and more ef-

ficient equipment, output per man hour would increase by 1.2

per worker. And yet, all of this necessary and vital economic

growth would only cost the U.S. Treasury the relatively modest

amount of $.5 billion in the fifth year after enactment of S. 246.

As Table 1 indicates, the total cost to the Treasury would be a

fraction of the rise in GNP that would occur if S. 246 were enacted.

Table 2 and 3 indicate that this cost to the Treasury would really

be tax relief to the low and middle income taxpayer, since more than

80% of all tax returns on which interest income is reported are

filed by taxpayers earning less than $25,000.

The NATIONAL ASSOCIATION OF REALTORSO particularly supports

S. 246 because of the effect of the bill on interest rates and

residential and non-residential housing. As the members of this

Committee know, 'the rate of interest on home mortgages is presently

at the 13% level. Table 2 indicates that S. 246 would decrease

long-term interest rates by .82% due to the higher rate of savings

inflow into lending institutions. Concurrently, residential and

non-residential construction would each increase by approximately

4.7% over current levels to accomodate the anticipated increase in

housing demand.
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FINANCIAL REFORM LEGISLATION

While the NATIONAL ASSOCIATION OF REALTORS® strongly sup-

ports legislation to provide tax incentives for savings, we are

concerned that the United States Senate is presently considering

financial reform legislation without considering tax incentives

for savings legislation as part of the same package. The Senate

is now considering a proposal for financial reform (H.R. 4986,

Depository Institution Deregulation Act) that would lower the

denominations of the current money market certificates from

$10,000. to $1,000 in an effort to make the higher yields on these

certificates more available to the small saver. We are in favor

of permitting savers to share interest returns which more ac-

curately reflect the rising costs of inflation. However, we feel

that the concepts embodied in this legislation are not the way

to achieve this end and that a distinction should be made between

transient funds and permanent funds. It is our fear that while

this legislation would certainly permit small savers to enjoy

higher rates, these savings would represent just a simple trans-

fer of-existing passbook funds. The result would be no increase

in the supply of available funds, but merely an increase in cost

incurred by financial institutions, a cost which inevitably must

be passed on to the consumer.

Not-to consider financial reform and tax incentives to savers

in tandem would be a lost opportunity indeed. Just when the tide

is moving in the direction described, just when a national com-

mitment to-savings and not consumption alone is close to reali-

zation, the Senate of the United States is being asked to Aeal

with the wholesale reform of the financial structure of this nation

in a vacuum. Tax incentives would help replace current powers

for thrift institutions which would be lost under the bill ap-
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proved by the Senate Committee on Banking, Housing and Urban Af-

fairs, and now before the entire Senate for consideration.

We oppose the lowering of minimum money market certificate

denominations, and recommend following the precedent of the 1975

Financial Institutions Act, passed by the Senate, in not per-

mitting the Financial Reform legislation to be considered un-

til additional tax provisions, such as tax incentives for savers,

become a part of that consideration.

In 1975 the Senate wisely tied tax incentives to financial

reform. We request that they follow this wise approach once

again.

CONCLUSION

The NATIONAL ASSOCIATION OF REALTORS® strongly supports legis-

lation to provide tax incentives for savings as a means to help

reduce interest rates, control inflation, and encourage vitally

needed capital formation.

S. 246 will serve to accomplish these goals by providing a

meaningful tax incentive to increase the low rate of savings we

are experiencing today. The increased flow of savings into lending

institutions will be invested and reinvested in new housing,

structures and equipment and will serve to increase productivity

and real economic growth. We urge this Committee to favorably

report S. 246.

We thank the Committee for the opportunity to present our views

on this important matter. We will be happy to answer any questions

the Committee may have.
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Table I

ENTECT Of S. 246 AS MODIFIED

Economic Impact of Interest
and Dividend Deductibility Phase-in

over five years, assuming $500 exclusion
for single taxpayers and $1000 exclusion

for taxpayers filing joint returns

1980-85
(billions of 1979 dollars)

Gross National Produdt
Inflation (GNP Deflator)
Long-term Interest Rates

(Mortgage Rates) ,
Average disposable income

per household
Employment (number of jobs)

Private Investment
Percent Change

Housing
Percent Change

Non-Residential Structures
Percent Change

Equipment
Percent Change

Gross Tax Relief
Noet Tax Relief

*less than -0.1

1980 1981 1982
1.5 2.7 4.5

* -0.2 -0.4
-. 12 -. 18 -. 38

1983 1984 1985
-T- 8-T "-T.S

-0.5 -0.7 -0.8
-. 52 -. 69 -. 82

20 56 82 134 182 210

25,000 50,000 75,000 125,000 175,600 250,000

1.6
1.0
1.0
0.9
1.0

6.9 9.9 16.7
1.8 2.5 4.0
2.2 1.8 5.2
1.8 1.5 4.0
1.6 2.9 4.3

4.3
7.2
4.0

1.1 1.6 3.0
1.6 3.1 5.1
1.0 1.8 2.9

21.2
4.7
6.8
4.8
5.1
4.8

10.2
4.7

21.2
4.8
6.9
4.6
5.2
4.7

10.2
4.4

1 3 5 7 9 10
.25 1 2 3 4 5

Source: Assumptions and modelling by Dr. Jack Carlsn and John Ans of the NATIONAL
ASSOCIATION OF REALTORSO using both the Association's model and Data Re-
sources Incorporated model and data base.



TABLE 2

Adjusted Gross
Income

Under $2,000

$2,000-3,000

$3,000-$4.000

$4,000-$5,000

$5,000-$6,000

$6.000-$7.000

$7,000-$11,000

$11.000-$15,000

$15,000-$20,000

$20.000-$25,000

$25.000-$30.000

$30,000-$50,000

$50,000-$100,000

$100,0004200,000

$200,000 +

Number of 1976 Non-Joint Return With Interest Received,' By Income Croup
And Revenue Loss If S. 246 Were Eacted

Number of
Returvs

1,986,700

1,279.000

1,286,400

1,010,600

1,009,400

1,003,600

3,227.100

2,139,800

1,407.8Q

471,300

206,300

219.500

73,600

16,300

5.000

15,3",400

Amount of Interest
Received (000)

$ 592,300

596,700

1,137,400

979.600

990,500

955,700

3,187,500

2,256,200

1,858,700

982.200

676.300

1,031,500

554,700

210,800

178. 100

16.188,200

Averaee

$ 298

467

884

969

981

952

988

1.054

1.320

2,084

3,247

4,700

7,536

12,932

35,620

mount ExeRMt

all

$127,900.000

128,640,000

10f,060.000

100,940,000

100,360,000

322,710,00

213.980,000

140,780,000

47,130,000

20.830.000

21.950,000

7,360,000

1.630.000

500.000

Total Non-Joint Returns 40,231,000; Non-Joint Returns with Interest 15,344,400 or 38.1Z

Source: Internal Revenue Service
Table prepared by Paul Nlban of the Ecoomics end Reseere'- Division of the NATIONAL ASSOCIATION OF P."ALTOR.



TABLE 3

Adjusted ross
Income

Under $3,000

$3.000-$4.000

$4,000-$5,000

$5,000-$6,000

$6,000-$7,000

$7.000-$11.000

$11,000-$s.3000

$15.000-$20,000

$20,000-$25,000

$25,000-$30,000

$30,000-$0.000

$50,000-$100,000

$100,000-$200,000

$200,000 +

Number of 1976 Joint Returns With Interest Received, By Income Group
And Revenue Loss If S. 246 Were Enacted

Number of
Returns

944,900

48,100

498,200

686,400

667,500

2,995,300

3,911.000

5,785.000

4,438,200

2,767,100

3,061,200

823,900

162,200

352,700

21,224,700

Amount of Interest
Received (000)

910,300

398,600

549,100

814,800

873,500

3,519,200

3,334,500

4,229,800

3,639,600

2,976,100

5.476,600

3.540,700

1,336,700

807.500

32,407,000

Averas

963

890

1,102

1,187

1,309

1,175

853

731

820

1,076

1,789

4,297

8,241

22,619

Amount ELpt

all

89,620,000

99.640,000

137,280,000

133,500,000

599,060,000

782,200,000

1,157,000,000

887.640,000

553,420,000

612,240,000

164,780,000

32,400.000

7,140,000

Total Joint Returns 4,438,912; Joint Returns vith interest 27,224,699 or 61.3Z

Source: Internal Revenue Service

Table prepared by Paul Haihan of the Economics and Research Division of the NATIONAL ASSOCIATION OF REALTORS9.
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Statement
of the

National Association of Mutual Savings Banks
on

Tax Incentives for Personal Saving
before the

Subcommittee on Taxation and Debt Management
of the

Committee on Finance
United States Senate

October 31, 1979

Mr. Chairman and Members of the Subcomittee, ry name is Saul B.

Klaan. I am President of the National Association of Mutual Savings Bahks.

I appreciate this opportunity to present the views of the savings bank

industry on the critically important issue of providing tax incentives for

personal saving. We are gratified that three of the bills under consideration --

S. 246, s. 1488 and S. 1846 -- address this issue.

As these bills illustrate, there are a variety of ways to provide

savings-related tax incentives, including tax credits, exemptions, deductions

or deferrals, applied either to incremental personal savings or to a portion

of savings interest income. I believe that it might be most useful to the

Subcommittee at this time, however, if I direct my comments to the major

public policy issues involved, rather than to the specific approach embodied

in any particular bill.

Public-Interest Benefits of a Savings Tax Incentive

The savings bank industry has long supported a tax break for this

nation's inflation-battered saver-depositor. Our strong commitment to this

objective is underscored by the recent formation of a special NAMSB Tax

Incentive Task Force, which will be working vigorously to generate public

support for prompt Congressional action to provide a tax break on personal

savings and time deposit interest income.



We support a tax break for savers because such action is so clearly

in the public interest. Specifically, a tax incentive for personal savings

and time deposits would have the following public-interest benefits:

(1) It would be a major step in the struggle against inflation,

since it would help to promote the increased saving needed to finance pro-

ductive investment and a rising standard of living for all Americans;

(2) It would bethe most expeditious and effective means of

increasing real after-tax" returns to the saver-depositor, and would thus

directly address the need to provide "equity for the small saver" and

increased returns to all depositors in an inflationary, high-interest-rate.

cl!--te; and

(3) It would have significant benefits for mortgage borrowers and

housing, both in terms of reduced borrowing costs and increased availability

of mortgage funds.

The Budgetary Impact of a Savings Tax Incentive

I will expand on each of these points in the remainder of my

testimony. But first, I have a few comments on the budgetary impact of a

savings-related tax incentive.

A major counter argument to tax incentives .for savin s, of course,

ip 'he loss of federal tax revenues. This is an important point at a time

, i federal budgetary deficits need to be reduced. Over the longer run,

however, an increased level of private saving and capital formation would

provide more than offsetting economic benefits to the nation, particularly

in its anti-inflationary impact.

Increased real economic growth, moreover, would generate increased

tax revenues and thus help offset any initial revenue loss. And, of course,

the tax deferral route would ultimately permit the U.S. Treasury to recover

most of its initial revenue losses.
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It should also be recognized that reducing the federal budget

deficit"through inflation-induced tax collections is bad public policy and is

ultimatcly self-defeating. Indeed, the effect of rapid inflation in pushing

taxpayerr into higher tax brackets, and a weakening econon, are generating

pressures for another round of tax reduction. This situation provides a

golden opportunity, to tailor tax relief from inflation, and overall contra-

cyclical tax reduction, to the critical longer-run need to promote non-

inflationary economic growth through increased private saving and capital

formation.

The Anti-Inflationary Impact of a Savings Tax Incentive

The need to address our nation's savings-investment problem is

critical, and is increasingly being recognized. This need has been underscored

by the abysmally low overall saving rate in the United States, which plunged

to only 4.1 percent of disposable income in the third quarter of this year,

the lowest rate since the second quarter of 1951. And it has been underscored

by the sharp and disturbing decline in our ntion's productivity growth

in recent years.

Thus, from 1947 to 1967, productivity in the private business sector

grew at an annual rate of 3.1 percent a year. Over the past decade, however,

productivity grew only half as fast -- at an average annual rate of 1.6 percent.

In 1978, productivity grew by only 0.5 percent. And in 1979, productivity declined

sb-trply during the first half and showed virtually no change in the third quarter.

These are truly disturbing statistics. Unless these trends can be

reversed -- unless saving and productive investment can be increased --

there is scant hope that inflation car be brought under control.

To meet this challenge will require a basic change in our federal

tax policies, and in other public policies as well. For ours has been a

borrower- and consumption-oriented society, in large part because public
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policy has consistently focused on the needs of borrowers and consumers. The

needs of savers, and the economic and social value of saving have been

virtually ignored. Little wonder that the United States is currently saving

at one of the lowest rates in the Western World, little wonder that our

productivity growth has slowed to a virtual standstill, and little wonder

that we are plagued by double-digit inflation.

The anti-saver, pro-borrower bias in our economy has long been
visible i federal tax code. It is especially incongruous, in an age

of poid inflation against which we are sworn to do battle, that our tax

structure encourages borrowing and discourages saving. Quite plainly,

savings-related tax incentives demand serious consideration as a means of

redressing the long-standing imbalance between borrowing and saving, and

as a means of combating inflation. A wide array of such incentives is

available in other advanced nations, and it is hardly coincidence that the

overall rate of saving in these countries far exceeds ours.

Tax Incentives and the Saver-Depositor

The long-run effect of savings-related tax incentives in helping

to reduce inflation will obviously be of great benefit to the saver-depositor.

Inflation, of course, is the mortal enemy of thrift, since it erodes the

real value of savings and reduces incentives to save.

And inflation is the root cause of the serious problems that presently

.VAlfront savings banks and other thrift institutions. Savings banks are

presently experiencing record disintermediation. Net deposit outflows at

savings banks, excluding interest credited to depositors' accounts, totaled

$4.4 billion over the April-September period of this year. In September

alone, savings banks experienced a $1 billion net deposit outflow and large-



scale deposit outflows continued in October. The dramatic October 6 actions

of the Federal Reserve, moreover, have clearly worsened near-term prospects

for savings bank deposit flows.

The present problems of savings banks reflect, of course, the

impact of inflation and of efforts to control inflation through high interest

rates. Rapid inflation and high interest rates have also focused new attention

on the plight of the saver-depositor, and especially on the need to provide

higher returns to the small saver. Enactment of a tax break for savers

would be the most important step to accomplish this objective in the shortest

period of time. It would directly increase after-tax returns to savers and

would also increase the ability of savings banks and other thrift institutions

to compete fe savings with money market mutual funds and other high-yielding

open-market investments.

Tax Incentives and the Mortgage Borrower

Prompt action to provide a tax incentive for savings held at

mortgage-oriented thrift institutions would not only benefit savers but

mortgage borrowers as well. There is little need to dwell upon the harmful

effects of disintermediation and soaring interest rates on mortgage borrowers

and the housing market. In many areas, thrift institutions have been forced

to cut back -- or even to cease -- new mortgage activity. If interest rates

remalu at current high levels or increase further in the months ahead, a

olip reduction in new housing activity and in existing home sales is inevitable.

In the short-run, a savings-related tax incentive would increase

after-tax returns to savers and stimulate increased saving at thrift institu-

tions. As a result, upward pressures on mortgage interest rates would be

reduced and more funds would be available for mortgage lending. And similar
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resultswould occur over the longer-run, reflecting the continuing stimulus

to saving flows at mortgage-oriented thrift institutions that a savings

tax incentive would provide.

Concluding Comment

In conclusion, the savings bank industry strongly supports

immediate enactment of a tax incentive to promote increased private saving.

Such an incentive is urgently needed to combat inflation; to provide

increased rewards to all savers, and a better deal for the "small saver"

in particular; and to promote an increased flow of essential housing credit

at reasonable costs to borrowers. We hope that our comments will be useful

to the Members of the Subcommittee as you consider this critical issue.

56-074 0 - 80 - 16
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Evans Emnons

INDIVIDUJAL SAVINGS ACCOUNTS

Testimony for the Senate Finance Committee

October 31, 1979

by Michael K. Evans

One of the major problems facing the U. S. economy in recent years has

ben the sharp decline in the growth rate of productivity, which has been

one of the major factors leading to the spiraling rate of infUlation during

the 1970's. This decline can be directly related to the paucity of savings

end investment in the U. S. economy compared to other countries. Indeed,

as shown in Figures I and 2, the U. S. economy is dead last among major in-

dustrilised countries in both the ratio of savings and investment to GNP

end the growth In productivity.

The changes In the tax laws during the past 15 years have tilted

against savings and investment and toward consumption. While this ban helped

to increase GNP and employment in the short run, it has created an Inflationary

bias In the long run vhich has actually reduced the growth rate over the pest

decade. Thus it is clear that the tine for changes in the tax code to stinu-

late savings and investment are overdue. One of the most Important changes

which can be undertaken is one which will give individuals a greater incentive

to save in this era of high inflation.

The formation of Individuil Retirement Accounts (IRAs) four years ago

permitted Individuals not covered by pension plans to invest $1500 each year

tax-free, providing the money was not withdraw before retirement age. We

propose the creation of an Individual Savings Account (ISA) which would

encourage savings by the small Investor. Under this plan, each taxpaying

dait could treat up to $1500 per year in interest Income, dividend income,
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or capital gains rollover as tax-exempt income. Thus , fa, example, if an

Individual had a savings account of $10,000 on which he earned an average

interest rate of 92 and dividend income of $2000, $1500 of that $1900 income

would not be included in his gross taxable income. The plan would have

certain strictures; taxpayers would have to keep their principal fully in-

vested, although they could svitch assets just as is the case for IRAs nov.

Any capital gains vould have to be reinvested (rolled over) into other

similar Lnvestments in order for that part of the exemption to qualify.

However, the basic idea of an ISA would be that income generated from stocks,

bonds, savings accounts, money market funds, or simile assets would be tax

exempt as long as the principal remained invested in this class of assets,

This idea is a fairly new one for the U. S. economy, but virtually every

other industrialized country already gives some tax breaks to the mall

saver. In fact, this oe reason goes far to explain why the personal savings

rate in the U. S. is so much lower than in other major countries. It also

explains why personal savings is so much more attractive even in those countries

where the rate of Inflation is well above normal U. S. levels.

In Britain, for example, individuals nay buy National Savings Certifi-

cates in mounts up to 11000 with the interest income completely free from

Income tax. Other plane, including British Savings Bonds, the various Save

As You Earn schemes, and National Savings Bank accounts all pay interest which

in partially or totally free from Income tax.

Germany does not offer quite as wide a scheme of tax-free saving incen-

tives, but the overall effect is much the same. Deposits at savings and loan

associations and Insurance companies are deductible up to a mximm which

varies based on the size of the family, veteran status, and several other factors.

Japan treats interest income even more favorably. In fact, any person
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receiving either interest or dividend income can choose to have aZZ of this

income taxed at the flat rate of 352, compared to a maxim= income tax bracket

of 752. Compare this to the U. S. tax tables, where interest and dividend

income are taxed at a maximum rate of 70% instead of the 501 cap on earned

income.

Small savers in Japan receive even further Incentives to ave. Interest

inco.e_from a savings deposit of-up to V3 million (about $15,000) is totalUy

exempt. Furthermore, life assurance premiums are totally deductible from

Income tax up to an mount of rY25,000 per year, and partially deductible up

to i00,000 per year. Virtually no capital gains are taxed unless (a) the

taxpayer has regularly engaged in security dealings during the year, (b) the

gains are from the sale of shares accumulated with the object of manipulating

their market price, or (c) the sales are a substantial part of a corporation.

Clearly the establishment of ISA would have many advantages. It would

reduce the tax burden for savers, particularly smaller savers. It would

stimulate savings and Investment, and would pull the U. S. closer to being

able to compete with other major industrialized nations In terms of gains in

investmqnt and productivity.

To try to determine the economic impact of ISAs, we need to anwer several

questions. The first Is how much it will cost the Treasury. On an exnte

basis, we can get some clue to this by considering the 1976 tax returns (the

latest avaiable) and calculating the mount of Interest and dividend Income

per tax return at various levels of income. These calculations are obtained

in Table 1. Based on 1976 mmbere, deduction of the first $1500 of Interest

and dividend income for all taxpayers would reduce Traasury tax receipts by

$6 billion. After converting this to a 1979 tax number, providing the same

relative tax structure still holds, this would be a revenue lose of about
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TALl 1

Interest and Dividend Income

Average
Total Total Dividend & Approximate

Dividend Thterest Interest Top
TOZ Tbousands Income, Inwo, income per Marginal
Bracket of Returns Million $ Million $ Return, $ late

Under $5,000 23,852 348 1,791 90 .10

$5,000-$10,000 19,891 1,646 7,848 477 .15

$10,000-$ls,000 14,534 1,664 6,911 590 .2

$15,000-450,000 25,087 8,398 20,608 1,156 .4

$50,000-$500,000 1,166" 9,595 6,219 13,563 .5

over *500,000 5 1,714 346 412,000 .7

SOURM: Statistics of Imom, Individual Income Taxes, 1976 edition.
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$8 billion. Hence the tax reduction would be far less than the old-style

tax cuts which are being readied to fight the recession.

How does the formation of ISA differ from just another personal income

tax cut? The aaver lies in the additional mount of savings which it creates.

Here we face the question of the elasticity of savings on the real aftertax

rate of return, an area which in being explored in the supply-side modelliug

work which we are performing under contract to the Senate inance Committee.

Before turning to our estimate, however, we can point out that theoretically

the additional increase in savings - above and beyond the normal marginal

propensity to save out of a tax cut - can be calculated as:

Potential increase x Change in real x Elasticity of
in savings aftertax rate personal

of return, saving

One way of defining the potential increase in savings is to aeums that

all taxpayers could take advantage of this $1500 exemption, and just multiply

the difference between $1500 and the average amount of interest and dividend

income per return by the number of returns in each classification. Performing

this calculation gives a total potential increase of $76 billion in 1976;

adjusting upward by the growth in income yields a figure of about $100 billion

at 1979 levels of income and taxes.

It will Immediately be objected that most taxpayers with total income of

under $5000 per year cannot be expected to have interest and dividend income

of $1500 per year under any circumstances. We have no quarrel with this. Row-

ever, estimates of the elasticity of savings are always done for aU personal

savings, not just savings of a certain upper-income group. Defining the group

of savers more narrowly would undoubtedly increase the elasticity, so we have

a trade-off between these two definitions.

of
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Calculating the change in the real aftertax rate of return is also not

strathtforward. Under a situation where the interest rate received is equal
to the rate of inflation, the real aftertax rate of retur- is native under

present regulations and would be zero with an ISA. One cannot calculate a

percentage change under this set of conditions. Since we are talking about

savers who probably have a marginal rate of about 40%, the most reasonable

usumption seems to say that tax exemption would raise the rate of return by

that percentage, namely 4OZ.

The alasticity of savings with respect to the aftertax rate of return is

the hardest of these three variables to measure. Based on our estimates

which have been generated in the Senate Finance Comittee work, we think

this elasticity is about 0.2. Under these assumptions, than, the increase in

savings stmin from IS" would be 100 x 0.4 x 0.2, or about $8 billion.

We would expect that investment would be increased by approximately the

sae mount.

The ISA concept can also be defended from an equity point of view,

since the small saver is clearly earning a negative rate of return at today's

nterest rates and Inflation rates. Inflation will average over 132 this

year; the small saver, If he is fortunate, may be able to earn about 122 for

the year, although most severs will earn less. Rowsmer, that does not even

begin to deal with the problem. Assuming that the average saver Is in the

402 marginal tax bracket, he must pay taxes of 4.82 on the earned interest

Income, leaving an after-tax return of am 7.22. When soared with the

Inflation rate for 1979 this is a distinctly unpalatable alternative. It

is small wonder that the personal savings rate in the lest quarter declined

to 4.12, a 28-year low. With savings earning a negative return of 52 and

Inflation continuing to accelerate, more and more consumers have decided to
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buy nov before prices rise even further. A partial tax exemption would go

far toward redressing this disequilibrium situation and restoring the in-

centive -for savings.

ile some legislation which has been introduced to stimu te savings

covers only interest income, it is our belief that it should cover dividend

income and capital gains rollovers as well. 1f this were not the case,

investors would choose fixed Income securities over equities, which would

bia decision-making in the capital markets. Thus the tax exemption should

extend to all sources of investment income.

In summary, the crestlob of ISAs for individual investors would raise

approximately $8 to $10 billion per year in savings and investment, increase

real GNP by approximately 0.5Z per year in the first year and as much as

1.02 per year thereafter, and would eventually reduce the rate of infla-

tion. While the initil effect would expand the Federal budget deficit,

the positive longer-term effects of job creation and reduced inflation would

far outweigh any negative ramifications of larger deficits.

Senator CHAFEE [presiding]. If we can have the next panel now,
S. 1543.

OK, now, lady and gentlemen, you have 20 minutes to divide
amongst yourselves, so now we have four. Are we missing some-
body? Is Mr. Nathan here? Is Mr. Nathan coming?

Mr. NATHAN. Yes.
Senator CHAFEE. Mr. Alexander?
Mr. Cohn.
Mr. COHN. Right here, sir.
Senator CHA.E. Mr. Lawrence.
Ms. Sullivan.
And Mr. Malone.
All right, that is 1, 2, 3, 4, 5, 6, into 20 minutes gives you

something like 3 minutes apiece. And who wants to start?
Why don't we have--
Mr. COHN. Mr. Chairman, we have agreed among ourselves on

the allocation of the time.

STATEMENT OF HERBERT B. COHN, CHAIRMAN, COMMITTEE
FOR CAPITAL FORMATION THROUGH DIVIDEND REINVEST-
MENT
Mr. COHN. My name is Herbert Cohn. I appear here today as

chairman of the Committee for Capital Formation through Divi-
dend Reinvestment. The members of this committee are listed in
the appendix to my formal statement.

Also appearing for our committee are Robert R. Nathan, our
economic consultant, and Donald C. Alexander, our tax counsel.
We very much appreciate this opportunity to appear and testify.
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I should like to request, Mr. Chairman, that the formal state-
ments by Mr. Nathan and myself be incorporated in the record.

Senator CHAPE. Excellent, excellent.
Mr. CoHN. And we will present merely a brief summary.
We strongly favor S. 1548.' This bill, by-deferring current taxes

on dividend-which are reinvested under qualified dividend rein-
vestment plans, would materially encourage increased reinvest-
ment of dividends in new issue stocks, and materially, increase
capital formation.

The details of the bill are coveted in our statements and were
.referred to a little bit earlier by Senator Nelson and Congressman
Heftel.

We believe S. 1543 is the most direct and the most cost-effective
proposal for encouraging new capital formation where it is urgent-
ly needed. It is most direct because the reinvestment of dividends
in new issue stock represents instantaneous formation of new capi-
tal. You can actually see it happn. It represents a rifleshot which
is 100 percent effective in providing new capital where it is ,drgent-
ly needed since dividend reinvestment plans for new issue stock are
adopted only by capital intensive companies having a continuing
need for additional common stock capital to finance their oper-
ations.

S. 1543 is highly cost effective since, as will be indicated by Mr.
Nathan, it will provide a substantial increase in new capital forma-
tion, substantial new investment, and stimulation of the economy,
and over a 3-year period will result in a net gain rather than a loss
in tax revenues.

The counterpart bill in the House, H.R. 654, now has 60 sponsors.
In addition, the substance of these bills has also been included in
section 202 of Chairman Ullman's Tax Restructuring Act of 1979.

Adoption of S. 1543 would further important national objectives
in the following respects. First, it would directly and substantially
encourage new capital formation. Second, it would reduce the
double tax on dividend income by eliminating the tax at the stock-
holder level when dividends are reinvested under qualified plans.
Third, it would encourage thrift and assist participating stockhold-
ers in providing for supplemental income for their retirement.
Fourth, it would be more equitable in treating the stock-teceived
on reinvestment of dividends as the equivalent for tax purposes of
a conventional stock dividend, which is really what it looks like to
the stockholder who receives it. Fifth, it would help in financing
essential energy facilities since many of the companies having
these plans are engaged in energy supply. Sixth, it would be anti-
inflationary in absorbing cash dividends and in helping to finance
increased productive facilities.

S. 1543 has wide support from stockholder groups and from a
large number of capital intensive companies which must obtain
their common stock capital requirements primarily through the
continuing sale of common stock. It is also fully supported by a
large number of associations including the Stockholders of Amer-
ica, represented here today by Mrs. Sullivan; the American Gas
Assoiation, represented by Mr. Lawrence; the United States Inde-
pendent Telephone Association, representing 1,500 telephone com-
panies throughout a large part of the United States, represented
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here by Mr. Malone; the American Bankers Association, the princi-
pal association of commercial banks, represented in the preceding
panel by Mr. Hope; and the Edison Electric Institute, the associ-
ation of investor-owned electric power companies.
. For all of these reasons, Mr. Chairman, we strongly urge your
subcommittee to endorse and favorably report S. 1543.

Thank you.
Senator CHAFE. Well, thank you very much.
Now, I would appreciate it if in the remarks of the following

witnesses you would address the situation that we have in which
we can't meet everybody's desires on how to proceed. There is
intense interest in this body and in the House in encouraging
greater capital formation. That is not debated. The question is how
to proceed.

Now, there are various ways of proceeding, as we all know:
Eliminate the double taxation on dividends; increase the invest-
ment tax credit to 12 percent; cut the corporate rate. But the one
that has received the most support and indeed has 243, cosponsors
in the House is more rapid depreciation, accelerated depreciation;
what we call around here the 10-5-3 plan, basically 10 years on
real property, buildings, 5 years on equipment, and 3 years on
rolling stock, trucks, and so forth, with the suggestion that perhaps
for government-mandated pollution control equipment, that it be 1
year or 2 years.

Now, we are all agreed that we want to do something, but have
you considered that approach in coming here and fostering thisapproach? 'Mr. COHN. Yes, sir, we have, and I would like to suggest, Mr.

Chairman, if it is agreeable to you, that Mr. Nathan proceed. I
understand he is going to cover the precise point that you put.

Senator CHAFEE. OK. Go to it, Mr. Nathan.

STATEMENT OF ROBERT P. NATHAN, CONSULTING ECONOMIST,
COMMITTEE FOR CAPITAL FORMATION THROUGH DIVIDEND
REINVESTMENT
Mr. NATHAN. Thank you, Mr. Chairman.
Just very briefly, I won't say anything more about capital forma-

tion be cause I. agree 100 percent with the objective of this commit-
tee and the importance of modernizing our productive capacity.

Senator, CHAE. Yes; there is no disagreement on that.
Mr. NATHAN. Right.
Now, let me talk mainly about the impacts on the economy-and

by the way, I might say I certainly favor the depreciation accelera-
tion plan, but there are many areas where the cost benefits will be
different from one system to another, and one has to look at the
magnitudes, and also there are different industry situations.

Now, what we have proposed hre, what we have analyzed and
studied, and what our testimony includes, is a careful analysis of
the cost benefits, and this is to me, Mr. Chairman, the important
element in making a decision as to whether you can choose one
over the other, or two out of five, or three out of five different
pr ats important here is that in our judgment, as we have

analyzed this, we believe that by the third year of the dividend
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reinvestment plan, the feedback, namely, the additional capital
formation, additional growth-in GNP, the additional employment,
the additional participation by the dividend recipients will more
than make up for the revenue loss, and in our judgment, by the
third year and thereafter, there will be no net cost.

In addition, we point out--
Senator CHAFEE. Well, except, you know, the Treasury Depart-

ment has heard that song before, as we all know.
Mr. NATHAN. Yes.
Senator CHAFEE. And if you look at more rapid depreciation, in

effect, that is not a tax cut, that is a tax deferral.
Mr. NATHAN. Yes.
Senator CHAFEE. Whereas this is a tax cut. But I don't want to

debate that, and I am not choosing sides here. We have just got to
advance the assumption that we can't do too many things. Next
year is going to be our year. We have got to do something for the
individual, and industry can't have too much. That is what the
Congress is going to say.

So, you say this S. 1543 is better than the other approach, in
your judgment.

Mr. NATHAN. I think the cost benefit of it, I think the magnitude,
however, Senator Chafee, does not preclude the other. What we are
talking about here is with a $1,500 cap for an individual income
recipient, he is limited to this treatment of the dividends reinvest-
ed to only $1,500 a year, and for a joint return, to only $3,000. We
compute that that cost in the first year will be $300 million.

Senator CHAFEE. But on looking at it the other way, Mr. Nathan,
doesn't that really mean that industry is not going to have much
plowed back into it?

As I look at this-and you will have to correct me-this seems de
minimis, sort of. What is the utility industry going to get-and I
know the president of the gas association is here-with the mam-
moth capital requirements they have, out of this? You know, $1,500
per stockholder, multiply it by-if everybody took it.

Mr. NATHAN. The $1,500 cap and $3,000 on the joint return will,
in our judgment, increase the participation from $1 4 billion,
which it is now, to a minimum of $2Y2 billion, and if the cap were
lifted, it would be $6 billion.

Now, one might say, yes, but what is $1 billion?
Senator CHAFEE. The cap lifted, you mean not having any cap?
Mr. NATHAN. That's right, it would be $6 billion. You see, it

would go from $14 billion presently, to $2/2 billion participation if
you have the caps, and to $6 billion if you didn't have the cap.

Senator CHAFER. Yes, but you are not proposing no cap, are you?
Mr. NATHAN. No, no, we are taking that so--
Senator CHAFE. All right, so let's not discuss that.
Mr. NATHAN. All right, The $1 4 billion in participation to

roughly $2/2 billion in common stock capital formation.
Senator CHAFEE. But isn't that peanuts, really, if we are trying

to do a job here on real capital formation in this country?
Mr. NATHAN. It is not proposed, Mr. Chairman, as the only

solution, but let me say this about the proposal-the utilities would
be very, very substantial participants here. You must realize that
on an accelerated depreciation method, the utilities have a very,
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very serious problem with the regulatory agencies who do not want
to allow that to be normalized. They want to pass it through to the
customer, and therefore there may be zero increased internal avail-
ability of capital to the utilities for their essential expansion re-
quirements.

On the other hand, this is all external funds. You see, these
funds are money that otherwise, if not reinvested by the investor,
would literally go to the investor to either be saved in some other
channel, but probably in substantial measure go out for consump-
tion and other uses, whereas this, if it is reinvested, is targeted,
targeted. It is about as nearly 100 percent designed for investment
results as any concept or any principle.

Senator CHAFEE. Oh, yes, I can see that there is no question
about that. But it seems to me, you know, under the proposal, it is
so little, and you know, there are all kinds of-I mean, why
wouldn't somebody put their money into a Keogh plan, for exam-
ple, which has about the same limitations or that type of-what is
the other plan besides the Keogh one, the other one you can--

Mr. COHN. IRA.
Senator CHAFEE. What is it?
Mr. COHN. IRA.
Mr. NATHAN. Individual retirement account.
Senator CHAFEE. Yes, which are about the same, and it just-I

am not going against your proposal. It just doesn't seem to me that
it is doing the job.

Mr. COHN. Senator, may I add something to this?
Actually, what we are talking about is common stock capital

formation.
Senator CHAFEE. I appreciate that.
Mr. COHN. This is all common stock capital. Now, we believe that

the potential for this, if this legislation were adopted, is to double
or better the reinvestment of dividends in common stock capital.
We believe that that would create as much as 50 percent of the
total common stock capital requirements.

Now, that will support and provide the basis for the debt and
preferred stock financing, and therefore it is extremely important
and extremely helpful in helping these companies to finance essen-
tial operations.

Senator CHAFEE. All right, I don't want to interrupt any more.
There are others that want to speak.

Ms. Sullivan, or who is next at bat?

STATEMENT OF GEORGE H. LAWRENCE, PRESIDENT, THE
AMERICAN GAS ASSOCIATION

Mr. LAWRENCE. Could I just comment briefly, because I think it
is relevant to the point they just raised.

As you mentioned, Senator, we do have in the gas industry some
very significant capital requirements between now and the year
2000, something over $300 billion, but we think with that we can
continue to provide 25 percent of our Nation's total energy mix. It
is very desirable.

I support what Mr. Cohn just said, that this can be a consider-
able incentive for investment in common stocks and enhance theequity proportion of our capitalization.
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Now, let me underscore, too, what Mr. Nathan said. We do
support the other capital formation incentives, the Jones-Conable
bill, but this one doesn't have that albatross of the flowthrough
problem that we in the regulated industries, both the gas indus-
tries and the electrics have to fight daily, and I think we have
surveyed our member companies and we find now that over half of
them do have these dividend reinvestment mechanisms in place.
The could act on it immediately.

We think it would be a tremendous incentive, and we think it is
one pebble on the scale that ought to be put there quickly. We
support it strongly.

Senator CHAwE. What is Treasury's estimate of the revenue loss
on this, anybody know?

Mr. COHN. Yes, sir, there is a letter that was written by-excuse
me, not the Treasury, the Joint Economic Committee staff to Con-
gressman Pickle which gives some revenue estimates, and the
fi ure for the first year receipts, first fiscal year receipts is $240
million revenue loss. That is the gross numbers.

And I will be glad to supply that letter for the record.
Senator CHAFEE. Well, I am sure the staff has got it, so I won't.
All right.
Mr. COHN. Mrs. Sullivan perhaps.
Senator CHAFEE. Ms. Sullivan, go to it.

w STATEMENT OF MARGARET COX SULLIVAN, PRESIDENT,
STOCKHOLDERS OF AMERICA, INC.

Ms. SULLIVAN. Thank you very much. We, the Stockholders of
America, are very much in support of the 10-5-3. We have written
about it, and we are filing a statement to that effect. We were not
able to get on the panel when the hearings were heard because of
the time limit.

I am Margaret Sullivan. I am president of Stockholders of Amer-
ica. It is a 7-year-old organization. It is national, it is nonprofit, it is
nonpartisan. It is dedicated to representing the interests ci stock-
holders and their role in publicly held American corporations and
their importance to our capitalistic system.

Now, I am here today in support of S. 1543 and to speak from the
stockholder's point of view, and I might say at the outset, I have
even greater expectations from S. 1543 than my learned colleagues
here, the economists and the lawyers, since I am neither one. I
have to speak from the stockholder's viewpoint. And there are 25
million of us, and it is kind of hard to talk about 25 million people
in 3 minutes, but I am going to do it.

In all of our surveys of stockholders' opinion, and they are con-
tinuous, we find that the No. 1 sore point with them is the unfair
double taxation on dividends, and this legislation would eliminate
that situation in part when dividends are reinvested in the corpora-
tions having qualified reinvestment plans. It is a step in the right
direction.

Senator CHAFEE. Would they ever, under this plan, would the
stockholder be caught on the tax at some later time?

Mr. NATHAN. Yes.
Senator CHAFES. What would the basis be when he puts it in?
Mr. ALEXANDER. Zero.
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Ms. SULLIVAN. And you have to keep the stock for 1 year.
Senator CHAFIE. I see. So he gets picked up on the gain on the

capital.
Mr. NATHAN. Just like on stock dividends.
Ms. SuwuvAN. We feel it is an incentive to the individual inves-

tor; it is an attraction and it is badly needed. It will encourage
savings and help the individual's investment grow.

Now, even though there are still 25 million stockholders in this
country, this number has dropped from 32 million in the early
1970's, according to the New York Stock Exchange, to the 25 mil-
lion.

Now, for the first time since 1952, when census statistics were
recorded, the stockholder population did not increase. This is dan-
gerous. We had 32 million people in the market, and now we have
25 million, and it was estimated one time a few years back that we
needed 50 million stockholders in this country to meet the growing
labor force in this country and the capital needs.

Now, the market needs the individual investor. It is this large,
diversified base of people, owners, really, that have made our cap-
italistic system, sometimes called free enterprise or people's cap-
italism. It makes it work. It has built a great industrialized nation,
a nation--

Senator CHA . OK. I hate to cut you short, Ms. Sullivan.
Ms. SULLIVAN. That's all right.
Senator CHAFEE. I won't argue with the words you say, and I

think I understand that pretty well.
Ms. SuLLrVA. I am sure you do, better than I.
Senator CHAlE. No, I wouldn't say that.
Ms. SuLLvN. I would think so.
Senator CHAFE. Any other comment?
Yes.

STATEMENT OF WILLIAM IL MALONE, VICE PRESIDENT, GEN-
ERAL TELEPHONE & ELECTRONICS CORP., ON BEHALF OF
THE U.S. INDEPENDENT TELEPHONE ASSOCIATION
Mr. MALONE. I appear here this afternoon on behalf of the 1,500

independent-non-Bell-telephone companies, who are represented
by the U.S. Independent Telephone Association. We have submit-
ted a statement for the record, which we would like printed with
an amendment in the first paragraph to reflect Senator Hollings'
cosponsorship earlier this month of S. 1543, which we do support.

In addressing-supplementing the responses, really-to your
question, Senator, on our preference between S. 1543 and the 10-5-
3 bill, I would point out first of all that I think this bill, S. 1543, is
really an individual tax cut rather than a corporate tax cut. As it
is, shareholders participating in automatic reinvestment plans
must pay taxes on dividends without having received any hard
cash with which to pay the tax. This is particularly burdensome to
small shareholders who, as a group, have a much higher level of
participation in existing dividend reinvestment plans. Our chart
shows that as to GTE shareholders, those with fewer than 50
shares are 10 times more likely to reinvest their dividends than are
GTE shareholders with over 1,000 shares.
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Analysis shows that 84 percent of our plan's participants own
100 shares or less, and I think that S. 1543 is intended to remove
this burden on small shareholders.

I think it is also important because it removes the discrimination
against utilities, which are peculiar in that they have a substantial
and continuous requirement for new capital. When a young couple
moves into a home, they pay a $35 or $50 installation charge for a
telephone. We have $1,000 or $1,500 or $2,000 of investment behind
that. And when they move in, we must have the money there
ready. And with the market in the condition it is, with stocks
selling at or near book, we are not in a position to go to the market
with large stock issues.

The shareholder reinvestment plans have proved a reliable, con-
tinuous, and materially significant source of those funds.

Senator CHAFEE. Well, I think the points you make are very good
ones, and I think particularly the point that it is not a corporate
cut, as it were, it is an individual cut, is a very important one, and
it is an individual cut for a small group, for a group who is
interested in this just like those who-I don't think, I suppose,
these things should all be mutually exclusive. The bill we just
discussed with interest, here something deals with dividends, and I
think it all fits into a useful package which would help the
common objective of increasing capital investment.

Mr. MALONE. Both are intended to remove existing discrimina-
tions in the tax laws.

Senator CHAFEE. Right, and also I think the point you make
about utilities is a good one, too.

Anything else?
Mr. LAWRENCE. Senator, just a housekeeping point. We do have

prepared statements.
Senator CHAFEE. Fine. We will certainly print those in the

record.
Mr. COHN. Mr. Chairman, I would just like to make one point in

response to a comment you made.
There is more than a narrow group of people involved.
Senator CHAFEE. I didn't mean to say narrow group.
Mr. COHN. Well, there are now about 1 million participating

stockholders, and we think there would be a lot more if this legisla-
tion were passed.

Senator CHAFEE. Yes. They are, of course, having to pay the tax
now.

Mr. COHN. They now have to pay the tax, that's right.
Ms. SULLIVAN. That's right.
Senator CHAFEE. OK, fine.
Well, thank you very much, Ms. Sullivan, gentlemen. We appre-

ciate your being here, and if you will leave your statements, they
will be part of the record.

Ms. SULLIVAN. Thank you, Senator.
Mr. COHN. Thank you, Senator.
Senator CHAFEE. And I think the cause you espouse is going to

have a good year, next year, next calendar year.
Mr. COHN. Thank you, sir.
Ms. SULLIVAN. Good.
[The prepared statements of the preceding panel follow. Oral

testimony is continued on p. 403.]
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STATEMENT OF HERBERT B. COHN, CHAIRMAN
COMMITTEE FOR CAPITAL FORMATION THROUGH DIVIDEND REINVESTMENT

IN SUPPORT OF S. 1543 RE. ESMN
BEFORE THE SENATE FINANCE SUBCOMMITTEE

ON TAXATION AND DEBT MANAGEMENT
OCTOBER 31, 1979

SUMMARY SHEET

A. Our Position - We urge favorable consideration of S. 1543
which, by dferring current taxes on'dividends reinvested
under qualified dividend reinvestment plans, would encour-
age materially increased reinvestment of dividends in new
issue stock and materially increased capital formation.

B. Economic Impact - Adoption of S. 1543 would in 1979 dollars
and in the third full year after its adoption:

1. Increase dividend reinvestment to about $2.5 billion;

2. Increase national output by approximately $2.7
billion annually;

3. Increase business fixed investment by about $1.0
billion annually;

4. Add about 50,000 jobs per year; and

5. Involve a net revenue loss of some $350 million in
the first complete year of operation, a wash in the
second year, and an annual net revenue gain of $600
million in the third year and thereafter.

C. Furthering National Objectives - Adoption of S. 1543 would
further important national policies in at least six respects:

1. It would provide, on a highly cost effective and rifle-
shot basis, substantial, direct and immediate help in
the formation of new capital where it is urgently needed.

2. It would reduce the double tax on dividend income by
eliminating the tax at the stockholder level when
dividends are reinvested.

3. It would encourage thrift and providing for supplemental
retirement income.

4. It would be more equitable in treating receipt of stock
under a qualified dividend reinvestment plan as the
equivalent, for tax purposes, of a conventional stock
dividend.

5. It would help in financing essentially needed energy
facilities.

6. It would be counter-inflationary in absorbing cash divi-
dends and financing increased productive facilities.
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STATEMENT OF HERBERT B. COHN, CHAIRMAN
COMMITTEE FOR CAPITAL FORMATION THROUGH DIVIDEND REINVESTMENT

IN SUPPORT OF S. 1543
BEFORE THE SENATE FINANCE SUBCOMMITTEE

ON TAXATION AND DEBT MANAGEMENT
OCTOBER 31, 1979

My name is Herbert B. Cohn. I am associated with the

law firm of Morgan, Lewis & Bockius in Washington, D. C. I ap-

pear here today as Chairman of the Committee for Capital Forma-

tion Through Dividend Reinvestment.1 Accompanying me are Robert

R. Nathan, Chairman of Robert R. Nathan Associates, Inc., our

economic consultants, and Donald C. Alexander of the law firm

of Morgan, Lewis & Bockius, our tax counsel.

We strongly urge your favorable consideration of S. 1543

originally introduced by Senator Nelson on behalf of himself and

Senator Bentsen, and subsequently also sponsored by Senators

Schmitt, Tower and Hollings.2/

The provisions of S. 1543 - In essence, S. 1543 would

encourage materially increased reinvestment of dividends in new

issue stock and materially increased capital formation by defer-

ring current taxes on dividends which are reinvested (with an

annual limitation of $1,500 for an individual taxpayer and $3,000

for a joint return) under qualified dividend reinvestment plans.

A qualified dividend reinvestment plan is defined as

a plan which does, in fact, provide for reinvestment of a cash

1/ The members of this Committee corlsist of the 34
companies Tisted in Appendix A.

2/ The House counterpart of S. 1543 is H.R. 654,
originally-introduced by Congressman Pickle, which now has a
total of 60 sponsors. Section 202 of H.R. 5665, introduced
on October 22 by Chairman Ullman of the House Ways and Means
Committee, includes similar provisions.
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dividend in new common stock capital.-/ The stock received

on reinvestment of such dividend would be regarded, for tax

purposes, as essentially the equivalent of a conventional

stock dividend, which is, of course, not now subject to any

current income tax./

Economic Impact and Revenue Loss Estimates - Last

year our Committee retained the firm of Robert R. Nathan As-

sociates to carry out a study of the economic impact of a similar

proposal (which did not contain any dollar limitations) intro-

duced in the 95th Congress. In its Report, the Nathan firm

concluded that adoption of that proposal by the third year of

operation would:

1. Increase dividend reinvestment by more than

500% to some $6 billion;

3/ It had been suggested that a corporation having
no need foi new common stock capital might buy in its existing
common stock and then adopt a dividend reinvestment plan for
an equivalent amount. This would be contrary to the primary
objective of the proposal to stimulate new capital formation
and new capital investment; and S. 1543 includes statutory
provisions to prevent it. Such provisions would establish a
presumption (rebuttable on a showing of a proper business pur-
pose) that the tax benefit would not be available where a
corporation purchased its own common stock within one year of
the issuance of stock under a dividend reinvestment plan.

4/ It had been suggested that the proposal could be
circumvented by stockholders who, while not desiring to increase
their investment in the corporation, would reinvest their divi-
dends and then immediately sell an equivalent number of shares
in the marketplace. To minimize any such motivation, S. 1543
provides that (a) the basis of stock received under the dividend
reinvestment plan would be zero and the holding period would
commence on the date of its issuance, and (b) sales within one
year after receipt of stock under a dividend reinvestment Flan
would be deemed to include the stock so received within thi
preceding year.



255

2. Increase national output on the order of

$10 billion annually;

3. Stimulate business fixed investment by close

to $3.5 billion annually; and

4. Add the equivalent of 200,000 jobs per year.

The Report concluded that the proposal "certainly

seems to be in the national interest."''

The Report stated that if the proposed tax treatment

were made applicable only to a specified amount per taxpayer,

there would be a related reduction in all quantitative effects

-- i.e. in all costs and all benefits. (See Nathan Report,

p. viii, n. 1). The Nathan firm has now concluded that adop-

tion of S. 1543, which includes a $1,500/$3,000 cap, would in

1979 dollars and in the third full year after its adoption:

1. Increase dividend reinvestment by more than

double to about $2.5 billion;

2. Increase national output by approximately $2.7

billion annually;

3. Increase business fixed investment by about

$1.0 billion annually; and

4. Add about 50,000 jobs per year.

Addressing itself to the effect on tax revenue losses,

and after giving consideration to forecasted increases in both

plans and participation, and to their economic effects, the

5/ 25 copies of the Nathan Report have been filed
with the SEaff Director of the Finance Covaittee.
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Nathan firm estimates that, in 1979 dollars, adoption of S. 1543

would result in a net revenue loss of some $350 million in the

first complete year of operation, a wash in the second year,

and an annual net revenue gain approaching $600 million in the

third year and thereafter.
We understand that the Staff of the Joint Committee

on Taxation has estimated that adoption of S. 1543 would re-

suit in gross revenue loss in receipts for the first fiscal

year, running from January 1 to September 30, of $240 million.

We further understand that the estimates of the Joint Comnittee Staff

increase in succeeding years but are in no case more than

$1.1 billion per year and that such figures do not take into

account any "feedback" by reason of increased capital formation

and economic stimulation.

Characteristics of Companies Adoptin& Dividend Rein-

vestment Plans for New Issue Stock and Extent of Participation -

About 130 companies now have dividend reinvestment plans for

new issue stock. These companies vary in size, geographical

location, type of business and otherwise. In general, they

are, however, alike in the following respects:

First, they are capital-intensive; they cannot ob-

tain all the capital they require through internal generation

of cash; they must place substantial reliance on external

financing; and they have a continual need to obtain additional

common itock capital to finance their business.



257

Second, they find it increasingly difficult and ex-

pensive to attract the necessary capital through large public

offerings in the marketplace.

Third, they have found that dividend reinvestment

plans, under which their stockholders have the option of auto-

matically investing cash dividends in additional new issue stock

of the company, can be a most effective vehicle for obtaining

new common stock capital they require.

About 2 million stockholders now participate in such

plans. Surveys have shown that the large majority of partici-

pants are the smaller stockholders. The average holdings of the

participating stockholders are less than the average of all

stockholders and are generally in the range of 150 to 200

shares. In 1978 some $1 billion of dividends was reinvested

under these plans.

The Benefits of S. 1543 - Under existing tax law,

federal income tax is imposed currently on the value of the stock

received by a stockholder who opts to participate in a dividend

reinvestment plan and to take stock instead of cash. It is

clear that this discourages participation by those stockholders

who may be pressed to use the cash dividends to pay the current

tax. It is equally clear that deferral of the current tax

would greatly encourage increased participation. The, extent

of such increased participation can, of course, only be a

-matter of opinion. But, as has been indicated, the Nathan Report
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estimated that adoption of the original proposal, without

limitation.of the tax benefit per taxpayer, would increase the

reinvestment of dividends into new issue co on stock by more

than 500 to some $6 billion; and the Nathan firm has more

recently estimated that adoption of S. 1543 (which includes

the $1,500 - $3,000 annual cap) would more than double present

participation to a level of about $2.5 billion of reinvestment

of dividends into new common stock capital where it is most

urgently needed.

Such increased capital formation would obviously be

of major help in assisting capital-intensive companies to ob-

tain the common stock capital which is essential to finance

their needs and to provide a cushion for debt and preferred

stock financing. It would provide an alternative (at least

in part) for the periodic need to sell large blocks of additional

common stock in the marketplace -- with the associated market

pressure which frequently leads to market prices well below

book value and continued dilution exerting further pressure to

depress market prices.

Adoption of S. 1543 would also help larger numbers of

stockholders, who do not at the time need the cash dividend,

to participate in a simple, convenient and economical way to

invest relatively small amounts which might otherwise be dis-

sipated; and to obtain the advantages associated with a periodic

savings plan, the principles of "dollar averaging", and the
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compounding effect, to assist in building an investment to pro-

vide larger cash dividends when the stockholder has need for

such income.

From the broader perspective of the national interest

-- we believe that adoption of S. 1543 and the resulting in-

creased participation in dividend reinvestment plans for new

issue stock would further important and desirable national

policies in at least six respects:

1. Capital Formation: It would provide, on a highly

cost-effective basis, substantial, direct and immediate help in

the formation of new capital -- a most important national ob-

jective. It is difficult to envisage any clearer or more

direct way in which capital formation takes place than through

a dividend reinvestment plan for new issue stock -- where the

reinvested dividends are immediately converted into new common

stock capital. The tax incentive to increase such capital for-

mation is, in this case, a rifle-shot which is fully and directly

effective. And, as has been indicated, the dividend reinvest-

ment plans have their greatest appeal and, in general, have

been adopted only by the most capital-intensive companies having

the greatest need for new capital. Accordingly, under these

plans, capital formation is taking place where it is urgently

needed.

2. EliminatinLor Reducing the Double Tax on Divi-

dends. Elimination -- in whole or in part -- of the double tax
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on corporate dividends also has wide support as a desirable

national objective. S. 1543 would represent a step in this

direction in eliminating the current tax imposed at the stock-

holder level when the dividends are reinvested in the corpora-

tion. There would appear to be particular logic for taking

this step and eliminating the second tax under these circum-

stances -- since the stockholder is not receiving the cash

dividend and since the cash is, instead, being plowed back into

the corporation where, if invested profitably, it would lead

to additional taxable earnings at the corporate level.

3. Encouraging Individual Savings to Provide Supple-

mental Income for Retirement. Many -- and probably a large

majority of participants in dividend reinvestment plans -- have

elected to participate during a peiod in which they do not

require the cash dividends in order to be able to look forward

to larger cash dividends at a later time when such income is

needed as a supplement to social security and pension income.

S. 1543 would materially encourage thrift and assist partici-

pants in providing for their own supplemental retirement income.

In this respect, the dividend reinvestment plan is analogous to

the Keogh and IRA programs which represent similar desirable

national objectives and which have been encouraged by similar

favorable tax treatment.

4. Fairness and Equity for the Participating Stock-

holder as Compared with the Recipient of the Conventional Stock



261

Dividend. Many companies have the option available to reduce

or eliminate cash dividends and declare alternative or supple-

mental stock dividends. In such cases, the recipient of the

stock dividend pays no current tax. But companies whose stock

has historically been purchased on a yield basis cannot, as a

practical matter, reduce their cash dividend and substitute a

conventional stock dividend. At the same time, there are

many stockholders of such companies who, while they wish to re-

main as investors in such companies, would prefer, at least

during certain periods in their working years, to take the

equivalent of a stock dividend rather than cash. In the context

of the practical realities, it would seem to be fairer and

more equitable to permit the stockholder also to have the option

of stock dividends and to treat his receipt of stock under a

qualified dividend reinvestment plan for new issue stock as the

equivalent, for tax purposes, of a conventional stock dividend.

5. Assistin&.in the Financing of Essential Energy

Facilities and in Dealing with our Energy Problem. An essential

need in reducing our dependence on imported oil is to provide

new facilities for the production of increased domestic energy

supply. Limitations on financing capability represent a real

and significant obstacle to providing such new facilities. A

large number of companies engaged in energy supply require

continuing infusions of new coon stock capital and have

adopted and are using dividend reinvestment plans as a vehicle



262

to obtain at least a part of the common stock capital they

require. Increased participation in such plans would produce

additional common stock capital and help materially in financing

essentially needed energy facilities.

6. Helping to Reduce Consumer Demand and Counter

Inflation. Surveys indicate that the majority of participants

in dividend reinvestment plans are the smaller stockholders.

Encouraging increased participation in such plans increases

the reinvestment of cash dividends into productive capital

facilities and absorbs cash which,- in many cases, would other-

wise be used to add to consumer demands. In helping to increase

new productive facilities and decrease consumer demand, S. 1543

would, therefore, also help in the effort to counter inflation.

In sum, S. 1543 would make a substantial contribu-

tion to a healthier economy; would further several highly

important national objectives; and would do so with a net

revenue loss which, over a three year period, would be either

nominal or non-existent.

I
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APPENDIX A

COMMITTEE FOR CAPITAL FORMATION THROUGH DIVIDEND REINVESTMENT
Participating Companies

Allegheny Power System
American Electric Power Company

American Telephone & Telegraph Company

Baltimore Gas & Electric Company

Brooklyn Union Gas Company

Central & South West Corporation

Columbus and Southern Ohio Electric Company

Commonwealth Edison Co.

Continental Telephone Co.

Dayton Power & Light Company
Delmarva Power & Light Company

General Public Utilities Corporation

Gulf States Utilities Co.

Houston Lighting & Power Co.

Illinois Power Company
Kansas City Power & Light Company

Kansas-Nebraska Natural Gas Company, Inc.

Long Island Lighting Company

Manufacturers Hanover Corp.

Minnesota Power & Light Company

Montana Power Company

New England Gas and Electric Association

Orange & Rockland Utilities
Pacific Power & Light Co.

Pennsylvania Power & Light Company

Philadelphia Electric Company

Potomac Electric Power Company

Public Service Company of Colorado

Public Service Electric and Gas Company

Rochester Gas & Electric Company

United States Steel

Virginia Electric and Power Company

Wisconsin Electric Power Company

Wisconsin Power and Light Company
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SUMMARY OF PRINCIPAL POINTS INCLUDED IN STATEMENT OF
ROBERT R. NATHAN ON S.1543 BEFORE SENATE
FINANCE SUBCOMMITTEE, OCTOBER 31, 1979

1. On the basis of analytical work done by Robert R.
Nathan Associates, Inc. over the past year and a
half, we strongly support and endorse the proposal
embodied in S.1543.

2. This bill provides for a reduction of individual
income taxes in a way that directly targets re-
invested dividends to capital formation purposes
by corporations that have a continuing need for
external equity financing.

3. The proposed tax-change meets many of our national
objectives. It would facilitate plant moderni-
zation and expansion in industries that have had
difficulties in raising required capital. It would,
improve productivity, increase employment, raise
national output, and make our goods more competitive
in domestic and international markets, thus helping
the nation move toward price stability and better
trade and payments balances.

4. Our estimates indicate that by its third full year,
the tax incentive provided would more than double
present participation in qualifying reinvestment
plans, expanding it to a total of $2.5 billion and
generating an increase of $1.0 billion in fixed
private business investment, a level of national
output $2.7 billion more than it would otherwise
be, and the creation of 50,000 jobs.

5. The resulting increases in employment, wages, and
profits would provide a "feedback" in Federal rev-
enues so that in the third full year of operation
of the measure there would be an annual net gain
in Federal tax liabilities approaching $600 million.
We estimate a net loss of revenue in the first full
year of about $350 million, but this would disappear
in the second year. On a gross basis, excluding
"feedback," tax collections in the first fiscal year
(with the proposed effective date of January 1) would
be reduced by approximately $250 million.
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STATEMENT OF ROBERT R. NATHAN ON S.1543
BEFORE SUBCOMMITTEE ON TAXATION AND DEBT

MANAGEMENT OF SENATE FINANCE COMMITTEE,
OCTOBER 31, 1979

Mr. Chairman and Members of the Committee:

I am Robert R. Nathan, Chairman of the Board of
Robert R. Nathan Associates, Inc., an economic consulting
firm in Washington, D.C. Based on analytical work done
by our firm over the last year and a half, I am here to
support and strongly endorse the proposal embodied in

S.1543 (and H.R.654). This bill would generally treat
dividends automatically reinvested in new (original issue)

stock of corporations under qualified dividend reinvestment
plans (DRPs) the same as stock dividends. It would defer

taxes until the shares are sold and provide for capital
gains tax treatment.

In this testimony, I will briefly list and evaluate

some of the principal benefits of this legislation and
discuss its impact on the economy and on Treasury's tax

revenues.

Principal Benefits

1. The proposed tax incentive would substantially

increase investor participation in DRPs and thus make
more equity capital available to qualifying corporations.
These companies would use the funds for investments in

new plant and equipment.
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2. In fact, only receivers of dividends from

corporations that have a continuing need for external
financing of their plant and equipment expenditures
would be qualified to take advantage of this opportunity.
This is so because it is only such corporations that
would adopt DRPs for new issue stock. Provisions of the
bill have been designed to make it difficult for other
companies to adopt qualified plans.

3. The bill would thus enable qualifying

corporations to obtain readily and at lower cost the
equity capital most of them have had great difficulty
in obtaining in recent years. A larger and more readily
accessible volume of private equity capital for invest-
ment would thereby be made possible.

4. The business sector of the economy would be

directly stimulated by this measure even though the
tax reduction is provided for individuals and not for
the corporations themselves. Those who reinvest their
dividends would receive the tax benefits. What should
be particularly emphasized is the fact that the funds
reinvested are directly targeted for capital formation
purposes.

5. Through this change in the individual income
tax, the capital formation benefits would not be related
to a company's profits but would flow to corporations

that have DRPs for new issue stock and continue dividend
payments. Unlike various proposals for reduction in the
corporate income tax, the situation of "the bigger the
business profits, the bigger the tax reduction" does not
apply.
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6. Through the $1,500/$3,oo0 "cap" on qualifying
dividends, the tax reduction for individual income
taxpayers is also limited. (Incidentally, our studies
have shown that small shareholders represent the largest
number of participants in existing DRPs.)

7. To sum up: Compared to most proposals for
tax reductions to foster capital formation, the cost
of S.1543 will be small and its effectiveness will be
large in achieving the purpose for which it is intended.

Impact on the Economy

Last year, on behalf of the Committee for Capital
Formation Through Dividend Reinvestment, our firm
prepared a detailed study of a different version of
this bill, a version without any "cap." Such a bill
would have provided a much greater impetus to private
capital formation and a much larger immediate impact on
Treasury revenues than the bill now before you. At the
time, we estimated that the incentives provided by such
a measure would, in its third year and in dollars of
1978 purchasing power, expand participation in original
issue DRPs fivefold to about $6 billion, increase private
fixed investment by close to $3.5 billion, raise total
national output by about $10 billion, and create about
200,000 jobs per year.

To take account of the "cap" in the present bill,

the estimates of participation, revenue loss, and eco-
nomic impact would be substantially reduced. Inflation,

on the other hand, would tend to raise the dollar figures

56-074 0 - 80 - 18
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if they were converted to the purchasing power of
present dollars. Thus, in 1979 dollars we estimate

that the bill now before you would, in its third full

year, more than double present participation in quali-

fying DRPs to a level of about $2.5 billion, and generate:

-- The creation of about 50,000 jobs

per year;

-- An increase in fixed private business

investment of about $1.0 billion; and

A level of national output approxi-

mately $2.7 billion higher than it

would otherwise be.

The impacts in the first and second years would be

smaller, and a greater degree of uncertainty surrounds
them, because of the time it would take for (1) qualified

corporations and taxpayer-shareholders to become familiar

with the legislation and process the required exchanges of
documents and (2) thepervasive impacts of the increases
in investment to ripple through the economy.

It is now almost universally accepted that a higher
level of business investment is required to achieve the
kind of improvement in the productivity of our economy

which is essential in our current fight against both re-

cession and inflation and in support of a strong dollar.

Our poor productivity performance in recent years is an
appropriate source of deep national concern. Enactment

of S.1543 would represent an important step toward these

objectives. It would facilitate plant modernization and
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expansion in industries that have had difficulties in
raising the required capital, improve productivity,
increase employment, raise national output, and make

our goods more competitive in domestic and international
markets, thus helping to move toward price stability and

better trade and payments balances.

Effect on Treasury'sRevenue Collect ons

Obviously, the economic effects described above
would be accompanied by increases in employment, wage
payments and business profits. These increases would

result in higher Federal revenue collections. This

"feedback" of revenues to the Treasury is a significant
factor that should be taken into account in estimating

the budget-cost of S.1543.

Last year, at the request of Senator Nelson, we

scaled down the revenue estimates we had made for the
bill without a "cap" to fit a measure identical to
the one now under consideration. Taking the revenue
"feedback" into account, we wrote to Senator Nelson
that the net revenue loss with the proposed "cap" would,
in the first year, "be about $300 million; this would
disappear in the second year; and there would be a net

revenue gain in the neighborhood of one-half billion
dollars thereafter." These estimates, again, were in

1978 dollars.
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To reflect the passage of another year, including

particularly the current rate of inflation, these

figures would be higher in 1979 dollars. Making the

same adjustments as those made to the macroeconomic

estimates mentioned above, we now estimate that in the

first complete year of operation the net revenue loss

would be approximately $350 million, there would still

be a "wash" in the second year, and an annual net revenue

gain approaching $600 million thereafter.

"Gross" Revenue Loss

We understand that the Staff of the Joint Committee

on Taxation has estimated that if S.1543 became effective

on January 1 of this year or next year, the gross loss

in tax collectilons h or e-fisal year ending nine months

later would be in the neighborhood of $250 million. This

estimate appears reasonable to us. If the legislation

were enacted close to the time of-its effective date, we

believe-there would also be some partial offset due to

economic "feedback," but it would probably be relatively

small in the first nine months after enactment. For the

longer run, on the other hand, it is much too significant

to overlook.

However, we realize that revenue loss estimates

conventionally prepared for your Committee by the Staff

of the Joint Committee do not reflect the economic

"feedback".that we believe must be considered to provide

a clear understanding of the true cost of tax legislation.

Gross revenue loss estimates of the nature prepared by the

Staff were, of course, essential inputs to a derivation

of the net figures mentioned in the preceding section of
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this testimony. Our gross revenue loss estimates

comparable to the after-"feedback" estimates I cited

akove (in 1979 dollars) are, in round numbers, $700

million for the first complete year of operation of

the measure and $900 million for each of the next two

years.

These estimates are not a great deal different from

the calendar year estimates of tax liabilities that the

Joint Committee Staff told us they have developed. The

differences certainly seem to be within the margin of

estimating error. We have exchanged data and discussed

various estimating issues with the Staff. There are some

differences in view between us, and they are largely dif-
ferences in judgment for which no specific quantitative

data are available to provide guidance. Fortunately, these

differences do not seem to have affected the estimates of

tax liabilities substantially.

I should also mention that we did not specifically

translate our estimates of calendar year tax liabilities

into fiscal year collections, but we do realize the pro-

cedural importance of fiscal year estimates in relation

to the concurrent budget resolutions.

Most significantly, I want to emphasize again the

importance of this measure in increasing private business

capital formation. Because of the economic benefits such

increases will provide the nation, I believe it essential

that your Committee take account of the revenue "feedback."
The initial net cost to the Government of S.1543 will be
less than the gross revenue loss estimate and, in a few
years, this bill will provide the Treasury with substantial
net revenue gains.
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EXECUTIVE SUMMARY AND CONCLUSIONS

I. Since the mid 1960s, and particularly since 1973,
the downward drift of fixed business investment relative to
the nation's output of goods and services has been
disappointing, if not disturbing.

2. Private capital formation in the United States
must rise substantially if economic expansion and high
levels of employment are to be attained without the kind of
huge federal budget deficits that have been experienced in
recent years and if we are to compete effectively in the
increasingly demanding international markets.

3. A tax incentive that could impart a significant
stimulus in this direction at a relativelylsmall (and only
an initial) cost is embodied in H.R.12182, a bill intro-
duced by Representative Pickle of Texas. This bill provides
that when dividends are reinvested through original-issue
dividend reinvestment plans (01 DRPs), current taxes will be
deferred and the stock received through such investment will
be taxed in the same manner as conventional stock dividends.

4. Such legislation, if enacted, would have some
stimulative impact on the economy in the first year, and by
the third year would, in dollars of 1978 purchasing power:

1. Reintroduced on May 31, 1978 as H.R. 12905 by Mr. Pickle
on behalf of himself and Messrs. Brown of Michigan,
Burleson of Texas, Crane, Ketchum, Forsythe, and Bafalis.
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Increase national output on the order of $10
billion, or by about one half of one percent

Stimulate business fixed investment by close
to $3.5 billion or l.5"percent

Add the equivalent of 200,000 jobs per year,
thus reducing the national rate of unemploy-
ment by about two tenths of 1 percentage
point (or by 3.3 percent).

5. On a static basis, considering only present
participation in 01 DRPs and not reflecting the economic
impact of the legislation, the revenue loss to the U.S.
Treasury is estimated, at the maximum, to be in the range of
$300 to $400 million the first year.

6. After giving consideration to forecasted increases
in both additional plans and additional participation in
such plans, and to their economic effects, the legislation
is estimated to result in a net revenue gain to the Treasury
on the order of $1.5 to $2.0 billion by the third and fourth
years after enactment. In its first full year it is estimated
to reduce federal tax receipts by something more than $1
billion, but the revenue loss would disappear by the second
year. These estimates reflect the taxes paid on the increased
business profits and wage income resulting from the higher
levels of economic activity stimulated by the measure.

7. The projected economic impulse of the legislation
reflects the effect of a surge in the participation of
personally received dividends in 01 DRPs. Although
corporations that do not have regular, continuing needs for
new fixed investment are not likely to offer such plans,
the dividend-paying capital-requiring firms will find them a
very advantageous source of additional common stock capital

1. These figures would be substantially less if, as has
been suggested, the proposed tax treatment were made applic-
able only to a specified amount per taxpayer. But in such a
case there would, of course, also be a related reduction in
all other quantitative effects.
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at lower cost. And the increased after-tax return to personal
investors is such that about 20 percent of all dividends
received annually by persons are likely to be reinvested in
0I DRPS. The rate of dividend reinvestment in plans of the
companies needing capital is estimated to average on the
order of 40 percent.

8. While no precise count is available of the total
amount of dividends reinvested in the 80-odd OZ DRPs that
now exist, we believe approximately $6 billion that would be
reinvested under the proposed legislation, representing an
increase of some 500 percent. I

9. The increased after tax return to participants
would lead to significant increases in the prices of the
common stock of firms that offer these plans, to lower
flotation costs, and to somewhat higher ratios of dividends
(including the DRP stock purchases) to net income. Averaged
over all common stocks, the effect on Standard and Poor's
stock price index would be an increase at least on the order
of 3 percent and, more likely, about 5 percent. The cost of
capital would be reduced. These effects have been taken
into account in the output, investment, and employment
estimates noted above.

10. The beneficial economic effects and the resulting
gains to the national Treasury, while relatively modest,
are indeed large when viewed at the margin -- in
terms of the annual increments required to achieve and
maintain high levels of employment, utilization of
plant capacity, and the improvements in national produc-
tivity that could, in the longer run, lead to meaningful
reductions in the rate of inflation. The Pickle Bill or
legislation similar to it certainly seems to be in the
national interest.
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11. Responses to a questionnaire received from more
than 20 of the firms that now offer 01 DRPs (i.e., from
about one quarter of all such firms) indicate that the
benefits from the legislation will be widely shared and they
show the following patterns:

To date, these plans have attracted a higher
proportion of small than large shareholders.
The 01 DRP reinvestors receiving less than
the average amount paid in annual dividends
participate to a much greater degree, relatively,
than larger dividend receivers.

The prospective investment requirements of
the firms surveyed are rising. Because many
of them are utilities with already high
debt ratios, the need for equity capital is
urgent and large. On the average, their
investment requirements for the 5 years,
1978-82, are projected to be 50 percent more
than in the preceding 5 years, with one firm
projecting an increase of over 250 percent.

The introduction by a few of the firms of a 5
percent discount (from market) in the pur-
chase price of stock bought through 01 DRPs
greatly stimulated participation in these
plans. The amount of this price reduction
which, in effect, is now taxable, as though
it were an addition to the cash dividend,
increased the after-tax yield on the invest-
ment much less than would the provisions of
the Pickle Bill.

x
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PREFACE

In recent years, in their quest for more capital invest-

ment in equity shares, many publicly held corporations have

adopted organized plans by which stockholders may choose to

have their dividends invested automatically in additional

common stock of the enterprise in lieu of receiving the

dividends in cash. Under a relatively small number of these

plans -- particularly those of the most capital intensive

companies -- new common stock is issued directly by the

company and the reinvested dividends increase the common

stock of the company. These are known as original issue, or

01, plans.

The Committee for Capital Formation Through Dividend

Reinvestment is made up of 21 such firms. The Committee

believes that (1) 01 dividend reinvestment plans (DRPs)

1. A recent survey of Georgeson & Co. (100 Wall Street,
New York) indicates that almost 900 companies offer divid-
end reinvestment plans, but only about 9 percent of these
are original issue plans. The other 91 percent are market
purchase plans.

xi
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could serve an important national interest through encourag-

ing and facilitating capital formation, and (2) this contri-

bution to the national interest would be significantly

enhanced by a modification of the tax laws.

To obtain an independent appraisal, the Committee asked

Robert R. Nathan Associates, Inc. (RRNA) to analyze the

potential impact of such a revision of the Interv~al Revenue

Code on the economy of the United States. This study reports

the- results of that analysis. It consists of two major

parts. Part 1 deals with the economic analysis itself.

Part 2 presents the results of a questionnaire survey of a

group of corporations that have 01 DRPs. The survey was

undertaken to obtain current information that might be

useful in forming judgments and carrying out the analysis in

Part 1.

Various references in this report are made to the

Pickle Bill. This bill, H.R. 12182, was introduced in April

1978, by Representative Pickle of Texas. The statement made

by Representative Pickle in introducing the legislation

(Congressional Record, April 18, 1978, page E1933) indicates

that its objective is the same as or similar to that of the

xii
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Committee for Capital Formation Through Dividend Reinvest-

ment. That is, to encourage, through treating reinvested

dividends the same as stock dividends, an increase in common

stock investment to, in Mr. Pickle's words, "facilitate the

financing of capital facilities..." and thereby "provide an

important stimulus to construction, employment opportunities,

and a healthier economy."

Viewed more narrowly or more directly, the Committee's

objective is to obtain a federal tax incentive that would

encourage more 01 DRPs, and greater participation by investors

in 01 DRPs, of those companies that tend to have a continuing

need for common stock capital for investment purposes. The

analysis in this report assumes this objective. We doubt

that firms requiring little or no external capital, or those

with infrequent or non-recurring requirements would find

original issue plans attractive, or be interested in initiating

them, despite the proposed tax advantage offered to partici-

pating shareholders. However, if firms without recurring or

continuing needs for external capital sought to take advan-

tage of a legislative provision to provide these tax benefits

xiii
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to their stockholders without a comparable increase in their

capital investment, we assume that any such tax provision

would be interpreted and applied or, if necessary, would be

amended to prevent any such actions.

xiv
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PART 1. ECONOMIC IMPACT OF THE
TAX PROPOSAL

I. INTRODUCTION

Purpose

The purpose of Part 1 of this report is to present the

results of an analysis of the probable economic effects of

amending the Internal Revenue Code to provide that the stock

received on the reinvestment of dividends under original-

issue dividend reinvestment plans (01 DRPs) of public cor-

porations be treated for tax purposes like conventional

stock dividends. H.R. 12182, introduced in April 1978, by

Representative Pickle of Texas, is an example of such an

amendment.

The main objective of the proposed change in the tax

laws is to benefit the U.S. economy as a result of increasing

capital formation. Such benefits include higher rates of

employment, productivity improvement through modernization

of plant and equipment, strengthened competition, and other

1



285

salutary effects that derive from increasing the nation's

capacity to produce goods and services.

Content of The Report

This part of the report is divided into three main

sections. Chapter II discusses the incentive effects of the

proposed tax change on participation in DRPs. Chapter III

presents estimates of the proposal's impact on key economic

magnitudes.

It is our hope that the contents of Chapters I1 and III

can be read and generally understood by informed laymen.

The Appendices, on the other hand, provide supporting data

and underlying analyses that would be more understandable to

the technician or the professional. Appendix A and Appendix

B describe the technical analyses underlying Chapters II and

III, respectively. Appendix C discusses the details of the

method used to estimate the effects on federal tax revenues,

while Appendix D discusses its likely impact on stock prices.

2
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Summary, in Brief

The estimates presented in Tables III-1 through 111-3,

at the end of Chapter III, show what we regard as the most

probable effects of the Pickle Bill or similar legislation,

on key economic magnitudes. They suggest that the proposed

tax change would be quite stimulative, leading to increases

of Gross National Product (GNP) in 1978 dollars on the

order of $10 billion in the third year after introduction.

Business fixed investment in that year would be increased by

as much as $3.5 billion. These increases would be accompanied

by the creation of some 200,000 additional jobs.

Although the proposed measure would have an adverse

effect of something over $1 billion on federal tax receipts

in the initial year, this would be more than compensated for

by later-year favorable effects. By the third year, the

stimulative impact of the measure on economic activity is

estimated to result in a net increase in federal tax receipts

3
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of about $1.5 billion in current dollars. As with any

measure which stimulates overall economic activity there

would tend to be some inflationary pressures, but they are

estimated to add an average of only about one tenth of 1

percentage point to the annual rate of price change.

4
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II. RELATIVE ATTRACTIVENESS OF DIVIDEND
REINVESTMENT UNDER THE PRESENT LAW

AND THE PICKLE BILL

In order to appraise the likely economic and tax-

revenue effects of the proposed change in tax-treatment of

original issue DRPs, an estimate must first be made of the

degree to which corporate dividends will be reinvested in

such plans. A majority of those respondents who addressed

this question in reply to the questionnaire survey, described

in Part 2 of this report, indicated at least a doubling of

the existing percentage. If such an increase occurred for

all these firms that already have 01 DRPs, the proportion of

dividends that would be reinvested would rise, from the

present range of roughly 15 percent to at least 30 percent.

While this judgmental or opinion-type response is

informative, we believe it essential to analyze the economic

factors at work before we determine whether such an estimate

is reasonable. From an economic viewpoint the degree of

5
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participation, other things remaining unchanged, will depend

in large measure on the increase in yield investors would

realize from such participation.

To address this question we examine the effects of the

bill introduced by Congressman Pickle on the rates of return

available from dividend reinvestment. The detailed under-

lying technical analysis is contained in Appendix A. The

effects themselves vary somewhat with assumptions about

brokerage rates and expected appreciation in the price of

the stock in question. Accordingly, several cases need to

be considered. The first is:
I

Case A: Ignoring Brokerage and Assuming
No Change in Expected Stock Price

Consider a stock selling for P dollars per share and

expected to pay d dollars per annum in dividends, and an

individual expecting to participate for T years in the

associated DRP (which is assumed neither to charge for

participation nor to offer discounts for shares purchased

through it). Under present law the after-tax net rate of

return, r say, will be given by the formula:

6
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d (1-t

where t is the applicable personal income tax rate for the
p 1

individual.1 In essence, it is the ratio of the amount of

dividend per share remaining after personal income tax to

the price per share.

One method of measuring the advantage provided by the

Pickle Bill is to find the highest price the investor could

afford to pay for the above stock. (paying d dollars in

annual dividends) and still come out with the same net rate

of return as under the present law. Denoting this highest

price by P', the price premium measure, P'/P, varies with

the holding period (T) in the DRP, with the tax bracket of

the investor (t p) and with the yield available without the

Pickle Bill (r). An economic derivation of these values is

presented in Appendix A. It is logical and consistent in

1. That is, t. would be equal to the individual's

"marginal" tax rate, the highest rate at which some of the
individual's income is taxed.

7
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its concept and theory. 'One cannot be certain, however, how

-informed all investors will be or how they will perceive the

effect of this tax change in relation to all other factors

that affect their investment decisions and stock market

values. This is especially true for small investors and at

the present time, according to our survey, small shareholders

participate in O DRPs to a relatively greater extent than

large shareholders.

It can be seen from the tables presented in Appendix A

that the price premium as measured by the ratio P'/P is

larger when the values of r, T, or t are higher, and that

it is more sensitive to changes in tp than to changes in

either r or T, at least over the range of values considered.

Because of this, a convenient approximation to PI/P is given

by he ormla1-tby the formula 1--t .Table II-1 shows the values given by

this approximation over a range of tax rates (t p).

It may be helpful in summarizing Case A to use the
figure in Table II-1 for tp = 40 percent, which is the

estimated marginal federal tax rate corresponding to the

8
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average dividend recipient.1  This figure, namely 1.33,

implies that a DRP participant in a tax bracket (i.e.,

marginal rate of tax) corresponding to that of the average

dividend recipient might, other things (including dividends)

being equal, be willing to pay as much as one third or more

for a stock which had reinvested dividends treated as

contemplated by the Pickle Bill. Of course, the attitudes

and perceptions of all investors about many stocks, and the

fact that all "other things" rarely remain equal have also

to be considered. The increase in stock price could be

substantially tempered, for example, by the willingness of

non-DRP participants to buy and hold the stock at a lower

pXice.

1. Appendix C discusses this estimate.

9
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Value of 1-t As

for Various Values

the Measure of P'/P

of tp

Tax rate P'/P (approximately)

tp = 20 percent 1.125

tp = 40 percent 1.333

tp = 50 percent 1.500

tp = 70 percent 2.167

The case just examined ignored brokerage charges.

implications of this factor as well as the stock price

response will be considered in Cases B and C below.1

The

1. Another complication, namely the offering Of new
shares purchased through a DRP at a 5 percent discount is
easily dealt with since, in effect, it is equivalent from
the participant's standpoint to the stock having a 5 percent
(approximately) higher dividend, the differential effect of
the Pickle Bill under these circumstances would be deduced
from Table II-1. (Note that the 5 percent discount is
currently taxable as ordinary income.)

10

Table II-1.
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Case B: Considering Brokerage but Assuming
No Expected Change in Stock Price

For relatively small brokerage fees the appropriate

P'/P values given for Case A above would not be very differ-

ent. As an approximation the formula becomes:

.l-t
Pp/P = _-t (1-b)

where b is the brokerage rate expressed as a decimal, e.g.,

b - .04 corresponds to a 4 percent commission rate.

From the answers to the questionnaire discussed in Part

2, later, it seems that the typical individual DRP partici-

pant holds about 100 shares.1 At a typical current share

price for these companies of about $20, the applicable
2

brokerage charge would be about 4 percent.

• 1. This average refers to individual personal investors.
The questionnaire responses include business and institu-
tional participants and the overall average is close to
150 shares.
2. Based on Merrill Lynch current schedule of rates as

reproduced in Appendix Table A-5.

11
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Accordingly, the approximate effect of taking brokerage

into account would reduce the values by 4 percent from those

in Case A. For example, the figure 1.333 used in connection

with the typical 40 percent federal tax bracket would be

reduced to 1.280.

Case C: When Stock Is Expected to Appreciate
In Value'

It may be argued that if an investor has expected a

large part of the return from buying a stock to be in the

form of share-price appreciation, taxable at capital gains

rates, and has purchased low-dividend payout stocks, then

the advantageous taxation of dividends provided by the

Pickle Bill would be of less relative importance. This

intuitively plausible argument has some merit in the case of

a stock expected to appreciate by a fixed dollar amount each

year, say $2.00 per year. If, however, the investor expects

1. Brokerage is ignored in analyzing this case.

12
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appreciation more in terms of a certain percentage apprecia-

tion per year, and it is assumed that the same factors

making for this expectation would also be present under the

Pickle Bill, it should turn out that the relative stock

price appreciation (P'/P) would be about the same as in Case

A.

In summary, the analysis of Cases A through C suggests

that,-in general, the relative advantage of the Pickle Bill

to the traditional participant in DRPs is well approximated
(l-t )

by the formula which accords well with the notion
P

that the Pickle Bill would tax reinvested dividends at capital

gains rates rather than ordinary rates.

A Possible New Investment Strategy

The analysis in Appendix A suggests that under the

Pickle Bill, participation in DRPs could become attractive

to a new type of investor. This would be an individual who

while participating in the DRP, would periodically sell some

shares of the company involved. In effect he could be

13
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obtaining his dividend income, with some delay, and benefit

from the lower capital gains tax rate.

While this strategy would probably be employed by some

investors, it seems unlikely to happen in the great mass of

cases where only small amounts of stock are obtained through

dividend reinvestment plans. And large income taxpayers who

regularly seek to invest part of their income would face the

question of how to invest the income obtained from use of

this strategy. If firms with 01 DRPs become as attractive

investments under the Pickle Bill as we think they will, it

would clearly be to the advantage of such investors to con-

tinue participating in such plans and continue deferring tax

payments.

Somewhere in the middle, between the small and large

taxpayer and investor, there could be a group that would

adopt this strategy of periodic "cashing in." Looking at

the investing community as a whole, we believe it would

occur only to a limited extent (that we are unable to

measure).

14
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Conclusion

Legislation such as that proposed in the Pickle Bill

would tend to increase after-tax yields in common stock

investments, and consequently increase the relative prices

of the stocks involved. The enhanced attraction of these

stocks to investors and the potential attractiveness of such

dividend reinvestment plans are obvious. More capital

financing for companies requiring equity capital should

become available, through dividend reinvestments. An

increase in DRP participation of at least the kind estimated

in the responses to our questionnaire-survey seems reasonable.

The new type of investment strategy discussed at the

end of this section as well as the need to direct the tax

incentive to its capital formation objective, strongly

suggests the desirability of limiting the benefit to original

issue DRPs and to those firms that must raise capital,

regularly to meet continuing real investment needs.

15
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The possible new type of investment strategy described

can itself have beneficial effects. To the extent it attracts

additional investors to 01 DRPs, it would increase the funds

available for equity investment. It would also tend to

improve the efficiency of the capital markets in directing

the added funds to firms that are increasing their invest-

ment in real plant and equipment. This improvement, as well

as the more orderly increase in common equities purchased

through DRPs, would seem to provide for a more steady market

in these stocks than frequent, large public offerings.

16
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III. MACROECONOMIC EFFECTS OF THE
PROPOSED TAX CHANGE

Since the mid 1960s there has been a downward drift in

tthe relationship of real business fixed investment to the

nation's total output of goods and services. And since the

1973-74 cyclical trough the growth in real business invest-

ment has been at a much slower rate than in earlier post-

World War II business cycles.

There is general agreement among economists of most

persuasions that a substantial increase in private business

capital formation is essential to continued economic expansion,

high levels of national employment, modernization and

improved productivity, more price competition, and meaning-

ful reductions in the huge federal budget deficits the

17
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nation has been experiencing since 1975.1 In fact, the

Economic Report sent to Congress by President Carter earlier

this year noted, "The investment performance in the current

expansion is disturbing..."2 The technological innovation

and modernization of plant that can be brought about by an

increased rate of capital formation will also tend to im-

prove productivity, reduce unit labor costs, enable us to

compete more effectively in international markets, and, in

the long run, slow down the rate of inflation.

Our analysis of the macroeconomic effects of a legis-

lative change such as that embodied in the Pickle Bill

indicates that it represents a significant step toward

facilitating and obtaining an increase in capital formation,

with the favorable production, employment, and budgetary

effects just mentioned.

1. For example, see Economic Report of the President
transmitted by PresidentForTJanuary l0, IM77, pps. 23 and
162, and transmitted by President Carter January 20, 1978,
pp. 66 ff.

2. Op. cit., p. 66.

18
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Present Dividend Participation In 01 DRPs

In response to our questionnaire survey (discussed

later in Part 2), 18 companies reported the total amount of

dividends reinvested by their shareholder DRP participants

in 1977. For 17 of those 18, the reinvested dividends

ranged from $700,000 to $12,800,000. The eighteenth firm,

however, is one of the largest in the country in terms of

number of shareholders and annual dividends paid. It is

also the largest in our sample in terms of the percentage of

shareholders participating in DRPs and the percentage of

annual dividends so reinvested. The dollar total of dividends

reinvested through its DRP'in 1977 was almost 9 times as

much as the corresponding reinvestments of all the other 17

responding firms combined.

Our examination of the Georgeson survey of all dividend

reinvestment plans (mentioned earlier) suggests that except

for this one large firm, the average amount of dividends

reinvested per firm in #he remaining 80 firms with 01 DRPs

19
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might be closely approximated by the average of all the
1

respondents in our survey except the very large company.

Further, although the Georgeson study is recent, we have

learned that several new companies have adopted 01 DRPs

since it was prepared. If we assume 90 companies in all had

01 DRPs in 1977, one of which is the largest company in our

survey and 89 are firms with reinvested dividends averaging

the same as our group of 17 respondents, the total annual

dividends reinvested in existing 01 DRPs would be less than

$800 million. Allowing for some growth in 1978, the total

reinvested dividends of 1978 participants would be about

$1 billion.

The average marginal tax bracket for all individual

dividend receivers is 40 percent (as discussed later and in

Appendix C). Since our questionnaire survey disclosed that

small shareholders participate in 01 DRPs to a greater

degree than large shareholders, the immediate tax loss due

1. Georgeson lists 16 of the 18 firms providing these data
as original issue plans, the other 2 having started their OI
plans in July 1977 or later.

20
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to the enactment of such legislation as the Pickle Bill

might be more appropriately calculated at a smaller rate

than 40 percent, but we use this rate to obtain a maximum

estimate. For a range of $800 million to $1 billion, we

thus obtain a maximum first year tax loss of between $300

and $400 million.1

This estimate does not take into account the growth in

DRPs and participation in them that we believe is likely

under the Pickle Bill. Nor does it reflect the economic

stimulation and resulting increase in federal tax revenue

(frequently termed "feedback") which we believe such legis-

lation would induce. The remainder of this part of our

analysis deals with the more dynamic aspects and effects of

the legislation, covering projected increases in dividend

participation in 01 DRPs, and increases in economic activity

and in the federal revenue loss or gain after taking account

of "feedback".

1. If, as has'been suggested by some, an annual limit per
taxpayer were imposed on the amount entitled to the more
favorable tax treatment, these figures would, of course, be
reduced.

21
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Projected Rate of Participation in 01 DRPs

The relative attractiveness of the Pickle Bill or

similar legislation in encouraging participation in O DRPs

has been described in Chapter II of this report. There can.

X7be little question that such legislation would encourage a

greater rate of investor participation than prevails in

already existing 01 DRPs. Before estimating economic or

federal revenue effects, however, we must determine the

higher proportion of dividends paid to individual income

taxpayers which will be reinvested through such plans.

It should be noted that corporations that do not require

external capital financing regularly would, in our view, not

be likely to offer an 01 DRP. They would be concerned about

dilution of stock values and they might find excess liquidity

posing tax and earnings problems. In fact, in response to

requests made by the Committee for Capital Formation Through

Dividend Reinvestment, many firms with existing market-

purchase DRPs expressed no interest in converting to original
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issue plans.1 Further, it is not the objective of the

proposed tax legislation to cover these corporations.

The firms responding to our questionnaire survey

(described in Part 2 of this report) are probably representa-

tive of those corporations which have a continuing need to

raise funds externally for financing new capital investment.

For such firms we estimate that the tax treatment proposed

by Congressman Pickle would result in a substantial percentage

of dividends received by individual income taxpayers being

reinvested in 0I DRPs. The rate of participation, of

course, would not be uniform. For some firms it would be

above about 40 percent, and for others, below. Our estimate

is that, on average (and after the lapse of sufficient

time for firms and investors to understand and act on the

changed tax requirements), 40 percent of the dividends paid

to persons by 01 DRP firms would be reinvested, and it is

based upon the following facts;

1. The reinvestment of dividends for all the
highly capital-requiring firms responding to our
questionnaire, combined, amounted to 15.6 percent
of total dividend payments.

1. This view is supported by the recent Georgeson compilation
which shows that less than 10 percent of corporate DRPs are
original issue plans.
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2. A majority of the respondents expressed the view
that the Pickle Bill tax change would "at least
double" the percentage of dividends being re-
invested.

3. Many of'the reporting firms have only recently
initiated their 01 DRPs. Even without the tax
change, further growth is expected, and there is
also evidence of some continued upward trend among
the older plans. Such growth has been assisted in
the past by innovations such as split-share par-
ticipation (i.e., less than 100 percent of shares
being reinvested), and this is likely to become
more widespread under legislation like the Pickle
Bill.

4. Large increases in investor participation have
been observed in existing DRP plans by the intro-
duction of a 5 percent discount (taxable as current
income similar to cash dividends) which leads to
much smaller increases in rates of return than
would occur under the.Pickle Bill.

5. Many firms requiring additional external capital,
especially utilities, have had great difficulty in
recent years in floating new common stock issues.
Market prices of many of these stocks were below
book value and the values of existing shareholders
were diluted. To attract new and keep old share-
holders, a high payout policy was frequently
adopted, leaving small retained earnings and
exacerbating the need for obtaining outside capital.
As a result, these firms had to resort unduly to
floating bonds and some engaged in variable-rate
borrowings and extensive equipment leasing practices.
With high and rising debt ratios, their financial
structures were weakened and their interest cover-
age ratios fell precariously. Their bonds were
downrated and interest costs were increased.
These companies should be greatly interested in
legislation like the Pickle Bill. They would be
expected to adopt and expand 01 DRPs as a means of
meeting their strong financing needs by obtaining
additional common stock through reinvested earnings.
This would help them restore quality and stability
to their financial structures.
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6. on the other hand, some investors would have
need for the cash, or, as in the case of tax
exempt institutions, would not have the same tax-
saving incentive to participate.

On balance, an average participation of 40 percent of

dividends paid to individuals seems reasonable for the

utility sector (broadly defined to include transportation

and communication as well as electric and gas companies) of

the economy and for those firms in other sectors which also

have continuing substantial needs to invest in new plant and

equipment and which must also obtain a substantial portion of

the needed capital through external financing. We estimate

that this average of 40 percent participation of dividends

for all firms with regularly recurring and sizable require-

ments for additional external equity capital could apply to

about one-half of the total corporate dividends paid to

individuals. Thus, for all dividends, the participation

rate in 01 DRPs is estimated to be 20 percent. This estimate

was developed as follows

1. Total dividends paid each year to individuals are
much greater for firms in the non-utility sector
than for utilities. According to the latest
available data, such dividends paid by utility
firms (again broadly defined) are 29 per ent of
the total and all others are 71 percent.

1. Data for years 1973 through 1976; Department of Commerce,
Survey of Current Business, July 1977, page 52.

25



• 8309

2.. Taking new flotations as indicative of a con-
tinuing need for new common stock capital, we find
that these proportions age almost reversed.
During each of the past 3 calendar years, new
stock issues in the utility sector accounted for
approximately two thirds of all stock flotations.

3. Many of the new stock issues by manufacturing and
commercial corporations in the remaining one third
undoubtedly represent financing for nonrecurring
types of needs, rather than the continuing capital
needs which are characteristic of a large part of
the utility sector., Assuming, reasonably, in our
udgment, that about 30 percent of the dividends
n the non-utility sector are paid by the firms

with recurring capital stock needs, that the 40
percent participation rate for utilities applies
to these firms as well, and that the other non-
utility firms would not be interested in or qualify
for OI DRPs, we obtain a participation rate for
the non-utility sector as a whole of 0.30 x 0.40,
or 12 percent.

4. A combination of this 12 percent participation
rate for the 71 percent of personal dividends
received from non-utility enterprises with the 40
percent rate for the utility sector's 29 percent
of total dividends yields a participation rate for
all corporate dividends of approximately 20 percent
(0.12 x 0.71 plus 0.40 x 0.29).

5. Looked at another way, the 40 percent participa-
tion rate applies to the 29 percent of total
personal dividends that are paid by utilities and
to three tenths of the 71 percent of total dividends
paid by other corporations. That is, it applies
to 0.29 plus 0.3 x 0.71, which adds to 50 percent
of all dividends. And a 40 percent participation
rate for half of the total dividends matches the
aggregate 20 percent participation rate derived
Just above.

1. Calculated from Federal Reserve Bulletin, May 1978,

Table 1.48, p. A36, "New- ecurl-y-Tsues of Corporations."
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At the estimated average 20 percent participation of

dividends, some $6 billion of the total of approximately $30

billion dividends expected to be reported on 1978 individual

income tax returns (see Appendix C)I would qualify for

Pickle Bill tax treatment. There would undoubtedly be some

time involved in the transition to this new situation. Our

estimate for 1978, therefore, should be interpreted as being

a first-full year effect.

Methodology and Estimating ASsumptions

The measurement of macroeconomic impacts must be based

on various assumptions and the analysis of relevant data.

We found it convenient to start with an unrealistically high

estimate of the potential consequences of the proposed

amendment to the tax code. In fact, it might even be termed

"totally unrealistic." But it allowed us to draw upon, with

appropriate modifications, a study published by the Securities

Industry Association (SIA) based on econometric work done by

Data Resources Inc. (DRI).2 This overestimate was then

1. We use the round figure of 430 billion. As shown in
Appendix Table C-l, $30 billion represents the amount of
dividends estimated to be reported in 1978 as adjusted gross
income (i.e., after the dividend exclusion). The total
actually reported as dividend income is estimated at somewhat
over $31 billion. Our tax estimates have taken into account
the dividend exclusion.
2. Tax Policy Investment and Economic Growth, March 1978,

particu--ar Table 2# p. 44.
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modified and scaled down to more likely estimates of the

likely effects of the Pickle Bill. Technical details and

the results of the high estimate's impacts, as well as

additional details related to our "most likely" estimates

are presented in Appendixes B and C.

In addition to the 20 percent dividend participation

rate discussed earlier, and based on the analysis in Section

II, several other assumptions are made consistent with the

incentive aspects of the legislation. Specifically, the

effects of the tax change would:

1. Result in an increase of close to 3 percent in the
Standard and Poor's Stock Price Index. The price
of common stock of the companies with 01 DRPs
would, of course, increase by much more.

2. Lead to a similar relative rise in the ratios of
dividends (including the stock purchased with
reinvested dividends) to companies' net earnings.

3. Result in a Federal Reserve monetary policy that,
while it might be called "accommodating" would not
prevent some increase in interest rates.
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The "basic" estimates of the economic impact of the

Pickle Bill under these assumptions are presented at the end

of this chapter in Table 111-1. If stock prices rise by

more than assumed above, say by 5 rather than 3 percent, the

economic impacts would be somewhat greater. These results

are shown in Table 111-2. Table 111-3 modifies the projections

in Table III-1 to take into account the reduction in the

cost of capital due to reduced flotation costs. While the

estimates in Table III-1 reflect the decrease in the cost of

capital resulting from higher stock prices, they do not

reflect the lower flotation costs associated with the smaller

and less frequent public offerings as a result of increased

participation in 01 DRPs. We therefore believe Table 111-2

or Table 111-3 may be a more accurate reflection than Table

III-1 of the impacts of the legislation.

29
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Summary of Economic Impacs

Drawing on the figures in Tables IZI-I through 111-3,

the impact of the proposed tax change is summarized below,

assuming (as in the tables) that the Pickle Bill or similar

legislation had become fully effective starting with the

full year 1978. The effects in the first year, 1978, are

generally smaller than in later years. The full economic

impact begins to be felt in 1980 the third year. Dollar

amounts are expressed in constant dollars of 1978 purchasing

power, except for the projections of tax receipts and budget

deficit which are stated in current dollars.
1

Business fixed investment is estimated to increase by

about one-half billion dollars in 1978, with the increase

rising thereafter and exceeding $3 billion in 1980.

National output, by the third year, is up hy $10 billion

or more, which is about half of 1 percent of the current

level of gross national product (GNP).

1. This is consistent with the DRI projections and reflects
the belief that in considering taxes and budget, government
officials are chiefly concerned with current dollar fore-
casts.
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Consumer purchases provide much of the initial impetus

to the rise in GNP, increasing by more than $2 billion in

1978 and by roughly $8 billion in 1980. Such an initial

impetus is consistent with the macroeconomic effects of the

legislation under consideration. As described in Appendix

B, these include additional consumer purchases resulting

from (1) higher stock prices and their "wealth effect" on

household financial assets, and (2) increases in spendable

personal income from the projected higher ratios of dividends

(including those reinvested through 01 DRPs) to net earnings

and from the lower effective tax rates of DRP participants.

These effects would be only partly offset by an increase in

the savings of participants, and this matter is also dis-

cussed in Appendix S.

Federal tax receipts, after allowing for the stimulative

effects of the tax change on the economy, are estimated to

be reduced by $1.3 billion in the first full year. By the

second year the revenue loss would disappear, and by the

third and fourth year, the taxes derived from increased
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levels of GNP, business profits, and personal income resulting

from the legislation would provide a net revenue gain to

the U.S. Treasury of approximately $1.5 billion per year.

Appendix C describes the methodology and provides some of

the details supporting these estimates.

Employment additions resulting from the new tax treat-

ment of dividends would be about 40 thousand person-years in

1978, rising to the neighborhood of 200 thousand by 1980.

In 1980, the corresponding reduction in the rate of unemploy-

ment would be about two tenths of a percentage point.

The rate of inflation, during the projected period, on

the other hand, would tend to show a small unfavorable

effect. The change would be imperceptible in the first

year, and would amount to about one tenth of one percentage

point later.

The Federal budget deficit would show an improvement over

the projected period, after the first year's revenue loss,

but the improvement in later years is not likely to be as

great as the corresponding additional tax receipts. The
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underlying reason is that incrased federal spending for

interest on the national debt, with the somewhat higher

interest rates prevailing in the stronger economy, is likely

to be a bit larger than the savings due to lower unemploy-

ment benefits and somewhat smaller deficits.

If the build-up to the estimated increased participation

in O DRPs were to take longer than has been assumed, both

the annual revenue losses and the stimulative economic

offsets would be reduced accordingly. However, our estimates

did not take into account the potential additional invest-

ment through cash option purchasesI that could be stimulated

by the legislation. Cash option purchases have been facilitated

by the use of DRPs and have, themselves, represented sub-

stantial additional investments. The cash option purchase

would not receive the proposed tax advantage. Yet such

purchases could add to the stimulative economic effects, and

to the extent they would, our estimates understate the

benefits of increased 01 DRPs and participation in them.

1. The cash purchase option is discussed in Chapters VI
and VII.
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Table IIl-1. Basic Estimates of the Probable Effects
of the Pickle Bill on Key Economic Magnitudes,

1978-82

(Money amounts in billions of dollars of 1978
purchasing power and represent changes

from the baseline)

Item 1978 1979 1980 1981 1982

Gross National Product 2.6 6.1 8.7 8.8 8.0

Business fixed
investment
(nonresidential) 0.3 1.0 1.9 2.0 1.5

Personal consumption
expenditures 2.2 4.9 7.0 8.1 8.4

Federal government:

Budget deficit b 1.4 0.3 -0.7 -0.8 -0.3
Federal tax receipts -1.4 -0.2 1.0 1.2 0.8

Additional man-years
of employment
(thousands) 39 113 169 169 137

Unemployment rate
(percent):

Base rate 6.4 6.4 5.9 5.4 5.2
New rate 6.3 6.3 5.8 5.3 5.1
Difference -0.1 -0.1 -0.1 -0.1 -0.1

Inflation rate
(percent):

Base rate 5.9 5.5 5.5 6.0 5.6
New rate 5.9 5.6 5.6 6.1 5.7

a. Based on an average reinvestment of 20 percent of
personal dividends.
b. Changes in budget deficit and federal tax receipts,

unlike the other dollar amounts, are in current dollars.
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Table 111-2. Basic Estimates with Assumed Higher
Stock Price Effects, 197 8-82a

(Money amounts in billions of dollars of 1978
purchasing power and represent changes

from the baseline)

Item 1978 1979 1980 1981 1982

Gross National Product

Business fixed
investment
(nonresidential)

Personal consumption
expenditures

Federal government:

Budget deficit b
Federal tax receipts

Additional man-years
of employment
(thousands)

Unemployment rate
(percent)z

Base rate
New rate
Difference

Inflation rate
(percent):

Base rate
New rate

3.1 8.4 11.6 11.7 11.2

0.5

2.5

2.1

6.6

3.3

9.1

3.5 3.1

10.3 10.7

1.3 -0.3 -1.4 -1.5 -1.0
-1.3 0.3 1.7 1.9 1.5

45 155 225 225 191

6.4 6.4 5.9 5.4 5.2
6.3 6.3 5.7 542 5.1

-0.1 -0.1 -0.2 -0.2 -0.1

5.9 5.5 5.5 6.0 5.6
5.9 5.6 5.6 6.1 5.7

a. Based on average reinvestment of 20 percent of personal
dividends.
b. Changes in budget deficit and federal tax receipts,

unlike the other dollar amounts, are in current dollars.
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Table 111-3. Basic Estimates with Allowance for
Reduced Flotation Costs, 1978-82a

(Money amounts arebin billions of dollars of 1978
purchasing power and represent changes from

the baseline)

Item 1978 1979 1980 1981 1982

Gross National Product

Business fixed
investment
(nonresidential)

Personal consumption
expenditures

ederal government:

Budget deficit b
Federal tax receipts

Additional man-years
of employment
(thousands)

Unemployment rate
(percent):

Base rate
Now rate
Difference

Inflation rate
percentt

Base rate
New rate

3.1 7.5 10.2 10.3 9.5

0.5

2.2

2.0

5.5

3.4

7.7

3.5

8.7

3.1

9.1

1.3 -0.1 -1.1 -1.1 -0.6
-1.3 0.1 1.3 1.5 1.1

45 138 197 197 165

6.4 6.4 5.9
6.3 6.3 5.7

-0.1 -0.1 -0.2

5.4 5.2
5.2 5.1

-0.2 -0.1

5.9 5.5 5.5 6.0 5.6
5.9. 5.6 5.6 6.1 5.7

a. Based on average reinvestment of 20 percent of personal
dividends.
b. Changes in budget deficit and federal tax receipts,

unlike the other dollar amounts, are in current dollars.
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PART iU. SURVEY OFDIVIDEND REINVESTMENT PLANS

IV. THE QUESTIONNAIRE SURVEY

Limitations of the Survey

Because the United States Congress is currently con-

sidering changes in the Internal Revenue Code, The Committee

For Capital Formation Through Dividend Reinvestment desired

that the survey results be completed and made available as

rapidly as possible. In the interest of time, the question-

naire was sent initially only to the firms which were members

of the Committee. The cooperation of these firms in supplying

the requested information quickly seemed to be assured. An

effort to obtain responses from a few additional firms was

made later, after personal contacts indicated their willingness

to cooperate.

Although RRNA designed the questionnaire with the help

of company officials who were members of the Committee,

there was no time for a pilot test with any of the firms'
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financial officers or other employees who would have to

provide the data from company records. AS a consequence*

responses to some questions seemed inconsistent. The questions

may have been interpreted differently by different firms.

Some respondents could not provide all the information

requested. Through telephone calls, inconsistencies were

generally removed. Where this was not possible, all the

information provided in response to a few questions has been

eliminated from this report.

As a condition of obtaining cooperation, RRNA assured

respondents that the individual questionnaires would be kept

confidential, that data would be summarized, and that

individual firms would not be identified. Many of the

results are reported in terms of percentages or average-type

measures.

Corporations Covered

The Committee for Capital Formation through Dividend

Reinvestment has 21 member firms. They are listed in

Exhibit IV-l. Twenty of the 21 are utilities, mostly

electric or combined electric/gas distribution companies.
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One, United States Steel Corporation# is a large industrial

enterprise. Five other industrial corporations that offer

O DRPs were selected later and questionnaires were sent to

them. Four of these five companies responded to the question-

naire. These four companies are also listed in Exhibit IV-1.

Responses were also received from all member firms of

the Committee. Accordingly# of the 25 responses received,

20 were from utilities and five were from industrial firms.

Three were not usable because one firm had not yet offered

a DRP# another began its plan only in January 1978, and the

third supplied only general information and did not reply

to questions about its DRP. Thus, the data summarized in

the following sections of this report have been derived from

the 22 usable-responses received.
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Exhibit IV-1. Companies Responding to
Survey Questionnaire

A. Membership of the Committee
for Capital Formation Through
Dividend Reinvestment

Allegheny Power System
American Electric Power Company
American Telephone and Telegraph Company
Baltimore Gas and Eleotric Company
The Brooklyn Union Gas Company
Columbus and Southern Ohio Electric Company
Dayton Power and Light Company
Delmarva Power and Light Company
Illinois Power Company
Long Island Lighting Company
Minnesota Power and Light Company
Montana Power Company
New England Gas and Electric System
Orange and Rockland Utilitiesp Inc.
Pacific Power and Light Company
Pennsylvania Power and Light Company
Potomac Electric Power Company
Public Service Company of Colorado
United States Steel Corporation
Virginia Electric and Power Company
Wisconsin Electric Power Company

B. Additional Companies Responding

Allied Chemical Company
International Paper Company
Pioneer Corporation
Seaboard Coastline Industries
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V., GENERAL CHARACTERISTICS OF THE REPORTED
DIVIDEND REINVESTMENT PLANS

Present DRPs are Young Plans

For the majority of the 22 respondents, a DRP offering

original issue stock is a relatively recent program. Thir-

teen of these firms (59. percent) began their plans in

January 1976 or later eight of these 13 plans were not

initiated until sometime in 1977. Some of the firms, however,

did offer market-purchase reinvestment plans before they

offered original-issue plans.

Diversity in Shareholdings

The 22 reporting firms range from relatively small

local companies to large regional or national enterprises.

This diversity is reflected in their number of common stock

shareholders and the average number of shares per connon

stock shareholder. The range in the number of shareholders
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is extremely largejwith the largest firm having more than

200 times as many as the smallest. The median firm has

almost 63,500 shareholders that is, just as many firms have

fewer than 63,500 as have more than 63,500.1 The average

number of shares2 held by common stockholders of each of the

22 reporting corporations ranges from a low of around 200 to

a high of almost 775. Both the median and the simple average

are in the neighborhood of 350 shares per shareholder. The

data on shareholders and the size of their holdings include

institutional as well as individual stockholders. Data

reported on institutional holdings are not clear and cannot

be meaningfully segregated.

Dividends and Dividends Per Share

There is also great diversity in the total dollars paid

out in dividends on common stock, depending on both the

number of outstanding shares and the dividends per share.

1. Because of the extremely heavy weight of the largest
firm, noted mupra, the arithmetic mean (or average) distorts
the represen aTEveness of an average firm. Unless otherwise
mentioned, therefore, we use the median measure in this
report to represent the average firm.
2. Here an arithmetic mean or average (i.e., number of

outstanding shares divided by number of shareholders) was
reported by the firms.
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For the 22 reporting companies, total dividends paid out in

1977 amounted to over $3.7 billion, and the average (i.e.,

median) firm paid out almost $50,000,000.

Dividends per shareholder in 1977 ranged from an arithme-

tic mean of approximately $340 for the lowest to a high of

$870, with the average firm paying $630 per shareholder.

The average firm's dividend was less than $2 per share.
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The DRPs of the 22 firms vary somewhat from firm to

firm. Many allow holders of preferred as well as common

stock t6 reinvest dividends in original issue common stock;

one firm also allows its bondholders to participate in the

DRP.

Cash Option Purchases

All the firms provide a cash purchase option, per-

mitting'DRP participants to purchase original issue stock

directly for cash. All but one firm have limits on these

purchases. The most limiting are those DRPs in which the

participant cannot purchase common stock in excess of $1,000

per quarter. Most such limits, however, range between

$3,000 to $5,000 per quarter.
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Charges for DRP Participants

None of the firmsecharge their stockholders for parti-

cipating in the DRP, but some do charge a fee when the

company is requested to sell the stock for the shareowner.

All responding firms allow fractional shares to be

purchased with the reinvested dividends, usually up to three

decimal places. Eight of the 22 companies allow DRP partici-

pants to split dividends; that is, to reinvest part of their

dividends and take the remainder in cash. The others

require 100 percent participation per shareholder account,

but many allow shareholders to split their holdings into

more than one account.

DRP Purchase Discounts

Two fifths, or nine of the 22 firms, offer a 5 percent

reduction below market in the purchase price to participants

in the DRP. This reduction, however, does not extend to

cash option purchases of common stock, which are made at 100

percent of the market price.
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VII. NATURE AND EXTENT OF PARTICIPATION IN THE DRPs

Shareholder Participation

The proportion of common stockholders who participate

in-the DRPs of the 19 respondents reporting these data
1

varies considerably from firm to firm. For the company with

the highest rate of participation, more than one fifth of

the common stockholders were participants in 1976 and 1977.

This company also had the longest continuing DRP, having

started in 1969. The lowest participation rates in 1977,

between 7.0 and 7.5 percent, occurred in three of the 11

companies reporting these data which initiated their present

plans in 1976 and 1977.

Participation in many of these 11 recently initiated

plans, however, was much higher, with two firms reporting

1. Because of lack of comparability, the data have been
excluded for one firm which reported total shareholder and
DRP participants as of different dates in 1978. This firm
seems to have a participation rate of at least 20 percent.
Two other firms did not report this item.
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rates of approximately 19 percent. In fact, the median rate

for these 11 plans begun in 1976-77 was about the same as

the 13.3 percent for the entire reporting group of 19.

The data suggest a tendency for a rising degree of

participation in the early years of DRPs. For example,

while the average DRP firm in the entire group of 19 showed

a 13.3 percent rate in 1977, the average rate in 1976 was

11.5 percent for the ten firms reporting comparable data

that year and 9.4 percent in 1975 for the six firms re-

porting.

A slackening in the rate of growth does seem to set in

early for some of these plans. For example, the increase in

the participation rates for four of the six firms for which

we have data for the last 3 years was about twice as great

between 1975 and 1976 as between 1976 and 1977. The increase

was about the same each year for a fifth firm. The sixth

showed a greater increase in participation from 1976 to 1977

than from 1975 to 19761 this, however, coincided with the

introduction of a 5 percent reduction in'the purchase price

to participants in the DRP. The change in plan through the

introduction of the 5 percent reduction probably stimulated
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growth beyond what would otherwise have occurred. It seems

clear that a change in the tax laws-to provide an added

incentive (or remove a disincentive) for reinvestment would

significantly stimulate the growth in participation in DRPs.

The Firms Offering a 5 Percent Discount

Nine of the reporting firms now offer a 5 percent

reduction from the purchase price of common stock to the

participants of their DRPs. These firms tend to rank

-highly among the 19 in our sample1 in terms of the proportion

of shareholders who are DRP participants; the number of

shares held per participating shareholder; and the amount of

dividends reinvested per participating shareholder. 2 Table

VII-1 presents some relevant comparative data.

1. Here again, two firms did not report and one firm is
excluded because of lack of comparability as described in
the preceding footnote. This latter firm does not offer any
discount on DRP purchases; the former two do.
2. This is particularly interesting because seven of the

nine allow split shares.
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Table VII-1. Median Shareholder Measures of Dividend
Reinvestment Participants Only, Comparing All 19

Reporting Firms with the Seven Offering-
- Participants a Reduction in

Purchase Price

Median of reporting firms, 1977

Those with 5 percent
All reduction in stock

Shareholder measure firms purchase price

Percent of total shareholders 13.3 14.4

Number of shares per shareholder 147 161

Dividends reinvested per share-
holdera $226 $307

a. For this measure only 15 firms reported, six of which
offered the 5 percent reduction.

There seems to be little doubt that the rate and dollar

amount of participation in the DRP are generally higher in

.firms that offer a 5 percent reduction in the purchase

price of common stock.

Share and Dividend Participation

our questionnaire asked the surveyed firms to describe

participation in their DRPs by groupings of (1) the amount
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of dividends reinvested by participants per year, and (2)

the number of shares held by participants. For many firms

the requested details were not available. For 1977, 10

firms were able to provide the groupings of participant

shareholdings as requested: for 1976, only five. For 1975,

of the seven firms that offered an.OI DRP, only three sub-

mitted complete data. For 1973 and 1974, when only two

firms in the sample offered such a DRP, both did respond to

this question.

It appears from the responses that the DRPs attract a

higher proportion of small shareholders than large. As the

annual dividends per shareholder increase, the rate of

participation in DRPs seems to decline.

In 1977, of those shareholders who received less than

$100 in dividends per year, the median participation rate in

DRPs of the responding firms was an average of about 17 percent.

For all except one of the 10 firms that responded to this

part of the questionnaire, the percentage of participation

for these under-$100 per year reinvestors is larger than the

participation rate of all shareholders.
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As shown in Table VII-2, the DRP shareholder partici-

pation rate drops by more than a quarter from the smallest

annual dividend grouping of less than $100 to the next

grouping of $100 to $499. It declines even more sharply for

higher dividend recipients. Thus, the smaller the annual

dividend, the greater seems to be the propensity of share-

holders to reinvest the dividend. This might be attributable

to institutional and investment firm holdings about which we

have no significant data.

Table VII-2. Median Rate of Shareholder Participation
By Amount of Shareholder Dividends Reinvested
in 1977, for 10 Dividend Reinvestment Plans

Shareholder dividends Median shareholder partici-
reinvested in 1977 pation rate (percent)

Less than $100 16.9
$100 to $499 10.6
$500 to $999 7.0

$1,000 and more 4.0

All shareholders 13.6

For nine of the 10 firms reporting 1977 data, the

percentage participation in the two highest dividend groupings
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in Table VII-2 was substantially 'snailer than the percentage

of total shareholders participating.

Added evidence that the DRPs have attracted the smaller

shareholders can be seen from a comparison of the rate of

shareholder participation and the percentage of total

dividends on common stock that are reinvested through DRPs.

in 1977, in each of the 15 firms for which data are availabAe,

the percent of shareholder participation was greater than

the percent of dividends reinvested.

The attraction of the smaller shareholders to the DRPs

can also be seen, as might be expected, from the responses

on participation by the number of shares held by stockhplders.

In almost all cases (19 of 21), the shareholding per DRP

participant is smaller than the average of all shareholders.

The simple average of the number of shares per participant

for the 21 firms reporting these data is 204, and the

corresponding average for all the shareholders of these

reporting firms is 364.
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The Cash-Purchase Option

All firms in the sample allow the participants in the

DRP to make additional cash purchases of original issue

stock at the same time their dividends are reinvested. On

the average, almost 12 percent of the participants in the

DRPs utilized this option in 1977 (based on reports from 12

firms).

The cash option permits the participant to purchase odd

lots at the market price and save brokerage fees, but no

further discount is provided even by those firms that offer

dividend reinvestors a 5 percent reduction in purchase

price. It is not possible to determine, of course, how many

of these investments would have been made by purchases in

the market if the cash purchase option were not available,

but it seems doubtful that many of the smaller odd lot

purchases would have been made in the market.

In 1977, the average (in this case, the arithmetic

mean) number of shares sold to cash-option participants

ranged from 11 by the firm with the smallest average cash-

option sale to more than 500 by the firm with the largest
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average sale. 'The median fitm sold ah average of about 40,.

shares, with nine of the 12 firms showing an average of less

than 100 cash-purohase option shares per participant.
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VIII. CAPITAL FORMATION THROUGH DRP8

Equity Financing through the DRP

In designing the questionnaire, RRNA had hoped to be

able to determine whether a significant trend had occurred

in the proportion of original issue common stock that was

purchased through DRPs for each of the past 5 years. Upon

examining the returned questionnaires, however, it became

evident that this kind of year-by-year analysis could not be

meaningfully pursued for three reasons. First, only a few

firms were able to provide the requested data. Second, the

majority of these firms did not initiate original issue DRPs

until 1976 and 1977. Finally, there are firm-by-firm

variations that would make annual comparisons misleading.

Several firms made no public offerings of original issue

common stock in one or more of the 5 years. When this

occurs, almost all the proportion of original issue stock is

purchased through the DRP. The same firm might have a

public offering the next year and, looking only at the

proportions and comparing the 2 years, the considerable
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decrease would have no meaning in relation to the relative

importance of ORPs. We conclude regretfully that we-must

forgo the analysis we had sought to undertake.

New Investment Requirements

Sixteen of the reporting firms were able to provide

projections of their total investment requirements for each

of the years 1978 through 1982. These data were compared

with actual total investment data for the years 1973 to

1977. Looking at the two sets of data as 5-year blocks, in

only one case out of the 16 was a decrease in total invest-

ments projected, this being slightly less than 10 percent.

On the average, the firms projected around a 50 percent

increase in needed investment over the nqxt 5 years. One

firm projected an increase of more than 250 percent.
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IX. POSSIBLE EFFECT OF A CHANGE IN THE TAX LAWS
ON REINVESTED DIVIDENDS

The RRNA questionnaire asked the responding firms a few

subjective judgment questions about the possible effects of

a change in the tax laws on participation in the DRPs and

related impacts.

DRP Participation

One question asked for an estimate of the increase in

shareholder participation that might be expected if the

stock received through the reinvested dividends were treated

for tax purposes like conventional stock dividends. The

responses were checked through a telephone survey that

asked, ";f reinvested dividends were to be treated for tax

purposes like conventional, nontaxable stock dividends, what

percentage of total dividends do you think the reinvested

dividends in your firm will be?"
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Six of the 10 firms willing to respond expected that.

such a change in the tax laws would at least double the

existing percentage of dividends being reinvested. Those

that did not currently offer a 5 percent reduction in the

purchase price of the stock to their DRP participants

believed the introduction of such a discount along with the

tax law change would increase the percentage even more.

Three of the 10 firms expected an increase in the percentage

of dividends currently reinvested through DRPs to be between

25 and 50 percent.

The maximum indicated percentage of total dividend

payments that would ever be reinvested through DRPs, even

with the suggested legislative change, was 50 percent.

Effect on Market Price of Stock

The firms were asked how they thought the increased

participation in their DRPS would affect the market price of

their common stock. Four of the 21 respondents thought

there would be no effect on the market price. Two more

answered "negligible,"-while five others predicted a "minimal

or modest' increase. One suggested only that increased
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participation would "stabilize the stock price." Four firms

predicted specific percentage increases in the market price

of their stock, ranging from 10 to 30 percent, and another

four predicted a "positive effect." The remaining respon-

dent considered the effect "unmeasurable." These responses,

of course, were made from the viewpoint of each firm.

Other Projected Effects

For most of the reporting firms the respondents thought

the DRPs were too recent a program and the market variables

too complex to permit any quantitative responses to the

remaining questions. Most of the 21 corporations, however,

did express the opinion that, given the assumption (or

guess) they had made as to the levels of DRP participation

under the suggested change in tax law, the major effect of

the new equity raised through DRPs would be to decrease the

size and frequency of public offerings of common stock.

Since smaller, less frequent issues tend to be easier to

sell, this could result in a decrease in the cost of equity.

With financing easier and less costly, greater DRP partici-

pation could aiso encourage more rapid modernization and an

increase in plant expansion.
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APPENDICES

APPENDIX A. TECHNICAL BACKGROUND TO CHAPTER II

Case A: Ignoring Brokerage and Assuming
No Change in Expected Stock Price

Present Law

Assuming a price P for one share of stock expected to

remain constant in value and pay d dollars per annum in

dividends, the strategy of reinvesting all dividends for T

periods involves a rate of return, r, given by the solution

of:

P(I + dt- d(l + )T-1 T-1 (1+ )'
P - + T td E [ - A.I]

(+ r) (1 + r) 1-0 ( + r) -

whc (1-tp) where t is the personal income tax

rate for the individual involved. It is assumed, of course,

that T is greater than 1, and' also that there are neither

charges to participate in a dividend reinvestment plan (DRP)

nor any discounts available for shares purchased through it.
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Pickle Bill

To achieve the same yield r under the new law (treating

dividends reinvested in the DRP (01) the same as present

stock dividends)1 the price of the security, P', would need

to be such that

P' + P'{(l + d,) -- 1)(1 - t
PI = [A.2)

(1 + r)

where t is the tax rate on capital gains for the individual

involved. (A.1) and (A.2) together imply:

r (A.31P' T
U - t p) T-{( + r)T-l)+1 -1

Tables A-1 and A-2 show-the P'/P values implied by this

formula for T = 2 and T = 10, respectively, and for various

values of r and tp (with t. = .5t p). (Under the-Pickle Bill

we assume that reinvested dividends are treated like conven-

tional stock dividends in that they "inherit" the holding

period of the parent shares.)

1. See Attachment 1(A) for a description of the tax
treatment of stock dividends.
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It is seen from Tables A-1 and A-2 that P'/P is an

increasing function of r, T, and tp with greater sensitivity

to changes in tp than to r or T over the ranges of values

considered.

Table A-I. Values of P'/P for T - 2

Yield

Tax rate r - .02 r - .06 r = .10

tp = .2 1.126 1.129 1.131

tp = .4 1.337 1.343 1.348

tp = .5 1.505 1.514 1.522

tp = .7 2.278 2.199 2.219

Table A-2. Values of P'/P for T 10

Yield

Tax rate r = .02 r = .06 r = .10

tp = .2 1.135 1.152 1.165

tp = .4 1.361 1.405 1.439

t = .5 1.541 1.607 1.657
p

t = .7 2.263 2.413 2.527
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(l-tg
It is possible to approximate P'/P by - which is

the value of P'/P corresponding to T = 1. Table A-3 shows(l-tcd
the values of (l-tp) for the range of tp values considered

in Tables A-1 and A-2 (and tg U .5tp
1-t

Table A-3. Values of gt for Various Values of tp
\ ) /

as a Measure of P'/P

Tax rate P'I/P (approximation)

tp = .2 1.13

tp = .4 1.3

tp = .5 1.50

tp = .7 2.17

Case B: Considering Brokerage and Assuming
No Change in Expected Stock Price

If it is assumed that brokerage fees are at a rate of b

for initial and terminal transactions, the appropriate Pg/P

values for the dividend reinvestment strategies described in

Case A above would not be very different if b is of the

order of .02 (or 2 percent). For example, the entries in

Table A-3 instead of being given by the formula
1-t l-t

P'/P- -t--would be generated by P'/P = _rt (1-b).
tp tp

63



347

Case C. Ignoring Brokerage but Assuming Stock
is Expected to Appreciate by the Same Percent per Year

Assuming a one period holding with stock from reinvested

dividends immediately sold, it is easy to show that the

entries in Table A-3 would be unchanged. For a general

holding period the formula is quite complicated, but appears

not to differ very much in its value from those of Case A.

For example, with T - 2 and t - 0.4, a stock expected to

appreciate 3 percent per year and costing P - 100, if its

dividend is expected to be $10 per year, would yield 8.3

percent after taxes (under current law) if the holder

participates in a DRP qualified for the proposed new tax

treatment. To yield 8.3 percent under the Pickle Bill the

initial price would have to be P' - 130. This PI/P value of

1.30 compares with a value of 1.34 implied by equation (A.3)

for the analogous case assuming no appreciation.

Attractiveness of DRP Under the Pickle Bill
to an Income-Oriented Investor

The above examples assume that stock acquired through a

DRP, even if it is immediately sold, will not, under the

Pickle amendment, give rise to any tax liability different
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from what would have been incurred due to receipt of a con-

ventional stock dividend. Under these oircumstancest it

would appear possible that taxable investors would find it

profitable to enlist in DRPs even while meeting income needs

through the sale of an amount of stock equivalent to that

reinvested. As described in Chapter I11 use of this strategy

is likely to be limited. Nonetheless, as a matter of public

policy, the new tax treatment should -- and is likely to --

be applied only to original issue'DRPs of firms that have to

raise new external capital regularly for plant expansion,

replacement, and other real capital formation.

otherwise, for example, consider an investor under

current law planning the purchase of N shares of stock

valued at P dollars per share which is not expected to

appreciate. If the expected dividend is d per year and the

investor's marginal personal tax rate is tp# the expected

internal rate of return where the brokerage rate is b and

the holding period T a 2 (years), is the solution for r of:

(l - tp)Nd (l - tp)Nd NP -NbP + 2tNbP
N? + bNP - + + - . 4

( + r) (l + r) U + r)

where t is the capital gains (losses) rate.
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If the same investor were to participate in a DRP under

the Pickle Bill but sell amounts of stock equivalent to the

reinvested dividends, then it is of interest to find the

increase in yield for the same price P of the stock which

would accrue under the same tp, t9, and T values as above.

Initially, N shares are purchased for an outlay of

NP + bNP. After period 1, dividends of Nd are expected to

be received and reinvested in y new shares, while at the

same time p shares are to be sold at an expected price of P

each and at a brokerage rate of S> b. For tax purposes,

these shares would each have a basis of:

NP+NbP P (l+b)

and the taxable gain (or loss) realized would be

Nd(l-6) minus l+b) After tax the investor would
P

expect to have receipts in period 1 of:

Nd(l - .) - tg[Nd(l - 6) - N(1 + bI (A.51

P
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If after the end of period 2 it is expected that another

dividend payment of Nd dollars will be reinvested through

the DRP in N shares which will be sold the next day along

with the original N shares at a price P each, and at broker-

age rate b, the investor would have gross expected receipts

in period 2 of (NP+Nd)(1-b). The basis of the shares sold

would be (NP+NPb) and a taxable gain of
(N+Nd)2

(H + N1"

results.

The total taxable gain in periods 1 and 2 is simply

total dividends paid, 2Nd, less total brokerage paid,

2bNP+bNd+ENd. To see what increase in yield is involved it

is helpful to consider a numerical example.

If P - 10, d a 1, b - .02 (2 percent), S - .05 (5

percent), N - 100, tp - .4, and tg - .2, it can be shown

that with T - 2 net receipts for an investor not partici-

pating in a DRP are $60 in the first period gnd $1,048 in
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the second.- For the initial outlay ,of $1,0208 this yields

r - .043.

For an,,investor, the Pickle BI-11 aoi~l4 lloV the $100

received inIdividends-to be reinvested in 10 hew shares

through the DRP with no current ,tax due. Hbweverr :the tbasis

of the 110 ehres would be.pome -J!20/110 - $9.,727 each. If

the nextdays .30.shares are sod fQr $100 jess a brokert; "-

fee of $5, a-capital gain of 100 - 5 - 92.73 - $2.27 would

be realized. A capital gains tax-of .2 (2.27) -$0.45 would

be payable, leaving net receipts of 95 - 0.45 - $94.55. The

basis for the remaining 100 shares is $927.27. If at the

end of period 2, another $100 of dividends are reinvested in

10 new shares the basis for each would become 927.27/110 -

$8.429752. If all 110 shares are sold the next day for

$1#100 less brokerage of $22, a taxable gain of 1,100 -22

-927.27 - $150.73,will be realized. This will give rise to

a tax of $30.15 and the investor will net $1#04785. This

strategy giving-net receipts of $94.55 after period I and

$1,047.85 after period 2 *yields r - .061. Here r 1.419
r
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4, -~

t I

End'of period

NA receips 1

1
60

2 ,3 4

60 60 60

':This corresponds to a yield of r - .053. Under the

Pickle'Bil,' for the 01 DRP investor selling 10'shares per

periodfthe net receipts are:

End of period

Net receipts ($)

1
94.55

This corresponds to a yield

2,. 3

92.86 91.33

4,

89.93

5

1001.73

Of r' -4072 thd r'/r -1.358.

.69

i62

0

lo048

.o'that to an inVstor with'basic interest in cash income, a

higher yield of over 40 percent would be"available under the

-,Pickle Bill even after paying a 5 percent brokerage fee on

the" all'er-amountejof took sold. .

lo'T°"ntin e he comparison, suppose the investor has a

5'. 5 holding :,period. ,Foran-initial outlay of.$1,020, the

nO& pattcidp&ting investorr woilid have net receipts as follows.
A.7



Under the Pickle Bill the taxable dollar gain and tax

paid are as follows (with of taxes of a non-participant for

comparison):

For Participants Under the
Pickle Bill

End of period

1
.2

3
4
5

Total

Taxable gain

2.27

10.70

18.35

25.35
381.33
438.00

Tax

.45
2.14
3.67
5.07

76.27
87.60

Tax for a
non-participant

40.00
40.00

40.00

40.00

32.00

192.00

It is noteworthy that the sum of the taxable gains

($438) under the Pickle Bill would be the total dividends

paid of $500 less the sum of initial brokerage of $20 and

the subsequent brokerage charges (of $5 in each of four

periods followed by the terminal charge of $22). This shows

that dividends would not only qualify for capital gains tax

treatment, but could also qualify for deferral of payment of

major parts of these taxes.
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The percentage increase in yield which would be avail-

able under the Pickle amendment varies with the investors'

personal tax rate and with the level of yield currently

available. Table A-4 illustrates these differences by showing

the approximate percent increase in available yield implied

by above equations [A.41 through [A.6) for a T - 2 holding

period on a P - 10 stock with brokerage rates b - .02 and

6 - .05, and with annual dividends d alternatively 0.50,

1.00, and 1.50.

Table A-4. Approximate Percent of Increases in Yield

Dividend

'Tax rate d - 0.50 d - 1.00 d -1.50

tp " .2 15 10. 10

t = .4 60 40 35
p

tp W .7 800 200 150

Table A-5 below shows Merrill Lynch's schedule of bro-

kerage rates which indicates that the 5 percent rate used on

smaller amounts in the above example may be too low for.

truly small amounts. For example, on Ci.izens Utilities A
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Table A-5. Rate Schedule for Stocks, Rights and Warrants for
Domestic and International Customers

Following are the schedules foe computing the charge on orders for stocks, rights end warrants executed for a
Merrill Lynch customer. The charge on these transactions is based on the total amount of money and total number of
shares involved, as per definition of an order.

A. Schedule of Rates for Stocks,Rights and Warrants Selling for Less than I1.00 per Share

.$0 up to and including $300 ................... 10 percent of money involved
Over $300 up to Ad including $1,000 .......... 10.7 percent of. money involved
over $1,000 up to and including $5,000 ........ 6.42 percent of money involved plus $42.80
Over $5,000 up to and including $10,000 ....... 6.634 percent of money involved plus $46.01
Over $10,000 .................................. 5.35 percent of money involved plus $176.55

a. schedule of Rates fgr Stocks, Rights and Warrants Selling for $1.00 per Share or More

- --------- Charge

Money involved Basic rate Plus Subject to a maximum of

----- For orders up to and including $5,000 principal value----

$300 or less 10 percent of $.0749 per share on all shares $80 on orders up to and
money involved invOlv~o for orders of 101 shares including 100 shares

up-to and including 1,000 sharesOver $300 up to and 2.568 percent of money
including $800 involved plus $8.03 or or

Over $800 up to and 1.605 percent of money $.0535 per share on all shares $.90 per share on orders
Including $2,500 involved plus $16.05 involved plus $21.40 for orders of over 100 shares

Over $2,500 up to and 1.177 percent of money in excess of 1,000 shares
Including, $5,000 involve, plus $27.82

For orders above $5,000 principal value--------

Over $5,000 up to and 1.177 percent of money $.0803.per share on all shares $85 on orders up to and
Including $20,000 .,- involved plus $29.96 involved for orders of 101 shares including 100 shares

'Over $20,000 up'to and .303 percent of money up to and including 1,000 shares or
including $30,000 involved plus $107.00 or

Over $30,000 up to and .S35 percent of money $.0535 per share on all shares $.85 per share on orders'
Including $300,000 involved plus $188.32 involved plus $26.75 for orders of over 100 shares

in excess of 1,000 shares
$300,000 and over .214 percent of i hey

involved plus
$1,150.25

Notes The minlm charge will be $30.00 for transactions with a principal over $300. The charge on a round lot or
a combination round lot/odd lot transaction will not exceed the charge applicable to a 100 share transaction multiplied
by the number of round lots and fractions thereof in the order (i.e., the charge for 200 shares can never be more than
two times the 100 share charge).

Sources Merrill, Lynch, Pierce, Penner & Smith, Inc.
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series, Merrill Lynch quote (on a day when the price per

share was 39-3/4) the following comissionsl:

Transaction Commission Brokerage rate

10 shares $30 7.5 percent

100 shares 75 1.9 percent
1,000 shares 481 1.2 percent

The Pickle amendment would seem to make DRP (01) plans

attractive to investors for whom the difference between

their personal income tax rates and capital gain.stax rates

exceeds the applicable brokerage rates on smaller amounts. 2

Distribution of Divideng Income Among
Personal Income Taxpayers

Information-in the latest available IRS Statistips of

Income, IJMvidual Tax Returns (1974) shows over 90 percent

of dividends received as being reported on returns with at

least $1,O00'in dividend income.

1. The significance of this particular stock is that, as
explained in Appendix D, it offers its holders a tax advan-
tage comparable to that proposed by the Pickle B41 and al-
though its dividends are paid in stock, they may of course be
sold for income purposes.
2. To the extent that odd lots (i.e., less than 100 share

lots) are sold at a price somewhat lower than the wArket price
used to calculate the amount of stock to be issued for reinvested
dividends, this cost has been disregarded in the foregoing
analyses.
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On average* in 1974, the 25 percent marginal tax

bracket corresponded to adjusted gross income (AGI) of-about

$15,000. Returns with $15,000 or higher AGI accounted for 77

percent of all dividends reported. Of theset 80.5 percent

reported dividend income of at least $5,000, so that 62 -

___percent of all dividends were reported on returns showing

both adjusted gross income in excess of $15,000 and divid-

ends of $5,000 or more.

The corresponding 1963 IRS Statistics of Income volume

reports that for returns showing dividend income, the

average number of paying corporations listed by-the taxpayer

was two. An article by Marshall E. Blume and others indicates

that as of 1971, diversification of portfolios as measured

by the number of different stocks held, had not changed much

from 1963.1 The 1963 average of two stocks per return is

heavily weighted by the large number of (probably mostly

very small) investors with perhaps only one stock held. The

1971 data reveals that at adjusted gross income of about

$100,000, the average number of stocks held was about 10.

1. Marshall E. Blume, et. al. "Stock Ownership in the
United States: Characteristics and Trends.* U.S. Depart-
ment of Comuerce, Survey of Current Business (November 1974).
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ATTACHMENT 1(A). DESCRIPTION OF CURFNT TAX
TREATMENT OF STOCK DIVIDENDS'

Stock. dividends are distributions made by a corporation
of its own stock. Generally, stock dividends are not
taxable to the sharehold r. However, for exceptions to this
rule, see Chapter 10. If stock dividends are not taxable,
you must redetermine your basis for your old stock and
determine the basis for your new stock.

New and old stock identical. It is only when your new
stock, received as a dividend, is identical to the old stock
on which the dividend is declared that you can use a simple
mathematical computation to arrive at the basis of the bld
and new stock. The adjusted basis of the old stock must be
divided among the shares of old stock and the shares of new
stock received as a dividend.

Example. You own one share of common stock that you
purchased or $45. The corporation distributed two new
shares of common stock for each share held. You then had
three shares of common stock with a basis of $15 each, if
you owned two shares before the distribution, one purchased
for $30 and the other for $45, you would have six shares
after the distribution; three with a basis of $10 each, and
three with a basis of $15 each.
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APP~ENDIX B. TECHNICAL 'BA(4ICGRO3ND. TO6' CkAPTil iI

The approach to measuring macroeconomic Impacts

was facilitated by-starting vi.A the.assUmption(whith is

obviously unr6alistic and ilhvalid):,that upder the p;opose.&,

amendment to the tax code .100 percent of, the dividends

received by persons would be reitrvestod in OI DRPs, The

results of this totally unrealistic overestimate was then

related to what is believed 'to be a more reasonable and

realistic assumption, namely that only 40 percent of 'one

half the dividends (or 20 percent of the total corporate

dividends received by persons) would be so reinvested.

Three sets of "basic" estimates, representing the most

likely effects, were derived utilizing somewhat different

assumptions as to stock price effects and flotation cost

savings, as presented in Chapter III.
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.a " J Intdaiitica3ly H"igh Estimates

thebasis fq- these estimates is the reported simula-

tion of thb effeos- oa paitial.integration (of'personal

and corporate.: taxes)-scheme-whereby individual taxpayers

recei a--oredit fot corporate taxes attributed-to dividends

and are taxdd On dividend,,income "groewed up" by thefactor
.w-her t, is the effective corporate tax rate. The

Secur4ties.Industry AssociatioD. (SIA).publication Tax Policy,

Investment and Economi Growth (March 1978) discusses the

nature and results of this.simulatton performed.on the Data

Resources, Inc. (DRI) econometric, model.
1

Why is this SIA-DRI simulation considered relevant?

1. It simulates a measure which raises individuals'

yields on equity investments (by about 40 percent irrespec-

tive of the individual's tax bracket).

1. Similar results are reported in Christopher Caton, Otto
Eckstein, Allen Sinai, "Tax Reform Studies," Data Resources
Review (August 1977) pp. 10-19.
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S 2. It assumes the tax measures would lead to the

Standard and Poor's stock price index being 10 percent

higher than it otherwise would be.- Also assumed is an

increase in dividend payout ratios (of 10 percent).1

3. The simulation assumes an initial revenue cost

(before feedback) of $8.4 billion.,,, This amount is as big as

the entire estimated tax bill on personal dividend income in

1978.

In comparison, the Pickle Bills

1. Would, as the illustrations in Appendix A indicate,

also increase yields significantly for the investor in the

(estimated) average marginal federal tax bracket of 40

percent.2

1. The change in stock prices was assumed to take place
smoothly over the first 5 quarters. That of dividend pay-
out ratios was phased in over 3 years.

2. See M. Feldstein and D. Frisch "Corporate Tax Integra-
tion% The Estimated Effects of Capital Accumulation and
Tax Distribution of Two Integration Proposals," National Tax
Journal (vol. XXX, no. 1, pg. 49), for this estimate.
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2. Might, as discussed in Appendix D, possibly lead to

,significant increases in general stock market prices and-

also would lead to increases ih f'dividend payout ratios.

3. Would involve initial revenue "costs" without

feedback1 that would be at the $84 billion level under the'

obviouslyunrealistic asaumptionof . virtually 100'percent-

participation by taxable shareholders,spelled out in.-

Appendix C.

Additionally, the SIA-DRI simulation of the integration

proposal is considered relevant because the channels whereby

its effects are transmitted seem to be similar to what could

be expected from the Pickle Bill. The main channels areas

1. The effect of higher stock prices on business fixed

investment via the cost of capital.

2. The effect of higher stock prices on consumer pur-

chases via the "wealth effect" on household financial

assets.

1. I.e., without taking into account the revenue gain
from the stimulative effect of the proposed legislative
action on the economy.
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3,o: 'Tb*1e c W 4smrsnh, hiqhek dividend

payou, ratios i'a disposable inome. .. .

Y 'i- he effect of lower taxes oM cons option via spend-

able perkonai income.-"

With respect to the last item, it may seem strange that

.increased divdeni reinvetment Plrtioipat~on would lead to

higher consumer spending. As discussed in Appendix A, the

Pickle Bill could lead to incentives for participation even

by some who were using' equity investmAents, for income pur-

poses;- Such individuals would have higher after tax income.

In addition, theadditional participation of savings induced

by the Pickle Bill would'not necessarily create correspond-

ing reductions in consumer purchases. This is because the

Pickle Biil would allow something which might be termed tax-

favored "homemade individual retirement accounts." Extra

savings in this form could be expected to substitute to some

extent for other types of saving. in addition, there are

80
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undoi~tedly those yith' fAced. dollar. savipgs goals viho wpuld

ave lesson responseto the higher-yieds. rnaily, the,

increise0 dividend payout-ratios (including a dividends the

stock purchased with reinveated dividends)-that would -

probably follow; from the. Pickle Bill would, lead,-to greater-

disposable income for nonparticipants,

Details of Derivation of bnrealistcailly
'High Estimates

The DRI simulation of the partial integration proposal

assumed a 1978 (i.e., first full year) revenue cost (before

feedback) of-$7.9 billion.2 Since this estimate (unlike

our estimates for the Pickle Bill) also assumed repeal.of,

the $100 dividend exclusion, estimated to cost $0.5 billion

in 1978, the Securities Industry Association (SIA) partial'

integration simulation was taken to have a revenue cost

1. However, recent work by Michael Boskin suggests that
the overall elasticity.of personal savings in response to
changes in yields is positive and substantial. See his
"Taxation Savings and the Rate of Interest," Journal of
Political Economy (April 1978, part 2). This Tis9mpor-tant
since the extra investment stimulated by the Pickle Bill needs
to be matched by extra saving, and that will be forthcoming
with smaller increases in interest rates if the elasticity
of savings is relatively high.
2. Caton, Eckstein, Sinai, op. cit., p. 13.
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of $8.4 billion for 1978.. For reasons 4iscassed in Apendix C,

the effects of the Pickle Bit or similar legislation,

like that-of partial i~tegratiOnt, Toe epectto be largely
on the dividend income of individuals, and, &A'suming that

such dividends would grow between 1978 and 1982 at tN6 same

rate as the-D 6I forecast of nontinancial' vorloratons -gross

S nternai funds,1 theestimated reVenue cost under the Pickle

Bill (assuming 100 percent reinvestment'of OiVidends -eport:-

able on individu*! tax:returns throUgh O1 DAPs),'.c6mpred to

the assumed $IA*DRI revenue cost wouid.k-as in Table B-1

below- . -

The growth in the Pickle Bill revenue cost, even assuming

100 percent reinvestment, is not as great as for partial

integration because some extra revenues are received as

stock is sold and capital gains tax is collected. None-

theless, the gross revenue costs.for the two situations are

quite close over the years, and that is why the SIA estimates

are considered as suitable for indicating upper limits on

the possible effects of the Pickle Bill.2

1. SIA-DRI study, op. cit., Table 19, p. 61.
2. Except possibly for the investment estimates, as

explained below.
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Tale B-1. CodporisOn Of Gross Revenue Costs

Item A 1978 ,-1979 A 1980- 1981 1982

reinvstmen -.. . .. ; 07 1.Pickle Bill*
aswumin

r ta8.4 1.0- 96 10.7 12.1

SIA partial
iftegrationb 8.4 9.2 10.0 11.3 12.9

a.- Theddirivati6fof thesefigures is explained in
Appendix-C.

.b. *The:SIA-DRI method of calculating revenuwcost is as a,
fixed proportion of dividends received by persons. Accord-
ingly the revenue cost has been assumed to grow in accord-
ance-with the growth of dividends.

Based on the unrealistically high (and certainly invalid)

assumption of 100 percent dividend reinvestment, the macro-

economic effects of the legislative proposal are presented

in Table B-2, assuming also that the Pickle provision had

been in effect as of January I, 1978. One additional assump-

tion made here by the authors of the SIA-DRI study, and

reflected in these estimates, should be noted. It is that

the Federal Reserve Board would take "accommodating' actions

to prevent interest rates from rising as the economy was

gaining momentum under the impetus of the tax change. This

assumption is modified in our formulation of most-likely

estimates below.
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Table B-2. 'Unrealistically High Effects of the
Pickle Bill on Key Eco~oM6 Magnitudes,

1978-82

(Honey amounts in billions of dollars of 1978
• purchasing pqwer, and represent changes

fr6 t the baseline)

Item 1978 4979 1980 1981 1982

Gross National Product 9.2 22.6 35.1 39.3 38.3

Business fixed
investment
(nonresidential) 0.9 3.3 6.2 7.7 7.6

Personal consumption
expenditures 7.8 17.7 26.6, 31.5 32.9

Federal government:

Budget deficit b V 4.7 0.0 -6.0 -9.1 -8.9
Federal tax receipts -4.8 -0.2 5.7 8.7 8.5

Additional man-years
of employment.
(thousands): 134 410 667 755- 690

Unemployment rate
(percent),

Base rate 6.4 6.4 5.9 5.4 5.2
Now rate 6.3 6.1 5.4 4.9 4.7
Difference -0.1 -0.3 -0.5 -0.5 -0.5

Inflation rate
(percent):

Base rate 5.9 5.5 5.5 6.0 5.6
New rate 5.9 5.7 5.8 6.4 5.9

a. Based on reinvestment of 100 percent Of personal
dividends and action to prevent an increase in interest
rates. However, for reasons discussed later in Appendix B,.
the estimates for business fixed investment are not
necessarily regarded as being on the high side.
b. Changes in budget deficit and federal tax receipts,

unlike other dollar amounts are in current dollars.
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Details Of Derivation of Basic (Most Likely)
Estimates

With the 20 percent rate of reinvestment of personal

dividends-regarded as likely under legislation like the

Pickle Bill, the gross revenue costs would not be as in

Table B-1, but rather as in Table B-3 below.I

Table B-3. Gross Revenue Cost of Pickle Bill With
20 Percent Reinvestment

1978 1979 1980 1981 1982

Gross Revenue Cost 2.4 2.7 2.8 3.1 3.6

Source: See Appendix C.

The gross revenue costs in Table B-3 average between

about 27.5 percent and 29.5 percent of the gross revenue costs of

the SIA-DRI figures in Table B-1. Accordingly, after

averaging the figures in the SIA-DRI study (in its Tables 2

1. The reason gross revenue cost is estimated at 2.4
billion with 20 percent participation, and at only $8.4
billion with 100 percent participation, is that revenue
cost with 100 percent participation is computed at the
average tax rate on dividends (28 percent) while revenue
cost at 20 percent participation is computed at the-typical
marginal rate.(40'percent).
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*and 11, pages 44 and 53), correspondinf'to actcomodating.and

nonaccommodatiig monetary policy, 28.5 percent of the

resulting estimates was- taken .to yield the estimates -in

"Chapter III, Table III-li Because.of, the changee in-asump-1-

tions from Table B-2 regarding investor participation,-the.

estimates in Tables I11-1 and 111-3 assume a'2.87 percent

increase in stock prices and dividend payput ratios-while,

those in TablqIII-2 assume 5 precent.(rath6r than the 10 •

percent in Table B-2 jnd the SIA-DR s-tudy.)- -_

It is argued in Appendix D that-the effect of the

Pickle Bill on stock prices might welt-be as-largeas a 5.

percent increase, and the estimates in TableIII-2 reflect

this change from the assumptions underlying Table 111-1.

The means of making the Table 111-2 estimates was provided

by information in the-SIA-DRI study (p. 41)., and the pre-

viously cited DRI study-of Caton,-Ecketein, and Sinai (p.

13) on the effects.of changing stock market prices while

keeping tax laws.and dividend payout ratios unaltered.

1. An exception had to be made for estimates of.federal
tax revenue changes since they were no: reported annually
in- the. SIA-DRI study. See Appendix Cfot. treatment of"these.
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A featureof the SIA-ItI study which makes it less

suitable for projecting the effects of the Pickle Bill is

-that itimakes no.allowance for the reduction in flotation.

colts, which firis ix-eriencing increased dividend

reinvestment would enjoy under the Pickle Amendment. The-

estimates inTable Iii-3 of Chapter-III are based on the

assumption of a 5 percent saving in flotation costs on the

extra reinvested dividends, with other underlying factors

being assumed the same'as for Table III"Li The means of%

making this estimate were provided by the estimates of the

effects of a change in the rate of iAvestment tax credit on

equipment iwvestaent in'the-Caton et alp. DRI study (page

17) .

',It may-seem strange that figures*,for business fixed

investment in Tables 111-2 and IlI-3 sh6w some increases for

- 20 percent reinvestment which seem unduly large,'in relation

to the unrealistically high 100 percent reinvestent:.assumed

1. The 5 percent figure was kased on data in Cost of
Flotatidn of-,Registered Iisues, 1971-1972 (U.S. -ecur1ites
and Exchanie Com'sson Deceniber 1974), and statements by
executives in relation to justification of offering a
5 percent discount in DRPs.
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in Table'B-2. The reason' for this ib:that without the assumed
sto&k market effect the SIA-DRI study'Would have shown an.

adverse impact on"irivest ment. Consumption and overall GNP

would still have risen but, b~cause"Of ighe dividend

payout ratiosyand *nterest ratea investment would have been

reduced'onibalance. It is'belfeved thattheseieffects would

be substariially mitigated'under'the Pickle Bill since

higher payout ratiosuari'compensated by reinvestment and the

funds so generated reduce pressure on external capital

rates. For this reason, it is felt that the estimates for

-the effects of the Pickle Bill on investment would be more

like those of Tables 111-2 or 111-3 (rather then Table III-

Another point relating particularly to the estimates of

economic impact deserves conent. To judge from the ques-

tionnaire survey discussed in Part 2 of this report, a

substantial number of respondent utility firms anticipated

there would not be any near term change in volume'of new

facilities put in place due to expansion of dividend re-

investment. This opinion is understandable from the per-

spective of such individual respondents in view of the long

lead times in utility facility planning and installation.
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It is also in line with the theoretical proposition (asso-

ciated with the Averch-johnson model) of, a utility subject

to a rate of return constraint not expanding investment in

response to a reduction in "cost of capital.0

However, this latter proposition is essentially a

static one and there is evidence of considerable respon-

siveness of electric utility.investment to past investment

tax incentives after 3 years or so have elapsed.,

Also the individual respondent's perspective may well

ignore the effects on capital markets and other industries

of the reduced demands for raising funds due to the increased

volume of reinvested dividends available.

To measure such effects requires a model which is

reasonably rich in financial sector detail. Again the

SIA-DRI model provides a basis for estimation, and these

effects have been reflected in our estimates.

1. See Henry G. Rennie, "Federal Tax Effects on Electric
Utility Investment." Engineering Economist (Winter 1977),
pp. 97-118.
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APPENDIX C. METHOD OFESTIMATING FEDERAL
TAX REVENUE IMPACTS

It was decided that, because of the 85 percent ex-

clusion rule and other features of the tax l.ws, only a very

small fraction of dividends which are received by corpora-

tions, pension funds and other "nonindividuals" would be

affected by the Pickle Bill. The bulk of its impact would

be on the recipients who must report such income on in-

dividual tax returns. Accordingly, the revenue loss estimates

concentrate on this group of dividend recipients.

By the use of data from IRS corporate and individual

tax return statistics, and from the national income and

product accounts, it was determined that the IRS measure

"Dividends in Adjusted Gross Income (AGI f has averaged some

68 percept of the national income accounts concept of

dividends, and that dividends in AGI plus the divi4end

exclusion have averaged'about half of domestic corporate.

distributions to stockholders (other than in stock).
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The basic assumptions underlying our estimates of

revenue loss are (1) that the above-mentioned relationships

between the various .measures of dividends would continue

through 1982, and, (2) that the national income accounts

measure would grow in line with the SIA-DRI study forecast

of gross internal funds of nonfinancial corporations.1 This

led to the "baseline" forecast of dividends reported on

individual tax returns shown in Table C-1 below.

Table C-1. Forecast of Dividends on
Individual Tax Returns

1978 1979 1980 1981 1982

Dividends in adjusted
gross income 30.1 33.0 '36.2 40.6 46.4

Dividend exclusion 1.2 1.3 1.3 1.4 1.5

Dividends on individual
tax returns 31.3 3 4.3 37.5 42.0' 47.9

a. These estimates are based on Estimates of Federal Tax
Expenditures, prepared by the-staff of the Jo tommitee
on Taxation, March 14, 1978, p. 19.
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The next phase in developing gross revenue cost estimates

involved forecasting the pattern of capital gains taxes

which would be collected as stock acquired through dividend

reinvestment was sold. The basis for these estimates was

information on the holding period of corporate equities

contained in Martin David's book, Alternative Approaches to

Capital Gains Taxation, (Brookings Institution, 1968) p. 79.

These (David) estimates imply that only 8 percent of

corporate stock (by value) would be sold in any given year.

The same source estimates at about 50 percent the proportion

of transactions in stock sold in any 1 year where the stock

has been held less than 12 months.1 Tax on sales of stock

acquired via reinvested dividends when underlying stock is

held less than 12 months would essentially involve taxation

of the dividends at ordinary income rates and so be unaffected

by legislation such as the Pickle amendment.

1. The 50 percent estimate is roughly in line with a more
recent estimate (of somewhat over 60 percent) in a study of
holding periods of stock purchased in 1964. See Gary
Schlarbaum et al., "Realized Return of Common Stock Invest-
mentst The Experience of Individual Investors," Journal
of Business (April 1978).
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Based on these sources the following formula was

developed to compute gross revenue costs (RC) in the ith year

(RC(i)):

RC(i) T(i) - RD(t),

t - 1978

where RD(t) is the amount of dividends reinvested in the tth

year, Ci-t is a constant (CO - .01200, C1 - .00800,

C2 - .00560, C3 - .00416, C4 - .00320) and T(i) represents

the difference in current income tax liability on dividend

income under the Pickle Bill and under the present law.

Because only 8 percent of stock is assumed sold in any

year, the pattern of realization of extra capital gains

taxes due under the Pickle Bill is spread out over time. For

example, if $10 billion of reinvested dividends were affected

by the Pickle Bill, (and we realize this is probably much

too-Aarge a figure), the estimated extra capital gains taxes

would be as in Table C-2.
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Table C-2. Illustration of Pattern of Capital Gains
Tax Realization.

(Billions of dollars)

1978 1979 1980 1981 1982

Qualifying reinvested
dividends 10.00 10.00

Extra capital
gains taxes .12 .20

Reduction in current
tax liability 4.00 4.00

Gross revenue cost (RO) 3.88 3.80

10.00

.26

10.00 10.00

.30 .33

4.00 4.00 4.00
3.74 3.70 3.67

Because dividendi received by individuals are expected

to grow over time, the associated gross revenue costs also

rise. For the unrealistically high estimates of appendix

table B-2 and the basic estimates employed in developing

text Tables III-1 through III-3, gross revenue costs estimates

are as shown in Table C-3 below.

Table C-3. Estimated Gross Revenue Costs

1978 1979 1980 1981 1982

Unrealistically high 8.4 9.0- 9.6 10.7 12.1
Basio 2.4 2.7 2.8 3.1 3.6
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The reason the basic estimates (corresponding to 20

percent participation in reinvestment plans) are more than

one fifth as large as those for the unrealistic high-side

(corresponding to 100 percent reinvestment plan partici-

pation), is that the latter assumes taxation at the average

rate (of 28 percent) on all dividend income implied by the

Feldstein and Frisch study cited earlier. The former

assumes taxation at the average marginal rate of 40 percent

found by Feldstein and Frisch (and confirmed by RRNA staff

for 19.74 data by matching dividend incoiqe distribution by

AGI class with taxable income and marginal tax rates by AGI

class).

Of course, the "gross" estimates in Table C-3 totally

ignore the stimulative changes in economic behavior which

would result from the Pickle. Bill. In contrast, the estimates

in Tables B-2 and 111-1 through 111-3 relate to the bill's

net effects on federal tax revenues and the budget deficits.

These net estimates were derived by scaling the appropriate

95

-1. Joseph Minarik of the Brookings Institution kindly let
us see some preliminary computer runs on a pilot sample of
individual returns, which confirm the 28 percent figure as,
the total due to all dividend income.
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SIA-DRI estimates of key economic magnitudes as described in

Appendix B, and the changes in federal tax receipts were

then taken to be in proportion to the corresponding changes

in GNP. Furthermore, and more precisely, the tax effects

shown in Table B-2 were developed from a 5-year total,

1978-82, reported in the SIA-DRI report, and then generally

apportioned annually in accordance with the annual changes

in GNP. The tax receipts estimates in Tables II-1 through

111-3 were scaled down from B-2 values similarly.
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APPENDIX D. ESTIMATION OF EFFECTS ON STOCK"PRICES

The most probable impact of the Pickle Bill on stock

market prices is felt to be in the neighborhood of a 5

percent increase. This estimate is based on several facts:

1. The observed premium in the price of Citizens'

Utilities Series A stock over its Series B. Series A stock

pays dividends per share in stock which are of exactly equal

value to the cash dividend paid on a share of Series B

stock. The two types of stock have the same voting rights

and Series A is convertible into Series B on a one for one

basis at the option of the holder. By not taking cash

dividends the holders of Series A leave the company in

substantially the same financial position, as though they

had reinvested cash dividends in original issue stock. By

a "grandfather" authority, dividends on Citizens Utilities A

series are treated for tax purposes in the same way as
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reinvested dividends would be treated under the Pickle Bill.

Since Series A and Series B stock share in the same earnings,

the bulk of the price difference between them should reflect

the tax advantage of Series A.

Accordingly, the Citizens Utilities case offers a real-

world measurement of the premium investors would be willing

to pay for the tax advantage conferred by the Pickle Bill.

The observed premium (which has varied between zero and 20

percent over the last 10 years, and averaged close to 15

percent over the month or so prior to this writing) is

regarded as not fully representative of the corresponding

premium associated with the Pickle Bill. This is for the

following four reasons:

a. The Series A can be forcibly converted into

Series B shares on a one for one basis at the option of the

Board of Directors.

b. The tax advantage of Series A seems not to be

widely understood. For example, neither Moody's nor Stand-

ard and Poor's standard literature on the company makes any

mention of it. Put another way, relatively few investors
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may be aware of the different nature of the A Series divid-

end compared to the less attractive conventional stock

dividend.

c. Presumably because of the timing of issuance of new

Series A stock dividend shares, the way the company's

financial results have been stated has shown an earnings per

share lower on Series A than on Series B, even though divid-

ends per share are guaranteed to be of equal value.

d. The stock has been somewhat of a growth stock with

both Series A and B averaging an annual growth of 3 percent

over the last decade.

2. The difference in yields between tax-free municipal

bonds and comparable corporate bonds has averaged 30 percent.

This corresponds tQ'the maximum premium that would be paid

by an investor in the 30 percent federal income tax bracket.

If the same federal tax bracket were to be decisive in

determining the value of a tax privilege like that contem-

plated by the Pickle Bill, the corresponding premium can be
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(l.-t)
calculated by (tp) with tp - .30, tg M .15 namely 1.21 (or

a premium of 21 percent.

Although it is believed that a 21 percent premium would

be a reasonable outcome if the Pickle privilege were confined

to a relatively small portion of dividends, it is felt that

a 5 percent increase is more appropriate for the stock

market as a whole if dividend participation in 01 DRPs is at

the rate anticipated in basic (most likely) estimates.

3. The authors of the SIA-DRI and the DRI studies

cited in this report assumed a 10 percent stock market price

increase as likely to follow from the partial integration

tax reduction on dividend income. This proposal would have

increased the yield on equity investments by about the same

proportion as the Pickle Bill would do for the average

investor. However, the authors of these studies did not

mention (and might not have been aware of) the fact that

their gross revenue loss (i.e., ignoring feedback) of $8.4

billion corresponded to the abolition of all tax on-personal

dividend income.
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4. For comparative purposes it may be noted that

Michael K. Evans, President of Chase Econometrics, in a

recent letter to the Wall Street Journal, stated that a

careful study of relations between capital gains tax rates

and stock price changes (as well as other factors) led to

the conclusion that a reduction in gains taxes to 1969

levels would lead to a 40 percent increase in stock prices.
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TEIMoNY or GEoRGE H. LAwwc, PRESIDENT THE AMERiCAN GAs AssoCIATION
BEFORE THz TAXATiON'AND DEBT MANAGEMENT 6 ENZRALLY OF THE SENATz FiNANCE
COMMITTEE ON S. 1643 OCTOBU 31, 1979

Mr. ,Chairman and Members of the Subcommittee:

I am George H. Lawrence, President of the American Gas

Association (A.G.A.). A.G.A. is a national trade association

made up of over 300 natural gas transmission and distribution

companies in all 50 states. In serving over 160 million cus-

tomers, A.G.A. member companies account for approximately 85%

of all gas utility sales in our nation. We appreciate this

opportunity to present our views on S. 1543.

A.G.A. is undertaking a survey of approximately 200 Chief

Executive Officers of A.G.A. member companies, we have learned

that, of 87 responses thus far, 52 of the CEOs report having a

dividend reinvestment program of some type. Therefore, legis-

lation providing an incentive for such reinvestment programs which

ultimately result in increased capital formation is highly desirable.

Summary of A.G.A. Comments

" Generally, studies reveal that dividend reinvestment
would have a stimulative impact on the economy and
ultimately result in a net tax revenue gain. (see
I, infra)

" Dividend reinvestment relieves, to a certain extent,
taxation of dividends at the shareholder level and
thereby provides an incentive to capital formation
which is particularly desirable in light of the
present recession. (see II, infra)
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0 Dividend reinvestment is an equitable measure insofar
as it provides benefits to its participants which are
similar to those a shareholder receives from a conven-
tional stock dividend program. (see 111, infra)

9 The dividend reinvestment program creates an incen-
tive encouraging individual savings which can be
used as supplemental retirement income. (see IV, infra)

1, S. 1543 Would Have a Stimulative Impact on the Economy

An independent appraisal of the potential economic impact

of a dividend reinvestment program (substantially similar to

8. 1543) was conducted by Robert R. Nathan Associates, Inc. (RRHNA)

and revealed the following findings:

e Such legislation would have a stimulative impact on the
economy and after three years (measured in 1978 dollars)
would:

-- increase national annual output on the order of
$10 billion;

-- stimulate business-fixed investment by close to
$3.5 billion annually; and

-- reduce national rate of unemployment by adding
approximately 200,000 jobs per year.

* Such legislation would have a range of tax revenue effects.
In the first year, on a static basis, there would be a
revenue loss of $300 - $400 million; and on a dynamic
basis (i.e., accounting for increased participation and
feedback effects) there would be more than a $1 billion
loss. A Owash" is forecast for the second year while
there would be a net revenue gain of $1.5 to $2 billion
in the third and lourth years.

(It should be noted that RRNA arrived at these figures
for a bill proposed in the 95th Congress. That bill,
although substantially similar to S. 1543, did not in-
clude a "cap" limiting a shareholder's annual participa-
tion to $1,500 for an individual and $3,000 for a joint
return. The Nathan firm's revised estimates show that
a "cap" similar to that in S. 1543 would reduce the first
year revenue loss to about $300 million; result in a "wash"
the second year; and yield a net revenue gain of about
$500 million in the third and -- uccessive years, respectively.)
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e * In light of the beneficial economic efforts and the
resulting gains to the national Treasury, legislation
such as S. 1543 is in the national interest.

II. Capital Formation Incentives Are Desirable -

The most salient policy feature of the S. 1543 dividend

reinvestment program is that it would encourage capital formation.

At a time when many economists are predicting a long-lasting recession,

such encouragement is highly desirable. Because the dividends are

immediately converted into new common stock capital, the dividend

reinvestment program provides substantial and direct aid in the

formation of new capital. Generally speaking, such programs have

been adopted in companies having the greatest need for new capital;

therefore, this legislation would allow capital formation to take

place where it is most urgently needed at present.

A.G.A. estimates regulated gas industry capital requirements of

more than $300 billion (1978 dollars) through the year 2000. This

breaks down generally into $85 billion for pipeline construction and

maintenance; $85 billion for exploration and development; and $130

billion for total supplemental requirements. These figures appear

particularly large in light of the regulated gas industry's total

capitalization of less than $60 billion on December 31, 1978.

Additionally, to the extent that regulated industry is required

to flow through tax incentives intended to aid capital formation, a

general corporate tax rate reduction may not benefit regulated in-

dustries. Therefore, A.G.A. acknowledges this legislation as a

positive incentive to capital formation that could benefit all in-

dustry both regulated and nonregulated.

This legislation would not impose a tax at the stockholder

level when dividends are reinvested in the corporation. In this
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manner, the proposal is a significant step in the direction of

reducing double taxation of corporate dividends. This is a

desirable goal insofar as it permits cash to be "plowed back"

into the company possibly leading to additional taxable earnings

at the corporate level.

III. S. 1543 Provides for More Equitable Treatment for 'hareholders

As a practical matter, this dividend reinvestment program pro-

vides more equitable treatment deserved by its participants as

compared to recipients of conventional stock dividends. Many stock-

holders would prefer stock dividends rather than cash for tax defer-

ral reasons. However, many companies may be unable'to substitute a

conventional stock dividend plan in lieu of distributing cash divi-

dends. Under the program proposed by S. 1543, such stockholders

would be afforded the tax deferral benefits which are at present

available only to recipients of conventional stock dividends.

IV. Dividend Reinvestment Encourages Individual Savings

Finally, stockholders would participate in the program during

a period in which they do not require the cash dividends. This

would in turn encourage individual savings to provide for their

needs in the future in the form of supplemental retirement income.

In this respect, this legislation is based on desirable national

objectives analogous to those behind Keogh and IRA programs.

Hence, the favorable tax treatment afforded these programs is

warranted for dividend reinvestment. Such treatment is provided

by S. 1543.

In conclusion, A.G.A. recognizes that S. 1543 is a desirable

program for dividend reinvestment and would have the positive

effect of aiding capital formation for capital intensive industries.
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Stockholders INVESTORS

of America, inc. AMERIC

THE VOICE OF 25 MILLION

1625 EYE STREET, NW. WASHINGTOND. C. 20006 (202) 783-3430

My NAE IS MARGARET COX SULLIVAN AND I AM PRESID OF STOCKHOLDERS OF AMERICA, INC.,

A SEVEN-YEAR OLD, NONPROFIT, NONPARTISAN ORGANIZATION DEDICATED TO REPRESENT THE IN-

TERSTS OF STO uLES IN PUBLICLY HEL AMERICAN CORPORATIONS AND I AM HERE TODAY I
SUPPORT OF (S. 1543), FROM flE STOCWLIER VIEOINT.

THERE ARE NOW 25 MILLION OF US VO CURRENTLY OW STOCK IN 11,000 PUBLICLY OWMED

CORPORATIONS (NYSE STATISTIC). THIS MEANS THAT ONE WAE OF EVERY SIX ADULTS IN THE UNITED

STATES IS A STOCKHOLDER, OR STATED DIFFERENTLY, INDIVIDUAL STOCKiHOLDERS COMPRISE 11.8% OF

THE TOTAL PORATION. THEY ARE FROM EVERY WALK OF LIFE AND THEY HAVE ONE COflCN INTEREST -

TY ARE INVESTORS IN THE EQUITY CAPITAL HARIT.

THEY HAVE BEEN CA D TE BACKONE OF OUR FREE ENTERPRISE SYS'T, A SYSTEM THAT IS NOW

IN TROUBLE. SOMITING HAS HAPPENED MIC- SHOULD BE VIEWED WTH ALARM. THERE HAS BEEN A

SHARP DECLINE IN THE NUMBER OF STOCMILDERS. ACCORDING TO STATISTICS RELEASED BY flE NEW

YORKCWX -M GE, THE NUMBER OF INDIVIDUAL STOCKIOLDERS DECLINED BY 18% FROM 1970-75.

"-ING THESE YEARS, THE STOCIOCLDER POPULATION SLID FROM APPROXIMATELY 32 MILLION TO 25

MILLION AND THE AVERAGE AGE OF INVESTORS HAS MOVED FROM THE HIGH 4'S TO THE MID-50'S, THUS

POINTING TO THE FACT THAT YOUNGER PEOPLE ARE SIUNNING THE MARKET. FOR THE FIRST TIE SINCE

1952, WHEN SUCH STATISTICS WERE INITIALLY RECORDED, THE NUMBER OF INDIVIDUAL STO( LDERS

DID NOT SJBSTANTIALLY INCREASE AND THIS IS AT A TIME WHEN THE CAPITAL NEEDS OF THE WiMNTY

HAVE NEVER BEiN GREATER. IN FACT, THE 1979 JOINT ECONOMIC CC*tTTEE REPORT-STATED THAT THE

UNITED STATES NOW RANKS SEV' IN PRODUCTIVITY, CAPITAL INVESTMENT, AND ECONCIC GROWTH,

A NATIONAL NON-PROFIT NON-PARTISAN ORGANIZATION

ESTABLISHED 1972
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AFTER JAPAN, WEST G4ANY, ITALY, FRANCE, CANAM , AND GREAT BRITAIN.

(S. 1543) IS CETAINIY A STEP IN THE RIGHT DIFECI ON AND PROVIDES DIRECT AND Di-

HEDIATE IEP IN THE rIAToN oF IM, CAPITAL SO ESma TO InusT. o)WANIES NEED To

GDMTE EQUITY CAPITAL INITEIfAl RATHER THAN GO TO THE CAPITAL AMTS MX S3ME HAVE

BEEN BORWIN LARGE S AMS AT HIGH ITE RATES - RATES THAT ARE GOIN EVER HIGHER.

THIS LEGISLATION WOULD ALLOW THE C'WANIES TO CREASE DCIR DfEPDCE ON OUTSIDE FInwCDIG,

AVOID ITS DG
1

DIsE, AND STILL RAISE Nmm EQUITY.

"IRIEf, AND MMST IMPORTANTLY, FROM OUR POINT OF VIEW, IT IS ATTRACTIVE TO THE SOCK-

IVLLERS. DIVICDS REINVESTED IN ORIGINAL ISSUE STOC UNDER A QUALIFIED DIVIDD REIN-

VESIINT PLAN WOULD BE EXEMPT FROM THE STOCDERS' S INDIVIDUJAL FEDERAL D0U TAX. THIS

IS AN INVESNMT INCENTIVE FOR THE CURRENT AND TH POTENTIAL STOCILER OR THOSE STOCK-

HOILERS WHO HAVE LEFT TH MARKET. THE MARWTPLACS NEEDS THESE INDIVIUALS AND THEY MUJST

BE ATTRACTED BACK.

EQUITY INVEST UMLS AN UNIQUE PLACE IN OUR SYSTEM. IT CREATES THE CAPITAL

THAT PEIUTS MODER4IZATION OF PLANT FACILITIES, DIPROVES PRODUCTIVITY, ALLOWS CAPITAL

FOR RESARMI AND DEVELORMENT FOR NEW TECHNLOGIES, AND CREATES JOBS - ALL OF VklICi LEADS

TO A SOUND AND HEALTHY NATIOlAL ECONOMY.
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Stockholders INV

*of America, inc. M

THE VOICE OF 25 MILLION _____

1825 EYE STREET, N.W. WASHINGTON. D. C. 20006 (20"

STATEMENT FOR

THE SUBCOPIMITTEE ON
TAXATION AND DEBT MANAGEMENT

OF THE
SENATE COMMITTEE ON FINANCE

96TH CONGRESS

ON

S. 1543

RELATING TO TAX TREATMENT OF QUALIFIED DIVIDEND REINVESTET PLAS

By

MARGARET COX SULLIVAN
PRESIDENT

STOCKHOLDERS OF AMERICA, INC.
WASHINGTON DC

OCTOBER 31, 1979

A NATIONAL NON-PROFIT NON-PARTISAN ORGANIZATION
ESTABLISHED 1972

ESTORS

ERICA

2) 783-3430
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MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE:

I APPRECIATE THE OPPORTUNITY TO APPEAR BEFORE THIS DIS-

TINGUISHED COMMITTEE ON BEHALF OF STOCKHOLDERS OF AMERICA, INC.

MY NAME IS MARGARET COX SULLIVAN AND I AM PRESIDENT OF THIS SEVEN-

YEAR OLD NONPROFIT, NONPARTISAN ORGANIZATION DEDICATED TO REPRE-

SENTING THE INTERESTS OF STOCKHOLDERS IN PUBLICLY HELD AMERICAN

CORPORATIONS,

WE ARE GRATEFUL THIS COMMITTEE IS CONCERNED WITH INVESTMENT-

RELATED TAX MEASURES. A CONCERN, I NEED NOT ADD, VITAL TO STOCK-

HOLDERS AND THEIR COMPANIES,

THERE ARE NOW 25 MILLION OF US WHO CURRENTLY OWN STOCK IN
11,000 PUBLICLY OWNED CORPORATIONS (NYSE TATISTIC). THIS MEANS

THAT ONE OUT OF EVERY SIX ADULTS IN THE UNITED STATES IS A STOCK-

HOLDER, OR STATED DIFFERENTLY, INDIVIDUAL STOCKHOLDERS COMPRISE

11.8% OF THE TOTAL POPULATION. STOCKHOLDERS ARE A VERY DIVERSIFIED

GROUP OF AMERICANS FROM EVERY STATE ACROSS THE COUNTRY AND FROM

EVERY WALK OF LIFE, NOT JUST A FEW OF THE SO-CALLED RICH - AND THEY

HAVE ONE COMMON INTEREST - THEY ARE INVESTORS IN THE EQUITY CAPITAL

MARKETS. THEY ARE CAPITALISTS AND IT IS OUR CAPITALISTIC SYSTEM -

CALLED FREE ENTERPRISE OR PEOPLE'S CAPITALISM - THAT HAS PROVIDED A

MECHANISM FOR ITS PEOPLE TO BUILD OUT OF A WILDERNESS THE GREATEST

INDUSTRIALIZED COUNTRY IN THE WORLD - A NATION THAT ENJOYS THE

HIGHEST STANDARD OF LIVING. ANY INDIVIDUAL CAN INVEST IN AND OWN

A SHARE OF MOST AMERICAN CORPORATIONS, HE OR SHE CAN BECOME A
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PART OWNER WITH VOTING RIGHTS AND PARTICIPATE IN THE GROWTH OF

THE ENTERPRISE AND THE COUNTRY. AN INTERESTING NEW YORK STOCK Ex-
CHANGE STUDY REVEALED THAT 71Z OF THE STOCKHOLDERS HAVE AN ANNUAL

INCOME OF LESS THAN $25,000. FIFTY PERCENT OF THE STOCKHOLDERS

HAVE STOCK PORTFOLIOS VALUED AT LESS THAN $10,000. MAYBE-THAT IS

WHY THEY ARE CALLED THE LITTLE GUYS. IT IS A GREAT SYSTEM IT HAS

MADE US A NATION OF OWNERS,

THE SUCCESS AND STRENGTH OF THAT SYSTEM COMES FROM THIS LARGE

DIVERSIFIED OWNERSHIP BASE OF STOCKHOLDERS. JUST AS THE MILLIONS

OF WORKERS IN THE LABOR FORCE SUPPLY LABOR SERVICES, SO CAPITAL

SERVICES ARE SUPPLIED BY THE CAPITAL FORCE, THE INDIVIDUAL IN-

VESTORS HAVE BEEN CALLED THE BACKBONE OF THIS SYSTEM; THEY ARE THE

MAIN SOURCE OF EQUITY CAPITAL,

YET SOMETHING HAS HAPPENED WHICH SHOULD BE VIEWED WITH ALARM.

ALTHOUGH WE STILL ARE 25 MILLION STRONG, THERE HAS BEEN A SHARP DE-

CLINE IN THE NUMBER OF STOCKHOLDERS, ACCORDING TO STATISTICS RE-

LEASED-BY THE NEW YORK STOCK EXCHANGE, THE NUMBER OF INDIVIDUAL

STOCKHOLDERS DECLINED BY 18% FROM 1970-75. DURING THESE YEARS, THE

STOCKHOLDER POPULATION SLID FROM APPROXIMATELY 32 MILLION TO 25

MILLION AND THE AVERAGE AGE OF INVESTORS HAS MOVED FROM THE HIGH

40'S TO THE MID-50'S, THUS POINTING TO THE-FACT THAT YOUNGER PEOPLE

ARE SHUNNING THE MARKET, FOR THE FIRST TIME SINCE 1952, WHEN SUCH

STATISTICS WERE INITIALLY RECORDED, THE NUMBER OF INDIVIDUAL STOCK-

HOLDERS DID-NOT SUBSTANTIALLY INCREASE. THIS IS ALARMING, PARTICU-

LARLY IN THESE TIMES WHEN THE CAPITAL NEEDS OF THE COUNTRY HAVE
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NEVER BEEN GREATER.

IT HAS BEEN ESTIMATED THAT OVER THE NEXT TEN YEARS AMERICAN IN-

DUSTRY WILL NEED $5 TRILLION. WE HAVE ALLOWED OUR GREAT AMERICAN

BUSINESS MACHINE TO GET RUSTY, OUR EQUIPMENT IS BECOMING OBSOLETE,

AND MANY INDUSTRIES OPERATE SHORT OF CAPACITY. WE HAVE TO REALIZE

THAT 67% OF ALL METAL WORKING MACHINERY IN THIS COUNTRY IS MORE THAN

13 YEARS OLD, WHEREAS IN JAPAN THE FIGURE IS ONLY 30% AND IN GER-

MANY 37%0 THAT'S TYPICAL OF ALL OUR PLANT AND EQUIPMENT; AND IT

SHOWS WHY OUR LONG-TERM PRODUCTION ADVANTAGES ARE FADING, IN FACT,

THE 1979 JOINT ECONOMIC COMMITTEE REPORT STATED THAT THE UNITED

STATES NOW RANKS SEVENTH IN PRODUCTIVITY, CAPITAL INVESTMENT, AND

ECONOMIC GROWTH, AFTER JAPAN, WEST GERMANY, ITALY, FRANCr, CANADA,

AND GREAT BRITAIN.

WE MUST REBUILD OUR INDUSTRIAL ENGINE AND.EXPAND OUR ECONOMY

AND THAT IS WHY WE ARE HERE TODAY IN SUPPORT OF (S. 1543), THIS

LEGISLATION IS CERTAINLY A STEP IN THE RIGHT DIRECTION AND PROVIDES

DIRECT AND IMMEDIATE HELP IN THE FORMATION OF NEW CAPITAL SO ESSENTIAL

IN CAPITAL INTENSIVE INDUSTRIES, SUCH AS THE UTILITIES INDUSTRYTHE

AUTOMOBILE INDUSTRY, STEEL, TRANSPORTATION, AND COAL MINING. FUR-

THER, IT PROVIDES A SIMPLE, CONVENIENT, AND TAX EXEMPT WAY TO EN-

COURAGE INDIVIDUAL SAVING PLUS BUILDING THE INDIVIDUAL STOCKHOLDER' S

INVESTMENT. THIS IS ATTRACTIVE - AN INVESTMENT INCENTIVE FOR THE

CURRENT AND THE POTENTIAL STOCKHOLDERS OR THOSE STOCKHOLDERS WHO

HAVE LEFT THE MARKET. THE MARKETPLACE NEEDS THESE INDIVIDUALS AND

THEY MUST BE ATTRACTED BACK.
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THE COMPANIES NEED TO GENERATE EQUITY CAPITAL INTERNALLY

RATHER THAN GO TO THE CAPITAL MARKETS WHERE SOME HAVE BEEN BORROW-

ING LARGE SUMS AT HIGH INTEREST RATES - RATES THAT ARE GOING EVEN

HIGHER, THERE HAS BEEN A DANGEROUS INCREASE IN DEBT/EQUITY RATIOS

IN RECENT YEARS. CLIMBING DEBT RATIOS MAKE BUSINESS HIGHLY:vJL-

NERABLE TO BUSINESS CYCLE CHANGES. THE GROWTH OF HIGH DEBT RATIOS

IS A VERY UNDESIRABLE DEVELOPMENT WHICH TENDS TO CAUSE BANKRUPTCIES,

GENERALLY SUPPRESSES ECONOMIC GROWTH, AND STYMIES THE ABILITY OF

BUSINESS TO. EXPAND AND MODERNIZE.

THIS LEGISLATION WOULD ALLOW THE COMPANIES TO DECREASE THEIR

DEPENDENCE ON OUTSIDE FINANCING, AVOID ITS EXPENSE, AND STILL RAISE

NEEDED EQUITY, BY KEEPING CAPITAL COSTS DOWN, THE COMPANIES MAY BE

ABLE TO PASS THE SAVINGS ON TO THEIR STOCKHOLDERS - PERHAPS TO THE

CONSUMERS AS WELL.

(S. 1543) PROPOSES A VERY SIMPLE TECHNIQUE. DIVIDENDS REIN-

VESTED IN ORIGINAL ISSUE STOCK UNDER A QUALIFIED DIVIDEND REINVEST-

MENT PLAN WOULD BE IUXEMPT FROM THE STOCKHOLDER IS INDIVIDUAL FEDERAL

INCOME TAX. STOCK PURCHASED IN THIS MANNER WOULD BE TREATED SIM-

ILARLY TO STOCK DIVIDENDS AND SUBJECT TO CAPITAL GAINS TAX WHEN

SOLD. STOCK MUST BE KEPT AT LEAST A YEAR TO QUALIFY UNDER THIS

LEGISLATION. THE INDIVIDUAL STOCKHOLDER WOULD BE ABLE TO EXCLUDE

ONLY UP TO $1,500 PER YEAR OF HIS/HER DIVIDEND INCOME, $3,000 FOR
THOSE FILING JOINTLY.

ACCORDING TO A RECENT WALL STREET JOURNAL ARTICLE, IT IS

56-074 0 - 80 - 26
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ESTIMATED THAT SOME 20Z OF THE CAPITAL RAISED LAST YEAR WAS RAISED

THROUGH THE PRESENT TYPE DIVIDEND REINVESTMENT PLAN TECHNIQUE4

CERTAINLY WITH THIS ADDITIONAL TAX INCENTIVE THE AMOUNTS WOULD

GREATLY INCREASE - AND THE NUMBER OF COMPANIES ESTABLISHING SUCH

A PLAN WOULD GROW. ACCORDING TO OUR BEST RESEARCH, THERE ARE NOW

APPROXIMATELY ONE THOUSAND COMPANIES OFFERING A REINVESTMENT DIVI-

DEND PLAN BUT ONLY ABOUT 138 COMPANIES WITH THE ORIGINAL ISSUE AP-

PROACH.

WHILE (S. 1543) WILL PROVIDE CONSIDERABLE DIRECT AND IMMEDIATE

HELP IN THE FORMATION OF NEW CAPITAL BY LIMITING THE TAX EXEMPT

STATUS TO REINVESTMENT IN ORIGINAL ISSUE STOCK AND IS A STEP IN

THE REDUCTION OF THE DOUBLE TAX ON DIVIDENDS, AND THIS IS GOOD, IT

MUST NOT BE OVERLOOKED THAT THE DOUBLE TAX ON ALL DIVIDENDS IS UN-

FAIR AND UNJUST. FURTHER LEGISLATION SHOULD BE CONSIDERED TO ELIM-

INATE THIS INEQUITY.

As WE ALL KNOW, EQUITY INVESTMENT FULFILLS AN UNIQUE PLACE
IN OUR SYSTEM. IT CREATES THE CAPITAL THAT PERMITS MODERNIZATION

OF PLANT FACILITIES, IMPROVES PRODUCTIVITY, ALLOWS CAPITAL FOR

RESEARCH AND DEVELOPMENT FOR NEW TECHNOLOGIES, AND CREATES JOBS -

ALL OF WHICH LEADS TO A SOUND AND HEALTHY NATIONAL ECONOMY.
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Summary Testimony of

WILLIAM MALONE
Vice President

General Telephone & Electronics Corporation
on behalf of the

UNITED STATES INDEPENDENT TELEPHONE ASSOCIATION

before the
Subcommittee on Taxation and Debt Management

of the
Senate Committee on Finance

October 31, 1979

The United States Independent Telephone Association-

supports S. 1543, co-sponsored by Senators Nelson, Bentsen,

Tower, and Schmitt, which would defer taxation of reinvested

dividends.

The telephone industry -- being capital intensive --

requires a steady stream of equity funds to support its high

level of investment in new communications facilities, year-in

and year-out. Reinvested dividends are already an important

!/ The United States Independent-Telephone Association (USITA)
represents the Independent (non-Bell) segment of the tele-

phone industry in the United States. The Independent telephone
industry consists of 1,500 telephone companies serving over
thirty million telephones through 11,000 exchanges in over one-
half of the served geographic area of the Nation. A map showing
Independent-served areas of the United States and a state-by-
state tabulation of Independent company statistics are attached
as Exhibits A and B. These companies, together with the
operating companies of the Bell System, provide exchange and
inter-exchange telecommunications service through the integrated
facilities of the telephone network.

The Independents' investment in plant and facilities is
now $28 billion, and total plant investment is the equivalent of
$156,000 per employee. About $3.5 billion was spent in 1978
for upgrading service and facilities; and the comparable figure
for 1979 is estimated to be $3.8 billion.
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source of equity capital for many corporations, and S. 1543

would make it more attractive for additional shareholders to

reinvest their dividends.

As it is, shareholders participating in automatic

reinvestment plans must pay taxes on dividends without having

received any hard cash with which to pay the tax. This is

particularly burdensome to small shareholders, who as a group

have a much higher level of participation in existing dividend

reinvestment plans. Chart 1 shows that GTE shareholders with

fewer than 50 shares are ten times more likely to reinvest

their dividends than are GTE shareholders with over a thousand

shares. Analysis shows that 84 percent of the GTE plan's partici-

pants own one hundred shares. or less.

S. 1543 would contribute significantly to tax equity

or "neutrality" among investors in utility and non-utility stocks.

Traditionally investors in utility stocks have sought a high

dividend yield. As a result the utilities have a significantly

higher dividend pay-out ratio than non-utilities. Because a

substantial proportion of shareholders currently invest in

utilities for dividend income rather than capital gains, the

utilities do not have the same degree of flexibility to alter

their dividend payout ratios as do industrial firms. The
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importance of dividend payout to utility investors can be

illustrated best by the traumatic experiences of Consolidated

Edison when it omitted a dividend payment in 1974 and General

Public Utilities when it unsuccessfully attempted to switch
*5/

from cash to stock dividends.- Thus, while a non-utility

may provide a return to investors through growth -- on which

taxation of gain is deferred until sale and.then taxed at

capital gains rates, -- the utility as a practical matter must

pay out a substantial part of earnings -- which are now taxed

on a current basis at ordinary rates.

The discrimination is seen most clearly in the cases

of stockholders of a high-growth company, who receive only

stock dividends which are not subject to tax, and stockholders

of a low-growth, high-payout company, who receive stock under an

automatic dividend investment plan after paying tax up front.

S. 1543 would remove this discrimination, which results in a

higher cost of-capital to the utilities -- a cost that is

reflected in higher rates to consumers.

Finally, deferral of taxation on reinvested dividends

would be a step toward elimination of double taxation of corporate

dividends. S. 1543 would at least defer taxes on reinvested

dividends.

USITA urges that S. 1543 be adopted.

** "A Case for Dropping Dividends," Fortune, June 15, 1968.
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EXHIBIT A

UNITED STATES INDEPENDENT TELEPHONE ASSOCIATION
(USITA)

INDEPENDENT TELEPHONE COMPANIES
SERVE 51% OF THE SERVED AREA
OF THE UNITED STATES
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EXHIBIT 8

INDEPENDENTS BY STATE

December 31, 1978

SasCamp" TleponeAlabama 31 406,500
Alaska 22 240.000
Arizona 6 75,000
Arkans 31 405.600
Clifornia 23 4.224.100
Colorado 26 36.200
Connecticut 2 18.300
Florida 16 2.581,600
Georgia 34 548,500
Howli 1 661,300
Idaho 12 135.600
Illinois 60 1,709,100
Indiana 53 1.434,000
Iowa 168 702,000
Kansas 44 301,600
Kentucky 18 635.300
Louisiana 22 166,500
Maine 17 92.400
Maryland 1 4,300
Massachusets 3 3,900
MIchin 50 888,100
Minnesota 95 646,000
Mississippi 21 71.700
Missouri 46 729.000
Montana 16 96.500
Nebraska 52 524,200
Nevada 4 477,700
New Hampshire 11 35.000
New Jersey 5 143,400
New Mexico 10 104,100
New York 4a 1,155,400
North Carolina 28 1,824,500
North Dakota 20 138,600
Ohio 49 1,900,000
Oklahoma 36 299,700
Oregon 34 504,700
Pennsylvania 52 1,792,600
South Carolina 28 549,200
South Dakota 32 103,800
Tennesse 24 504,600
Texas 81 1,874,800
Utah 10 35.900
Vermont 8 48,100
Virginia 20 784,200
Washington 39 777.800
West Virginia 7 147,800
Wisconsin 114 1,018,800
Wyoming 11 20,500
Total: 1,527 31,548,0-mmm
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CHART 1

GTE DIVIDEND REINVESTMENT PLAN
SHAREHOLDER PARTICIPATION

Shareholders
Registered

Shares Held Shareholders
1"50 210,538

51-100 107,456
101 -200 67,399
201-500 52,198
501-1,000 12,850

1,001 -over 7,376

Total 457,817

Plan Participation
Percent

Participants ParticIpation
62,069 29.5%
17,415 16.2

9,420 14.0
4,338 8.3

900 7.0
208 2.8

94,350 20.6%
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Senator CHAFEE. OK, we are honored by having the very distin-
guished Senator from North Carolina, Senator Morgan, testifying
on behalf of S. 555.

Senator MORGAN. Thank you, Mr. Chairman.
Senator CHAFEE. We are delighted to have you here, Senator.

STATEMENT OF HON. ROBERT MORGAN, A U.S. SENATOR FROM
THE STATE OF NORTH CAROLINA

Senator MORGAN. Mr. Chairman, if it is all right with you, I will
stand. After 30 years as a lawyer where you had to stand up to talk
it is sort of hard for me to speak sitting down.

Senator CHAFEE. All right. I am somewhat familiar with this bill.
Folks have come to speak to me about it, so why don't you go
ahead.

Senator MORGAN. Well, thank you, Mr. Chairman.
I will be very brief because we had hearings on this bill last year

and the record, I think, is replete with information on it.
But Mr. Chairman, I became concerned when I was Attorney

General about the accumulation or concentration of the ownership
of newspapers. I think as the record will show, today about 72
percent of the daily newspapers, and 76 percent of all of the
Sunday circulation is now controlled by chain operations, and by
that I mean those chains that operate across State lines.

Well, as Attorney General I looked at the possibility of antitrust
actions, and they just aren't practical, and we had Mr. Shenefield
from the U.S. Justice Department testify before our Small Business
Committee, and it is just not practical.

But what has happened, as you understand, is there is such a
demand now for newspapers, especially since they have gone to
offset and they are now making some money for a change after all
these years, that many of these chains will pay almost any price
for newspapers.

Tho New York Times owns three in my State that I know of. A
company based in London owns one of the daily papers in our
State. Freedom Chain owns a number of papers. What is happen-
ing, they will come by, and they will offir these independent,
generally family-owned papers such enormous amounts of money
for their papers that this sets an unrealistic high rate for tax
purpOses, and this is what IRS is using when they value them for
inheritance taxes, which is far--

Senator CHAFEE. How can the chain pay 20 or 30 times earnings
and themselves make money? I have never understood that.

That is-they are doing it, but I don't suppose you want to spend
too much time on that, but I am curious.

Senator MORGAN. Well, I--
Senator CHAFEE. Are there that much savings in mass, as it

were? What is the code word, savings for volume, when you have
got a variety of papers? I don't know how. They buy newsprint in
mass ways.

Senator MORGAN. I don't know on your question, but let me say
to the Chair that Mr. Morris Levin and Mr. Joseph lannucci who
are counsel for the Independent Local Newspaper Association, are
with me, and in just a minute I would like for them to speak on
that point.
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But because of that, the taxes are just exorbitant, and family-
owned papers simply have to sell. And I had some very fine testi-
mony from a newspaperman down in my home State that we will
make available to the committee.

But all this bill does is it provides some way that they can put up
to half of their pretax earnings into a trust, into government
securities, which would enable them to pay taxes after death.

Now, some of my newspaper friends said we don't want any
special treatment. Well, I said to them, we are not giving you any
special treatment. We are not doing it for the benefit of the news-
paper people, we are doing it for the benefit of trying to preserve a
free press, and I think that is important.

Mr. Jim Batten, the vice president of Knight-Ridder, who used to
be in my State and is a very fine man, he testified. He said as long
as the Knight-Ridder chain was run by the Knights, the people
who were journalists, he wasn't concerned about what would
happen to them in the ownership. But the trouble is they are on
the big board" You don't know when Mobil Oil or Exxon or some-
body else is going to take them over.

So we aren't doing this for the benefit of the newspapers. We are
doing it for the benefit of the public in whose interest it is to
maintain a free press.

And the urgency of this, Mr. Chairman, is that since-this is Mo
Udall's bill, I wish I could claim authorship-since I have been
working on this bill, we have averaged losing 1 independent news-
paper per week, over 50. The gentleman from the Nashville Ten-
nessean, John Siegenthaler, who worked with us, testified last
time, lo and behold, his paper was sold since we were here last
time, for something like $50 million. So there really is some urgen-
cy on it.

Now, my caution light is on, but I wonder if the chairman would
allow--

Senator CHAFEE. Sure, yes, you go ahead, Senator. You have our
witnesses speak.

Senator MORGAN. All right, if you will allow me, I will go back to
the Senate.

Senator CHAFEE. All right, fine. Thank you very much, Senator
Morgan. We appreciate your testimony.

Senator MORGAN. Mr. Chairman, I have a prepared statement
and material, and I would like to submit some figures which I
think might respond to those submitted by the Treasury.

Senator CHAFEE. Perfect, fine. We will submit those.
[The prepared statement and material of Senator Morgan follow.

Oral testimony is continued on p. 448.]
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Testimony
.Senator Robert Morgan
Before the Senate Finance Subcommittee on Taxation and

Debt Management
Regarding S. 555, The Independent Local Newspaper Act of 1979
October 31, 1979

Mr. Chairman, I welcome this opportunity to come
before the Finance Subcommittee on Taxation and Debt
Management regarding S. 555, a bill to assist in the
preservation of local independent newspapers.

Background

As you may know, this legislation was introduced last
year by Congressman Morris Udall in the House and by myself
here in the Senate. Due to time pressure late in the 95th
Congress, we were unable to have floor consideration.

Since the bill's reintroduction this year and with the
growing awareness among members of the Senate about the
problems facing independent newspapers, the number of
sponsors for S. 555 has grown to twenty-eight.

This spring I chaired hearings before the Select
Committee on Small Business to inquire into the problems
facing independent ownership of newspapers. While many
witnesses addressed the incentiver for selling to a chain,
the problems of holding onto capital under the tax code and
the need for overall small business tax reform, every witness
agreed that the estate taxes in this country create a special
problem for independent newspapers.

S. 555

Let me briefly review the problem and discuss the
solution which is contemplated in S. 555.

At present there is a total of about 1750 daily
newspapers in the United States. While this number has
remained constant, the ownership has changed. Only about
600 remain independent. Today, 72% of the daily and 76%
of the Sunday circulation are controlled by chain operations.

One reason that independent owners have decided to
sell to chains is the heavy burden their heirs will face
in estate taxes. With chains paying 40 and 50 times
the annual earnings of independent papers with the hope
of getting a1-ax write-off or cashing in on inflation, the
IRS has value newspapers at a level far about what is the
normal valuation for a business, routinely about 5 to 15
times annual earnings. Newspaper stocks sell at 10 to 13
times earnings, but the IRS bases valuation on what a
willing seller will pay a buyer.

Faced with the enormous amount of tax, with large
cash offers from chains and with little financial incentive
to hold on to this important community service, the owners
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have sold out. They are selling out at a rate of one a
week to chains.

Mr. Chairman, since Congressman Udall introduced the
companion bill to S. 555 in 1977, over 100 papers have been
sold to chains and since I introduced S. 3441 in August of
1978, more than 50 papers have been sold to chains.

S. 555 is an attempt to bring some relief in this area.
Under this bill, a trust could be established by an
independent newspaper into which up to 50% of pretax income
could be contributed for the sole purpose of paying estate
taxes. Overfunding or a sale of the paper woqld result in
stiff penalties.

There is no reduction of the estate tax under this bill.
The heirs would have to pay the tax out of the trust. Extension
of time for payment, as permitted in closely held corporation
estates, is allowed, but a recapture Clause exists which would
penalize an heir who attempts to take advantage of the tax
benefit and sell the paper within 15 years of the death of
the owner. The bill does not provide tax exemptions, but a
pre-payment device for independent newspapers.

Mr. Chairman, this is a complex bill. It is designed
that way. The Senate has attempted to provide tax relief for
the small farmer by passing laws on valuation. The IRS has
seen fit to regulate these provisions off the books. This bill
goes another route from valuation and attempts to resolve some
of the regulatory issues ahead of time.

S. 555 has been endorsed by the Newspaper Guild and by
the International Typographer's Union. I believe that this
legislation addresses a problem recognized by all of those
who are familiar with the newspaper business.

Answer to Criticism

In this vein, let me address some of the objections
to this bill which have arisen during the House Ways and
Means Committee hearings this summer.

M don't we simply Ko the antitrust route? The
answer was well-put by John Sh-enefield, head of the Antitrust
Division of the Department of Justice, in testimony before
the Small Business Committee earlier this year. I will
submit a copy of that hearing for the Committee's files.
Mr. Shenefield indicated, as he did again in an article
in the American Bar Association Journal, which I will include
for the.hearing record, that existing antitrust laws do not
adequately deal with the newspaper problem, which is one of
ownership concentration across a wide market area. Control
of ideas, unlike control of commodities, is not susceptible
to existing antitrust enforcement.

Why not act through special valuation? Well, as I
noted ear irth-is apears to be the direct approach'
Yet we have seen what the Internal Revenue has done with
all of the hard work of the Senate. Special valuation
requires individual bookkeeping and often litigation that
will discourage owners just as surely as the present estate
taxes do from trying to hold on to their papers. S. 555
doesn't require much administration. And the Treasury will
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lose, as the bill is currently drafted, only $10 million
a year, pe the budget estimate of the Joint Tax Committee.
We believe the Treasury can and will make money through
S. 555. Finally, the Treasury flatly opposes use of a
valuation formula.

!hZ special legislation, why not broad small business
relief? I hardly know where to begin in response to this
question. First, the Congress is on record as considering
independent-newspapers as a special case. The Newspaper
Preservation Act of 1970 sets forth the concern of the
Congress with the state of newspaper ownership and with the
importance of independent papers to this country.

Second, the press is the only institution specifically
named in the Bill of Rights for protection.

Third, the entire tax code represents the breaking out
of certain classes and groups for special attention, other-
wise there would be no code, only one flat rate. *Broad
reform, as we all know, would take many years; years
independent papers do not have.

Finally, I am introducing this legislation not for the
benefit of the newspapers themselves, but for the people of
this country. Competition in the newspaper industry,
freedom of editorial content-- good or ill-- and an ability
to dissent are guaranteed by an.independent press and this
is vital for our free society.

Recently speaking before the Government-Affairs Committee
of the American Newspaper Publishers Association, several
independent newspapermen stood up to praise me for introducing
this bill. They added that it was only because they were
owners of independent papers that they felt they could stand
up to speak; they feared a time when all members of. the
Association were members of chains and there would be no
need for meetings. The head of the Committee spoke for the
Committee and endorsed this bill.

Mr. Chairman, because of time pressure, and I want to
thank you and your staff for providing me this time, I
will submit several items for the hearing record. As I
noted, I will submit a copy of the hearings on newspaper
ownership for the files; but for the record, I would like
to submit the article by Assistant Attorney General Shenefield,
a copy of the prepared statements of the gentlemen accompanying
me regarding the mechanics of this bill and answering other
questions, a memorandum explaining the provisions of S. 555
and other items.

Thank you Mr. Chairman. I will be happy to any questions
you may have.
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MEMORANDUM

In Re: Independent Local Newspaper Act of
1979: Advance Estate Tax Payment
Trust (Section 529) Extended Payment
of Estate Tax (Section 6166B)

Current Law

Generally an estate tax return is due nine months after

the decedent's death and, except in certain specified situa-

tions, payment of the estate tax is required to be made with

the return.

Current law contains several provisions which permit

the extended payment of the estate tax for periods of up to 10

years, and in one case of up to 15 years, from the regular

due date on the tax (secs. 6166 and 6166A). To fund payment of

the estate tax, capital gains treatment is afforded a corporate

distribution in redemption of stock to the extent that the amount

of such distribution does not exceed estate and death taxes,

administration expenses, and funeral expenses (sec. 303).

However, the extended payment provisions are premised

upon the existence of a pressing "liquidity" problem which would

result from regular payment of the estate tax when the assets of

a closely held business comprise all or a very substantial

percentage of the estate. When the owner of an interest in an

independent local newspaper cannot meet the percentage restric-

tions, he is faced with the necessity of liquidating his interest
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to a chain newspaper in order to fund payment of the estate tax.

Capital gains treatment for redemptions is likewise restricted

by a significant percentage limitation. Neither the extended

payment provisions nor the redemption provision encourages

continued independent local ownership of newspapers or takes into

account the vital public interest in preserving competitive local

newspapers in all parts of the United States.

Estate tax extensions. Current law generally provides for

deferred payment of the estate tax in the following circumstances:

(1) The Internal Revenue Service may extend payment of

the tax for a period of up to 10 years for "reasonable cause",

such as needed time to collect receivables or to convert assets

into cash (sec. 6161(a)(2)).

(2) In addition, an executor may elect to extend payment

of the estate tax over a period not to exceed 10 years where

the value of the decedent's interest in a closely held busi-

ness exceeds 35 percent of the value of the gross estate or 50

percent of the-decedent's taxable estate (sec. 6166A). How-

ever, only that portion of the estate tax attributable to the

closely held business may be extended.

(3) Alternatively, the executor may elect to extend

payment of the tax for a longer period of up to 15 years if

the value of the decedent's interest in a closely held business

exceeds 65 percent of the decedent's adjusted gross estate (sec.

6166(a)). The tax (but not interest thereon) may be deferred

for up to 5 years and then paid in equal installments over the
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next 10 years. The rate of interest is 4 percent on the deferred

tax attributable to the first $1 million of closely held business

property, and 7 percent on the remainder.

Capital gains treatment. A distribution of property to

a shareholder by a corporation in redemption of corporate

stock which is included in the gross estate of a decedent is

afforded capital gains treatment if certain percentage restric-

tions are satisfied. The redemption must be accomplished by a

corporation whose stock comprises more than 50 percent of the

value of the decedent's gross estate reduced by losses, debts,

and administration expenses. Furthermore, this special capital

gains treatment is available only as to that amount of the

distribution which does not exceed estate taxes and administra-

tion and funeral expenses.

Current Law Applied to Independent Newspapers

The extension of payment provisions are intended to allevi-

ate the liquidity problems experienced by estates in which the

assets consist largely of a closely held business. The redemp-

tion provision is designed to facilitate the use of corporate

assets to fund payment of the estate tax where the closely held

business constitutes a substantial part of the estate of the

decedent. These provisions do not reach the vital public interest

in preserving independent local newspapers where the estate

includes an interest in such a newspaper, but the percentage

restrictions imposed by current law are not met. In such a
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case, corporate assets would not be available to fund payment of

the estate tax, and the executor would be faced with prompt pay-

ment of the estate tax in full. The serious liquidity problems

entailed in meeting the estate tax in such circumstances is

calculated to encourage disposition of the newspaper to chain

publishers to raise the required cash funds.
Congress has declared that it is the public policy of

this country to maintain an independent and competitive newspaper

press in all parts of the United States. (15 U.S.C. S 1801

(1970)). When the executor of an estate which includes an in-

terest in an independent local newspaper is forced to liquidate

a portion or all of that interest in order to pay the estate tax,

the dominant buyers are inevitably the large owners of newspaper

chains. The Congressional policy of preserving independent

newspapers is thereby frustrated.

For example, if the owner of an interest in a local news-

paper wished to pass on to the next generation $1 million of

newspaper assets, he would need at least $1.5 million in assets

before estate taxes since the effective rate on $1.5 million is

approximately 40%, leaving $1 million after taxes. To pass on

$2.5 million of newspaper assets, he would need $4 million before

estate taxes. In order to pass on $5 million of newspaper assets,

the decedent would need $13.6 million in assets in order to fLnd

$8.5 million in estate taxes incurred at an effective rate of

approximately 70%. In addition, if corporate assets are to be

56-074 0 - 80 - 27
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used to fund payment of the estate tax, applicable income taxes

would further increase the funds needed to maintain local inde-

pendent ownership of a newspaper. While these figures will vary

depending on each local newspaper owner's personal circumstances,

the ultimate conclusion is the same: the combined income and

estate tax burden of current law encourages the disposition of

interests in local independent newspapers to large chain pub-

lishers unless the stringent per shareholder ownership require-

ments of current law can be satisfied. More important, it is

less likely that these ownership requirements can be met in

second or third generation owned local independent newspapers.

This is borne out by the fact that the total number of

daily newspapers has remained at approximately 1770 newspapers

from 1954 to 1974, yet the percentage of those dailies owned by

chains controlling 2 or more newspapers has increased dramatically

from 27% to 55% during that period, and the trend has accelerated

since 1974. W. Baer, H. Geller, J. Grundfest & K. Possner,

Concentration of Mass Media Ownership 37 (September 1974) (The

Rand Corporation). During a similar period, the number of U.S.

cities with competitive daily newspapers fell from 117 to 55.

(Id., 35). The impact of the current estate tax provisions on

this trend of lessened competition cannot be doubted.

New Section 529

Section 529, Independent Local Newspaper Advance Estate

Tax Payment Trust, provides for the adoption by a local independent
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newspaper of a plan authorizing the creation of a trust for each

individual who has an interest in the newspaper for the sole

purpose of funding payment of the individual's estate tax which

is attributable to his interest in the newspaper. The trust

will receive contributions exclusively from the newspaper and

will invest its assets solely in U.S. government obligations.

Upon an individual's death, the trust assets will be used ex-

clusively for payment of his estate tax. The net effect of the

provision thus redounds to the benefit of the federal government

by making monies earmarked for payment of future estate taxes

immediately available. The liquidity problems faced by indivi-

duals who cannot qualify for special treatment under current law

also would be alleviated. The need to raise funds for estate

taxes, even with an extension for payment, would not force their

executors to press for the sale of a local independent newspaper

to large chain publishers. The provision, therefore, permits an

independent local nespaper to arrange for the advance payment of

estate taxes to the government in order to maintain its indepen-

dent status.

Explanation of Provisions

In general. The provision requires an independent local

newspaper to adopt a plan permitting the creation of a qualified

trust for each individual who has an interest in the newspaper

jor the exclusive purpose of funding payment of the individual's

estate tax attributable to his interest in the newspaper. To
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be a qualified trust, the trust, among other things, must be

created in the United States for an individual who has an interest

in the newspaper, must be created pursuant to the plan adopted

and must have a governing instrument providing the following:

trust assets are to be invested solely in obligations of the

United States; contributions are to be made exclusively by the

newspaper during the individual's lifetime and, after his death,

prior to payment of his estate taxi trust assets are to be

devoted exclusively to payment of the individual's estate tax

which is attributable to his interest in the newspaper; and any

excess funding of the trust is to be distributed promptly to the

individual (if living) or to his estate (if deceased). Finally,

the plan adopted by the newspaper must require that the contribu-

tions to the qualified trust be made exclusively by the newspaper

solely for the purpose of payment of the estate tax.

In order to limit use of the trust to its essential

purpose and to curtail the potential for abuse, an individual who

has an interest in more than one newspaper may be the beneficiary

of a qualified trust only with respect to his interest in one

independent local newspaper business, and then only if his news-

paper interests do not constitute a newspaper publishing chain

under the applicable definition. In addition, where a newspaper

business is conducted by a partnership or corporation which is

also engaged in other business activities, the contributions to

the trust are limited to the value of the partnership or corporate
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stock interest attributable to the newspaper business (determined

as a separate going concern), and to minimize value allocation

problems in such circumstances, provision is made for the spin-off

of the other business operations subject to specified restrictions.

Tax treatment. The exclusive purpose of the newspaper

trust is to permit advance funding of the estate tax to preclude

the need for disposition of newspaper assets, and it would there-

fore be inappropriate to impose a tax on trust assets, contribu-

tions or distributions. A qualified trust is therefore exempt

from taxation, provided the trust is administered in conformity

with the requirements for qualification in its governing instru-

ment and in accordance with applicable regulations.

An individual who is the beneficiary of a qualified

trust, and his estate, will not be taxed on contributions made to

the trust by the independent local newspaper business and, in the

case of his estate, on distributions made by the trust in-payment

of the estate tax. In order to preclude questions of constructive

receipt, contributions to any qualified trust are deemed to be

exempt from taxation to any individual participating in the

independent local newspaper's advance estate tax payment.

An independent local newspaper business can contribute

an amount each year not in excess of 50 percent of its taxable

income for the year from its newspaper operations and deduct such

amount as an ordinary and necessary business expense. No deduc-

tion is allowed, however, to the extent that any contribution

results in excess funding of the trust.
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Termination of tax exempt status. Excess funding of the

trust will not only cause the newspaper to lose its deduction,

but it will cause the individual or his estate to realize income

in the amount of the excess funding. The trust is excess funded

when the fair market value of the trust assets exceeds the estate

tax attributable to the decedent's interest in the newspaper.

In addition, during an individual's lifetime contributions to the

trust may not exceed 70 percent of the fair market value of his

interest in the newspaper business. Excess funding of the trust

thus occurs either when the assets exceed the highest marginal

rate of estate tax that can be imposed, or when trust assets

exceed the actual estate tax attributable to the decedent's

interest in an independent local newspaper business.

There are a number Of events which can cause a trust to

become excess funded. If any part of an individual's interest

in the independent local newspaper business is sold or exchanged,

or if such interest is traded in an established securities

market, or if the newspaper ceases publication, or is sold to a

chain of newspaper publications or otherwise, excess funding will

result. In such a case, the amount of any excess funding is

treated as distributed to the individual and is includable in his

gross income. In the case of a decedent, the amount of any excess

funding is treated as distributed to the decedent's estate and is

includable in the gross income of the estate as income in respect

of a decedent. In addition, the amount of any excess funding is
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includable in the decedent's gross estate for estate tax purposes

(which may necessitate a recalculation of the estate tax).

In addition, in the case of excess funding, the independent

local newspaper will recapture any tax deductions taken for prior

contributions which resulted in a tax benefit to the newspaper.

Specifically, the newspaper must include in gross income the

lesser of the amount of such excess funding or its prior contri-

butions to the trust as to which the tax benefit was realized.

A qualified trust will lose its tax exempt status

entirely if it is not administered in conformity with the re-

quirements for qualification specified in its governing instru-

ment, or in accordance with the regulations prescribed by the

Secretary to carry out the purposes of the trust. Upon the

occurrence of an event which causes the trust to lose its tax

exempt status, all of the assets of the trust are treated as

distributed as described above. By these restrictions on the

manner in which a qualified trust ca.i be administered and the use

to which trust assets can be put, the potential for tax avoidance

is removed, and owners of interests in independent local news-

papers are encouraged to make a significant economic commitment

toward preserving their interests in the newspapers.

Explanation of other provisions. An independent local

newspaper is limited to a newspaper publication which has all its

publishing offices in a single community and is not one of a chain

of newspaper publications. A chain of newspaper publications
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means two or more newspaper publications published in different

communities and owned, directly or indirectly, by the same person

or persons.

An interest in an independent local newspaper business

includes an interest in a proprietorship or an interest in a

partnership or corporation which has none of its outstanding

partnership or stock interests traded in an established securi-

ties market. Moreover, in the case of a partnership or corpora-

tion, the outstanding partnership or corporate stock interests

will qualify as an interest in an independent local newspaper

business only to the extent the value of such partnership or

corporate stock interest is attributable to the newspaper business

(as a separate going concern). In addition, in determining

whether a newspaper is an independent local newspaper business,

commonly controlled corporations are treated as a single corpora-

tion where the same parties in interest own at least 50% of the

total combined voting power of all classes of stock entitled to

vote, or at least 501 of the total value of shares of all out-

standing classes of stock of such corporation. This is done in

order to prevent a chain of newspaper publications from reorgani-

zing into several corporations to take advantage of this section.

The estate tax attributable to an interest in an inde-

pendent local newspaper business means the excess of the amount

of tax imposed by section 2001 over the tax that would have been

imposed if no interest in an independent local newspaper had been

included in the gross estate of the decedent.
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The value of an interest in a partnership or corporation

which is attributable to an independent local newspaper is deter-

mined by apportioning the net fair market value of the newspaper

(determined as a separate going concern) proportionately among

all outstanding partnership or corporate stock interests, with

appropriate adjustment for limited equity interests such as pre-

ferred stock. This is done to minimize valuation problems and

potential valuation controversies. To facilitate the alloca-

tion of values where a corporation is engaged in business

activities in addition to newspaper publication, the corpora-

tion is permitted to spin-off, through means of a separate

corporation, its non-newspaper operations. This spin-off must,

however, satisfy the active business requirements of section

355 for both the five-year period immediately preceding and

following the spin-off, a total of ten years, except for a change

of business after the spin-off due to involuntary conversion,

governmental order and the like. In addition, the distributee

shareholders (and in the event of death and the like, their

successors-in-interest) must intend to, and must in fact, retain

a controlling stock interest, as defined in section 368(c),

in both corporations for the five-year period following the

spin-off. This is done to prevent any possible use of the

spin-off for tax advantage.

Under current law, the carryover basis of property

inherited from a decedent dying after 1979 is generally the
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decedent's adjusted basis in the property immediately before

his death. If the fair market value of the property exceeds

its adjusted basis, the carryover basis in such appreciated

property is increased by federal and state estate taxes.

However, under this section the estate tax attributable to

an interest in an independent lodal newspaper business will

be paid out of the assets of a qualified trust, and the

carryover basis in such an interest would therefore not be

increased by payment of estate taxes. This increases the

potential capital gains which would result from a subsequent

disposition of newspaper assets, creating another incentive

to maintain it.dependent local ownership of newspaper assets.

Recapture

To encourage the continuation of independent local newspaper

ownership after the death of the individual owning the interest

in the newspaper, this section also provides for the recapture of

estate tax benefits if the person who receives an interest in an

independent local newspaper disposes of that interest. This

recapture provision parallels section 2032A of the Internal

Revenue Code, which provides for the recapture of estate tax

benefits on the disposition of qualified farm property within 15

years after the date of death. The provision requires the

recapture of such benefits if the interest in the independent

local newspaper is disposed of within 15 years after the death of

the individual for whom a qualifying trust was created, except
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for dispositions of such interests at death. Recapture is phased

out during the period between the 10th and 15th years after the

date of death, just as it is under section 2032A, since there is

an increased likelihood that changed circumstances might require

a disposition, and heirs of owners of independent local newspapers

should not be bound to the independent local newspaper business

permanently.

Effective Date

This section is applicable to trusts; created on or after

January 1, 1979.

New Section 6166B

Section 6166B, Extension of Time For Payment of Estate

Tax Where Estate Includes Interests in Independent Local News-

paper, applies the 15 year extension provision of current law to

an estate comprised in part of an interest in an independent

local newspaper. No percentage restrictions are imposed. By

this method, estate taxes would not cause the sale of interests

in local independent newspapers to large chains, and indepen-

dent ownership of local newspapers would be encouraged.

Explanation of Provisions

In general. When an estate includes an interest in an

independent local newspaper, the executor may elect to defer

payment of part or all of that portion of the estate tax attri-

butable to the interest in one such newspaper (but not the
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interest on the tax) for up to 5 years, and then to paythe tax

in equal yearly installments for up to 10 years. Interest on

the amount-of tax extended would be payable at the same rate as

that prescribed in section 6601(j) for other extensions of the

estate tax. If a deficiency has been assessed, the deficiency

may be prorated to the installments.

In order to limit use of the extended payment to its

essential purpose and to curtail the potential for abuse, the

executor of an estate which includes an interest in more than

one newspaper may elect to defer payment of the estate tax

attributable to one, and only one, interest in an independent

local newspaper, and then only if the decedent's interest in

more than one newspaper did not constitute an interest in a

chain of newspaper publications. In addition, where a news-

paper business is conducted by a partnership or corporation

which is also engaged in other business activities, the contri-

butions to the trust are limited to the value of the partnership

or corporate stock interest attributable to the newspaper busi-

ness (determined as a separate going concern), and to minimize

value allocation problems in such circumstances, provision is

made for the spin-off of the other business operations subject to

specified restrictions.

Acceleration of payments. If any part of the interest

in an independent local newspaper is sold or exchanged, or if

corporate stock is traded in an established securities market,
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the extension of time for payment of the tax attributable to

the interest disposed of or traded ceases to apply, and the

unpaid portion of the tax attributable to such interest is pay-

able upon notice and demand from the Secretary. This provision

does not apply to transfers pursuant to a reorganization which

constitutes a mere change in identity, form, or place of organi-

zation, or to a transfer by the executor to a person entitled to

such property under the decedent's will or under the applicable

law of descent and distribution.

If the newspaper ceases to qualify as an independent

local newspaper by reason of ceasing publication, becoming part

of a chain of newspaper publications, or otherwise, the unpaid

portion of the tax payable in installments becomes due upon

notice and demand.

Finally, if any installment is not paid on or before the

date fixed for its payment, the unpaid portion of the tax payable

in installments is likewise to be paid upon notice and demand.

Explanation of other provisions. The provisions relating

to an independent local newspaper, a chain of newspaper publications,

an interest in an independent local newspaper, and the estate

tax attributable to such an interest, are essentially identical

to the corresponding provisions of section 529.

Effective Date

This section is applicable to decedents who die after

January 1, 1979.
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Conclusion

Section 529 permits an independent local newspaper bus-

iness to adopt a plan for the creation of Estate Tax Payment

Trusts, the assets of which are invested solely in United States

obligations, for the purpose of funding the estate tax attribut-

able to the interest of its individual owners in the newspaper,

and thus avoid any need for the sale of the paper to a large

chain publisher in order to raise the funds necessary to pay

applicable estate taxes. Trust assets are limited to an amount

which is reasonably necessary to pay the estate tax attributable

to the newspaper interest by denying any tax advantage to excess

funding. Section 6166B provides for a 15 year extension of

payment of the estate tax on interests in local independent

newspapers, with no percentage restrictions. These two sections

operate together to prevent the adverse national and local

consequences caused by the disposition of independent newspapers

to large chain publications in order to fund the estate tax.

The advance payment trust serves as the immediate vehicle

for encouraging continued local and independent ownership of

newspapers, and the extension of time for payment of estate taxes

from the decedent's assets serves the same purpose in circumstances

where advance payment is not possible. A significant number of

years is required before a trust can be adequately funded. In

the meantime, an extension of payment provision is required in

order to extend to executors the time to raise funds to meet the
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estate tax in some way other than by selling newspaper assets.

Secondly, there will be a tendency for trusts tObe underfunded

due to continuing inflation and in order to avoid the penalties

attaching to excess funding. Therefore, a significant portion

of estate tax will remain to be paid by the executor, and an

extension of time for payment will be necessary to insure that a

sale of the independent local newspaper is not necessary to fund

such payment. Sections 524 and 6166B together provide substantial

and meaningful incentives for independent local newspapers to

remain local and independent.
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EFJLHE EWSPAPER

October 24, 1979

Senator Russell B. Long, Chairman
Senate Finance Committee
2227 Dirksen Senate Office Building
Washington, D. C. 20510

Dear Senator Long:

The Newspaper Guild, representing 40,000 employees in the newsrooms and commer-
cial departments of newspapers, news services, magatines and related enterprises,
welcomes the Taxation and Debt Management Subconmittee's hearings on S. 555, the
Independent Local Newspaper Act, and hopes your committee will give the legisla-
tion early approval.

Our annual convention endorsed the original bill introduced in 1978, and in our
opinion the bill has since been strengthened by the addition of provisions recap-
turing the bill's benefits if the independent newspaper is sold within 15 years
after the death of the publisher for whom the trust was created. This appears
to eliminate a weakness in the original bill and makes it sore than ever worthy
of support.

I am enclosing a copy of our 1978 convention resolution and request that both
the resolution and this letter be entered into the hearing record;

The concentration of newspaper ownership in the hands of a few increasingly power-
ful chains is an alarming trend. We do not think that S. 555 is the entire answer
to this threat, but there is reason to hope that It will help to stem the tide.
The burden of estate taxes has been one of the prime factors inducing independent
owners to sell their newspapers to chains, and a reduction of that burden cannot
but help to preserve a free and diverse press.

Sincerely,

AM , Perlik, Jr.
CAP:sps Preside
opelu2kf l-cio
Enclosure

cct Sen. Harry F. Byrd, Jr.
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C K00 04A~LI~I S.A I I 1 .[4 . .. v%

A,. . .~-. 6- L It ~



427

The continuing decline in the runber of independently and locally owned newspapers
in the United States poses an increasingly serious threat to the diversity of news
and opinion so indispensable to the role of a free press in a democracy.

The 22 largest chains nQ .' control half the nation's daily newspaper circulation;
the top 10 alone account for 36 percent. The chains' appetite knows no satisfac-
tion; they grow larger aud more plentiful every year. Chains now swallow chais--
Gannett's inSestion of C(obined Ccmmunications is the latest and nost startling
example--but new ones rje to help consume what remains of the nation's independ-
ently owned newspapers. Long a cajor factor in the Industry, chains now threaten
to overwhelm it.

The nation's estate-tax laws have been pinpointed as one of the prime elements
fueling this trend. Independent owners, faced with estate taxes they feel are
so high as to threaten their ability to maintain their newspapers, sell out to
others--and all too often to one of the major chaans--in tax-free exchange for
the latter's stock.

Rep. Morris K. Udall (D-Ariz.) has introduced legislation aimed at this problem.
The Independent Local Newspaper Act would provide relief from estate taxes for
independently ourned newspapers and small chains operating within a single state.
Owners who qualified under the act would be permitted to establish estate-tax-
payment trusts to be funded from company profits, in advance of their deaths, to
reduce the pressure for selling their papers and further diluting local ownership.-
of the 'press.

The legislation may require perfecting; Udall imself has made several changes
since the original bill was. introduced. But there will be time for that as the
bill goes through the Congressional hearing process. The measure, in its purpose
and its method of achieving it, is worthy of support, and the 1978 Convention of
The Newspaper Guild urges the House Ways and Means Comittee to schedule early
hearings and action on it.

Adopted by the 45th Annual Convention
of The Newspaper Guild meeting in
Detroit, Michigan, June 26-30, 1978.

opeiu2afl-cio
10/24/79
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The Honorable Russell E. Long
Chairman, Senate Finance Committee
United States Senate
Washington, D.C. 20510

Re Independent Local Newspaper Act, S. 555 and
H..2770

Dear Chairman Longo

The International Typographical Union, AFL-CIO,
through its President, Joe Bingel, has taken the following posi-
tion with regard to the Independent Local Newspaper Act, S. 555
and H. 2770t

The International Typographical Union, AFL-CIO,
representing more than 80,000 employees, many
in the newspaper industry, is concerned about
the declining number of independently owned and
operated American newspaers, both because of the
severe impact this decline has on employment in
the newspaper industry and because of the impact
this decline has on the number of fully competi-
tive voices in the marketplace of public opinion.
One of the major reasons that independent local
newspapers either go out of business entirely
or are sold to chains is the enormous drain
the current Federal Estate Tax laws have on a
paper's continued operations and, in the face of
this drain, the substantial incentive to small
independent newspaper owners to avoid future
estate tax liability through sale of their papers.
For these reasons, the International Typographical
Union, AFL-CIO, supports the current efforts in
the United States Congress to maintain independent
local newspapers and urges Congress to pass the
Independent Local Newspaper Act, S. 555 and H. 2770.
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The Honorable Russell E. Long
Chairman, Senate Finance Committee
October 29, 1979
Page Two

The International Typographical Union hopes its
views will be of assistance to you and your Committee as y6u
consider this important legislation.

Sincerely,

Ronald Rosenberg
General Counsel
International Typographical

Union, AFL-CIO

cc: The Honorable Morris K. Udall
U.S. House of Representatives
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By John H. Sheseleld

CONCajTPATION of ownership in the
newspaper industry raises significant
Issues that an of concern to antitrust
and First Amendment advocates alike.
The preservation of competition and
the dispersion of economic power are
key ob)ectives of the antitrust laws,
whlde the preservation of a multiplicity
of outlets of information and opinion is
an Important First Amendment goal.

The policy of the Justice Department
Antitrust Division toward the media
Is based on two premises: ftirt, that all
elaments-broadcasting, hardback and
paperback publishing, movies, and
magazines, as well as newspapers-are
Important components of the nation's
economy and must be carefully
scrutinized under the Shermani and
Clayton acts to ensure that Indepen-
dent, competitive behavior Is not
undercut by unlawful business activi-
ties Second, the media play a crucial
role as the transmission mechanisms of
political and artistic ideas from their
creators to the public, as the sounding
board of our political system. if you
will. It is, therefore, appropriate to use
the antitrust laws to promote the main-
tenance of numerous media 'voices."
even when the number of firms in a
given market might be considered ade-
quate to ensure competition in other
business contexts.

In applying these principles, we have
found that many segments of the media
do seem to be workably competitive
and provide enough independent out-
lots to ensure a relatively free dissemi-

nation of ideas. In specific markets
where concentration is high, however,
such as mass market paperback pub-
lIshlng, we have not hesitated to under.
take enforcement actions, particularly
to challenge mergers and acquisitions
that are likely to have significant anti.
competitive effects. We also have been
sensitive to problems of vertical inte-
gration and the use of market power in
one sector to decrease competition in
another.

The dally newspaper "industry" is,
'however, a dramatic exception to
competition and diversity in the media.
For most Americans. be they newspa-
per subscribers or newspaper advertis-
era, the daily newspaper business Is a
monopoly game: of a total of 1,526
cities with daily newspapers, only
about 35 have commercially competng 
newspapers, a reduction from about
180 cities in 1940. In some instances.
this decline can be attributed to the
higher average costs Imposed on a
smaller paper as a result of the exist-
ence of economies of scale and the dis-
position of many large advertisers to
place a disproportionately large portion
of their advertising dollars with the
newspaper having the larger circula-
tion. In addition, the decline may be In
part a result of increased competition
from the broadcasting media and from
weekly or free-distribution newspa-
pers, the latter being particularly -a
phenomenon of suburban areas. There
is. however, aome reason to hope that
new, more efficient printing technol-
ogy will ease the economies of scale
problem and, in the long run, lead to e

rebirth of competing daily newspapers.
Given this environment, the Anti-

trust Division has proceeded on three
fronts to protect and enhance competi-
tion in local markets: (1) by closely
scrutinizing mergers and joint operat.
ins agreements among competing
newspapers in the same market (2) by
vigorously supporting both a prospec-
tive and retroactive prohibition on the
cross-ownership of a daily newspaper
and broadcast properties within the
same market; and (3) by monitoring ac-
tions of dominant daily newspapers
that nay threaten existing competition
or serve to erect barriers to entry.

Acqislitions of one newspaper by
another are scrutinized under Section 7
of the Clayton Act, which prohibits
mergers that may tend to create a
monopoly or to lessen competition In a
relevant market. While daily newsp-
pars compete with other news and ad-
vertising media, the courts have held
that the daily newspaper business
within a given locality is itself an ap-
propriate market for purposes of
Clayton Act analysis. Given this market
analysis, the purchase of one healthy
daily newspaper by another in the ame
locality would almost automatlcall)
have the proscribed anticompetitive af-
fect and would be certain to do so if the
acquired newspaper were the only
other competitor.

In many Instances, however, one of
the competing newspapers will not be
in sound financial condition. The
courts have read Into Secton 7 a "fail-
ing company" defense that permits an
otherwise anticompetitive merger to

.1332 AmerIcan Bar Association Journal

Can antitrust and First Amendment concerns be balanced successfully
to guarantee competition in the newspaper industry?

Ownership
Cncentraion
in Newspapers
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occur If the company being acquired
will go out of business unless It is taken
over and if no other less anticompeti-
tive purchaser is available. In those In-
stances In which a failing company de-
feae is alleged the Antitrust Division
makes every effort to scrutinize care-
fully the claim in deciding whether to
bring suit against the proposed transat-
tio

In 1970 Congres passed the News.
paper Preservation Act, which estab.
lashed an antitrust exemption for
newspaper joint operating ar-
ragements that combine the commer-
cel operations of two newspapers
while preserving their editorial Inde-
pendence. Now joint operating ar-
rangements can come into oect only
with the written consent of the attorney

general aftar a finding that one of the
pasties to the point operans arrange.
moat is a callingg newspaper."

Approximately 22 Joint opening am-
ransements were covered by the acts
grandfather clause. Requests for two
new arrangements have been submitted
since the act was passed. The first, In-
volvin the newspapers in Anchorage.
Alaska. was approved in 1974. but the
relationship was subsequently ended
by the pertes. The Departmentbf Jus-
tice now is adjudicating a request for
approval of a johrt operating arrang-
meant invoMng thCincinnati newspa-
pers-the Post and the FnquIrer. That
request was the subject of a seven-week
bearing before an administrative law
judge who recently made a recom-
mendation to the attorney geneand favor-
ing approval of the erangement.
The Antitrust Divison supports the ul-
timate approval of that arrangement
and participated fully in that proceed-
ins. Our purpose was to ensure that any
determination that a partner to the at-

tenement was e falling newspaper we,
based on appropriate standards at
development of an adequate factual
record.

The Antitrust Division also he
worked strenuously for the adoption of
procedures by the Federal Commundc-
tions Commission that would prevent
the eros-ownership of broadcast and
newspaper facilities In the same lo-
Calty. We arUW that this ban should
not be prospective only but should
apply to existing broadcast-newspaper
combinations a well. The F.C.C., how.
ever. while adoptins a prospective ben
in 1975. refused to require dissolution
of existing combinations in all but a
limited number of egresious cese.

When these regulations were chal-
lensed before the Court of Appeals for
the District of Columbia Circuit the dl-
viso argued that the F.C.C actee In an
arbitrary and capridous manner when
it ailed to make the cres-ownership
ban retroactive. The D.C. Circuit
agreed, upholding the F.CCs prospec-
tive pr-.:hibiton but striking down its
failure to make the rule retroactive (s55
F. 2d 938). Ultimately. however. the
Supreme Court reversed the letter poer-
tio of the circuit court of appels' hold.
ins and reinstated the commissions
original, prospeUve-only ban (436 U.&
773).

In light of this Supreme Court action.
the division will monitor liens re-
newals In those cces-ownership situa-
tions permitted by the commission's
rule making, especially where a mo-
nopoly newspaper owns a VHF talev-

ian station in the same market. The di-
vision a" wil continue to urge that
regulatory policy be designed to In-
cease the number of local media com-
poUtors by facilitating the entry of new
broadcast and able ttin

In addition to reviewing consolid-
tions of newspapera within a given
market and to Promoting diverslfic.'
tion of newspaper and broadcast own-
ership, the Antitrust Division remains
alert to circuL'stanons In which the ac-
tivities of dominant'local newspapers
can threaten the viability of alternative
media. One actual and potential cha-
lange to the predominnce of existing
dailles, with repect to advertising and
the disseminatio of looa, ncrs, is the
growth of subu ban iveskies and other
nondally newspaper . In many In-
stnces, they ar dlvored free to ob.
saibeis a subsist exclusively oa ad-
vertising revenu. Statistics lndicats
that weekly paid newspapers have an
Impressive circulation of about s mU-

September. 11M e Volume 88 1333
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lion compaed to daily newspaper cir-
culation of 62 million. Weekly news.
papers, moreover, have had a mote
tepid circulation growth than dailies.
Between 10 and 1977. while the
number of weekly newspapers declined
from 6,138 to 7.468. the average cLrcu-
lation of a weekly increased from 2,606
to s.075. and total circulation went
from 21.3 million to 37.9 million. Dur-
lug this same period the number of
daily newspapers remained fairly con-
stant, but total circulation increased
only slightly -'from 58.9 million to
61.7 million.

Daily, city-based newspapers may
find themselves afb)ect to sharply In-
creased competition from these other
layers to the local print media pyramid.
In several markets the major dailies
have responded to this competition by
adding zoned editions that permit ad-
vertissrs to purchase, at a lower coat,
only a portion of the daily newspaper's
total circulation. Special editions in'
which the editorial content of the paper
is directed to specific suburban l-
celities alseo have been instituted, and
some daily'newspepers have either
purchased or instituted their own free
distribution weekly, normally with the
purpose of providing advertisers "total
markt coverage" one day a week.

Of course, some of these practices
may represent a healthy competitive re-
sponse to changing market conditions
and may result in improvement of the
city dailte while not endangering the
existence of the other publications. In
some instances, however, it Is alleged
that major dailies have utilized their
market power in a predatory fashion to
exclude new competition or erect bar-
Hers to entry. The Antitrust Division is
monitoring allegations that daily
newspapers have subsidized free-
distribution newspapers-in an attempt
to drive rivals out of business by charg-
ing edvertising rates that do not cover
coets. Our ability to conduct investiga-
ions of allegations of this kind is lim-

ited, however, given the rather small
amounts of commerce that are involved
in any particular instance. Where ap-
propriate, we will refer complaints of
this kind to state anitrust nforcement
Officials.

Our concern about newspaper con-
centrtion has not been limited to local
newspaper monopoles.-We also have
given Increasingly dloa attention to
problems that may result from the
growth of newspaper chains and the re
asulting Increase in aggregate concentra-
don of ownership in the hands of a de-

creasing number of corporations.
Of the 1,753 daily newspapers in the

United States in 1976. according to
Editor & Publisher. 1,095 ware owned
by a publishing group controlling two,
or more newspapers In different cities.
This group ownership is up from 552
newspapers in 1960. to 879 in 1970.
and 977 in 1974. While the number of
chains has increased only slightly in
the last decade, from 157 in 1970 to 167
In 1978. the average number of news-
papers in each chain has gone up con.
tinuously - from 5.6 in 1974 to 6.5 In
1978. Indeed, of the 53 daily newspa-
pers that changed hands in 1976, 47
were purchased by newspaper groups.

Measuring concentration in terms of
circulation, one finds that the percent-
age of newspaper sales held by the top
four chains Increased from to per cent
in 1966 to 21.7 percent In 1977.and the
share of the top eight Increased from
25.5 per cent In 196 to 33.5 per cent In
1977. These figures represent an in.
crease of 20,5 par cent in the share of
the top four over that decade and a 31.4
per cent Increase in the share of the top
eight According to the latest figures for
1978. the top 20 newspaper groups con-
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trol approximately 50 per cent of tht
daily and So per cent of the Sunday cir.
culation.

There are- two observations that
ought to be made about these data.
First, the numbers do not represent true
concentration ratio$, since newspapers
compete primarily in local, not na-
tional, markets. Second, while the per-
contage control of the top chains Is not
large in traditional anttruit terms-the
top newspaper chain had 5,.3 per cent of
daily circulation in 1977-reserving a
large number of independent volcee, of
course, is especially Important because
the concentration of newspaper own-
ership limits the diversity of opinion
expressed In newspapers and di-
minishes the opportunity for First
Amendment expression.

The Antitrust Division has attempted
to explore the ability of the antitrust
laws to control the increase of common
ownership of newspapers not serving
the same geographic market. Our re-
view must focus on the competitive
impact of a proposed transaction in a
specific market. While dispersion of
economic and political power is an Inm-
portnt goal of the antitrat laws, courts
have generally refused Cs find an ant-
trust violation on thosgrounds alone;
some probable anticompetitive effect
must be demonstrated.

The requirement that an acquisition
of an Independent newspaper by a
chain be shown to have some anticom-
petitive impact does not mean. how-
ever, that the antitrust laws are entirely
inapplicAble. For example, we investi-
gated the proposed Gannett-Combined
Communications merger, in which the
firms involved do not own newspapers
in the same locality. We normally eval-
uate the effect of this type of merger on
the national newspaper advertising
market and on local markets In which
the parties compete-whether that
competition is between newspapers
alone or newspapers and other media.
Including outdoor advertising and
television or radio stations. We also are
concerned with the possibility that
some chain acquisitions may raise bar-
ris to entry by potentially competing
suburban or weekly papers. For exam-
ple, a parent firm's large financial re-
sources may have a chilling effect on
potential entrants. The resources may
allow the Introduction of zoned or
other targeted editions as well as free
distribution papers that will threten
the viability of existing nondally com-
ptitors.

Given the requirement of present

Pw"y, Sbn tfd t Laesna
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.nerser law that Identifiable potential
competitive harms be demonstrated be-
fore a merger or acquisition can be pro-
hibited, it seems likely that the Anti-
trust Division often will be unable to
challenge successfully chain's acqui-
sition of an Individual newspaper or
group of newspapers s was the case in
the Gannett transaction. Absent a
change in the law, it may well be that
the trend toward increasing newspaper
concentration will continue relatively
unabated s long a the business moti-
vations for the transactions exist

In testimony before the Senate
Judiciary Committee earlier this year. I
expressed the Antitrust Division's sup-
port for legislation that would restrict
certain larse conglomerate acquisl-
tions. Our support was based to e large
degree on the sme concerns expressed
by those who view the growth of news-
paper chains with alarm-that Is. that
the increased concentration of eco-
nomic and political resources in the
hands of a few institutions may un-
necessarily threaten those fundamental
values of dispersed power and a mul-
tiplidty of viewpoints upon which our
nation Is based.

We favor a carefully crafted legisla-
tive approach restricting those transac-
tions among large or dominant enter-
prises having the greatest potential for
public harm and the least ikelihood of
countervailing benefits to society.
Adoption of general conglomerate
merger legislation would serve to re-
strict newspaper mergers that fall
within its jurisdiction. These instances
may occur, for example, when a news-
paper chain is to be acquired by another
tlrge media congiomerte. It is likely.
naverthelees, that many acquisitions of
Individual ne~vspapers by chains or
mergers among chains would not be di-
rectily affected by conglomerate merger
legislation.

Conglomerate merger legislation is
premised on a belief that lage eco-
nomic size, measured In terIm of assets
or sales, serves as a useful proxy for the
economic and political power of a bust-
neo enterprise. In the case of newspe-
paro. however. it is obvious that their
influence in a community is quite dis-
proportionate to their advertising rave-
nun or subscriber Wles. Control of all
da!ly newspapers by five chains, for
example, would cause me u an Ameri-
can citizen far grater concern than
would control of a snlmlaily sized man-
ufacturing industry by five business en-
titles. Moreover. "the First Amendment
goal of achieving 'the widest possible

dissemination of information from di-
verse and antagonistic source' (436
U.S. 775) establishes a direct constitu-
tional mandate for dispersion of power
In the media.

Thus, an extension of the logic be-
hind a general conglomerate merger
proposal, coupled with broader consid.
erations of First Amendment policy,
'might provide support for legislation
specifically tailored to the problem of
multiple newspaper ownership. The
same considerations of econo ic and
political power have led to restrictions
on multiple ownership in other areas.
For example, beginning In the 1940s,
the F.-CC. began to establish retric-
tlions on the multiple ownership of
broadcast facilities, a regulatory re-
straint on the concentration on broa4-
cast ownership subsequently upheld by
the Supreme Court (351 U.S. 192). To-
day, In general. a single entity may re-
ceive not more than five television, five
FM radio, and seven AM radio licenses.
Similarly. many states heve adopted re-
strictions on branch banking to prevent
concentrations of power In the banking
Industry within a state. and Congress
has respected these state decisions in
the licensing process for federally char.
tered banks.

Balancing freedom
o(press and
competition

Imposition of restrictions on aggre-
gate newspaper ownership would raise
the possibility of countervailing harm
to the public. In some instances, for
example, newspaper acquisitions may
preserve a diversity of opinion-for
example, when the transaction permits
the continued publication of a newspa-
per that otherwise would fall. Moat Im-
portent, limitations on the ability of In-
dividtials or corporations to purchuae a
newspaper In a given are may conflict
with another key First Amendment
concern, that of ensuring that'sov-
ernmental restrictions do not prevent
ndivid~ola from having their 'voice*"
heard in a particular community.

Freedom of the press under the First
Amendment severely restricts the
power of government to Impose regula-
tions on the media and on newspapers
in partcular. The Supreme Court has
permitted the establishment of several
restrictions on the ownership and oper-
ation of broadcast facilities - restric.
tions tlat might well be Impermissible
on print media-because of the recog.
nized need of the government licenses.

Howsevr, while First Amendment con.
siderstions might well preclude a re-
striction on the ability of an Individual
or corporation to establish de novo a
newspaper in any town of its choosing,
those considerations might not extend
to restrictions on the purchase of an
existing newspaper, particularly when
it is a monopoly newspaper. As the Su.
proms Court stated In upholding the
F,C.C's cross-ownership rules: "We
note that the regulations are In form
quite similar to the prohibitions Im-
posed by the antitrust laws. This court
has held that application of the anti-
trust laws to newspapers is not only
consistent with. but is actually tuppor-
tive of the values underlying hc lirst
Amendment"

Legislation restricting the %.owth of
newspaper chains should be enacted
only aftea weighing potential harm
against carefully articulated need. If
legislation is necessary, It must be care-
fully drafted to take into consideration
the competing public policies.

The'Antitrust Division remains con-
cerned about increasing concentration
In the newspaper industry. The emer-
gence of the one-newspaper town as the
national norm and the assembling of
newspaper monopolies Into increas-
ingly large organizations must give
pause to anyone concerned about the
concentration of economic and politi-
cal power. We shall continue our efforts
to use the antitrust laws to enhance the
opportunities for new competition and
to prevent acquisitions that threaten
competition as they Increase concentra-
tion. We are sensitive, however, to the
possibility that well-intentioned re-
strictions on acquisitions in the news-
paper industry may actually limit the
expression of diverse views In some in-
stances.

We are not yet prepared to conclude
that legislation should be enacted to
this extremely sensitive area. The mat-
ter is of enormous consequence, how-
ever, and merits serious attention from
the legislauve and executive branches.
We expect to work with Congress In
surveying the complex issues In order
to determine whether it is necessary to
supplement the antitrust laws as they
pertain to media concentration. A

(ohn H. Shenejisid Is assistant a1'
toney general In charge of the Anti-
trust Division of the United Statn us-
fice Deportment. This article is o'dapted
from testimony before the Senate Select
Committee on Small Business.)
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MERGER CONCERN

I'm getting more than just a little
weary of reading news articles and stick
magazine ads telling us what a great thing
it is now that the Gannett conglomerate
has gobbled up 80 duly newspapers, 7
television and 12 radio stations.

And that doesn't include outdoor ad-
vertsinsg interests. weekly newspapers,
Canadian newsprint Interests, market-
ing, research and news service sub-
sidiar stretching from the U.S. Virgin
Islands in the Atlantic tothe U.S. Terri-
tory of Guam in the Pacific and including
33 states in between.

The merger of the Gannett Co. and
Combined Communications Corporation
was one of the worst things that has hap-
pened in America in recent years. The
danger of Tie Mile Island was mild by
comparison. The merger should not have
been allowed and the government's anti-
trust division should break it up.

l am completely unimpressed by the
high-sounding boast that Gannett is a
"world of different voices" and how
much better group ownership is for local
communities. Hogwash.

Everybody knows who signs the
checks, who gives the orders and who
has the final authority. Make no mistake
about that.

How stupid does Allen Neuharth think
the people are?

If conglomerate ownership is such a
great thing, why does Gannett feel it
necessary to spend $1.3 million to polish
and improve its image? Why does Allen
Neuharth think it necessary for him to
spend so much of his company'n money
flying around the country making
speeches trying to allay the fears?

Let's face it. Gannett is a huge con-
glomerate interested primarily In the bot-
tom profit line. Let anybody-be it the
Presidentofthe United States or the low-
liest citizen, threaten Gannett's bottom
line and you'll quickly see how much
authority its local editors have!

I understand Mr. Neuharth is a very
fine, capable, personable #entleman and
I have no quarrel with him personally.
His company, Gannett, also has a fine
reputation up to this point.

But what happens when Mobil Oil-or
the Arabs buy out Gannett? Who gets
control then? What will the man be like
who succeeds Mr. Neuhauth on his re-
tirement?

His susetsor could be iotiy-hu'ngsy
and power-mad. Why give him or any-
body else possession of such power?

I understand American Financial owns
seven percent of Gannett already, which
is a pretty sizea hunk ofa big corpora-
tion. What if Amerin Financial keeps
EDITOR & PUBLISHER For July 7 tfl
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on until it gains control? (It reportedly is Mr. Neuharth should read the tes-
trying to do this.) American Financial timonygivenbyJames Hurley III of the
has no interest in any of Gannett's news- Solisbw-j Post, reprinted in the May 24
papers, tv, radio or other operations issue of the Congressional Record. Jim
except financial. Hurley tells what happens to local news-

- Out tax structure is partly to blame, if papers when the chain moves in.
not almost wholly, for enabling Gannett In a speech in New York June 12 Mr.
to attain control of such a vast segment Neuharth said nobody is lookin over the
of our communications media. shoulders of his local editors and

Because of depreciation, deductions publishers--he should have said: Noone
for Interest payments and other looksuntiltheyviolatecorporatepolky.
loopholes, the big chains can grab off Chain newspapers are like the
these newspapers at almost no cost. And government-they simply don't hand out
if they're unprofitable, they can write it checks without controls.
off their taxes. Just for example, what if a member of

U.S. Senator Robert Morgan, a resi- Mr. Neuharth's family should run fof
dent of'my own county and aneighborof public office. How long would the local
mine, and Congressman Morris Udall editor keep his job after opposing him?
have introduced legislation to ease the We must accept the fact that Gannett
estate tax burden on heirs when the now controls an empire. But we don't
owner of an independent family newspa- need Mr. Neuharth or Its advertising
per dies. The whole nation owes Sen. agency. Young & Rubicam, to rub salt in
Morgan a debt of gratitude. the. wound it has inflicted on the First

This legislation of Senator Morgan Amendment and press freedom in
would prevent the growth of these con- America. Please, Gannett, don't talk to
glomerates and keep them from continu- us about Freedoml -
ig to buy up public opinion and from iooma ADAt
creating monopolistic financial empires (Adam Is editor and publishr of
at the expense of the public. (N.C.) Dailty Reord.)

EDITORS COMMENT

As , iesr -

Dvtspor, low

"IThe features supplied by your wire service are

particularly useful. We-and our readers-find them
consistently Interesting, well written and reliable.
T[e fact that they're not always 'predictable' is
another important advantage.,)'
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ilN 949Waacn %gINp DW



435

4. the. d, . ttuo!o1
".jhouLd VW' 6002d"" :Y " :' :

- ,TheAutnCtei

' ..) . ,3 4
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Don-Diy

": The prodot -did NOT get' bett.r.4
r avid 'the ousttoer*,both advrt'L4
i!¢tion-wont Aown. And,ttappeople t
,*xecutives and departngnt beads Y4
rort. Seintoen'of thei(from eo' eim
roatj .tkd Inludins 66pt~eads) . it

laed into rhaigning or were fired Ix
re*r,6 Thts is ths part 'of the ohbai:
.jk Is little known. I resigned and
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The Austin Citizen. ., ""

2i2 SRV *- , .' '."., o -.

The Rocklford Newspapers (The Morning Star od" th
evening Rbgietea-Republi@)at one time ha4d o nI
.iroulation bf 103,000 ABCe.

. a~pett too t. to an all' day paper two y qs
"a*n.on Ootl1979 tharo dropping the eVIeng
editoio qomplte. T today's o4o ion uL,'W#'

. and t o t. probably be M thpe

Nov is thbt a better newapa 4 t a don't gk-#e
cn'make a newspaper, better.. n any sense th S

.210 It*s mc worried about theut oontrp~jg4
nesi,- as MI about that they do to thelr'halp
new fund city readerms'and io the produotg -&.-

It'. Just .A personal obserahOn.. .. onp that"i f .
in on. Thought youfd li.ke to.1 iZr 'that ni .to!"

Aftev be~ng out of work a' ear iu.ved hbre.And#
a jpw daily' The Austin GIten five afternoon t."
and it's iiow rolling upward at' 11,000 ii bh1 q 44

I recen tly' resigned, (ag in) but the.Publis~p$414z
asked me Po stay onfter.bavin been'publt6hCFit

no 6ps. tts Nb isbe'r and working pver
baying fun. I'm now 62 year o d ~ In goo$ bps

-Tncidentally they've had r Pu'dsher in sed
iqR'ocktord. They don't stay -long ehou h to
temperature of the oitynor long enough to,' fn
way' to the Press room.

Aga,I, did. appreciate reading"your -emks..

Sta in there ....

oat " oat

.V ,/ M , s ,;. :
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"nTI*nm ":" W." AW Ncw HAmPSI= SUNaY NiWS

.' ' Sept. 13, 1979
(dict. Sept. 12)

Mr. Hoover Adams
DUNN RECORD
B. Canary St.
Dunn, NC 28834

Dear Mr. Adams:

Bill Long tells me that you are a friend of his.

Of course I agree with your position as recently
stated in various publications. I think I am the only pub-
lisher besides yourself who has testified before 'Congressional
Committees against chain ownership of newspapers. It is so
much better for the nation.

America was based on the concept of diversity of
opinion, and obviously there would not be diversity of
opinion under these circumstances.

Of course the present owners of newspapers run
I.hom a" I f thoy wore riunhing-1 a grocery store. " Ther is
no intorvur'l In Ihe content of teiJr papers, all they care
about I making money. In the days of my w4fe'u grandfather
E. W. Scripps, founder of Scripps-Howard newspaper empire
and United Press, editors were interested in making money,
but they had some integrity as well. They cared about the
editorial policy of their papers. The present crop are
nothing but leftists.

I will stand ready to help you in any action you
may take to break the expansion of newspaper chains.

Very sincerely,

President

W.L.-B. Alono

T -H'DI 565
THE LARGEST DAILY AND ONLY SUNDAY COVERING THE NEW HAPSIRE WAR1KET
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6. He' most likely fatigued by the daily grind.
I 3'a tax bite that the federal Internal Revenue
get. In the wings may be his helrs, squabbling

Kte. He could be an average small business per-

i;l bidaInes 'owner. He usually Provides a
hlitown or for miles around. His job automad-
of power id Influence in his community. And
ither small businem people can, that his business

ARD D."CARRERO
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V e is the owner- "W ithin two decades, virtually whose forebears were
H publisher ofthe small all daily newspapers a sidail eff pf O ay aldiy newspapers inuma nets since the 1860s. "It's

criticize him for being too America will be owned by a philosophical thing
ube or too conse ave, with me," Low says. "I
You may praise him for perhaps fewer than two dozen think it's Important to
courage and foresight, or major communications have roots in the commuo
condemn him for nity."
weakness and narrow conglomerates." Last year, Low had the
mindedness. But when all __oortunity to back that
is said and done, you phIlosophy with action,
probably also read his son, he Is, in at least one many people think is a according to Fortune
paper and advertise in it. • respect, remarkably simi- dying breed. magazine. Fortune report.
For reader and advertiser lar to many of his collea. ed that Low turned down
alike, it is your local gues. Like other small Chalns Court Last a $20 million bid for his
newspaper and in most entrepreneurs-from the of Independents, paper, saying, "We're not
cases there is no other. owners of the corner There are fewer and interested. Period." More

The consumer's lack of pharmacy to the local fewer publishers like recently, the paper's
an alternative contributes rtcher-the small Keith Prescott Low of editor, William B. Ketter,
significantly to the power independent newspaper The Patriot Ledger in was unwilling to confirm
and wealth of the local publisher is part what Quincy, Massachusetts, the $20 million figure,
publisher. He also holds but conceded that Low
what those concerned had received offers for
with journalistic diversity the pape and that Low's
and freedom of the press p h wa accratlyconide a pecaltrut. jj-. philosophy was accurately
consider a special trust, P RTION OF OAI portrayed by the Fortune
This Is particularly true, PN.'SPAERS OWNED BY CHAINS article. He also stressed
they say, as more and t, that Low is not "anti-
more small communities, group" and feels that
like many large cities -of d ft In there is a place for both
before them, are becom. f d J . chains and independent
Ing oe.-newspaper towns. newspapers within the

But if any one factor industry.
trly sets the publisher small '4 Low's refusal to sell is
apart from his small busi not typical, however,
ness colleagues, industry Many publishers are
observers are quick to interested-very interested.
Eolnt out, it is the press's The same concentration
Firs Amendment consti- that has resulted from
tutional guarantee. As the merger and acquisi-
other small business tion activity in other in-
people fret about truth in dependent industries and
advertising, truth in services is now emerging
lending and truth in pack as the trend in the news-
aging, all under a watch- paper industry. Media
fIl government eye, the conglomerates and news.
publisher just worries paper chains are swallow-
about the truth--or his Ing the independents-.

reicular version of it. small, medium-sized, and
e publisher Might large papers alike-like.&o

have all the advantages r many minnows.
of the non-competing . John Morton, respected
local utility. But In addi. newspaper resact-

tionhe hs on morl j ly%, likens the trend to the
Unlike the utility, his .onIaration of t .-
business is unregulated. -- kt ownership. A series of

But if the independent articles in The Washiton
publisher'a status puts U Sas )345 ." . .Pst twoears omao e
him in a unique position __________________t tred ysod mre
as a small business per- t , ominous. "Within two
AJ*JJ.,'y in " SMALL GUSsNESSIa
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decades, virtually ill Street Joural), buy yet
daily newspapers in smaller chains. Such was
America will be owned the case last year when
by perhaps fewer than Ottaway purchased Essex
two dozen major commu- County Newsppers Inc.,
nicatlons conglomerates," pblishers of our small
said The Post, which itself Massachusetts dailies,
owns a piece of the action. The Beverly Times, The

Larger chains like Otta- Gloucester Daily Times,
way Newspapers Inc., It- Te Newbuiypot Daly
self a subsidiary of the News, and The Peabody
giant Dow Jones & Co., times.
(publishers of The WaLl Gannett Newspapers of

-n tIM~y

S/SMALL SiJSINESS

Rochester, New York,
the largest of the chains,
only enhanced its stable
of papers last year when
it bought the medium-
sized News and Journal of
Wilmington, Delaware,
papers that were formerly
owned by the &L DuPont
de Nemours & Co., the
chemical company.
(Because of its aggressive
purchasing efforts,
Gannett is considered to
be among the most pred-
atory chains. Gannett
executives use private jets
to move swiftly into small
communities when
there's a possibility that a
paper might be up for
sale.)

Also last year, Time
Inc. broadened its daily
newspaper holdings by
buying the independent
Washngton Star, one of
the country's most respect-ed paperssand, with a

daily circustion of about
350,000, one of the
largest.

In all, 53 dailies were
sold in 1978. Forty-six
wound up in the hands of
group (owners of two or
more papers). By the
beginning of this year
more than 1,100 of the
country's 1,762 dailes
were owned by groups.

The nation's 170 news-
paper chains now own
enough newspapers to
control over 70 percent
of all daily circulation in
the country. The 10 largest
chains own 279 daily
papers and control a
combined circulation of
about 22 million.

Knight-Ridder Com-
pany is the large chain
in circulation. Its 32 dally
papers have a total daily
drculation of about 3.5
million. Gannett
Companywith the tar-

cont num a circlati
r78 controls circulation

of nearly three million.
The top-ten chain with
the smallest circulation is
Thomson, whose 63
(U.S.) papers have a com-
bined circulation of
about 1. 1 million. The
Times-Mirror Company,
with the fewest number
of papers (six) still has a
combined daily circula-
tion o(around 1.8 million.

The quickening pace at
which groups are acquir-
ing papers is also evident.
In 1910,62 papers were
owned by 13 groups. In
1940, 319 papers were
owned by groups. By
1970, 879 papers were
owned by 157 groups
See char on page 7.

So fast is the tide of
acquisitions (multiple
newspaper ownership)
that figures have to be
adjusted almost monthly.
David Shaw, the media
reporter for the Los
Angeles Times, was forced
to make last-minute re-
visions in an article on
newspaper acquisition
that first appeared In the
Times and was later
reprinted in The Quil, a
magazine published by a
professional journalists'
organization. In the
original piece, published
last September, Shaw
noted that Gannett was
the owner of 77 papers.
In the revised Quil
article, published last
December, the figure was
amended to 78.

High Profit Potential
Prompts Acqulltions.

At the root of the
trend to group ownership
is the potential for high
profit returns. Despite -

the well-pubicized shut-
downs of some major
newspapers (notably the
Ckko Daily New Ia
year), the newspaper

JUNViJS.Y 1W9
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industry is exceedingly
prosperous. Based on
data supplied by analyst
Morton, The Washisnon
Pbt reports that the a er-
tax profit margins of the
13 major publicly-owned
newspaper companies
werelast year about 10
er cent of sales. That
gre compares to a 5.4

percent profit margin for
all companies on Fortim
magazine's 500 list and a
6.9 percent margin for all
printing and publishing
companies. Privately-
held newspaper companies
reportedly enjoy about
the same profit margins
as those held publicly.

In late April, the
American Newspaper
Publishers Association
reported even more good
news. Advertising reve-
nues for dailies increased
to a record $12.7 billion
in 1978, a 14 percent
increase over 1977.
Employment in the indus-
try also reached a record
high, increasing by
11,000 to 406.200
workers.

The high profitability
of newspapers is linked to
another more visible
trend in the industry-
the development of singje-
paper markets. The result
has been monopoly
ownerships that make
newspaper ownership
literally distinct from
many other forms of
business, particularly
small business. Nowhere
in the arena of small busi-
ness are clients such a
captive audience as are
the readers and advertis-
ers of a local newspaper.
Without competing
media, a newspaper
constituency has no
alternative to its local
publication-regardless of
its quality, its cost and its
pronts to its owners.
AJtMjA1t sasa

Like other small entrepreneurs
-from the owners of the

corner pharmacy to the local
butcher-the small independent
newspaper publisher Is part of
what many people think is a

dying breed.

The investment poten-
tial in small papers in
monopoly markets has,
as a conset,,ence, sky-
rocketed.

Contributing to the
climate for acquisition by
chains are other factors.
Among the most signifi-
cant are federal inheri-
tance taxes that weigh
hea,,ily against the
independent publisher
whose assets are almost
exclusively invested in
his newspaper.

Other Factors
Encourage Selling.

Vie Cols~mbia loalism
Review came up with
some other conclusions
when it reviewed the ax
dilemma in an article last
year:

"Income taxes stimulate
newspaper-owning com-
panies to usi their profits
to buy other newspapers.
If they pay out profits as
dividends, the money is
taxed twice-first through
the corporation income
tax of roughly 50 percent

and second through the
normal income tax on
stockholders. Individual
newspapers usually don't
lend themselves to indefi-
nite expansion. So the
easiest way to plow back
earnings is to buy other
newspapers."

The magazine also
noted that, "The typical
newspaper is worth much
more to the new buyer
than to the old because
of tax regulations govern-
ing plant depreciation.
The present owner has
probably used up all his
depreciation allowance
on the newspaper's build-
ing and much of the de-
preciation allowance on
equipment. The new pur-
chaser can have the
property reappraised on
the basis of current mar-
ket value (and replace-
ment cost) and start the
depreciation process over
again, with huge tax
savings."

The acquisition scenario
is usually played out in
one of two forms. In one,

AGE OF CHAIN-OWNED OAILIE'J
45 ev aumn % op OO a .

~ 62 2.8%f

-1. 178 '3fg 17.
19601 1,763 60 31.8 ,

" 1970%-, 1,748 879 "50.3%-"
1978',- 1,763 1,096 62.%

the publisher is often
elderly and bereft of suit-
able heirs, the second
and third generations
that would normally
become beneficiaries of
the newspaper. Without
sufficient capital to offset
inheritance taxation, and
sometimes even without
the interest of heirs in
continuing the family's
publishing tradition, the
publisher is confronted
with sale-either before
his death (the preferable
choice) or after, when the
paper is liquidated by the
estate. In this scenario,
the publisher may also
lack the will to continue
publishing, his initiative
sapped by advancing age.

The second scenario is
less complex. In this case
the publisher is eager to
consider sale to a chain
because profits are upper-
most in his mind.

This monetary factor
can't be ignored. Chains
are willing to pay prices
that individual investors
can't easily marshal.
While some years ago,
newspapers sold for 10 to
25 times net earnings,
chains are now bidding
as high as 30 to 40 times
earnings and as high as
four times gross revenues.

It is no small fact that
Gannett paid $60 million
for the News and Journal
of Wilmington, $40 mil-
lion more than Time Inc.
paid for The Washington
Star. The combined cir-
culation of the Delaware
papers is about a third of
The Star's circulation.
Again, the explanation is
economic. The
Wilmington papers,
which blanket the state
with theircirculation, are
considered an excellent
long-term investment.
Th Star's growth poten-
tial is said to be marginal.

SMALL BUSINESSn
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Proposals for Tax
Revision and "Com.
petitive Review."

Revision of the tax
codes has become a legis-
lative priority o(Congress-
man Morris Udall, the
liberal Democrat from
Arizona. Udall, who has
become a champion of
diversity in journalism,.
filed two bills last year /
which would relate direc-
tly to the newspaper
industry. One, the Local
Independent Newspaper
Act, would offer tax relief
to the independent pub-
lisher. The other, the
Competition Review
Act, would establish a
federal commission to
oversee competition
within certain industries,
including book and
newspaper publishing.

Because of the specializ-
ed nature of the News-
paper Act in targeting a
segment of the small busi-
ness community, the
measure is of particular
interest to small business
people. What the pro-
posed law would do,
according to Robert A.
Neuman, an aide to
Udall, is establish a
mechanism that would
permit an independent
publisher to set aside
some earnings in an
income tax-exempt trust.
The sheltered money
could be used to pay
inheritance taxes. The
law would protect many
independent publishers
from the need to sell,
Neuman explains. But
the law would alzo protect
a concept that Udall feels
is embodied in the inde-
pedent press: its diversityof ideas. "If we can help
someone hold onto his
property, we think we
will have done the public
some good," Neuman
9/SMALL BUSINESS

said.
Ironically, Udall's pro-

posal has become the
subject of its own contro-
versy. Many within the
press, including promi-
nent independent pub-
lishers like Malcolm Borg
of 77w Record in Bergen
County, New Jersey,
have complained that the
Newspaper Act represents
the kind o'special interest
legislation that news-
papers should avoid seek-
ing- (Many publishers, as
well as editors and repor-
ters, fear that specific
legislation aimed at news-
papers, because it's subject
to interpretation and
court rulings, may erode
First Atpendment rights.)

The American News-
paper Publishers Associa-
tion and the National
Newspaper Association
suggest that tax law re-
visions be applied to all
closely-held companies.
"If the bill (the Local
Independent Newspaper
Act) is confined to news-
papers it will soon be
labeled'special privilege'
and never get anywhere,"
said a March editorial in
Editor SPPublisher, a trade
journal. "The principle of
tax revision is a good one
if applied to all small, pri-
vately-owned businesses."

Chains Leave Little
Space for New Blood.

Will the rate of sales to
groups level off or even
abate? No, says John
Morton, the Washing-
ton-based newspaper
analyst and probably the
most respected trend
watcher in his field.
Morton does note,
however, that the pace of
acquisition will vary from
region to region and that
some small community
papers will be among the

last to fall to the pick.
Morton includes among
these papers those in old
industrial communities in
the northern Midwest
and in New England.
Generally, he says, they're
mill town papers and not
"vigorously sought after"
by chains because mill

town markets are "some.
what static" and "pros-
pects for growth are not
that strong. What com-
panies want to buy is
earning growth," he

Thekind of earning

growth the chains are
looking for, Morton

GETTING
NEW

BLOOD
INTO

THE FIELD

Just as the current newspaper
market makes it difficult for locally.
owned newspapers to resist sale to
chains, it severely restricts the possi.
bilities for "new blood" to enter the
publishing field. There are still some
young publishers, however, who
have been enterprising enough to
find a spot for themselves. Loren
Ghiglione is one.

JUNE/JULY I59
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notes, is the potential fordoubling of tripling of
earnings. Chains also

hope to increase profits
by introducing new tech-
nology and improving
management. Finally,

Morton notes they
almost always court news-
papers with circulations

above 250,000.
Still, even the mill

town papers that Morton
describes as not "particu-
larly desirable," have
received offers. The mill
town papers just don't
fetch the highest prices.
Instead of selling prices of
30 to 40 times net earn-

In s, these papers mightsell (fo 20 times earnings.

Instead of four times rev.
enues, the selling price for
high-priced papers, Mor-
ton says that mill town
papers might sell fr two
times revenues.

Morton stresses another
aspect of the sales market:

It has no room for new
independent blood. A
small independent pub-
lisher, Morton says, risks"great peril" if he thinks
he can start a paper in an
already established
market. Even chains, he
notes, with the financial
resources that few indivi-

Frank McNitt, former owner of The News, felt that "community and
paper lare] better served by someone actively Involved in the community."
In selling his paper to Ghiglione, McNitt showed his willingness to
back up this belief by accepting less ..

T oren Ghlone, publisher of The ELewibg News in South-
bridge assach usetts, is new blood. In fact, Ghiglione

contends that he is among a handful of dependentst publish.
er of no great financial means to buy a daily newspaper
within the past 10 years. Ghigione's motivation in buying a
paper was rooted in his social activism. He decided that he
would make a newspaper the outlet for that activism.

Ghighone. who is also T e Ne ' editor, is introspective
about the indAustry. H's press criticism has appeared in
national publications and a review of the New Englard press
which he edited has attracted national attention and an
award from Sigma Delta Chi, a prominent society of profes-
sional journalists.

The 38-year old Ohighone is a founding member of the
National News Council, president of the New England
Society of Newspaper Editors and a New England advisory
board member or United Press International. He holds a
master's degree and a law degree from Yale University and a
doctorate from George Washington University.

Like others who are critical of newspaper concentration,
Ghiglione shares concerns about editorial quality under
arour ownership, the standardization of news content and
the almost outrageous" prices that groups pay for papers.
And after his own experiences trying to buy a paper, it's not
uprisingg that one of Ohighone'i primary worries b that the
industry is now so structured that no new publ;ihers are
entering the field.

If they are not sold to groups, press critics point out, many
newspapers are guided by the royal tenets of succession. From
generation to generation, the paper remains in one family's
hands. And as is the case with royalty, even the Idiot sca may
become king-or publisher.-

For someone like Ghiglione, who did not come from a
newspaper family, it is natm difficult to become a publisher.
He explains that his purcha e of The Ness (circulation: 6.200)
was almost a fluke. Part of bis buying strategy was a national
starch that took him from California and Minnesota to
South Carolina and New England. In all, he visited about a
dozen states and spoke wish newspaper brokers and publish-
ers in all of them. "It wa1sjn education for me," Ghgliore
said in a recent Interview. "Not having a mily in the busi-
ness, it was a way of learning about the business in a short

- time.-
One of the things that Ohiglione learned, he said, was that

many independent publishers would express sympathy"

with his goal of joining their ranks but that "very few would
sell without getting the most they could," That meant, of
course, that they would eventually sell to groups.

Ghiglione admits that he started his own search for a news-
Pa r ortifiedby a "romantic image"of the role of the inde-
pendent publisher. But he was also convinced then-and
remains so todsy--thar "the need is ju as great d not greater"
for talented people to work at small papers as it is for them to
work at large metropolitan dailies,

Ghi gIone explains that he was finally able to buy Ths Nes
only because its former owner, Frank McNitt, was-he
searches for the right word-"unusual." For one thing, Ghig.
hone says, McNirt felt that "community and paper would be
better served by someone who was actively involved in the
community." Moreover, Ghighione added, McNitt was
prepared to back up that belief, unlike other publishers
Ghiglione encountered, by accepting less money than he
would otherwise have received from a group.

There was another "unusual circumstance" in the pur-
chase. McNic permitted Ohighione to learn about the paper
first hand by letting the new publisher work as his assistant
before the sale was final.

"I don't think I'd be able to do today (buy the paper] what I
did then," Ghine sarys. He worries about the costs that pe-
vent newcomers from breaking into publishing. He worries
about interest rates that have climbed from 6 percent when
he bought The Ness 10 years ago to 12 to 13 percent today.
'That eliminates most individuals if they're not multt-million-
aires," higlione says.

Still, Ghiglione doesn't counsel defeat, although he does
believe that "dailies are our" as potential acquisitions for new
owners. "You have to go to a weekly," he says. Ghiglione also
suggests that the newcomer should avoid brokers, who ae_...
primarily interested in goups and increased, coms-.
The individual buyer has tozhope for .sonr-trmi';yosi -
the former owner, Ghiglione says. .:: .

Finally, he contends, getting into business is also s matter
of attitude. "You have to be ready to mortgageVoutself to the
hilt to show that you are committed and thatuyiga news-

ppra the mcwtN enorn thing in your I& at" tha met." .
o C lione, at last, it was importantenoughWthat lhe

managd to locate an owner who admired his deterinithlh-
enough to sell him his newspajier. - . :-w-.:;.- -

JuNgjstsx san 
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TWELVE LARGEST NEWSPAPER CHAINS
Ranked In orda of each chains combined circulation (top ber) and showing
total daly newspopws In ech chain (bottom bar).
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duals can match, don't
do that.

These concerns-the
tax implications of owner.
ship, the infusion of in-
dependent capital in the
industry and the relation.
ship between diversity of
ownership and press free-
dor-are part of a grow-
ing inquiry into the
changing status of the

p r e National
s Council, an inde-

pendent organization
that reviews journalistic
issues, is now studying
the concentration trend.
Brickbats from critics and
reassurances from spokes-
men for the chains are
lobbed from one camp to
the other.

Press critic Ben H. Bag-
dikian, a former reader
ombudsman for The
Washington Post, sees con-
centration as a means by
which groups can "influ-
ence public opinion and
government policy" to
serve their own economic
and corporate interests.
"The potential threat of
centralized, remote con-
trol of concentrated
economic and editorial
power is always there,"
warns John B. Oakes, a
former senior editor of
The New York Times.
Says Congressman
Udall: "I dread the day
when all American news.
papers look alike and
read alike and when

tos Mes Gannon's cr Os d

and oU boeWA t, db8a Wi10
dwe econd bUrasE CmLYned
dea5sroabw~. TI* ekewelos
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there won't be much
more difference in the
daily newspapers in
Topeka and New York
than there is in-a Big
Mac."

Many people have
been wondering aloud
what happens to a free
press and a free people if
newspap-tr groups order
their affiliates to manage
the news to promote or
downgrade an issue.
Allen H. Neuharth,
Gannett's president, con-
tends hpr such dictated
policy would never come
to p u. "The public is
too sophisticated to
accept that now,"
Neuharth explains. "it
would be bad journalism
and bad business. We
believe completely in
the concept of local auto-
nomy-letting our indivi.
dual editors and publish-
ers decide their own news
play and endorsements
and everything else."

But a case involving
the Michigan-based Panax
Corporation chain raises
the spectre. Last year, the
chain was accused of
ordering its papers to
print front-page articles
critical of President
Jimmy Carter. Two
editors refused. One was
fired and the other repor-
tedly resigned under pres.
sure. Panax has denied
the allegations.

"Good Guys" vs.
'Bad Guys." Because

of Gannett's size
and prestige, Neuharth
has become something
ofa symbol in the
debate over newspaper
concentration. He is
flamboyant in personal
style, an outspoken expo-
nent of group newspaper
ownership and no apolo-
git for the keen business
.JNE/JULSY 157
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acumen that has placed
his chain in its eminent
fition. As a result,

uiharth is also frequent.
ly portrayed as the per-
sonification of the evils of
concentration-the tech-
nocrat as journalist.

But symbolism isn't
reserved for Neuharth
alone. In fact, the debate
over concentration often
conjures up a mythical
romantic past to do
battle with the present.
In one corner is the inde-
pendent publisher,
whom critics of concen-
tration almost invariably
depict in the mold of
William Allen White, the
crusading publisher of
the Emporia, Kansas,
Gazette. In the other cor-
ner are the groups, which
their critics identify with
some of the more blatant
excesses of such press
lords as William Randolph
Hearst and Colonel
Robert McCormick, the
original owner of the
Chicao Tribune.
Lamentably the case-
even as endorsed by
Congressman Udall-is
frequently presented as
the "= guys versus the
bad guys." Nothing could
be further from the truth.

There are prize-winning
-chains-Knight-Ridder-
and those which are less
aggressive in reporting
the news-Scripps How-
ard Newspapers. There

"I dread the day when
all American newspapers

look alike and read alike and
when there won't be. much
more difference in the daily
newspapers in Topeka and

New York than there is in-
a Big Mac."

are good independent,
newspapers and there are
bad independent news-
papers. Critics often for-
get that William Loeb of
the Manchester [New
Hampshire] Union Leader,
probably one of the most
irresponsible and most
viciously vituperative
publishers in the country,
is an independent, too.

Moreover, the good-
guy-versus-bad-guy debate

ils specifically to address
at least one problem that
astute press observers
maintain is among
the most critical issues
within the industry today:
the almost insurmount-
able problem of getting
new blood into the news-
rapersublishing field.
See s Iebar, page 8.1
The proposed Udali

law, for instance, would
in no way stimulate
acquisitions of papers by
persons who now have
no business interests in
the industry. In fact, the
law would perpetuate at
least one failing of local
ownership-the retention
of papers by heirs who, as
John Morton notes, may
have little commitment
to journalistic excellence.
"Whether independent
or group-owned,' says
Morton, newspapers-
"operate as monopblies.-
Independent, locally-
owned newspapers have
seemed, if anything, less

willing than their group-
own brethren to tilt
against the local establish-
ment of which they and
their owners are inevitably
members in large
standing."

"To some degree, Con-
gresman Udall is remetn-
bering good old days that
never were," says Alvan
H. Chapman, Knight-
Ridder's president and
chief executive officer.
"To be sure, a fair num-
ber of Americ:n commu-
nities a generation or two
ago were blessed with the
sort of independent pub-
lishers he's talking about
-fearless men and
women, rooted in tseir
communities, who told
the truth as they saw it
and fought for the best
interests of their areas.
But unfortunately, it's
also true that this was
simply not the dominant
pattern. Many, many
newspapers across the
country were pervasively
mediocre, unprofessional
and timid. They often
lacked the economic
strength-or will-to
resist the special interests
which called the shots in
their communities."

As Chapman described
the past, he also describes
the present. U
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Senator CHAFEE. All right, who is next?
Mr. LEVIN. I am Morris Levin, and Mr. lannucci who is--
Senator CHAFEE. OK, Mr. Levin, go ahead.

STATEMENT OF MORRIS J. LEVIN, COUNSEL, INDEPENDENT
LOCAL NEWSPAPER ASSOCIATION, ACCOMPANIED BY
JOSEPH S. IANNUCCI AND RAYMOND J. WIACEK
Mr. LEVIN. I have a statement which I have also requested be in

the record. I think Mr. Iannucci would request the same.
Just in response to your question, Senator, there are many ways

that the chains can save money. Often they pay with paper, stock
dividends, stock switches. That is tax free to both the buyer and
the seller. If there is a total stock exchange, or up to 80 percent, as
I understand it under the tax laws, they don't pay cash. They also
have a tremendous cash flow which an independent paper cannot
have. They have the accumulated earnings of a dozen or more
papers. They have the benefit, also, of a Washington bureau which
can cover more and more national or international news.

There are many ways through equipment, machinery, ability to
set aside funds under section 531, that they can put away money
and make a greater profit. And I would like to correct the state-
ment I think that Senator Morgan made. It isn't 20 and 30 times
earning.

Senator CHAFEE. I said that.
Mr. LEVIN. Excuse me, then, sir.
Senator CHAFEE. What is it?
Mr. LEVIN. Up to 60, and last year in a purchase in the State of

Louisiana, Shreveport and Monroe, the estimated price was 83.3
times earnings, by the Gannett Co.

Now, Senator, if I can speak as a Rhode Islander for 1 second--
Senator CHAFEE. Yes.
Mr. LEVIN. We are blessed. We have almost all locally owned

newspapers.
Some of the publishers, for example, in Rhode Island, have

gotten quite old. It is not possible for them to guarantee succession.
It just cannot be done today.

Senator CHAFEE. Let me ask you a question. Isn't a solution to
this-first of all, we run into a problem immediately of why treat
the press separately? Now, yes, you have got the argument that the
free press and so forth, although I don't think there is significant
evidence that the Knight-Ridder or the Gannett or whoever they
are, the chains, have stifled the free press, but maybe you can
argue that. I don't know.

Mr. LEVIN. No argument there, sir, none.
Senator CHAFEE. But here we are, we are treating-what about

the family farm? What about the family machine tool business? All
of these things, aren't they all going to come in and say, take care
of us, too? I attended an affair in Chicago of the Family Business
Association of America, which they are asking the same thing, the
small family business is going down the drain, they say.

Now, how do we answer that?
Mr. LEVIN. First of all, 2 years ago in the Tax Reform Act of

1976, this was done for the family farm, or I should say, it was
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attempted to be done by a change in the valuation of the farm, so
there is precedent for doing what we are talking about.

Second, our bill provides what can be used as a test. Since there
are a finite number of independent newspaper owners, approxi-
mately 600 dailies, you could run this as a test for 2 or 3 years. We
say it will make money for Treasury, not cost them money. The
Joint Committee on Taxation says that they foresee a possible
revenue loss of $10 million a year, but we think that under our
figures and with today's inflation rates, that the Treasury would
actually make money.

If what we are proposing works-and it can be forecast within 3
to 4 years-absolutely, make it available to other small businesses
as well. We are giving you a--

Senator CHAFEE. Well, thank you, and isn't-well, I won't-it
seems to me one solution would be for the father who owns the
business to every year distribute some of the stock to his heirs so
that when he dies there isn't this massive estate tax.

Mr. LEVIN. $3,000.
Senator CHAFEE. But he has got a lifetime limitation--
Mr. WIACEK. But the lifetime exemption is $60,000, and we are

talking about $50 million moreover under the unified system put in
in 1976, all those gifts will be taxable; they will form part of the
estate.

And one of the other big differences--
Senator CHAFEE. Well, now, wait a minute, no, they wouldn't be

part of his estate unless he died within--
Mr. IANNUCCI. It is calculated in his estate tax rate. The rate is

calculated in such a way that it is a unified schedule, so all the
gifts, the taxable gifts you make in your lifetime, determine your
beginning bracket for your estate tax. If you give away $25 million
in your life, your starting bracket for your estate is $25 million.

Mr. WIACEK. They are in your estate. You just get a credit for
the gift tax paid earlier.

Mr. IANNUCCI. In reponse to your question of why start with
newspapers in preference to other businesses, you are dealing with
a situation where the multiple paid for the newspaper is so high
and the valuation is so high that if you want to retain the newspa-
per and pay your tax, that you can't get a cash flow out of the
newspaper as it is run independently to pay your tax and pay the
interest on it.

The paper as run as an independent just doesn't generate enough
after-tax dollars to allow you to pay the tax that is due.

Senator CHAFE. Senator Dole?
Senator DoLE. I am sympathetic with what the bill proposes to

do. I am not totally certain. We have a lot of problems in our small
States, particularly with acquisitions of daily newspapers.

Mr. LEVIN. Senator, may we respond in writing to some of the
points you have made?

Senator CHAFER. Don't misunderstand me. I am not against the
proposal. I am just troubled by what kind of a path we are going
down.

Suppose it is a family-owned television station; a family-owned
television station was just sold in Sacramento the other day to a
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Rhode Island outfit for $63 million. Now, that I suppose that man
was doing it in connection with settling his estate, potentially.

Mr. WIACEK. I do some work in the broadcasting field, and again,
I think the point about multiples is relevant here. The FCC keeps
data on the purchase price, because of the regulated nature of the
industry, of all broadcast assets, and for the lest 2 years, the
average multiple is in the range of 10 to 16, and we are talking 40
to 60 to 80. So the artificiality of the price upon which the estate
tax is based is just fundamentally different in the independent
newspaper field.

Senator CHAFEE. Maybe that could be taken into account just
somehow, but that also gets us down a dangerous path.

Mr. LEVIN. Mr. Gutman said that they might be better off
exempting them from taxation. We didn't ask him for that, but if
he really pushes it, we will take it.

Senator CHAFEE. Well, that really would go down a different-
OK, anything else?

Mr. LEVIN. Thank you, sir.
Senator CHAFEE. Thank you.
[The prepared statements of Messrs. Levin and Iannucci follow.

Oral testimony is continued on p. 459.]

STATEMENT OF MORRIS J. LEVIN, INDEPENDENT LOCAL NEWSPAPER ASSOCIATION

Mr. Chairman. I am Morris J. Levin, of Levin & Toomey, a law firm in Washing-
ton, D.C. I appear today as counsel for the Independent Local Newspaper Associ-
ation, and am accompanied by Joseph S. lannucci and Raymond J. Wiacek, of the
law firm of Jones, Day, Reavis & Pogue.

The Independent Local Newspaper Association (ILNA) is a trade group, whose
membership is composed of newspapers which would benefit from the legislation
proposed in S. 555. That is, newspapers which are not part of interstate newspaper
chains or publicly traded.

Members of the ILNA are also members of the two major newspaper trade
associations, the American Newspaper Publishers Association (ANPA)-which basi-
cally represents the nation's daily newspapers, and the National Newspaper Associ-
ation (NNA)-which represents some smaller daily and most weekly newspapers.
These two organizations are, I believe, represented here today. Last year, they took
a position which was neither in support of nor opposed to predecessor legislation in
the 95th Congress, but offered other proposals. They have this year joined in a set of
legislative recommendations regarding estate taxes, but remain officially neutral on
S. 555. Their legislative recommendations are not designed solely for the independ-
ent publisher, as is S. 555. Their recommendations are for broad based legislation,
and would provide benefits to most of the newspaper chains-those which are
family owned or are closely controlled corporations. If these recommendations were
enacted, there would be no inhibitions against further purchases of independents by
these chains. Thus, their proposals do not go to the heart of the problem raised by S.
555-the preservation of independent newspapers.

Today, the nation's newspapers are dominated by chains-two-third, of the dailies
are owned by chains, and they have over 72 percent of daily and 75 percent of
Sunday circulation.

The interests of the chains are not necessarily devoted to the protection of
independent newspapers. The chains are buying such independents at a rate of
better than one daily and three to four weeklies every seven days. The number and
strength of the chains waxes stronger as the list of independents decreases. Simply
stated, there can be no true consensus within the newspaper industry as to how, or
even whether, to provide some legislative relief for independent newspapers threat-
ened by the estate tax laws. I mention this because last year, in commenting on this
legislation, Daniel L. Halperin, Deputy Assistant Secretary of the Treasury for Tax
Policy, suggested that there should be an "industry consensus".

It is worth noting that Allen H. Neuharth, the Chairman and Presiderqt of the
ANPA, who is also the Chief Executive Officer of Gannett Co., Inc., has stated on
several occasions that neither he nor ANPA takes a position on S. 555.

While some within the newspaper industry now decry special legislation as pro-
posed in S. 555, it would appear that they have forgotten the full supportlgiven by
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the ANPA less than ten years ago to the Newspaper Preservation Act, an amend-
ment to the antitrust laws which benefitted only 44 newspapers in 22 cities. They
also seem to brush aside other special legislation benefitting the newspaper industry
in the postal laws, in the tariff laws covering newsprint, and in many other areas.
(See the lists under "newspapers" and "newsprint" in the index section of the
United States Code.)

With regard to the criticism which has been leveled at S. 555, that it is special
interest legislation limited to independent newspapers, I must point out that the
sponsors of this legislation apparently have little or no interest in protecting and
forstering the growth of family-owned or other closely controlled chains. S. 555 can,
however, easily be expanded to cover and include other similarly situated business-
es. Since there are a finite and known number of independent newspapers, the
efficacy of the approach taken by S. 555 can be determined within a few years after
enactment. Thus, S. 555 can be used as a test and model for other family-owned
independent businesses.

The fact is, no other industry is now beset by such highly inflated purchase prices
as now are prevalent with independent newspapers. As already stated, they are
being gobbled up at an increasing rate, and it now appears that there is not too
great a supply left, and all may soon be gone unless remedial action is taken
immediately.

Mr. Chairman, there is a real and immediate need for S. 555. This is a pragmatic
solution to the problem described by other witnesses, at little, if any, real cost to the
Treasury. The Treasury apparently agrues that there is a problem, but denies
responsibility as to the causal factor, and flatly refuses to come up with any means
of relief. The answer is not in the antitrust laws, as has been recognized by
Assistant Attorney General Shenefield in testimony on this subject.

It is the effect of estate taxes on the swollen values placed on newspapers that
causes the sales to newspaper chains. The Congress cannot lower the prices paid for
newspapers, but it can adjust the estate tax laws. This was done for the family farm
in the Tax Reform Act of 1976. Relief should also be provided for independent
newspapers.

Mr. Chairman, we have met with Treasury officials last year and again in 1979 in
an attempt to work something out that Treasury could support. They flatly oppose
S. 555. They flatly oppose providing a modificaton to the valuation formula for
newspapers, as had been done for family farms. They offered no suggestions as to
means whereby Treasury could alleviate the problem, other than stating that they
sympathized with our situation.

It is not enough to recognize that independent newspapers are an endangered
species. Something must be done, and done soon, to relieve the pressure on the
independents, so that they are not forced to sell their newspapers. Without being
facetious, I must state that independent newspapers are at least as important to our
nation as the snail darter and the furbish lousewort.

Treasury stated during hearings on companion legislation before the House:
"Complications caused by special interest bills must be weighed against the equity
in the claim for relief. Unless the equitable argument is extremely strong, the claim
should be rejected."

Mr. Chairman, this bill, S. 555, seeks to preserve for the public an independent
press at little if any real cost to the Treasury. There is great equity in our claim for
relief. We urge the Committee to give its favorable consideration to S. 555.

TEmSToNY OF JOSEPH S. IANNUCCI
I am Joseph S. Jannucci, a partner in the law firm of Jones, Day, Reavis & Pogue,

1100 Connecticut Avenue, N.W., Washington, D.C. I appear today as counsel for the
Independent Local Newspaper Association, in support of S. 555. My comments are
basically explanatory of the tax consequences of this legislation, and a response to
the statement offered by the Department of the Treasury at hearings on H.R. 2770,
bill identical to S. 555.

This bill is intended to address the basic cause of the continuing diminution in
the number of independently owned newspaper-and that is the effect of the Feder-
al estate tax upon such properties.

Because local independent newspapers are selling at artificially inflated prices
frequently thirty to sixty times earnings, heirs of the owners of such newspapers are
finding it impossible to pay estate taxes, and the owners are finding it impossible to
find an acceptable method to save for the payment of estate taxes, short of selling
the newspaper to those willing to pay thirty to sixty times earnings; invariably, this
means a sale to a newspaper chain.
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Because small newspapers sell for at least thirty times after-tax earnings, one's
interest in such a newspaper is valued, for estate tax purposes, at thirty times
earnings. Under current law, this situation makes it impossible, even under the
most liberal deferral provisions, to fund the estate tax burden from the earnings of
the newspaper. As a result, the deceased's interest must be liquidated to pay the
tax.

For example, assume a person has a $5 million interest in an independent
- newspaper (conservatively valued at thirty times earnings) and assume that that

interest constitutes the bulk of his estate. At current rates, the estate tax due on
the $5 million interest would be $2,550,880 (assuming the unified credit under
Section 2010 is applied to reduce estate tax owed on other assets). Under current
law, the executor of the estate may elect to extend payment of the estate tax for up
to 15 years if the value of decedent's interest in a closely held business exceeds 65
percent of the decedent's adjusted gross estate (Section 6166(a)). The tax in our
example (but not interest thereon), therefore, may be deferred for up to five years
and then paid in equal installments over the next ten years. Interest accrues (and
must be paid annually) at four percent per annum on the first $345,800 of deferred
tax (assuming the unified credit is applied to reduce estate tax owned on non-
newspaper assets of the estate) and at nine percent per annum for the remainder
(Sections 6601 and 6621).

Thus, in our example above, the estate would owe $222,656 per year in simple
interest payments for the first five years following the demise of the newspaper
owner, and level tax payments of $255,080 plus interest payments decreasing each
year (as the balance due is decreased) but starting at $222,656, in each year thereaf-
ter. For year six, then, a total of $477,736 would be due the Treasury.

Given that the newspaper can only expect to earn $166,666 per year ($5 million -
$166,666 after tax earning x 30), it is clear that the heirs will not even come close
to meeting the interest payments, let alone the installment tax payments plus
interest, from the newspaper's earnings. Nor will they be able to borrow the sum
necessary to pay the tax given that the tax and interest will significantly exceed
earning for 15 years. The only solution left is to liquidate the estate's interest in the
closely held newspaper. Invaribly in recent years, this has meant sale of a once
independent and local newspaper to a controlled, national chain.

The purpose of this bill before this committee is not to reduce the ultimate tax
burden on the estate of independent newspaper owners. If that were our object, we
would propose that an alternative method for valuing an interest in an independent
newspaper be used. Such a proposal, however, would except newspapers from the
nearly universal "willing buyer, willing seller" valuation rule, perhaps for not
althogether persuasive reasons.

That is not the object of the bill. All the bill under consideration will do is
alleviate the problem I outlined above by permitting the prepayment of estate tax.
The monies slated for later payment of the estate tax burden attributed to an
interest in an independent newspaper may, under the bill, be placed in a turst, to be
monitored by Treasury and to be invested only in U.S. Government obligations.
These U.S. Government obligations may be interest-bearing or non-interest-bearing
as the Secretary of the Treasury is empowered under the bill, to decide. It is
contemplated that the Secretary will set the interest rate for the oligations pur-
chased with the trust funds at well below market or even at no interest. If this is
the case, the trusts will act solely as devices for the prepayment of estate taxes and
the deductions for the trust contributions will result in no revenue loss to the
Treasury.

In its testimony on H.R. 2770, the Treasury contended that the deduction allowed
for trust contributions (up to 50 percent of annual earnings) would result in a
significant revenue lose due to the loss of the tax on the sum deducted. Treasury
indicated that, at the corporate rate, this would amount to a loss of 46 cents on
every dollar used to fund the trust.

However, that objection completely ignores the fact that the Treasury will stand
to gain significantly because it has the use of the money placed in trust at low or
no-interest rates for significant periods of time. While the Treasury is losing the
direct payment of 46 cents on every dollar placed in a trust, it gains the use of 54
cents at most favorable terms. If we assume that the average dollar is in trust and
invested in Government obligations for 15 years (based upon an assumption that
prepayment of estate tax begins some 30 years prior to the time estate tax is due
and continues at level annual amounts) and that those Government obligations bear
interest (or no interest, as the case may be) at nine percent below market, the
Treasury can earn $1.25 on each such dollar by investing elsewhere that excess 54
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cents that it would not have collected.' The so-called "lost" 46 cents is more than
triply recouped before the trust's dollar is used for payment of estate tax. Clearly,
all the bill intends is a financing method for the payment of estate tax; not a
reduction in revenue.

While it is also true that the trust corpus is free from estate tax itself, and there
is no estate tax on the amount that is placed in the trust and used to pay estate tax,
this still does not alter the validity of this legislative proposal. First, the result is
identical to that achievable had the newspaper owner given his interest in the
newspaper to his future heirs during his lifetime and paid a gift tax on such annual
dispositions out of the remaining newspaper assets. The amount used to pay the gift
tax (substantially equivalent, under the unified estate and gift tax system, to the
amount that would be due for estate tax had the gifts not been made) would not be
subject to inclusion in the gross estate and thus would not be subject to the estate
tax.

Second, if the Treasury benefits by $1.25 on the use of the 54 cents per dollar it
ordinarily would not be entitled to, it still comes out ahead even when that 54 cents
is not includable in the gross estate and subject to estate taxation. The estate tax on
54 cents at a 70 percent rate would be approximately 38 cents. The total benefit to
the taxpayer of both the income tax deduction ($.46) and the estate tax exclusion
($.38), amounting to 84 cents, is still far less than the $1.25 earned by the Treasury
on its use of the newspaper owner's trust funds at a below market rate of interest.

Not until the Secretary chooses an interest rate of less than four percent below
market for the Government obligations purchased by the funds placed in trust
under the bill (assuming an average 15 year prepaid dollar) will the Treasury even
approach a revenue loss. Since the bill permits the Treasury absolute discretion in
setting the interest rate on these obligations, unless the market rate of money falls
below four percent, we assume that the Treasury will not suffer any revenue loss.
Again, all the bill provides for is an estate tax financing mechanism.

The Treasury has also objected that the funds transferred to the estate tax
prepayment trust will not be includable in taxable income by the owner, and not
treated as a taxable dividend. But, as pointed out in the example above, if the
Government obligations purchased by the trust bear interest at a rate 9 percent
below market, the Government gains $1.25 on every dollar invested for 15 years.
Subtracting the tax that would have been payable as corporate income tax ($.46)
excluded by the proposed deduction and the estate tax that would have been due on
the remaining $.54 ($.38) but for the bill, the Government will still realize a $.41
gain on every dollar. This sum more than covers the $.38 per dollar tax on an
alleged corporated dividend distributions ($1.00 minus $.46 corporate tax = $.54;
$.54 x 70% = $.38). The Government still is ahead by $.03 per dollar.

In any event, it is inequitable, given the policy explicit in Section 303 of the Code,
to assess a dividend rate of tax on corporate distributions used for the payment of
estate taxes. Assuming a capital gains rate for such distributions, as provided in
Section 303, the Government s "profit margin" under the bill remains well in excess
of $.03 per dollar.

Treasury has further objected to the bill on the grounds that the exemption of
trust earnings from income is contrary to existing law which treats the beneficiary
as the owner of a trust and therefore taxable on its income. In response, let me note
that, first, there is no assurance that the trust will earn any income. The Govern-
ment obligations which the trust funds must be invested in could, as I have de-
scribed, bear no interest at all. Second, the exemption of trust earnings from income
is wholly consistent with current tax law. The exemption of qualified pension or
profit sharing plan earnings from income, for example, provides the same benefit
for a similar policy rationale as this bill. The exemption of the earnings of a
qualified trust from income is not unprecedented in U.S. tax law.

Questions have been raised as to why it is necessary to provide such an extended
period for the prepayment of the estate tax, and why should the trust last for so
long a period of time. The Government should applaud the fact that the bill
provides for a lengthy prepayment period. The longer the Government has the use
of the prepaid tax funds at a below-market interest rate, the more it stands to
benefit. Further, it is highly unlikely that any independent newspaper owner,
particularly those already approaching retirement age, will be able to fully fund a
trust adequate to satisfy his entire estate tax bill attributale to his newspaper
interest.

I At an interest rate of 9 percent, compounded annually, the $0.54 invested in year 1 will
grow to $1.79 by year 15 when the estate tax is due. After subtracting the principal amount of
$0.4 used to pay estate tax, the Government is left with earnings of over $1.25.
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Even if full or excess funding were possible, the bill provides for extraordinary
disincentives for overfunding. Any amount placed in trust in excess of that amount
necessary for paying estate tax on an interest in an independent newspaper is
severely penalized. The deductions taken on such amounts are recaptured, so that
Government regains the $.46 it previously lost. In addition, the sum would be
treated as a dividend to the decedent's estate and could be taxed under the income
tax at rates as high as the 70 percent bracket. The sum remaining will also be
includable in gross estate and could be taxed under the estate tax at rates as high
as 70 percent. And, in addition to those substantial penalties, the Government still
would have had the use of the $.54 at below-market rates for a substantial period
that it otherwise would not have had.

In sum, the bill only intends to provide a mechanism for financing the payment of
estate tax out of current earnings, rather than by liquidation of the newspaper at or
prior to the newspaper owner's demise. There is no revenue loss, and, in effect, no
tax reduction contemplated by the bill.

I have appended to this statement some examples of how the estate tax would
affect a newspaper owner under the present law and also under the provisions of S.
555.
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S. 555 - The Independent Local Newspaper Act of 1979

Because independent local newspapers are presently selling at multiples
exceeding 30, 40 and even 60 times earnings, owners of such newspapers (and
their heirs) are finding it impossible to meet the estate tax burden without
selling the newspapers to "chain operations." Example 1 demonstrates that,
even under the most liberal estate tax deferred payment provisions of present
law, a $5 million newspaper (valued at 30 times earnings) can at best be able
to fund only the interest due on the deferred estate tax from newspaper earn-
ings, and will be unable to pay the applicable estate tax from newspaper earn-
ings even on the most liberal deferred payment basis. The newspaper also would
be unable to borrow sums to pay the shortfall, since there are no newspaper
earnings available to cover the interest expense for the sums required to be
borrowed. Thus, the sale of the newspaper is, in most instances, the only
practical solution to the estate tax payment problems created by present law.

S. 555 offers another solution: prepayment of the estate tax to the
U.S. Treasury. S. 555 allows 50% of newspaper earnings to be paid annually
into the Treasury by means of the purchase of Government obligations bearing
little or no interest. By this method, the owner of the newi'aper pays his
estate tax prior to his demise. While the owner's estate tax liability is
finally determined at his death, the Treasury has had the use of the prepaid
estate tax payments throughout the life of the owner. It is this use of the
prepaid estate tax that vitiates the potential revenue loss to the Treasury.

Examples 2 and 3 demonstrate that the potential revenue loss to the
Treasury under S. 555 is compensated by the Treasury's use of the prepaid
estate taxes -- funds it otherwise would not have received. The examples deal
with a $5 million newspaper on which approximately $2.5 million in estate tax
would be owed. The examples assume different prepayment periods, no interest
paid by the Treasury on the sums prepaid, and the use of money benefits by the
Treasury. The examples calculate the economic benefits realized by the Trea-
sury through the use of the prepaid taxes it would not have otherwise received.
The examples do not attribute any economic benefit to 46% of the prepaid estate
tax which the Treasury would have collected in any event in the form of corporate
income taxes.

To demonstrate that there is no revenue loss to the Treasury, the economic
benefits enjoyed by the Treasury from the estate tax prepayments are subjected
to the 46: corporate tax (the Bill provides for a corporate deduction), then
the remaining balance is taxed as If distributed as a dividend to the owner at
the highest (70%) rate (the Bill provides for no inclusion in income) and the
remaining balance is taxed at the highest (70%) estate tax rate (the Bill pro-
vides for an exclusion from the gross estate). In essence, the $2.5 million in
estate tax prepayments are taxed as under current law. These taxes are, at each
step, subtracted from the benefit gained by U.S. Treasury on the use of the
estate tax prepayment. In each examnle, the U.S. Treasury suffers no loss.
The Treasury has, in addition to a large positive cash flow, a revenue gain.

S. 555 simply provides a financing vehicle for the payment of estate
taxes in order to preserve independent local newspapers.
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EXAMPLE 1 - Present Law

Pre-tax earnings of independent newspaper: $ 307,000
Annual corporate income tax: -14.000

Annual after tax earnings: - 166,666
x 30 -

Value for estate tax purposes: $5,000,000

Estate tax due (Section 2001(c)): $2,550,800.Z/

Current Law:

Most favorable payment method:

1. Defer entire tax due for five years, but pay interest annually
thereon (4% on first $345,800 of deferred tax, 62 on remainder) -
5146,132 each year

2. For years 6 to 15, pay interest plus a 102 installment payment
of tax, each year. Year six payment - $146,132 + $255,080 - $401,212

Result: Years 1 to 5 S 166,666 earnings
-146,1 32 

interest on deferred tax

$ 20,534 amount left after paying interest
on estate tax alone

Year 6 $ 166,666 earnings
-401,212 interest plus installment payment

of tax (see above)
S 234,546 shortfall in funds to pay estate tax

Years 7 to 15 There would be a large shortfall in each year
since the earnings will not cover the 10% of
the estate tax due, without even considering
the interest charges.

I/ Chains are paying 30 to 60 times earnings, or more, for independent
newspapers. While thc chains have not explained how or why they can
do this there are a variety of "economies" they can institute. First,
a chain can vastly reduce overhead through simple economies of scale;
a chain's foreign or Washington correspondents, for example, will
serve many papers rather than just one. Further, newspaper chains
frequently reduce or eliminate local reporting staff. Second. a
newspaper cdain can markedly increase both the prices charged and
market available to advertisers, since they can offer both regional
and national market coverage. Third, capital-rich newspaper chains
can offen afford ultra-high technology cost-saving equipment. Not
only does the purchase of such equipment frequently reduce labor costs,
but sometimes the labor displacement is so great as to effectively
"break" a newspaper's local union, to the detriment of the remaining
employees, to say nothing of those who are fired. Fourth, the chains
already have a tremendous cash flow from their other newspapers,
which can cover any temporary imbalance in earnings from the new
purchase. There are just a relatively few independents left, and
the chains are competing to buy them.

2/ N.B. For a newspaper valued at more than $5,000,000 the value in
excess of $5,000,000 would be taxed at a 70 percent rate.



457

EXAMPLE 2: Prepayment of Estate Taxes under S. 555

Current Law:

Estate tax due on $5 million newspaper - approximately $2,551,000

Independent Local Newspaper Act of 1979:

1. Assume an average 27 year period for prepayment of estate tax to Treasury.

2. Annual prepayment of estate tax is $2,551,000 divided by 27 a approx. $95,000.

Annual payment of corporate income tax: $ 307,000 (before tax earnings)
- 95,000 (deduction for estate

tax prepayment)
$ 212,000 (taxable income)

x .46 (corporate rate)
$ 98,000 (corporate tax paid)

3. 27 annual prepaymentsof $95,000 each invested in Government obligations
bearing no interest:

a. S 95,000
-44,000 (at 46 corporate rate: annual tax Government entitled to

under current law)
$ 51,000 (amount Government not entitled to until payment of estate

tax at death at year 27)

b. $ 51,000 invested at beginning of each year for 27 years at 9%
(Treasury's advantage by paying 92 below market on obliga-
tions) yields: $5,239,000 at conclusion of 27-year period.

c. $ 5.239,000 (earned by Treasury)
-2,551,000 (estate tax due on $5 million)
$ 2,688,000 (benefit to Treasury of use of $95,000 per year)

4. Subtracting each alleged revenue loss from the benefit Treasury has
received (as described in 3, above):

$ 2,688,000 (benefit to Treasury of use of total payment sum)
-1,173,000 (alleged loss to Treasury due to deduction of trust fund

contributions for corporate income tax or put another way,
the loss to Treasury of permitting the use of $ to pay
estate tax that under current law would go to pay cor-
porate income tax) J.46 x $2,551,000J

$ i,495,000
- 965,000 (alleged loss to Treasury by not including funds trans-

ferred to estate tax payment trust (after corporate tax
paid) in income of owner; assumri3 the highest rate (70%))
1(2,551,000 - 1,173,000) x .70]A!

$ 530,000
- 289,000 (alleged loss to Treasury due to exclusion of corpus

of trust after corporate and individual (dividend) income
taxes paid from taxable estate) 2/
[(2,551,000 - 1,173,000 - 965,000)x .70] -

-$ 251,000 Net tax benefit to Treasury (use of the 542 of trust that
it would not have otherwise obta. ad, less taxes that would
have been collected on the $2,511,000 trust principal amount).

1/ All numbers rounded to nearest thousand,

2/ Using the highest possible tax rate.
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EXAMPLE 3: Prepayment of Estate Taxes under S. 555

Current Law:

Estate tax due on $5 million newspaper - approximately $2,551,000

Independent Local Newspaper Act of 1979:

1. Assume an average 30 year period for prepayment of estate tax to Treasury.

2. Annual prepayment of estate tax is $2,551,000 divided by 30 - approx. $85,000.

Annual payment of corporate income tax: $ 307,000 (before tax earnings)
- 85,000 (deduction for estate

tax prepayment)

$ 222,000 (taxable income)
x .46 (corporate rate)

$ 102,000 (corporate tax paid)

3. 30 annual prepayments of $85,000 each invested in Goverment obligations
bearing no interest:

a. $ 85,000
-39,000 (at 46% corporate rate: annual tax Government entitled to

under current law)
$ 46,000 (amount Government not entitled to until payment of estate

tax at death at year 30)

b. $ 46,000 invested at beginning of each year for 30 years at 8%
(Treasury's advantage by paying 8% below market on obliga-
tions) yields: $5,211,000 at conclusion of 30-year period.

c. $ 5,211,000 (earned by Treasury)
-2,551.000 (estate tax due on $5 million)
$ 2,660,000 (benefit to Treasury of use of $85,000 per year)

4. Subtracting each alleged revenue loss from the benefit Treasury has
received (as described in 3, above):

$ 2,660,000 (benefit to Treasury of use of total payment sum)
-1,173,000 (alleged loss to Treasury due to deduction of trust fund

contributions for corporate income tax or, put another way,
the loss to Treasury of permitting the use of $ to pay
estate tax that under current law would go to pay cor-
porate income tax ) (.46 x $2,551,0001

$ 1,467,000
- 965,000 (alleged loss to Treasury by not including funds trans-

ferred to estate tax payment trust (after corporate tax
paid) in income of owner; assuming the highest rate (70%))
[(2,551,000 - 1,173,000) x .701 21

$ 522,000
- 289,000 (alleged loss to Treasury due to exclusion of corpus

of trust after corporate and individual (dividend) income
taxes paid from taxable estate) 2/
((2,551,000 - 1,173,000 - 965,000) x .79) -

-.. 233.000 Net tax benefit to Treasury (use of the 54% of trust that
it would not have otherwise obtained, less taxes that would
have been collected on the $2,551,000 trust principal amount).

1/ All numbers rounded to nearest thousand.

2/ Using the highest possible tax rate.
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Senator CHAFEB. Mr. Seidman.

STATEMENT OF P. K. SEIDMAN, C.P.A. AND ATTORNEY,
MEMPHIS, TENN., ACCOMPANIED BY SHELDON COHEN, ESQ.
Mr. SEIDMAN. Senator, my name is P. K. Seidman. I am a certi-

fied public accountant and attorney, resident of Memphis, Tenn.,
and Iam accompanied here today by counsel, the Honorable Shel-
don Cohen.

Senator CHAFEE. Well, gentlemen, glad to see you here.
Go to it.
Mr. SEIDMAN. Thank you, sir.
I want to talk about the existing tax rules as they pertain to

estate tax, and what S. 541 might do.
As you know, the present law allows a choice of evaluation date

of the property of the decedent, either the value as of the date of
death or the value as of 6 months after the date of death.

Now, this choice attempts to avoid a harsh and unfair result for
the protection of the heirs of the estate when property declines
sharply and abruptly in value shortly after the date of death.

However, if the estate tax return is unavoidably and without
design filed just 1 day later, the exiting law disallows the alternate
valuation date election and requires that property be valued as of
the date of death.

Now, this loss of the election is automatic and applies even if
there is unavoidable, reasonable cause for the late filing of the
return.

There are adequate penalties for late filing. Moreover, these
other penalties may be excused if the Commission finds there is in
fact reasonable cause for the late filing.

Now, we have found that there is general agreement that the
existing law regarding the alternate valuation date election pro-
vides an unfair and unintended result and that it should be
changed. The proposed new rule in S. 541 would merely permit the
alternate valuation date election to be made on the first estate tax
return which is filed with the Internal Revenue Service, even if the
estate tax return is not filed on time. It would not change the
property valuation dates of the present law or have any effect on
the determination of the estate tax liability.

Senator DOLE. How do you answer the Treasury 's objections that
if you did this they wouldn't be able to reach all the other people
who might be in the same class who might be adversely affected?

Mr. SEIDMAN. Well, as you know, Senator, with any remedial and
corrective legislation, unfortunately it often finds some taxpayers
who become a casualty to the statute of limitations, and S. 541 is
no exception. Yet, if S. 541 is adopted, it surely restores equity and
accords relief provided unwarrantedly against a penalty which is

inator DOLE. Now, I assume this legislation addresses one par-

ticular estate.
Mr. SEIDMAN. Yes, sir.
Senator DOLE. In the State of Tennessee.
Mr. SEIDMAN. Yes, sir.
Mr. COHEN. There are several others that we know about in

other States, sir, that are similarly situated.

56-074 0 - 80 - 30
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Senator DOLE. Where they are unavoidably prevented from
filing?

Mr. COHEN. In Mr. Seidman's situation, the executor was in the
hospital recovering from open heart surgery on the date that was
required.

Mr. SEIDMAN. Let me cover that, if you will, Senator.
Senator DOLE. Well, that doesn't bother me. I assume it must be

targeted in some way.
Mr. SEIDMAN. Yes, yes.
The whole thing came to light in an estate in Tennessee, in

Memphis, Tenn., where the executor 6 weeks prior to the filing
date, the due date of the estate tax return suddenly found himself
in emergency heart surgery. There was no way of anyone else then
or thereafter until his recovery in p ion of all the information
that was needed for this, which appended to be a complicated
estate tax return of 50 schedule pages, and so--

Senator DOLE. What final impact did it have, dollarwise?
Mr. SEIDMAN. It finally eliminated 90 percent of the heirs'

distributable estate. When the IRS, when the Treasury Department
proposed a deficiency by disallowing the alternate valuation date,
the stock from the date of death to the date of the report and the
proposed deficiency had dropped from $42 a share to $5 and less a
share, and so the sizable lot of listed stock that was held in this
estate immediately cut the legs out from under the estate, and the
estate was doubled in the taxable amount, the estate had paid a
tax of approximately $413,000 and the Treasury suggested a defi-
ciency of approximately $605,000 additional, so that the estate
then, the distributable estate as it was determined after the RAR
was $1,851,000. When the proposed deficiency was submitted No-
vember 20, 1975, the distributable estate was narrowed down to
$136,000 together with further market declines.

Now, it is obvious that this resulted from the one asset which
controlled the entire value of the estate, and when the quoted
value dropped from $41 plus down to about $5, you can see that the
estate was practically wiped out as far as protecting the heirs and
any distributable amount.

And so, it seems that the rule of equity was completely violated
in such a harsh exaction of the penalty, particularly when there
were other penalties for late filing where there was reasonable
cause, and those penalties were far less than that which the Treas-
ury proposed in this deficiency notice.

Senator DOLE. Well, we have to run over and vote. I don't have
any other questions. I am again sympathetic with what you pro-
pose to do, but we need to address the questions that have been
raised today-maybe we can do it with Mr. Cohen later.

Mr. COHEN. We would be glad to work with the staff on any
language that would ameliorate the appropriate kind of cases. We
just feel that this is a deserving case. There are other deserving
cases, and those should be ameliorated.

Senator DOLE. Let's leave it on that basis then, and we will be
right back for one other panel.

Mr. SEIDMAN. There is a complete statement for the record which
has been submitted.

Senator DOLE. That will be made a part of the record.
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Mr. SEIDMAN. Thank you.
[The prepared statement of Mr. Seidman follows:]

TTmMONY OF P. K. SEIDMAN

SUMMARY OF PRINCIPAL POINTS
1. Existing estate tax rule permit a choice for the valuation date of the property

of a decedent: (a) value as of the date of death, or (b) value as of six months after
the date of death.

2. This choice avoids a harsh and unfair result when property declines severely in
value shortly after death.

3. However, if the estate tax return is filed just one day late, existing law
disallows the alternate valuation date election, and requires property to be valued
as of the date of death.

4. This loss of the election is automatic, and applies even if there is unavoidable
reasonable cause for the late filing of the return.

5. There are other adequate penalties for late filing. Moreover, these other penal.
ties may be excused if there is "reasonable cause" for the late filing.

6. We have found there is general agreement that the existing rule regarding the
alternate valuation date election provides an unfair and unintended result, and that
it should be changed.

7. The proposed new rule would merely permit the alternate valuation date
election to be made on the first estate tax return which is filed with the Internal
Revenue Service, even if it is not filed on time. It would not change the property
valuation dates of the present law, or have any other effect on the determination of
the estate tax liability.

8. The proposed new rule would be applicable to all estates which have not yet
filed returns and to estates which have filed returns but which are still open under
the statute of limitations.

9. This bill and its effective date provisions would not result in any unwarranted
relief to any estate. It would merely provide the intended result to estates which
would otherwise be unfairly penalized.

S. 541
My name is P. K. Seidman, a certified public accountant from Memphis, Tennee-

see. My testimony today relates to the provisions of S. 541. Enactment of this
legislation would remove an inequity in the Internal Revenue Code relating to the
valuation of property for estate tax purposes. I would like to explain the effect of
this Bill and give the reasons that I urge its passage.

Generally, under the estate tax rules, the estate tax is based upon the value of
the decedent's property at the date of death. For many years, however, the law has
allowed an estate to use an alternate valuation date. Thus, under current law, an
estate may pay the estate tax based upon (a) the value of all of the property in the
estate on the date of death or, (b) the value of the property on the day exactly six
months after the date of death. This choice of dates for the valuation of the property
avoids a harsh result in a case in which there is an abrupt decline in the value of
the property shortly after the date of death.

S. 541 would remedy a serious problem with the existing law. For some reason
which we have been unable to ascertain, present law provides that the alternate
valuation date may be used only if the estate elects such method on a timely filed
estate tax return. Thus, if the estate tax return is only one day late, and even if the
delay is due to reasonable cause, the estate may not use the alternate valuation
date.

This result is incongruous and inequitable. There is a specific penalty provided by
law for the late filing of an estate tax return. This specific penalty does not apply,
however, if there is "reasonable cause" for the late filing. If the specified late filing
penalty may be excused for reasonable cause, there certainly is no reason to impose
what may be a much harsher "penalty"-the loss of the alternate valuation date-
and make that penalty applicable regardless of the existence of reasonable cause.

To my knowledge, there is general agreement on the part of the Treasury and the
Congressional Staff that the provisions of existing law provide an unintended result
and should be corrected. Thus, everyone agrees that existing law is unfair, and that
the alternate valuation date election should be available even if, for some reason, an
estate tax return is filed late. The only remaining question relates to the proposed
effective date for this change in law.
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As it is proposed, S. 541 would remove the inequitable effect of present law in
those cases in which estate tax returns have not yet been filed, as well as those
cases where estate tax returns have been filed late, but where the tax liability of
the estate has not been finally determined. Thus, the adoption of S. 541 would
eliminate the harsh penalty otherwise imposed by existing law in the circumstances
involved in the Estate of Sylvia Buring, with which I am personally familiar.

Sylvia Buring died November 24, 1972. At the time of her death, Mrs. Buring
owned a substantial amount of stock of a New York Stock Exchange Company, and
this was the most significant asset of the estate. The value of this stock declined
almost 50 percent during the six months after the date of death. This is exactly the
situation to which the alternate valuation date is intended to apply.

Unfortunately, the estate tax return was filed late due to the sudden illness of
one of the co-executor, and the resulting inability of the other co-executor to file a
tax return within the prescribed time. There is no dispute that the failure to file the
return on time was due to reasonable cause, and the Internal Revenue Service
agreed that no late filing penalty was appropriate. If the alternate valuation date
election cannot be made by the Estate of Sylvia Buring, there would be a substan-
tial unwarranted increase in its estate tax liability.

The alternate valuation date is intended to and should apply if a decedent's
property has severely decreased in value, even if, for some reason, the return is filed
late. This is particularly true in cases like the Estate of Sylvia Buring which would
otherwise be penalized solely as a result of the unfortunate physical incapacity of
one of the executors.

S. 541 would benefit all those in circumstances similar to the Estate of Sylvia
Buring. It would eliminate an unintended penalty in circumstances where no penal-
ty is appropriate, and where the statute of limitations has not yet expired.

I know that your Committee will consider carefully the substance as well as the
effective date of S. 541. In urging that you extend the effect of this ameliorative
change in the law to situations like those of the Estate of Sylvia Buring, I believe
that I am consistent with the general policy adopted by this Committee--changes in
existing law which remove unintended inequity are made applicable to all cases
which are open under the applicable statute of limitations. I believe that this policy
should be applicable in the case of S. 541.

It is important to bear in mind that the result of S. 541 is merely to extend relief
to a limited number of cases which would otherwise be subjected to an unwarranted
penalty. This legislation does not open any loophole or provide relief in cases in
which relief is unwarranted. The value of property in an estate is fixed on the date
of death and on the date six months later. No planning is involved and no new
elections of the alternate valuation date or other administrative problems would
result.

In summary, I believe this legislation is good legislation and good tax policy. It
would have the salutary effect of providing the originally intended tax result to the
estates which would otherwise be penalized improperly.

Thank you very much.

Senator DoLE. And we will be back, right?
Senator CHAFEE. Right.
Thank you.
Why doesn't the next panel come up and get in place and we will

be ready to go.
[A brief recess was taken.]
Senator DoLE [presiding]. I think we may proceed in any order

you wish. You are all speaking on S. 1703, and we find ourselves
caught between votes, so anything you can do to expedite matters
would be appreciated.

How would you like to start, as you are listed?
Mr. SAMIA. As we are listed, Mr. Chairman.
Senator DoLE. We have a total of a 20-minute time limit, divided

any way you wish.
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STATEMENT OF LOUIS SAMIA, EXECUTIVE DIRECTOR, CARE,
ON BEHALF OF THE AMERICAN COUNCIL OF VOLUNTARY
AGENCIES FOR FOREIGN SERVICE
Mr. SAMIA. Thank you very much, Mr. Chairman.
I would like to be brief on this. I am Louis Samia, the executive

director of CARE, and I am appearing on behalf of the American
Council of Voluntary Agencies, which is an association represent-
ing 44 major agencies such as the Catholic Relief Service, Baptist
World Alliance, the Jewish agencies, Church World Service, CARE,
Save the Children, Foster Parents Plan, and many more.

We have all made previous statements which we believe will be
made part of the record, sir.

I have with me today Dr. J. Winston Crawley, director of over-
seas divisions, of the Foreign Mission Board, Southern Baptist Con-
vention; Rev. Msgr. Andrew P. Landy, assistant executive director
of Catholic Relief Services, U.S. Catholic Conference; Dr. Vernon
Larson, president of the Association of U.S. Directors of Interna-
tional Agricultural Programs; Dr. A. Colin McClung, executive offi-
cer of International Agricultural Development Service.

Before we proceed, I believe on behalf of my colleagues and a
number of other agencies, we would like to thank Senator Chafee
for his lead in presenting Senate bill 1703 and in his foresight in
trying to help the private voluntary organizations.

We say this because we believe it was not the intent of Congress
to penalize the private voluntary organizations in the Tax Reform
Act of 1978; also the fact that Congress in the Foreign Assistance
Act has declared that U.S. cooperation in development should be
carried out to the maximum extent possible through the private
sector, including those institutions which already have ties in the
developing areas, such as educational institutions, cooperatives,
credit unions, and voluntary agencies.

Only last week a large number of voluntary agencies, both re-
ligious and private organizations, met with the President to discuss
the advent of the Kampuchea situation and the fact that the
President had asked these particular voluntary agencies to do their
utmost in relieving the suffering of that particular country. And
naturally the answer was yes, which was significant in the way
that the private voluntary agencies work and is also significant in
the fact that they are needed in their work overseas.

I think the record shows a tremendous response by the private
voluntary and religious sector to the desires of Congress and the
administration. That was one instance. For example, in recent
months my own organization has been very deeply involved in the
situation in Uganda, Nicaragua, Dominican Republic and Thailand.
These are areas where suffering has occurred. There has been
manmade and natural disasters and the private voluntary sector
has been there to meet these particular demands.

If Senate bill 1703 is not adopted, the private voluntary organiza-
tions will have to curtail some of their work overseas. Money that
is now going to vital developmental and nutritional programs will
have to be transferred to salaries. This means diverting from pro-
grams an amount of funds that will not be able to be met by other
resources as such.
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We feel that the loss to the Treasury created by passage of S.
1703 is minimal. The effect on the charitable agencies, if it is not
passed, could be very devastating. The cutback in vital programs of
development, disaster assistance, and refugee relief is clearly, to us,
not worth the few dollars gained by the Treasury.

With this, Mr. Chairman, with your permission, I would like to
call on Dr. Crawley to add his comments.

STATEMENT OF DR. WINSTON CRAWLEY, DIRECTOR OF OVER-
SEAS DIVISION, FOREIGN MISSION BOARD, SOUTHERN BAP.
TIST CONVENTION
Mr. CRAWLEY. As a representative of Southern Baptists, I want

to support fully what has been said by Mr. Samia. Southern Bap-
tists number 13 million, spread throughout the country. Many of
our people are deeply concerned about this matter because of the
effect it can have on the programs of our work across the world.
We have 3,000 missionaries serving in 95 countries and territories,
which would make our organization one of the largest involved in
overseas programs.

We are involved in a wide variety of benevolent programs, medi-
cal, educational, agricultural, community centers, literacy, all
kinds of programs. We are deeply involved in the world hunger
concern with agricultural missionaries in many lands. We are
deeply involved in relief and reconstruction efforts. We were calcu-
lating just the other day that in Cambodia, and the matter of the
Cambodian refugees in Thailand, we have spent about $750,000 in
the last 3 or 4 years, well before this became a matter of common
concern to the American media, and this type of operation will be
crippled if we do not have the action taken on the bill as recom-
mended, S. 1703.

Already the impact of inflation and of dollar decline is a real
hindrance to our programs across the world, and to have added to
it the impact of having to pick up what for us will probably be an
annual load of $1 million does curtail our efforts rather consider-
abl.

e feel that this bill as proposed will be a very simple and
appropriate way to resolve the problem. It is not anything new. It
is a plan that has worked for many years. It would simply restore
an exclusion which is available at present to some other overseas
workers, and to restore it to the employees of religious and charita-
ble organizations would avoid the crippling effect on our involve-
ment across the world.

We feel that there is an element of urgency in this because of
the 1979 tax burden itself, with 1979 coming toward a close, and we
certainly hope that this subcommittee and the entire Congress will
approve speedily this amendment to the tax law.

Mr. SAMIA. Thank you.
Monsignor Landi.

STATEMENT OF MSGR. ANDREW P. LANDI, ASSISTANT EXECU-
TIVE DIRECTOR, CATHOLIC RELIEF SERVICES, U.S. CATHO-
LIC CONFERENCE
Monsignor LAND!. First of all, I would like to express my grati-

tude for the opportunity of being present at this hearing. I am
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Andrew Landi, assistant executive director of Catholic Relief Serv-
ices of the U.S. Catholic Conference, and I am here in place of
Bishop Edwin Broderick who is attending meetings in Europe at
the present time that have to do with welfare matters in Third
World countries, and particularly, emergency matters in Cambodia
and Thailand.

I have a written statement of Bishop Broderick which I would
like to submit for the record, and if I may I would like to take 2 or
3 minutes to express the highlights in this statement.

Catholic Relief Services is the overseas welfare arm of the Catho-
lic bishops in the United States, over 200 of them. We are present
in about 80 countries, all Third World countries, carrying on activi-
ties in the form of emergency relief, self-help development, refugee
assistance, and welfare aid. We reach about 14 million people in
the course of a year, and although we are a Catholic organization,
we are not missionary. Our principal purpose is welfare work, and
this welfare work is carried out regardless of race, color, or creed.
As a matter of fact, of the 14 million persons that we give assist-
ance to, most of whom are children, I would say about two-thirds of
them are non-Christian-they would be mostly Moslems and
Hindus.

The passage of S. 1703 is very important to us for our structure.
Without its passage it would be very difficult for us to continue our
personnel structure in carrying out the present activities. We are
not thinking of expanding our activities, but in carrying out our
present activities. Unless we get some relief from S. 1703, we would

ave difficulty in retaining some of the present personnel we have,
and we would also have difficulty in recruiting other personnel.

And I might mention I have in mind not religious personnel. We
only have about a dozen religious personnel, priests, and sisters in
our structure overseas. We lave 113 lay persons, and they would
be the ones who would be principally affected.

So I endorse what has been said by my colleagues in favor of S.
1703, and we ask your very serious consideration and approval of S.
1703.

Thank you very much, Mr. Chairman.
Mr. SAmiA. Dr. McClung.

STATEMENT OF DR. A. COLIN McCLUNG, EXECUTIVE DIREC-
TOR, INTERNATIONAL AGRICULTURAL DEVELOPMENT SERV-
ICE, INC.
Mr. MCCLUNG. Thank you.
My name is A. Colin McClung. I am executive officer of the

International Agricultural Development Service. We are a U.S.-
based charitable corporation which works in agricultural projects
in the developing countries.

I speak for my own organization and also for the worldwide
network of international agricultural research centers, sponsored
by an international consortium. These are the centers that devel-
oped the miracle rice and wheat of the green revolution.

The Foreign Earned Income Act of last year has had a very
serious effect on the Americans employed in these organizations, in
the international centers, and in our organization. At the interna-
tional centers, there are about 132 Americans on the senior staff
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which totals 530 people; 53 nationalities are represented on the
staffs of the international centers. Six of these have reported confi-
dential surveys of all of their American staff, and the tax costs for
the Americans went up from $1,372 to $7,225 as a result of the act
in 1978.

Because of the international funding of these centers, it is very
difficult for them to make any salary adjustments of any substan-
tial kind. Funding comes from 28 different donor agencies, most of
them from government agencies. These organizations take a very
dim view of paying additional salaries to Americans to help them
pay the tax levied on them by their own government.

The numbers of people involved here is very small. There is a
great deal of leverage in agricultural research in the developing
countries. I would remind you that when the miracle rice was
developed, there were no more than 25 senior scientists. This small
group, however, created a new technology which revolutionized rice
growing throughout the world.

Finally I would like to comment on the fact that the United
States has been the leader over the last 30 years in international
agricultural research. The U.S. Congress has repeatedly, over the
past 30 years, taken action which has supported this line of endeav-
or, and have made a great contribution. As recently as October 3,
President Carter wrote a letter to his colleagues in Canada, the
heads of government in Canada, France, Germany, Italy, Japan,
and the United Kingdom, urging them to increase support to the
international agricultural research centers over the coming 5 years
at the rate of 10 percent annual increase in real terms.

With all of this history of support to this line of endeavor, we
would hope that the Congress would take favorable action on S.
1703.

Thank you very much, Mr. Chairman.
Mr. SAMIA. Dr. Larson.

STATEMENT OF DR. VERNON LARSON, PRESIDENT, ASSOCI-
ATION OF UNITED STATES UNIVERSITY DIRECTORS OF IN-
TERNATIONAL AGRICULTURAL PROGRAMS, AND DIRECTOR
OF INTERNATIONAL AGRICULTURAL PROGRAMS, KANSAS
STATE UNIVERSITY
Mr. LARSON. Thank you very much, Mr. Chairman.
I am Vernon Larson from Kansas State University, and today I

also represent the association of my colleagues throughout the
entire land grant system in the United States. I know you want to
slip on to vote, and I want to get back to Kansas tonight before the
snow in Russell moves into Manhattan.

I support this bill very much, Senator, and appreciate the chance
to be here. Rather than read my script, I would merely like to say
that if the Congress wants the land grant schools and the other
institutions in the United States to help support foreign aid, which
has been a credit to this Congress over the past two decades, we
need to change this bill. This is making it impossible to get our top
quality people to serve abroad. We can do a lot with a 90-day
specialist, but to build institutions we need the person that will
move with his family into these different areas.
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I have lived overseas 9 years, equally divided between India,
Nigeria, and Lebanon, and unless we have a tax incentive, you
can't get that person to work abroad.

So I support the bill, and again, I think the money saved is going
to be minimal, but the program altered will be drastic.

I think that this is one of the greatest steps forward to help
foster what we are trying to do, and I commend you for this.

Thank you.
Senator CHAIeE. Thank you very much.
Bob?
Senator DoLe. I appreciate the testimony and obviously the re-

marks of Dr. Larson.
I did not hear Mr. Rosenbloom when he testified, but I under-

stand the Treasury's opposition to the bill is based on a number of
reasons. One is that the bill is not limited to employees of organiza-
tions engaged in relief activities or, for that matter, to employees
of U.S. organizations.

Is that a major problem? If we took care of that objection, by
limiting coverage to employees of organizations engaged in relief
activities for the United States, or of the United States, would the
Treasury change its position?

Mr. SAMIA. I believe, Senator, that our suggestion has been in
the bill that this be relegated to those individual organizations that
are registered under 501(cX3) and accepted by the IRS as such.

Mr. MCCLUNG. To clarify a little further, the international agri-
cultural research centers which I mentioned are financed substan-
tially by the U.S. Government so that they are organized in other
countries, chartered in other countries. It is important that all
501(cX3) organizations be covered by this legislation regardless
where organized.

Mr. CRAWLEY. I believe we are thinking in terms of programs of
benevolence broader than relief in the strictest sense of the word,
development programs are included, agricultural development,
community development, medical and health care development,
and many other things that technically may not be relief but are
benevolent and humanitarian efforts.

Senator DoLe. These organizations also suggest, and I am certain
you have read their views-that if there are, as you indicate,
problems in getting people to serve without certain incentives-
they suggest that we consider the direct grant rather than use the
tax system indirectly for that purpose. I wonder how you respond
to that.

Mr. CRAWLEY. For our organization, for the Southern Baptist
Foreign Mission Board, that would not do the job because of the
question of church and state relationships.

Senator DoLe. Right.
Mr. CRAWLEY. And I think there would be serious question

whether the courts would support it in a case like ours.
Mr. SAMIA. I believe also, Senator, that this is also indicative

that the Treasury also feels that the private, voluntary organiza-
tions do need some help. I believe talking for my organization the
grant mechanism that the Treasury is talking about would be one
administrative system that would be out of, really out of reach, as
such, and would create much, much more of a problem to the
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agencies than if the tax incentive of $20,000 was included, which is
much simpler.

Mr. LARSON. Senator, I feel the amount saved would be very
minimal on this. I realize our friends from the Treasury indicated
that it was substantial when we think of revenues at Kansas State
University, but it is minimal when we look at the world picture
and what has been accomplished and what we are hoping to contin-
ue.

All of us have seen these schools develop in the poorer countries
of the world. We have got a real hunger problem over there. We
are investing considerable money, and this really is a drop in the
bucket when we look at the total picture of trying to get the job
done.

Senator DoLe. Well, I don't quarrel with that, but I know we met
this morning in this same room for 2 hours to consider reducing
benefits for disabled Americans. I supt .%se it is a matter of priority.
We are trying to save money. Maybe there are some ways this bill
could be restricted without doing violence to the purpose of the
legislation.

The cost, as I understand it, is about $30 million the first year?
Mr. CRAWLEY. $25 million was the estimate.
Mr. SAMIA. $25 million, which we questioned.
Mr. Ca.wLEY. But I really have doubts.
Senator DOLE. You don't think it would be that much?
Mr. CRAwLEY. Just projecting from our experience, it is hard for

me to see how it would be that much.
Senator DOLS. Thank you.
Senator CHAFEE. One of the suggestions is that it be restricted to

certain nations, in other words, that you wouldn't qualify for, for
instance, if you were in Western Europe.

What is your reaction to that?
Mr. SAMIA. Senator, if I may, I believe you will find that the

voluntary agencies would look upon that one and would possibly
discuss it among themselves and look upon it with a positive look.

Senator CHAFEE. With a what?
Mr. SAMIA. With a positive look.
However, at the present time most of the agencies have repre-

sentatives that are either stationed in Geneva or Vienna, two of
the highest priced cities in the world, and the factor of the listing
as the five listings or the five deductions that you can take under
the current bill will total that $20,000 if not more.

Senator DOLE. Could I just interrupt here?
Senator CHAFEE. Sure.
Senator DOLE. As I understand it, does this bill cover teachers in

State Department supported schools?
Senator CHAFEE. I don't think so, but this is just the 501(cX3)

people.
Senator DOLE. I think it does.
Senator CHAFEE. Does it?
Senator DOLE. As I understand, there are about 15,000 employees

that would be affected; 4,000 would be teachers. The Southern
Baptist Conference has about 2,900 missionaries abroad, and other
charities have about 2,500. I don't know why we would want to
include teachers. I mean, I can understand why they would want to
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be included, but if we are looking for a way to reduce the cost of
the proposal, that might be a place. It would reduce cost by about
20 percent.

Senator CHAFEE. Well, thank you very much, gentlemen.
I have met with the representatives of your group and the sug-

gestion Senator Dole made is a good one. I haven't looked into that,
but the Western Europe thing seems a possibility. But as you
pointed out, your folks are in Vienna and in Geneva, and just from
my brief experience in Geneva, they need every dime they have got
to survive there.

Now, if we didn't do this, in other words, if the bill were not
enacted, then what would happen? You would either reduce your
personnel or you would reduce the services, that is, the wheat or
the supplies or whatever it is. Is that right? Is that right, Monsi-
gnor Landi?

Monsignor LAND. Yes. This would be true, and also we would
not be able to call upon other resources outside of the United
States. For example, our agency today receives close to $10 million
in goods and cash from the European Economic Committee. We
also receive funds from two United Nations organizations, namely,
UNICEF and the United Nations High Commissioner for Refugees,
and there are voluntary agencies in Europe, Canada, and Australia
that finance some of our projects, and a good deal of these re-
sources would not be open to us if we didn't have the structure to
be able to handle these resources that come to us from these areas.

Senator CAnit. Then I think the point was also made that the
European nations that might be contributing are a little bit resent-
ful that they are contributing in order to help pay U.S. taxes.

All right, we have got to wind this up.
Did you have a comment that you wanted to make?
Mr. MCCLUNG. I wanted to comment on your inquiry as to what

would happen if we did not get this relief. In the organizations that
I am speaking for, there are multinational, international staffs,
and what we have already seen is a tendency for Americans to find
a position back in the United States, and in return, that post to be
filled by a non-American. Over a period of time, I believe that
would be the tendency we would see for the adjustments to be
made, even though those projects are substantially financed by
U.S. sources.

Senator CHAFEE. And that is the same experience?
Mr. LARSON. That is the same experience. The Eastern European

would come in and fill some of the vacancies.
Senator CHAFEE. All right, fine.
Well, you have spoken very well, and have been excellent wit-

nesses, and we appreciate your coming. Thank you.
[The prepared statements of the preceding panel follow:]

SUMMARY OF TESTIMONY BY MR. Louis SAMIA, EXECUTIVE DIRECTOR OF CARE,
INC.

S. 1703 is strongly endorsed by the American Council of Voluntary Agencies for
Foreign Service, Inc. ("ACVS"), an association of 44 major charitable organizations,
including Catholic Relief Services, Baptist World Alliance, Christian Children's
Fund, Save the Children Federation, Foster Parents Plan and CARE, whose mem-
bers provide vital charitable services in less developed countries throughout the
world.
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The bill is necessary in order to correct certain unintended impacts of the Foreign

Earned Income Act of 1978, which has caused a sudden and severe increase in the
tax on overseas charitable workers.

If S. 1703 is not enacted, many overseas charities will have to immediately curtail
essential services, in order to compensate their modestly paid employees for this
new tax.

The overseas charities perform a vital function. Congress repeatedly has declared
a policy of relying on such organizations to the maximum extent feasible in provid-
ing overseas aid and assistance. Overseas charities have played a critical role most
recently in Cambodia, in the Carribbean in providing emergency relief after recent
hurricanes, and in Uganda and Nicaragua, where charitable workers were the first
on the scene to help victims of war.

We do not believe that Congress intended to force charitable organizations to
curtail their programs at the time the 1978 act was passed. Passage of S. 1703 will
correct this unintended result of the 1978 Act.

Good afternoon. My name is Louis Samia. I am Executive Director of the coopera-
tive for American Relief Everywhere, Inc., the worldwide relief agency known as
CARE.

My testimony this afternoon is being presented on behalf of the American Council
of Voluntary Agencies for Foreign Service, Inc. ("ACVS"), an association of major
charitable organizations whose members provide charitable services in less devel-
oped countries throughout the world. The members of ACVS include Catholic Relief
Services, Baptist World Alliance, Christian Children's Fund, Save the Children
Federation, Foster Parents Plan, CARE and 38 other major charities,' all of whom
are non-profit organizations, dependent upon voluntary contributions for much of
their funding. ACVS members provide disaster relief, emergency feeding and self-
help programs, and countless other essential charitable services in dozens of poor
countries around the world.

The purpose of my testimony this afternoon is to strongly endorse S. 1703, which
has been introduced by Senator Chafee, and co-sponsored by a broad bi-partisan
coalition of Senators on the Committee. (In addition, an identical bill is being
introduced in the House this week.)

As I will explain in my testimony, S. 1703 is an essential relief measure, which is
necessary to correct unintended impacts on charitable workers from the Foreign
Earned Income Act of 1978. Unless S. 1703 is enacted immediately, charitable
organizations which perform work overseas, including CARE and other ACVS mem-
bers, will be forced to cut back sharply on their charitable services in order to
compensate their modestly paid employees for the sudden and severe increase in the
tax brought abor~t by the new law. From a humanitarian point of view, and in terms
of continued good will for the United States, the impacts of these curtailments in
charitable services could be devastating.

We do not believe that Congress intended these results at the time it adopted the
1978 Act. As applied to charitable workers, the effect of S. 1703 essentially is to
restore the status quo prior to the 1978 law, by allowing charitable workers the
option c.f continuing to be taxed under a revised version of 911 of the Code. (This is
the same option which currently is allowed for highly pai workers in camps). The
bill would not affect the taxation of those persons employed by for-profit corpora-
tions overseas, and would have a de minimus impact on revenues. From the stand-
point of the charities and those they serve, however, S. 1703 is essential legislation,
which is needed to ensure that the ability of the charities to perform their historical
mission is not seriously impaired, in violation of repeated expressions of Congres-
sional intent to support the role of the charities in performing overseas work.

ACVS members provide vital charitable services in less developed countries
around the world. For example, my organization-CARE-is responsible for feeding
over 26 million people each day, including approximately 18 million children. In
addition, CARE provides emergency disaster relief, including food, clothing, housing
materials, and other relief to victims of war and natural disaster around the world,
and has extensive programs for medical aid and self-help development. The vital
work of many other AMS members is equally well known.

ACVS members, along with other charitable organizations, play a particularly
important role in providing aid and assistance when immediate relief is required, or
when official government involvement is limited by political constraints. For exam-
ple, CARE and other overseas charities played a key role in providing disaster relief
to victims of hurricanes David and Frederick in the Dominican Republic and else-
where in the Caribbean. In addition, CARE was first on the scene in Nicaragua, and
in providing emergency relief to victims of war in Uganda, after Idi Amin was

I A complete list of ACVS members has been attached to this testimony.
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overthrown. In many cases, CARE is able to begin providing relief before American
officials are allowed even to enter the country. Finally, just last week, CARE and
other overseas charities met with President Carter, to discuss ways of expanding the
charities ongoing relief to refugees in Cambodia and elsewhere in Southeast Asia,
underscoring once again the unique contribution our agencies are able to provide.

Unless modified by S. 1703, however, the 1978 Act will directly and severely
undercut the ability of the overseas charities to perform this important work, by
causing a sudden increase in employee taxes, which ultimately will have to be paid
for by reducing program funds. This result will be directly inconsistent with the
Foreign Assistance Act, and with other declarations of Congressional policy, which
reportedly have emphasized Congress' intent to rely on the charitable sector "to the
maximum extent possible" in providing overseas assistance and relief (see 22 U.S.C.
§ 2152(b)).

The success of overseas charitable programs is dependent upon the dedicated,
career oriented employees CARE and other overseas charities are able to attract.
These individuals undertake their charitable service at an enormous personal sacri-
rice. Living conditions at many of CARE's foreign posts are among the most uncom-
fortable and unattractive of any in the world, and are qualitatively different from
and more severe than conditions for charitable workers here in the U.S. In addition,
in order to hold down overhead expenses, and to devote as much funding as possible
to charitable programs, salaries are kept at modest levels. For example, the salary
of the average CARE worker is just over $12,000 per year (plus certain limited
allowances for special expenses), even though many of our overseas workers are
highly skilled professionals, who have been working overseas for as long as 20 to 30
years, and could earn much higher salaries in corporate positions in the U.S. These
amounts do not begin to compensate our employees for the hardships they endure.
Sometimes, even I am amazed by CARE's ability to continue to attract and retain
such dedicated employees under the circumstances.

The tax structure which existed prior to the 1978 Act played an essential role in
allowing our employees to remain overseas under these conditions. Since the exclu-
sion from income provided for by prior law was more than total compensation for
most employees, virtually all of our employees were exempt from paying federal
tax. In addition, it should be noted that, at the time of 1976 revisions of § 911,
Congress explicitly recognized that charitable workers deserved special treatment
and, for that reason, retained a $20,000 per exclusion for employees of qualified
§ 501(cX3) organizations, at the same time that the exclusion for all other workers
was reduced to $15,000 per year. The 1976 revision of § 911 thus provides direct

decedent for the distinction between charitable and non-charitable workers drawnby S. 1703.
The 1978 Act substantially modified prior law, by replacing the § 911 exclusion

with a package of five special deductions. In general, the purpose of this new law
was to reform and modernize the taxation of overseas workers, in part to avoid
losing overseas jobs for Americans. For many overseas workers, especially those
living in Western Europe and Japan, or earning high salaries, the effect of the new
law was to substantially reduce the amount of tax which was due.

For charitable workers, however, the impact of the 1978 Act was just the reverse.
For virtually all charitable employees, the 1978 Act causes a sudden and severe
increase in tax. In CARE's case, for example, the 1978 Act tax liability will be
increased for all but 6 out of 178 overseas employees. The amount of this tax
increase will be as much as $6,000 per year, in the most extreme cases. Fifty of
CARE's workers will experience a tax increase of over $2,000 per year and well over
half will experience increases of over a $1,000 per year even though, as mentioned
previously, the average CARE salary is just over $12,000 per year.

At current salary levels, our workers simply can't tolerate tax increases of this
magnitude. As a result, in order to avoid losing many of our most skilled and
experienced employees, CARE and other overseas charities will have no choice other
than to increase employee salaries to compensate for the amount of the tax.

The effects of this salary increase will be severe. Unlike corporate employers,
charities do not have the option of passing on salary increases to "customers' in the
form of higher prices. Instead, each dollar in increased salary necessarily will be
obtained by cutting scarce funding for programming. The magnitude of these cuts
will be substantial. In CARE's case, for example, in order to fully compensate our
employees for the new tax, taking into account the additional tax which will apply
to any salary increase (the so-called "tax on the tax"), it will be necessary to divert
from programming an amount of funds equal to one dollar in every seven which
currently is spent for employee salaries.
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Because overseas charities generally are quite efficient in their operations, and
can conduct very large charitable programs on relatively modest budgets, the
impact of these program cuts often will be dramatic. In CARE's case, for example,
the amount which would have to be diverted from the program funds would equal
or exceed CARE's entire budget for its participation in each of the following pro-jects: Feeding 475,000 individuals in Haiti

Essential irrigation projects to increase farm land in Bangladesh
Feeding 250,000 children and mothers per year in Tunisia
Constructing 180 classrooms and teachers quarters for earthquake victims in

Guatemala
Promoting better nutritional practices during pregnancy and early childrear-

ing for 70,000 mothers in Egypt
Unless S. 1703 is enacted, one or more of these programs, or our work in Cambo-

dia, or some other equally vital project will have to be curtailed.
We do not believe that Congress intended these results at the time it passed the

1978 Act. The 1978 law was not finalized until the hectic closing days of the 95th
Congress, and there was no opportunity at the time for Congress to assess the
potential impacts of the new law on the charities. Indeed, quite frankly, we were
rather stunned when the version of the new law agreed upon in conference finally
was published and we had the opportunity to calculate the impact of § 913 on our
employees. If there had been any opportunity for Congress to focus on the impact of
the 1978 Act on charities, it is inconceivable to us that it would have concluded that
the meager revenue gain to be obtained by applying § 913 to charities, justified the
devastating cut-backs in charitable services which 913 would bring about.

In summary, we believe that the case for approving S. 1703 is compelling. The
revenue impacts proposed for the bill would be de minimus. For example, for all 44
ACVS member charities, we have estimated that the gross decrease in revenue
would be less than $2.5 million per year. Further, there is good reason to assume
that net revenues actually might increase since, if S. 1703 is not enacted, it may be
necessary for AID or other federal agencies to expand their programs to make up
for cutbacks in charitable services, at a much greater total cost to the Treasury.

If S. 1703 is not enacted, the ability of the overseas charities to continue to
perform their historical mission will be seriously impaired. Essential charitable
services will have to be eliminated, and a unique opportunity for good will for
America will be lost.

Thank you for this opportunity to present my remarks.

AMERICAN COUNCIL OF VOLUNTARY AGENCIES FOR FOREIGN SERVICE, INC.

MEMBERSHIP LIST
American Council for Judaism Philanthropic Fund, Inc.
American Council for Nationalities Service
American Friends Service Committee, Inc.
American Fund for Czechoslovak Refugees, Inc.
American Jewish Joint Distribution Committee, Inc.
American Mizrachi Women
American ORT Federation, Inc.
Assemblies of God, Foreign Service Committee
Baptist World Alliance
CARE, Inc. (Cooperative for American Relief Everywhere)
Catholic Relief Services, United States Catholic Conference
Christian Children's Fund
Church World Service
CODEL, Inc. (Cooperative in Development)
Community Development Foundation, Inc.
Foster Parents Plan, Inc.
Foundation for the Peoples of the South Pacific, Inc.
Hadassah, The Women's Zionist Organization of America, Inc.
Heifer Project International, Inc.
Helen Keller International, Inc.
HIAS
Holt International Children's Services, Inc.
Interchurch Medical Assistance, Inc.
International Rescue Committee, Inc.
Lutheran Immigration and Refugee Service
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Lutheran World Relief, Inc.
MAP International (Medical Assistance Programs)
Mennonite Central Committee
Migration and Refugee Service, United States Catholic Conference
Near East Foundation
PACT, Inc. (Private Agencies Collaborating Together, Inc.)
Polish American Immigration and Relief Committee
Project Concern, Inc.
Salvation Army
Save the Children Federation, Inc.
Seventh-Day Adventist World Service, Inc.
Tolstoy Foundation, Inc.
United Israel Appeal, Inc.
United Lithuanian Relief Fund of America, Inc.
United Ukrainian American Relief Committee, Inc.
Young Men's Christian Association, International Division
Young Women's Christian Association of the U.S.A.

TESTIMONY BY WINSTON CRAWLEY, DIREcrOR OF OVERSEAS DIVISION, FOREIGN
MissIoN BOARD, SouTHERN Bwrsr CONVENTION

The Foreign Mission Board of the Southern Baptist Convention is the internation-
al service agency for more than 13 million members of Southern Baptist churches.
At present the Foreign Mission Board maintains approximately 3,000 missionaries
in 95 countries and territories around the world. Those missionaries serve also as
facilitators for several thousand other persons annually who participate overseas in
a variety of special projects on a shorter range basis.

Southern Baptist missionaries are engaged in a wide variety of benevolent pro-
grams, including sanitation and public health, medical ministries (21 hospitals and
94 clinics and dispensaries), schools (482 schools at various academic levels), literacy
courses, community development centers, children's homes, agricultural centers, etc.
Major efforts are focused on combating world hunger. Vigorous response is made to
natural disaster (such as those involving hurricanes David and Frederic recently in
the Caribbean) and to the needs of refugees (such as currently in major involvement
with the Cambodian refugee situation in Thailand).

Across the years, missionaries have served with a level of financial support
considerably lower than the usual salary level for comparable employment in the
United States. As Americans residing overseas in connection with their work, they
have had an exemption of income up to $20,000 annually from United States income
tax. Because of that tax exclusion, the Foreign Mission Board (like other charitable
and religious organizations) has not had to divert additional amounts of money from
its programs of work to enable employees who are on a minimal support level to
carry an income tax burden.

Already in recent years there have been serious pressures on funds available for
oveseas programs of voluntary agencies, in part from taxes payable to other coun-
tries, but even more from the escalating inflation in the United States and more
drastically in other lands, and from the decline in value of the American dollar.

To encounter at this time the loss of the income exclusion under the Foreign
Earned Income Act of 1978 places a new and severe burden on the programs of
work mentioned earlier. Even though the new tax arrangement does involve some
allowable deductions for special expenses related to living and working abroad, our
careful estimates are that Southern Baptist missionaries will have additional tax
bills for 1979 amounting in total to approximately a million dollars. Persons who
are already on a minimal support arrangement cannot appropriately be expected to
pick up this additional tax burden without major help. Therefore the Southern
Baptist Foreign Mission Board faces the probability of having to shift approximately
a million dollars from its service programs around the world to provide the help
needed just for 1979 for the carrying of this additional tax burden.

With the foreseeable effects of inflation, the impact of the tax situation on funds
available for work programs in 1980 and future years will surely grow far beyond
the figure of one million dollars per year.

We are convinced that this result was not intended by Congress in the passing of
the Foreign Earned Income act of 1978, since it will have a crippling effect on
worldwide programs for human welfare being carried on by charitable and religious
oraizations.e support fully the amending of Section 911 of the Internal Revenue Code as

proposed in S. 1703. This seems to be the simplest way to resolve what constitutes a
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major problem for charitable operations overseas. It does not involve a new depar-
ture in taxation, but will simply retain a plan that has served satisfactorily for
many years and is already available under present law for camp residents. There-
fore to extend the provision also to persons performing charitable services in the
employ or organizations meeting the requirements of Section 501 (cX3) of the Inter-
nal Revenue Code would seem to be highly appropriate. It would prevent a serious
drain on the resources of voluntary agencies and make possible the use of millions
of dollars more of such resources in significant contributions to human welfare.

There is an element of urgency in the pase-ge of this proposed amendment, to
avoid the immediate impact of the current law on 1979 taxes, with the resulting
diversion from overseas programs of approximately one million dollars in the case
of the Foreign Mission Board of the Southern Baptist Convention-in addition to
the similar large drain on the resources of other charitable organizations. We urge
the Finance Committee and the Senate to take favorable action on S. 1703 as early
as possible.

STATEMENT BY THE MOST REVEREND EDWIN B. BRODERICK, ExECUTIcVE DIRECTOR,
CATHOLIC RELIEF SERVICM-UNITED STATES CATHOLIC CONFERENCE

Catholic Relief Services-United States Catholic Conference (CRS) is the official
agency of the Catholic Church of the United States rendering emergency relief, self-
help development, refugee assistance and welfare aid in over 80 countries overseas.

During 1978, its 35th Anniversary Year, CRS had a program value of $291
million. CRS improved the quality of life for over 14 million of the poor and
underprivileged, without distinction of race, color or creed by its operations in 17
countries in South Europe, North Africa, the Middle and Near East; 15 countries in
Asia and the Pacific area; 29 countries in Sub-Sahara Africa; 13 countries in Central
America and the Caribbean area and 11 countries in South Africa. The agency
sustained a full-time program director and staff in 58 of these countries to imple-
ment programs, utilize available monetary and technical resources and evaluate
such services through management systems. The cumulative value of programs
implemented by CRS since inception exceeds $3.5 billion.

CR is primarily a service agency. Consequently, a high percentage of its operat-
ing budget must be expanded on salaries. In 1978 CRS employed 1097 people on its
world-wide staff. Of this number, 113 were United States citizens on overseas
assirnment who were directly effected by the Foreign Earned Income Act of 1978.

Thes staff members are professionals with either administrative, management or
technical skills in the fields of Health, Education and Welfare i.e. Nutritionists,
Doctors, Nurses and specialists in Child Welfare, Development, etc. Their average
compensation in 1978 was $13,024 which, by today's standards, is extremely low and
exemplifies their spirit for service from a humanitarian motivation.

Prior to the enactment of the Foreign Earned Income Act of 1978, virtually all of
the United States citizens on overseas assignment were exempt from Federal
Income Tax on their modest earnings from CRS.

When the Act went into effect and its provisions were applied to our staff, it was
evident from their declarations that less than 4 percent would benefit from the
deductions allowed under Section 913. On the other hand, 57 percent estimated that
they would become subject to taxes ranging u to $3,100 per annum.

A practical application of the allowable deductions indicates that in 38 percent of
the countries, the cost-of-living differential would not apply at all and, in over 50
percent of the countries, it would be insignificant.

While the hardship area deduction applies to most countries in Sub-Sahara
Africa, there are instances, primarily in other areas of the world, where employees
are precluded from taking this deduction because CRS must maintain its office and
staff in the capital city. This is indeed unfortunate as many of the programs,
projects and services rendered by CRS employees are in the qualified hardship areas
whereas the employees's tax home is not. Therefore, they cannot claim the deduc-
tion.

For the Tax Year 1979 the average deduction claimed under Section 913 by the
CRS overseas staff is $9,000 which is less than half the amount excludable as
income by qualified taxpayers prior to enactment of the 1978 Act.

Any attempt by CRS to alleviate the plight of its overseas staff by absorbing the
additional taxes involved would pyramid since such increased earnings would gener-
ate added tax liability for both the employee and CRS. This approach would also
increase the agency's pension contributions, insurance costs and other fringe bene-
fits which are based upon a salary formula.
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If no legislative relief is obtained and it should become necessary to adjust
salaries in order to retain the overseas staff, we estimate that the annual cost to
CRS would approximate $200,000. This outlay would add more than 10 percent to
the cost of sustaining the staff at the identical income level which existed prior to
enactment of the 1978 Act.

CRS is already hard pressed to meet rising payroll costs due to inflation and, in
the case of overseas staff, the declining value of the United States dollar abroad.
Therefore, were the agency to assume this tax levy with its related expenses we
would have no alternative but to curtail our overseas program services at a time
when there is an ever increasing need for them.

Catholic Relief Services endorses and supports the statement on behalf of the
member agencies of the American Council of Voluntary Agencies for Foreign Serv-
ices, Inc. with respect to the proposed amendment to section 911 of the Internal
Revenue Code, as incorporated in S. 1703, which would permit eligible American
employees of charitable organizations the option of using the $20,000 income tax
exclusion now available only to eligible corporate employees working in camps.

SUMMARY STATEMENT OF A. COLIN MCCLUNG, ExEcUTVE DIRECOR,
INTERNATIONAL AGRICULTURAL DEVELOPMENT SERVICE, INC.

Mr. Chairman, my name is A. Colin McClung. I am Executive Officer of the
International Agricultural Development Service. It is a U.S. based charitable corpo-
ration directing a variety of agricultural programs in the less developed countries.

Many of these activities are undertaken in cooperation with a numbe- of interna-
tional agricultural development centers. Many of the scientists and production
specialists serving directly in these centers are Americans. Because of last year's
Fore Earned Income Act, their tax burdens have soared. For example, figures
have been obtained from six of our centers which indicate that the average taxesPid b American employees have risen from 1977 to projected 1979 from $1,372 to
$7,225.

Our budgets are relatively inelastic. The unique international character of the
centers further complicates this problem. The staff is drawn from 53 different
nations. A uniform salary scale prevails in order to ensure equal pay for equal work
and equal talent regardless of nationality. Thus, there is no way in which we can
remedy this situation simply by raising the salaries of Americans to compensate for
the new taxes. Some of the other sponsoring countries have already vigorously
protested the idea. They said we would be, in effect, using their tax dollars to
subsidize American employees and our Treasu Department.

Mr. Chairman, we are but one small part ofa large undertaking by this country
through a variety of agencies to expand foreign trade, increase stability and im-
prove the prospects for peaceful relations with the Third World. It is clear from our
perspective, however, that unless this government provides the minimal support
necessary to enable us to maintain the personnel we need to do the job assigned us,
all our interests will suffer irrevocably. Thank you for your consideration.

STATEMENT OF A. COLIN MCCLUNG, EXECUTIVE OFFICER, INTERNATIONAL
AGRICULTURAL DEVELOPMENT SERVICE, INC.

Mr. Chairman, my name is A. Colin McClung. I am Executive Officer of the
International Agricultural Development Service. It is a U.S. based charitable corpo-
ration directing a variety of agricultural programs in the less developed countries
with funding provided by U.S. AID, the World Bank, the Interamerican Develop-
ment Bank and others. In order to carry out these projects it is essential that our
organization post scientific specialists in the host countries. The greatest source of
expertise to meet this need is found within the United States scientific community.

Many of these activities are undertaken in cooperation with a number of interna-
tional agricultural development certers. Many of the scientists and production spe-
cialists serving directly in these centers are Americans also. Last year, the Foreign
Earned Income Act eliminated their option, as employees of nonprofit research
organizations, of choosing a $20,000 exclusion in calculating their income tax obliga-
tions. They were left only with a series of deductions for such specified items as
housing and educational allowances which, unfortunately, did not prove nearly as
efficacious as the earlier alternative of the exclusion. As a result, their tax burdens
have soared. For example, figures have been obtained from six or our centers which
indicate that the U.S. income taxes for American employees have risen from 1977 to
projected 1979 by approximately 526.26 percent. Income rose 21.06 percent during

56-074 0 - 80 - 31
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the same period. The average -taxes paid by these U.S. scientists went from $1,372 to
$7,225.

Naturally, these increases are devastating for the individual, but, more impor-
tantly, they have a severe adverse impact on their sponsoring organizations. With
limited resources, labor cost increases of this magnitude simply cannot be easily
absorbed. Staff elsewhere has to be reduced or program monies diverted. If not,
there is an inevitable increase in attrition among the Americans involved. In fact,
just such a phenomenon is now becoming apparent as is its corollary of increased

iculty in recruiting new scientists to serve in these posts. The situation will only
worsen as time goes on unless some relief is provided.

Our budgets, like many of those of non-profit organizations, are relatively inelas-
tic. In our case, they are not based on government treaties and there is no assess-
ment of funds. It is truly a unique example of international cooperation. It is this
unique international character of the centers, however, which further complicates
our problems. The staff is drawn from 53 different nations. A uniform salary scale
prevails in order to ensure equal pay for equal work and equal talent regardless of
nationality. Of these 53 nations, only three tax their scientists when they work at
the centers. Thus, Americans are already at a considerable disadvantage. Given the
impact of the changes last year, they are now faced with an enormous reduction in
their take home pay vis-a-vis their colleagues. Their disadvantage is rapidly becom-
invxploitive.

ere is no way in which we can remedy this situation simply by raising their
salaries a like amount, even if we could afford it. The other scientists would
certainly object. In fact, some of the other sponsoring countries already have vigor-
ously protested the idea. They said we would be, in effect, using their tax dollars tosubsidize American employees and indirectly funnel money into our own Treasury.
Thus, the only workable solution we can find is to ask for relief through the
Congress.

The number of taxpayers involved is not great. There are 530 senior staff at all
centers of whom 132 are Americans. Thus, their importance to the United States
Treasury is quite limited, but their role in the management and progress of these
centers and in the field of agricultural development in general is inestimable.

I would remind you the total senior scientific staff of the International Rice
Institute never exceeded 25 scientists during the period when the new "miracle"
rice was being evolved. Americans have historically proven to be the most experi-
enced and richest source of manpower in the agricultural development field. Our
ability to make a significant contribution to the economies of the developing coun-
tries will be severely limited if these U.S. tax laws continue to restrict our ability to
employ the best qualified American scientists. The leverage of these dedicated
professionals on the process is far out of proportion to their numbers and their
absence would be sorely felt. This is not simply an American view, but also an
opinion that has been expressed to me in growing alarm by the other participating
countries who see our scientists as a prime source of talent in the development of
their own resources.

Such a diminution of effort is contrary to American interests in my view and in
the view of the Congress as expressed through the Foreign Assistance Act, in
particular Title XH. President Carter has also expressed his concern over the work
of the centers. As recently as October 3, 1979, he sent a letter to the heads of the
governments of Canada, France, Germany, Italy, Japan, and the United Kingdom
reminding them of their pledge at the Tokyo Summit to increase bilateral and
multilateral aid to agricultural research. He referenced the five year plan for
expanding the scope and intensifying the efforts of the centers and pledged enlarged
sup port from the U.S. and urged the other governments to do the same.

Given the increasing instability of the world economy due to energy problems and
the threat to the developing world posed by the population explosion, the work of
these centers is of vital importance. Unless we succeed in helping the world increase
its food supply at a much greater rate, we face disastrous famines and enormous
political upheavals. Bangladesh, for example, must increase its food supply by 50
percent in just the next 11 years if it is to maintain its present level of purely
marginal nutrition. Countries such as Bangladesh will not be able to purchase
increased food supplies in those amounts. They must increase their food supplies
themselves. Nor is it possible for these densely populated countries to open up new
farming lands. They simply do not have the space. They must maximize production
on their present land. The only way in which the can do this successfully is
through research. And, as mentioned before, the United States is in a unique
position to provide the leadership required. Without our full participation, the effort
runs a much greater risk of a failure.
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Mr. Chairman, we are but one small part of a large undertaking by this country
through a variety of agencies to expand foreign trade, increase stability and im-
prove the prospects for peaceful relations with the Third World. It is clear from our
perspective, however, that unless this government provides the minimal support
necessary to enable us to maintain the personnel we need to do the job assigned us,
all our interests will suffer irrevocably. Thank you for your consideration.

STATEMENT OF DR. VERNON LARSON, PRESIDENT, ASSOCIATION OF UNrrIED STATES
UNIVERSITY DIRECTORS OF INTERNATIONAL AGRICULTURAL PROGRAMS

Mr. Chairman, I am Vernon Larson, Director of International Agricultural Pro-
grams at Kansas State University in Manhattan, Kansas. Today I also speak as the
President of the Association of United States University Directors of International
Agricultural Programs. This association was formed in 1965 to bring together those
persons from the United States Agricultural Colleges, who were charged with inle-
menting the international dimension of the universities. Today, this association bas
a membership of 137 persons representing almost all of the land-grant colleges and
many other institutions involved in agricultural development in the less developed
and poorer countries of the world.

I deeply appreciate the opportunity to speak before you in support of Senate bill
1703, since if the wishes of Congress as expressed in the Foreign Assistance legisla-
tin are to be implemented, the present act must be amended.

Because of the foresight of Congress through Foreign Assistance Assistance legis-
lation there are on every continent today agricultural universities patterned after
our American colleges that are functioning as problem solving institutions focusing
on the most pressing needs of their respective societies. These programs have
succeeded because American professors and their families were willing to move
abroad for two years or more and become immersed in the foreign culture. The
short term, 90 day specialist can serve a vital role, but that person cannot build a
viable institution on foreign soil.

The present legislation saves very little money, but greatly alters a program. One
cannot obtain the services of the top rate U.S. professors today, but instead must
look for the unemployed on the world market. Is the intent to save a few dollars or
is it to alter a program that has been extremely successful?

Thank you again, Mr. Chairman, for this opportunity to speak on such a major
concern of the American agricultural development community.

Senator CHAFEE. We will conclude the hearings.
[Whereupon, at 5:40 p.m., the subcommittee recessed subject to

the call of the Chair.]
[By direction of the chairman the following communications were

made a part of the hearing record:]

TESTIMONY BY SENATOR THAD COCHRAN

Mr. Chairman, I would like to take this opportunity to speak in support of the
partial reinstatement of a tax exemption for charitable, religious and nonprofit
workers employed overseas. This exemption was rescinded by the Foreign Earned
Income Act of 1978.

I introduced legislation along those lines early this summer, S. 1372, and I am
cosponsoring S. 1703, Mr. Chafee's bill.

Basically, the legislation would reinstate a tax exemption for the first $20,000
earned by an employee of a charitable, religious or nonprofit organization meeting
the requirements of Sections 501(c) of the Internal Revenue Code.

Originally, the tax exemption was for any employee working overseas. The For-
eign Earned Income Act of 1978 eliminated any exclusion of income for both
nonprofit organization employees and corporate employees, with no distinction
being made between the two.

In the 1976 amendments to Section 911 of the Internal Revenue Code, however, a
difference was recognized and a distinction was made between nonprofit organiza-
tion employees and corporate employees. We should recognize that difference and
reinstate that distinction once again.

One of the major differences between nonprofit organizations and corporations is
that, unlike corporations and businesses, a nonprofit organization that must pick up
the tab for an increase in taxes or salaries to compensate for the tax cannot pass its
costs along to the consumer. It must either lay off personnel or cut back in services.
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This is not the time we should begin shortening or limiting our services-services
that are of a varied nature and affect many persons.

One of the affected types of service that we immediately think of is missionary
work, The people in Mississippi who were concerned about the plight of the South-
ern Baptist missionary and the Southern Baptist Foreign Mission Board brought
this unfortunate situation to my attention.

I am sure that the Southern Baptist Foreign Mission Board is typical of many
foreign mission boards in that its missionaries are provided a minimum support
basis. In order to offset inflation and dollar devaluation, it has been necessary to
add cost-of-living supplements to protect even that minimum support level from
erosion. Because these minimum support levels cannot bear an increase in taxes,
the Southern Baptist Foreign Mission Board plans to increase the supplement to
compensate for the expense of the additional taxes for its missionaries. The mission
board has found in preliminary calculations that the act will impose close to a
million dollars in additional taxes. To a foreign mission board, or any nonprofit
organization, this jeopardizes desperately needed services.

Not only are missionaries affected, but so are many other nonprofit organizations
such as CARE, the Salavation Army, the YMCA and the YWCA. Nonprofit organi-
zations are active in the fields of education, health and development.

Of particular interest to me, being a member of the Agriculture, Nutrition and
Forestry Committee, is the work of land-grant colleges overseas. Because of their
work with Agricultural Ministers of foreign countries and with organizations such
as the International Agricultural Research Centers, countries have been able to
increase their crops and better feed their people. The persons sent overseas are
employees of the land-grant colleges but are paid by the Agency for International
Development. Since A.I.D. restricts more than a 10 percent increase in pay, the only
economic incentive a person had for uprooting a family and leaving a secure life
was the $20,000 exemption. Land-grant college officials fear they will not be able to
attract the quality personnel needed to meet the challenges overseas.

One may question the effect on revenue if we reinstate this exemption. Expected
revenue from the elimination is nominal in comparison to the detrimental effect the
tax increase will have on charitable services. Revenue gains have only been calcu-
lated for nonprofit and corporate organizations combined, but only a limited per-
centage of this revenue gain will come from employees of charitable, religious and
nonprofit organizations.

I am sure the committee will obtain more accurate data on the revenue effect of
this bill. From reviewing the available figures, however, I do not think there will be
a significant enough increase in revenue from nonprofit organizations to warrant
the great loss in services. Services deleted by these organizations will in many cases
be picked up by the federal government. It is a shared opinion that this is directly
contrary to federal policy established by Congress in the Foreign Assistance Act
declaring a policy of reliance on the charitable sector "to the maximum extent
possible" in providing overseas assistance and relief.

We must also look at the noneconomic effects of having charitable, religious and
nonprofit organizations working abroad. In the House Ways and Means Committee
Report on the Foreign Earned Income Act of 1978 it was stated that "the presence
of U.S. citizens working abroad provides considerable noneconomic benefits, such as
enhanced international good-will and mutual understanding."

What about the deductions which were included in the act supposedly to compen-
sate for the loss of the exclusion? From all reports, these five deductions will do
very little in offsetting the expensive effect of the increase in taxes.

For example, an analysis prepared on behalf of the American Council of Volun-
tary Agencies for Foreign Service, Inc., shows that for CARE's overseas workers, the
great majority will receive a deduction of significantly less than $10,000 from the
Section 913 subsections-or less than one-half the exclusion allowed under pre-1978
law.

It is my belief that the Congress did not intend to handicap our charitable and
religious organizations by eliminating this exemption. It is my hope that this-
committee will take action to eliminate this handicap and to provide the needed tax
relief for the dedicated citizens working abroad.
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CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMrmE,

Washington, D.C., October 31, 1979.
Hon. HARRY F. BYRD, Jr.,
Chairman, Finance Subcommittee on Taxation and Debt Management.

DEAR MR. CHAIRMAN: We commend you for calling these hearings to examine the
possibility of providing additional incentives to Americans to save. As you are well
aware, each dollar saved 6y Americans now shrinks over time. In these inflationary
times, saving has become a losing proposition. As you also know, the savings rate in
the United States is now the lowest in the industrialized world and this has chilling
implications for U.S. economic growth, standard of living and job opportunities.

Our goal, then, must be to provide a tax break for small savers that will allow
Americans to set aside savings for future needs and at the same time increase the
U.S. savings rate to provide additional investment funds for capital formation.

We believe that the best way to meet these twin goals is the enact'nent of the
Savings Act of 1979 (S. 18, H.R. 169). The bill provides a 50 percent tax credit for
additions to all types of bank and savings accounts, stock and taxable bond holdings,
insurance and assets of small businesses. Only savings over a threshold amount-
the average saving rate by income bracket-is eligible for the credit, ensuring that
only additional saving is rewarded.

This approach differs significantly from the more commonly mentioned proposal,
which normally provides a tax deduction for interest earned up to a certain dollar
limit-say, $100. Most tax returns, even in low income brackets, show that much
interest income. That means a windfall for the taxpayer without any incentive to do
additional saving. The corresoponding revenue loss to the government would in-
crease the fedeil deficit and contribute to inflation.

By rewarding only saving done over a threshold amount, the Savings Act of 1979
avoids rewarding saving that is being done anyway, without the credit. For exam-
ple, if people earning $20,000 a year normally save four percent of their income,
they would only get the credit on savingin excess of $800.

Of course, some people save more than the average rates now, so some credit
would be given out before behavior changed. But the thresholds have been set high
enough that about 80 percent of current saving is not eligible. So the initial revenue
loss would be held to the $5 to $10 billion range.

This would increase the deficit, but it would not be inflationary. Here's why:
Professor Michael Boskin of Stanford estimates that savings increases three to four
pent for every 10 percent increase in the rate of return on savings. Since the
Saving Act of 1979 would double the rate of return on savings (a 100 percent rise),
we can expect saving to increase 30 to 40 percent. Current personal saving is nearly
$100 billion per year, so there would be $30 to $40 billion in additional saving.

The revenue loss to the government from the tax credit therefore would be half of
that (it's a 50 percent tax credit) plus the initial revenue loss of $5 to $10 billion.
Since the total is less than the amount of additional saving, any resulting deficit
would be self-financing and not inflationary. The deficit would be funded by private
saving, not by money creation. And there would be additional saving left over to
finance creation. And there would be additional saving left over to finance private
investment, leading to economic growth, more jobs, and additional government
revenue.

Another big advantage of the approach taken by the Savings Act of 1979 is that it
provides more help for low income families than the bills giving a tax deduction for
interest earned. A $100 deduction is worth $50 to someone in the 50 percent tax
bracket. But the same $100 deduction is worth just $15 for the family in the 15
percent bracket.

A 50 percent tax credit, on the other hand, is worth the same 50 cents for every
dollar saved over the threshold amount for both low and high income taxpayers. As
a percent of income, the incentive is actually higher for low income families. And
the threshold amount is low for low income families; it's zero for those under
$10,000. Such a family gets 50 cents off it tax bill for every dollar saved.

Finally, interest deduction bills limit their impact to savings in banks, savings
and loans and credit unions. The Savings Act of 1979, because it provides a credit
for actual saving, not a deduction for interest earned, also applies to saving in stock
and taxable bond holdings, insurance and assets of small businesses. By treating all
forms of saving equally, the Savings Act of 1979 will not favor one type of savings at
the expense of the others.

In short, the Savings Act of 1979 offers more than a small tax break to people
with small savings accounts. It provides a powerful incentive for additional saving
and investment in all sectors of the American economy, as well as the opportunity
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for all Americans at all income levels to receive a significant rew'-rd for saving and
investing their money wisely. Mr. Chairman, we respectfully urce that S. 18, the
Savings Act of 1979, be given full consideration by the Subcommittee as you proceed
with your hearings.

Sincerely,
CLARENCE J. BROWN,

Member of Congress.
JAmES A. McCLums,

US. Senator.

THE SAVINGS ACT or 1979 (S. 18, H.R. 169)

H.R. 169 is designed to encourage and to assist Americans to save and invest-
activities which many of our citizens find next to impossible in an inflationary
period.

The bill allows a tax credit of 50 percent for additions to all types of bank and
savings accounts, stock and taxable bond holdings, insurance, and assets of small
businesses. It will sharply increase the reward to saving, and will, for the first time
in years, allow many of our citizens to have a real return after taxes and inflation
on their savings. It will enable many people to set aside sufficient funds for the
purchase of a home, payment of tuition or medical expenses, a secure retirement,
and the many other goals our citizens have worked so hard to reach, only to be
cheated out of them by taxes and inflation.

While helping savers to reach these goals, this bill will help the country reach its
goals of full employment and no inflation. By adding to the supply of saving, the bill
makes possible the funding of far more investment in plant and equipment, the
modernization of thousands more factories, and the creation of hund reds of thou-
sands of additional jobs each year. By increasing productivity and the demand for
labor, this will make American industry more competitive with foreign firms even
while providing real wage increases for American workers. By funding the invest-
ment out of saving, instead of through money creation by the Federal Reserve, and
by increasing efficiency and the supply of goods, the bill will reduce inflation.

The United States has long had the lowest rate of saving and investment in the
Western world. As a consequence, every other major Western nation has a better
employment record, and a faster rate of growth of real wages and fringe benefitsthan the U.S.

WAGE INCREASES, INVESTMENT, AND SAVING

1965-15 ksment as W of
pcet GNP-Avera es. 1950-73 Ibksepp

do" in remsapahe
wag Total 6ns 1976 estimate

, low lomeb wa (ppa et)

United States ........................................................................................... 157 17.5 13.6 68
Canada ................................................................................................... 48.5 21.8 17.4 10.12
Japan ................................... 138.9 35.0 29.0 24.26
France ................................................................................................. ... .. 71 .4 24.5 18.2 16.18
Germ any ................................................................................................... 78.1 25.8 20.0 14.16
Italy ......................................................................................................... 116.4 20.5 14.4 22.24
United Kingdom ........................................................................................ 53.9 18.5 15.2 12.14

, Icudes peron prqran ad ot fmp ben.
Sources: 89reMu of LAW Statistcs, 0C.

Last year, before the Joint Economic Committee, a panel of experts on growth
and capital formation zeroed in on the bias in the tax code against saving. Income is
taxed when earned. If it is consumed, it purchases a service or a product with little
added tax. If it is saved, the service (interest or dividends) is taxed a second time at
higher tax rates. The experts recommended removing saving from taxable income as
the best way to return the tax code to neutrality between consumption and saving.
Taxes would remain on the earnings of saving, but we would no longer be double-
taxing both saving and its earnings. This bill is a major step in that direction.
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The bill recognizes the difficulty lower income taxpayers have in saving by
providing a tax credit rather than an exemption. Low income taxpayers would
receive a credit on all eligible savings.

Middle and upper bracket taxpayers have historically saved higher percentages of
their incomes than lower bracket taxpayers. To sharply reduce the cost of the bill,
these taxpayers would receive a credit only on eligible savings done in excess of the
normal percent of income saved by people in their income brackets. Thus, if people
earning $20,000 usually save 4 percent of their income, or $800, they would only get
the credit on saving in excess of $800.

If we have estimated the average savings rates exactly for each income level, and
if everyone at a given income level saves at the average rate for that level, the
initial expense of the bill is zero. Only as saving rose in response to the bill would
any credit be given. Thus, the bill avoids rewarding saving that is being done
anyway, without the credit.

Of course, some people save more than the average rates now, so some credit
would be given out before any behavior changed. The thresholds have been set high
enough so that perhaps 80 percent of current saving is not eligible. This would put
the initial cost in the $5-10 billion range, on the "inframarginal" current saving
that would be eligible.

This initial cost would not be inflationary. A 50 percent credit doubles the
effective yield on saving, and would generate more saving than the rise in the
deficit. Professor Michael Boskin of Stanford estimates a savings elasticity of 0.3 to
0.4 with respect to yield. A 100 percent rise in yield would produce a 30 to 40
percent rise in saving. Personal saving is nearly $100 billion a year. The increase
would be $30 to $40 billion. In that sense, the credit is self-financing. Any deficit
would be funded by private saving, not by Federal Reserve purchases of Treasury
bills (money creation). For most credit recipients, they would have to save double
the amount of the credit they receive.

This saving credit will restore the attractiveness of straight-forward saving in
basic U.S. industry, small business, and homebuilding, as compared to inefficient
but tax-sheltered projects. A 50 percent credit doubles the reward to such taxable
investment and saving for any given interest rate or dividend. Thus, this credit will
produce a reallocation of saving into projects of the greatest value in terms of
economic growth and modernization of American plant and equipment.

Savings is the key to noninflationary economic growth. Growth is the key to full
employment, rising living standards, and a sound social security system. Attached
are a more detailed description of the bill and a Wall Street Journal article which
documents the poor performance of the U.S. in saving and growth.

The first part of the bill creates a nonrefundable credit against the personal
income tax equal to 50 percent of Eligible Net Saving (defined below), insofar as the
saving exceeds certain required levels.

The required levels, called Thrushold Saving Amounts, are based on the taxpay-
er's adjusted gross income less personal exemptions. The thresholds (see Table) rise
with income to reflect the fact that as a family's income rises, its saving, as a
percent of its income, also rises. Only saving in excess of the threshold level is
eligible for the credit.

Income less exemptions which saving must exceed to qualify
Adjusted gross income less exemptions: Pertnt

N ot O ver $10,000 ....................................................................................... .. 0
Over $10,000 but not over $12,000 .......................................................... 1
Over $12,000 but not over $15,000 .......................................................... 2
Over $15,000 but not over $ 20,000 ............................................................. 3
Over 20,000 but not over $25,000 .......................................................... 4
Over $25,000 but not over $50,000 .......................................................... 5
Over $50,000 but not over $100,000 ........................................................ 6
Over 100,000 but not over $200,000 ............................... 8
Over 200,000 ...................................................................... . . . .. . . 10

Thus, a family earning $,000 which saves $500 in eligible assets receives a 50
percent tax crdt on-the full amount. A- family earning 18,000 would be expected
to save 3 percent, or $540, before being eligible for the credit. If it saved $1,000, it
would receive a credit on the $460 in excess of the required $540. A family earning
$36,000 would be expected to save 5 percent or $1,800, before being eligible for the
credit. If it saved $3,000 it would receive a credit on the excess of $T200.

The bill then defines eligible Net Savings as the sum of Net Saving less Ineligible
Debt.
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Net Saving is:
(1) Saving in Certain Businesses,

The taxpayer's share in the increase in book value (largely cash increases,
inventory increases, investment in additional equipment and structures) of
small businesses such as partnerships, proprietorships, and closely held corpora-
tions, plus purchases of and loans made to small business. These amounts are
readily available, since they are already calculated for tax purposes;

(2) Saving in Liquid Assets,
Saving in checking accounts, saving accounts, and savings bonds. Amounts

in accounts at commercial banks, savings and loan institutions, mutual savings
banks, and credit unions at the end of the year would be compared to the
amounts on deposit at the end of the previous year. The net increase would be
part of Eligible Net Saving, as would savings bond purchases less redemptions;

(3) Saving in Certain Investment Assets,
Stock purchases minus sales, and purchases of taxable bonds (Federal or

private sector) minus sales are eligible. These records are already kept for tax
purposes;

(4) Savings in Mortgage Assets and Investment Real Estate,
Investment in mortgages or real estate, plus improvements, less loans repaid

or property sold; and
(5) Saving in Company Savings Plans, Retirement Plans, and Life Insurance,

Payments into plans or on premiums, less withdrawals from or borrowing
against such plans or policies.

Ineligible Debt must be subtracted from Net Saving. Not only is debt a form of
"negative" saving, but this provision prevents borrowing on existing assets to make
deposits solely to get the tax credit. Ineligible Debt is debt acquired in the tax year
other than for the purchase or repair of a home or other property or the payment of
medical or tuition expenses of the taxpayer or dependents.

Another safeguard is a recapture provision for credits on savings not left in some
form of eligible assets for five years. This provision would not apply to withdrawal
from savings for retirement income.

The income levels attached to each threshold percent would be indexed to prevent
inflation from making the credit harder to receive over time.

STATEMENT BY SENATOR LOWZLL WEUCKE, JR.
Mr. Chairman and Members of the Subcommittee: Thank you for the opportunity

to give my views on tax legislation pending before this Subcommittee which would
allow savers to exclude interest income earned from a savings account from gross
income. In particular, I am pleased to comment on S. 1697, the All Savers Tax
Incentive Act, which I introduced on August 3, 1979.

As you all know, Americans today are victims of high interest rates on loans,
chronic high inflation, low interest rates on savings, and a tax system that encour-
ages consumption. Savers utilizng a book account can earn only 5.5 percent at
savings and loan associations and 5.25 percent at commercial banks. The Adminis-
tration has estimated that a person in a 30 percent marginal federal income tax
bracket would receive an after-tax yield of about 3% percent, but when this is
adjusted for the 1978 inflation figure of over 9 percent, the return is a negative 5
percent. A negative rate of return on interest obviously discourages savings.

Instead, we must encourage people to save their money. With an incentive to
save, we can help stimulate the housing industry by creating more available funds
in our banks and thrift institutions and by relieving the pressure of high interest
rates which prevent young couples from purchasing their first home. With adequate
savings at their disposal, banks, savings and loan associations and credit unions
could also fund the construction of new plants and purchases of equipment. As a
consequence, productivity increases, inflation declines and new jobs are created.

Pending before this Subcommittee are a number of similar bills which seek to
grant tax relief for small savers. Under S. 1697, I propose to offer a tax credit with
the option of an exclusion from interest earned from savins accounts. An individu-
al would exclude from taxes the first $1,000 of earned income from a passbook
savings account. A taxpayer with more modest savings could receive an alternative
tax credit of up to $250 on income tax payments. In case of joint returns, both the
credit and the exclusion would also be offered as options. In this way, allksavers can
take advantage of that option which yields the greatest tax dollar savings.

Specifically, Section I provides a tax credit of up to $250 per individual taxpayer.
The credit has been made such that most credits provided in current tax laws are
taken before the propseoed credit !or interest earnings. The proposed credit is a



483
nonrefundable credit. Thus, if tax liability is zero, the credit would cause a negative
tax liability, and no monies would be refunded by the Federal Treasury. Therefore,
the loss to the federal deficit is lessened. According to the Joint Committee on
Taxation, for fiscal year 1980, the revenue loss is estimated at $1.2 billion.

Section II provides an alternative to the $250 credit by an exemption of $1,000
from gross income. The taxpayer may not take advantage of both the credit or
exemption, but has the right to choose which would be more profitable. The basic
provisions for the exemption are the same as for the credit.

Mr. Chairman, in 1975, when I first proposed this legislation, by way of an
amendment to the Tax Reduction Act, I stated that savers were seeking higher
yields in the open market to prevent inflation from eroding earnings. With inflation
hovering around 13 percent, savers today are being lured further away from
saving-Americans have become insatiable consumers, gorging their salaries and
increasing their debt at a frightening pace. Furthermore, the current investment
options favor the large investor because of the exemption from ceilings on certifi-
cates of $100,000 or more. Money market certificates also provide high interest rates
for depositors with at least a $10,000 investment.

I am encouraged to see that this Subcommittee has moved with all deliberate
speed to hold hearings on this most urgent mattter. I cannot overstate my concern
about the declining rate of savings and productivity in this country, the depressed
housing industry, and most importantly, the inequities suffered by the people of this
country who try to save their hard earned income for retirement, education, hous-
ing and other necessities of life, only to see those savings eaten away by inflation
and taxation.

We must get back to the priorities of the people. We must provide incentives for
people to save, so that we can help stimulate the housing industry, provide new jobs
and capital investment, reduce inflation and consumption and increase productivity.
And in turn, the savers of this country can then truly reap the benefits of their
thrift.

The All Savers Tax Incentive Act, S. 1697, and the other tax incentive legislation
before the Subcommittee address this issue. I, therefore, strongly urge that the
Subcommittee expeditiously act on these proposals and report a bill to the Senate.

STATEMENT OF SENATOR HoWARD H. BAKER, JR.

Mr. Chairman, I am making this statement in support of S. 555, The Independent
Local Newspaper Act, as one of its sponsors this year and in the last Congress,
because I sincerely believe that legislative action is essential to preserve a truly
diverse and independent press. We are all aware of the growth of newspaper chains
and media conglomerates during the past 20 to 30 years. Today, these chains own
over two-thirds of the daily newspapers in the United States, and through them
control over 72 percent of daily circulation and 76 percent of Sunday circulation.
Chain control of weekly newspapers has, similarly, reached remarkable proportions.

The Department of Justice has monitored these purchases of newspapers, but
asserts that the antitrust laws provide no bases for intervention by the Government
to preserve the remaining locally owned newspapers. The records show that chain
newspapers are buying one daily newspaper and three to four weekly newspapers
each week. At this rate, there socn will be no independent newspapers left, and we
will never be able to fill this void in our democratic fabric.

Supreme Court Justice Stewart stated, in an address at Yale Law School in 1974,
that publishing is "the only organized private business that is given explicit consti-
tutional protection." The Congress has a responsibility to assure the nation of the
continued existence of a free and diverse press. In 1970, we enacted The Newspaper
Preservation Act to preserve independent newspaper voices. Now, we are called
upon to preserve independent, locally owned newspapers.

Let me note that I am not criticizing newspaper groups or chains, or contending
that a locally owned newspaper is necessarily better than one owned by a chain.
am certain that there are good and bad examples in each category.

My purpose in sponsoring S. 555 is to make it possible for independent owners to
retain local ownership of their newspapers. The bill does nothing to adversely affect
chain newspapers, or to benefit one Troup at the expense of the other.

Mr. Chairman, the last few years have witnessed pales of independent newspapers
at extraordinary prices, with sales at 60 times earnings, or more. This has created aproblem for those owners who sincerely want to maintain their newspapers within
their families. The Internal Revenue Service determines the value of a newspaper
as the amount a buyer will pay for that newspaper. Therefore, at the death of an
owner, the value of his estate is calculated at the amounts being paid for like
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newspaper properties. The assessed values, because of the exacerbated prices being
paid for newspapers, are often at levels which preclude the heirs from being able to
maintain ownership. The are simply forced to sell in order to pay estate taxes.

Mr. Chair.an, S. 555 does not eliminate estate taxes, or, as in the Family Farm
Act of 1976, change the valuation formula. This bill would allow the owners of an
independent, locally owned newspaper to pre-pay their estate taxes. The bill is
permissive, and would not require such owners to act, but for those who so deter-
mine, the provisions of S. 555 enable them to arrange during their lifetimes for the
payment of estate taxes in order to insure continuity of ownership.

The Independent Local Newspaper Act offers an equitable solution to a problem
which is not caused by owners of independent papers. The relief offered in this bill
will redound to the public benefit by helping maintain a free, diverse, and independ-
ent press.

STATEMET BY AmON C. EVANS

I am Amon C. Evans Nashville, Tennessee. My family has owned the Nashville
Tennessean for 42 years. On July 5, 1979, my mother and I sold the Tennessean to
Combined Communications, Inc., a wholly owned subsidiary of Gannett Co., Inc.

One major reason for our selling the newspaper was the anticipated effect of the
federal estate tax laws upon our situation. My mother, who is 78 years of age, and
not in good health, owned a substantial share of the stock of the Tennessean. If she
were to pass on, this likely would have placed us in the position of having a forced
sale in order to pay estate taxes.

To state it simply, if my mother had died owning her stock in the Tennessean,
under the circumstances as they exist in Nashville, there is every reason to believe I
could not have paid the estate taxes which would have been levied against this
stock, nor could I have borrowed the amount necessary to pay these taxes without
further jeopardizing financially my family. This is because newspaper chains have
been paying such high multiples, 30 and 40 times ernings, for newspaper proper-
ties, and estate taxes are based on what a willing buyer will pay for the property.
Thus, we either had to sell now under relatively favorable conditions, or face a
situation where a sale likely would have been required.

This really wasn't much of a choice. Acting in the best interests of the Evans
family, we determined to accept Combined's offer.

We supported S. 555, the Independent Local Newspaper Act, as well as precedes-
sor legislation durig the 95th Congress. We were very much aware of the problem
we faced under the estate tax laws, and sought the legislative relief your subcom-
mittee is now considering. We had seen many of our friends sell their properties at
the death of a major owner of the newspaper. We had hoped that the Independent
Local Newspaper Act would be enacted in time to meet our problem.

Let me add that it was not the fact that we had repeated, if not constant suitors
seeking to purchase the Tennessean. That has been the case for years, though the
offers had increased substantially in the past two or three years. Nor was it just a
matter of a buyer meeting our price. Were it not for the impact of the estate tax
laws and the particular situation in the Nashville market, we would not have felt
obligated to sell.

I urge the members of the Subcommittee to give serious and favorable considera-
tion to the bill now before you. I sincerely believe that enactment of S. 555 will aid
other owners of independent local newspapers in maintaining their properties.

STATEMENT OF CHims H. SMITH III, PRESIDENT-PususHEE, THE KNoxviu
JoURNAL

I am Charles H. Smith, President and Publisher of The Knoxville Journal, Knox-
ville, Tennessee. I am submitting this statement in vigorous support of S. 555, the
Independent Local Newspaper Act.

Independent newspapers, those not owned by chains, are fast becoming a dying
breed in danger of extinction. At least once a week, another daily newspaper and as
many as three or four weekly newspapers disappear from the ranks of the indepen-
dents and into the control of chains or groups. In the past few years, the toll has
been tremendous, and it would appear to me that as the number of remaining
independents declines, there is a greater frenzy by the chains to snap up the
survivors.
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As the publisher of an independent, I can tell you that I am constantly besieged

by brokers and agents for those seeking to buy newspapers. Moreover, the offers are
not just good, they are spectacular.

Normally, the owner of an independent newspaper would be flattered by such
bids, and bask in the warmth of knowing of his financial security. However, the
result is quite the opposite. The inflated and hyped-up bids for newspapers raise
their values for estate tax purposes far beyond the ability of the owners to arrange
for payment of such taxes.

I do believe that federal estate taxes are to high. But when you apply these taxes
to the inflated values placed on independent newspapers by the chains, the result is
to force the sale of the independents to the only ones willing to pay such prices, the
newspaper chains.

We are the third generation of my family to own The Knoxville Journal. We do
not want to sell to a chain, or to anyone else, but to see our children, already active
with the newspaper, take our places when their time comes. Maybe we could
provide a more financially secure future for them if we sold out, but we don't want
to, and, I am proud to say that our children agree with us.

The sad fact is that the choice is not really left to us. The inflated prices paid by
chains makes it just about impossible for an independent's owner to pass the paper
on to his children.

That is why we have come here to the Congress to seek relief under the estate tax
laws. There is nowhere else to turn. The American Newspaper Publishers Associ-
ation took a look at our problem, but when they announced their report and
recommendations at the annual meeting last April, everyone in the room who
commented was an independent, and each objected to the proposals made. In fact, if
my memory serves me, each of the independent owners present who were heard did
vocally endorse S. 565. Nevertheless, the American Newspaper Publishers Associ-
ation did not change its position on this vital legislation.

I have no bone to pick with the Association. It does a good job in a number of
areas. I do recognize that the bulk of its members are chains, and their mterests are
not the same as those of us who are independents. Really, the pursuer and the
pursued do not have the same interests, or even the same point of view.

I have no quarrel with the chains, except that they have put me and all other
independents in this very difficult position by their unsolicited and overly inflated
bids for our newspapers. I am not a lawyer or tax expert, but I do know what these
high values do to estate taxes.

There are only some 600 dailies owned by independents left in the United States.
Most of these are the medium to small sized newspapers, our bigger brothers having
already been picked off. I believe there is a need for the continued existence of
independents, and that our continued existence is beneficial not only for our own
communities, but for the nation.

We do not seek or need subsidies. We are not asking for lower taxes, or special
exemptions. We do ask for a reasonable means to prepare for the payment of estate
taxes by the methods set forth in S. 556.

I very much appreciate the opportunity to present this statement today. I know
that a year ago, the publisher of the Nashville Tennessean testified for a like bill,
but that his paper has since been sold to a chain, primarily because of estate tax
problems. I can only hope that this legislation is enacted before many more
independents become statistics in this numbers game.

STATEMENT 6w DouOLAS L. MANSHmP, EDITOR AND PUBLISHER, BATON ROUoE
ADVoCATz AND STATE TIMMS

I am Douglas L. Manship, the Editor and Publisher of the Baton Rouge Advocate
and State Times. I am submitting this statement to the Subcommittee on Taxation
and Debt Management of the Committee on Finance, United States Senate, in
support of the Independent Local Newspaper Act, S. 655, introduced by Senator
Robert Morgan and twenty-seven co-sponsors.

The Advocate and State Times are the largest locally owned newspapers in the
State of Louisiana. Only three other cities in Louisiana have independent daily
newspapers which are not owned by newspaper groups or chains. However, not too
many years ago, the majority of our daily newspapers were owned and operated by
local families. The last several years have witnessed, in Louisiana and troughout
the United States, the purchases of newspapers by' groups. In the recent past,
industry statistics show that approximately one daily newspaper is sold to the
chains each week. In 1918, there were 47 daily newspapers purchased by newspaper
groups, and it is my understanding that the pace has quickened during 1979.
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While I Jcannot state the underlying cause for each sale to a group, there is no

question but that the Federal estate taxes have played a major, if not the most
predominant, role in bringing about the sales. Obviously, estate tax problems affect
all businesses, but they have a particularly egregious effect upon newspaper owner-
ship. That is because the newspaper groups have been paying 30, 40, and even over
60 times earnings to purchase formerly independent newspapers. For example, the
purchase of the Shreveport and Monroe newspapers in Louisiana in 1977 was
estimated to be at over 80 times earnings.

The inflated prices paid for independent newspapers-which are now eligible for
designation as an endangered species-have an exacerbating effect upon the estate.
taxes due from owners who do not want to sell their properties. The Internal
Revenue Service bases its value on a property for estate tax purposes at what a
willing buyer will pay a willing seller. Thus, if the owner of a newspaper dies, the
IRS will assess estate taxes based primarily on the amount a chain would pay for
the newspaper, and not on its earnings or plant value. The heirs, who want to
continue to own and operate the newspaper, find themselves unable to borrow
sufficient sums to pay the taxes, in that their earnings will not even cover the
interest charges on the moneys owed to the Government.

This phenomenon, peculiar to newspapers, is the basis for the legislation you are
now considering, just as the inflated (but not as inflated) prices being paid by
shopping centers and developers for farm land was the basis for the Family Farm
Act of 1976. As recently stated by the Executive Vice President of the American
Newspaper Publishers Association in testimony before the Senate Small Business
Committee:

"ANPA feels strongly that decisions by owners on whether to buy, sell or retain a
newspaper should not be affected by laws which penalize one party to a transaction
and thereby serve to reward another. Unfortunately, that is the case today in the
federal estate-tax laws. And this presents an arena in which the Congress can and
should act-not to influence or direct newspaper ownership decisions, but to remove
a bias in those laws so that buy/sell decisions can be made in an atmosphere of tax
neutrality."

I have a very parochial interest in this legislation, as well as a firm belief that the
public is best served by ownership and operation rooted in the community served by
the newspaper. The Advocate and State Times are now being operated biy the third
generation of our family. We want the newspapers to remain with our family, and
not be required or forced to sell our newspapers because of the anomalies in the
estate tax laws which have a pernicious effect upon newspaper ownership:-

We could sell our newspapers today in response to one of the very attractive
offers we regularly receive. We could certainly make more money investing such
sums in treasury notes than we earn operating our newspapers-and with a lot less
headaches. This is not our interest or intent. We hope to continue to serve our
community by operating the Advocate and State Times. We do not ask this Subcom-
mittee and the Congress for special favors, but only for tax law neutrality, so we
can continue the local ownership of these newspapers.

I am not versed in the tax laws. It is my understanding that S. 555 would enable
an owner of an independent newspaper to prepay, d .ing his lifetime, his estate
taxes, in order to be able to pass his newspaper on to his heirs. That is why I favor
this proposal.

Maybe thQre is a better way to accomplish the purposes of S. 555. If so, I would
hope the Congress would expeditiously address this problem and provide a fair and
workable solution;

In conclusion, I would like to state my appreciation for the consideration being
extended by the Congress to a situation which affects not only one industry, but also
the public at large. I would like to believe that any relief offered by legislation
which corrects the current unbalance in the estate tax laws would redound to the
benefit of the public by allowing for the continued existence of family owned
newspapers rooted in their own communities.

TESnMONY Or K. PRsscmT Low, CHAIRMAN, AMzicAN NzwsPAPz PUBLISHER
ASSOCIATION TAx Law ACTION GROUP

Mr. Chairman, my name is K. Prescott Low and I am the publisher of The Patriot
Ledger, a regional daily newspaper published in Quincy, Massachusetts. I am a
member of the Board of Directors of the American Newspaper Publishers Associ-
ation (ANPA) and have served as chairman of ANPA's Tax Law Task Force.

ANPA is a trade association whose more than 1850 member newspapers comprise
more than 90 percent of the daily and Sunday newspaper circulation in the United
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States. Many non-daily newspapers also are members. Approximately one-third of
ANPA member newspapers are locally-owned independent newspapers.

I also am authorized today to speak on behalf of the National Newspaper Associ-
ation (NNA), which represents some 500 smaller-city daily newspapers and about
5,000 weekly newspapers throughout the United States-primarily locally-owned
newspapers. Our newspaper is also a member of NNA.

The Patriot Ledger is an independent, locally-owned newspaper which I feel
fortunate tobe able to publish. It has been a family-owned and operated business
for more than 100 years and I can assure you that neither I nor my family have any
desire to sell.

ANPA and NNA appreciate this opportunity to comment upon 555, the "Inde-
pendent Local Newspaper Act" sponsored by Sen. Robert Morgan and others, and to
acquaint you with the report of the Tax Law Task Force of the American Newspa-
per Publishers Association.

At the outset I wish to stress that we share the concern of Sen. Morgan and a
number of others in Congress that current federal estate tax laws work to encour-
age-in some cases force-the sale of independent, locally-owned newspapers.

Mr. Chairman, S 555 in the 96th Congress is identical (with the exception of the
recapture provision, effective date and some technical corrections) to that of S 3441
in the 95th Congress.

Last year, Mr. Chairman, I reported to this subcommittee that the ANPA Tax
Law Task Force had been formed in December of 1977 by the ANPA Board of
Directors and directed "to seek legislative changes encouraging neutrality in federal
estate tax laws so that newspaper publishers and other businessmen may make
such ownership decisions as they deem appropriate without unnecessary and coun-
terproductive legal strictures." I reported in August of last year that NNA had
formed a similar group and that both groups were actively studying the situation-
and paying special attention to the Independent Local Newspaper Act.

Mr. Chairman, after a full year of study and nine meetings, the ANPA Task
Force completed its work. It has made a detailed report including a series of
recommendations The report and recommendations have been approved by the
ANPA Board of Directors and the ANPA Government Affairs Committee as submit-
ted. The report and recommendations have also been endorsed in their entirety by
the NNA Board of Directors. The two organizations have announced a joint effort to

- work for adoption of the recommended legislative changes in the federal estate tax
laws.

Mr. Chairman, I wish to submit for the record the entire "Report and Recommen-
dations to the ANPA Government Affairs Committee and Board of Directors from
the ANPA Tax Law Task Force," together with a text of a public announcement of
the joint effort in this matter by ANPA and NNA. But I also want to summarize for

--the subcommittee the major findings and recommendations of the Task Force.

The finding.
There is bias in the federal estate tax laws which presents formidable barriers to

the continuation of independent ownership.
Legislation is needed to correct this bias.
S 555 would provide substantial benefits to many local, independent newspaper

owners.
There are, however, several problems with this legislation-principally that it is

"special interest" legislation. In addition, the bill provides relatively narrow cover-
age in that the owner of small newspapers in adjoining states-perhaps only a few
miles apart-would be ineligible; some of the definitions in the bill are vague, and
the bill contains very severe penalty provisions in the event of inadvertent over-
funding of the allowed trust fund.

There are viable, alternative, legislative approaches which are outlined in our
recommendations.
The recommendations:

That ANPA work for tax law changes for all closely-held companies in the
following areas:

liberalization of accumulated earnings penalty tax;
changes in the valuation approach used by the Internal Revenue Service;
liberalization of the timing of estate tax payments;
liberalization of redemption rules;
amendment of the tax provision on generation-skipping transfers;
examination of the possibility of legislation to allow purchase of a special

class of life insurance solely for payment of estate taxes.
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That ANPA support those new laws which have improved tax treatment of
capital gains.

That ANPA continues Its policy of neither endorsing nor opposing the Udall bill.
That ANPA and other newspaper associations develop ongoing programs to ac-

quaint members with estate planning techniques and with the need for proper and
timely estate planning. "'

With the work of the Tax Law Task Force complete, ANPA is forming a new Tax
Law Action Group to guide the implementation of the recommendations I have Just
listed. I will chair the Action Group.

Mr. Chairman, ANPA and NNA agree that burdensome, some would say "puni-
tive," federal estate tax laws are one of the reasons that owners of independent,
locally-owned newspapers sell their properties. We commend Sen. Morgan and the
other sponsors of S. 555 for seeking to revise the estate tax laws so as to neutralize
their impact on decisions to sell or retain independently owned newspapers. We
recognize that the legislation, if enacted, would bring considerable relief to those
independent newspaper owners who would qualify under the bill.

But we believe that legislation should not provide relief for one class of citizens
only-in this case, newspaper owners-when estate taxes press equally hard upon
all small, closely-held businesses.

Therefore, Mr. Chairman, ANPA and NNA neither endorse nor oppose S. 555.
However, we continue to believe that a better alternative is the enactment of
broadbased tax changes affecting all small businesses as recommended by ANPA
and NNA. A logical step in this direction is for the staff and members of this
subcommittee to devote attention to our carefully developed series of recommenda-
tions. Lastly, Mr. Chairman, we believe it is crucial that relief in this area come
quickly and we hope you will seriously consider and hopefully support the measures
contained in our report.

Thank you. I will be pleased to respond to any questions you may have.
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FOR RELEASE
Friday, March 23, 1979

RESTON, VA. -- The two national newspaper trade associations in the United States

- have joined forces to seek changes in federal estate tax laws which would benefit owners

of all independent, family-owned businesses.

In a Joint announcement today, the American Newspaper Publishers Association and

the National Newspaper Association said their goal is to revise estate tax laws so that

owners of all closely-held businesses can decide whether to sell or to retain their

companies in an atmosphere of tax-law neutrality. At present, the associations said,

estate tax laws are tilted against ownership retention by family-owned businesses.

Concern about the unfair estate-tax situation prompted both ANPA and NNA to form

separate task forces in 1977 to study the tax laws and to develop legislative recommen-

dations.

"We concentrated our study on the reasons newspapers are sold, not on who buys

them," said K. Prescott Low, publisher of The Patriot Ledger, Quincy, Mass., and chair-

man of the ANPA Tax Law Task Force. "We found that there is bias in the federal estate

tax laws which presents some formidable barriers to the continuation of independent

ownership."

"Our members believe very strongly that because the problem affects all closely-

held businesses, the proposed solution should cover that entire group,' said William E.

Branen, publisher of the Burlington (Wise.) Standard Press and chairman of the XNA Task

Force on Newspaper Ownership.

The ANPA task force and the NNA task force concurred that the estate tax problem

is not unique to the newspaper business. Both groups rejected the idea of legislation

9_e79 ~a
American Newspaper Publishers Association

The Newspaoer Center, Box 17407, Dulles inlernatiol Airp rl. Washington, D.C. 20041
Allen H. Neuharlh, Chairman and President Jerry W. Friedheim. General Manager
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benefiting only the owners pf neWsPa@rs.

The specific recommendation approved by the boards of directors of both news-

paper associations includes

o eliminating certain penalty taxes on the accumulation of earnings so that a

company can prepare in advance to redeem stock to pay death taxes,

e changing the valuation approach used by the Znternal Revenue Service so that

closely-held companies are valued for estate tax purposes on the basis of their present

and historical financial condition rather than on a "comarable salem basis

o liberalizing the timing of estate tax payments to allow for deferral and pre-

payment of the tax;

e reducing the tax on closely-held stock being redeemed for payment of death

taxes)

o deferring the new tax on generation-skipping transfers imposed by the Tax

Reform Act of 1976;

o exploring the possibility of legislation to permit purchase of a special class

of life insurance solely for payment of estate taxes.

"These and other of our recomendations," Low and Branen said, "are consistent

with the principles we believe must be met by any tax law change -- namely, that the

proposal (1) is based on existing tax principles, (2) would simplify rather than com-

plicate tax law, (3) is flexible, and (4) is neutral."

The two newspaper associations also are continuing their position of neither

endorsing nor opposing legislation -- introduced in the House by lep. Udall (Ariz.)

and in the Senate by Sen. Morgan (N.C.) -- which would provide estate tax relief only

to independent newspaper owners.

ANPA is a trade association whose more than 1330 members represent sore than 91

percent of the daily and Sunday newspaper circulation in the U.S. Several non-daily

newspapers also are members. NNA is an association of some 900 smaller-city daily

and 5500 weekly newspapers throughout the 0.S.

et.
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January 18, 1979

REPO"' AND RECOMMENDATIONS TO THE ANPA GOVERNMENT AFFAIRS COO(fITTEE

AND BOARD OF DIRECTORS FROM THE ANPA TAX LAW TASK FORCE*

The Tax Law Task Force (TLTF) was established in December

1977 by the ANPA Board on the recomendation of the Government

Affairs Comittee. The Committee and the Board were concerned

about increasing evidence that some sales of newspaper companies

were forced on owners by the federal estate tax laws and particu-

larly by inequities in those laws and their application.

At its September 1977 meeting, the Government Affairs Com-

mittee had expressed its concern that estate tax laws, rather

than being neutral, now actually discourage owners of newspapers

from passing their properties to their heirs.

The TLTF was created as a subgroup of the Committee: It was-

instructed by the Board "to seek legislative changes encouraging

neutrality in federal estate tax laws so that newspaper publishers

and other businessmen may make such ownership decisions as they

deem appropriate without unnecessary and counterproductive legal

strictures." In all of its deliberations, the task force focused

on why an owner decides to sell rather than on who buys. The

task force's primary concern was not ownership patterns in the

newspaper business but federal tax laws that unfairly affect

decisions whether to sell or retain a company.

*Task force members supporting this report are Chairman K. Prescott

Low, Cecil B. Highland, Walter E. Hussman Jr., Donald C. Mdyer,

F~ank E. Russell, Len R. Small and William Z. Branen (ex officio).

Task Force member John F. Wolfe does not support the report for

reasons outlined in his letter to Chairman Low which is Attachment A.
r

56-074 0 - 80 - 32
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The task force met nine times in 1978, including its organ-

izational meeting Jan. 12 and its latest meeting Dec. 13 at which

this report and recommendations was approved. n addition, Chair-

man Low twice testified before the 95th Congress on the Independent

Local Newspaper Act [HR 12394 introduced by Rep. Morris K. Udall

(Ariz.) and S 3441, identical legislation introduced in the Senate

by Sen. Robert Morgan (N.C.)]. (A copy of Chairman Low's House

testimony is Attachment B).

The initial thrust of the task force was to analyze the Udall

legislation because it already was before the Congress and support-

ers were seeking active consideration. At the same time, however,

the task force began to study all aspects of the federal estate

tax laws and to identify those provisions which serve to induce

or compel sales of closely-held companies.

Task force members next developed their individual preferences

for measures which, if enacted, would tend to neutralize the tax

laws as a factor in these ownership decisions.

From its inception, the TLTF has maintained communications

with other organizations and individuals involved in this issue.

Guests at task force meetings included an aide to Congressman Udall,

the lobbyist and tax counsel for the Independent Local Newspaper

Association, which supports HR 123951 Rep. Dan Quayle (Ind.), a

newspaper publisher and cosponsor of HR 12395; and executives of

Management Planning, Inc. of Princeton, N.J., financial consultants.

In addition, Chairman Low met privately with Rep. Udall to inform

him of the task force's efforts and also conferred with Treasury

Department officials on this subject.
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The National Newspaper Association, which established its own

similar but broader Task Force on Newspaper Ownership, was repre-

sented at TLTF meetings by the ex officio membership of NNA Task

Force Chairman William Branen and by NNA general counsel. At its

annual convention Nov. 11 NNA members unanimously adopted a public

statement noting the "questionable special treatment" accorded

newspapers under the Udall bill and stating that "the public

interest would be served better by changes in the federal estate

tax law...benefiting to the greatest extent possible the interests

of similarly situated local businesses." (The full text of the

NNA resolution is Attachment C.) It should be noted that the TLTF

was represented by invitation at both 1978 meetings of the NNA

task force, and that NNA joined ANPA in its congressional testi-

mony on the Independent Local Newspaper Act.

FINDINGS

The ANPA task force's work has resulted in the following

findings:

1. The bias of the federal estate tax laws presents some

formidable barriers to the continuation of independent ownership.

The laws and their inequities are key factors which induce or

compel the sale of closely-held companies, including local,

independent newspapers.

2. Legislative rather than administrative relief is needed

to correct effectively this tax bias.

3. The Udall legislation-(HR 12395 in the 95th Congress)

would provide substantial benefits to many local, independent

newspaper owners.
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(A) It would permit voluntary creation of trusts for

accumulation of fulds to be used to pay taxes at death. This

proposal would

(1) allow nor.e tax deductions for company contri-

butions to the trusts;

(2) exclude such contributions from owners' taxable

income;

(3) permit tax-free accumulations of income in the

trusts; and

(4) exclude such amounts from the owners' estates

and from the income of the estates when used to

discharge estate tax obligations.

(3) It would permit extension of the time in which estate

taxes must be paid to as much as 15 years after death.

4. While the Udall bill addresses an important matter of

concern to the newspaper business, there are problems with the

legislation.

(A) It is "special interest" legislation offering tax

relief only to newspaper owners.

(B) The tax benefits, by providing relief from both

income tax and estate tax, may be disproportionately large and

serve to emphasize the bill's *special interest* aspect.

(C) Coverage under the bill is somewhat arbitrarily

devised -- e.g. an owner of a large, metropolitan newspaper could

get tax relief, but an owner of two, small community newspapers

would be a 'chain' and not eligible for relief (unless it is an

intra-state chain).
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(D) The bill poses definitional problems -- e.g. what

is 'local, Rindependent," "a newspaper"?

(E) The bill limits the flexibility which is necessary

in ongoing estate planning because its penalty provisions tend

to lock a participant into the plan.

5. There are viable, alternative legislative approaches to

providing the needed tax relief which

(A) would benefit all closely-held businesses;

(B) would be reasonably consistent with established tax

principles:

(C) would avoid complexity in interpretation;

(D) would allow flexibility in adjusting established

estate plans;

(E) would provide greater predictability in the estate

planning process; and

(F) would be considered neutral by those not benefitted.

6. As a matter of strategy, the needed changes to the tax

laws may better be effected by a series of legislative measures --

each addressing a specific area of the tax law -- than by an

omnibus bill incorporating all of the tax code changes the task

force supports.

7. Many newspaper owners have failed to plan and prepare

properly for the inevitable estate taxes that result upon their

death.

RECOMMMATIONS

Based on these findings and on its study of this subject,

the Tax Law Task Force makes nthe following recommendations:
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1. That the ANPA Board pass a resolution endorsing the

following tax law revisions as they affect decisions by all closely-

held companies whether to sell or retain ownerships

The revisions would:

(A) Liberalize provisions of the accumulated earnings

penalty tax so that the company can prepare in advance to redeem

stock to pay estate taxes upon the death of an owner. See. 531

of the tax code, which usually is applied only to closely-held

corporations, requires that any corporation which accumulates

more than $150,000 must show that the accumulation is justified

by reasonable business needs. If it is determined that the accum-

ulation is unreasonable, and thus taxable, the excess accumulation

each year is taxed at the rate of 27h percent on the first $100,000

and 38h percent on the excess. (Sec. 537 authorizes accumulations

to redeem stock to pay death taxes and funeral expenses, but that

is often of little help as the acc umulation must have been made in

the year in which the shareholder dies or in later years.) The

TLTF recommends elimination of the penalty tax on accumulations

to pay death taxes (See. 303 redemptions) by designating such

redemptions as "reasonable business needs* for Sec. 531 purposes.

(B) Change the valuation approach used by the IRS. Cur-

rently the IRS can value a company in an estate tax case on its

sale or merger value, whether or not such a sale or merger takes

place. With newspapers, for example, sometimes selling for up

to 50 times earnings, the Rroblem of valuation on a *comparable

sale" basis is particularly acute. The TLTF recommends an amendment
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to the tax laws to provide that the stock of closely-held companies

by valued for estate tax purposes on the basis of their present

and historical financial condition ('going concern" basis) with-

out regard to sale prices of comparable properties. This proposal

is consistent with the same general principles as the present law

concerning family farm valuations. Such an amendment should in-

clude a Orecapture' provision in the event the company is sold

within a designated time after the death.

(C) Liberalize provisions for the timing of estate tax

payments by allowing for deferral and prepayment of the tax.

(1) Deferral: Sec. 6166A allows up to 10 years to

pay estate taxes attributable to closely-held

stock, and See. 6166 allows a 15-year install-

ment payment plan. But both provisions are

loaded with qualifications which limit their

use. To qualify for the 10-year payment the

stock must be more than 35 percent of the

decedent's gross estate or 50 percent of the

taxable estate. The corporation itself is

limited to 10 shareholders, or the estate

must own at least 20 percent of the voting

stock. To qualify for the 15-year plan the

stock must exceed 65 percent of the adjusted

gross estate, and the estate must own at least

20 percent of the voting stock or the corpora-

tion must have no more than 15 stockholders.
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The TLTF recommends reducing the percentage of

the estate tests, removal of the limits on the

number of stockholders and elimination of the

voting stock tests. These actions would allow

more olosely-held companies to pay off their

estate tax obligations over a longer period of

time in a more business-like fashion.

(2) Prepayment; The TLTF recommends a new provision

to the tax code to allow estimated advance pay-

ments of estate taxes prior to death, with those

advance payments to be invested in a special

issue of government securities which yield a

fair interest rate. Only the interest on such

securities would be exempt from both income and

estate taxes under the terms of this recommendation.

(D) Liberalize redemption rules to reduce the tax on

closely-held stock being redeemed for payment of death taxes. The

goal here is to get a redemption treated as a sale or exchange so

that it would be taxable at the lower capital gains rates rather

than at the higher rate for ordinary income. Sec. 303 of the tax

code, "Distributions in Redemption of Stock to Pay Death Taxes,w

allows capital gains treatment for such redemptions, but only if

the value of the closely-held stock being redeemed is at least 50

percent of the decendent's adjusted gross estate. Also, if the

estate owns stock in tio or more corporations, these interests can

be combined for purposes of the 50 percent test only if at least

75 percent of the value of the stock of each corporation is owned
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by the estate. The TLTF believes both of these percentage tests

are overly .restrictive" and recommends lowering both, with special

emphasis on reduction of the 75 percent test. This specific

recommendation reflects the broader concern of the task force

that this and other sections of the tax code lack the consistency

and uniformity they once possessed with regard to the qualifying

percentage tests. We believe that consistency and uniformity should

-breturned to th so--b-nio more even app-icatin of these

provisions. On redemptions other than for death taxes, changes

in Sec. 302 (disproportionate redemptions) and Sec. 306 (stock

recapitalizations) could be valuable tools to help closely-held

companies stay closely-held. The TLTF recommends that the two

principal requirements for utilizing Sec. 302 should be reduced

and that Sec. 306 redeemed stock passing through an estate should

be subject to capital gains tax rather than be taxed as ordinary

income. Prior to the Tax Reform Act of 1976, Sec. 306 stobk was

taxed as capital gains. The 1976 act makes it subject to tax as

ordinary income, but that provision has been delayed until Jan. 1, 1980.

(W) Amend tax on generation-skipping transfers to help

defer the new tax on such transfers imposed by the Tax Reform Act

of 1976. The new tax will not have a significant impact for sev-

eral years because it does not apply-to trusts which were irrevocable

on June 11, 1976 or to trusts provided for in a will or revocable

trust which was executed prior to that date if the decedent dies

before Jan. 1, 1982. However, when it does become applicable, it

could have an adverse impact on the ability of a family to retain
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a closely-held business. The funds from Sec. 303 redemptions

could be used to pay this tax, but such redemptions must take

place within a relatively short, specified time after the tax-

payer's death. What is needed then is more time after the death

to pay the tax, but the provisions for deferral of estate tax

under Secs. 6166 and 6166A are not applicable to this new tax.

The TLTF recommends that the liberalized versions of Secs. 6166

and 6166A called for in Recommendation C be made applicable to

this new tax on generation-skipping transfers.

(F) Insurance: The TLTF recommends that tax counsel

examine the possibility of a legislative proposal that would

permit purchase of a special class of life insur nce solely for

payment of estate taxes. Under such an insurance plan only the

premium cost would be included in a taxable estate, with the

remainder of the proceeds exempted from both income and estate-

taxes.

2. That ANPA engage outside tax counsel on a consultant

basis to help in drafting the recommended legislation.

3. That ANPA take an active role either in support of, or

if necessary initiating action on, the following tax proposals:

which already have become matters of debate between other organ-

izations and the government:

(A) Repeal "carryover basis" provisions enacted in the

Tax Reform Act of 1976 and postponed until Jan. 1, 1980 by the
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Revenue Act of 1978 and oppose adoption of any proposed alternatives.

Prior to the 1976 act an appreciated asset owned at death had as

_-4ts tax basis the value of the asset at the time of the death. If

heirs sold the asset (to pay estate taxes, for example), they

would only have to pay a capital gains tax on the amount the asset

appreciated since the death. If the now-deferred 1976 provision

goes into effect, however, the tax basis for all assets acquired

-----from a decedent who died after Dec. 31, 1976 would be the same

as the decadent's tax basis immediately prior to his death. In

other words, the heirs would have to pay a capital gains tax on

the appreciation of the asset since the time it was acquired by

the decedent. This would impose an additional heavy financial

burden on heirs. There already is considerable. sentiment in

Congress to repeal these "carryover basis" provisions, and the

TLTF recommends that ANPA support this effort.

(B) Provide lower rates for gift taxes in part because

of recognition of the fact that gift taxes essentially represent

prepayment of death taxes.

(C) Eliminate double taxation of dividends.

4. That ANPA, as a matter of policy, support those new laws

which have improved the tax treatment of capital gains. Recent

examples of such tax law changes which are helpful to all closely-

held businesses are two measures enacted during the 95th Congress --

the moratorium on the carryover basis provisions and the lowering

of capital gains tax rates.
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5. That the ANPA staff take whatever steps are necessary and

appropriate to explain details of Recomnendations 1 and 3 to the

ANPA membership.

6. That the AZPA members and staff work actively with members

of Congress, their staffs; officials of the Executive Branch and

all supporting organizations for enactment of these proposals.

7. That ANPA continue at this time its position of neither

opposing nor endorsing the Independent Local Newspaper Act as intro-

duced by Congressman Udall in the 95th Congress.

S. The TLTF strongly recommends the development of programs

by ANPA and other newspaper associations to acquaint the member-

ships with estate planning techniques and with the need for proper

and timely estate planning. The TLTF places great emphasis on the

importance of such ongoing educational programs. The task force

believes that proper planning and education of members can have a

positive benefit in retarding tax-motivated dispositions of local,

independent newspapers.

FUTURE STATUS OF TLTF

Having completed its charge, TLTF recommends that the task

force dissolve, and that the Board at its pleasure reconstitute

this or another group to assist in carrying out these recommendations.

Rerpqflysubmi tted,

K. Prescott Low, Chairman

Cecil B, Highland Frank E. Russell
Walter E. Hussman Jr. Len R. Small
Donald C. Meyer William E. Branen (ex officio)
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Attachment A

THE~ flL3PAICf PRITING2~ COIPA2ST
34 tOLJH THIPNM STOEEt _^6, S :-,C &321

January 11, 1979

Columbus Ciz.n.Jo r"al
JOHN P. WOLFE#at 1811T N

Mr. K. Prescott Low, Chairman
The Patriot Ledger
13 Temple Street
Quincy, Massachusetts 02169

Dear Mr. Low:

After reviewing the 'final working draft"
of the Tax Law Task Force's report and recommendations, I
must request that my name be deleted from those listed
as supporting the report and recommendations. I take
this step most reluctantly, since I recognize how
hard you have worked as chairman of the TLTF, and the
good faith effort made by all of its members. However,
I cannot in good conscience subscribe to this document.

The report and recommendations do not meet
or respond to the problems perceived, that is, how to
protect and preserve independent (non-chain) newspaper
publications by seeking changes in federal estate tax
laws which would allow the present owners to pass their
newspapers on to their chosen heirs, rather than force
a sale of their newspaper properties.

The recommendations are an amalgam-of all
of the proposals considered by the TLTF during the
past year, without appreciation of the fact that several
are mutually inconsistent. Some of the recomendations
appear to be designed to benefit closely controlled
newspaper groups rather than those owning one newspaper.
One proposal seems to be for the benefit of the insurance
industry, with only limited utility to owners of newspapers.
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As you know, I support the legislation
sponsored by Congreeman Udall and Senator Morgan,
together with House and Senate co-sponsors. I
continue to believe their proposal offers achievable
benefits for owners of newspapers, at little or no
cost to the Treasury, .and could be used as a model
for like legislation covering owners of similarly
situated businesses.

Finally, I am deeply concerned by draft
recommendations 3 and 5,*which would involve the
ANPA in the support of legislative proposals which
may not be in the best interests of all of its
members.

I request that my comments be attached
as an addendum to the report and recommendations
of the TLTF.

Sincerely,

John F. Wolfe
President and Publisher

*Now Recommendations 2 and 6 in final report.
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Attachment B

Statement of K. Prescott Low,

Publisher, The Patriot Ledger, Quincy, Massachusetts, and

Chairman of the Tax Law Task Force of

The American Newspaper Publishers Association

Before

The Subcommittee on Miscellaneous Revenue Measures of

The House Ways and Means Comittee

on

HR 12395 et al, The Independent Local Newspaper Act

August 11, 1978
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Mr. Chai_-man:

I am K. Prescott Low, publisher of The Patriot Ledger, a

locally-owned, independent daily newspaper published in Quincy,

Massachusetts. I also am a member of the Board of Directors

of the American Newspaper Publishers Association and chairman

of that Association's Tax Law Task Force. It is in this latter

position that I appear before you today.

ANPA is a trade association whose more than 1300 member

newspapers comprise some 91 percent of the daily and Sunday

newspaper circulation in the United States. Many non-daily

newspapers also are members.

' With me this morning is W. Terry Maguire, general counsel

of the National Newspaper Association. NNA is an organization

of some 900 smaller-city daily and 5,500 weekly newspapers

throughout the United States. NNA and ANPA are working together

in analyzing HR 12395.

Mr. Chairman, NNA has authorized me to say that my test.-

mony this morning also represents NNA's general position toward

this legislation.' With your permission Mr. Maguire will submit

a short additional statement for the record.

On behalf of the ANPA and NNA membership, I thank the

chairman and members of the subcommittee for this opportunity

to testify on HR 12395, the Independent Local Newspaper Act.

As you know, Mr. Chairman, this legislation is aimed at

helping to preserve independent ownership of newspapers by

addressing one of the reasons why such owners sell their
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newspapers to newspaper groups - that is, the burdensome,

some would say punitive, federal tax laws.

ANPA, whose membership includes both independently-owned

and group-owned newspapers, does not at this time endorse

HR 12395 as the possible final vehicle for best accomplishing

this end. Neither do we specifically oppose the bill. We do

encourage the Congress to continue its analyses and delibera-

tions. We are in the hope that prompt and proper solutions

may be found, including ways to make the estate tax laws

neutral on' the question of the succession of closely-hold

ownership.

We very much appreciate the concern of the chief sponsor

of this legislation,. Hr. Udall. We commend him for following

up that concern with specific legislation to remove federal

estate taxes as one of the factors which, in many cases, inord-

inately influence decisions to sell newspapers.

Further, we acknowledge that if this legislation were

enacted in its present form, it would bring considerable relief

to those independent newspaper owners who would qualify under

the bill.
However, ANPA is not yet convinced that the approach set

forth in HR 12395 is the sole or best one to pursue -- either

for the country in general or the newspaper business in particular.

Before mentioning some of the questions we have about this

specific legislation, I think it is important that the subcommittee

know ANPA and NNA do not come here today as late startezs in

this matter.

56-074 0 - 80 - 33
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Indeed, it was many of our member publishers who pointed

out to Mr. Udall and others the deleterious role of federal

estate taxes on newspaper ownership.

More important, ANPA and rA decided this situation

warranted special attention by the newspaper business.

The AXPA Board of Directors late last year established

its Tax Law Task Force and directed it,

*to seek legislative changes encouraging neutrality

in federal estate tax laws so that newspaper pub-

Ulshers and other businessmen may make such owner-

ship decisions as they deem appropriate without

unnecessary and counterproductive legal strictures."

This Task Force, which I head, has met six times this yearr

another meeting is scheduled next month, and more are planned.

NNA has a similar group. Our initial efforts were to analyze

the Udall legislation -- Za 12395 and its predecessor, ER 9484.

Recent meetings have focused on examination of possible altern-

ative approaches to provide tax relief.

In keeping with the subcomnittee's request to be brief,

I will just list some of the questions our Task Force has

expressed after analysis of HR 12395.

First and foremost is the unanswered question of whether

legislation should provide relief for one class of citizens

only -- newspaper owners -- when estate taxes press equally

hard on all small, closely-held businesses. In fact, the
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feeling that all affected businesses need relief has been the

chief concern expressed by the many publishers who have contacted

m concerning this issue.

Other questions about HR 12395 which our Task Force has

identified include:

1. The relatively narrow coverage of the bill. Even

though coverage has been expanded to include intra-state news-

paper groups, ER 12395 still has the situation that the owner

of two small newspapers in adjoining states -- perhaps only a

few miles apart -- would be ineligible for relief.

2. The. vagueness of some of the definitions in the

bill.

3. The very severe penalty provisions in the event of

inadvertent over-funding of the allod trust fund.

The alternatives or su"lemental actions which our Task

Force is exploring include possible changes in the tax-rate

schedule, deductions, valuation and timing of tax payments. For

example, under the valuation category, a newspaper could be

valued on its individual financial performance rather than under

the present "comparable sale or merger price" basis. As you

know, Mr. Chairman, a somewhat similar approach was appropriately

adopted by Congress in 1976 for family farms.

I hope it is clear from this short sumary of AXPA's activity

in this area that we do not now profess to have any definitive

answer to what should be done to best provide the federal estate
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tax relief which is needed.

We do want the subommittee to know that the newspaper

business is deeply concerned about the issue and hard at work

n it. Our ANPA Task Force has as its goal presentation of

a firm recomendation to the ANPA Board of DJrectors by the

end of this year.

The National Newspaper Association's task force will meet

again in November at NRA'S Convention and will submit recomnda-

tions to the NNA Board of Directors soon after that meeting.

Thus, both associations are seeking early adoption of

positions on this issue. At this point, Z have no idea what

the final ANPA recommendation to the Congress wiLLbe.

But, Mr. Chairman, the important point is that any legis-

lation dealing directly with the newspaper business should have,

if possible, a consensus of support from this country's news-

papers. That consensus does not yet exist for HR 12395 as the

best or sole solution.

ANPA and'NUA will continue their work. I sincerely hope

that both associations can'come before this subcommittee early

next year and present definitive recomendations that reflect

broad support from among our member newspapers.

Again, I thank you for this opportunity to inform you of

our continuing activity on this important issue.

I will be happy to respond to any questions you may have.



0 511

Attachment C

Statement adopted by the National Newspaver Association November 11, 1978
San Diego, California

The National Newspaper Association believes strongly in promoting
opportunities for local ownership of newspapers. The Association continues
to work toward developing a more precise legislative recommendation on
changes in federal estate tax law which would restore freedom and fairness
to the marketplace. It is important that a decision to sell a newspaper
be made without undue or discriminatory federal tax pressure.

Legislation introduced in the 95th Congress contained provisions which
would have granted newspapers questionable special treatment. For many
NNA members, this legislation would have been of substantial economic
benefit. The public interest, however, would be served better by changes
in the federal tax- law which would accomplish the goals set out by Rep.
Morris Udall (D-AR) and Senator Robert Morgan (D-NC), while at the same
time benefiting to the greatest extent possible the interests of similarly
situated local businesses.

NNA wishes the Congress to know that the Association will present more
specific recommendations in the next few months. These will cover a number
of federal estate tax law provisions, including valuation, accumulation of
earnings, carry-over basis, deferral of payments, among others.
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Santa Nonioa, California
11-2-79

Senator Russell B. Long
Room 217
Russell Senate Office Bldg.
Washington, D.0.
20510
Dear Mr. Longs

This is my input into your recent hearing on 10-31-79 regarding

tax credits for savings accounts.

Let me present an alternative monetary instrument that will assist

the small saver AND the nation in increasing and improving its housing

stock. The improvement of the housing stock is the evident, as I see

it, reason for considering tax credits for savings accounts. As a

byproduct, the small saver also earns some tax free money on his savings.

This proposed monetary instrument is an adjunct to the high

denomination ($5,000.00) tax exempt mortgage subsidy bonds considered

in H.R. 3712. The instrument is a "low denomination ($100.00 to $500)

tax exempt housing rehabilitation bond*. The limit for ownership would

be 41,500.00 for a single person and 13,000.00 for a married couple.

Even at a 7% tax-free rate, these proposed bonds would give more

monetary benefit to a saver than would a $100.00 or #200.00 tax credit

on savings accounts. In addition, all proceeds would be used in the

housing area.

I have elaborated on the nature of these low denomination bonds in

my submitted 11-2-79 letter to Mr. W. Henson Moore. Mr. Moore is the

Congressman who proposed the tax credit on savings accounts alternative

to H.R. 3712.

Essentially, this new instrument directs rehabilitation and remodeling

funds to low and moderate income families and at lower than free market.
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interest rates. Thus, these families do not have to directly

compete for free market funds.

In the attached correspondence that I recently ,jent to all

U.S. Congressman and others is a discussion on how high

denomination ($5,0000.0) tax exempt mortgage subsidy bonds can be

used to generate and maintain more low and moderate income housing.

Ky feeling is that the Proser usage of tax exempt mortgage

subsidy bonds and housing rehabilitation bonds will do more for

the small saver AND more for the nation's housing in areas of

greatest need than will tax credits on savings accounts.

In conclusion, tax credits on savings accounts should compete

next year with other proposals for stimulating savings and

investment.

William R. Teachworth
P. 0. Box 3157
Santa Monica, California
90403

CC Congressman Al Ullman
Congressman Barber B. Conable, Jr.
Donald C. Lubick-Assistant Secretary for Tax Policy.
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DISTRIBUTION

All members of the U.S. House of ReDresentatives Rules Committee.

All members of the U.S. House Ways and Means Committee.

All members of the Senate Finince Committee-Taxation Subcommittee.

Senator Russell B. Long.

Jay Janis-Chairman, Pederal Home Loan Bank Board.

John G. Heimann-U.S. ComDtroller of the Currenoy.

Donald C. Lubiok-Assistant Secretary for Tax Polioy-Treasury Dept.

Richard J. Woods-Associate Director, Community and Economic

Development Division, General Accounting Office.



515

Santa Monica, California
11-2-79

Congressman W. Reason Moore
Rm 2444
Rayburn House Office Bldg.
Washington, D.C.
20515
Dear Congressman Moores

MY understanding from a Wall Street Journal article (Exh. A).

dated Oct. 24, 1979 is that your amendment to H.R. 3712 was

instrumental in causing the return of H.R. 3712 to the House Ways

and Means Committee.

Your concern for allowing single persons and married couples to

avoid as much as $100.00 or #200.00 a year in taxes on interest

earnings is admirable. However, may I Dresent a better alternative

for your consideration.

This alternative would allow a single person to save up to a

total of $1,500.00 tax free and a married couple ur to $3,000.00 (total)

tax free. The instruments for such savings would be low denomination

tax exempt housing rehabilitation bonds. These bonds would have a

denomination range of from $100.00 to #500.00. Such bonds are known

to exist as seen on page 25 of the attached article (Exh. B) from the

premier edition of E.P.O. magazine. The bonds themselves are Issued

in checkbook form with the interest payments being made by cashing

preprinted checks with the bond principal amount being the last check.

These bonds could be issued by authorized mortgage subsidy bond

issuers via banks and savings and loan associations. The bonds could

be purchased by any resident within the State where the issuer was

located. The resident would have to have their principal residence
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within the State where the issuer was located. Thus, these low

denomination bonds could be made exempt from Federal, State, and

perhaps, local taxes. My understanding is that your proposed

tax exemptions on interest earnings would be only at the Federal

level.

The usage of these bond monies would be limited to the making

of Qualified Home Improvement Loans and Qualified Rehabilitation

Loans as defined in proposed Section 103A-ortgage Subsidy Bonds

subsections (n)(6)-and (n)(7) (Exb. 0) of H.R. 3712. The bond

monies distribution would be limited to the geographic area under

consideration by the authorized bond issuer. The loan rates would

be one percent above the bond interest rate. Where more than one

issuance of such low denomination bonds was made and the proceeds

co-mingled, the loan interest rate would be one percent higher than

the weighted average (the remaining amount of each issue and the

interest rate on each such issue) as determined on a weekly or

monthly basis.

The total monetary amount of these low denomination bonds that

could be legally issued per year within a State would be 10% of

the limitation on the aggregate amount of qualified mortgage subsidy"

bonds issued within the State during any calendar year.

Qualified usage of these specific bond monies could includes

earthquake reinforcement loans up to #15,000.00 per living unit,

flood damage repairs up to *15,000.00 per living unit, upgrading of

household plumbing, painting, and remodeling.

The large tax exempt bond sales houses would not be effected to a

significant degree since the smallest present bond size handled by

them, to my knowledge, is $5,000.00. In addition, the limited

qualified usage for such bonds is in areas where $5,000.00

denomination bonds are not heavily issued, as far as I know at present.
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The market mkers for these bonds could be the issuers or their

designated mortgage originators. The interest rate for each bond

issuance would be determined by proper comparison with the tax exempt

bond market for high denomination ($5,000.00) tax exempt mortgage

subsidy bonds. To encourage purchase of these low denomination bonds,

the interest rate should be one-half point higher than the high

denomination tax exempt mortgage subsidy bond interest rate existent

at the time of issuance of the low denomination bonds. For example,

if b% tax exempt mortgage subsidy bonds are selling at a market

interest rate of 7% on a certain day, then an issuance of these low

denomination bonds is made at a 7-% interest-rate at 100% of face value.

In order to maintain a responsible market for the resale and

repurchase of these bends, the Drice of the bonds would vary from

an amount equal to the principal sum minus up to three unused interest

checks or the principal sum plus up to three unused interest checks.

The length of term for these low denomination bonds should be four

years with the privilege of renurchasing the same'amount of a new

issue at the market rate at the time the first issue was cashed in.

Additional confirmation of the benefits of such a usage of low

denomination tax exempt bonds is seen in the attached article (Eih.D)

from-page 44 of the October 29, 1979 issue of the Wall Street Journal.

There is a discussion about a new plan offerring a tax deferral on

bank savings interest. NOTE that the last paragraph says tax exempt

bonas are more attractive than this tax deferral procedure even

though tax deferred certificates or annuities have higher yields.

Thus, you have a mechanism where people who have savings in the

range (4100.00 to $3,000.00) you are concerned with will have the

direct ability to improve the nation's housing stock.

In conclusion, I hope you will reconsider and modify your interest

exclusion amendment to make it pertain sDecifioally to aspects of

H.R. 3712.

William R. Teachworth
P. 0. Box 3157
Santa Monica, California
qO403
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36 • THE WALL STREET JOURNAL, Wedn&sday, Oct. 24, 1979

Bill Curtailing Mortgae-Subsidy Bonds.
rt~c 1 ,vO tn -WnAve n 1,A Mon.nA (nmmiutpt

LDY~.FAdCW i .~ yr ~ wu

5TUUUYJOV"AL ason Uqi~,
# &GTON-A bill to limit the use of

tax-exempt bonds to subsidies bone buying
Is back in the lap of the Home Ways and
Means Committee.

After two days of haggling, the House
Rules Committee sent what Charman Rlch-
a'd DoUng (D.. Mo.) called '"tis mother"
bakto the way and Means panel for fur-
ther work. Ways and Means Cairman Al
Ullman (D., Ore.) said be didn't know when
Wa committee would resum work on the

raiag.bond bill or what the outcome

The Rules Committee's -eght-to.seve de-
cson seems likely to add further confusion
to the tax-exempt bond markets, already afT
fected by the April 25 introdidton of legtsla-
ton by Rep. UUman and other inluential
Congresmen to end all taxexempt mnanc-
Ing for ainglefamily bouing while limiting
its use in rental bouing to needy families.

states and localities sell the bonds, whose
intrest Isn't subject to federal Income tax.
Tax exemption permits the seller to offer
Investors a lower return on their money aN
then to relend the proceeds to home buyers
for less than they'd pay for conventionl
mortgages.

The Ways and means Committee rejeced
an absolute prohibition, but voted late In
July to limit mortgaesubsidy bonds to 5%
of the annual mortgage .market, while dli
recting ,the proceeds to home buyers with
low or moderate Incomes. It also approved a
cootroversial set of rules to permit state
and localities to proceed with bond Issues
under way on April 25.

, Finally without endorsment, the Ways
and Means Committee agreed to ask the
Rules Committee to let the House vote on a
substitute offered by Rep. Henson Moore
(R., La.). Rep. Moore would allow single
people to avoid taxes on AS much as $100 a
year of Interest frown savings account: COW
pies would be allowed 300 a year.

n the past seerl weeks, Rules Commit-
tee mebr have been the target of heavy
=,"btng by the savings and loan Industr,
whhfavor. an Interest excuIon, ani by
the mortgage bond industry. which pefesI
the Ways and Means bill.

Yesterday, th Rules Committee took the
easy way out.'It voted, ewh to seven, to
giv the House a chne to accept both an
Inters exclusom a&W limited mortagemsub.
sidy bonds; rather than having to choose be-
tween the two.

But doing both would more than double
the Treasumys revenue Ioss. The Ways and
Means Committee's bond bill would cost the
Ttauuy an estimated sI mllon a year
by 1964, while adding Rep. Moore's Interest
exclusion would swell the tax l" to SU

Wat's more, according to both the Tres-
aury and Rep. Ullman. a tax excluon for

savn bond Interest should be requirs to
compete next year wtth other proposals for
stimulating savings and investment. So, at
Rep. UlIma's request, the Rules Committee
then voted to send the matter bac to the
Ways and Means panel.

i
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Elp~ Bonds

i
-1-1

for igPicd
Dollars

Money will be hard to find and costly,
but count on a market for small issues.

By Martin Mayer
The good mwI Ft 19"9 is tm the

Federl tcetrsment prom*wy ,o't 4o
anyting; ebe to make raisin mney
harder for esae and local maneraoeuls.
nd tht is hope Far a sow provisee In
the lax code to draw fresh buyers to
ta-eempt bonds.lTh bad mews Iks

money will he holishly tighe. maybe as
hard frind-and as etepe lu-a it
=ems is the horror days of 1974.
horeo he. hpoplariey of hootlg
and hospital bonds. asntoN a the sprad
of ponhiin coesot ad indastria do-
vehoptset bonds, waie thai therm may

Maten MOeye twvlreflqannlhv
gt40 er/ti se arlr.

ltdaode The Saildeos. The Bankers..
The Lawytb. The Schools end i it
Snot: Mtn and Money.

be mom Competitioo far that MOW
than martes salysis hms predicted.

The central fact about mulcipal
boods is. of course. the tus-exempt
tatus of the eres they pey- Codt ad

states and schoo hoards and sewnr die-
tricu and on aut horities and mu nicips!

power system can thu borrow in he
ont more cheaply than pivt ecm-
paese or the F Pdr e n .meut.

Takting the mome recent reor a hand.
The Dal Sand f rs index of 30 rep
reseostW miessipa showed P me
APlowa interest rale aft]?1 Pecnn.
whoe Moody*$ As corp bo e heds av.
Osgoo 9.2S poerln ad Unsited States
Go~nra s boods of shmlr d rs - -
av r ged sboes 8.77 percent. As this
writing. in sh t. muail ebood iuers ,
are peyin shoet 67 percent of the later-
511 doe maei chare a corprortin and ,
stoms them 70 portent of whet the Fejd-

20 9 P JANWIne
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cal govertnet hlo pay for log-term
borrowing. But it's still a vry good deal
from the customers point of view. be-
cause that 6.17 percent Is sax-frek and
the "taxable-equivalen yield" to a cor-
poration or bank runs 11.J6 percent,
which is a lot better than the bank does
on a mortge. For the individual rich
taxpayer In the 70 percent bracket, the
6.17 percent from a municipal bond
equals 20.26 percent from a taxable In-
vestment. a return nobody can hope to
get from anything else that Is safe or
honest, let alone both.

Unfortunately, none of these numbers
is stable. nor anything like stable. J. P.
Morgan once observed that the one
thing you can say for sura about the
stock market is that it fluctuates, and
that goes double for the bond market-
and maybe double again for the munici-
pals market.

Ratqs on municipals, like rates on
corporate bonds, tend to rise and fall
every day. But the two interest rates
don't keep in step. In 19M, the ratio
between what tax-exempts and copo-
rate issues paid started at about 62 per-
cent and probably hit 70 percent before
the year was out: in 1976. by contrast.
the ratio started at about 72 percent and
was down to 64 percent by the last quar-
ter. Some years this changing ratio
means municipal bond interest rates are
rising or falling more slowly than corpo-
rates: most of the time-including 1978
and probably 19-it means they're
moving faster.

The problem is that the very tax
exemption which keeps interest rates
down limits likely buyers of the bonds to
investors who place a high value on tax
exemptions. In practice, this group re-
duces to commercial banks (which can't
Invest in stocks or income-producing
real estate), fire and casualty Insurance
companies, and just plain rich folks.

Banks are in business to make loans,
not buy paper. When loan demand is
heavy (which means interest rates are
rising), they cut back biying of munici-
pal bonds, shrinking the market for
municipals W making tax-exempt in-

22 r.IO, JANIFU -t

serest rates rise even faster.
Fire and casualty companies run

surpluses the year after they a permit-
ted rate increases by the state officials
who control thdn- but the year after
rhn: they've got no money for bonds.
because client claims and jury awards
have taken it all away..

That leaves "households." and
they're greedy. For the very rict . tax
shelters " (oil wells, real estae. etc.)
compete for attention against mire tax
"exempts." For the only fairly wealthy,
whose tax rates are below the top brac-
kets. Income tax savings may not
amount to much more than the gap be-
tween the yields on municipal bonds a
the interest on long-term savings a-
counts. To make households buy
heavily. tax-exempt interest rates must
look high to householders who read
every morning about spectacular yields
at the savings and loan.

Prldclg-a Can O OforM
Because tax-exempt bonds and ntes

are Issued by 50 states and their
municipalities ad districts, then's no
such thing as a single "interest rate" on
municipal bonds as a group. "General
obligation" bonds that are backed by a
taxing power usually cost issuers less in
interest than "revenue" bonds backed
only by the earnings of the toll bridge or
industrial park or housing or electric
generators they will build. (And these
ratios change, too: In January. 1978.
new revenue bonds carried interest
"coupon" averaging 0. percent higher
than new "O.O.s": by July. the spread
was up to 0.7 percent.) Here, as in the
corporate world, the market also makes
judgments on the safety of the loan and
the quality of the management that
seeks it. These judgments are usually
encapsulated with complete simplicity
into a bond ."rating" by Moody's or
Standard & Poors. but even the rating
doesn't tel the whole story.

States with less paper outstanding, or
those whose constitution or local tradi-
tion seems to give greater protection to
bondholders, may win lower interest

costs for themselves and their districts
than states already loaded with debt. In
1977, three stites-Maine, Maryland
an Utah -had average interest costs or
less than 3 percent a year: three.-
Pennsylvania. Massachusetts and West
Virginia - had average interest costs of
more than 6 percent a year. (New York
State was under 6 percent because New
York City couldn't sell paper at all. I It's
interesting to note that Maryland. where
the Oovereor was under indictment for
fraud (he was later convicted) and the
Legislature was a notorious zoo.earned
low interest rates: the market looks to
long-term appearances of rmcal health.
'not short-run problems of management.

The last.straw complication is that a
municipal bond issue is not. like a corpo,-
rate issue, a collection of interchange-
able certificates that add up to the total
being borrowed. A corporate bond has a
single maturity date. years off: a munic.
ipal bond is ususjly a 'serial:" with
pieces of the loan maturing every year
until the entire amount is paid back.
Each maturity year is, in financial
theory and in market fact. a different
bond. selling at a different interest rate,
And the ratios between short-term and
long-term rates are unstable, too. Nor.
mally, the longer the term. the higher the
interest rate. But when the country's in a
bad inflation that people feel will be
stopped somewhere down the line. in-
terest rates on short maturities may ac-
tually be higher than those on Iong
maturities. Pricing municipal bonds to
sell at times like ours. in other words. s a
can of worms not even a fisherman could
love.

No Lack of Biers
About the only comforting aspect of

this odd market from the public official's
point of view is that buyers really are
scattered and will live their attention to
small issues. New York's giant Salomon
Brothers. which chews up $100 million
ofTreasury paper for breakfast and spits
it out casually through the telephone in
an hour or so. may bid on municipal
issues as smal as 2 million or $3 nsi.
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The Treasury
tried for years

j to dump the idea of
tax exemption.

lion. -Wk don't consider a 5 million
municipal to be a small issue" says a
Salomoner.

The Public Securities Association
(PSA?. an organization of securities
dealers and banks spun off from the Se-
carities Industry Association in early
1977. gathered members from 55 cities in
30 states during its first nine months of
life. Three years ago. a Twentieth Cen-
tury Fund study by Ronald W. Forbes
and John E. Petersen estimated that
there were 450 securities dealers and
banks around the country prepared to
"underwrite'* -buy from the issuer and
distribute to the public. at their own
risk-new issues of municipal bonds.

If yoiure a reputable municipalityor
taxing district or public revenue
generator (and maybe even if you aren't
reputable. as some spectacular recent
frauds in California demonstrate), you
can get a bid for your bonds. In fwt. if
your issue is for more than St million.
tSA figures indicate that you'll get at
least three bids from competing under-
writers, which holds down the selling
costs.

But you're still stuck with the chang-
ing rate of interest and the changing ratio
between tax-exempt and taxable inter-
eat, and small movements in those num-
bers can mean big differences in the tax
revenues you have to raise or the ser-
vices you can offer. The difference be-
tween a S percent and a6 percent average
rate on the bonds sold to build a new
elementary school. for example. wiU be
roughly as much money each year as the
salary of one experienced teacher (or
two begnners).

You can't personally do more about
market rates of interest than you can
about the weather. Delaying a project
because interest rates are high means
paying so much more to' the construc.
tion that any savings on financing ar
gobbled up. Stil. it's worth understand-
ing what makes those rates move, so you
can lobby to some purpose with the
Feds. plan your projects on a fail-safe
basis to avoid embarrassments when all
the figures are in -and keep on reason.

able terms with the voters who will have
to pay the bills.

S tel.d . Saiee
The Federal government controls

what happens in the municipals market
in three quite different ways. First sub-
ject to some instruction by Congress.
the Treasury decides what is and what
isn't a tax-exempt security.

For a o time, the Treasury has been
trying to dump the idea of tax exemption
aItogether and substitute a table bond
with a direct subsidy from the Federal
government to the issuer to make up for
higher interest rate. The Treasuary ar-
gument, unquestionably true, is that the
Feds lose in unpaid taxes from the rich
much more than states and taxing dis-
tricts ain from reduced interest costs.
But nobody can imagine Congress writ.
Ig a blank check that gives states and

municipalities a bonus of so many cents
for each dollar of municipal bonds they
sell. and everybody has nightmares
about the rules that might be written to
tell states and cities and local authorities
what they can and can't sell- and about
the bureaucracy that would be neces-
say tq enforce those rules. In any event.
1978 may go down as the year whert the
Treasury decided that this Idea won't fly.

Whether or not one sympathizes with
the Treasury's main complaint, it's hard
to disagree with some of the depart-
ment's sub-crusades, especially those
designed to suppress the various
schemes by which states and municipal
authorities have ripped off the spread
between the interest rates on taxable
and tax-exempt paper. The basic Same
was to issue tax-exempt paper long be-
fore the proceeds were really needed
and invest the money in Treasury bills or
other safe higher-interest securities. The
New York State Housing Finance
Agency made millions that way every
year In 'the late 1960s and early
1970s-which is one reason the Trea-
sury was not very sympathetic to New
York when it started down the tubes.

In 1969. Congress tried to clos the
loophole which permitted this sort of

no-risk arbitrage, but the bond lawyers
found a way around it. Early in 1978.
appalled by the billions of dollars of
"advance refunding bonds" cities were
issuing to take advantage of the interest
spread, the IRS slammed a door on the
loophole - but the bond lawyers kicked
it open again. Last summer, the IRS
lawyers finally handcrafted what looks
like a tight seal on the loophole. denying
tax-exempt status to just about all the
bonds that might be issued for reinvest-
ment purposes. This produced a burst of
almost $5 billion of new tax-exempt
paper issued in August before the new
rules took effect. Take effect the), did.
and never again will we repeat the expe-
rience of 1977, when states and
municipalities took in 57 billion more
from the sale of new bonds than they
spent on the construction the bonds
were supposed to finance-an earned
themselves profits totalling S15 million.

Incidentally. one of the Treasury's
earliest and most sensible rules to pre-
vent the abuse of tax-exempt paper has
turned into an example of governmental
overkill. The law now forbids tax deduct.
tions for interest payments on money
borrowed for the purpose of holding
tax-exempt securities. Without such a
rule. high bracket taxpayers could boost
their return on municipals by a free ride
at government expense.' An unintended
side effect of the rule is that dealers and
underwriters in the municipal bond field

'Example: Mr. Moneybags is in a 70 percent
tax bracket at a time when municipul sell to
yield 60 percent and the interest rate on per-
sonal loans to the Moneybags family is t0
percent. He buys $1 millai in bonds, yield-
ing him 60.000 a year. meanwhile borrowing
5600.000w scot of 560.000 a year. His re-
ceipts and expenses wash out. leaving him a
5400,00 investment wh no return. But the
560.000 interest he pays is a tax-deductible
expense. and at 70 percent that means he
saves $4.00 in taxes on his other income. In
effect, the Federal ovrment les him a
542.000 tax-free return on a 5400.0)0
lnveatme-N-10.S percent-sat a time AbC
the interest rate on the bonds is 6 percent.

IP.O. JAN0 'M 23
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can't write off as a business expense the
cost of the money they borrow to carry
inventories-though dealers and
underwriters in corporate bonds do just
that, routinely. And that pushes up the
price municipalities have to pay to sell
their paper. Among the most productive
lobbying opportunities for elected offi-
cials In the next couple of years would be
an amendment to the tax laws allowing
bona fide dealers in municipals to de-
duct borrowing costs incurred for the
purpose or holding inventories of tax.
exempt bonds and notes. As the dealers
point out, they have no clout with Con-
gress. but the municipalities are masters
of the lobby.
lacreatlag the Fw

Washington influences the municipal
market when it promotes new categories
of bonds. stimulating a greater supply of
tax-exempt instruments, thus reducing
the price (and increasing the interest
rate) on aD such paper. ""

The most obvious example of this
costly inflation is the pollution-control
bond, by which, in effect, Washington
has allowed big industries to issue tax.
exempt paper behind a munkipal shield.
The bonds to build pollution-control
facilities are issued by the city but
guaranteed by the company that will use
the facilities.

Housing bonds and hospital bonds are
two other major categories of
Federally-suggested paper. Both were
promoted by government programs that
appear to guarantee the revenue streams
to support the borrowing. In the 1960s.
when the state universities were still
growing lickety-split. there was also a
fair amount of federally-encouraged
state debt issued to build higher educa-
tion facilities. Oddly enough, though the
universities are supposed to he bracing
for an enrollment decline, the quantity
of such paper has been rising gain in the
last few years.

In fairness, the Federal government
has little to do with the two fastest.
growing categories of new state and
municipal bonds. One is the electricity-
and-gas bond. reflection of a public dis-

24 i.po JdNIFat '79

pleasure over rising energy costs strong
enough to revive the long-dormant polit-
Ical drive for public ownership or public
utilities. The other category -the most
rapid prowth market of all-is the "in.
dustrial development bond: which a
city uses to build a factory to be leased
by a private corporation. This form of
competitive bidding for factories and
jobs is one of the worst aspects of the
current war between the regions. and
both Congress and the Treasury would
like to see an end to it: but nobody has
yet figured out a law that would keep
communities in the South and South-
west from issuing such paper while still
allowing older cities of the Northeast
what are considered necessary
bootstrap promotion schemes.

Recently. a new kind of housing paper
has been coming on the market in large
quantities: the bond issue that supports
single-family mortgages. Pioneered by
the State of Virginia and the city of
Chicago. this paper essentially passes on
the reduced interest of a tax-exempt
bond to moderate-income families who

would be hard-pressed to meet the
mortgage payments on a conventional
high-interest loan. By reducing the in-
terest on a $35.,060 self-amortizing 30-
year mortgage from 10 percent to 7.5
percent, this state assistance to
homeowners reduces the monthly pay-
ment from 5307 to $245. making owner.
ship feasible for millions who would
otherwise find it all but impossible.

Most new categories of tax-exempt
paper are created for good and compel-
ling reasons. But the fact is that every
new burst of bonds onto the market
raises the interest cost for ell state and
municipal borrowing. If the total annual
issuance of new state and municipal
paper hadn't jumped from less than !112
billion in 1960 to more than SS0billion in
1978. we wouldn't hae the ver) high
interest rates borrowers are paying to-
day.

Tan Law and Tax Esempts
Finally, the Federal government

makes itself felt in the municipal market
through changes and interpretations. of
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East Brunswick's low
denomination bonds,
$500 and less,
sold out in an hour

the tax laws that laely determine the
demand for tax-exempi paper.

Sometimes the effects are indirect and
unintended. The worst blow the munici-
paI bond markets have suffered was the
invention and extension of the invest.
ment tax credit for industrial invest.
meant. Bankscan receive such credits by
purchasing computers or airplanes or
machine tools themselves and leasing
the equipment to users. The revenue
from such lenses is better than the re-
ceipts from coupons on municipal
bonds-and the tax credit awarded the
bank for making the investment Is better
than the tax exemption on municipals.
As a result. the commercial bank market
for municipals has been shrinking-and
the banks used to be by far the largest
customers for this paper.

Mutual Fads
On the other hand.changes in the IRS

rules regarding mutual funds brought in
a sagle of new buyers in 1975-77. bring.
ing down and (for a while? holding down
interest rates that had soared to new
records in the money crunch of 1974.
Allowing mutual funds to "pass
through" the tax-exempt features of
their income. IRS not only made the
market accessible to the small investor
(who might not have on hand the 35.000
or S 10.000 usually required for the smal-
lest municipal bond) hot also to inves-
lorn who had previously resisted munic.
ipal paper because or its limited Il-
uidity. Going the mutual fund route. In-
vestors in tax exempts can be sure that
any time they want out they can cash in
at the matrke price of the fund's total
holdings on that day.

In September the Senate Finance
Committee passed an original and unex.
pected stimulus for the municipals mar.
ket. This Danforth Amendment would
allow taxpayers in lower brackets to take
a tax credit instead of a tax deduction,
making tax-exempt investments as prof-
atable forthem as forshe fat cats. tn floor
debate, the Senate abandoned the new
idea-but thq Treasury after some con-
sideration went on record as supporting

it. Senator Danforth will be back: he
could use some help.

In 1978. one device that had been
hailed as a help to the small uinl
district slowed down to a walk-but an-
other revved up and got started.

The disappointment was the state
bond bank, touted a few years ago as a
way for states to give their
municipalities access to a national mar
ket by lumping together into one
statewide issue a number of local loams.
The theory has turlsed'out to be defec-
live. The strength ofthe municipal bond
market is in the communities where
local bankers and businessmen know the
story oftheir own town or school district
or sewer authority, and can buy most of
the issue themselves. By making their
local issue part ofa package to be sold in
the national market, public officials
sometimes found themselves with a
higher rather than a lower interest
rate-especially in a time of inflation.
when underwriters protect themselves
against losses from rising interest rates
(which mean falling bond prices) by
making lower bids.

The promise wasan entirely new kind
of municipal bond, pioneered by L.
Mason Neely. township finance director
for East Brunswick. New Jersey. Neely
first put his proposal in for approval at
the Federal Reserve Board in May 1975
but received no answer until last summer
t"t disappeared into committee").
Neely issues his town's bonds not as a
certificate with coupons but as a
checkbook. Every six months. the bond-
holder collects his interest simply by
depositing in his bank account the pre-
printed check with that date. When the
bond matures, be deposits the large
check at the back ofthe book that closes
out the bond.

Neely's new system is a great conven-
ience for the bank. which now must
maintain a separate processing system
for coupons but could handle the bond
checks as it handles any other checks.
The system decreases the danger of sto-
len bonds. because each book of checks
is encoded with a number the owner can

report, blocking payment. Most impor-
tant. it eases thejob of marketing bonds
in small denominations to people who
might find it a nuisance to clip coupons
and to banks that might otherwise refuse
to process coupons for very small
amounts of money.

East Brumwick's first issue. out In
September. was for 3529.000. with
$400,000 offered in S0 denominations.
the rest in even smaller units. The bonds
sold out over the counter in one hour.
and Neely reports that he has S00.000
in unfilled mail orders on his desk. He
thinks his interest cost was lower than it
would have been on a conventional
issue-and he knows he saved $10.000
that would otherwise have gone to an
underwriter.

Prls Ahead
The perils on this horizon. as on so

many others, are the tax revolt and infla.
tion. Most experts do not expect a re-
duction in municipal borrowing to result
from the Jarvis-Gann threat to future tax
revenues. What they do expect is that
the tendency to raise money through
revenue bonds rather than general obli-
gation bonds will now become over-
whelmng-and it was already strong.
(Revenue bonds raised only 33.7 percent
ofthe dollars in the municipals market in
1970, but they accounted for 61.5 per-

- cent in 1977.) The worry nobody wants
to talk about is that municipalities de.
prived or anticipated tax revenues will,
go the New York route, borrowing to
sustain programs without any clear idea
of how they are to pay back what they
borrow.

Overall looms the specter ofaccelerat-
ing inflation. %Wll Street used to have a
motto that -' rising tide floats all
bost"-- but a rising price level drowns'
everybody. Tax-exempt or non. a 6 per-
cent return doesn't look good if the cost
of living is rising at a rate of8 percent a
year. What public officials, and every-
body else. need most from their gst -
ernment in 1979 is economic policy mak-
Ing that will give people a reason to in-
vest in the future oftheir communities.SN
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Union Calendar No. 235
96TH CONGRESS

lST SESSION H. R. 3712
[Report No. 96-414]

To amend section 103 of the Internal Revenue Code of 1954 to provide that the
interest on mortgage subsidy bonds will not be exempt from Federal income
tax.

IN THE HOUSE OF REPRESENTATIVES

ApBu 25, 1979
Mr. ULLMAN (for himself, Mr. Rzuss, Mr. AsHI Y, Mr. CONABLE, and Mr.

STANTON) introduced the following bill; which was referred to the Commit-
tee on Ways and Means

AUGUST 31, 1979

Reported with an amendment, committed to the Committee of the Whole House
on the State of the Union, and ordered to be printed

[Strike out &ll after the enacting clause and insert the part printed in italic]

A BILL
To amend section 103 of the Internal Revenue Code of 1954 to

provide that the interest on mortgage subsidy bonds will not
be exempt from Federal income tax.

1 Be it enacted by the Senate and Houme of Representa-

2 ties of the United States of America in Congress assembled,
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4

5
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7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

27

"(A) IN GENERAL.-The term 'acquisition

cost' means the cost of acquiring the residence as

a completed residential unit.

"(B) EXCEPTIONS.-The term 'acquisition

cost' does not include-

"() usual and reasonable settlement or

financing costs,

"(ii) the value of services performed by

the mortgagor or members of his family in

completing the residence, and

"(ii) the cost of land which has been

owned by the mortgagor for at least 2 years

before the date on which construction of the

residence begins.

"(C) SPECIAL RULE FOR QUALIFIED RE-

HABILITATION LOANS.-In the case of a quali.

fied rehabilitation loan, for purposes of subsection

(f), the term 'acquisition cost' includes the cost of

the rehabilitation.

"(6) QUALIFIED HOME IMPROVEMENT LOAN.-

The term 'qualified home improvement loan' means the

financing (in an amount which does not exceed

$15,000)-
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28

1 "(A) of alterations, repairs, and improve-

2 ments on or in connection with an existing resi-

3 dence by the owner thereof, but

4 "(B) only of such items as substantially pro.

5 tect or improve the basic livability of the property.

6 "(7) QUALIFIED REHABILITATION LOAN.-

7 "(A) IN GENERAL.-The term 'qualified re-

8 habilitation loan' means any owner-financing pro.

9 vided in connection with-

10 ") a qualified rehabilitation, or

11 "(ii) the acquisition of a residence with

12 respect to which there has been a qualified

13 rehabilitation,

14 but only if the mortgagor to whom such financing

15 is provided is the first resident of the residence

16 after the completion of the rehabilitation.

17 "(B) QUALIFIED REHABILITATION.-For

18 purposes of subparagraph (A), the term 'qualified

19 rehabilitation' means any rehabilitation of a

20 building if-

21 "(i) there is a period of at least 20

22 years between the date on which the building

23 was first used and the date on which the

24 physical work on such rehabilitation begins,
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-Your Money Matters
Being Both a Borrower and a Lender Can Pay;
New Plan Offers Tax Deferral on Bank Savings
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Van Poolers
Will Have to
Buy Own Gas

L.A. Council OKs
Program to Help
in House Buying

BY YEAN NEmN

An ambitious Wrogram to ease Los
Angeles' shortag o fodble hous-ins got under way Thursday when
1he Ity Council took the first step to

ward creating a Muip Finance
A- y call for the city to
team up with developers and issue
taxexempt bonds to help finance
construction of apartments and
houses for low and modente-income.
families.

Revenue from the bonds could be
combined with federal housing giants
to help offset high land pricm and en.
rice developers to build affordable
homes, said Kathleen X. Connell, the

ciyshuigdirector.
Shtol thcunilthefundsgen-

erated throu the proposed finance
agency could be ued for two owner-
shi prograna a well u for subai-
ing rental units.

One program would be simed athelping a family buy its first .
The other wouldenable tenants about
to lose their rental units to eondomin-
ium conversions to remain in the
apartments by buying them.

These and othe programs would
be overseen by the finance agency, a
patty llp~rate group made up of the
ity reopeabus and ftatee.industry representatives.

The agency members would be ap
nted by the yor and confirme

y th. City Coundbut would act in
dependently. working with the Corn
munity Development Department.

The council Wednesday took sev
era steps to set up the agency ma
chinery. including authorization of
committee to recruit experts in tit
fields of financing, bonds and housing

Also approved was the formation c
a task force to draw up guidelines fo
the agency. Its report Is due Oct. 9.

Councilman Marvin Braude, imp&
tent to begin the program. first sug
tested about 2 years ago, likene
Wedne&ys first te to mere:
"creating a box of tools.'

"Thi is a box of monkey wrenche
and pliers and drills. To try to decide
in advance exactly how you're goiA
to use them is Inappropriate," he said

"Don't delay... Let's move ahea

HOME BUYING
Catimed fim T ird Pae'
to maximize our power and authority
to do something about housing and to
involve the private sector as quickly

VMan Rbr Farrel,
who represents part of the I r-
stricken inner city, oid he er
agency wil not heip people with real.
Wy~OW incomes.

Although be labeled the plan, "a
good device to gkie the private sector

money to do what they want"
Farel W o ned the rest of the couci

• a gs sm D m 27
Kd Aigat A, ,m-M I

The program alo c fr cy lob-
byists to work for state and fedel
legiaton to permit them tosue the

lion in bonds
The housing ownership pro ms

would have low down-~pa re-
gemts, prbal from 5% to

%, n low montage rates. Deed
restrictions would prevent owners
from selling their units at high profits.

I I
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SIXTERN EIGHTY FlVI MAIN STREET
OOMi 0'&W SWiak

SANTA MONICA. CALIFORNIA 90401 falc

March 14, 1979

Mr. William R. Teachworth

Santa Monica, California

Dear Mr. Teachvorths

It is a pleasure for me to take this opportunity to officially
recognize and commend you for your generous contribution of the
first funds to be used for the establishment of the Santa Monica
Say Foundation.

The Foundation will provide a means whereby the concerned citizens
of our community can provide supplementary support to the tax
revenues of our city which will enable us to continue the high
level of various necessary services to our citizens. Without the
Foundation, the citizens are threatened with the loss of vital
community services as a result of the implementation of Proposition
13.

Thank you very much for your generous support and concern for the
ell-being of our community and its citizens.

Sincerely,

OmmIA O'BRIlN SWIMI
MAYOR
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Santa Monica, California
11-2-79

Mr. John G. Heimann
U.S. Controller of the Currency
490 Lf Enfant Plaza East S.W.
Washington, D.u.
20219

Dear Mr. Heimannt

On 'page 44 of the October 29, 1979 issue of the Wall Street

Journal attachedd), there is mention of national banks asking you

for approval to issue tax-deferred savings certificates.

May I present a competitive monetary instrument that acts like

a tax-deferred savings certificate but is better for bank customers

AND improves the nation's housing at the same time.

This proposed instrument is called a "low denomination ($100.00

to $500.00) tax-exempt housing rehabilitation bond" and is

described in my attached 11-2-79 letter to Congressman W. Henson

Moore. AS the article on page 44 states "It should also be noted

that tax-exempt bonds currently yielding around 8% offer a greater

tax-free return than the certificates on which taxes are merely

deferred until withdrawal of accumulated interest'.

I have also submitted a full copy of the correspondence I recently

sent all the U.S. House of Representative members and others. That

correspondence explains how high denomination (15,00O0O00) tax - '. :-.,

exempt mortgage subsidy bonds can be effectively used to generate

ana maintain single family, owner-occupied detached and attached

housing for low and moderate income families WITHOUT government

subsidy since the subsidy element exists within the original bond

issue.

My feeling, at present, is that the proposed money instrument
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known as a "low-denomination tax-exempt housing rehabilitation bond"

is better for the public than either the tax deferred savings

certificate or the general tax credit of $100.00 or $200.00 on

savings account interest. The latter has been proposed by Mr.

Moore. Personally, I feel this DroDosal by Mr. Moore should.

compete next year with other Drotosals to stimulate savings and

investments.

In conclusion, I feel that tax exempt mortgage subsidy bonds

of low and high denomination AND low denomination housing

rehabilitation bonds will do more for the saver and the nation's

housing supply.

724;r~4~~
William R. Teachworth
P. 0. Box 3157
Santa Monica, California
90403

CC Congressman Al Ullman
Congressman Barber B. Conable, Jr.
Donald C. Lubiok-Assistant Secretary for Tax Policy.
Senator Russell B. Long



Spnta Monica, California
11-2-79

Mr. Jay Janis, Chairman
Federal Home 1oan Bank Board
1700 "GO St. S.W.
Washington, D.O.
20552
Dear Mr. Janis:

In the October 30, 1979 issue of the Wall Street Journal on

Dage 6 (copy attached), you mention,that the tradiionai long-term

fixed interest mortgage is probably on the way out.,

May I present a concept where fixed Ptereqt rate mortgagee can

still exist but only for low and moderate income family housing

created by the issuance of tax exempt mortgage subsidy bonds as

described in H.R. 3712.

The principles of operation for my.proDosel are (1) the concept

of a controlled sales price, and (2) the multiple usage of the same

building over time.

The bond issue used to build or~purchase single family housing

for low and moderate income families would contain, within itself,

the ability to subsidize the difference between the actual cost of

building or purchasing and the mortgage assumed by the low or

moderate income family purchasing the single family, owner-occuried

attached or detached home.

In addition, my concept involves the ability to increase the

mortgage amounts at the time of resale of the home to another buyer.

This increase in the mortgage amount Provides the funds needed to

retire the bond issue without having to sell a significant number
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of the homes on the free market.

This conceptt is described in the accompanying set of corresDondence

that went recently to all U.S. House of Representative members and

others.

In addition, I have sent you a covy of my 11-2-79 letter to

Congressman W. Henson Moore where I ask him to make his tax-free

interest earnings vroDosal enlicable to the oonceDt included in

H.R. 3712.

I agree with Congressman Ullman and the Treasury Department when

they said that a $100.00 or $200.00 tax credit on interest earnings

should compete next year with other proposals for stimulating savings

and investment.

In conclusion, the low denomination tax exempt housing rehabilitation

bonds mentioned in Mr. Moore's letter act as a tax credit which

origibatesfrom the tax elewat mature of the bonds. The high

denomination bonds mentioned in Mr. Moore's letter are the basis

for. The generation of more affordable housing for low and moderate

income families AND my Proiosed usage limits for high denomination

bonds as seen in the above attached oorresDondence will tend to

maintain that housing for this family income segment of our society.

William R. Teachworth
P. 0. Box 3157
Santa Monica, CAlifornia
90403

CC Congressman Al Ullman
Congressman Barber B. Conable, Jr.
Donald C. lubick-Assistent Seoretary for Tax Policy
Senator Russell B. Long
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Santa Monica, California
11-3-79

AA#)
Senator Harry F. Byrd, Jr., Chairman C .
Taxation and Debt Management Generally Subcommittee
Room 417
Russell Senate Off. Bldg.
Washington, D.C. 20510

Dear Senator Byrd, Jr.s

The accompanying copy of correspondence mailed on 11-2-79 to

Congressman W. Henson Moore and others explains a proposed

alternative to generalized tax credits on savings accounts.

This proposed alternative is a *low denomination ($100.00 to

$500.00) tax exempt housing rehabilitation bond'. The specific

uses for the proceeds from these bond sales would be limited to

Qualified Home Rehabilitation Loans and Qualified Home Improvement

Loans as defined in proyosed Section 103A-Mortgage Subsidy Bonds

subsections (n)(6) and (n)(7) of H.R. 3712 (attached). Thus, the

housing area, in specific, would benefit from the proceeds AND the

savers purchasing the bends would benefit to a greater degree than

by a generalized tax credit on savings as proposed by Congressman

Moore. This occurs by virtue of the tax-exempt nature of these bonds,

Hopefully, this proposed alternative to generalized tax credits

can be incorporated into H.R. 3712 when It arrives intact into the

Taxation Subcommittee provided it is not already included at the

(V

time of arrival.

A generalized tax credit on savings accounts should compete next year

with other proposals to increase savings and investments.

Si a l Yo .. ' //

C All members of Taxation Subcommnitte /
Congressman Al. Ullman
Congressman Barber B. Conable, Jr. -il..... Te Korth
Senator Russell B. Long W . . .....
Donald 0. XLbiok-Asst. Treasury Sec.
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DISTRIBUTION

All members of the U.S. House of Reresentatives Rules Committee.

All members of the U.S. House Ways and Means Committee.

All members of the Senate Finance Committee-Taxation Subcommittee.

Senator Russell B. Long.

Jay Janis-Chairman, Federal Home Loan Bank Board.

John G. Heimann-U.S. Comotroller of the Currency.

Donald C. Lubick-Assistant Secretary for Tax Policy-Treasury Dept.

Richard J. Woods-Associate Director, Community and Economic

Development Division, General Accounting Office.
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DISTRIBUTION

ALL members of the U.S. House of Representatives.

Donald C. Lubick-Assistant Secretary for Tax Policy-Treasury Dept.

Kenneth Biederman-Director, Office of Economic Research-Federal
Home Loan Bank Board.

Paul A. Volcker-Chairman of the Federal Reserve Board.

Robert J. Ryan-Assistant Director of Financial and General

Management Studies-General Accounting Office.

Olinton Boo, Jr.-Office of the Assistant Secretary for Housing-HUD.

John J. Bambrick-City Councilman-City of Santa Monica, California.

Donna O'Brien Swink-City Councilwoman and former Mayor-City of'

Santa Monica, California.

John Jalili-Assistant City Manager-Oity of Santa Monica, California.

Aubrey E. Austin, Jr.-Ohairman of the Board-Santa Monica Bank,

Santa Monica, California.

William Mortenson-President-First Federal Savings and Loan Associatien,

Santa Monica, California.

56-074 0 - 80 - 35
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Santa Monica, California
8-31-79

SUBJECT: H. R. 3712---THE MORTGAGE SUBSIDY BOND TAX ACT OF 1979

Representative
U.S. House of Representatives
Washington, D.C.
20515
Dear Representative

H. R. 3712, as seen in the August 6, 1979 Ways and Means

Committee print, is the first substantial step towards solving

the long range problem of providing single family, owner occupied,

attached and detached homes in a price range affordable to low

and moderate income families.

The limitations that H.R. 3712 puts on the usage of such bonds

brings an end to the era where families with $40,000.00 annual

incomes would get $100,000.00 and larger loans at.a lower than

market interest rate for use in purchasing expensive homes. Also,

there was no limit on the profit these families could make on the

resale of these homes.

How would I know of such, loosely speaking, dastardly deeds?

One responsible financial leader in the State of California was

offerred a bond issuance transaction with such a lack of limitations

and such a use by families with such a large income range. He did

not feel that that bond issuance was a proper transaction and

neither did I.

Now that I have stated my position, here is what I have to help

H. R. 3712 work. H. R. 3712 goes a long way to see that lower-cost

loans can be made to families most likely to need such loans.
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However, let me present a most probable solution, in whole or
in part, to the ongoing need for more single family, owner

occupied, detached and attached homes being affordable to low

and moderate income families NOW and on into the next century.

This most probable solution is being presented for your

consideration as a "Congressionally authorized alternative use"

for tax exempt housing subsidy bonds for owner occupied, single

family, attached and detached homes. It is also being presented

as a suggested use for such bonds in response to the challenge

as seen in the 0O. Miscellaneous" section of H. R. 3712. That

is why copies of this correspondence are also going to representatives

of the three agencies mentioned in 0O. Miscellaneous". The prime

basis for operation of my most probable solution is "you eat my

bread (money), you sing my song (follow the rules)."

This most probable solution involves two conceptss (1) a

controlled purchase and sale price and (2) the multiple usage of

the same structure over time.

The basic principle of operation is as follows

1. The City or its authorized agent purchases or constructs

homes to be sifgl, family owner-occupied; These may

be free-standing single family homes or condominiums.

2. The City or its authorized agent will then sell the homes

to families whose income limits are presented in H.R.

3712. The g at number of such sales will indirectly

involve, at the time of the first sale, a monetary

subsidy since the mortgage will not be equal to the

original cost of the home.

3. As long as the family owns the home, they have all the
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tax benefits of a regular homeowner.

4. When the time for resale occurs, the City or its

authorized agent is the ONLY repurchaser.

5. The City or its authorized agent will then repurchase

the home at a value calculated by a simple three part

formula.

6. The same structure (home) is resold by the City or its

authorized agent to low or moderate income families as

defined AT THE TIME of the second and subsequent sales.

The first three attachments give the meaningful details of my

suggested Congressionally authorized alternative use for monies

created by the sale of tax exempt mortgage subsidy bonds. These

three attachments do not consider, for sake of simplicity, the

authorized use of such bond monies for rehabilitation or home

improvement loans. Also, all attachments are presented in the order

of their discussion in the text of this letter.

The first three attachments are described as follows:

1. My 5-12-79 personally submitted four page letter on

the topic. The "shall* concepts numbered 3,5 and 6

cover the concept of sole repurchase and resale of the

same structure. The concept in "shall" number 2 of

limiting the difference in sale price to be at most

j15,OOO.OO higher than the maximum affordable mortgage

for the family was modified as will be seen in my

second attachment.

Note on page 3 that there is the concept of using a

tax exempt charitable organization as the City's

authorized agent. Note also the "should" requirements.



548

Note on page 1 the discussion about low ($500.00 and

lower) and high ($5,000.00) denomination tax exempt

bonds being proposed for use in the area of owner

occupied, single family, attached and detached housing.

Low denomination bonds, to my knowledge, are issued in

a checkbook format with the checks being the bond

interest payments and the very last check being the

principal payment. According to the premier edition

of E.P.O. magazine (Jan./Feb. 1979) on page 25, such

low denomination bonds have been authorized by the

Federal Reserve Board and have been issued by a Mr.

L. Mason Neeley-township-finance director for East

Brunswick, New Jersey. Such bond issues are, in my

opinion, valuable adjuncts to allow "small investors"

a chance to invest in their own communities.

2. My 6-16-79 seven page letter to Congressman Al Ullman

where two examples are given to show the feasibility

of issuing tax exempt mortgage subsidy bonds and using

the proceeds according to my suggested formula. Note

that additional funds must be initially supplied by

the City or its authorized agent to purchase or construct

those homes and these amounts are in excess of $15,00.O0.

Note that the reserves increase as time passes. As the

thirty year payoff period approaches, the City or its

authorized agent will almost be able to pay off the

principle and still own most of the mortgages on the

homes. OR portions of the reserves can be used, as

time progresses, according to the H.R. 3712 allowed

rehabilitation and home improvement provisions.
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3. My 6-25-79 two page mailgram to Congressmen Al

Ullman and Barber B. Conable where more limitations

and parameters are submitted for consideration.

These additional limitations and parameters are most

beneficial when used as a part of my suggested

Congressionally authorized alternative use for tax

exempt mortgage subsidy bonds used for the purchase

or construction of single family, owner occupied,

attached or detached homes. In item #5, the sixth

word over is "BUILT" not "BUT".

This concept of a City forming (or accepting) an authorized

agent to play the part in the issuance of tax exempt mrtgage

subsidy bonds and related bonds and overseeing the usage of the

proceeds is seen in the one page attached August 10, 1979 article

in the Los Angeles Times. Note there is mention of deed restrictions

to prevent owners from selling their units atihigh profits. Also,

Mr. John Jalili, Assistant Manager for the City of Santa Monica,

California (213-393-9975) has already agreed with the general concept

of a controlled resale and repurchase price. Will add right here

that I am not a lobbyist, paid or unpaid, but I am a concerned citizen

who would like to assist in solving housing problems. An example

of this is seen in the attached one page declaration from the City

of Santa Monica for my giving of the first funds to start the Santa

Monica Bay Foundation, a community foundation.

I have attached a portion of a page from the August 17, 1979

edition of the Wall Street Journal. As the mortgage backed bonds

presented in the article are for free market home purchases at

free market interest rates, so should tex exempt mortgage subsidy
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bond proceeds be for those unable to meet free market requirements.

In conclusion, I feel that the limitations put on tax exempt

mortgage subsidy bonds as presented In the summary of H.R. 3712

are admirable and that the .limitations of my suggested Congressionally

authorized alternative use are complementary.

/jzrel s. t
William R. Teaobworth
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Santa Monica, California
5-12-79

SUBMISSION BY A PRIVATE INDIVIDUAL

Mr. Al Ullman--Chairm-n of the 'Says and Means Committee
.ouse of ReDresentatives

1,1asnington, D.C.
20515

Subjeott H.R. 3712
Public Hearingss May 14 & 15, 1979
Presented at Rm. 1102 in person.

Ddar M., _Ullman".

I feel there is a proper use for low and high denomination tax

exempt bonds in the area of owner-occuoied, single-family attached

and detached housing.

Before I proceed with my DroDosed limitations for usage, let me

say that an immediate moratorium is indicated for the issuance of

new such bonds for such a purpose AND on the distribution of the

uncommitted portions of funds from already issued bonds. My

understanding is that massive amounts of such bonds have been issued

in the recent icast. Such a distorted issuance of tax exemDt bonds

can adversely affect the general tax exempt bond marketplace if not

checked. The uncommitted vortions of the distribution of funds from

issued bonds should, perhaps, be placed into various bank and S & L

certificates to earn interest during the moratorium. This temporary

deoositing will earn more interest than the tax-exemDt bonds require.

for tneir interest oayments. This excess interest miniks the costs of

handling the transfers should go to the institution issuing the

certificates. Such temporary deDosit should be suitable until the

final acceptable limitations are ironed out. I will discuss this

tooio later in my conclusion.

In my orninion, the limitations should have the following *shall"
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and "should" requirements. Shalls are mandatory requirements.

Should are recommended requirements to assist the City in

c trying out the intent of such bonds.

SHALL
1. There shall be no Drivate first or secondary purchase

mortgage usage.

2. Distribution of the funds shall be limited to 415,000.00

per unit for the differential in the original purchase

cost or construction cost for the City AND the actual

face value of the first mortgage held by the City uoon

sale of the unit to the first buyer. An example is as

follows, A $50,000.00 purchase cost or construction cost

for a unit means at least a $35,000.00 mortgage from the

buyer.

3. The City has first and only right of repurchase of the

unit.

4. Gross income levels of families eligible for loans to

range up to and include the top of the Federal Government

definition scale for the size of the low or moderate income

family applying for the loan.

5. The repurchase cost to the City to be determined according to

the following formula:

A. The buyer's down payment, plus

B. 8% simple interest on the down payment, plus

C. The reduction in mortgage princital from the

original amount at the time of sale back to

the City.

0. The resale price to te second and subsequent buyers to

be determined by the bond issuing munici'ality and/or

the granting government agency(s) OR their authorized
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eeent or operator in charge by allowing the agent or

onerator in charge to use discretion in following

the intent of the bond issue.

7. The purchasing or construction of the units under

consideration shall be at various points in the City.

The purchasing of entire existing multi-unit buildings or

collections of units for such turposes is to be

actively discouraged.

To ensure the Droper insight into determining the most

efficient distribution of the funds generated from tax exemnot

mortgage bonds, the following shouldt requirements are

recommended:

SHOULD

1. The funds should be distributed through a tax-exempt

oharitaole organization formed by or acceptable to

the City and other bond issuers or grantors.

2 The tax-exempt charitable organization should have

the. power of discretion in the usage of the generated

funds within the framework of the terms of aorlioation

as stated in the bond issue document.

3. The tax-exempt charitable organization SHALL BE BASED

in the City. ALL of its corporate officers SHALL BE

residents of the City at the time of incorDoration.

ALL POUR corporate officer titles SHALL have a different

person in each one of the titles. kT ALL TIMES, at

least two-thirds of the Directors (Trustees) on. the Board of

Direcetors (or Trustees) SHALL 3E residents of the City.

AT ALL TLUS, the Chairman of the Board of Directors

(Trustees) SHALL BE a resident of the City.

4. The tax-exempt charitable organization should have the
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uut.oriy zo aereraine tne residue va.iue o: ne

nropercies involved as this Derrpins to the second

snd subsequent buyers.

In conclusion, I recommend that an immediate moratorium be Dlaced

on the issuance of tax exemDt staze and local municipal bonds that

are used to finance mortgages on single family attached and detached

dwellings. This moratorium is also recommended on the distribution

of uncommitted funds generated by such bond. The moratorium

should last until a final set of acceptable limitations is fashioned.

TIH, the already issued bonds or the initiated distribution of

the funds therefrom be allowed to Proceed under the terms of their.

issuance. The issuing municiDalities SHOULD be encouraged to

modify their operftions in handling the bonds and funds to agree

with the final accevtsble set of limitations.

However, all bonds issued after the moratorium SHALL comply with

with the acceptable set of limitations.

,,incesr.) Yours,

William R. Teackworth
P. 0. Box 3157
Santa Monica, C41ifornia
90403
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Santa Monica, California
6-16-79

Congressman Al Ullman--Chairman of the Ways and Means Committee
House of Representatives
Washington, D.O.
20515
Dear Mr Ullman,

This letter presents two different examples of turchase-sale

transaoti~n involving single- family, owner occupied attached and

detached homes originally purchased entirely by the proceeds from a

sale of tax exemot mortgage subsidy bonds.

The following is a list of the Darameters for these examples;

1. Average compounded annual increase in home prices over

the next thirty y years---l0%.

2. Average compounded annual increase in gross median income

for low and moderate income families over the next thirty

years---7%.

3. Mortgage subsidy bond market interest rate over the next.

thirty years---8%.

4. Mortgage subsidy bond interest charge to borrowers over

the next thirty years--9%.

5. The one veroent difference in interest between mortgage

interest to the borrower and the mortgage subsidy bond

interest payment is sufficient to handle routine paperwork

and pay operating expenses.

6. Term of mortgage subsidy bond issue is 30 years with pay-

ment in full at end of thirty years.

7. Four sales are maae during length of bond term-one at the

beginning when the City or its agent makes the initial

iDurohase and then at the end of three seDarate seven year

periods. Seven years is a fair average for length of home-
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ownezsnLi of a certain unit.

8. Fifteen Percent of the loan vrincial is paid off in

seven years.

9. The Los Angeles local 1979 median income is *17,800.00.

10. mortgage subsidy bond money loans are Limited to families

having up to 115% of the median income.

11. Uprer limit on the mortgage amount is equal to 2.5 times

the families annual gross income.

12. The Los Angeles local 1979 average home rice was $100,000.00

13. The upter limit for the initial purchase Price of the

dwelling by the City or its authorized agent is 80% of the

local average home price,

14. The down payment in all cases is $1,000.00.

15. The initial bond issue size is 110,000,000.00.

lb. Two million of the initial ten million is set aside as a

reserve.

17. The bond money in reserve should earn interest. However,

interest on reserves is not included in this discussion.

18. Five hundred thousand of the initial ten million is for

start-up and purchasing costs.

19. Thus, $7,500,000.00 is available for outright ourchase.

20. The costs to the City or its authorized agent to handle

the sales and repairs at the end of each seven year period

is six (6.0) percent of the resale price.

21. This discussion does not include a method to handle the

valuation of any improvements made by the private owner

during occupancy when the time' for rePurchase comes.

22. The costs of renurcnase by the City or its authorized

agent are as follows

A. The buyer's down payment, plus

B. Eight (8) percent annual interest on the
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down payment amount only, Dlus

C. The reduction in mortgage principal from the

original amount at the time of sale back to the City.

The two different purchase-sale arrangements are as follows:

A. The initial purchase by the City or its authorized agent is

at 80% of the local average home price and resale is to

families having 115% of the local median income.
Second and subsequent sales are made at maximum mortgage

levels affordable by families having 115% of the local media;

Luccu at the time of purchase. This is Exhibit A.

B. The initial purchase by the City or its authorized agent is

at *5% of the local average home price and resale is to

families having 90% of the local median income.

Second and subsequent sales are made at maximum mortgage

levels affordable by families having 90% of the local median

Ind6me at the time of purchase. This is Exhibit B.

In these arrangements, the fourth buyer sells at the end of 28 years.

The City or its authorized agent shall have the power to decide how

to liquidate some of the homes, either by free market sale or sale of

mortgage, to pay off the Principal due at the end of 30 years. This

liquidation may or may not be necessary.

My calculations are probably not precise but, hopefully, prove the

feasibility of such a concept as the City being the first and only

repurchaser of low and moderate income housing financed by tax-exempt

mortgage subsidy bonds. This also pertains to the City's authorized

agent. Thusly, low and moderate income housing of a single family

attached and detached nature is available for ownership throughout

this century and into the next.

/ ,S rely Yours,-7

uilliam R. Teaohrorth
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EXHIBIT A

Initial purchase and resale to first buyer

A. Year---1979.
B. Average home price in local Los Angeles area---$l0l.O00.00.
0. 806 of the average home prioe---181,O00.00.
D. Median income---17,800.0O.
E. 3-15% of the median income---$20,470.00.
P. Highest allowed mortgage at 115% of median income---$51,175.00.
G. Additional bond monies Used to buy home---$28,825.00.
H. Down vayment---l,O0.00.
I. Interest on down payment at time of reDurchase from buyer---4714.00.
J. Reduction in mortgage at time of repurchase---$7,676.00.
K. Total interest paid out to bondholders from proceeds of the bond

used to purchase homes and also in the amount in excess of the
mortgage amount---$16,142.00 ($28,825.00 X .08 (8%) X 7 (years).

L. Total cost of carrying home through first seven years and re-
purchase from first buyer---$53,357.00 ($28,825.00 plus $7,676.00
plus $16,142.00 plus $714.00).

TOTAL NUMBER OP HOMES THAT CAN BE PURCHASED OUTRIGHT IS 92. This is
$7,500,000.00 divided by the cost of each home.

Resale to the second buyer

A. Year---1986.
B. Average home price in local Los Angeles area---N/A.
0. 80% of the average home price---N/A.
D. Median income---#28,480.00.
E. 115% of the median inoome---932,752.00.
.. Highest allowed mortgage at 115% of median income---$81,880.00.
G. Mortgage given to second buyer---$80, 00.00.
H. 6% handling oosts---$4,800.00.
I. Down payment---$l,000.00.
J. Interest on down payment at the time of repurchase from buyer---

$714.00.
K. Reduction in mortgage at the time of repuroase---$12,000.00.
L. Total cost to complete sale to second buyer-- -$58,157.00(luitial L /
M. Differential in bond funds demanding 8% interest and mortgage

l aying 8% (net)---$21,843.00 (*80,000,00 WAius'5# 1157.00.
N. otal involved in reDurchase from second buyer--- 12,314%.
0. Interest deposited in reserves durifg second buyer's ownership

and earned on the differential in item --- $12 232.00.
P. Bond money from reserves to complete repurohasing from second

buyer---1482.00 ($12,714.00 minus $12,232.00).
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EXHIBIT A

Resale to the third buyer

A. Year---1993.
B. Average home price in looal Los Angeles area---N/A.
C. 80e% of the average home price---N/A.
D. Median inoome---#45 568.oo.
z. 115% of the median income---$52 403.00.
P. Highest allowable mortgage at 115% of the median income---$131,000.0
G. Mortgage given to third buyer-- -$130,000.00.
a. 6% handling costs--- 7,800.00.
I. Down paanent---1,000.00.
J. Interest on down payment at the time of reDurchase from buyer---

$714.00.
K. Reduction in mortgage at time of repurchase from buyer---$19,500.00.
L. Total expenses to complete resale to third buyer---$6b#439.00

($58,157.00 plus $482.00 plus $7,800.00).
X. Differential in bond funds demanding 8% interest and mortgage

paying 8% (net)---#63,561.00 ($131 000.00 minus $66,439.00).
N. Total involved in reourohase from third buyer---$20,214.00.
0. Interest deposited In reserves during third buyer's ownership and

earned on the differential in --- $35,594.00.
P. Bond money from reserves to complete repurchase from third buyer

--- none. Net increase in reserves is $15,380.00 ($35,594.00 minus
$20,214.00).

Resale to the fourth buyer

A. year---2000.
B. Average home price in local Los Angeles area--- I/A.
C. 80% of the average home prioe---N/A.
D. Median income---$72,908.00.
S. 115% of median income--- $83,845.00.
1. Highest allowable mortgage at 115% of median income---$209,600.00.
G. ortgage to fourth buyer---$208,600.00
H. b% handling costs---$12,576.00.
I. Down payment---$l,000.00.
J. interest on down payment at the time of repurchase from buyer-

$714.00.
K. Reduction in mortgage at the time of reDurchase---1!3.200.00.
L. Total cost to complete resale.to fourth buyer--,$63,439.00 ($66,439.00

plus $12 576.00 minus $15,380.00).
1. Differential in bond funds demanding 8% interest and mortgage Daying

8% Lnet)---#144 251.00.
N. Total involved in repurchase from fourth buyer--- $31,914.00
0. Interest deposited in reserves during fourth buyer's ownership-

and earned on the differential in --- 80 ,780.00.
P. Bond money from reserves to complete repurchase from fourth buyer---

None. Net increase in reserves is 48,866.00. ($80,780.00 minus
$31,914.00). •
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EXHIBIT B

Initial vurohase and resale to first buyer

A. Year---1979.
B. Average home price in local Los Angeles area---l0l,000.0O.
C. b5% of the average home price---$65,000.OO.
D. Median income---117,800.O0.
Z. 90% of the median Income---$16,O2O.O0.
P. ighest allowed mortgage at 90, of median income---$40,050.OO.
0. Additional bond monies used to buy home---$24,950.00.
H. Down payment---#l,000.O0.
I. Interest on down payment at time of repurQhksefrom. buyer---$714.OO
J. Reduction in mortgage at the time of repurchase---$6,007.00.
K. Total interest paid out to bondholders from proceeds of the bond

issue used to purchase homes and also in the otnt in excess of
zhe mortgage amount--- l,972.O0 (seven years interest at 8.%).

L. Total cost in carrying home through first deven years and repurchase
from first buer---;45,643.0($24,950.00 plus $6,007.00 plus
13,972.00 plus 8714.00).

TOTAL NUMBER OP HOMES THAT CAN BE PURCHASED OUTRIGhT IS 115. This is
*7,500,000.00 divided by the cost of each home;' .

Resale to the second buyer

A. Year---1986.
B. Average home price in local Los Angeles area---N/A (not apolicable).
0. 65% of the average home price---N/A.
D. Median income---#28,480.O0.
S. 90% of median income---;25,632.00.
P. highest allowed mortgage at 90% of mediatt income---$64,080.00.
G. Mortgage given to second buyer---$63,080.00.
H. 6% handling costs--4 784.00..
I. Down payment---$l,O0.0S0.
J. Interest on downrayment at the time of repurchase from buyer---4714.0(
K. Reduction in mortgage at the time of repurchase---$9,462.00.
L. Total cost to complete resale to second buyer---$49,427.00 (#3,784.00

plus 145,643.00).
M.. Differential in bond funds demanding 8% interest and mortgage paying

8.% (neot)---13,653.00 ($63,080.00 minus *49,427.00).
N. Total involved in repurchase from second buyer---l0,176.00 (*9,462.0(lolus ;0714.00) .
0. Interest deposited in reserves during second buyer's ownership and

earned on the differential in item --- $7,645.O0.
P. Bond money from reserves to complete repurchasing from second buyer

-- $2,531.00 ($10,176.00 minus $7,b45.00).

56-074 0 - 80 - 36
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ZXHIBIT B

Resale to he third buyer

A. Year---1993.
B. Average home rice in local Los Angeles area---N/A.
C. b5,% of the average home price---N/A.
D. Median income---#45,5t8.00.
E. 90% of the median income---641,011.00.
P. Highest allowed mortgage at 90% of median income---*l02,528.00.
t*. ortgage given to third buyer--- l0,528.00.
H. b handling costs---$6,091.00.
I. Down payment---l,000.00.
J. Interest on down payment at the time of repurchase from buyer---

9714.00.
K. Reduction in mortgage at time of reDurchase from buyer--- 15,230.00
L. Total expenses to complete resale to third buyer---$58,049.00

(#49,427.00 plus V2,53i.00 plus *b,091.00).
1. Differential in bond funds demanding 8% interest and mortgage

paying 8% (net)---$43,479.00.
N. Total involved in repurchase from third buyer--- 15,944.00 (4714.00

plus $15,230.00).
0. Interest deposited in reserves during third buyer's ownership and

earned on the differential in M---f24,348.00.
P. Bond money trom reserves to comlete repurchase from third buyer

--- none. Net increase in reserves is $8,404.00 (924,348.00 minus
915,944.00).

Resale to zne fourth buyer

A. Year---2000.
B. Average home price in local Los Angeles area---N/A.
C. 65% of the average home prioe---$/A.
D. Median income--- 72,908.00.
3. 90% of median income---$b5,617.00.
p. Highest allowed mortgage at 90 or median income---$164,043-00.
G. Mortgage to fourth buyer---alo3,04300.
a. b handling oosts--$9,842.00.
I. Down pqwment---9$l,000.00.
j. Interest on down payment at time of repurchase from buyer---6714.00
K. Reduction in mortgage at tine of repurchase from buyer---424,450..00
L. Total cost to complete resale to fourth buyer---$59,487.00

(#58,049.00 plus 99,842.00 minus $8,404.00).
X. Differential in bond funas demanding 8% interest and mortgage

paying 8% (net)--- 4#03,55b.00.
N. Total involved in repurchase rrom fourth buyer---26,170.00.
0. Interest deposited in reserves during zourzh buyer's ownership

and earned on the differential in M---657,991.-0
P. Bond money from reserves to complete repurchase from fourth buyer.

Noe. Net increase in reserves is *31,827.00 (957,991.00 minus
V b, 1-64.00) .
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MAILGRLO4 SERVICE CENTER ~ii
MID)LEUb'.I4, VA. 2Z4 7:- 1

4-0O?7W7M176002 06/25/79 IC5 IPMRNCZ CSP LSAB
1 11339U698 MGM TORN SANTA MONICA CA 06-25 0231A EST

N TEACHOORTH
PO BOX 3157
SANTA MONICA CA 9oQ3

THIS MAILGRAM IS A CONFIRMA71UN COPY OF THE FOLLOWING MESSAGE

213394698 TORN SANTA MONICA CA 756 06-25 O2IA EST
PMS CONGRESSMAN AL ULLMAN t COMMuTTE ON WAYS AND MEANS
LONGWORIH HOUSE OFFICE BLDG ROOM 1136
WASHINGIUN DC 20515
FOLLOWING MESSAGE SENT TO CONGRESSMAN BARBER B CONABLE AND
CONGRESSMAN AL ULLMANI

DEAR MR ULLMAN

HERE ARE SOME ADDITIqNAL LIMITATIONS AND PARRMETERS FOR YOUR
CONSIDERATION FUR INCLUSION INTO HR, 37121

to SINGLE-FAMILY, OONER-OCCUPIED, ATTACHED AND DETACHED HOMES BOUGHT
WITH TAX-EXEMPT MORTGAGE BOND MONIES CANNOT BE WILLED BUT MUST
REVERT TO THE CITY,'AT ITS DISCRETION# UPON THE DEATH OP ONE OR MORE
OF THE ORIGINAL MORTGAGE SIGNERS,
2. THE DEATH OF ALL ORIGINAL MORTGAGE 3IGNERS MEANS THE HOME SHALL
REVERT TO THE CITY AITHOU1 DISCRETION BY THE CITY.
3s ONLY THE REPURCHASE PRICE AT THE TIME OF DEATH OF ONE OR MORE OF
THE MORTGAGE SIGNERb CAN BE WILLED.
0, THE CITY SHALL HAVE THE OPTION OF REPURCHASE OR NO REPURCHASE IN
THE CASE OF THE DEATH OF ONE LEGAL SPOUSE WITH THE SURVIVAL OF THE
OTHER SPOUSE$
5. SINGLE-FAMILY OWNER-OCCUPIED HOMES, BUT WITH TAX-EXEMPT MORTGAGE
BOND MOIESP SHALL NOT BE CONSIDERED COMMUNITY PROPERTY OR SEPARATE
PROPERTY, ONLY THE REPURCHASE PRICE AT THE TIME OF DIVORCE OR
DETERMINATION BY THE CITY OF PERMANENT SEPARATION-SMALL BE
CONSIDERED COMMUNITY PROPERTY, THIS REPURCHASE PRICi SHALL NOT BE
CONSIDERED SEPARATE PROPERTY,
be SUCH HOMES CANNOT BE USED AS SECURITY FOR SECONDARY FINANCING
SUCH AS SECOND TRUSt DEEDS, HOME-OWNFR LOANS, PRIVATE INDIVIDUAL
LOANS# PUBLIC-ENTITY LOANS# ETC.
7, IMPROVEMENTS FINANCED ENTIRELY BY THE MOMEOWNERIS FUNDS CANNOT BE
MADE IN AMOUNTS OVER 11,000 IN ANY THREE-YEAR PERIOD WITHOUT WRITTEN
PERMISSION FROM THECITY. INCREASES IN THIS AMOUNT SHALL BE MADE AS
THE CITY DEEMS NECESSARYe ALL IMPROVEMENTS MUST BE APPROVED
BEFOREHAND BY THE CITY. THE CITY CAN JOINTLY COOPERATE WITH THE
HOMEOWNER IN MAKING AN IMPROVEMENT, IN THIS INSTANCE OF
CITY-HOMEONNER COOPERATION THE UPPER LIMIT OF IMPROVEMENT COST

1O REPLY MY MAILGM. E REVERSE SIDE FO1 WESTERN UNION'S TOLL. FREE PHONE NUMBERS
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Malgrami

WITHOUT WARRANTING A PUBLIC MEETING ON THE NECESSITY OF THE
IMPROVEMENT IS THREE TIMES THE MAXIMUN-THENwPERMITTEO AMOUNT FOR A
HOMEOANER-FUNDED IMPROVEMENT.
as THE DEPRECIATION SCHEDULE FOR IMPROVEMENTS SHALL BE 7 YEARS, AT
THE END OF 7 YEARS THE ORIGINAL COST OF THE IMPROVEMENTS WILL BE
INCLUDED IN THE REPURCHASE PRICE.
9. SHOULD THE SALE OF THE HOME TAKE PLACE BEFORE THE DEPRECIATION
HAS RUN OUT ON AN IMPROVEMENT, THEN THE CITY WILLPAY THE FORMER
OWNER THE CASH VALUATION OF HIS PORTION (WHOLE OR PART) OF THE
REMAINING DEPRECIATION AS DETERMINED BY A REVIEW OF THE FORMER
OWNER'S TAX BRACKET (NOT HIS INCOME TAX FORMS).
10. THE REMAINING UNDEPRECIATEO IMPROVEMENT VALUATION ATTRIBUTABLE#
IN WHOLE OR IN PART, TO THE FORMER OWNER SHALL OETRANSFERREO
INTACT, UPON RESALE TO THE NEW OWNER,
11 THE HOMEOWNER CAN DEDUCT ALL MORTGAGE INTEREST COSTS, PROPERTY
TAX PAYMENTS# SPECIAL DISTRICT TAXES# DEPRECIATION ALLOWANCES, ETC#
FROM HIS INCOME TAX.
12, NOTWITHSTANDING THE CITY SMALL HAVE THE OPTION OF SELLING ITS
HOMES ORIGINALLY PURCHASED IN AREAS WHERE THEY HAVE INCREASED IN
VALUE AT A RATE OF AT LEAST 1-112 TIMES AS GREAT AS THE RATE OF
LOCAL OPEN-MARKET MEDIAN-PRICED HOMES, IN THIS MANNER, THE CITY CAN
USE THE ARBITRAGE CONCEPT TO ADVANTAGE AND PURCHASE-MORE HOMES FOR
THEIR INITIAL PURPOSE (SINGLE-FAMILY, OWNER-OCCUPIEO ATTACHED AND
DETACHED HOUSING FOA LOW- AND MODERATE-INCOME FAMILIES).
CONSIDERATION OF SUCH A SALE SHALL BE PUBLICLY DISCUSSED AT AT LEAST
TWO PUBLIC MEETINGS OF THE CITY. IN ADOITIONP THESE'SALES FOR THE
PURPOSE OF USING UNUSUAL FINANCIAL GAIN SHALL BE MADE ONLY AT THE
TIME OF NORMAL REPURCHASE BY THE CITY,
13, THE USAGE OF THE WORD "CITY* IN ALL OF THE ABOVE ALSO PERTAINS
TO ITS AUTHORIZED AGENT.

THE RESALE PRICE OF THESE SINGLE-FAMILY, OWNER-OCCUPIED ATTACHED AND
DETACHED HOUSES PURCHASED WITH TAX-EXEMPT BOND MONIES SHALL NOT BE
DETERMINED BY OPEN-MARKET FORCES, TO WITI THE MOMLOiNER OF SUCH
HOMES CANNOT MAKE A 'KILLING* WITH CHEAP MONEY.

SUCH A CONCEPT IS SIMILAR TO MY 'WAY STATION' CONCEPT IN THE
RECONSrRUCTIO4 OF EARTHGUAKE-SUSPECT BUILDINGS INLOS ANGELUS, THE
HOMEOWNER HAS THE ABILITY TO 'OWN" A HOME AND LAY ASIDE
DISCRETIONARY INCOME TO ADD TO aHAT THE CITY MILL REPURCHASE HIS
HOME FOR AND COMBINE BOTH SUMS AS A DOWN PAYMENT ON AN 'OPEN-MARKETR
HOME WHEN HIS INCREASE IN INCOME IS SUFFICIENT TO HANDLE AN
OPEN-MARKET HOME. THIS CONCEPT PERTAINS TO THE YOUNG FAMILIES
STARTING OUT IN LIFE AND IS FURTHER IN KEEPING 0ITH'MR JACOBS'
COMMENTS ABOUT H.R. 3712.

A COPY OF THIS TELEGRAM HAS ALSO BEEN SENT TO BARBER B. CONABLE,
SINCE YOU TWO GENTLEMEN WERE INVOLVED IN THE INITIAL COMPROMISE AND
THE TIRE IS SHORT BEFORE THE RECONSIDERATION OF HR, 3712.

4ILLIAM R TEACHmORTHo PO SOX 5157, SANTA MONICA CA 90403
02:32 EST

HGC0rtPAEW'Y MARLGRA. SEE REVERSE SIDE FOR WESTERN UNION'S TOLL • FREE PHONE NUMBERS

.1 
PAGE 

2



559

STANFORD UNIVERSITY
STANFORD. CALIFORNIA 943o3

DEPARTMENT OF ECONOMICS MICHAEL 3. DOSKIN
PROFESSOR OF ECONOMICS

November 15, 1979

The Honorable Lloyd Bentsen
The United States Senate
240 Russell Senate Office Building
Washington, D.C. 20510

Dear Senator Bentsen:

Thank you very much for your letter soliciting my advice on your
Individual Savings Act: S.246. Before I present my very favorable
reaction to S. 246, let me first express my deep appreciation of your
leadership in attempting to bring a more balanced approach to economic
policymaking in this country. I am sure that we will all benefit in
the long run from a concern with our continuing problems of declining
productivity, high inflation, and sluggish economic growth. by focusing
some of our attention on the factors affecting the supply side of our
economy instead of paying virtually exclusive attention to attempting
to fine tune or manage aggregate demand.

There is no greater long-run problem facing the United States economy
today than our extremely low rate of saving and closely related low rate of
investment. This not only has been a major ingredient in our current infla-
tion and productivity decline, declining international competitiveness and
sluggish economic growth, but also has enormous long-run implications.
Simply, if our low rate of personal saving continues for any foreseeable
length of time, we will face a crisis in financing the retirement income
of the current generation of workers and savers when they ultimately
retire. At our current very low rate of saving, this group will be
thrown even more than our current retirees into a dependency status in
need of governmental, and hence future tax, support for financing their
retirement.

As you well know, and have documented so forcefully, the tax treat-
ment of saving in the United States is very different from that of other
industrialized countries. Virtually all of those countries give sub-
stantial incentives to saving in the form of Interest exemptions much
larger than those provided through our IRA or Keough accounts, and
usually on a broader range of savings instruments. Since the early
1970s, the growth of real GNP per worker in the United States is only
one-tenth of 1% per year. This compares with growth rates of 3.2% in
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Japan, of 3.0% in France and Germany, of 1.1% in Italy, and of 0.8% in
the United Kingdom. By any sensible yardstick, our economic growth per-
formance has been simply absymal.

For these and other reasons, I strongly favor tax legislation to
remove the double taxation of savings inherent in our income tax. As
you know, savings is taxed twice under an income tax: first when it is
earned, as part of income; and again when it earns an interest return.
While we have a few forms of exemption from taxation (for example, IRA
and Keough accounts, certain types of life insurance, etc.), on balance
our tax policies strongly discourage personal saving in the United States.
I believe these disincentives are so strong that I personally hope we
eventually will be able to provide a larger exemption on a broader class
of assets than proposed in your bill. However, I believe your reconmenda-
tions are a very good place to start.

It is important to note that there is an insidious interaction between
inflation and income taxation on the one hand, and the after tax and infla-
tion rate of return earned by savers on the other. This interaction is in
the process of totally destroying the incentive to save in the United States.

Not too long ago, a passbook account yielding 5% in an era of relatively
stable prices and moderate tax rates would still yield a positive after tax,
after inflation rate of return. For example, at a 40% tax rate, 5% would
be reduced to 3% after-tax return, and with the historical average inflation
rate in the post-war period, through the late 1960s, of a little over 1%,
the saver at the end of the year would have after taxes and inflation 1 %
more purchasing power than at the beginning of the year. While not enormous,
this would enable an accumulation of real capital and purchasing power for
the general population, including increased real purchasing power during
retirement for those savers who are saving during their peak earning years
in anticipation of retirement. But what situation do such people find them-
selves in now? In that same 5% passbook account at that same 40% tax rate
(I ignore the fact that these rates have risen since the mid-1960s), the
after tax return would still be 3%. However, now the inflation rate is
13%. After taxes and inflation, the rate of return on your savings is
minus 10%1 That is, at the end of the year, your savings is now worth
only 90% of what it was worth at the beginning of the year.

Because of this, I would like to add that my own personal program to
remove these enormous disincentives would involve gradually shifting away
from taxing income to taxing expenditures or consumption in a personal
expenditure tax (not a value-added tax). Since I assume that such a pro-
posal would take too long to implement to achieve much tax relief for
hard pressed savers at the present, I strongly favor some form of tax
legislation to exempt some amount of interest income from taxation.

There is a substantial equity case for th. type of saving relief
proposed in your bill, as well as the beneficial long-term effects on
our rate of saving and ultimately our rate of investment, productivity,
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and future standard of living. While the limitation of the exclusion of
interest to $500 for unrelated individuals and $1000 for husbands and wives
filing jointly would provide substantial relief for many savers, it would
only affect a minority of interest received (although a larger fraction of
savers). For those earning less than the $500 (or $1000) exclusion limit,
this bill would provide a very substantial incentive to save (or perhaps
more appropriately, reduction in the enormous disincentive to save in our
current tax and inflation situation). For these people, the net rate of
return -to saving after taxes and inflation would rise substantially on any
incremental saving they might do. I believe, therefore, that a substantial
amount of additional saving would be encouraged. My own estimates suggest
that when the rate of return after taxes and inflation goes up by 10% (for
example, from 3% to 3.3%) private saving increases by about 4%, a very
substantial increase. Further, there is some evidence that saving out of
an increase in interest income, such as that whichyourbill would provide,
would be substantially greater than saving out of an increase in general
income produced by general tax cuts.

For the substantial bulk of savings earning interest above the exclusion,
there would still be an incentive to save out of the increase in that interest,
although the extra incentive at the margin of an increased net rate of return
would not exist for these people because of the exclusion limit in your bill.

Therefore, in deciding on an appropriate ekclusion limit, there are
two factors which must be weighed. The higher the exclusion, the more
savers and proportionally more interest income that will be subject to
an extra incentive at the margin for more savings, and hence the larger
the impact on overall savings. But, of course, the larger the exclusion
the greater the short-term reduction and tax revenue loss for the Treasury.
The extra saving generated will ultimately lead to increased investment and
increased productivity, wages, income and, hence, future tax base and revenues.
The problem Is that this will not occur so rapidly as to avoid a short-term
falloff in tax revenues. In the current economic situation, I do not think
it is sensible to enact legislation which would have an enormous exclusion
of interest without a corresponding substitution of other revenue sources.
That is, I believe it is prudent to start with the modest exemption you
propose in order to keep from putting too much pressure on the deficit.

However, I believe it is important to start with a modest interest
exclusion in providing a principle that ultimately we are going to unravel
the disincentives to save which our tax system, inflation and other factors
have created.

My best approximation Is that your bill would increase personal saving
in the United States by several billion dollars. Accumulated over a few
years, this extra saving and the ultimate extra investment would increase
income and future tax revenues and therefore recoup at least part of the
short-term revenue loss such a move might entail.
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Let me conclude by restating my support for your bill and my general
support for legislation designed to remove the enormous disincentive that
the interaction of this double taxation of savings and inflation have
created for private saving in the United States. I believe there is no
more urgent legislation than to gradually shift to a system that would
promote, rather than destroy, the incentive to save. Your bill represents
an Important beginning in dealing with the saving issue as it effects low-
and middle-income savers.

If I may be of any further assistance, please do not hesitate to call
upon me.

Sincerely yours,

Michael J. Boskin

MJB:kq
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Oct. 5, 1979

Senator Adlai Stevenson
219 South Dearborn
Chicago, Ill.

Dear Senator Stevenson:

The enclosed resolutions were passed at the last regular
meeting of our Advisory Council.

We wish these resolutions to be placed in any written
testimony in the appropriate committees, especially over-
sight, of both Houses who may be reviewIng the Federal
Revenue Sharing Act.

Yours truly,

Virgla 7ayter, Cha4rpeson
The Salvation Army
Community Counseling Center
Advisory Council

VH;lg

Enc.
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RESOLUTION OF SUPPORT

WHEREAS, the Salvation Army Community Counseling Centers

have provided family counseling services for several years, and

WHEREAS, the Township of Wheeling has contracted for

this service with the aforementioned agency for the residents of

their geographic area and,

WHEREAS, these funds have been invested in human service

programs that have been of great benefit to the community, and
-WHEREAS, the United States Congress and the President of

the United States are considering the need for targeting Federal

Revenue Sharing funds to concentrated population centers and dis-

continuing the program to the Townships.

NOW, THEREFORE, BE IT RESOLVED by the Chairman and members

of Advisory Council of the Salvation Army Community Counseling Centers
of Illinois, as follows:

Section 1: That the Salvation Army Community Counseling

Centers supports the present policy of distribution of Federal

Revenue Sharing funds.

Section 2: That copies of this Resolution be forwarded

to Congressman Philip Crane, Senators Charles Percy and Adlai Stevenson

and President Jimmy Carter.

PASSED THIS 21st day of September , 1979

APPROVED THIS day of , 1979

Virg~iaHayerChairma

The Salvation Army
Community Counseling Centers
Advisory Council
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RESOLUTION OF SUPPORT

WHEREAS, the Salvation Army Community Covnseling Centers

have provided counseling services for several years, and'

WHEREAS, the Township of Schaumburg has contracted for
this service with the aforementioned agency for the residents of

-their geographic aru nd.

WHEREAS# these funds have been invested in human service

programs that haveben of great benefit to the community, and

WHEREAS, the United States Congress and the President of

the United States are considering the need for targeting Federal
Revenue Sharing funds to concentrated population centers and dis-

continuing the program to the Townships.

NOW, THEREFORE, BE IT RESOLVED by the Chairman and
members of Advisory Council of the Salvation Army Community Counseling

Centers of Illinois, as follows:

Section l. That the Salvation Army Community Counseling

Centers supports the present policy of distribution of Federal

Revenue Sharing funds.

Section 2s That copies of this Resolution be forwarded

to Congressman Philip Crane, Senators Charles Percy and Adlai Stevenson

and President Jimmy Carter.

PASSED THIS 21st day of September , 1979

APPROVED THIS "__ day of , 1979

SHeay ter, Chaima
The Salvation Army
Community Counseling Centers
Advisory Council
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RESOLUTION OF SUPPORT

WHEREAS, the Salvation Army Community Counseling Centers

have provided family counseling services for several years, and

WNHREASj the Township of Palatine has contracted for this

service with the aforementioned agency for the residents of their

geographic area and,

WHEREAS, these funds have been invested in human service

programs that have been of great benefit to the Community, and

WHEREAS, the United States Congress and the President of

the United States are considering the need for targeting Federal

Revenue Sharing funds to concentrated population centers and dis-

continuing the program to the Townships.

NOW, THEREFORE, BE IT RESOLVED by the Chairman and

members of Advisory Council of the Salvation Army Community Counseling

Centers of Illinois, as follows.

Section 1. That the Salvation Army Community Counseling

Centers supports the present policy of distribution of Federal

Revenue Sharing funds.

Section 2. That copies of this Resolution be forwarded

to Congressman Philip Crane, Senators Charles Percy and Adlai Stevenson

and President Jimmy Carter.

PASSED THIS 21st day of September , 1979

APPROVED THIS day of , 1979

Virgnia Hayter, Chairmo
The Salvation Army
Community Counseling Centers
Advisory Council
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Rzo ni No. 301 - -1979

A RESOLrIN SUpPoraF7m FAL REVSHUE
SHAIN PROGRAM FOR TWRSHIPS

-IIEWEAS, the Township mnbers of the Northwest Municipal Oonference

have received significant Federal Revenue Sharing funds for the past four

fiscal years: and

WH AS, 86 p recent of the funds have been invested in -human service

pr grams" that have been of great benefit to the -vomunity; and

.kAREAS, the United States Congress and the President of the United

States are considering the need for targeting Federal Revenue Sharing funds

to ooncentrated population centers and discontinuing the program to the

Tuamships.

NOW, '1fEME, BE IT FfOLMV by the President and Board of Trustees

of the Village of Hoffman Estates, Cook County, Illinois, as follows:

Section 1: That the Village of Hoffman Estates sports the present

policy of distribution of Federal Revenue Sharing funds.

'Section 2: That copies of this Resolution be forwarded to Congressman

Philip Crane, Senators Charles Percy and Adlai Stevenson and President

Jimie Carter.

PASSM this- day of 1979

AMMED this day 1979

,rOE: AYES____ NAYS V B /

APPRDM:

' VillagtClerk
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A F (MOW N OPPOSIM FEDEAL E
SHARIM~ FOVIA FOR FUGI

MWAS, the present Federal Revenue Sharing formla for funding

includes per capita income, population and local tax; and

WHEIAS, the primary factor of the formula is the local tax initiative

and said initiative includes the sales tax; and

iAS, the sales tax is not reflective of local initiative.

NMjr TEROW , BE IT 1f)SCED by the President and Board of Trustees

of the Village of Hoffman Estates, Cook County, Illinois, as follows:

Section 1: That the Village of Hofban Estates opposes the continuation

of the sales tax as a coq net of the local tax initiative portion of the

Federal Revenue Sharing formula for funding.

Section 2: That copies of this Resolution be forwarded to Congressman

Philip Crane, Senators Charles Percy and kdlai Stevenson and President

Jimuie Carter.

PASSED this.... / . day of ..-- ,a 1979

APPRMED this ~day of ,1979

VOT t AYES NM 40 /

APPRTS:

.. PA VilagAPrsien
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LUTHERAN COUNCIL IN THE USA
475 I.Enfanil Ptiza West. S.W.
Suite 2720
Wasiglo. DC 20024
202/484-3950

Testimony of Dr. Charles V. Bergstrom, Office for
Governmental Affairs, Lutheran Council in the
USA. Submitted to the Subcommittee on Taxation
and Debt Management, Committee on Finance,
United States Senate. November 21, 1979.

Mr. Chairman, I am appreciative of this opportunity to submit testimony on

S. 1703, which amends the Internal Revenue Code of 1954 to allow overseas American

employees of churches and other charitable organizations the option of using the

$20,000 income tax exclusion now reserved for corporate employees working in

remote camps. My name is Dr. Charles V. Bergstrom. I serve as Executive Director

of the Office for Governmental Affairs, Lutheran Council in the USA, located here

in Washington, D.C. My statement today is submitted on behalf of three member

church bodies of the Lutheran Council:

The American Lutheran Church, headquartered in Minneapolis, Minnesota, composed
of 4800 congregations having approximately 2.4 million J.S. members;

Lutheran Church in America, headquartered in New York City, composed of 6100
congregations having approximately 3.1 million members in the U.S. and Canada; and

The Association of Evangelical Lutheran Churches, headquartered in St. Louis,
Missouri, composed of 260 congregations having approximately 110,000 U.S. members.

I want to state at the outset that we endorse the statement presented orally

to this Subcommittee on behalf of the American Council of Voluntary Agencies for

Foreign Service (ACVS), and its 44 member charitable organizations which provide

services in less developed countries throughout the world. Lutheran Immigration

and Refugee Services and Lutheran World Relief are members of ACVS.

S. 1703 has the strong support of the three Lutheran church bodies as well as

their intorchurch overseas aid agencies, Lutheran World Ministries and Lutheran

World Relief.

In their work abroad, the U.S. Lutheran churches strive to address social and

A Common Agncy of the American Lutheran Church, Lutheran Church In Amedca and Lutheran Church-Missouri Synod
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economic injustice in order to alleviate human suffering. Our overseas aid efforts

can be classified into four general categories of service relief, rehabilitation,

refugee assistance, and development. Within these broad categories, we perform

diverse activities including water resource development, land reclamation, vocational

training, education assistance, medical care, refugee resettlement, and disaster

relief. For example, during the past month, in'response to the intense suffering

in Cambodia, the Lutheran church bodies through their interchurch aid agencies have

allocated over one-half million dollars for hunger relief. It is our people abroad

who administer these services who are affected by S. 1703 and who will benefit from

its enactment.

Enactment of S. 1703 will abate the severe tax increases for charitable personnel

caused by the Foreign Earned Income Act of 1978, which substituted the $20,000

exclusion for employees of qualified charitable organizations with a series of tax

deductions. While the deductions serve the bulk of the American overseas corporate

work force very well, they have the opposite effect on a great number of overseas

employees of the church and other charitable organizations, especially our personnel

serving in developing countries. In order to counteract the increased tax liability

caused by the Foreign Earned Income Act of 1978, the church and other charitable

organizations will be forced to make difficult budgetary decisions. Either we lose

our most skilled and experienced workers--many of whom are already serving overseas

at great personal and financial sacrifice--or we compensate for the tax increase

by raising their salaries. Such salary increases must be offset by cutbacks in

other areas through reductions in personnel or curtailment of necessary services.

We are not in the position to pass on increased costs to the "customers," as is so

often the case with many organizations in the private sector faced with a similar

financial situation. Further the financial strain placed upon the church and other

charitable organizations is exacerbated by the mounting effects of inflation on

payroll costs and the declining value of the United States dollar abroad.
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An additional comment which I would like to make on the U.S. foreign earned

income tax system in general concerns its negative effect on the hiring of Americans

by worldwide interchurch agencies. It is our understanding that it is highly

unusual for a country to tax the income of its people working overseas and that the

United States is one of the few countries to levy such a tax. Therefore, when an

international interchurch agency, with headquarters often outside of the United

States, wants to hire someone to fill one of its posts in various parts of the world,

the American applicant will be penalized because of the increased tax liability

attached to that person by the United States. This problem surfaced in discussions

of S. 1703 and similar legislation related to foreign earned income tax and is one

which we want to bring to the attention of Congress.

In conclusion, I want to thank and commend the Subcommittee for considering

S. 1703 which addresses what we feel were unintended tax burdens on church and other

charitable personnel working abroad. Passage of S. 1703 will, in essence, restore

the tax policy which existed prior to the 1978 law with little impact on the U.S.

Treasury. For example, ACVS has estimated that for all 44 of its members, the effect

of S. 1703 will be a total revenue loss to the Federal government of no more than

$2.5 million. This is a small price to pay for a viable charitable sector which

performs necessary overseas services - services which maintain the good will of

America abroad and which, if curtailed, would have to be provided by the Federal

government. We urge expeditious enactment of the legislation.

56-074 0 - 80 - 37
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November 21, 1979

The Honorable Russell B. Long
Chairman, Committee on Finance
United States Senate
Washington, D.C. 20510

Re: The Independent Local Newspaper Act
S.555

Dear Chairman Long.

This letter is submitted for inclusion in the record of
the hearings held on October 31, 1979, on The Independent
Local Newspaper Act, S.555, and supplements testimony given
at the hearing.

Suggested Technical Corrections to S.555

Two minor technical corrections should be made on page
29 of S.555. At line 8, "within 1 state", should be revised
to read "within one State". Also, line 13 on page 29 should
be revised to read as follows: "community, or metropolitan
area or, on January 1, 1979, within one State, and..." This
would also conform to the like bill in the House of Rapresen-
tatives, H.R.2770.

Correction to "Description of Tax Bills" Prepared by the Staff
of the Joint Committee on Taxation

In reviewing the "Description of Tax Bills listed for a
Hearing Before the Subcomittee on Taxation and Debt Management
Generally, of the Committee on Finance, on October 31, 1979,
prepared for the use of the Committee on Finance by the Staff
of the Joint Committee on Taxation," we discovered an error on
page 8. The second sentence in the fourth full paragraph under
the heading "Explanation of the bill" should be revised to read,
"A 'chain of newspaper publications' is defined as two or more
newspaper publications under common control, and which are not
published in a single city, community, or metropolitan area or,
on January 1, 1979, within one State." This correction makes
that sentence consistent with the first sentence of the fourth
paragraph. The January 1, 1979, date of determination should
apply only to the intra-state aspect of the definition of an
independent local newspaper, and not to other aspects such as
the location of its offices in a single metropolitan area.
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Response to Statement Submitted by the Treasury before the
Subcommittee on October 31, 1979

The Treasury Statement discusses at length the reported
"violation" of "generally applicable tax law principles" fur-
thered by S.555. As demonstrated in the submissions, examples,
and testimony offered at the hearing by Joseph S. Iannucci,
Esquire, and the undersigned, these criticisms ignore two
significant aspects of the Bill.

First, the Treasury ignores the fact that the Bill provides
for the prepayment of estate tax. Consistent with this approach,
the Bill permits the Government to pay no interest on the
estate tax prepayment trust fund sums. Because the Government
will, therefore, have the use of money it would not normally
be entitled to*_/ for long periods at no charge, the Government
will realize s ustantial benefits from the interest-free use
of this money. As our previous submissions have demonstrated,
in most cases, this benefit more than offsets the alleged
revenue loss due to the purported tax benefits which this Bill
may provide the owners of independent local newspapers. The
prepayment of taxes grants the Government material benefits,
just as a deferral of taxes would give a taxpayer significant
advantages.

Second, the Treasury Statement is misleading in arguing
that, by excluding the trust corpus from the taxable estate,
the Bill provides a tax benefit to the independent local news-
paper proprietor. This alleged "benefit" is no more a benefit
than that provided by the system of gift taxation in the United
States. Gifts are not deemed to be given back to become part
of the benefactor's estate. Further, it would be inconsistent
to levy an additional estate tax on sums used in earlier years
to prepay the estate tax. To tax the prepayments themselves
would be to levy a tax on a tax.

The example on Page 5 of the Treasury Statement is incor-
rect. By excluding the trust corpus from the taxable estate,
the hypothetical taxpayer is saved only the inequity of being
assessed an additional estate tax upon sums used to prepay

jn Even with the deduction from income subject to corporate
comee tax available to the newspaper for contributions to the
trust fund, the Government will nevertheless obtain 54 cents
on every dollar of prepayment whose use it would not otherwise
be entitled to.
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his estate tax in previous years, possibly 20 to 30 years
earlier. The hypothetical taxpayer, therefore, is not "saved
$217,20Q, or 42 percent of the normal estate tax," EM is not
relieved of this portion of the burden a taxpayer who coula--not
take advantage of the bill must bear.

Respectfully submitt ed,
7/i

Morris J. Levin

MJL:knr
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Statement of
Robert M. White, It

in support of
The Independent Local Newspaper Act5.555

I am Robert H. White, U, the Editor and Publisher of

the Mexico Ledger, A daily newspaper published in Mexico,

Missouri. The Mexico Ledger has been owned and operated by

my family for three generations and over 100 years, beginning

on September21, 1876. My statement in support of S.535, The

Independent Local Newspapers Act, may be interpreted as an

expression of my desire and intent to see this newspaper remain

in my family during future generations.

Since the close of World War II, while the number of daily

newspapers has remained fairly constant, there has been a tre-

mendous growth in the number of newspapers owned by chains,

with a concomitant decrease in the number of locally owned

newspapers. Today, the chains own over two-thirds of our

daily newspapers, and have 72 percent of daily circulation and

76 percent of Sunday circulation. This trend continues, with

chains now buying locally owned newspapers at a rate of one

each week, and weekly newspapers at the rate of three to four

each week.

My complaint is not with chain newspapers, or how they

may be operated. Without question, there are good and bad

chain newspapers, just as there are good and bad newspapers

published by local owners. r do object to the fact that

decisions as to the sale or maintenance of newspapers are taken

out of the hands of local owners because of the estate and

inheritance tax laws.
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Newspapers are being purchased at remarkable price-earnings

ratios The newspaper chains and media conglomerates are ,paying

30, 40 and even over 60 times earnings. I do not know of any

other industry where the prices paid approach these levels.

The inflated values placed upon the remaining locally owned

newspapers result in excessive estate taxes being levied upon

the death of a publisher. The Internal Revenue Service values

a property at the amount a willing buyer will pay a willing

seller, or the amounts being paid for like properties. In the

case of newspapers, the values for estate tax purposes are far

beyond the abilities of the heirs to pay, since the newspaper's

earnings are not sufficient to cover the interest costs of the

sums required to be borrowed.

Not only are locally owned newspapers being sold in order

to pay estate taxes, but publishers are inclined to sell in

order to put their estates in order, rather than having a

forced sale thereafter. It is my understanding that this was

the situation with the recent sale of the Nashville Tennessean.

It seems to me a serious mistake for Government policy

to favor sales of independent newspapers to chains. At

the least, the Government should be neutral. That is definitely

not the situation that faces us today.

As a member of the Government Affairs Committee of the

American Newspaper Publishers Association, I recently heard

Senator Robert Morgan, of North Carolina, discuss the purposes

as well as the provisions of 8.555. It is my understanding

that this bill would permit owners of locally owned newspapers
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to prepay their estate taxes during their lifetimes. Senator

Morgan explained that there would be little if any cost to the

Government, in that the Treasury would have the use of the

prepaid sums before they were due and owing to the Government.

He also made it clear that he, and the co-sponsors of S.555,

were not particularly concerned about the individual owners,

but were seeking enactment of the legislation in order to retain

in the public interest independent, locally owned daily and

weekly newspapers.

I strongly endorse these purposes. Although I recognize

that the Family Farm Act of 1976 was enacted to provide estate

tax relief for independent farmers, I have been reluctant to

seek like relief for newspapers. I would prefer it for all

small business. However, I do sincerely believe our shrinking,

diverse press is such an important part of our democratic

process, it must be protected soon - before it is further

diminished. Further, I believe a locally owned newspaper has

an important role to play in its community which usually cannot

be filled as well by a chain newspaper. Lastly, in America,

too much power - press power or any other kind of power - in

too few hands, is unacceptable.

I urge that the Senate Finance Committee give favorable

consideration to S.555, in order to save from extinction the

species known as the locally owned newspaper.
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AEROSPACE INDUSTRIES ASSOCIATION OF AMERICA. INC.

1725 DE SALES STRICT. N W. WASHINGTON. D C. 20030 TEL 347-23 5

OpIlCi OF Twe PAESIDENT

November 13, 1979

The Honorable Harry F. Byrd, Jr.
Chairman
Subcommittee on Taxation & Debt Management
Commttee on Finance
United States Senate
2227 Dirksen Senate Office Building
Washington, D. C. 20510

Dear Mr. Chairman:

on behalf of the nation's major manufacturers of aircraft, aircraft
engines and related components and equipment, the Aerospace Industries
Association of America, Inc., would like to take this opportunity to endorse
S. 873, permitting the Secretary of the Treasury to waive the foreign resi-
dency requirements of Sections 911 and 913 of the U. S. Tax Code for citizens
working in Iran.

Our member companies which have operations in Iran promised their
employees that the additional living allowances they were offered in order
to persuade them to accept employment in this relatively undesirable post
would not result in additional income taxes, as guaranteed by Sections 911
and 913. Now, for obvious reasons, most of those employees will have to
return to the United States prematurely, making them ineligible for the
benefits of those tax provisions. Instead, their employers will have to
assume the additional tax burdens, putting these companies at a further
competitive disadvantage with companies of other industrialized countries,
which levy no income tax whatsoever on their citizens who work abroad.

For reasons of equity, and to compensate these employees and companies
for conditions over which they had no control, we feel that S. 873 should be
passed as expeditiously as possible. It is hoped that our views can he
included in the record of your Subcomittee's hearings on this legislation.

Yours very truly,

Karl G. Harr, Jr.
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November 14, 1979

The Honorable Harry F. Byrd, Jr.
Chairman, Subco mittee on Taxation

and Debt Management Generally
2227 Russell Senate Office Building
Washington, D.C. 20510

Dear Senator Byrd:

We are pleased to have the opportunity to express our sup-
port for passage of S.1638 which proposes to amend the Internal
Revenue Code of 1954 to provide for the amortization of startup
expenditures paid or incurred in starting a new trade or bus-
iness. This bill is directed to expenditures which are not
presently deductible resulting in inequities between taxpayers.

S.1638 would allow taxpayers--whether or not incorporated--
to elect to amortize expenditures paid or incurred prior to the
start of business. The taxpayer would be permitted to elect
amortization for a period of not less than 60 months. Expendi-
tures falling into this category, usually referred to as 'pre-
opening" or startup" costs, are defined in the bill as:

"(1) an ordinary and necessary expense incident to the
investigation, formation, and creation of the trade
or business;

(2) chargeable to capital account; and

(3) of a character which, if expended incident to the
investigation, formation, and creation of the trade
or business having a determinable life, would be
amortizable over such life."

Typical examples of such expenditures are those incurred for
investigating the new business venture, as well as advertising,
training, administration and other similar items incurred prior
to actual commencement of the trade or business. Current law
renders these expenditures nondeductible if they are incurred
prior to commencement of the business. It is significant to
note that the taxpayer expenditures referred to by this bill
are such that they normally would be-fully deductible if they
were incurred after the commencement of business.
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In our opinion, S.1638 provides for a necessary and proper
expansion of the deductible items under the Internal Revenue
Code. In addition, enactment of S.1638 would add incentives to
taxpayers starting businesses or expanding businesses into new
areas. Further the bill would reduce much of the disparity in
tax treatment given expenditures incurred in connection with the
expansion of an existing business and the formation of a new
business by allowing deductions for similar expenditures in each
case.

One of the significant benefits to be derived from the pas-
sage of S.1638 would be the elimination of continued controversy
which presently exists between taxpayers and the Internal Revenue
Service. This controversy involves the definition as well as
the deductibility of startup expenses. Under current law, the
IRS treats preopening or startup costs incurred by new business
ventures as nondeductible capital expenditures, based on the
theory they are not ordinary and necessary expenses incurred in
a trade or business inasmuch as the business does not exist.
Once the business has been started, subsequent similar expendi-
tures are deductible. Since the question of when a business
actually begins is one of fact with no clear cut guidelines or
rules, considerable differences occur between taxpayers and the
IRS resulting in time consuming and costly negotiations sometimes
leading to litigation. Enactment of S.1638 would constitute a
major step in reducing such controversy since it would provide a
deduction for all such costs through amortization without regard
to the date a trade or business began.

The Bill, as drafted, makes provision for the taxpayer to
treat the startup expenditures as deferred expenses amortizable
over a period not less than 60 months. S.1638 leaves the method
of making such an election to the Secretary by requiring that
regulations are to be issued prescribing the manner in which
the election should be made. It is our opinion that the elec-
tion procedures should not be overly restrictive. To be overly
restrictive would not be in keeping with a key feature of the
bill, that being a desire to eliminate unnecessary and costly
controversy.

For example, if the Secretary should prescribe that an elec-
tion to amortize startup expenditures may be made only with a
timely filed tax return and would cover only the specific expen-
ditures itemized in the election, the effectiveness of the pro-
vision would be seriously impaired. This is because controversy
surrounding other items which the taxpayer may have regarded as
ordinary and necessary nonstartup expenses will continue. Under
these circumstances, taxpayers would not have available the

N tWs&Ca
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opportunity to yield to an IRS disallowance on the basis that
amortization would be available. With a highly circumscribed
election procedure, taxpayers would still face the risk of having
to capialize permanently borderline items that were initially
deducted, without the opportunity to bring those items under an
amortization election if they are disallowed as current deduc-
tions.

In summary, we feel the proposal to provide for amortiza-
tion of startup expenses as set forth in S.1638 presents an
effective approach toward the elimination of unwarranted con-
troversy between taxpayers and the Internal Revenue Service.
Perhaps more important is the proposed elimination of disparity
which presently exists between those seeking to expand their
businesses and those seeking to start a new business.

In addition to the merits of S.1638 we feel the timing of
taxpayer election to amortize startup expenses should not be so
restrictive as to force existing businesses to elect to amortize
startup expenses, incurred in connection with an existing busi-
ness, merely as the result of concern that failure to do so will
result in permanent loss of a legitimate deduction. In our
opinion the Legislation should make this clear.

We hope our comments are helpful to you. If you, your staff
or other members of the Subcommittee wish to discuss this matter
with us feel free to contact me.

1 very t Ily,

Peter JA Hart
National Director of
Tax Policy
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Statement of
ROBERT B. ATWOOD

before the
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

SENATE FINANCE COMMITTEE
in support of

THE INDEPENDENT LOCAL NEWSPAPER ACT
S.555

My name is Robert B. Atwood, and I am the Publisher and

Editor of The Anchorage Times, the largest daily newspaper

serving the State of Alaska. The Anchorage Times is locally

owned and managed, with allegiance only to the community and

state which we serve.

A generation ago, most newspapers were locally owned

in the communities they served. The owners were vitally

interested in all parts of community life, and deeply involved

with community problems.

The Anchorage Times is involved with and a part of all

things pertaining to Anchorage and Alaska. We are a real

part of the greater community we serve. We want to continue

this relationship, and to be sure that our successors will be

like us, a part of this community. While we can sell our

newspaper for a very handsome price, we have no intention of

doing so, now or in the foreseeable future.

The problem is how to pay the Federal and state taxes

that fall due when there is a death in the family. The laws

encourage chains to keep buying more papers, and for individuals

to sell for estate planning purposes.

There can be no doubt that the effect of the inheritance

laws is the greatest single factor leading to many of the sales
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of individually-owned newspapers. It is often the case that,

when a publisher declines to sell out, his heirs are forced

to sell in order to pay the estate taxes. There is sometimes

no way a publisher can be certain that control of a newspaper

can be retained after his demise.

In our own case, my wife and I believe that our newspaper

can successfully be passed on to our children, but, because

of the estate tax laws, it would appear that they must be the

last in our line to control our publication. The estate tax

laws seem to mandate a sale, which decisions should rightfully

be left to my family.

I urge the Finance Committee to give favorable consideration

to legislation to alleviate this problem.
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e UNIVERSITY OF MASSACHUSETTS
7 AMHERST - BOSTON WORCESTER

DEPARTMENT OF GENERAl BUSINESS & FINANCE
SCHOOL OF BUSINESS ADMINISTRATION
AMHERST. MASSACHUSETTS 01001

October 23, 1979

Mr. Michael Stern, Staff Director
Senate Committee on Finance
Room 222 Dirkson Senate Office Building
Washington, DC 20510

Dear Mr. Stern:

I understand that hearings are being held and consideration being given
to the Nelson Bensen Bill S 1543 to defer taxes on newly issued dividends
used to purchase stock through a dividend reinvestment plan. While I
can not make the hearing, I would like to offer as input my article on
the subject. A copy if enclosed. If I can be of further assistance,
please let me know.

Sincerely,

Professor

Enclosure

bl/3925
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CAPITAL SHiORTAGE,
DIVIDEND REINVESTMENT AND TAXES

by
BEN BRANCH(*)

Abstract

There appears to be general agreement that not enough capital is
being generated to meet the ever increasing demands placed on the economy.
Various ways o/ stimulating capital formulation have been proposed
(elimination of the double taxation of dividends, increasing the investment
tax credit, reducing corporate tax rates, etc). Unfortunately, most of the
proposed methods are quite costly in the sense that they would require a
large tax loss or subsidy to obtain no more t*an a modest amount of
additional capital formation. Moreover many of' Obe proposals would also
,ither be inequitable or lead to an undesirabl: distortion of the capital
illoation process. There is, however, one way of increasing capital for-
,nation which appears to be cost effective, equitable and would improve
"apital allocation. By simply eliminating the double taxation on funds
investedd through dividend reinvestment plans, large sums of additional
"pitalt would be raised. The likely tax losses would be modest. Moreover
r current inequity in the tax system would be favorably modified and
"tockbolders would be given more power over the capital allocation process.
't is an idea well worth considering.

In two earlier articles in this Review Sufrin and Moore(') and later
;ufrin and Anderson(2) discussed the capital allocation problem. Both

U() university of Masbachsetts, Dept. of General Business and Finance. Amherst, Mass.

(1i S. SuJixIN and C. MooRe, e Retained Earnings, Capital Gains and Progress*, Rigstk
nwenazuq,nal di Scenze Ecunomicbe e Commerciali, 1974, No. 2, pp. 137-145.

(2) S. SuPaiN and P. ANDERSON, e Undistributed Profits in a Mature Economy a, Riviera
werntoionale di Scienze Economicbe r Commerciali, 1976, No. 1, pp. 6-22.
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articles were concerned with the role of retained earnings in the capital
allocation process. It was argued that many large firms have access to
substantial sums of internal capital. Thus a significant amount of capital
does not get allocated through the market. Following Logue and Mervillc (),
Sufrin and Anderson advocate a system whereby profits are fully paid out
to stockholders and all new equity is raised through the capital market. The
two groups of authors both point out that such a procedure would signi-
ficantly increase smaller firms' access to capital. They further note that it
is the larger firms which arc generally able to obtain so much funding
internally and they often invest it where the return is quite low.

Any proposal to prohibit or greatly restrict a firm's ability to retain
and reinvest its own earnings, is certain to be fiercely opposed by powerful
and entrenched interest groups. Moreover, such proposals deal only with
the micro aspect of capital allocation while leaving the macro aspect largely
unaffected. That is, the forced disgorgement of retained earnings would
quite possibly lead to a better allocation of capital but almost certainly
would not produce any increase in the amount of capital formation.

The Capital Shortage

The increasing burdens placed on our economy have lead to ever
greater demands for results. In the past capital has been needed for such
traditional uses as providing for an expanding labor force and a growing
standard of living. Now, however, expectations appear totally unrealistic.
For example, society would like: 1) A cleaner environment with no reduc-
tion in the rate of econoniic growth; 2) Increasing amounts of energy from
sources which continue to be depleated; 3) More energy efficient techno-
logies which also are less polluting; 4) An improved public transportation
system without sacrificing any of the convenience of the private transpor-
tation system; 5) A revitalization of the urban areas without increasing
the burden on suburbia; 6) Products and processes which are safer to
produce and consume and yet no more costly to purchase; 7) More and
better jobs for women and minorities without any adverse employment
impacts on white males; and 8) A reduction in military exports without
any reduction in the imports that they finance.

While our sophisticated industrial economy is capable of making
progress with each of these tasks, its efforts may be severely limited by

(3) D. LoGuz and L. MERVILL9, a Capital Allocation in a Mature Economy., MSU
Business Topics Winter'1974, pp. 57-61.
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the availability of capital. Dealing with problems like pollution, energy
and growth will take hundreds of billions of dollars. These funds must
come from somewhere. In essence they are generated from that portion
of our output which is produced but not consumed. Thus, society's de.
cision to save will provide the amount that is available for investment in
the physical assets which provide for such things as jobs, environmental
clean up and energy.

The Allocation Process

While the spending.savings decisions of households establishes how
much is available, the allocation of the funds is accomplished in other
ways. A significant portion of the allocation takes plaice within firms as
they decide how to spend the sums reIeased through depreciation
allowances and retained earnings. Sufrin and Anderson would like to see
the retained earnings portion of these funds flow to the shareholders. Such
funds would then he available for reinvestment through the other principal
method of allocation: the capital market.

In its broadest sense the capital market consists of the set of places
and procedures where short term debt, long term debt and equity capital
are raised and allocated. In essence all those, who wish to seek funds in
excess of the amount generated internally, must compete by bidding
against others who also seek funding. That is corporations, governments
andl individuals offer prospective rates of returns(') to those who have
capital to rent or sell. The amount available goes to the highest bidders.
Those who can not match the market bid are frozen out of the allocation.

It is in a sense erroneous to speak of a capital shortage as there will
by definition always be enough capital at the market clearing price. And
yet there is the vry real possibility that the available amount will not be
sufficient to meet the needs and expectations of society. Large governmental
deficits coupled with modest savings rates could easily lead to some rather
Implvkasfnt situations such as insufficient fuel to meet the demand for
home heating, failure to install mandated pollution abatement equipment,
failure to develop automobiles which are sufficiently energy efficient, etc.
All of this could happen if industry is unsuccessful in its effort to raise
the capital it needs to carry out such tasks.

f4 ) Whusn fund% are borrowed the terms are specified precisely and the borrower is
expected to fulfill them. When, however, equity capital is raised, the return which is
offered is only an expectation depending on future events.

56-074 0 - 80 - 38

& 0
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Clearly there is a need both for better allocation of capital and better
ways of insuring that sufficient capital is available to meet our expectations.
Currently there is a great deal of debate over how to encourage capital
formation. This stems in part from the very depressed capital markets of
the 1974-75 period and the fact that even now it is relatively difficult for
many firms to raise capital(S). Interest also arises because of the debate
over how to reform our corporate tax system so as .to make it more
equitable and incidentally more efficient at encouraging capital formation(').
While the somewhat better capital market conditions of 1975, 76 and 77
have eliminated the crisis aspects of the problem, the scarcity aspects
continue.

Encouraging Capital Formation

Let us move to a more specific consideration of how capital is
allocated and how taxes affect that allocation. The bulk of equity capital
is raised internally through retained earnings while most of the amount
raised externally is in the form of debt (). And yet it is the sale of external
equity that is the key to the capital formation process. Debt can only be
raised to the extent that there is enough equity to support it0). Retained
earnings are a residual which may or may not be sufficient to meet funding
needs. External equity funding, at the margin, is the primary determinant
of capital formation. If firms find it easier to raise external equity capital,
they will then be able to borrow more freely. Therefore, such firms would
be able to supplement their equity capital with additional debt and thus
maintain a proper balance between their debt and equity. Clearly anything
that encouraged the raising of equity capital would also be likely to stimulate

(5) R. SWTNARTON, 4c Our Capital Markets and Their Outlook*, Paper presented to
Seminar for NASDAQ Company executives, December 8, 1975.

(6) D. FANEY, w Carter Favors Eliminate Preferences for Capital Gains in Tax Revision
Plan *, Wall Street Journal, July 6, 1977, p. 3; L. THUROW, * Abolish the Corporate Income
Tax *, Wall Street Journal, July 6, 1977, p. 16.

(7) In 1976 for example retained earnings equaled $18.8 billion while net increases in
borrowing amounted to $20 billion. Equity sales only amounted to $13 billion. Thus, of the
total amount of new capital raised, only 25% came from external equity sales while 36%
came from internal equity and 37% came from new debt.

(a) For example, one of the first things firms began to do after returning to modest
profitability in 1975 and 76 was to reduce some of their outstanding Olebt .- particularly
their short term debt.
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additional borrowing as well. Thus total capital formation is likely to be
increased by more than the increase-in equity sales taken alone.

It is relatively easy to think of ways to encourage more capital for-
mation. Formulating cost effective incentives is, however, much more
difficult. To see this let us first consider the various ways that equity
capital is raised. As already noted large sums of equity are retained from
profits. Among the methods of raising external equity capital are: sale of
common and preferred stock through rights offering and public sales;
conversion of convertible bonds; exercise of warrants; and participation in
dividend reinvestment plans.

An unlimited number of tax incentives could be devised to encourage
one or more of these methods of raising equity. For example, there has
been a good deal of talk of eliminating the double taxation of dividends.
Currently in the US, profits arc taxed at the corporate level and taxed
again when paid out ;Is dividends. Income from proprietorships and
partnerships, however, is taxed only once. Eliminating this inequity would
mike stock more attractive to stockholders while providing investors with
more funds to invest. Similarly an increase in the investment tax credit,
a reduction in corporate tax rates, allowing price level depreciation,
expanding the dividend exclusion and a host of other proposals would
encourage capital formation. The problem with these various approaches
is that they are not particularly cost effective. For every dollar of new
equity raised, several dollars in tax revenues are likely to be lost. Such
revenues would have to be made up somewhere else('). Moreover, a
significant part of the tax benefit would likely accrue to those in the higher
income brackets.

The ideal reform would simultaneously improve capital allocation,
encourage capital. formation and do so in an equitable and cost effective
manner. It is a tall order but perhaps there is a way. The traditional methods
of raising equity capital are rather well developed and would probably
he costly to stimulate. The dividend reinvestment plans are, however, a
relatively new and promising concept (tO). Possibly such plans could provide
the vehicle for accomplishing the desired goals.

(S) That is the Federal government has to raise a giscn amount of tax revenues to
arcompli h its spending goals apd avoid an unduly inflationary deficit. To the extent that
tax breaks are given to one group, something tends to have to be done elsewhere to offset
the revenue loss.

(10) R. Pf.TrTWAY and R. MALONE, a Automatic Dividend Reinvcstmrnent Plans and
Non-Financial Corporations. F,,uincid Management, Winter, 1973, pp. 11.18.
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Dividend Reitvestment Plans

A growing number of firms offer their stockholders the opportunity
to reinvest their dividends in additional shares of the company(("). The plans
generally offer reduced commissions and in the case of a few firms (AT&T
for example) a discount from the market price. Some firms purchase shares
for their plans in the open market while others issue new shares to their
participating stockholders. Only in the latter case is any additional equity
actually raised.

The incentive of reduced commissions has thus far only encouraged
modest participation in these plans("). The discount offered by a few

firms has led to increased participation ("). Still the vast bulk of dividends
are paid out in cash.

There is currently no tax advantage to dividend reinvestment. Whether
the dividends are received in cash or used to purchase additional shares,
the amount is taxed as ordinary income to the investor("'). This double
taxation of dividends makes firms reluctant to establish a high payout ratio
(ratio of dividends to profits).

If the firm simply retains and reinvested its earnings directly, only
one tax is due on the income("). If the retained earnings produce growth
in profits and ultimately an increase in the market price of the stock, the
investor is able to reap his or her reward through tax preferred capital
gains("'). T"is advantage is lost when the dividends are declared and

(11) o Compound Your holdings *, Forbes. April 1. 1977, p. 72.
(12) Most plans are able to offer significantly lower transactions costs than if the

dividends were used to buy sto& on the open market. This results from a commission
structure which offers large discounts for volume trades.

(i) AT&T reports that 22.'o of its shareholders reinvested a total of $432 million in
1976. American Telephone and Telegraph Company. Annual Report, p. 6, 1976.

(14) A minor exception is the dividend exclusion. Each stockholder may exclude from
taxable income $100 annually. This exclusion applies whether the dividends are reinvested
or not.

(13) Indeed, many firms follow a no or low dividend policy in large part to avoid this

double taxation of dividends. Some of these firms pay dividends in the form of additional
shares (stock dividends) in an attempt to substitute for the lack of a cash dividend. There
is relatively little difference between stocks dividends coupled with a low payout, versus
a higher payout and substantial dividend retention. The firm would end up with about the
same amount of additional equity. Shareholders in the aggregate would own a firm worth
about the same amount in either case. The principal difference is that the cash dividend
is fully taxed while there is no current tax on the stock dividend.

(t1) When a capital asset is held long enough (nine months in 1977 and twelve months
in 1978 .nd thet,:ifi:r), only half of the gain on its sale is taxed.
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reinvested. There are, however, two good reasons for encouraging the
firm to pay dividends and then seek their reinvestment. First, a firm's
stockholders are a heterogcnous group with diverse needs. By paying out
a generous dividend, the firm can satisfy the needs of those stockholders
seeking a steady source of income. Those who do not need the income
can simply return it to the firm in exchange for additional shares. Second,
the stockholders' right to participate or not participate in the dividend
plan could become an important check on management. Firms with bright
prospects and good records are likely to attract significantly greater par-
ticipation than those with less attractive prospects. This should cause
managers to place a higher value on reinvested dividends and lead to a
better allocation of capital than is presently the case.

A Tax Incentive lor Dividend Reinvestment

Encouraging the growth and development of dividend reinvestment
plans should be rather easy to do by eliminating the double taxation of
those reinvested dividends-which supply the firm with additional capital.
Thus, those plans which provide for reinvestment of dividends in newly
issued stock would qualify for a special dividend exclusion. Thus those
who took advantage of such plans would incur no immediate tax liability
as a result of their participation. Now a few loopholes would have to be
plugged so the ]aw's purpose would not be thwarted. First, in order for a
plan to qualify the firm must not be allowed to make any offsetting
purchase of shares in the open market. The money it raised through
reinvestment would have to he used by the firm. Second, the stockholders
would not be allowed to make any offsetting sales. That is, the tax
benefit of reinvestment would be lost if the shareholder turned around
and sold shares equivalent to the amount of shares it received through
reinvestment("7 ). Finally, reinvested dividends could be made a tax prefe-
rence item so that the benefit to the very wealthy would be limited (").

(IT) This could he atomli.khed in a rather straightforward fashion. Any sole of shares
b' participator in a dividend reinvestment plan would be treated on a Last In First Out
basis. Thus the gin on any recently purchased %hares would generally be short term.

(1) A minimum tax of 15: is now applied to certain types of tax sheltered income to
the extent the total exceeds $10,000. Included in this group of tax preference items subject
to the minimum tax are- the otherwise untaxed half of long term capital gains; depreciation,
amortization and depletion which exceed thc straight line vAlue; bad debt loss reserves which
'x:cecd experience. etc. Making dividend reinvestments subject to the minimum tax would

cause many wealthy individuals to pay a tax of 15% on the amount reinvested.
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The Proposals' Impact

Now let us consider the proposal's impact on capital formation, tax
receipts, capital allocation and income distribution. Currently about $ 38
billion is paid out in dividends annually. How much of this would be
reinvested can only be guessed at. AT& T has been able to obtain a 22%
participation rate by offering a 5% discount. Since the tax advantage would
probably be worth more than 596 to most individual stockholders,
somewhat better participation might be anticipated. Perhaps 30% of
dividends would eventually be reinvested if the proposed tax incentive
were passed. This is no more than a < guesstimate w, as the actual parti.
cipation would depend first on how many corporations offered qualifying
plans and then what the preferences of their stockholders turned out to be.
It should be clear that stockholders now able to avoid taxes on their
dividend income would have little incentive to participate( '). There are
also many investors who depend on their dividend income as a source of
spendable funds. Still others may prefer to receive the dividends in cash
so that they could reinvest the funds elsewhere. Finally, many firms would
not need to raise additional capital and therefore would not offer qualifying
plans.

A 30% participation rate would amount to new equity sales of $ 11.4
billion at current rates. The net increase is more difficult to estimate. The
amount of new equity raised through dividend plans might offset sonic
other types of equity sales. Estimating this offset is quite tricky. In the
1973-76 period annual equity sales of both common and preferred stock
amounted to $ 11.0, $6.2, $.10.9 and S 13 billion. By selling additional
equity through reinvestment plans, some firms would have less need to
sell stock through rights offering and underwritings. Moreover some firms
might raise their dividend rates so that they could offer the plan and yet
avoid raising more capital than they needed.

Still many stock offerings would continue to be made as dividend
reinvestment could not provide sufficient new equity for many types of

(Vs) Through various devices a substantial amount of dividend payments goes untaxed.
Each individual can exclude up to $100 annuaUy from taxable income. Corporations pay
taxes on only 15% of dividends from firms that they own less than 85% of and no tax at all
on the dividends of firms which they own more than 85', of. Dividends paid to pension
funds and non profit institutions are not taxed. Capital distribution dividends are not taxed
(though they have the effect of reducing the basis on the stock). Individuals whose deductions
exceed their income would pay no taxes on any dividend income they might receive. These
various devices probably exclude about half of dividend payments from any tax liability.
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firms (those which paid no dividends needed more equity than could be
raised from dividend reinvestment or were just beginning operations).
Other firms might find that they were able to raise sufficient funds from
their common shareholders but still needed to go outside to raise preferred
equity (').

Moreover, there would be offsets to the offset. Some-firms including
AT& T use their dividend reinvestment plans as a mechanism for making
additional sales to their stockholders. AT&T stockholders may invest
up to $ 3,000 per quarter over qnd above their dividend reinvestment. If
the tax incentive were enacted, more firms might offer optional additional
investment plans like AT&-T's. Also the tax incentive would tend to make
stock ownership more attractive relative to other types of investments.
This would make it easier for firms to market their equity issues and
therefore might encourage more offerings. Taking all this into account, a
ballpark estimate is a decline in traditional stock sales of $ 2 lo $ 4 billion
and thus a net increase in equity sales in the neighborhood of $ 7 to $ 9
billion. Additional debt to go along with this equity might r,.ise the total
(if the added capital formation to $ 10 to $ 14 billion. This is compared
with a total capital formation of $51.8 billion in 1976. Even if the actual
figure were less than half the estimated range, it would amount to more
than a 10% increase in the total amount raised. Such an increase could
make a significant difference in our ability to meet our future needs.

It is also likely that dividend reinvestment would hold up somewhat
better in a downturn than would other types of equity sales. Thus, the
45% decline in equity sales from 1973 to 1974 would probably have been
significantly less severe had dividend reinvestment been more widespread.
Since the need for equity capital continues in a downturn, this support
would be quite worthwhile. In the 1974.75 recession most firms were
forced to borrow large stuns of money short term since this was the only
source of external funding available. The very high market rates of the
time (prime rate of up to 12%) no doubt discouraged much business
activity that would have otherwise tken place. Such a discouragement
had the effect of deepening and prolonging the recession. With capital
easier to raise in recessionary periods, downturns might well be shorter
and less severe.

J1 I.ven if firms offered a dividend reinvestment plan to their preferred stockholders,
relativey few would be likely to accept. Most preferred stockholders have purchased the
geer.,lly higher yieding stock for its dividend. Many owners of preferrcds are corporations
who itc therefore able to avoid paying taxcs on 85% of the amount received.
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Now let us consider what the impact on tax revenues would likely
be. A 30% participation rate amounts to $11.4 billion in reinvested di.
vidends. Some of thi. amount would have escaped taxation anyway but
the vast bulk would be removed from taxable income. Assuming a 30%
marginal tax rate implies that the immediate tax loss would Ie in the order
of $3.4 billion. Vatrious factors would reduce the net loss. First, a small
portion would be subject to the tax on tax preference items. Second. st,,k.
holders would eventually have to pay capital gains taxes on the value
represented by the reinvestment. This should reduce the tax loss by
about half the $3.4 billion. Finally, the additional economic activity
stimulated by the equity sales would be expected to create taxable income.
Thus, the net tax loss to the Treasury would be no more than $1.7 billion
and could well be much less.

Potential Drawbacks

Two arguments that one might raise against this proposal are that it
would tend to favor large established firms and it would open a tax
loophole for the wealthy. Let us consider both points.

It is trte that a tax incentive for dividend reinvestment would give
disproportionate benefits to those businesses that are established and
stable enough to pay dividends. By no means would this limit the advan-
tage to large firms, as there are many smaller businesses that also pay
dividends and seek capital. Companies which are not profitable enough to
pay dividends would not be helped, but such firms would have difficulty
raising capital in an), case. The principal group that might be harmed by
this proposal would be the new firms trying to raise venture capital. To
the extent that the tax incentive made it more attractive to invest in dividend
p:iving stocks, funds would be drawn away from other investment outlets.
Among the investment outlets likely to be affected are the newly formed
firms trying to tap the venture capital market. Since the boom-bust period
of the late 1960's, however, there has been relatively little interest in the
new issues market (2). Thus, an) further discouragement would be likely
to have very little actual impact-at least in the short run. If, however,
the new issues market is ever to come back, a tax incentive which discri-
minates against it would not be helpful.

(21) P. R1F.vt., e Fledgly Firms Find Risk Capital Still Flies Fir Out of Their Rec*.,i

Wall Sireet Joripmal, November 9, 1976, p. 1.
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The venture capital market plays an important role in our economy.
Most large estabi,,hed firms start out as small untested companies looking
for venture capital. The opportunity to raise such capital should not be cut
iff or lessened Thus, some sott of offsetting incentive (such as a tax credit
for purchasing new Issues) would be needed to stimulate this market.

There is also some truth to the second objection. Those who could
profit most from the tax incentive would tend to be the individuals in
the highest tax brackets. And yet the benefit to those in the highest tax
bracket would not be all that great. First, they would have to pay a tax
tin the tax preference di.id.nd reinvestments. Then the) would have to
pay a tax on h.lf the ..iptal g!ain that the reinvested dividend represented
Finally the other half of the capital gain would be subject co the tax prefe-
rence tax. All in .dl th ,oe subject to the tax preference items would not
cav taxati ,n bv muLh more than under the'current system. Those in

the upp-er middle unome bra.kets with l:s than $10,000 in tax preference
inc ome would rceivc it ruore fvirabhlv. But even they would still find the
t;i\ i14lvaint.ge %ut,.,tmnit.llv 1,.s than th.it offered by tax free municipal
I ,,nd,. l:urlivrm,,rc the total cstim.itcd tix benefit is less than $2 billion
Atd 1111h Of this would PO to people in middle income brackets. It should
aIb borne in mind that this tax incentive would actually be designed
to alter the present incquit\ which produces a double taxation of dividends.
Thus, it is quite possible to argue that this proposal would actually make
the tax systm more equitable Even if it is viewed as inequitable, the
impact would be quite modest.

Conclusion

Improving c,ut.il a!lrcatin isl but one part of the overall capital prob-
lcm. Increasing capital formation so that our economy's full potential can
be rcalie'd, i, at le ,t a, important Virious ways are available but the
proposed tax incentive for reinveted d:vidcnds has much to recommend
it l)fcrring tC currentt tax ljhlitv for qualifying dividend reinvestment
pl.,ms w, uld t'nmurage a ,ignfi,.it ofr.,. t capital formation. Unlike
iMNIt Of th, (i r proposals, there ' would only be a modest tax loss.
Moreover L!Horain g firms to raise more capital from their stockholders
might .2Cl imrovk: the capita! allocation process It is a proposal well
worth carefu .onbiJ,:ration.
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920 BEN BRANCH

SCARSITA' DI CAPITALE, REINVESTIMENTO DEI DIVIDENDI E
IMPOSTE

In due articoli upparsi su quest rivista Sufrin e Moore e poi Sufrin •
Anderson hanno dicusso il problema dell'allocazione del capitale. Entrainbi
gli articoli cran) intcressati ,,l ruolo degli utili non distribuiti nel proe'sso di
allocazione del capitale, c sostenevano che molte grafidi impress hanno access
a somme notevoli di capital interno. Cosi una quota considerevoic del capitale
non viene investita attrav,:rso il mercato. Seguendo Logue e Merville, Sufrin e
Anderson proponevano tn sistema in cui i profitti fossero completamente distri-
buiti agli azionisti e tutte le nuove emissioni fatte attraverso il mercato dei
capital. Opinione dei due gruppi di autori i che una procedura siffatta aumen-
terebbe in misura significativa l'accesso delle imprese minori al mercato dei
capitali, giacch6 in gtnerale sono le grandi imprese a firianziarsi internamente
per poi investire dove spesso il rendimento e assai basso.

Qualsiasi proposta intesa a proibire o a limitare drasticamente la possibilitA
di non distribire e reinvestire gli utili incontrerebbe certamente )a fiera oppo.
sizione di plexnnti gruppi d'interessi. Queste propose cunsiderano inoltrc sol.
tanto I'aspctto micro dell'allocazione del capitale e lasciano quello macro pres-
scch6 fuori discussion. Difatti uno scoraggiamento forzato degli utili non
distribuiti potrebbe sf portare 3 una migliore allocazione del capitale, ma quasi
certamente non contribuirebbe ad incrementarne ]a formazione.

La scarsita di capitale. I crescenti oneri imposti all'economia hanno reso
pi6 esigenti ir materia di risultati. In passato il capital era richiesto per usi
trldizionali come quello di provvedcre a una forza lavoro in espansione e a un
crescente teno-e di viia. Ora le pretese sembrano addirittura fantastiche. La
gene vorrchbe ad esempio: 1) un ambiente pi6 pulito senza ridurre il tasso di
sviluppo econornico; 2) crescenti ammontari di energia da" fonti in via di esau-
rimtnto; 3) tecnologie encrgetiche pi6 efficienti c meno inquinanti; 4) migliori
trasporti pubblici sena sacrificio del traIporto private, 5) rivitalizza?ione delic
arec urbane scnza accrescere gli oneii dei sobborghi; 6) prodotti e processi pi6
,icuri per la produzione e per il conbumo e ttittavia non pi6 carl; 7) maggiori
e migliori impieghi per Ie donne e le minoranze scnza influire suli'occupazione
dci mrschi bianchi; 8) riduzione delle esportazioni militari senza nessuna
ridtizione nelle importazioni ch'esse finanziano.

Mentre 1a moderna econoinia . in grado di affrontare tutti questi compiti,
i suoi sfori possono essere grandernente pregiudicati dalla mancanza di capital.
Problemi come linquinamento, l'energia e la crescita richiedono centinaia di
miliardi di dollari. Questi fondi devono venire da qualche parte. Essenzialmente
e,,si son,, gcncrati dJla przionc di prodoutto non conumato.

1I prorcsso allfcaiwz'o Mentre le dccisioni spesa-risparmio delle famiglie
stabilisce quanto disponibile, 'allocazione dei fondi si realizza in altri modi.
Una parte importante dcll',ll'caionc avviene entro le imprese, che decidono
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SCARSITA DI CAPITAL, REINVESTIMENTO D[ DIVII)I'NDI 1: IMPOSTE 921

ConC Spendere lc .rinme rese disponibili daille qtUotc d'imniortincnto e dagli
iiili non ,li,.fril,,iti. Sutfirti e Andcrson vorrcbbero chc qUesta porzione di utili
119111 di0riwiti nh , at ,lgli ,xiornisti. T'ali fondi sairchwro allora disponibili per
Pir'in.t.linwflto :ltrwnCrMo l'altro principale metodo di allocazione: il mercato
dei capitali.

in certo .enso .. ,ogliato pirlare di scarsiti di capitale quttndo per defini-
vionc vi s:,ra sempre capitale sufficicnte a quel prezzo che uguaglia ]a domanda
alI'offcrta. V'. pcr.ltro la proypcttiva rcale che I'awnmontire disxnibile not sia
stifficiente ai bls.ogni delli socit'iti. Grosi disavanzi governativi con modesti
tussi di risparmio potrcbbero fcilmente condurre a situazioni spiacevoli come
cmb,,iiileii iw ,ifficicnte aill.i domindI (amiliare, impossibility di installare
;IIIl't'//.ittte t'S.iW/iili .mtiinquin.mIC1to, C ctlOs vii. uto questo se l'industrin
11011 rit'sce a rtccogli'rc il c.,pitle ncccssatrio.

Iforaggiart' ia forwauiom' dl capital, Ncgli S. U. la malgior parte del
cipiltale d'imprt.sa C' riwcolto ai 'i litcetin mcdilnte gli utili non distrihtoiti; mentre
ha maggior paric dcl c.ipitle ottenulo fuori Lill'impresa & sotto forma di debito.
1'. ttrtavia la vendita di titoli a terzi a chiave del processo di fhrmazione del
capital. Ci si pI,, indchitare soltanto nella misura in cui vi suffic~ente capitale
aziendale a garim;,i;. (;Ii ,tili non distribuiti servono ccrtamente nllo'scopo, ma in
mistura insufficicnte. 11 finatn/iamento attraverso nove emisioni rest, al limite, iH
momento principal della formaxione del capitale. Sc le imprese trovano agevole
l'acces-o a nuovo capitale di rischio, saranno anche in grado di prendere a prestito
con maggiore f.iwilit. Potranno quindi integrare il capitale di rischio col prestito
mantcnendo tuttavi in rapporto adeguato ira mezzi propri e mezzi di terzi.

I' rvhtiv.inentc facile immaginare modi per incremcntare la formazione
,d.I c.-pitale. J'ii diffielke & trovare ir centivi efficaci. Metodi consucti Ier I&
ratvlt di ntlovo capital sono: h vvndita li azioni ordinarie e prcferenziali;
a convrsione di obbligazioni convertibili; l'esercizio dell'opzione; la parteci-
pazione ai piani di reinvestimento dei dividendi.

11 success di queSti metodi potrebbe essere assicurato da incentivi fiscal,
Ptr escmpi) abolcndo la ,hoppia tassazionc dci dividetidi. Attualmente negli
Si.tmi niti i profirti sono tasiti a livello d'imprcsa e nuovamcnte quando ven.
114111(1 cr,,',.ti %ot(o( fornia di uividlendo. 11 reddito della proprietO e delle parteci-
paIziifj c inece ia ,io uira volta soltant. ,'eliminazione di quest sperequa.
7ioni renderebbe le azioni pit' appetite all'investitorc e mettercbbe maggiori
fondi a disv.i/ione delie impress. Nello stcsso modo agirebbero i crediti
dimposta sul'invcstimcnto, la riduzione dellc imposte societarie, gli ammortS.
ntivi t.ovntiti Nii wlri reali c 'o.i vii.

1,'itorc considera in dettaglio IA soluzinne th lii preferita, he il reinve-
shim1r1tt th, dividn lo con piani approprihti da prte delle imprese.

I a mij- i,,raita alhizione del capitale ' soltanto imw parte dcl problema
joiu'rade, Alnicvn ahrtt tio imix rlnte C' Iincrenecto della formazione del
'apitale, in modo he I'economia possa assolvere ai stioi compiti, Tra i mold

modi di promuovre qucsto incremcnto, l'incentivo fiscole ,embra do pr'efrirsi.
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AF LONG ISLAND LIGHTING COMPANY
EXECUTIVE OFFICES 250 OLD COUNTRY ROAD * MINEOLA, NEW YORK 11501

THOMAS H. OBRIEN

November 20, 1979

Mr. Michael Stern,
Staff Director
Senate Finance Committee
Room 2227
Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Stern:

1 am Thomas H. O'Brien, Senior Vice President - Finance
of the Long Island Lighting Company and the Treasurer of the Com-
mittee for Capital Formation Through Dividend Reinvestment.

I strongly urge adoption of S.1543 as a direct and cost-
effective step towards reduction of double taxation on dividend
reinvestment and towards providing additional capital to finance
essential energy facilities.

In 1972, the Long Island Lighting Company instituted
the first New Capital Dividend Reinvestment Plan. By 1978, there
were seventy utilities with such plans. Adoption of S.1543 would
not only encourage adoption of even more New Capital Dividend
Reinvestment Plans, but would widen the participation in existing
programs. While these are essentially small investor programs,
approximately 22% of LILCO's shareowners have elected to partici-
pate in this Plan. The shareowners have generally been those with
share holdings of less than $4,000 at current-market value pro-
viding annual dividends of under $600. Since the proposed dividend
exclusions under S.1543 are $1,500 for a single taxpayer and $3,000
if a joint return is filed, these are the small investors who would
benefit most.

The small investor who is being most severely impacted
by inflation would have an incentive for capital investment in
common stocks rather than the purchase of gold, works of art, or
gems as a hedge against inflation. Such non-productive investments
are subject only to single taxation, while under the current sys-
tem productive investment in common stocks is taxed twice.
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Consultants for the Committee have estimated that adop-
tion of S.1543 would lead to the creation of 50,000 new jobs per
year through increased business fixed investments of about one
billion dollars a year. This is particularly desirable when many
economists are predicting a long recession.

The adoption of S.1543 would lead to new investments
since its provisions are applicable only to dividends reinvested
in the original issue stock of a company. This is especially im-
portant to investor-owned utilities. As the most capital intensive
industry in the nation, utilities are in an adverse position when
the price of money skyrockets. The high cost of money leads to
higher utility rates without adding jobs or environmental benefit.
In addition to requiring equity capital to build new facilities
to meet increased energy demands, utilities are going to require
capital to convert and replace oil-fired generating facilities.

The only significant objection raised to this bill has
been that revenue would be lost to the Federal government. The
opponents have failed to include in their projections the new
revenue that would be received. Studies show that by the third
year after adoption of the proposal, there would be a net revenue
gain of six hundred million dollars. This would be in addition to
the benefits derived from the creation of new jobs, the capital
available for investment to increase productivity, and the anti-
inflationary effect of increased reinvestment.

Very ruly yours,

Thomas H. OsBrienX__

Senior Vice President - Finance

THO:tg
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William E. Scon Public Service Electric and Gas Company 8 Park Place Newark, NJ 07101 201/430-5620
Execoi Vic Prestdert

November 20, 1979

Mr. Michael stern, Staff Director
Senate Finance Committee
Room 2727
Dirksen Senate Office Building
Washington, D. C. 20510

Sir:

Public Service Electric and Gas Company (PSE&G) fully supports
Senate Bill 1543 that would defer current tax on dividends
reinvested in new issue stock. We believe that the change in
tax treatment proposed under the Bill would (1) help to improve
the efficiency of raising capital by our Company, (2) provide
our current shareholders with a more attractive incentive to
invest current income, and (3) encourage additional individual
investors in common stock. Stimulating capital formation and
encouraging investment by individuals should be important
fiscal goals in these turbulent economic times.

PSE&G has operated a new issue dividend reinvestment plan (DRP)
since 1974. In that time the Company has been able to raise
over $80 million (3.7 million shares) in new equity through
the plan. This has saved us at least one full-scale sale of
common stock to the public. Although the capital we currently
raise through the plan amounts to only one third of our common
stock requirements and just under 10% of our total new capital
needs, we believe that the proposed legislation would go a
long-way in making the DRP a more important mechanism for
obtaining necessary new capital.

PSE&G has found its DRP to be a cost effective means of
raising capital compared to aopublic offering of stock. Such
savings realized in the cost of raising capital is beneficial
to our customers as well as our shareholders.
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That our current shareholders see merit in the DRP as presently
established is evidenced by the participation in the plan. We
now have enrolled in the plan 41,000 shareholders out of a
total of 220,000 shareholders. If the individual taxes on
reinvested dividends paid to shareholders were deferred, we
believe that the number of participants in the plan and the
extent of reinvestment would increase significantly.

The long-term benefits of capital formation encouraged by
this Bill would far outweigh any near-term loss of tax
revenues. As a member of the Committee for Capital Formation
through Dividend Reinvestment, PSE&G endorses the Bill and
fully supports the testimony of Herbert B. Cohn on behalf of
the Committee.

Very truly yours,

. /, /

/1
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or
ROCHESTER GAS AND ELECTRIC CORPORATION * 89 EAST AVENUE, ROCHESTER, N.Y. 14649

PAUL W BRIGGS |N

coot..... .......". 46.2700

November 21, 1979

Mr. Michael Stern, Staff Director
Senate Committee on Finance
Room 2227 Dirksen Senate Office Building
Washington, DC 20510

Dear Mr. Stern:

This statement is submitted in support of S.1543 by
Rochester Gas and Electric Corporation (RG&E), an investor-
owned public utility supplying electricity, gas and steam to
nearly 500,000 customers in western New York State. The
corporation has outstanding approximately 15,368,000 shares and
has over 48,000 shareholders.

S.1543 would defer current Federal income tax on up to
$1,500 ($3,000 on a joint return) of dividends reinvested in
original issue stock of a company. Such stock, if held at
least a year, would be taxed at capital gains rates upon
disposition.

We support this legislation because it will encourage
much needed capital formation by adjusting, to some extent, a
tax system which, particularly in an inflationary economy,
discourages capital investment.

RG&E, like most similar utilities, has been seriously
affected by the increased costs of capital. Gas and electric
companies represent the most capital-intensive industry in the
economy. While the average manufacturing concern has a capital
investment of approximately three quarters of its annual gross
income, RG&E has a capital investment equal to three times its
annaul gross income. Such investment will continue to be
necessary if we are to provide adequate and efficient energy
service.

In 1978, our capital expenditures for new facilities
amounted to over $112,000,000. We have developed an enourmous
construction program for the next five years in order to enable
us to continue to provide needed capacity for our customers.
However, internal generation of funds to finance capital
expenditures has fallen to between thirty and forty percent.
As a result it has been necessary for us to go to the capital
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ROCHESTER GAS ANO ELFCTRC CORP SHECT NO.

DATE November 21, 1979
TO Mr. Michael Stern, Staff Director

Senate Committee on Finance

markets more and more often. Over the past five years, RG&E
has borrowed $180,000,000 and is currently negotiating to
borrow another $50,000,000. Future projections indicate addi-
tional external financing over the next five years to be
approximately $300,000,000. At the same time, the cost of
raising funds in the market place has been rising rapidly. In
March 1979, for example, RG&E replaced a maturing,$16,700,000
three percent bond with short-tern notes at more than eleven
percent.

Ultimately, the burden of these rising costs falls on
our customers. Because our services are so essential to the
lives of our customers, these increasing costs are particularly
troublesome.

RG&E currently has a dividend reinvestment program in
which more than 9,000 of our shareholders (19%) are participa-
ting. By enabling investors to defer the income tax on divi-
dends and to convert that tax to capital gain, we feel that
many more shareholders will be eDcouraged to participate, thus
providing us with more capital at a reasonable cost. In addi-
tion, future public equity offerings by RG&E would be more
attractive to investors and, therefore, less expensive.

This legislation will also encourage capital formation
by corporations in that it will be a step toward the elimina-
tion of the double tax on corporate income.

Since this proposal is aimed primarily at encouraging
capital formation, reinvestments in previously existing shares
of a company's stock will not qualify. Only original issue
shares will qualify under this legislation. Therefore, revenue
losses will be kept to a minimum. According to a study
prepared by Robert R. Nathan Associates, first year revenue
loss would be about $300 million, year two would be a wash, and
year three would be a net gain of about $500 million (due to
increased construction activity, productivity, and employment).

The deferral of current taxes on reinvested dividends
will assist us and other investor-owned utilities in raising
the equity needed for new plant and equipment while reducing
our need to go to the expensive capital markets -- all without
long-term cost to the Government. This reduction in the cost
of capital formation would represent a significant savings
which would be passed along to our customers.

Sincerely,

Paul W. Briggs
President

56-074 0 - 80 - 39
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PUGET
POWER

November 21, 1979

Senate Finance Committee
Room 2227
Dirks~n Senate Office Building
Washington, 0. C. 20510

Attention: Michael Stern, Staff Director

Re: S.1543

Gentlemen:

This is to advise you that we support S.1543.

We are an investor-owned electrical utility serving approximately

508,000 customers in the western part of the State of Washington. As we

plan for the future, virtually all indicators suggest continued strong

growth in (1) the number of people who will live in our service areas,

(2) the amount of business enterprise that will be generated to provide

for them, and (3) the amount of energy that will be required to meet these

growth needs.

In our efforts to meet our responsibilities in providing for the

electrical energy needs of many of these people, one of the major chal-

lenges we face is being able to obtain sufficient capital to develop the

facilities required to do the job.

One excellent source of capital that has fairly recently come upon

the scene is investment in new stock by existing shareholders through

Dividend Reinvestment Plans. A great deal of interest in such plans is

Puget Sound Poyv & Ught Company Puket PoNt 8utdjng BelleoJ Wshington 98009 (206) 454-6363
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being shown by a substantial and growing number of shareholders. In the

case of Pu4et Power, for instance, over 16% of our shareholders are now

enrolled in our Plan. There is one area in these programs, though, which

could be substantailly improved; namely, the tax treatment of reinvested

dividends under such Plans. S.1543 would meet the need by giving parti-

cipants in dividend reinvestment plans, such as Puget Power's, the

opportunity of deferring federal income taxes on dividends reinvested

through the plan.

We feel that adoption of this proposal would serve as a strong

inducement to even more of our existing and future shareholders to take

part in the Plan and, thus, be of special help in accomplishing the chal-

lenging task that lies ahead. We hope that the Committee will take

favorable action on S.1543.

Very-truly yqr

Sereataon
Secretary
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LI EtiNlftRK coporaion

Lifemark Building
3800 Buffalo Speedway
Houston.Texas 77098
713/621 8131

November 15, 1979

Mr. Michael Stern, Staff Director
Senate Committee on Finance
Room 2227, Dirksen Senate Office Bldg.
Washington, D.C. 20510

RE: Statement in Support of S. 1543

Dear Mr. Stern:

This statement in support of.S. 1543 is being sub-

mitted on behalf of LIFEMARK Corporation, an investor-

owned health care management company headquartered in

Houston, Texas. LIFEMARK owns and operates hospitals and

professional dental laboratories, manages hospitals for

others under contract, and provides ancillary services to

hospitals in areas of cardiopulmonary care, pharmacy and

physical therapy management. The company's shares are

traded on the New York Stock Exchange (NYSE: LMK).

Similar to other types of businesses, the investor-

owned hospital management companies are capital intensive

and have a continued need to obtain additional common

stock capital to finance their business. They find it

more and more difficult and expensive to attract the

necessary capital through large public offerings in the

market place.

tifemark Corporation 4s the new name for Medencoinc,
MalingAddress PO Box 3448, HoustonTexas 77001
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S. 1543 has as its primary purpose the encouragement

of capital formation and the provision of a stimulus to con-

struction of essential capital facilities, employment oppor-

tunities, and a stronger economy. It would encourage

increased reinvestment of dividends in original issue (01)

stock by deferring current taxes on dividends which are

reinvested.

It is important to emphasize that this proposal applies

only to qualified dividend reinvestment plans wherein the

pool of reinvested dividends is used to purchase original

issue stock from the corporation at prices related to the

then current market price and generally without brokerage

or acquisition costs to the participating stockholder.

Under existing tax law, Federal income tax is imposed

currently on the value of the stock received by a stockholder

who opts to participate in a dividend reinvestment plan.

It is clear that this discourages participation by stock-

holders who may be pressed to use the cash dividends to

pay the current tax.' It is equally clear that deferral of

the current tax would greatly encourage increased participation.

S. 1543 provides that a stockholder purchasing stock

with reinvested dividends would be required to hold the

stock for at least one year and would then be treated when

sold as a capital gain. Any'sale of the stock so acquired

within one year of acquisition would be taxed as ordinary
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rather than at capital gains rates. Suitable provisions are

incorporated in the proposal to prevent abuse of the tax

deferral privilege.

In 1978, the Committee for Capital Formation through

Dividend Reinvestment, comprised of over twenty-one member

companies of various sizes but similar in that they are

capital intensive, retained the firm of Robert R. Nathan

Associates to conduct a study of the economic impact of

this proposal. The Nathan firm concluded that adoption of

the proposal would:

1. Increase dividend reinvestment by more than 500%

to some $6 billion;

2. Increase national output on the order of $10

billion annually;

3. Stimulate business-fixed investment by close to

$3.5 billion annually;

4. Add the equivalent of 200,000 jobs per year; and

5. Considering the annual cap of $1,500 ($3,000 for

a joint return) included in S. 1543, the proposal

would involve, on a dynamic basis, a first-year

revenue loss of about $300 million, result in a

wash in the second year, and produce a net revenue

gain of about $500 million in the third and each

successive year.
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The Nathan revised estimate of revenue effects, based

uoon the bills introduced in the 96th Congress (S. 1543 and

H.R. 654), as noted in point 5 above, is almost identical

to subsequent estimates by members of the staff of the Joint

Committee on Taxation.

Increased participation by stockholders, as predicted

by the Nathan report, would obviously be of major help in

capital formation. It would help a large number of stock-

holders to participate in a simple, convenient and economical

way to invest relatively small amounts which might otherwise

be dissipated; and to obtain the advantages associated with

a periodic savings plan, the principles of "dollar averaging"

and the compounding effect to assist in building an invest-

ment which can provide larger cash dividends when the stock-

holder has need for such income.

The passage of S. 1543 may be expected to further

important and desirable national policies in at least six

areas:

1. It would provide substantial, direct and immediate

help in the formation of new capital--a highly

desirable national objective--and in the most

capital-intensive companies where it is urgently

needed.

2. It would eliminate, in whole or in part, the double

tax on corporate dividends at the stockholder level.
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Dividends reinvested in the corporation can

lead to additional taxable earnings at the cor-

porate level.

3. It would provide fairness and equity for the par-

ticipating stockholder as compared with the

recipient of a conventional stock dividend. Recip-

ients of stock dividends pay not current tax,

while recipients of cash dividends do. S. 1543

will assure equitable consideration to participants

in qualified dividend reinvestment plans.

4. It would encourage individual savings to provide

supplemental income for retirement. In this

respect, the proposed program is analogous to

Keogh and IRA programs which have been fostered

by favorable tax treatment.

5. It would help materially in financing essentially

needed energy facilities. Out of about 1,000

corporate dividend reinvestment plans today, 132

now involve the issuance of new shares, and these

are primarily capital-intense public utility

companies.

6. It would act as an anti-inflationary measure since

it would encourage reinvestment of cash dividends

which would otherwise add to consumer demands.
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In summary, the proposal embodied in S. 1543 would make

a substantial contribution to a healthier economy, would

further several desirable national objectives, and would do

so with a positive growth effect upon the national treasury.

Passage of S. 1543 will provide multiple benefits for

investors, for business and for the government.

Respectfully,

Robert W. Carithers

Vice President, Public Affairs

RWC/sh
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MINNESOTA POWER & LIGHT COMPANY
30 WEST SUPERIOR STREET, DULUTH, MINNESOTA 55602

PHONE (AREA im) 722-20l1

A. J. SANDBULTE
Senior Vice President
Finance & Administration

November 21, 1979

Mr. Michael Stern
Staff Director
Senate Finance Committee
Room 2227 Dirksen Senate Office Bldg.
Washington, D.C. 20510

Dear Mr. Stern:

I submit the following comments on behalf of Minnesota Power & Light Company
in full support of S. 1543 sponsored by Senators Nelson, Bentsen, Schmitt,
Tower and Hollings. Minnesota Power & Light urges the Senate Finance Sub-
committee on Taxation and Debt Management to report favorably on the proposed
legislation to allow stockholders to defer the current income tax liability
on cash dividends reinvested in original issue common stock pursuant to a
qualified dividend reinvestment plan. If this legislation is passed by
Congress, the benefits of such legislation will accrue to small corporate
shareholders, capital intensive industries and the U. S. economy. Share-
holders will be allowed to defer and in all probability decrease their in-
come tax liability while receiving an incentive to invest for retirement
needs. Certain corporations which are capital intensive, such as Minnesota
Power & Light, would be provided with an alternative source of capital which
in our industry would be used to construct increasingly vital energy tacili-
ties. Finally, this legislation would impact positively on the U. S. economy.
Fostering investment in capital assets will discourage spending on consumer
goods which, of course, is a primary cause of inflation. Furthermore, in the
relative short run it is projected that increased corporate income taxes gen-
erated as a result of this legislation will easily offset any decreases in
the revenue generated by the individual income tax.

Minnesota Power & Light has an ongoing need to acquire large sums of capital
for the construction of energy facilities. For example, our construction
budget for the period 1979-1988 will require the expenditure of $1.2 billion.
By comparison this amount is approximately double our utility plant in service
and under construction as of 1978. In recognition of the increasing difficulty
in raising the large amount of funds needed for construction purposes, MP&L has
utilized all available financing tools. In 1976 the Company initiated an
original issue common stock dividend reinvestment program as a partial alter-
native to the typically used large public offerings of equity and long-term
debt. Since that time over $3.7 million has been raised by the reinvestment
of common stock dividends. Presently, twenty percent of the Company's common
shareholders, representing ten percent of its outstanding common stock of 10.5
million shares, are participating in the reinvestment plan. The plan for
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common stockholders, together with the Dividend Reinvestment of Preferred Stock
Dividends Plan and optional cash payments by all shareholders, has generated
over $8.4 million since 1976. Even though this sum is modest when compared to
the Company's total capital needs in the past three years, it does become signi-
ficant when one considers that without this source of capital the Company could
have raised the needed funds only by further raising its rates or increasing the
size of its equity or debt offerings. Our customers obviously benefited from
keeping electric rates as low as possible and the Company benefits by being able
to forego increased administrative and underwriting expenses and market pressure
resulting from larger equity or debt offerings.

If twenty percent of our common shareholders currently view MP&L's Dividend
Reinvestment Plan as a sound and prudent investment, I am confident that the tax
benefits created by passage of this legislation will result in this figure in-
creasing substantially. Any shareholder not relying on common stock dividends
as a current source of income would surely take advantage of the long-term capi-
tal gains treatment of common stock dividends afforded by S. 1543. Passage of
the DRIP tax deferral legislation will result in larger sums being made available
for capital investment through this source of funds, thus easing the pressure to
acquire capital by the more traditional means.

As mentioned before the infusion of capital which is expected to occur if this
measure is passed will provide funds for the construction of capital assets.
The direct impact of this measure on Minnesota Power & Light and the residents
of central and northeastern Minnesota served by MP&L would be twofold. First,
the additional capital raised by the DRIP tax deferral would be used to construct
modern efficient electric generating and transmission facilities at a time when
our country must use its domestic energy resources as efficiently as possible.
Secondly, our area of the country is labor intensive and consequently, is more
severely impacted by economic downturns such as the one this country is currently
experiencing. Additional funds provided by this measure would help moderate the
severity of any recession in northeastern Minnesota by creating jobs. Investment
in additional utility plant by MP&L would provide a stimulus to the construction
industry which is particularly susceptible to recessions.

I would also like to discuss the tax benefits to both the federal government and
Minnesota Power & Light's shareholders. Although the estimates vary, there is
little doubt that the increased corporate income taxes paid by corporations on
income generated by increased capital expenditures will far outstrip any revenue
shortfall in individual income taxes occurring as a result of this legislation.
DRIP tax deferral will also at least partially eliminate the inequitable double
taxation of corporate dividends by taxing dividends reinvested in a qualified
plan and held for one year at the lower long-term capital gains rate. The
effect would be to provide a tax cut to MP&L's small shareholders while at the
same time increasing federal revenues. Although the amounts deferred by each
shareholder would be small in amount, surely any relief from the ravaging effects
of double digit inflation and ever increasing tax burden would be welcomed by the
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average small investor. MP&L's records indicate that shareholders currently
participating in its Dividend Reinvestment plan own an average of 304 shares.
With MP&L's 1979 dividend on common stock of $1.94, the average shareholder
would be allowed to defer $590 of income this year. This is well within the
proposed "cap" of $1,500 for individual returns and $3,000 for joint returns.

The small investor would also reap other benefits as a result of the passage
of S. 1543. The proposed legislation would encourage the small investor to
use this plan as a vehicle for building a retirement fund similar to an IRA
or KEOGH. At retirement the shareholder could either sell the stock received
through the DRIP and pay the lower capital gains rates or start taking divi-
dends in cash which in most instances will be taxable at lower ordinary income
tax rates. As mentioned earlier, investing money rather than spending it for
consumer goods will have an anti-inflationary impact. Consequently, dollars
that are spent on consumer goods should purchase proportionately more than if
no investment were made. DRIP also makes it easier for the small investor to
compete in a marketplace dominated by institutional investors. Large investors
typically have the bargaining power to negotiate favorable brokerage commissions
where the single investor has no leverage. DRIP allows the small investor to
forego the brokerage commission which might otherwise dissuade a person from
getting into the market.

Passage of this bill will also rightfully equate dividends invested in DRIP's
with stock dividends which are not taxed at the time of distribution. To treat
cash dividends immediately reinvested in stock different than stock dividends,
cannot be justified when the impact on the corporation is the same. It would
also allow shareholders the option of taking either a cash or the equivalent
of a stock dividend depending on their present income tax status.

MP&L's Dividend Reinvestment Plan has allowed the Company to decrease its
effective payout ratio while simultaneously increasing the dividends declared
for each share. Tax deferral of reinvested dividends would facilitate the
continuation of this trend. This is important because it has allowed the Company
to periodically raise the dividend rates to attract and retain investors, while
paying out proportionately less cash in the form of dividends. The result has
been a positive cash flow to the Company. Data for the past three years docu-
ments this claim.

Payout Payout Raito Dividends Paid
Ratio C%) Less DRIP (%) Per Share

1979 (Est.) 63.4 57.0 $1.94

1978 66.5 61.1 $1.84

$1. 761977 76.9 71.8
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As demonstrated by my discussion, I firmly believe that all parties concerned
will be benefited by passage of the bill currently being considered by this
committee. For these reasons Minnesota Power & Light Company strongly supports
adoption of S. 1543 and urges favorable consideration by this committee.

Very truly yours,

A. J. Sandbulte

AJS:mkw
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PHILADELPHIA ELECTRIC COMPANY

2301 MARKET STREET

PHILADELPHIA. PA. 19101

R. F. GILKESON f21518414000

CNAOIA.AN OF Wt 1OA*0

Philadelphia Electric Company, an investor owned public utility having

250,000 shareholders, strongly urges your favorable consideration of S. 1543

which provides for a deferral of current taxes on dividends which are reinvested

under original issue dividend reinvestment plans (with an annual limitation of

$1,500 for an individual taxpayer and $3,000 for a joint return).

Philadelphia Electric Company depends on new private capital for invest-

ment in the increasingly expensive facilities on which our more than 1.2 million

customers will depend for adequate and reliable electric energy and which on a

national scale are needed to reduce our country's dependence on foreign oil. It

has become increasingly difficult and expensive to attract the necessary capital

through large public offerings and our Dividend Reinvestment Plan has proven to

be an effective, less expensive means for obtaining new common stock capital.

At present, about 40,000 (152) of our shareholders participate in our

original issue dividend reinvestment plan. But it is clear that current tax law

discourages participation since reinvested dividends, which participants do not

receive as cash, are taxed currently. S. 1543 would at least partially offset this

negative feature of current tax law and serve as an incentive to all investors,

both large and small, to participate in the Dividend Reinvestment Plan, thus provid-

ing increased common stock capital where it is urgently needed. This, in turn permits

the issuance of additional debt securities thus "leveraging" the benefits of capital

formation.

In sumary, S. 1543 would benefit both the utility industry's customers and

investors, contribute to a healthier economy, and is consistent with our stated

national objectives.
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AT&T
Robert N. Flint American Telephone and
V,ce President and Comptroller Telegraph Company

195 Broadway
New York, N Y 10007
Phone 1212) 393-5183

November 21, 1979

The Honorable Harry F. Byrd, Jr.
Chairman, Subcommittee on Taxation

and Debt Management Generally
Committee on Finance
United States Sqnate
Washington, D.C. 20510

Dear Mr. Chairman:

This statement is made on behalf of the American Telephone and
Telegraph Company and associated Bell System Companies, which are listed in
Appendix A, with respect to S. 1543, relating to tax treatment of qualified
dividend reinvestment plans.

The Bell System has often stated its support of moves to encourage
capital formation and to provide new incentives for equity investment. In our
judgment, S. 1543 would help to accomplish these important objectives and
would be a positive stimulus to a healthy business and economic environment.
Accordingly, we are happy to endorse this bill.

On numerous occasions, distinguished scholars, economists and members
of Congress -- including members of your own Subcommittee -- have acknowledged
the importance of adequate capital formation in our nation's economy.
Investment capital is essential for basic research and technological
development, improving productivity, controlling inflation, reducing
unemployment and enhancing America's international trade posture. Yet current
tax law discourages equity investment and thus slows the rate of capital
formation. Furthermore, it tilts the scales in favor of debt financing. The
disincentives for equity investment are certainly among the reasons why the
rates of individual investment and productivity growth in the United States
today lag appreciably behind the rates of other major industrial countries
throughout the world. Also, since the mid-1960's, debt ratios of the nation's
leading industrial companies have increased sharply - from the 20% range to
the 30% range -- and the credit ratings of a number of utilities have been
downgraded because of sharply higher debt ratios.

By providing tax relief directly to the shareholder, S. 1543
constitutes an important step toward eliminating the present tax law bias
against equity investment.
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We believe our experience with dividend reinvestment may be helpful
to the Subcommittee in its consideration of this bill. The Bell System has
had a dividend reinvestment plan since 1969, when the plan shares were
purchased in the open market; in 1973, AT&T began to issue new shares at
market price to plan participants; and, in 1975, AT&T became one of the first
corporations in the country to offer stock purchased with reinvested dividends
at a discounted price.

Our dividend reinvestment plan has proven to be an effective means of
both raising necessary capital and enabling many of our small shareholders,
who might otherwise not be able to do so, to add to their investments.
Currently, for example, the plan is adding new common equity capital for the
Bell System at an annual rate of just over a billion dollars, up from
$786,000,000 last year. At present, AT&T has 2,974,000 shareowner accounts.
Our shareholders reside in all fifty states and the vast majority are
individuals of modest holdings. Some 752,000 AT&T shareowners participate in
the dividend reinvestment plan, representing 25% of all our shareholders.
Moreover, some three-fourths of all participants in our dividend reinvestment
plan own fewer than 100 shares of AT&T stock and approximately 50% of plan
participants own 35 shares of fewer. As these figures indicate, our dividend
reinvestment plan has proven most attractive to the smaller investor.

Dividend reinvestment plans for new shares provide a convenient means
of investment without market fees. Additionally, the tax deferral offered in
this bill would be a forceful incentive for the smaller investor to reinvest
dividends and, for an individual with modest means who owns no stock, a
persuasive reason for purchasing a few shares. The $1,500 ceiling ($3,000 for
joint returns) on reinvested dividends does limit the benefit to be realized
by the individual shareholder.

S. 1543, then, would enhance dividend reinvestment programs and
encourage shareholders to take advantage of this aiuple, convenient and
economical way to build up their investments. With the added incentive of
deferred tax, shareholder participation in dividend reinvestment plans would
increase -- a development that should help stem the exodus of the individual
investor from the stock market. In the years 1970-75 (the last years for
which statistics are available), the market lost over five and a half million
individual shareholders. Obviously the disenchantment with stock holdings
stems from a variety of reasons, but certainly one of them has been the
unfavorable tax treatment of dividend income. As this is corrected, it should
widen the stream of capital available to business and make new offerings of
equity more attractive.

Dividends which are reinvested in original issue reinvestment plans
become immediately available to a corporation to help meet its capital needs.
Accordingly, they provide a stimulus to construction, productivity and
employment and contribute to a healthy economy. The equity capital that is
produced reduces reliance on debt capital and provides for more stable capital
structures.

56-074 0 - 80 - 40
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There are two changes that we suggest be made in S. 1543. The bill,
as it is now written, stipulates that for a plan to be qualified, stock
purchased with reinvested dividends must be priced at not less than 95% of its
fair market value on the date of distribution. Under some existing
reinvestment plans (including the Bell System's), however, the price of shares
purchased with reinvested dividends is determined by an average daily price
over several consecutive trading days ending on the date of distribution. The
purpose of this multi-day average is to protect both shareholders and the
corporation from abrupt market fluctuations. We believe this to be a sound
procedure and would suggest that the language of S. 1543 be broadened to
permit such a multi-day average pricing procedure. To this end, we have
suggested specific modifications to the text of the bill in Appendix B of this
letter. Another more technical matter is addressed in Appendix C.

In conclusion, the Bell System believes that S. 1543 would aid small
investors, make a positive contribution to capital investment in our country
today and, in so doing, would provide vital aid to the economy as well.

We appreciate this opportunity to comment on the legislation.

Very truly yours,
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APPENDIX A

BELL SYSTEM COMPANIES

American Telephone and Telegraph Company
The Bell Telephone Company of Pennsylvania
The Diamond State Telephone Company
Bell Telephone Laboratories, Incorporated
The Chesapeake and Potomac Telephone Company
The Chesapeake and Potomac Telephone Company of Maryland
The Chesapeake and Potomac Telephone Company of Virginia
The Chesapeake and Potomac Telephone Company of West Virginia
Cincinnati Bell Inc.
Illinois Bell Telephone Company
Indiana Bell Telephone Company, Incorporated
Michigan Bell Telephone Company
The Mountain States Telephone and Telegraph Company
New England Telephone and Telegraph Company
New Jersey Bell Telephone Company
New York Telephone Company
Northwestern Bell Telephone Company
The Ohio Bell Telephone Company
Pacific Northwest Bell Telephone Company
The Pacific Telephone and Telegraph Company

and Bell Telephone Company of Nevada
South Central Bell Telephone Company
Southern Bell Telephone and Telegraph Company
The Southern New England Telephone Company
Southwestern Bell Telephone Company
Western Electric Company, Incorporated
Wisconsin Telephone Company
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APPENDIX B

Section 305(e)(5) of the proposed bill provides that the price of shares

purchased with reinvested dividends may not be less than "95 per centum of

fair market value as of the date of distribution." AT&T's dividend

reinvestment plan, among others, would not be a qualified plan under this

criterion. In order to mitigate the effects of market fluctuations, the AT&T

plan provides for the use of a 5-day average price, rather than the fair

market value solely on the distribution date. We believe that this policy

protects the interests of both the investor and the company. Thus we suggest

the bill be amended to permit companies to utilize an averaging approach. The

following language could be used to accomplish our suggestion.

Add to section 305(e)(5):

"For purposes of this paragraph, in the case of securities

listed on a national exchange, fair market value may be

computed by using the average of the daily high and low

price for the shares on a national exchange for a period of

5 or fewer consecutive trading days, ending on the date of

distribution. In the case of securities not listed on a

national exchange, the fair market value shall be

determined in accordance vith regulations prescribed by the

Secretary."
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APPENDIX C

Under the proposed legislation, a corporation any of whose shareholders elect

to have the benefits of section 305(e)(1) apply with respect to one or more of

its distributions will be unable to compute its earnings and profits

accurately. Normally, a corporation must reduce earnings and profits by the

amount of a dividend distribution. However, when a shareholder elects the

benefits of section 305(e)(1), the shareholder's reinvested dividends are to

be treated as a stock distribution under section 305(a). Pursuant to section

312(d)(l), the distributing corporation may not reduce its earnings and

profits by the amount of the distribution treated a9 a stock dividend under

section 305(a). However, the corporation has no way of knowing whether its

shareholders will have made the election provided by section 305(e)(7) so it

cannot determine the appropriate adjustment to its earnings and profits.

This problem may be solved by adding legislative language providing that the

entire amount of the distribution shall reduce earnings and profits.

(Proposed language is offered below.) Such an approach has the virtue of

administrative simplicity and does not diminish tax revenues.

"Section 312(d)(2) Distributions under qualified dividend

reinvestment plans. - Notwithstanding paragraph (I), a

distribution of stock pursuant to a qualified dividend

reinvestment plan (as defined in section 305(e)(5)) shall be

considered a distribution of the earnings and profits of a

corporation to the extent of the fair market value of such

stock on the date of distribution.

"Renumber present sections (d)(2) and (3), as (d)(3) and

(4), respectively."
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Supplemental Statement of
UNITED STATES INDEPENDENT TELEPHONE ASSOCIATION

on S. 1543
submitted to the

Subcommittee on Taxation and Debt Management
of the

Senate Committee on Finance
November 23, 1979

The United States Independent Telephone Association

(USITA) supports the concept of deferring taxes on reinvested

dividends as embodied in S. 1543, H.R. 654, and H.R. 5665.

Deferral would offer an important incentive to increased in-

vestment in the American economy and would help reduce infla-

tion.

The Need for Increased Investment

There is little dispute that the current flow of

investment funds into United States industry is inadequate --

whether measured by comparison to the savings rate in other

industrialized nations such as Japan or measured by the histor-

Ical percentage of GNP or measured in any other way. The cur-

rent inadequate flow of new investment is of particular concern

to utilities, since they are the most capital-intensive sector

of our economy-/ and continually bring to market a large per-

centage (42 percent) of all corporate security issues and

nearly two-thirds of the equity issues (Chart 2).

1/ Chart 1 shows that the utilities generally require approxi-
mately 3.5 times as many dollars in assets to generate

each dollar of revenue as do manufacturing companies.
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These facts have implications for the health of our

economy as a whole, well beyond the confines of the utility

sector. The utilities constitute a key element of the infra-

structure on which our whole economy is built, for without

continued investment in communications and electric facilities

our economic progress would be seriously disrupted.

The Utilities' Need for Capital

The utility sector of the securities market is

currently encountering difficulty in raising new capital to

satisfy demands for service. Utilities already have a heavy

debt burden and must procure equity capital. A recent analysis

by Salomon Brothers shows that the common stocks of some

ninety-five percent of one hundred seven listed electric and

telephone utilities are trading below book value. This con-

dition makes it extremely difficult for utilities to finance

needed expansion soundly, since each new issue of common stock

below book will threaten existing stockholders with dilution of

their investment; this threat will have a further depressing

effect on the market value of the stock; the further depression

of market value will mean that subsequent stock issues will

further dilute the stockholders' investment; and the utility

will have entered a degenerative spiral leading ultimately

to a complete inability to issue equity at all. It is a

measure both of the problem faced by the utilities and of the
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imperative demands for new capital to provide service that

eighty-one percent of the public common stock offerings by

utilities in the first ten-and-a-half months of 1979 were

at prices below book value (Chart 3).

Discrimination in the Tax Code

The present tax code imposes an added and unneces-

sary disadvantage on equity financing by utilities. Traditionally

investors in utility stocks have sought a high dividend yield.

As a result the utilities have a significantly higher dividend

payout ratio than non-utilities (Chart 4). Because a sub-

stantial proportion of shareholders currently invest in utilities

for income rather than capital gains, the utilities do not have

the same degree of flexibility to lower their dividend pay-

out ratios as do industrial firms. The importance of dividend

payout to utility investors can be illustrated best by the

traumatic experiences of Consolidated Edison when it omitted a

dividend payment in 1974 and of General Public Utilities when

it unsuccessfully attempted to switch from cash to stock

dividends.Z/ Thus, while a non-utility may provide a return

to investors through growth -- on which taxation of gain is

deferred until sale and then taxed at capital gains rates, --

the utility as a practical matter must pay out a substantial

part of earnings -- which are now taxed on a current basis

as ordinary income.

2/ "A Case for Dropping Dividends," Fortune, June 15, 1968.
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The discrimination is seen most clearly in the cases

of stockholders of a high-growth company, who receive only stock

dividends which are not subject to immediate taxation, and

stockholders of a low-growth, high-dividend-payout company,

who receive stock under an automatic dividend reinvestment

plan after taxes. The example in Chart 5 shows that the dis-

crimination can amount to thirty-one percent over a ten-year

period. This discrimination against investors in high-dividend-

paying stocks results in a higher cost of capital to the

utilities -- a cost that is reflected in higher rates to

utility consumers.

S. 1543 offers an equitable and administratively

practical approach to removing this discrimination and to

lessening the fundamental burden of double taxation by

applying Section 305 of the Internal Revenue Code to reinvested

dividends. Under S. 1543 stockholders of all businesses would

be permitted to reinvest up to $1,500 per year of their dividends

in newly issued stock of the dividend-paying corporations with-

out being penalized by having to pay a tax on dividends that

are never actually received.

If investors had the opportunity of reinvesting

dividends under automatic dividend reinvestment plans without

a tax penalty, the adverse effects of existing discrimination
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would be significantly reduced. Investors in the capital-

intensive industries such as the utility industry would be

treated on a more equitable basis with investors in industrial

companies. Furthermore, the ability of the utilities to obtain

much needed equity capital from a'tar broader investor con-

stituency would be enhanced.

The Importance of Dividend Reinvestment Plans

An immediately significant advantage of this proposal

is that it would increase the flow of reinvested dividends into

existing dividend reinvestment plans. Many companies, including

most utilities, have already established these plans. The

funds derived from the plans represent a significant and

rapidly growing source of equity capital. As an illustration

of the success of these programs, participation in the dividend

reinvestment plans of General Telephone & Electronics Corpora-

tion (GTE) has increased from 11 percent of registered stock-

holders in 1972 to over 21 percent currently (Chart 6). The

amount of money invested annually by participants in GTE's

plan has increased over six times, from $5 million in 1972

to an estimated annual rate of $32 million in 1979 (Chart 7).

Equity funds supplied by participants in dividend

reinvestment plans of course lower the effective payout ratio

of the corporations paying the dividends. But, more signifi-
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cantly in this era of below-book value stock prices, such

funds may reduce the necessity for the corporation to bring

a large equity financing to market, which often only further

depresses the market price of the stock. Moreover, such

reinvestment should be encouraged as counter-inflationary,

since it reflects savings rather than consumption.

Dividend Reinvestment Benefits the Small Investor

The dividend reinvestment concept is particularly

well-suited to the needs of the small investor, since dividend

reinvestment plans provide an automatic, convenient, systematic,

and inexpensive means of investing. Furthermore, in an in-

creasing number of plans, participants pay no brokerage

commissions or service charges, and many plans pass on the

savings in issue costs to the participating shareholder in

the form of a five percent discount on the price of the stock.

The popularity among small investors is illustrated in the

case of GTE's plan wherein nearly eighty percent of the

participants own 100 shares or less -1/ (Chart 6). Conversely,

participation among investors with large shareholdings is very

modest. Of registered shareholders with over a thousand

shares, less than five percent participate, and they comprise

less than a half percent of the total plan participants (Ibid.).

/ The success of these plans for the small investor is
illustrated in Chart 8. The chart shows how a 100-share

participant in the GTE plan in 1972 would have accumulated
a total of 174 shares by 1979.
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The proposal in no way gives a new tax benefit

to the high-bracket taxpayer. He can currently minimize his

taxes by investing in low dividend-payout companies or in

tax-exempt securities.

Summary of the Benefits of S. 1543

The adoption of the proposal to defer taxation

on reinvested dividends would significantly increase partici-

pation in dividend reinvestment plans and thereby increase

the rate of savings and investment in our nation. By pro-

moting savings over consumption, the proposal would help

dampen inflation, build a stronger fundamental economic

base, and create conditions more favorable to further invest-

ment.

Allowing stock issued under automatic dividend re-

investment plans to be treated for tax purposes as a stock

dividend under Section 305 would reduce the current discrimi-

nation against high dividend-paying stocks for prospective

investors interested in capital appreciation, while retaining

traditional investment appeal for shareholders seeking cash

dividends. This proposal would also provide increased

and reliable equity investment to help strengthen the capital

structure of all businesses. It would also begin to eliminate

both the tax bias favoring the issuance of debt rather than

equity and the double taxation of dividends. Further, it
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would reduce reliance on outside capital markets, improve

cash flow, and provide funds required to increase capital

expenditures, employment, and productivity.
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Chart 1

ASSETS PER DOLLAR OF REVENUE
Industrial Companies vs. Utility Companies

1978

$2.51

$0.74

50 Largest 50 Largest
Industrials Utilitles

Source: FORTUNE
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Chart 2

CORPORATE SECURITY ISSUES
1975 - 1979 (Est.)

$ Billions

$55

35

Common and
Preferred Stock

$160

$55

Bonds

$215

F']
All
Corporations

Utility and
Communication

All Corporate
Securities

Source: SALOMON BROTHERS
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Chart 3
ELECTRIC AND TELEPHONE COMPANIES

PUBLIC COMMON STOCK OFFERINGS BELOW BOOK VALUE
January 1, 1979 - November 12, 1979

COMPANY

Long Island Lighting
Northwest Energy Co.
Gulf States Utiliues
Kansas Gas & Electric
Boston Edison
Pacific Gas & Electric
Niagara Mohawk Power
Public Service E. & G.
Kansas City Power & Lt.
Missouri Public Svc.
Northern Indiana Public Svc.
Kansas Power & Light
Detroit Edison
Delmarva Power & LL
Kentucky Utilities
Houston Industries
Allegheny Power System
Public Svc. N. Hampshire
Middle South Utilities Co.
Louisville Gas & Electric
San Diego Gas & Electric
Philadelphia Electric
Toledo Edison Co.
Public Svc. New Mexico
American Electric Power
Public Svc. Co. New Hampshire
Idaho Power
Houston Industries
Arizona Public Service
Minnesota Power & Light
Commonwealth Edison
Public Svc. Co. Colorado
South Carolina E. & G. "
Otter Tall Power
Duke Power
Central & South West Corp.
Duquesne Light Co.
Atlantic City Electric
Cleveland Electric Ilium.
Texas Utilities Co.
Iowa Public Service
Portland General Electric
Iowa Power & Light

Issues under book
Issues over book
Total common issues

ISSUES
43
10

53

MARKET/BOOK RATIO

67%
71
72
72
72
73
75
76
76
78
79
79
79
79
80
82
83
84
84
84
85
85
86
87
87
89
89
89
89
90
91
91
91
92
92
92
93
93
95
98
96
98
99

81%

19
100%

Source: SALOMON BROTHERS
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Chart 4

DIVIDEND PAYOUT RATIOS
UTILITIES AND INDUSTRIALS

1970 - 1979 (Est.)

pryo. 69%
70%- Sl 0

S& P40

059
60

55

so - S & P 400
Industrials

45 7
40

1970-1979 (Est.) 36%
35 Average: Utilities = 64%

Industrials = 44%
'4-

Source: STANDARD & POOR'S CORPORATION
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Chart 5

TAX LAWS DISCRIMINATE AGAINST LOW GROWTH,
HIGH DIVIDEND INVESTMENTS

AND FAVOR HIGH GROWTH,
LOW DIVIDEND INVESTMENTS

ASSUMING $100 INVESTMENT

Market Pre-Tax
Type of Price Appre- Total

Company citation Dividend Return
(1) (2) (3)

(1)+(2)

After-Tax
Dividend*

(4)

UTILITY
Low Growth $ 2.00 $10.00 $12.00 $7.00
High Dividend

NON-UTILITY
High Growth $10.00 $ 2.00 $12.00 $1.40
Low Dividend

Net tax disadvantage
to high dividend
paying stocks

After-Tax
Total Return Upon

Return Sale After
1st Year 10 Years**

(5) (6)
(1)+(4)

$ 9.00 $133.10

$11.40 $173.88

$ 2.40 $ 40.78

* Assumes a 30% tax bracket, and therefore a 12% capital gain tax.
* Assumes reinvestment of appreciation and after-tax dividends.
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Chart 6

GTE DIVIDEND REINVESTMENT PLAN
SHAREHOLDER PARTICIPATION

SHAREHOLDERS
Registered

Shareholders

206,897
112,751

76,402
58,020
16,870
8,789

479,729

Participants OwnIng 100 Shares or Lea
Total Participa

PLAN PARTICIPATION
Percent

Participants Participation

55,750
24,372
13,351
6,035
1,593

359
101,460

Is 80,122
ts 101,460

26.9%
21.6
17.5
10.4
9.4
4.1

21.1%

= 79.0%

As of November 1, 1979

Shares Held

1-50
51-100
101-200
201-500

501-1,000
1,001-over

TOTAL
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Chart 7

GTE DIVIDEND REINVESTMENT, PLAN,
GROWTH OF ANNUAL INVESTMENT

(IN MIlIONS) $32

$30

25 $24

20 $19

$16

15
$12

10 $

5 1Ii,
OPTIONAL CASHkNNv INVESTMENT

I I I I I I I I
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Chart 8

GTE DIVIDEND REINVESTMENT PLAN
Results of a 100 Share Original Investment

January 1, 1972 - October 1, 1979

SHARES CUMULATIVE
DIVIDENDS FROM SHARES FROM

YEAR REINVESTED REINVESTMENT REINVESTMENT

1972
1973
1974
1975
1976
1977
1978
1979

TOTAL

$ 156.77
174.73
197.72
221.69
245.76
292.49
349.81
419.09

$2058.06

5.117
5.642
8.497

10.071
9.189
9.309

11.684
14.988

74.497

5.117

10.759
19.256
29.327
38.516
47.825
59.509
74.497



640

TESTIMONY OF CRAIG L. MCNEESE
VICE PRESIDENT

HOUSTON LIGHTING & POWER COMPANY
ON S.1543

BEFORE THE
SUBCOMMITTEE ON TAXATION
COMMITTEE ON FINANCE
UNITED STATES SENATE

My name is Craig McNeese. I am Vice President of

Houston Lighting & Power Company, an investor-owned electric

utility that serves nearly one-fourth of the population of

the State of Texas. Our service area is highly industrialized.

Our customers refine 12% of the nation's petroleum products,

produce 40% of the nation's petrochemicals, and serve the

nation's market for steel and other highly diversified finished

products. They also supply fuels to the Midwest and East,

rubber to Akron and Detroit, plastics to New England, textiles

to Georgia and the Carolinas, and agricultural chemicals to the

Atlantic states. Large quantities of oil and natural gas are

processed in the region and it is a center for worldwide oil

and gas exploration and production activities.

Mr. Chairman, although we have traditionally relied

almost exclusively on natural gas as a boiler fuel, since the

early 1970's we have been following a corporate program of

constructing all new generating capacity to use either coal

or nuclear fuel. Two 660 MW coal units have been completed,

a third will begin operating in 1980, and a fourth in 1983.

The Company has initiated two nuclear projects, but both have

experienced substantial delays.
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The Powerplant and Industrial Fuel Use Act (FUA)

which became effective on May 8, 1979, requires that we ter-

minate our use of natural gas as of January 1, 1990, with

certain limited exceptions. If this prohibition did not

exist, the construction of new coal, lignite and nuclear

capacity to cover normal retirements and system load growth

would require capital expenditures of $19 billion in the

period 1980 through 1995, an average of well over $1 billion

per year. Certain exemptions provided in the Act extend

limited use of gas to 1995. In that year, however, the

Company will be forced to retire prematurely 4389 MW of

servicable gas-fired generation. Construction of additional

generation to replace that displaced by forced retirement

will add $4.9 billion, resulting in a 16 year capital require-

ment of $23.9 billion.

We can accomplish the mandated reduction and

ultimate termination of gas usage only by switching to oil

in those gas units which have been converted to burn it.

This use of oil, although in accord with the provisions of

the FUA, will be prohibited under certain proposals now

being considered by the Administration. An additional

$4.4 billion will be required should that proposal be

adopted.

Mr. Chairman, we need all the help we can get in

raising these tremendous amounts of capital. In this regard,
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we believe that S.1543, which you are presently considering,

would be helpful. It would make changes in the Internal

Revenue Code of 1954 that would help us to retain more of

our earnings by encouraging our shareholders to take stock

instead of cash dividends.

Many of our shareholders rely heavily on dividends

as a source of personal income and in fact need to receive

regular cash dividends in order to meet their monthly bills.

Yet we also have many shareholders who would prefer to

increase their investments by retaining within the corporation

their full share of corporate earnings. The only way that

we can accommodate both under existing law is to give them

an election between cash or stock dividends. Unfortunately,

however, the present law penalizes those shareholders who

choose to take a stock dividend instead of cash. They are

forced to pay a tax on a cash dividend that they never

receive. This discourages shareholders from exercising

their right to plow back into the corporation their full

share of corporate earnings. As a result, our ability to

retain sufficient earnings to meet our rapidly expanding

need for capital is greatly hindered, and we are instead

forced to resort more heavily to debt financing.

S.1543 would go a long way towards correcting this

problem. Basically, the bill would allow a shareholder who

elects a stock dividend instead of a cash dividend to

exclude from income the first $1500 per year ($3000 in the
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case of joint returns) of such stock dividend. This would

mitigate at least partially the double tax burden imposed

upon earnings retained through the optional stock dividend

mechanism. Moreover, the bill would effectively tax as

ordinary income all the proceeds from a sale within one year

of the stock dividend or of a comparable amount of the

shareholder's other common stock. This would prevent the

abuse of the qualified dividend reinvestment plan as a tax

scheme to convert stock dividends into cash without paying

the full tax on them.

We believe that S. 1543 would encourage our

shareholders to reinvest their dividends directly within

their corporation and thus permit us to meet more of our

capital needs through retained earnings instead of inflation-

ary debt financing. Because the election of a stock dividend

would result in no additional taxable income currently, our

shareholders would be more willing and able to elect a stock

dividend instead of cash. They would not be penalized for

their election by being so taxed and, to the extent of the

application of the bill's provisions, would not be discouraged

from retaining their full share of corporate earnings within

the corporation. In sum, we believe that the passage of

this bill would help correct a distortion caused by the

present tax law concerning optional stock dividends and

would result in a net increase in our shareholders'

investments.

56-074 0 - 80 - 41
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Wsconsin Electric POWER COMPANY
231 W. MICHIGAN, P.O. 80X 2046, MILWAUKEE, WI 53201

November 19, 1979

Mr. Michael Stern
Staff Director, Senate Finance Committee
Room 2227, Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Stern:

Re: H.R.654; S.1543

I am writing to express my support for the above-
captioned bills. Wisconsin Electric Power Company has had a
new issue dividend reinvestment plan since November 22,
1974. Participation in the plan has steadily increased to
its current level of participation by approximately 19.5% of
outstanding Common Stock and 4.8% of outstanding Preferred
Stock with an aggregate annual investment of approximately
$11,000,000. We feel this response clearly demonstrates the
increasing popularity of this type of plan.

As stated by Senator Nelson in the July 19, 1979
Congressional Record, utility companies, because of their
capital intensive nature, are continually pressed to finance
new construction through common stock offerings. Wisconsin
Electric recently conducted a survey of its stockholders.
The survey indicated that most of the stockholders are age
55 or older; over 50% have annual incomes of less than
$20,000; and more than half own 100 shares or less of our
stock. (A copy of the survey summary is enclosed.) These
investors are primarily of modest means. They do not
have the resources to invest large sums of money. However,
we believe a deferral of current income taxes on dividends
invested in new issue stock would assist them in investing
small additional sums through dividend reinvestment plans
such as Wisconsin Electric's.

We therefore believe that the subject bills would
do much to encourage increased participation in such plans,
particularly by small investors, and we would welcome the
expansion of this opportunity to provide a convenient, low
cost means of benefiting such investors and at the same time
expanding this source of equity capital for companies such
as ours which require a steady inflow of capital for new
plant and equipment.
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We have long felt that the double tax on corporate
dividends is an unfair discrimination on this type of
investment, particularly with respect to the individual
investor, and we enthusiastically support these bills as a
means of at least partially correcting this discrimination.

Very truly yours,

J. H. Goetsch/ca Secretary
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Our Stockholders...
Who they are...
What they expect from
their investment

Wisconsin Electric Power Company
Stockholder Survey Results.
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June 1979

To our stockholders:
I was very pleased with the response to the survey

of Wisconsin Electric stockholders, conducted late
last year. Almost 22,000 of you took the time to fill
out the questionnaire and return it. And a large
number took a little extra time to write in comments,
questions and suggestions.

That response -- nearly 35 percent -- indicates a
great deal of interest in Wisconsin Electric on the
part of our stockholders. And your interest is
important to the continuing success of the company,
as we strive to provide reliable energy supply to our
customers and a reasonable return on our stockholders'
investment.

The survey is another part of our expanded effort
to improve communications with our stockholders. In
addition to the annual meeting, we have been conduct-
ing regional stockholder information meetings around
Wisconsin for the past several years. These meetings
have proven valuable to Wisconsin Electric management,
because they have given us a better understanding of
your concerns and the questions you have about the
company and about energy matters in general.

This booklet outlines the results of the stock-
holder survey. It should be noted that the percent-
ages listed are percentages of the nearly 22,000 who
responded to the survey. We believe, however, that
those who replied are fairly representative of all
Wisconsin Electric stockholders, and our actions in
response to this survey will be guided accordingly.

Again, my thanks for your cooperation in this
survey. I believe you'll find the results interesting.

Sincerely,

President
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Highlights
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The Wisconsin Electric Stockholder...
Over 77 percent of Wisconsin Electric stock-

holders responding to the survey are over age
55. Nearly a quarter of those responding are
75 or older. Other utilities have had similar
findings in stockholder surveys.

At least 56 percent of those responding did
not become stockholders of Wisconsin Electric
until they were 40 or older, and over one-third
first acquired their stock after age 55.

One reason may be thdt middle aged and
older people, as a rule, have more funds
available for investing. The demands of
furnishing households and raising families
leave younger people with less to invest.

Moreover, the survey suggests that older
investors may be more interested in the
relative stability of electric utility investments
than their younger counterparts. Wisconsin
Electric has a history of steady giow h wth
dependable and regularly increasing dividends
- making it attractive to older investors more
interested in regular income from their
investments

It also is not surprising that 86 percent of
responding stockholders are either married or
widowed. Married persons, for the most part,
would be expected to be more interested in
income and security because of their family
responsibilities.

Single people, on the other hand, may be in
a position where they can assume the greater
risk of speculative investments for the
possibility of higher return.

We asked stockholders whether they are also
customers of Wisconsin Electric. More than a
third indicated they are, This response generally
reflects the geographic distribution of the total
number of Wisconsin Electric stockholders.
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a Profile
As might be expected, considering the age

profile of Wisconsin Electric stockholders, the
retired and those nearing retirement account
for more than 60 percent of respondents to the
survey. Those who do not expect to retire
soon comprise about one-fifth of those
responding.

When asked about their present or pre-
retirement occupation, the largest number of
respondents categorized themselves as being
engaged in "professional" occupations The
second most frequent response was "home-
maker," followed by "managerial" and "other"
in that order. Included in the "other" category
are stockholders who are self employed and
those who hold part time employment.

Occupation does not seem to affect an
individual's investment objectives. The only
difference of note was that homemakers more
frequently cited current income as their reason
for holding Wisconsin Electric stock,

Nor were there significant differences in
investment obiectuves among retired, those

nearing retirement and those with no immediate
retirement plans. Retirees showed a greater
interest in current income than those still
actively employed, but overalll return" (the
combination of current income and long-term
gain) was the most frequently-cited investment
objective, even among the retired.

"As senior citizens, we rely on our
dividends for Income."

'Yours Is a remarkable record which
shows annual Increases In dividends over
the years."

- Stockholder comments
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'Small" Investor Important
Over half of all stockholders who responded

to the survey have annual incomes of less than
$20,000. This suggests that Wisconsin Electric
is owned mostly by those of moderate means.
It also suggests that the "small" investor is a
very important part of the market for Wisconsin
Electric securities.

WhMile there are many common character-
istics among stockholders of different income
levels, there are also a number of differences.
For example. the survey indicates that as income
level increases, the relative importance of
current income as a reason for holding
Wisconsin Electnc stock decreases. The
importance of current income combined with
long term gain ("overall return", on the other
hand. increases with income level.

Also significant is the finding that Wisconsin
Electnc stock is a smaller part of total invest.
ments among persons in the higher income
groups than among those in lower income

groups This is consistent with the finding that
those in higher income groups do not tend to
hold proportionalfy more shares than persons
in the lower groups.

"We should all make every effort to
protest the double taxation of dividends."

"We hope that net profits will justify an
annual Increase In dividends approximat.
Ig the Increase In the consumer Index."

"Retirees could use a tax break on their
Income from dividends."

- Stockholder comments
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More Than Half Own 100 Shares or Less
Among respondents to the survey, over

82 percent own Wisconsin Electric common
stock, almost 8 percent own preferred stock
and more than 9 percent own some of each
type. The proportion of responses in each
category essentially reflects the proportions of
each type of stock outstanding.

There were relatively few differences
between preferred and common stockholders.
Those with preferred stock mentioned current
income as their reason for holding Wisconsin
Electric stock more frequently than holders of
common stock.

Slightly more than half of the respondents
own 100 shares or less, and more than
three-fourths hold 200 shares or less. Only a
little more than 5 percent of stockholders own
more than 500 shares.

The investment objectives of larger stock
holders are essentially the same as those of
stockholders owning a small number of shares
The degree of satisfaction with their investment
in the company does not appear to be affected
by the size of holdings.

Almost 42 percent of responding stock-
holders indicated that they have held their
Wisconsin Electric stock for 10 years or
longer: about one in five had been a stock-
holder for over 20 years.

It is significant to note that more than 31
percent of respondents have been attracted to
Wisconsin Electric stock within the past five
years. The addition of new investors is impor-
tant to electric utilities like Wisconsin Electric
that, during periods when major facilities are
being built, have capital requirements greater
than can be met either from internal sources
or by existing investors.

Most respondents indicated that their
holdings of Wisconsin Electric stock represent
less than 10 percent of their total securities
investments. This appears to hold true
regardless of the number of shares held.
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"Overall Return" Main Objective
Nearly half of all respondents indicated that

their main objective in holding Wisconsin
Electric stock was "overall return"

The second most frequent response was
"current income." "Long-term gain" was a
distant third. Together, these three responses
accounted for over 90 percent of all received.

"Overall return" was the most frequently
cited reason among persons with incomes
above $15,000. among every occupational
group except homemakers, and among persons
between the ages of 25 and 75.

"Current income" was the most important
investment objective for homemakers, persons
with incomes under $10,000 and persons over
75 years of age. Retired persons rated it
equally with "overall return."

The youngest age group, those under 25,
was the only group to rank "long-term gain"
alone as the most important investment
objective.

The very small number of respondents who
indicated they are holding Wisconsin Electric
stock for short-term gain purposes is consistent

with the fact that Wisconsin Electric - indeed,
most utility stocks - are not generally regarded
as speculative investments.

"I consider It a good stock for current
Income and long term appreciation."

"Ve have had a modest gain and an
adequate return. We hope you keep up
the good work and that Wall Street
doesn't decide to pick your bones."

"Annual Increase in dividends is Impor-
tant and we hope you can keep it up.
Although WEPCo. has not been a hedge
against Inflation, the dividend Increase
has helped."

"The price of my stock has depreciated
about 10 percent but that's not the fault
of the company."

- Stockholder comments
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Investment Advisors a Motivating Force
The professional investment advisors -

stockbrokers, security analysts, etc. - constitute
the largest single source of interest in Wisconsin
Electric stock. Brokers and analysts continue to
be a potent motivating force in the investment
decision-making process.

Friends and relatives also were cited by a
large segment of respondents as the source of
interest. While not specifically mentioned, it
may be assumed that many persons whose
parents bought the stock for them as children
are included in this category, along with many.
who wMlled the stock to their heirs.

The "other" category also accounted for a
significant portion of the responses Among
those who specified further, personal analysis
was the most frequently mentioned source of
interest. A number of persons also chose this
category to indicate that they had inherited
their stock.

Wisconsin Electric employes accounted for a
relatively small - but certainly not insignificant
- portion of the investment influences. In fact,

about 96 percent of our employes have an
investment in their cor-,' y.

News media - pert, ., -. mewhat surprisingly
- ranked lowest on the list of influences in
the investment decision

"...my broker said that anyone who owns
any stock shouldn't live another day
without owning some Wisconsin Electric."

"Most of my Wisconsin Electric stock was
part of an Inheritance from my father.
Since then I bought more and plan to
pass it on to my children."

- Stockholder comments
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Stockholders Indicate Satisfaction
with Company Performance

The response to the question concerning
stockholders' level of satisfaction with their
investment in Wisconsin Electric is one of the
most Important to management. Along with
survey comments, we have gained an insight
into how well wie are serving our stockholders
and what we might do to serve them better.

Most of our stockholders indicate they are
generally pleased with the company's efforts
especially in dealing with the complex problems
facing us today.

We believe that this high rating is due in
large part to the fact that the policies and
performance of Wisconsin Electric are consistent
with the investment objectives of our stock-
holders. Overall return, income and long-term
growth appear to be of greatest importance.
The company has a history of continuous
dividend payments and gradual but frequent
increases in the amount of those dividends.
The company is regarded as having one of the
strongest financial positions in the utility
industry.

Our obvious goals are to continue to
maintain the confidence of our stockholders
and improve their levels of satisfaction.
Naturally, obstacles may slow our progress at
times, such as regulatory delays and the
performance of the stock market. But we will
continue to pursue our goals through efficient
operation of the company, conservative
accounting practices, dependable dividends
and the determination to seek rate increases
when they are justified.

"Well pleased with dividend trend.
Consider WEP as one of my best
Investments."

"I regard the company most highly and
recommend potential Investors to acquire
an equity Interest In this excellent and
well-managed utility."

- Stockholder comments
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Making Positions Known
We are living in an age when interests of

all sorts are raising their voices, In the hope
that their points of view will prevail in Washing-
ton, state capitols and city halls across the
county.

Many of these special Interests represent
viewpoints at cross purposes with corporate
stockholders, the owners of American
businesses. In many ways, the stockholders
constitute one of the most under-represented
segments of our society.

There is a need for stockholders to protect
and promote their own interests among
legislators and regulators. By exercising their
strength in numbers, they can and have
successfully defended their right to a reasonable
return on investmentwhen it has been threatened.

Shareholders would be well advised to
become active letter-writers, making their
positions on relevant issues known to their
elected representatives. Shareholders in several
states have even organized independently into
formal associations for this purpose.

We asked Wisconsin Electric stockholders if
they had ever called or written their elected
representatives on Important Issues. Over 46
percent indicated that they had. While we have
no figures to compare that number with the
total population, we suspect that it would be
considerably higher than the national average

When we asked stockholders if they would
sometime In the future contact their representa-
fives on Issues affecting Wisconsin Electric, the
result was gratifying. More than two out of
three said they would.

On occasion the company has written to
stockholders asking that they protect their
interests by contacting their representatives on
specific issues affecting the company and the
industry. A great number have responded,
which often has had a favorable effect on
the outcome.

Wisconsin Electric will contact you again
when we feel your interests are threatened by
pending legislative or regulatory action. We
hope you will continue to respond by letting
your representatives know how you feel on
those issues.
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Information Needs
Being Met

Also of great Importance In the survey was
your evaluation of our efforts to keep stock-
holders informed. The more our Investors
know about Wisconsin Electric, the more likely
they will be to make positive investment
decisions concerning the company.

We were pleased that the overwhelming
majority of stockholders responding to the
survey - over "8 percent - feel that the
company does keep them adequately informed.

Nearly 90 percent of all respondents
indicated that the reports they receive from
Wisconsin Electric are better than average.
Less than 1 percent rated them "marginal,"
"poor" or "unsatisfactory."

Comments and
Commentary

Almost one in four survey respondents took a
little extra time to comment about stockholder
reports or Wisconsin Electric in general.

These 5,200 comments provide valuable
insight into the concerns of stockholders.

Stockholder Matters
The largest single category of comments

concerned stockholder matters. A number
expressed concern about the level of dividends
and frequency of dividend increases. Quite a
few, on the other hand, complimented the
company on its dividend program.

Our company has a long history of increases
in the rate of dividends paid on its common
stock. These increases are, at least in part, the
result of the board's awareness of the needs of
stockholders.

At the same time, however, the board must
review the need to retain a portion of the
company's earnings to help finance construction
and other projects that are essential to insure
that it will be able to generate earnings and
dividends in the future.
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The price appreciation of Wisconsin Electric
stock is a subject of some disappointment
among a number of stockholders. judging from
the comments.

There are many factors affecting the price
of the company's stock over which it has no
control. Changes in interest rates, inflation.
political unrest in various parts of the world
and even the weather can influence not only
the price of our stock but also the direction of
the entire securities market.

In addition, the fact that Wisconsin Electric
is a utility subject to federal and state
regulation has an impact on the price of its
stocks. The price of any stock is, to an extent, a
reflection of investors' expectations of a
company's earnings prospects. Since the major
factors affecting earnings - prices charged to
customers, the number of customers and the
product sold - are all restricted by either
government regulation or the nature of the
business itself, there is less opportunity for
Wisconsin Electric to make the relatively large
gains in eamings needed to achieve rapid
appreciation in the price of its stock,

However, the same factors that tend to
restrict growth in the price of the company's
stocks also tend to restrict the large fluctua-

tions in the price of the stock that often occur
in other industries. Thus, while utilities generally
do not offer the same potential for growth,
they do tend to offer greater stability of price.
Some investors feel that the nature of the
services provided by utilities also reduces their
financial risks.

There were many comments expressing a
desire for the addition of a 5 percent discount
feature to the Automatic Dividend Reinvestment
and Stock Purchase Plan.

As most stockholders know, the company
now offers a discount feature as part of its
Automatic Dividend Reinvestment and Stock
Purchase Plan. This feature was. in fact, in the
process of being added at the time the survey
was mailed last October. However, because all
the necessary approvals had not been received,
it was necessary to delay announcement of the
addition of the discount and several other new
features until February 1979. The company is
pleased to be able to provide stockholders with
a specific service which they have requested.

Communications
The second largest category of comments

conceded the company's communications. A
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number questioned whether or not a savings
could be realized by making the reports "less
fancy." Others suggested making the reports
shorter and writing In simpler language. Others
congratulated the company on the physical
appearance and clarity of the reports.

Some stockholders felt the company should
be more assertive In its public communications,
that accusations by environmental and consumer
oriented groups could be countered more
effectively.

In our stockholder communications program,
we continue to strive for easy readability
through meaningful, concise articles in attrac-
tively designed reports. Cost-consciousness has
always played an important role in our planning
of these items. We also have stepped up our
efforts in news media contact, to emphasize the
company position relating to significant events
as well as to answer critics of our company
and industry.

Seasonal Rates and Bills
More than a third of responding Wisconsin

Electric stockholders are also customers of the
company. Many of them indicated displeasure
with the seasonal rate structures ordered by
the Public Service Commission of Wisconsin
(PSCW) last year. Others felt that rates in
general are too high.

Another group expressed opposition to the
P CW's winter ban on cutoff of utility services
for non-payment of bills. They encouraged the
company to fight this practice more aggressively.

Our seasonal rates were designed by the
PSCW and had a more severe impact on our
customers than we had proposed. We would
have preferred a lesser summer-winter
differential and believe adjustments are needed.
The company's electric rates continue to

compare favorably, however, with rates in other
large metropolitan areas. A recent survey of
the nation's 20 largest metropolitan areas
found only three with a lower average
kilowatt-hour cost in 1978 than Milwaukee's.

Regarding the ban on winter disconnections,
we have repeatedly voiced our opinion that the
ban discriminates against the customers who
regularly pay their bills. We also have proposed
to the -PSCW an alternative to a complete ban
which would avoid threats to life but which
would attempt to reduce the amount of
uncollectible accounts during the ban-

Governmental Matters
There were considerable comments on

government, regulatory, political and economic
matters. These included criticism of government
and bureaucracy, complaints on taxes and
inflation with special emphasis on double
taxation of dividends, comments on the environ-
ment and environmental activities and matters
of a general political nature.

It is interesting to note that most of the
comments in this area suggested the company
become more assertive by responding to
environmental groups, making the costs of
governmental regulation known and generally
speaking out more on political matters.

The growing amount of government legisla-
tion and regulation that affect business concerns
us. Reflecting the company's official position,
we speak out to various groups and to those
making laws and public policy in the hope that
we can provide a meaningful and practical
Input into government affairs. Another
important voice is that of the individual stock-
holder. Lawmakers often tend to be more
interested in and responsive to opinions of
individuals whose interests are likely to be
affected by laws and regulations than to
corporate opinions.

14

56-074 0 - 80 - 42
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Nuclear Energy
A total of 187 comments on nuclear energy

were received Of these, 122 were in favor of
further development of nuclear energy and 65
were opposed. Among the negative comments.
some expressed concern because of conflicting
information, rather than outright opposition.

The Three Mile Island accident has focused
national attention on nuclear energy Govern.
ment and the industry are taking an intensive
look at nuclear power to be certain it is as safe
as possible.

The nation's energy situation is such that it
must continue to develop both coal and
nuclear resources. So it is vital that the subject
be weighed rationally and objectively

At Wisconsin Electric we are in a good
position to keep our fuel options open We
have enough coal-fired plant capacity under
construction or active planning to meet our
obligations until the late 1980s. We will
continue to explore all fuel alternatives and
make our decisions based on the best interests
of stockholders and customers. Nuclear safety
will certainly be a significant factor in our
deliberations over future energy sources

Other Subjects
Other comments from stockholders centered

on the subjects of management compensation,
board of directors, various operating matters
and the survey itself.

All the survey comments have been categor.
ized and distributed to various company officers
for their detailed review.

Many stockholders asked specific questions
and requested replies Those who gave their
names and addresses have already received
replies from the company
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STATEMENT OF WILLIAM D. WEBB, ASSISTANT VICE PRESIDENT
FEDERAL AFFAIRS, KANSAS CITY POWER & LIGHT COMPANY

IN SUPPORT OF S. 1543
BEFORE THE SENATE FINANCE SUBCOMMITTEE

ON TAXATION AND DEBT MANAGEMENT
OCTOBER 31, 1979

My name is William D. Webb. I am Assistant Vice President-Federal

Affairs of Kansas City Power & Light Company. The Company provides electricity

to some 334,000 customers who reside in 94 communities in 23 Western Missouri and

Eastern Kansas counties. I would like to present my views, and the views of

the Company, on S. 1543, sponsored by Senators Nelson and Bentsen.

Let me start by saying that Kansas City Power & Light Company strongly

supports the approach outlined in this bill which would defer current Federal

tax on dividends reinvested in original issue stock of a company having a

qualified dividend reinvestment plan.

As I understand the proposal, a single taxpayer would be allowed to reinvest

a maximum of $1,500 in dividends annually while a married taxpayer filing a

joint return would be allowed to reinvest a maximum of $3,000. The proposal

would encourage capital formation and would provide a stimulus to the

construction of essential capital facilities, thus creating employment oppor-

tunities which would lead to a strong economy.

Kansas City Power & Light Company is a fairly typical electric utility.

It is a medium-size company. Its stockholders reside in all 50 states. Like

other companies, it is going about its business of furnishing electric service

to its customers at reasonable rates consistant with reliable service, and raising

its capital in the most economical ways possible.

About a year ago, the Company adopted an original issue dividend reinvestment

plan in an effort to raise needed equity capital. At present, there are some

3,200 common stockholders and 200 preferred stockholders enrolled in this plan.
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The common stockholders participating are, generally speaking, small stockholders

with stockholdings having a current market value of about $6,700. The amount

currently being reinvested by common and preferred stockholders, in the aggregate,

is $2,500,000 annually.

We are pleased with these results. True, this amount of money is not large,

but it does provide needed funds for part of the Company's construction program.

Adoption of S. 1543 would encourage additional stockholders of the Company to

reinvest in the Company's common stock, thereby providing Kansas City Power &

Light Company with much needed funds at an economical cost, which savings will

ultimately benefit its customers.
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Statement of the American Council for Capital Formation
on the Bill to Defer Taxes on Dividends Reinvested

in Original Issue Stock (S. 1543)
I

The American Council for Capital Formation is grateful for

this opportunity to present to the Finance Subcommittee on

Taxation and Debt Management the views of the American Council

on the bill to defer taxes on dividends reinvested in original

issue stock (S. 1543).

Established in the early 1970's, the American Council for

Capital Formation is dedicated to promoting the productive

saving and investment required to encourage stable economic

growth, limit inflation, and create jobs for our expanding labor

force. The Council's membership includes both large and small

businesses, associations, and individuals who are united in their

support of legislation to eliminate the bias in our tax system

that favors consumption over saving and investment. Among those

legislative measures have been the reduction in the corporate

tax rate, liberalization of the investment tax credit, and last

year's sharp cut in the capital gains tax rate.

The bill to defer taxes on dividends reinvested in original

issue stock (S. 1543), introduced in this Congress by Senator

Gaylord Nelson and Senator Lloyd Bentsen, would encourage

productive saving and investment by allowing individual share-

holders to defer Federal income tax on dividends reinvested in

original issue stock of a company with a qualified dividend

reinvestment plan. Under this bill, single taxpayers would be

allowed a maximum reinvestment of $1,500 annually in dividends
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while married taxpayers filing a joint return would be allowed a

maximum contribution of $3,000. The proposal also provides that

the reinvested dividends would be taxed when the shares purchased

under the plan were sold so that, if the shares were held for

more than one year, the proceeds would be taxed as capital gains.

Under current law, dividends are now taxed as ordinary income in

the year paid, after the dividend exclusion.

The American Council supports this legislation.

Capital Formation Problems in the 1970's

S. 1543 ia an outstanding example of the innovative

legislation needed to continue to move tax policy toward the

goal of encouraging, rather tohan discouraging, capital formation.

This goal has become increasingly clear as Congressional tax

leaders, in this Committee especially, have sought to shape

economic policy in general and tax policy in particular, toward

the supply-side considerations that concern the incentives to

work, save, and invest. The highly constructive Revenue Act of

1978, which derived much of its impetus from this Committee,

marked the major turning point in tax policy as attention was

shifted, both in Congress and in the country, away from the

question of how income should be distributed to how best it

could be produced.

However, the consensus on the need for incentives to en-

courage work effort and to stimulate saving and productive invest-

ment is only beginning to emerge. As recently as the mid-1970's,

many in Congress and outside argued that there was no capital

formation problem, that demand stimulation was all that was
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needed to bring forth a supply response. All too often, tax

changes to promote capital formation were rebuffed as "handouts

to the rich" which would have a large and negative impact on

the Federal budget. The debate over the Tax Reform Act of 1976

gave voice to many arguments concerning the need to close so-

called "loopholes" in the tax laws but, since the passage of

that Act, capital formation needs have become increasingly apparent.

Capital formation is recognized by most economists as the

means through which society enlarges its capacity to produce

goods and services, expands job opportunities, dampens inflation,

and encourages economic growth. It is through the expansion of

this capacity that our standard of living is increased and improved.

But capital formation requires investment in excess of replacement

investment which, in turn, demands that society release some of

its resources to investment. This release of aggregate resources

for investment purposes is the saving of a society; thus, society's

aggregate savings increase the possibility for future consumption.

Following the Keynesian logic in force since the mid-19301s,

however, saving, far from being encouraged, has been discouraged

through tax policy. We have acted to encourage current consumption

in the belief that government stimulus to consumption would be

sufficient to maintain long-run growth. More and more tax

policymakers are now becoming concerned that this runs

counter to the best interests of our economy and, unless reversed,

will cripple our ability to move to a stable, high-investment,

high-growth path.
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The situation today shows this concern is not misplaced.

The rate of personal saving in the U.S., as a percent of dispos-

able income, has averaged between 6 and 64 percent over the past

three decades. On a downward slide over the past three years,

the savings rate fell to a low of 4.7 percent In the final

quarter of 1978 when commercial banks experienced the largest

quarterly outflow of savings deposits since the Federal Reserve

began keeping these statistics in 1965. The personal savings

rate has hovered around 5 percent in the first two quarters of

1979 and preliminary figures indicate an even lower rate for the

third quarter of the year.

Savings rates in the U.S. are lower than those of other

industrialized nations and the rate in the U.S. has been falling

over the past decade while savings rates in other countries have

been on the rise. In Japan, for example, the rate of savings has

increased from 18.5 percent in 1967 to 21.5 percent in 1977.

Savings rates in Canada, Great Britain, France, and Germany have

risen over the same time period, too,

Not surprisingly, the rate of real nonresidential fixed

investment as a percent of real gross domestic product in the U.S.

posted a record worse than that of other major industrialized

countries, according to the 1979 Economic Report of the President.

From 1966 to 1976, the U.S. devoted only a 13.5 percent share of

real GDP to investment while Japan averaged almost twice as much,

with 26.4 percent for the period. Canada averaged 17.2 percent;

France, 16.7 percent; West Germany, 17.4 percent; and Great

Britain, 14.9 percent.
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The special problems of this decade--stubborn rates of

inflation, declining productivity growth, lagging capital invest-

ment and intractable budget deficits--all indicate the need for

new approaches to economic and tax policy. As a result,

consideration of measures to promote the long neglected goals

of increased saving and investment have moved to the forefront.

Legislation to Encourage Saving

It is to these problems that S. 1543 speaks. This legis-

lation would encourage both saving and investment on the part

of the individual stockholder, giving him a greater opportunity

at a lower cost to participate in equity ownership. Firms with

the requisite qualified dividend reinvestment plan would be

able to attract new equity capital to meet their investment

needs more easily and inexpensively. The bill would also help

reduce the double taxation of dividends for those individuals

participating because it would eliminate the tax imposed at the

stockholder level when dividends are reinvested in new issue

stock.

While S. 1543 is a strong, positive step, we believe that

the severity of today's problems require an even more dramatic

approach, one which is suited to the needs of a broad range

of individuals and available for a comprehensive range of

savings mechanisms.

The so-called "rollover" for reinvested interest, dividends,

and capital gains is such a comprehensive approach, and it is
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also an approach well worth exploring. Under the tax-free rollover

account, an individual would be allowed to establish a special

trust account with a bank or similar federally insured institution,

to which he could contribute cash for investment by a trustee

and to which he could contribute any stock or securities of a

domestic corporation. The amount of cash contributed to the

rollover account plus all the income realized in the account would

be invested and reinvested in stocks, bonds, or interest bearing

deposits. At the election of the individual, either the trustee

could be given investment discretion, or the individual could

retain the right to direct the trustee in the investment and

reinvestment of funds in the rollover account.

The individual would not be allowed a tax deduction for

contributions to the account. However, all capital gains,

dividends, and interest realized in the account would be non-

taxable until withdrawn from the rollover account. When with-

drawn, all previously accumulated capital gains, interest, and

dividends would be taxed to the individual in the same manner

as if he had realized that income directly in the year of withdrawal.

The tax-free rollover account shares many of the positive

aspects of S. 1543 for the individual while offering a compre-

hensive plan which would be tax-neutral with respect to a broad

range of savings mechanisms. Adoption of the rollover would

encourage saving and investment because it would increase the

after-tax yield from these activities. Our economy would benefit

from the larger pool of savings created through the tax-free

rollover account as higher levels of saving will make possible
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a higher level of investment. With higher levels of investment,

worker productivity can increase, leading to lower.rates of

inflation, higher real income, greater economic growth,

increased job creation, and increased tax revenues.

Conclusion

A strong case can be made for the need to enact bold and

innovative legislation to encourage individual saving and

investment. The crucial nature of the capital formation problem,

which has become increasingly evident in the 1970's, indicates

the need to shape the tax system so as to encourage saving and

productive investment.

S. 1543 is a step in the right direction, and we urqe the

Committee to act favorably on it. In addition, we urge the

Committee to consider an even broader "rollover" approach which

would help assure that the 1980's will be a decade of strong,

non-inflationary economic growth.

10/31/79
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STATEMENT OF EDISON ELECTRIC INSTITUTE
CONCERNING S. 1543

BEFORE THE SUBCOMMITTEE ON TAXATION
AND DEBT MANAGEMENT,

SENATE FINANCE COMMITTEE

This statement is submitted by the Edison Electric

Institute (EEI). EEI is the principal association of inves-

tor-owned electric power companies in the United States.

Its members comprise 99 percent of the investor-owned segment

of the industry and serve 77 percent of all electricity

users in the country.

EEl and its member companies have consistently

advocated tax legislation which would encourage and facili-

tate capital formation, including the proposals in S. 1543

for capital formation through tax-deferred dividend rein-

vestment.

S.1143 is of considerable importance to the in-

dustry. Our needs for new common equity financing are

expected to be $25-$30 billion during the next five years.

The tax-deferred dividend reinvestment proposal would assist

significantly in encouraging investment in utility common

stock and aiding in the formation of capital for utility

investment. The substantial financing needs of the indus-

try dictate that some encouragement of investment in

utility common stocks is essential at a time many utility

stocks are trading below book value.
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S. 1543 would provide a treatment comparable to

that now provided conventional stock dividends. Many utility

stockholders purchase their stock for the cash yield and it

is therefore not practical for utilities to change their

dividend policy to provide for lower cash dividends to be

supplemented by stock dividends. It should be pointed out

that the public service obligation of utilities distinguishes

our financing requirements from those of other industries.

Our industry must raise capital on a continuing basis because

we must construct required plant to meet customer demand.

Common stock is the foundation of our capital structure and,

to continue construction, equity must often be obtained from

external sources even at times of unfavorable market condi-

tions. The tax-deferred dividend reinvestment proposal

offers an important and needed way to make equity investment

more attractive.

Additionally, tax-deferred dividend reinvestment

would contribute to the alleviation of the burden of double

taxation of corporate earnings, an essential element of long-

term capital formation.

In conclusion, encouragement of capital formation

through tax-deferred dividend reinvestment, as proposed by

S. 1543, will be an important step in improving the overall

financial condition of American industry. The investment
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stimulus is needed and justifiable for business generally

and specifically for the electric industry. The tax bene-

fits clearly would be meaningful to the electric utility

industry and its customers.
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The Dayton Power and Light Company
Courthouse Plaza. S.W..BoK 

1 24 7
,Oayton, Ohio 45401

Robe E. Frazer
President

November 21, 1979

Honorable Michael Stern, Staff Director
Senate Finance Committee
Room 2227
Dirksen Senate Office Building
Washington, D. C. 20510

Re: Supporting Statement of The Dayton Power and Light Company
on S.1543 before Senate Finance Subcommittee on Taxation
and Debt Management.

Dear Chairman Byrd and Members of the Committee:

This statement is being made in support of and to endorse the proposal included
in S.1543 (and H.R.654). Both Senate and House Bills provide for deferral of
current Federal Tax on dividends reinvested in an original issue stock of any
company having a qualified dividend reinvestment plan. Adoption of the dividend
reinvestment proposal would:

1. Encourage capital formation.
2. Eliminate or reduce the double tax on dividends reinvested.
3. Encourage individual savings to provide supplemental income for

retirement.
4. Treat stock acquired by reinvestment of dividends as conventional

stock dividends.
5. Assist in financing essential energy facilities and in dealing with

the energy problem.
6. Help reduce consumer demand and counter inflation.

The Dayton Power and Light Company has an Automatic Dividend Reinvestment and
Stock Purchase Plan and actively supports the work of the Committee for Capital
Formation through Dividend Reinvestment. We are vitally concerned about our
ability to raise the necessary capital to continue our construction program
essential for our customers' future needs. The Company's construction program
for the 1979-1983 period, including $224 million for 1979 and an estimated $275
million for 1980, will total more than $1 billion.

We feel the adoption of 3.1543 (and H.R.654) would stimulate greater
participation in dividend reinvestment programs such as ours and make a
significant contribution to capital formation in the utility industry where
capital is so urgently needed. We strongly urge your favorable consideration of
S.1543.

Respectfully,

0
DAN: ma I
11.21d3


