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TAX CUT PROPOSALS

TUESDAY, JULY 29, 1980

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

The committee met, pursuant to recess, at 10:05 a.m., in room
2221, Dirksen Senate Office Building, Hon. Russell B. Long (chair-
man of the committee) presiding.

Present: Senators Long, Bentsen, Moynihan, Baucus, Bradley,
Dole, Packwood, Roth, and Danforth.

The CHAIRMAN. Let me call this meeting to order.

We are pleased to have as our first witness this morning, the

I‘}Ionorable Jacob K. Javits, senior Senator from the State of New
ork.

Senator, we will be very pleased to hear from the senior repre-
sentative of the financial capital of the United States.

STATEMENT OF HON. JACOB K. JAVITS, SENATOR, STATE OF
NEW YORK

Senator Javits. Thank you, sir. It is very good advertising, and

we appreciate it.

Mr. Chairman, this subject, of course, has been very properly
discussed, and my testimony arises by virtue of the fact that my
Republican colleagues did me the honor of making me chairman of
their Subcommittee on Economic Policy. Recently, we kind of re-
viewed the bidding, and again I was asked to marshal the opinion
of our colleagues through a task force that worked on the proposi-
tion.

We have been on record, for the last 3 years Mr. Chairman,
which may not be as well known as it should, as favoring the

enactment of a tax cut to business and to individuals. Our purpose -

is to spur increased savings and investment and, therefore, produc-
. tiviti;, jobs and economic growth. ,

I have set forth in my statement, and I will not trouble the
committee with reading it, our 1977 policy statement, which was
headed, “Two Million Jobs at Last” where we emphasized that
capital formation was vital if we were going to keep the United
States ahead in economic terms, and provide the necessary employ-
ment ogportunities. -

In 1979, we again declared our conviction that the tax system not
operate to reduce the real standard of living of the American
people. Therefore, we supported phased across-the-board tax reduc-
tions to encourage incentives for economic growth, et cetera.

In our most recent declaration in March of this year, we declared
that with all of the troubles, which this committee is so familiar

(1067)
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with—unacceptably high inflation, stagnation or flat growth in
respect of productivity, a historic decline in the gross national
product, and the erosion of personal savings and personal dispos-
able income in real terms—I quote, “Federal taxes must be reduced
and the tax laws changed to encourage greater individual and
business, savings, invéstment, output and productivity, and thus
more jobs for Americans.”

Now we have actually offered, inspired by Governor Reagan, our

candidate’s declaration, a tax cut plan which contains both busi-
ness and individual tax cuts, and which we feel is entirely consist-
ent with our policy declarations of the last 3 years.
_ I think we face here, Mr. Chairman, a fundamental philosophic
difference. I speak only of the apparent views of the administration
because that is all that we can go by. Even with the present state
and direction of the economy, the administration asks us to wait
until 1981 for a tax cut decision.

We differ. We feel that a tax cut decision should come now, and
we are confirmed, we believe, by the fact that in the past week
alone we have been hit with two very grim forecasts on the state of
the economy. One from-the Office of Management and Budget, and
the other from the Congressional Budget Office. They confirm what
we have, in terms of our policy declarations, been saying for 3
years. Our country is in perilous shape economically. There is as
yet no bottom to the erosion of confidence in the future of our
country.

I might interject here, Mr. Chairman. The Chair has served so
long, and I have, in all of my lifetime in politics I have not seen a
time when there was such an erosion of confidence in the future of
this country.

No matter how dark the days, including the days of the Great
Depression of the 1930, there was always a looking outward, and

. upbeat that the United States would make it. You can't get us
down, etc. To me one of the most horrendous developments is that
so many millions now don't see a bright future for our country, or
foresee it only dimly.

I resume my statement.

The data, it seems to me, requires action and for this reason, Mr.
Chairman, to put it colloquially instead of in the formal way that it
is put in this statement, we are going to come out of this recession,
I believe, and we are going to come out of it on a high plateau of

—————both unemployment and inflation.

If I were guessing, I would say that that plateau for inflation
would be between 9 and 10 percent. Naturally, every effort will be
made to avoid that double-digit level. In unemployment, probably
in the area of 6 percent, maybe 6.5.

The danger, Mr. Chairman, is that not having made the structur-
al changes in this economy which are demanded, and made our-
selves more competitive as a result, we will then be on a plateau
from which we will get into another r ion in 2 or 3 years,
except that the next one may turn int depression because we
are starting from a higher level.

That i8 why it is unwise to assume t the world is going to
stand still between today, July 29, and whenever we can act on a
tax cut in 1981. I am confident that you will give us a tax cut in
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1981. The question is, so what? Will our situation just hold, or will
it deteriorate?

People like myself, and those of my colleagues who work with me
in this effort, believe that we can’t stand still; that we will deterio-
rate further unless we have a really targeted incentive to move up
America’s competitive position, and to modernize its industrial
plant. Otherwise, we will be in much worse trouble than we are
today. N -

Tah%s news that we have today, by historic standards, is really
catastrophic, telling us that we are in very grave trouble.

The other thing, Mr. Chairman, is that there is no positive
program around. We are simply asked to wait. You can’t, as they
say in our business, beat something with nothing. The tax cut
which has been proposed on the Republican side, we believe is the
way to go and I will explain why. But we are not doctrinaire about
it.

We have had to pull ourselves together. The Chair knows, and
my colleagues know, the grave differences that there were between
Senator Roth, and Kemp-Roth, and myself. The way we have
bridged that gap, from the point of view of getting ourselves togeth-
er in a upified position, is what I consider a very gifted suggestion,
which we have discussed, but which did not come out as authorita-
tively as it now has, to break up the Roth-Kemp package, give it
the 1 year, and then see how we look. I think it makes a lot of
sense.

Incidentally, and very interestingly, it has gotten high marks
from all the economic commentators who were scared to death of -
Kemp-Roth on the ground that it would send us into very high
inflation. Whether those descriptions may be warranted or not, the
fact is that you have an important body of opinion in the Senate
which is now together.

In addition, Mr. Chairman, the people of this country take very
badly to a program of starving ourselves out of a recession. That is
wishing ourselves out; or determining that we are going to go into
a serious unemployment situation so that we can deal with the
problem of inflation, and get ourselves out of the jam that we are
T ¢ P

We are also told that there is not enough time, Mr. Chairman, to
develop a positive program to pull ourselves out of this economic
crisis. But, Mr. Chairman, any general who has ever fought a war,
or a staff officer who has helped him, like me and a few others
here, will always tell you that there is never enough time. We
never have enough stuff, and we never know enough. When you
have to act, you have to act.

We feel that the time is now. Even the administration does not
quarrel with the need to offset tax increases like the social security
increase which is coming upon us very fast, through some form of
tax reduction. We are still asked to wait even though the necessity
is recognized, and this I cannot see us doing. -

The other thing, which I would like to explain to the Chair, as to
how this package is designed, is based upon the following. We
realize that if you were dealing idealistically only with what you
absolutely need, a rifle shot, you would target that rifle shot to the
increase of capital, to the increase of savings, and to the modern-
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ization of the American industrial machine, the incentive to in-
crease research and development, in which we are lamentably
falling behind, and other measures which will put us in a more
competitive position.

We realize, however, that that cannot be done. There are individ-
uals out there who are going to get whopping tax increases next
year, variously estimated even for individuals at $40 billion total,
including business it is some $80 billion. Therefore, they have to
have something. The 10 percent idea, we feel, or at least I feel, and
Governor Reagan and many of my colleagues feel, is the right
course. -

So, Mr. Chairman, for all of those reasons, we feel that we have
presented a reasonable tax cut proposal in response to a record
high peacetime tax burden of 21.7 percent of he GNP by 1981; an
almost double digit unemployment rate; zero or declinining produc-
tivity; and a very serious erosion of savings, down now even from
the € percent base which we thought was an absolute rock-bottom
minimum.

Finally, Mr. Chairman, as to the 10-5-3, the capital cost recovery
plan, I am the first to agree that it is a rough measure. But we are
in public life, and we have to find something which the public can
understand. Simply to target a tax cut for business to enable it to
accumulate capital, which many of our experts in our own task
force, the one I presided over, recommended, by reducing the corpo-
rate tax brackets—which might be the best way in terms of produc-
ing that capital out of earnings—just will not fly.

People will get an idea that with all these earnings, for example
of oil companies—you see whopping increases of 40 percent, 50, 60,
- 70, and 80 percent—all we are going to do is pyramid that. We are
not. The way we design it, therefore, is that if you make capital
investment, then you get the benefit of capital cost recovery. As 1
say, the measure may be crude, but we believe that it is acceptable,
and it is effective and it is targeted.

Last, Mr. Chairman, we do not believe that the 10 percent cut in
personal income tax rates will be stimulative in terms of personal
consumption, but rather consider it compensatory in nature due to

the fact that income tax burdens will rise by $24 biltion in fiscal ~

1981, starting with $15 because of the ‘“‘bracket creep” of people
getting into the higher brackets because of getting more dollars in
wages and salary, and also because of the fact that this rise is so
imminent that what we will be giving back in terms of a 10-percent
cut will soon have to be paid out in terms of these other taxes.

So we present these ideas to the committee with the main point,
Mr. Chairman, being that we strongly favor action now. This is the
time when it will count the most. I believe our country would look

to the Republicans as the opposition, to perform the role of the .

opposition, which is to call the term on the obsolescence of the U.S.
industrial machine, the root cause of our stagnant productivity,
persistent inflation, and widespread unemployment, and in a prag-
matic way to help the individual with the heavy tax increase he is
due to get, and to enable business to do the job for which the
American people look to it, which will require a targeted tax cut.
While 10-5-3 is a crude way to do it, it is effective, and it can pass,
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and pass in time. Hence, we urge it upon the Senate and the
country.

Thank you.

Senator DoLE. Chairman Long has stepped out to take a tele-
phone call. We follow the “early bird” rule, and Bob Packwood was
the first one here.

Senator PAckwoobp. I agree with almost everything Senator
Javits has said. I have no questions. Thank you very much.

Seuator DoLE. Senator Roth.

Senator RotH. Senator Javits, I, too, will not ask you any ques-
tions because of the many witnesses before us. I would like to
thank you for your very illuminating statement, and particularly
the fact that you have underscored the need for taking some long-
term steps to.do something about productivity.

What concerns me is that this Congress, and most committee
concern themselves with the short-range. I think that that is the
reason that we find ourselves in the situation we are. 1 am not only
concerned about working our way out of this immediate recession,
but what bothers me, are we really going to take some steps to
begin to become competitive again. So far I have not seen this
Congress do much.

I just wanted to thank you for your excellent statement.

Senator Javits. Mr. Chairman, may I make an observation on
that particular matter, just to show you what I mean by structural
changes.

We have got a tremendous problem of youth unemployment.
Youth unemployment, taking whites, blacks, and others together,
is running at 16 to 17 percent. Among minorities it is from 30 to
40, and even 60 percent, an absolutely horrendous figure.

There are about 4 million individuals that are concerned. If you
could call the turn on 1 million of those individuals, you would

break the back of this problem as a social problem. It is inconceiv--

able to me that with an industrial machine which is employing 1n
the area of 90 million people that we cannot, with suitable incen-
tives, design a way in which business would take the responsibility

for that 1 million. It is just inconceivable. I cannot see it at all.
- -The other point on structural development. We are trying an
export drive, but everything we do—I am not talking for Reg Jones
who is Chairman of the President’s Export Council, and 1 am a
member—everything you do is like an echo on a wall. It just comes
back to you, and nothing happens. We are being skinned alive all
over the world under antitrust laws, under what we conceive as the
need for superethical practices, under the fact that we are not
getting out there and allowing our people to take the jobs because
they get murdered in taxes under the so-called section 911 problem.

It is just inconceivable that we can be so paralyzed that we
cannot help ourselves.

The CHAIRMAN. Senator Dole.

Senator DoLE. Mr. Chairman, I want to thank Senator Javits, not
only for his statement, but for his leadership particularly on the
Republican side, but which I think is appreciated on both sides.
Senator Javits has assumed the duty of serving as chairman of our
economic committee in an effort to bring together, as he has indi-
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cated, the different views that mani of us had, particularly on the
tax package that nearly every Republican supports.

We agree with the chairian that it is unlikely that any biil will
pass that has my name, or Bill Roth’s first, but maybe our names
will be somewhere in the title or at least in the footnotes. Maybe
Senator Javits’s name will be first.

In any event, it seems to me that the productivity figures re-
leased yesterday by the Labor Department dramatically emphasize
the need for a tax cut, a productivity tax cut. The nonfarm busi-
ness section productivity fell during the last quarter at the alarm-
ing rate of 4.1 percent, the biggest drop since 1974.

e have had 4 days of hearings. We have had 15 outstanding
witnesses. I know that the chairman indicated in a speech last
Friday that there seems to be a consensus for a tax cut developing
in the committee and in the Congress. I believe that if we look at
the tax increase that the American people face next year because
of inflation, and the other things that Senator Javits mentioned,
that we can and will, after the Democratic convention, come back
to this committee and mark up a tax proposal that is going to be
hard to resist by the administration and by the House of Repre-
sentatives.

We look forward to working with Senator Javits in that effort.

Senator Javits. Thank you very much.

The CHAIRMAN. Senator, you have made a very fine statement.
You are the first of a list of very prestigious witnesses to be
appearing here today. I may submit some questions to you for
answer in writing, but I will not question you now because I want
to allow the other witnesses to have their say. I thank you for what
you had to say. It is very helpful to us in working on this bill.

Senator Javirs. Thank you so much, Mr. Chairman.

[The prepared statement of Senator Javits follows:]

SENATOR JAviTs TESTIMONY BEFORE SENATE FINANCE COMMITTEE

Mr. Chairman, I am testifying today in mfv capacity as Chairman of the Economic
Policy Subcommittee of the Republican Policy Committee and as Chairman of an
Ad-hoc Committee that the Minority Leader caused to be formed in March of this
{ear to develop a program we could put forward to deal with our faltering economy.

am pleased to give my views on the question of a tax cut in 1980.

Senate Republicans are on record for three years as favoring the enactment of a
tax cut for business and individuals to spur increased saving, investment, productiv-
ity, jobs and economic growth. In our 1977 Policy Statement, “Two Million Jobs
That Last,” we stated: ‘There is a longer term need for capital formation in order to
provide expanding employment opportunities at rising real wages. Unless that
problem is addressed at tiis time, inflationary pressures caused by shortages. de-
creased output per worker and lack of additional employment opportunities appear
likely in the future. To avoid these future problems, it is recommended that the
Federal Govérnment formally declare a national policy in support of adequate
capital investment in the private sector. . . . In attacking unemployment caused by
lack of derrand, it must be recognized that temporary solutions have had very
limited success in the past; thus, permanent, confidence-building solutions must be
used 'n;‘ w and this means a permanent tax cut, not some form of temporary
gimmick.

In 1979, we declared: “It is vitally important that the tax system not operate to
reduce the real standard of living of the American people. T{xerefore, we support
substantial phased across-the-board reductions in federal income taxes to encourage
incentives for economic growth and ’job opportunities without inflation and to limit
the growth rate of federal spending.’

In our most recent Declaration of Economic Principles, issued on March 12th of
this year, Senate Republicans declared that our numeilous and complex economic
problems—including unacceptably high inflation; stagnation of productivity; and
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historic decline in real GNP; and most tragically, the erosion of personal savings
and personal disposable income—are not insolvable or insuperable. On the contrary,
because our problems are the product of specific economic policies, they can be dealt
with by the adoption of a creative program, which will talfg advantage of the build
upon the fundamental resiliency and vitality of our economic and political system
and by a compact among government, business and labor. So we proposed that:
‘“Federal taxes must be reduced and tax laws changed to encourage greater individ-
ual and business savings, invéstment output and productivity and thus more jobs for
Americans.”

And now Senate Republications have introduced a tax cut plan, inspired by
Governor Reagan, continuing both business and individual tax cuts, that is consist-
ent with our policy declarations of the past 3 years.

Mr. Chairman, contrary to the apparent views of the Administration, the present
state and direction of the economy does not allow us to wait until 1981 for a tax cut
decision. We have been hit with two very grim forecasts in the past week on the
state of the economy, one from the Office of Management and Budget, and the other
from the Congressional Budget Office. They confirm what I have been saying for
three years: that our country is in perilous shape economically and that there is as
yet no bottom to confidence in its future,

The data should move us to action. We are confronted with the prospect of 9.4
percent inflation by the end of the year, remaining at intolerable levels throughout
1981. Last month’s figures indicated an annual rate of 12.4 percent. We are con-
fronted with a fall in GNP from 2.3 to 4.2 percent through the course of 1980. In the
second quarter the decline was at an annual rate of 9.1 percent. We are also
confronted by a core rate of inflation that by historic standards is not only cata-
strophic, but is guaranteed to establish firmly for the future in sight the inflation-
ary expectations that plague our economic policy making. Let's face it, Mr. Chair-
man, the U.S. economy is in very grave trouble and there is no telling what could
happen in the next twelve months.

ronically, the economic crisis of simultaneous recession and inflation into which
we have now entered was not inevitable; it is the direct result of deliberate and
misguided policies. It will cause the loss of billions of dollars in personal incomes
and of human and other productive resources; and it is exposing our already
weakened economy to the perils of a major recession.

Incredibly, in the face of what is clearly an economic catastrophe of major
proportions, the Administration gives us no positive program. On the contrary, what
we are getting is negative—induced unemployment and continued unacceptable
inflation via a managed recession, and the negative program is working, much to
the detriment of the country! We are told that the political climate is not propitious
to é'udicious tax policy decisions and that recent economic events have caught the
U.S. by surprise. And we are told that in the time left to us we simply cannot
develop a positive program to pull us out of this economic crisis. The Administration
itself does not quarrel with the need to offset the tax increases borne by the
American people as a result of inflation-induced bracket creep and Social Security
tax increases. xéecretary Miller said as much in his testimony before this Committee.

This must be the most widely advertised—if not contrived—recession in history.
We have been receiving warnings of impending crisis for a year and a half. We have
also faced the facis on the need for greater capital formation, higher productivity
and enhanced competitiveness for at least three years. Certainly, many among us
have been sounding the alarm on these issues, warning of just the situation at
which we have arrived.

And the outlook for the foreseable future is very grim. CBO forecasts a very slow
recovery beginning around the New Year, but unemployment will remain in the 8.5
percent range. Indeed, private forecasters are projecting such slow growth that
silgggnt recovery policies, unemployment may not guv below 6 percent until after

What then is the basis for the Administration’s claim that further time is needed
to assess the facts? At a time when positive action is required, all we hear are timid
words of caution and delay. At a time when the destructive effects of inflation and
unemployment are impoverishing the American people and they are hoping for
answers, they are being given rationalizations for inaction.

Congressional Republicans have again presented a creative proposal that is tai-
lored speciﬁcall}y". to restoring personal incomes and providing business incentives for
economic growth without rekindling inflation. The ﬁepublican tax cut %roposal isa
response to a record-high peacetime tax burden (21.7 percent of GNP by 1981); an
almost double digit unemployment rate; and, perhaps most critically, it is a re-
sponse to our long-standing problems of declining productivity, savings and invest-
ment.
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This Republican Program calls for a permanent 10 percent across-the-board rate
reduction for individuals and phased-in accelerated and simplified depreciation tax
treatment to encourage new capital investment—the so-called 10-5-3 capital cost
recovery plan. This proposal represents a call for a fundamental shift in tax policy
in the direction of restoring incentives and encouraging production. It is targeted
toward productivity and investment, the key of any industrial revitalization pro-
gram—not to consumption. It may be a crude approech but it is understandable to
the people and gives a workable basis for tax reduction targeted to raise capital for
modernization to increase productivity. In my judgment, the obsolescence of the
U.S. economic machine is one of our most dangerous problems—a root cause of
stagnant productivity; persistent inflation and widespread unemployment.

One point should be perfectly clear: The 10 percent cut in personal income tax
rates will not be stimulative of personal consumption; it is compensatory in nature.
Personal income tax burdens will rise by at least $24 billion in fiscal year 1981,
because of the “bracket creep” of inflation ($15 b). In other words, we will have
major effective tax increases during the 1980-81 recession if we do not adopt a tax
cut bill this year. Our tax cut, therefore, is compensatory, not additive.

Senate Republicans present this Republican Economic Policy Statement as a -
pledge of their intention to introduce, work for and implement economic policies
which are truly designed for the decade to come—and, I urge the committee to give
it every consideratiom. -

{From the Office of Senator Jacob K Javits, New York]

Javirs CaLLs FOR PERsONAL AND BusiNess Tax Cuts

WASHINGTON.—Declaring that “our numerous and complex economic problems
can be solved with creative programs,” U.S. Senator Jacob K. Javits (R-N.Y.) today
urged the Senate Finance Committee to adopt a 10 percent across-the-board cut in

" personal income taxes and phased-in accelerated and simplified depreciation sched-
ules—the 10-5-3 captial-cost recovery plan—to encourage investment by business
and industry.

“The economic crisis in which we find ourselves was not inevitable,” Javits told
the Committee. “It is the direct result of deliberate and misguided policies” by the
Carter Administration.

Javits, who appeared as the lead-off witness at 1he Finance Committee’s hearings
on tax cuts in his capacity as Chairman of the Senate Republican Economic Task-
Force, said the proposals he and his colleagues were advancing were ‘‘tailored
specifically to restoring personal incomes and providing business incentives for
economic growth with rekindling inflation.”

“This is not a quick-fix remedy,” he stated. “It represents a call for a fundamental
shift in tax policy in the direction of restoring incentives and encouraging produc-
tion.”

“It is targeted towa d productivity and investment-—the key to any industrial
revitalization program—not consumption,” Javits explained. ’

The 10 percent personal income tax cut would be ‘“‘compensatory in nature, not
stimulative of consumption,” he said, because personal income tax burdens will rise
by at least $24 billion in 1981 as a result of Social Security tax increases and
inflationary, tax ‘‘bracket c¢reep.”

The “10-5-3' depreciation proposal would lower by about one-third the time in
which businesses could write-off investments on plants and equipment. The Internal
Revenue Service currently determines the allowances based on its evaluation of
‘‘useful lifetime.” The Republican plan would codify the schedules to allow a 10-year
write-off on structures, 5 years on equipment and 3 years on vehicles.

The proposal will make depreciation allowances more realistic, “thereby providing
a powerful incentive to plant modernization,” according to the Senator. ‘“The o
lescence of the U.S. economic machine is one of our most dangerous problems—a
root cause of stagnant productivity, persistent inflation and widespread unemploy-
ment,” he asserted.

“We cannot wait until 1981 for decisive economic leadership,” Javits declared. “In
the face of an economic catastrophe of major proportions, the Administration has
given us platitudes and excuses—but no positive program.”

“What we are getting is negative,” he continued. “We are told what we cannot do.
At a time when hold leadership is required, all we hear are dmid words of caution
and delay. The American people are hoping for answers and they are getting
rationalizations for inaction.”



1075

The Republican program, on the other hand, is “innovative” and ‘‘designed for
the decade to come,” Javits continued. “It will take advantage of and build upon the
fundamental resiliency and vitality of our economic and political system.”

The CHaiRMAN. Next we will call the Honorable Jack F. Kemp,
Congressman from the State of New York. Is Mr. Kemp here?

Senator RoTtH. Not yet.

The CHAIRMAN. We will offer him the opportunity to testify later
on when he arrives.

I will now call a panel consisting of Edward 1. O’Brien, president
of the Securities Industry Association; Mr. Arthur Levitt, Jr.,
chairman of the American Stock Exchange; and Mr. David Silver,
president of the Investment Company Institute.

In this case, each witness is authorized 5 minutes to summarize
his statement. I will ask each member to please read these state-
ments so that he can ask the questions he wants to, and then we
will allow each Senator 5 minutes to ask the questions he would
like to ask.

First, let me call on Mr. Edward O’Brien, president of the Securi-
ties Industry Association.

STATEMENT OF EDWARD 1. O'BRIEN, PRESIDENT, SECURITIES
INDUSTRY ASSOCIATION

Mr. O’'BrieN. Good morning, gentlemen.

My name is Edward 1. O'Brien, and I am president of the Securi-
ties Industry Association. Our 500-member firms serve 25 million
investors and thousands of all companies of all sizes across the
country. We very much appreciate this opportunity to participate
in these hearings as we have in the past.

Throughout the last decade the Nation’s economy has sagged,
and the U.S. international competitive position has deteriorated.
Our standard of living now ranks fifth in the world, and just 8
years ago it was first.

The decline in the U.S. share of world markets has cost billions
of dollars in lost production and millions of jobs. Qur productivity
and economic growth lag badly behind other nations.

A major cause of the U.S. decline is the fact that capital invest-
ment and personal savings rates in this. country are the lowest in
the industrialized world. ,

These disturbing trends are compounded by the severity of the
current recession, which is the second worst in three decades.

We urge Congress to adopt long-term tax provisions designed to
increase savings and investment by individuals and business.
Short-term solutions alone will only provide temporary relief from
the inflation, and other economic ills which plague osur Nation.

Individual reductions to offset increased taxes and the inflation,
and accelerated depreciation to stimulate business investment are
essential elements of a balanced tax policy. We endorse initiative
in these directions.

But accelerated depreciation will assist only some sectors of the
economy. The most effective means of improving the flow of capital
to other sectors, particularly small business, would be to improve
the return on investment in those businesses. —

Two years ago, Congress enacted the first reduction in capital
gains taxes in over 40 years. Since that action, equity values have
rebounded, with the most dramatic increase experienced by smaller

65-969 0 - 80 -~ 2 (pt.3)
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capitalized companies which historically have accounted for the
sharpest gains in employment.

But U.S. taxation of stock investments remains the highest in
the industrialized world, as the study prepared by Arthur Ander-
sen & Co. and attached to our testimony demonstrates.

Investors are responsive to changes in tax policy. After Congress
cut capital gains taxes in 1978, individual investment, initial public
offerings and venture capital issues increased. Following capital
gains tax increases in 1969, the number of individual investors
declined 18 percent.

A survey by Opinion Research Corp. also demonstrates investors’
favorable response to the 1978 capital gains tax reductions, and
indicates they will increase their investments with an improved
tax climate.

As explained in our written statement, increased realizations of
capital gains have been offset by a large portion of the inflated
revenue loss projections forecast by the Treasury Department in
opposing the reductions.

Building upon the actions of 1978, either through lowering the
maximum tax on investment income or through increasing the
capital gains exclusion, would have positive effect for the economy.

Econometric simulations performed for SIA by Data Resources
indicate that such changes would increase economic growth, invest-
ment and disposable income without increasing inflation.

For example, reducing the capital gains tax from 28 percent to
21 percent would boost real GNP $10 billion over 3 years. Real
investment would rise nearly $5 billion and disposable income
would increase by almost $6 billion. -

Mr. Chairman, we urge Congress to prevent tax increases next
year which would compound the recession, but we also urge long-
term solutions. Combining reduced capital gains taxes with acceler-
ated depreciation and individual tax relief will increase savings
and investment and strengthen our economy.

Thank you, Mr. Chairman. ,

The CHAIRMAN. Mr. Arthur Levitt, chairman of the American
Stock Exchange.

STATEMENT OF ARTHUR LEVITT, CHAIRMAN, AMERICAN
STOCK EXCHANGE -

Mr. LEvitr. Mr. Chairman, as chairman of the American Stock
Exchange, I am here representing-its listed companies, its member
firms and individual investors. I am also here on behalf of the
American Business Conference, a newly organized coalition repre-
senting the interests of midsize growth companies.

Mr. Chairman, the time for enacting tax legislation is now, and
not next year. There is no reason to keep workers, investors, and
business in the dark about a cut for many more months, which
might well stretch deep into 1981 in view of the time involved in
organizing the new Congress, holding new hearings, and finally
winning passage of a bill.

A tax cut enacted in 1980, and effective January 1, 1981, would
be a downpayment on what is needed. It would be a step toward a
longer term restructuring needed to reduce the Federal tax sys-
tem'’s drag on economic growth.
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Without these fundamental changes in our tax system, our econ-
omy will be ill-equipped to provide the jobs, price stability, and real
income growth, required for the decade ahead. Of course, to be
anti-inflationary, such a carefully fashic..2ad responsible tax reduc-
tion bill should be targeted at three specific economic problems.

First, modernization of our outmoded depreciation laws. This
goal, recommended by the administration, a majority of the Con-
gress, leading economists, and business groups representing all
sectors of the U.S. economy, has also been endorsed by the White
House Conference on Small Business. I would urge the committee
to act on this consensus, and include some form of faster and
simpler depreciation in the tax bill you report to the Senate.

Second, this committee should act to encourage individuals to
save and invest, particularly in those smaller companies and
emerging industries where there is the greatest potential for
growth and job creation.

Third, the committee should act to abate the impact that high
inflation rates are having on our progressive of income tax. I urge
the committee to enact tax cuts that reduce the increased tax
burden on our productive middle-class.

Perhaps what I can do of most value today is to present the
special perspective of the American Stock Exchange, special be-
cause we are a securities market for approximately 900 small and
medium companies, and because more than half of our trading is
done by individual rather than by institutional investors. .

Our companies are not household words. Among them are the
Xeroxes and Polaroids of tomorrow. They represent every Ameri-
can industry in every region. The smaller and midrange compa-
nies, creative, innovative, risk-taking, are our best source of eco-
nomic growth. The financing of these smaller companies is substan-
tially drawn from individual investors. Therefore, these enterprises
are dependent on an economic climate that encourages individuals
by offering a favorable risk reward ratio.

The exchange’s experience with the 1978 capital gains tax reduc-
tion has led us to believe that the simplest, most effective step this
Congress can take to encourage the kind of investment these com-
panies need is enactment of the capital gains tax cut.

There has been much debate about the effect of the 1978 cut on
the stock market. Of course, it is impossible to say that the tax cut
alone is responsible for what we have seen. However, we have
observed several indicators of market strength which reflect that it
has had a very positive effect, one far more marked and dramatic
in its effect on the market as a whole.

In the first 6 months of 1978, 438.8 million shares changed hands
on the Amex. In the first 6 months of this year trading volume was
730.7 million, an increase of 67 percent. Since 1978, when the
capital gains cut took effect, the Amex market value index has
jumped more than 120 percent.

In the first 6 months of 1978, Amex listed companies brought
only two equity offerings to the market, raising $36 million. By
contrast, in the first 6 months of this year, 21 companies had
raised nearly $300 million. .

But the evidence is not alone in terms of statistics. We have
talked to top executives of growth companies, investment bankers,
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and stockbrokers to get their opinions. All of them have attested to
the importance of the tax cut in terms of their own financing
plans, in terms of the various kinds of capital structures that are
imposed upon their companies.

Therefore, Mr. Chairman, I urge this committee to further
reduce the capital gains tax from 28 to 21 percent for individuals
and corporations. The maximum effective rate for individuals
should be cut to 21 percent by increasing the income exclusion
from 60 to 70 percent. The corporate capital gains .tax should be
reduced by changing the statutory corporate capital gains rate
from 28 to 21 percent.

In short, I urge this committee to enact this kind of capital gains
tax proposal because it is simple, and it works.

Thank you.

The CHAIRMAN. Next we will hear from Mr. David Silver, presi-
dent of the Investment Company Institute.

STATEMENT OF DAVID SILVER, PRESIDENT, INVESTMENT
COMPANY INSTITUTE

Mr. SiLver. Thank you, Mr. Chairman.

My name is David Silver, and I am president of the Investment
Company Institute. I am accompanied this morning by Matthew
Fink, general counsel of the institute. We appreciate your kind
invitation to appear here this morning.

The ICI is the national association of the mutual fund industry.
Our 544 member mutual funds have assets of some $110 billion,
and approximately 8.5 million shareholders.

The institute strongly supports changes in the Federal income
tax laws to promote capital formation through increases in savings
and investment. Preliminary estimates for 1979 indicate that per-
sonal savings by U.S. citizens as a percentage of disposable income
- have fallen to a level of about 4.5 percent, the lowest in some 30
years, with no present likelihood of increase in 1980 and 1981. Our
savings rate is lower than that in any other major country, includ-
" ing Canada, West Germany, France, and Japan.

We believe that the Federal tax laws should be modified to
provide further encouragement for individual savings, and we are
here this morning to make a specific proposal on how this may be
achieved. It can be accomplished, we believe in a way that would
serve socially desirable and anti-inflationary purposes, such as pro-
viding for retirement, housing, and education.

To attain these objectives readily and simply, it is desirable to
build on existing programs, rather than to create new tax structure
that would require a new set of rules and regulations. .

We recommend that the existing Individual Retirement Account
system, known as IRA’s, be simplified and universalized, and that
it be expanded by making the following changes.

First, remove the present prohibition against use of IRA’s by
persons who are participants in a qualified employer plan.

Second, increase the limit on deductible contributions to IRA’s
from $1,500 to $2,000.

Third, permit nondeductible contributions to IRA’s of up to
$10,000 a year, with a lifetime ceiling of $100,000.
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Fourth, permit withdrawals from IRA’s without the present 10-
percent penalty tax: (@) For purchase of a first home; and (b) to pay
for higher education or vocational training of a taxpayer’s children.

We believe that for a number of reasons these recommended
changes in IRA’s would permit these plans to play a major and
efficient role in capital formation by stimulating individual savings
and investment. To mention only a few:

The proposal would utilize the existing IRA structure without
requiring a new type of account with new rules and regulations. In
fact, the changes we recommend would eliminate and simplify
existing IRA provisions which have caused administrative complex-
ities, and which have also significantly reduced the number of
eligible users. These limitations have also discouraged savings and
investment media from promoting IRA’s because promotional ex-
penses have been too high in relation to the permitted size of these
plans.

The proposal also has the virtue of neutrality in at least two
respects. First, as to the allocation of IRA contributions by taxpay-
ers, all savings and investment media can be utilized. Thus, stocks,
bonds, government obligations, bank deposits, and insured annu-
ities will all be eligible funding media.

Second, the proposal is neutral in that the taxpayer could take
advantage of its benefits by either choosing to make additional
contributions to an existing employer plan, or to his own IRA.

Most importantly, the expanded IRA will permit some withdraw-
als without tax penalty to meet the basic family needs of purchas-
ing a home or for education.

Finally, as in the case of present IRA’s, the new plan will permit
accumulation of investment income, including rollover of capital
gains, on funds in the account. However, only cash could be con-
tributed to the account, and there will be reasonable ceilings on
the amount of these contributions.

In summary, we believe that this program combines in a single
package the benefit of many proposals that have been advanced,
and have achieved broad support, including, if I may say, one of
Senator Dole’'s. We think that it could be a major contribution to
the economy of the Nation. It would not be inflationary because
the funds in the IRA’s would be saved and invested to help fill the
Nation’s reeds for capital formation and improved productivity.

I will be happy to answer any questions, or submit any further
- information that the committee may desire.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Dole.

Senator DoLe. 1 understand, and I appreciate, Mr. Silver, your
reference to the provision that we have been working on with
reference to education and housing.

Do I understand that everyone on this panel agrees that there
should be a tax cut, I know that some of you have different provi-
sions in mind, but a productivity tax cut effective next year. Is that
a fair statement?

Mr. SILVER. Yes.

Mr. Levrrr. Yes.

Mr. O’'BrieN. Yes, it is.
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Senator DoLE. There might be some differences in what the mix
might be. -

Mr. O'Brien. Right.

Senator DoLE. I know the witnesses have great expertise, and
there are some who suggest that it would be mﬂatlonary, and that
we should wait until sometime next year.

It seems to some of us on this committee that we could well wait
until next year, or later next year by the time we reorganize, and
the Congress gets underway. That has been one of the reasons
some of us believe that we ought to mark it up, pass it either in a
postelection session, if we are concerned about the politics of it, or
a preelection session would be all right to some of us.

I want to make sure that I understand the panel’s affirmatlve
response.

Mr. O'BrieN. It seems to me that it would be desirable to do
something about it in 1980 in anticipation of 1981, so that people
will have an understanding of what is intended by the tax provi-
sion, and be able to build their plans accordingly, rather than to
wait until 1981. I think the very anticipation can be an incentive
for people to do something about these things.

Mr. SiLveR. I wholly agree with Ed O’Brien on that, and I would
add, Senator, I think there is nothing lost by going to work now. If
the politics preclude a consensus, so be it. But I think that it is
important for the Congress to go to work on a tax cut now.

Mr. Levrrr. I think with the newer entrepreneurial companies
that we are so greatly concerned with, so much of this is a question
of momentum. The momentum that started in 1978 with that
reduction can well be stimulated, and continued at this point when
these kinds of companies are being far more impacted by the
pressures of inflation than the larger companies in the Nation.

For them, the companies that are producing the jobs, and are
taking the risks because they have to take the risks, a tax cut is a
matter of compelling necessity and should not be delayed.

Senator Dorg. I understand that the first target must be infla-
tion. In fact, in the survey just concluded in my State, we asked the
people in my State of Kansas what their priorities are, and 47
percent said the first priority was the ending of inflation. Only
about 9 percent referred to a tax cut. So I think everybody under-
stands what our prime responsibility is.

At the same time, I think that once there is agreement on the
need for a tax cut, then we can work out the specifics and make
certain that it is not an inflationary tax cut.

1 don’t have any other question. I know that everyone has their
specific recommendations. I think our first decision must be,
whether there will be a tax cut. I agree with the chairman. I think
that there will at least be one on this side.

The CHAIRMAN. Let me just make this point.

In a statement given yesterday by one of the most respected
economists in America, Mr. Lawrence R. Klein, who is head of the
Wharton School of Business at the University of Pennsylvania and
in charge of the Wharton Economic Forecasting Associates, said
that if we don’t have a tax cut, we are going to have worsening
inflation next year. We will have slow but gradual recovery.
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He says that if we have a tax cut to increase productivity, we
will have less inflation than we will if we don’t have a tax cut. If
that is true, it completely destroys the case against the tax cut
because so far the administration and those who are opposing a tax
cut take the view that the tax cut will be inflationary. What if just
the opposite it true? Then I would think that they would favor the
tax cut.

Most people are not aware of the fact that they are in for a big
tax increase otherwise. Right now they are only thinking about a
tax cut as reducing their taxes. They are not aware of the fact that
they are going to get a social security tax increase in January
which will increase the withholding from their checks.

They are going to be paying relatively higher taxes because of
bracket creep. There will be a further reduction of their income
because of energy prices going up. If you put all of those elements
in there, then they are going to pay tax and other increases esti-
mated to be around $80 billion.

I would like to ask you, gentlemen, do you think that a tax cut
geared to productivity would be inflationary, or anti-inflationary? 1
would like each one of you to give me his thoughts.

Mr. O’BrieN. I think that we should promote investment, and
that it would not per se be inflationary. In fact, I would agree,
therefore, with Professor Klein of the University of Pennsylvania. I
think that he is right.

Mr. SiLvER. As you have indicated, Mr. Chairman, it is solely a
question of how you structure it. We have made, for example, one
proposal here this morning which would fill that bill. There would
be a revenue cost, we estimate, of about $3 billion, but which in the
first year would lead to an increase in savings of $15 billion, clearly
a net gain, and clearly not inflationary.

Mr. Levirr. 1 think that a tax cut to stimulate the fight against
the lag in productivity is the most critical factor in terms of the
fight against inflation at this point. I think a cut would definitely
not be inflationary, particularly at this time, rather than deferring
it until such time as we may be already on our way out of the
recession. ]

Mr. O’'BrIEN. There is one other thing that I would like to add to
it, Mr. Chairman. As you know, from our written and oral state-
ment, as in the past we have worked with Data Resources, and
they have made various projections. It is their position as well that
a reduction in the capital gains, building something in the area of
incentives for investment would also not be inflationary.

We would be glad to furnish additional information on that, if it
would help.

The CHAIRMAN. We would like to have that, if it is possible for
you to provide it.

[The following was subsequently supplied for the record:]

Econometric simulations performed by Data Resources, Incorporated on the effect
of four proposed methods for reducing capital gains taxes showed a positive impact
on real economic growth and investment. Those simulations also projected the effect
upon inflation as measured by the Consumer Price Index. The results, illustrated in
the table below, indicate that baseline projections of CPI increases for the years

1981-83 are unchanged by any of the four proposals. Thus, the simulations project
the implementation of any of the proposals would not be inflationary.
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[In percent)

1981 1982 1983

Baseline forecast 39 93 8.0
Forecast under tax proposals:

1. Increasing the capital gains exclusion from 60 to 70 percent..............c.c.... 89 9.3 80

2. Lowering the maximum tax on investment income from 70 to 60 percent 89 93 8.0

3. Lowering the maximum tax on investment income from 70 to 50 percent..... 89 93 80

4. Increasing the capitat exclusion from 60 to 70 percent and lowering the maximum .

fax on investment income from 70 to 60 percent..............ccoovriinieiicinnenn 89 93 80

The CHAIRMAN. Mr. Baucus.

Senator Baucus. I have no questions, Mr. Chairman.

The CHAIRMAN. Senator Dole?

Senator DoLe. I just want to point out that we keep talking
about a tax cut, but in view of the tax increases that will occur
next year, I think that the proper terminology would be a tax
abatement. There is not going to be a tax cut for anyone in 1981.

The CHAIRMAN. A tax increase moderation. [Laughter.]

Senator Dore. I would not want anybody to have the wrong
impression. We are for a tax cut, but we will be happy to have a
tax abatement next year.

The CaairMAN. Thank you very much, gentlemen.

[The prepared statements of the preceding panel follow:]

OUTLINE OF TESTIMONY OF THE SECURITIES INDUSTRY ASSOCIATION

1. The combination of the recession and increased taxes have damaged the econo-
my and the U.S. competitive position internationally. As inflation, taxes and unem-
ployment have increased, economic growth, productivitly, the standard of living, the
individual savings rate and business investment have plummeted.

II. Tax policies to compensate for the short-term effect of inflation must be
supplemented with long-term incentives to business investment and personal sav-
ings. Combining accelerated depreciation with further reductions in capital gains
taxes will achieve this goal.

II1. Econometric simulations performed by Data Resources, Inc. of alternative
methods of reducing capital gains taxes show beneficial impact.

IV. Capital gains reductions enacted in 1978 have stimulated productive invest-
ment, particularly in small businesses. A survey conducted by Opinion Research
Corp. indicates that investors are responsive to changes in tax policy. At the same
time, increased realizations of capital gains have substantially reduced the cost of
the tax reductions projected by the Treasury Department.

V. Nonetheless, a study prepared by Arthur Andersen & Co. indicates that U.S.
taxation of investment in stocks is higher than in othr industrialized nations.

VI. SIA favors enactment of individual tax reductions, acceleration of depreci-
ation and further reduction of capital gains taxes.

Attachments—Opinion Research Corp. Survey; Arthur Anderson & Co. study.

STATEMENT OF THE SECURITIES INDUSTRY ASSOCIATION

Mr. Chairman and members of the committee, I am Edward I. O’Brien, and I am
appearing today as President of the Securities Industry Association. I appreciate the
opportumtg to participate in the committee’s hearings on the need for tax reduc-
tions for 1981.

SIA rr:sresents nearly 500 leading investment banking and brokerage firms head-
quarte throughout the United States which collectively account for approxi-
mately 90 fpercent of the securities ‘ransactions conducted in this country. The
activities of SIA members include retail brokerage conducted on behalf of 25 mill-
lion individual shareholders, institutional brokerage, over-thecounter market

‘ making, various exchange floor functions and underwriting and other investment
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bankixmivities conducted on behalf of corporations and governmental units at all
levels. use of their role in the capital markets, SIA members are in a position
to reotggmze the impact of tax policy on investment decisions by corporations and
investors.

INTRODUCTION

The current recession calls for the establishment of a positive framework for the
U.S. economy in the 1980’s. During the second quarter of this year, the U.S.
economy experienced a more severe downturn—9 1 percent—than it did over the
entire course of the recessions in 1949, 1960, and 1970. Only the 1973-75 recession is
likely to be more severe on an annual basis than the downturn which started in
January of this year. The recession’s severity combined with 1981 tax increases of
approximately $40 billion resulting from “bracket creep,” increased social security
taxes and the oil windfall ]proﬁts tax exacerbates the nation’s economic problems.

U.S. economic growth fell to less than 3 ﬁrcent annually in the 1970’s compared
to slightly more than 4 percent per annum in the 1960’s. The U.S. standard of living
currently ranks only h in the world; it ranked the highest eight years ago.
Moreover, the U.S, inflation rate was higher than the average of all industrial
countries in 1979 for the first time in history.

From 1948 through 1968, output per hour worked increased 3.2 percent annually;
from 1968 through 1973, the rate of productivity increase fell to 1.9 percent; and
from 1974 through 1979, to only 0.7 percent. Personal saving as a percentage of
disposable income has declined precipitously in recent years. (See Chart I.) During
the inflation-fueled buying spree of late 1979, this figure plunged to 3.5 percent.

Chart I
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INTERNATIONAL COMPARISONS

The U.S. international competitive position has deterio.ated sharply. The loss of
competitiveness over the past two decades has been nothing short of a disaster. The
decline of the U.S. share of world markets has cost $125 billion in lost production
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and at least 2 million industrial jobs despite a 40 percent depreciation of the dollar,
which lowered the cost of our exports and increased the cost of imports to this
country.

Below are some tables demonstrating how far our international competitiveness
has deteriorated. First, the productivity gain of the U.S. has been below that of five
other major industrial countries.

TABLE 1
1979 Percen! chan
. in annual

! pf%g?tt;"ég%n, growih per

pifoml Increase m
Italy e e s e e 87 16
JAPAN oot I 83 34
france 5.4 21
West Germany...........orvcerrrerovencen 52 32
United Kingdom........ 22 03
United States 1.5 01

Source: U.S Labor Department, Bureau of Labor Statistcs and OECD. .

Reduced savings and capital investment in the past several decades have been a
major factor in the decline in productivity in the United States. The U.S. now ranks
last among seven major industrialized countries in capital investment as a percent-
age of Gross National Product. The U.S. ratio is less than two-thirds the average for
the six other nations and is less than half that of Japan.

TABLE 2.—Nonresidential fixed investmen! as percent of real national output!

JADPAIL ..ottt e R RS e ek 23.8
Canada..... e 174
France............... 16.2
United Kingdom 15.4
West Germany 15.2
Italy ...cccooeninne 149
Six Country Average. w172
URNILEA SEALEE ...ttt sttt st e bna et b 10.6

' Period covered varies by country according to availability of data. Period is 1974-78 for Italy,
U.S., West Germany, United Kingdom; 1974-17 for Canada, France, and Japan.

Source: Grganization for Economic Cooperation and Development, Financial Statistics.

The U.S. has a comparatively low savings rate which limits the ability to finance
increased investment and improved productivity. Qur savings rate is now by far the
lowest among the leading industrialized nations. The savings rate dropped by almost
40 percent between 1974 and 1979, from 7.3 percent to 4.5 percent—more than twice
the decline experienced by West Germany, which suffered the second sharpest
decrease. Table 3 compares the saving rate in the U.S. relative to that of other
major countries.

TABLE 3.—Savings as a percent of after-tax personal income

JAPAN ... vt rctiitetre sttt etk e e sk skt s e se Rt ke R b e s sar e rone
France .
Britain............
West Germany.
Canada..............

Source: U.S. Department of Commerce. Data for U.S,, 1979: France and Japan, 1978: others,
third quarter 1979 at seasonally adjusted annual rates.

Two of the dominant factors in the U.S. rise as a nation have been the read
availability of large amounts of capital and the willingness to invest that capital.
But, diminished capital investment and capital availability raise serious questions
about this nation’s continued ability to maintain efficient production facilities,
compete effectively in world markets and sustain high employment levels.
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INFLATION’S IMPACT ON PFRSONAL SAVINGS AND INVESTMENT

Inflation is a major cause and effect of the nation’s economic ills. Because wages
simply do not decline, a drop in productivity places upward pressure on costs, with
the paradoxical result of rising prices in the face of declining demand. Price in-
creases have been least pronounced in those sectors that generate profits sufficient
to finance the upgrading of physical plant and equipment. Inflation has also im-
paired corporations’ ability to finance themselves through either retained earnings
or through external financing from investors.

For individuals, savings tend to be a residual rather than a budgeted amount. The
unwillingness to reduce living standards makes savings the first casualty of price
rises. Individuals’ ability to save is further hampered by the collision of cost-of-living
pay raises with the graduated tax schedule.

INFLATION'S IMPACT ON BUSINESS INVESTMENT

Business has suffered from a tax system based on historical cost during an
inflationary period. Companies report profits which may only reflect price rises in
inventories. Since inventory must be replaced at higher costs, these gains are
illusory. Companies also suffer because their annual depreciation charges frequently
reflect less than half of the replacement cost of productive capacity consumed
during the year. Use of historical cost figures to determine taxable income results in
overstatement of tax liabilitics and an erosion of capital. The Department of Com-
merce estimated that the effective corporate tax rate on real profits in the 1970-78
period averaged 68.7 percent, having been as high as 96 percent in 1974, far
exceeding the 48 percent statutory rate then prevailing.

One result of this overtaxation has been a more than doubling of the corporate
debt/equity ratio since 1965 as internal cash flow no longer suffices to renew and
expand physical plant. Another result has been the decline in real profitability over
the same period. The inflated earnings figures corporations report using historical
cost conceal this decline, but the price/earnings multiple of the S. & P. 500 Index,
which declined from 16.8 during 1965 to 7.3 at year-end 1979, articulates it well.
{See Chart I1.)
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This low level of profitability has resulted in a low investment rate, since the
returns are not sufficient to justify the risk. The failure to modernize makes cost
control more difficult and is detrimental to our international competitive position.
Tha present straits of certain industries result from an inability to modernize at the
rate foreign competition has done so. Protectionist measures, much like demand
manipulation, can supply only a short-term remedy.

TAX MEASURES AIMED AT STIMULATING INVESTMENT

The tradition: ' apprcach of countering recession with across-the-board tax reduc-
tions and increased government spending provides short-term relief but causes
wcpatition of the same ills. We firmly believe that long-term economic growth
requires a fundamental change in U.g. tax_policy. A carefully constructed and
honed tax structure can reduce inflation, which should remain the number one
priority, and assist in restoring our former international competitiveness.

Accelerated depreciation would help corporations recover the cost of productive
capacity in an inflationary environment, and lower corporations’ reported pre-tax
net income figures and, hence, corporate tax liabilities. Modification of present
depreciation practices is an essential component of stimulatin% investment, but it
would remove only one of several major impediments to capital formation.

For example, there would remain the problem of businesses for which tax liabil-
ities are swollen by inventory profits. Small companies would not derive significant
benefits from an easing of depreciation standards. The most effective means of
improving the flow of capital to small business would be to improve the return
available on such investments, Traditionally, individual investors have purchased
the shares of start-up companies. Reduction of pexsonal tax rates to increase the
return on investments would benefit small business more directly than would a
change in corporate taxation. Two methods of increasing the after-tax return on
investments for individuals are especially desirable in our view.
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Increasing the capital gains exclusion from 60 percent to 70 percent would reduce
taxation of nominal gains and increase the after-tax return on long-term invest-
ments. Present inflationary conditions buttress the case for increased exclusions.

Reducing the maximum tax on investment income to 50 percent would give
individuals an added incentive to invest rather than consume their incomes or seek
out various ‘“tax shelters.”

ECONOMETRIC SIMULATIONS

Using the econometric model of Data Resources, Inc., four different proposals for
increasing the after-tux return on investments for individuals were analyzed. These
proposals were:

1. Increasing the capital gains exclusion from 60 percent to 70 percent.

2. Lowering the mazimum tax on investment income from 70 percent to 60
percent.

3. Lowering the maximum tax on investment income from- 70 percent to 50 -
percent.

4. Increasing the capital gains exclusion from 60 percent to 70 percent and
lowering the maximum tax on investment income from 70 percent to 60 percent.

For each of these four proposals, we analyzed their impact on five key macroeco-
nomic variables over the 1981-83 period. Table 4 below summarizes the results.
Basically, these are comparatively small tax changes which have a disproportionate-
ly favorable impact on investment, savings and productivity.

The results reported below were derived assuming accommodating monetary
policy. Under this policy, the money supply is adjusted so that interest rates remain
close to the levels projected in the DRI baseline forecast. If monetary policy were
assumed to be non-accommodating and interest rates allowed to deviate from tl-e
baseline forecast under the four tax proposals, the estimates would have been lower.

TABLE 4.—RESULTS OF ECONOMETRIC SIMULATIONS

[Dolars in billions)

1981-83 changes*

Tax proposal
Real GNP Real Disposable  Retamned Dehit

investment ncome €arnings

1. Increasing the capital gains exclusion from 60 perceat to 70

PRICENL ..o ceeeiree e ceen oo oo = s serreeseree $60 $2.7 $4.1 $5.2 $2.2
2. lowering the maximum tax on investment income from 70

percent 10 60 PErCent ..............coocovevvccrinss e e e . 48 16 35 12 (0.3)
3. Lowering the maximum tax on investment income from 70

percent to 50 percent............. ... . 11 23 65 20 18

4. Increasing the capital gains exciu;mnfrom&l)percenttom
percent and lowering the maximum tax on investment income
from 70 percent to 60 percent ... .. ... s 102 47 58 9.6 24

1 Increases over DRI baseline forecasts

Increasing the capital gains exclusion to 70 percent

This proposal increases the attractiveness of capital gains as the maximum tax on
capital gains is reduced from 28 percent to 21 percent. It was assumed that the S. &
P. index would increase 3 percent, over the level that would otherwise have existed,
while the dividend-payout ratio would fall 1.5 percent.

Under this proposal, real GNP increases $6 billion over DRI’s baseline forecast for
1981-83. Real investment jumps $2.7 billion, while the disposable income of individ-
uals and corporate retained earnings rise $4.1 billion and $5.2 billion, respectively.
At the same time, the deficit increases $2.2 billion during the 1981-83 period.

Lowering the maximum tax on investment income to 60 percent

This proposal increases the attractiveness of both capital gains and dividends.
With the maximum tax on capital gains and dividend falling, it was assumed that
the S. & P. index would rise 4 percent with no change in the dividend-payout ratio.

Real GNP and investment increase $4.8 billion and $1.6 billion, respectively,
under this proposal. At the same time, disposable income rises $3.5 billion. Retained
earnings for business increases $1.2 billion and the budget deficit actually drops $.3
billion over the 1981-83 period.
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Lowering the maximum tax on investment income to 50 percent

The maximum tax on both dividends and capital gains drops under this proposal
with the maximum effective rate on capital gains falling from 28 percent to 20
percent. We assumed a 5 percent increase in the S&P index and no change in the
dividend-payout ratio.

Under this proposal, real GNP and investment jump $7.7 billion and $2.3 billion,
respectively. Disposable income rises $6.5 billion, compared to an increase in re-
tained earnings of $2 billion. The deficit increases by $1.8 billion over the three-year

period.

Increasing the capital gains exclusion to 70 percent and lowering the maximum tax
on investment income to 60 percent -

This proposal increases the after-tax return on both capital gains and dividends
for some taxpayers. The maximum effective tax rate on capital gains drops from 28
percent to 18 percent. It was assumed that the S&P index increases 6 percent while
the dividend-payout ratio falls 3 percent.

From 1981-83, real GNP and real investment jump $10.2 billion and $4.7 billion,
respectively. Disposable income rises $5.8 billion, and funds available to corpora-
tions through retained earnings increase an even more impressive $9.6 billion. At
the same time, the deficit increases about $2.4 billion cver the same time period.

Any of these proposals would do a great deal to reinvigorate our economy,
stimulate new business growth, and provide additional jobs.

EXPERIENCE WITH THE CAPIYAL GAINS TAX CUT IN 1978

The Revenue Act of 1978 contained the first reduction in capital gains taxes in
over 40 years. The net effect of the 1978 changes was a reduction in the maximum
effective tax rate on long-term capital gains from almost 50 percent to 28 percent.
There is strong evidence that the capital gains tax cut was an effective and efficient
means of stimulating investment despite a steadily deteriorating economic environ-
ment.

Between 1970 and 1975, the New York Stock Exchange reports an 18 percent
decline in the number of individual shareholders. While several factors contributed
to the flight of the individual from stock ownership, that decline paralleled in-
creased taxes and reduced returns to investors resulting from the 1969 and 1976
changes in tax policy. Moreover, total equity values dropped from $914.6 billion in
1969 to $907 billion in 1970 and from $1,106.6 billion in 1976 to $1,039.4 billion in
1977. By contrast, after the 1978 capital gains tax cuts, total equity values rose from
$1,086.1 billion 1978 to $1,244.6 billion in 1979.

Effect on capital raising process

The various stock market indices show impressive gains in light of the incertain
economic atmosphere which marked the period since the 1978 tax cuts. While the
S&P 500 Index and the NYSE Common Stock Index made respectable gains, the
AMEX Murket Value Index and the NASDAQ Index have risen dramatically. (See
Table 5) From December 1978 to December 1979, the AMEX index appreciated a
sharp 64 percent and NASDAQ stocks fully 28 percent. From December 1979 to
June 1980, the AMEX Index increased a further 19 percent and the NASDAQ 4
percent.

These two indices represent smaller capitalized companies that depend primarily
upon the individual investor. The individual investor clearly valued the stocks of
smaller capitalized companies substantially mere highly after the capital gains tax
cut.

TABLE 5.—PERCENTAGE GAINS IN STOCK MARKET INDICES

. - NYSE AMEX
NASDAQ
Penod commen market
SO0 mdex ok index  valse ndex MO

December 1378 to December 1979 .......c.c..cc.ccocms v 123 15.5 64.1 281
December 1979 to June 1980... P 58 55 18.6 44

The languishing state of small business has recent’}:{1 attracted a great deal of
attention from both thepolitical-and financial sectors. The high cost and/or unavai-
lability of equity capital has been an integral part of small business’'—and of the
U.S. economy’s—problems. Many financing sources are either meaningless for most

"
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fledging operations, as in the case of depreciation, or unavailable, in the case of
long-term debt capital.

The increase value placed on the stocks of smaller companies enabled many of the
lesser known companies to raise equity capital. Initial public offerings in the first
half of 1978 amounted to only $54 million. Had this trend continued, initial public
offerings in 1978 would have fallen to the second lowest level in eleven years.
However, in the second half of 1978, the passage of the Revenue Act of 1978 was
imminent and initial public offerings jumped to $194 million. Morever, the $592
million of initial public offerings in 1979 was double that of any year since 1973.
First quarter 1980 figures indicated that initial public offerings this year could
match or exceed the 1979 figure.

Capital raised by companies having a net worth of under $5 million, similar to the
overall trends, ebbed in the first half of 1978 to only $1.2 million raised by a single
issuer. In the second half of 1978, initial offerings by small companies rebounded,
and 20 companies raised $128 million in the market. Offerings in 1979 by these
smaller companies totaled $182.7 million, the highest amount since 1972. This is the
grist from which jobs, new technologies, and new opportunities are made.

s New capital raised by venture capital firms also rose dramatically in late 1978
and 1979. Capital raised by venture capital firms during the 1969-77 period aver-

= aged about $71 million, with a high of $171 million raised in 1969 and a low of $10

i million raised in 1975. In sharp contrast, $570 million was raised in 1978 and $319

million in 1979. Disbursements by these firms in 1979 represented an almost 2%
time increase from the pre-1978 level to $1 billion.

Effect on investor behavior

ef Increased individual investment in stocks followed reductions in capital gains
Ky taxes, just as the departure of individual investors followed increases in capital
v gains taxes. In a survey conducted by Opinion Research Corporation for SIA in
T November 1979, investors were asked if they made new investments or increased
existing investments as a result of the 1978 change in the capital gains tax law (this
g survey is attached). One-fourth of those surveyed reported new or increased invest-

ment because of the lowered capital gains tax rate. The investors were also asked if
they realized capital gains through selling investments of any kind as a result of the
change in the capital gains tax. About one in ten reported realizations, a very large
number taking action in one year. Hence the lowered capital gains tax rate both
enhanced investment and increased the mobility of capital. The study also revealed
that investors would respond dramatically to further reductions in taxes on invest-
ment and that present taxes continue to inhibit investment.

Revenue effect :

Increased realizations of gains have offset a good part of the cost of the 1978 tax
reductions. The Department of the Treasury originally estimated that those cuts
would reduce Federal revenues by $2.2 billion in 1979. Subsequently, the Treasury
Department acknowledged the effect of increased capital gains realizations of about
$8 billion, and reduced its origianl estimate of revenue loss for 1979 by $0.9 billion
to $1.3 billion.

v The current Treasury forecast for 1980 also assumes another $8 billion increase in
capital gains realizations, yielding nearly $0.9 billion in additional income taxes.
Economic stimulus due to the tax reductions will further mitigate the revenue
impact. At the very least, the Treasury Department in opposing the 1979 tax cuts
“ overestimated their cost to the government 100 percent. Even the the revised
: figures underestimate the impact on tax revenues of higher realizations because of
the Treasury’s assumptions that effective capital gains tax rates for 1979 and 1980
are 10.8 percent and 11 percent, respectively. In fact, the average effective tax rate
in 1967 through 1969, when capital gains taxes were slightly lower than they are
now, was 14.2 percent.

o g A
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International comparison

Recently, SIA commissioned Arthur Andersen & Co. to do a comparative study of
the taxation of gains realized on the sale of portfolio stock investments by individ-
uals in ten countries (See the attached study). The study shows that among the ten
countries reviewed only Canada includes a greater percentage of the long-term gain
in taxable income than the United States. In Canada, however, there is no holding
period required for long-term capital gains treatment and the maximum tax rate on
income is 43 percent as compared to 70 percent in the United States. Only the U.K.
had a higher maximum tax on capital gains than the U.S., while six of the ten
nations exempted capital gains from taxation entirely (See Table 6).
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TABLE 6.—SUMMARY OF INDIVIDUAL TAXATION OF CAPITAL GAINS ON PORTFOLIQ STOCK
INVESTMENTS IN 10 INDUSTRIALIZED COUNTRIES

Maximon shortterm capital  Maximum long-term capital M holding period 10y s anal et
Country gains tax rate ! |aimhtg Tate Quakty fg&mg:rm g worth 12 rate

United States.... 70 percent............coconnn 28 percent Iy Nose. -
1yr None.
None None.
6 mo 0.7 percent.
None None.
None None,
None 0.8 percent,
2y 2.5 percent.
None None.

* State, provincial, and local taxes not included.

_ .y

CONCLUSION

The severity of the recession and increased taxes scheduled for next year have
altered the debate over tax cuts. The question is now not whether but when.

Congress faces the dilemma of enacting individual tax cuts as a palliative for past -
and current inflation or rejecting such cuts as a potential catalyst for future L
inflation. Re?ardless of how the current dilemma is resolved, long-term economic
problems wil i ;

remain. Unless Congress enacts tax l%glslation designed to stimulate

savings and investment by both corporations and individuals, Congress will repeat-

edly face the same dilemma. Policies that stimulate demand in the short run do not

necessarily generate new supglies. At the end of World War II, there was plenty of

industrial caigacity and available menpower so that demand-oriented economics

could work effectively. But as the U.S. went through each business cycle, conditions

became less and less favorable for expanding supplies. Thus, more and more of the

increase in demand resulting from government stimulus led to higher inflation i

rates. -
Basically, our policy would be both to encourage investment and soften the impact

of payroll tax increases. We believe such a policy would increase the effectiveness of

countercyclical policy. Results indicate how effective the capital gains tax cut was in

1978 comﬁsared to any reduction in tax revenues. We believe a policy of further cuts

in capital %'ains taxes and/or a reduction in the maximum tax on investment

income would continue these results and provide an important incentive for individ-

uals to increase their savings and investment.

CoMPARISON OF INDIVIDUAL TAXATION oF LONG AND SHORT TERM CAPITAL GAINS
ON PORTFOLIO STOCK INVESTMENTS IN TEN COUNTRIES

(Prepared for the Securities Industry Association by Arthur Andersen and Co.) .
COMPARISON OF INDIVIDUAL TAXATION OF CAPITAL GAINS QN PORTFOLIO STOCK INVESTMENTS IN' {

10 CO'UNTRIES
N oot M . Minimum holding period to N
M t | i - h
oy MR WSRO wal el Ymn e
w10 percent. ... 28 percent........ iy None.
. 60 percent Exempt 1y ... None.
313111+ R do None HNone. “
. 22 percent 22 percent Nore None. N
. 56 percent Exempt 6 mo 0.7 percent. N
w00 None None. s
...... do None None.
vrn00. None 0.8 percent.
23 pescent 2y 2.5 percent.
30 percent Nore....... None. i

1State, provinciai, and local taxes not included.
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This study shows that among the ten countries reviewed, only Canada includes in
the taxable income of individuals a greater percentage of long-term gain than does
the United States. But in Canada there is no holding period required for long term
capital gain treatment and the maximum tax on income is 43 percent as compared
to 70 percent in the United States. Canada includes 50 percent of long-term gain,
while 40 percent is included in the United States and Sweden. These countries tax
the includable gain at ordinary income tax rates. The United Kingdom taxes gains
at a flat 30 percent tax rate. The remaining countries provide for total exemption of
long-term gain. . ‘

In terms of the minimum holding period uired to qualify for long-term gain
treatment, only Sweden requires a ldnger holding period than does the United
States. As can be seen in the table summary attached, Sweden requires a two-year
holding period, the United States and Australia require one year, Germany requires
six~mon&:, and the remaining countries grant the same capital gain treatment to
both long- and short-term gains.

The report provides an overview of the taxation of gains realized on the sale of
portfolio stock investments by individual residents of ten countries. Only the gener-
al taxation rules have been outlined; consequently, certain specialized situations
(such as the sale of stock of closely held companies or sales by individuals consid-
ered to hold the stock as inventory) are not covered in detail. In addition to the
current tax status of such gains, a summary of changes which have occurred in the
taxation of such gains during the past five yeers has been included. Also included is
a description of any wealth or net worth taxes which would apply to such equity
securities.

United States.—Short-term gain (holding period of one year or less) and forty
percent)of long-term capital gain are treated as ordinary income (maximum rate 70
percent).

Long-term capital gain may also be subject to the ‘‘alternative minimum tax,”
which is payable to the extent it exceeds the taxpayer’s regular income tax liability
(including tﬁe preference tax). The amount subject to the tax is the taxpayer’s total
taxable income plus the capital gain exclusion and other adjustments, reduced by a
$20,000 exemption. The tax rates are as follows:

-

Tax rate
Amount subject to alternative minimum tax: Percent
FIrst $40,000........c.cccouiiiiiienes e vens et srass s srase et senebesastsssesenesentes 10
$40,000 to $80,000.. e 20
OVEE $80,000 ........cociemrierirnsinnin et esse s bbb sena s ssssas b eser s s nesbbats 25

In 1977, the previous minimum holding pericd of six months and one day for long-
term capital gain treatment was changed to nine months and one day; in 1978, the
minimum holding period was increased to the present one year and one day, and
the amount of excludable long-term capital gain was increased from 50 percent to
the present 60 percent. Also in 1978, the excluded amount was removed from its
previous designation as a “tax preferenced item.” At the same time, the capital gain
exclusion was exempted from the 15 percent “minimum tax” on tax preferences and
was eliminated as an adjustment of the amount of personal service income eligible
for the “maximu.n tax” of 50 percent on earned income. The net effect of the 1978
changes was a reduction in the maximum effective tax rate on long-term carit,al

ain from approximately 50 percent to 28 percent (not including any tax resulting
rom the application of the alternative minimum tax, also introduced in 1978).

Australia.—A long-term capital gain (holding period of one year) is exempt from
taxation. Short-term gain is taxed at ordinary rates (maximum 60 percent).

There have been no significant changes in the taxation of capital gains on such
stock sales during the last five years. A separate capital gains tax was proposed in
1974 but was never enacted.

Belgium.—The gain is generally exempt from tax regardless of the holding period.
If the investment were of a ‘“speculative nature,” the gain would not be exempt;
however, situations to which this exception apply are not common. Gains of a
“speculative nature” occur when an investor on a continuing basis takes risks in
excess of his net worth in ordex to make a profit.

Canada.—One-half of the gain is taxed at ordinary rates (maximum 43 percent)
regardless of the holding period. Capital gain is also subject to provincial taxation
which is calculated as a percentage of federal tax. Provincial rates vary dependin;
upon the province and range from a low of 39 percent (Alberta) to a high of
percent (Newfoundland).

65-963 0 - 80 - 3 (pt.3)
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Germany.—Long-term capital gain (six month holding period) is exempt from
taxation. Short term capital gain is taxed at ordinary rates (maximum 56 percent).

Individuals are subject to an annual wealth or net worth tax. Portfolio invest-
ments are valuel at market value; the tax rate is 0.7 percent.

Italy.—Under ordinary circumstances, gain on the sale of portfolio investments is
exempt regardl:ss of the holding period. Gain arising from ‘speculative’” transac-
tions is taxed as ordinary income at graduated rates (maximum 72 percent). This
exception is rarely applied. Each case must be dealt with individually to determine
whether the individual’s intent was to acquire and hold the stock or to sell as soon
as a reasonsble profit could be realized.

Japan.—(ienerally, the gain is exempt from tax regardless of the holding period.
However, if' during a year an individual enters into 50 or more transactions involv-
ing a total of 200,000 or more shares, all short-term gain (a holding period of five
;gars or le)ss) and one half of long-term gain are taxed at ordinary rates (maximum

percent).

Netherlands.—Capital gain is exempt from tax regardless of the holding period.

Individuals are subject to an annual wealth or net worth tax. A tax rate of 0.8
percent is applied to the net fair market value of assets, including portfolio invest-
ments. A deduction is allowed for standard exemptions, which are Dfl. 43,000 for
single individuals, Dfl. 66,000 for farried individuals, and Dfl. 15,000 for each
dependent child.

Sweden.-—Forty percent of long-term gain (holding period of two years or more)
and 100 percent of short term gain are treated as ordinary income. Only 40 percent
of short term gain is includable in income when the gain is due to a compulsory sale
(where an individual is forced by governmental authorities to dispose of an asset). In
determining long-term gain on shares, individuals are allowed a tax basis equal to
one-half of the net sales proceeds (if greater than actual cost) plus an additional
standard deduction of SKr. 1,000.

Individuals are subject to both a national tax (progressive rates up to 58 percent)
and a municipal tax (maximum 33 percent), with the maximum combined tax rate
being limited to 85 percent (on income exceeding SKr. 174,000).

Prior to March, 1976, the includable amount of gain was as follows:

Percentage of gain includable
Minimum holding period of investment:

2 YRATS w.veiiiriste sttt bt e et ana e e na R e b ekttt asraas 75
3 years.... 50
4 years.... 25
5 JOATS ...coonitirieriieneitte et st sas st bt st s bes et s en b sae st et b b ek s bt seet e senseanen 10

Further, gains of up to SKr. 500 were tax-free on shares held for five years or
more.

Individuals are subject to an annual net worth tax on total assets owned with a
total value in excess of SKr. 200,000. Its rates range from 1 percent on total asset
values between SKr. 200,000 and"SKr. 275,000 to 2.5 percent on amounts in excess of
SKr. 1,000,000. Publicly held securities are valued at market value.

United Kingdom.The first L3000 -{ gain is exempt; a flat tax rate of 30 percent
apg]ies to gain in excess of L3,000 regardless of the holding period.

rior to April 5, 1977, an alternative tax was applicable under which one-half of
the first L5,000 of gain was excluded from taxable income. The tax was computed as
the difference in the tax liability with and without the gain (causing the includable
ain to be taxed at the highest marginal rates to a maximum rate of 98 percent,
including a 15 percent surcharge). The alternative tax applied only if less tﬂin the
tax resulting from application of the 30 percent flat tax rate. From April 6, 1977,
until April 5, 1980, the alternative tax was 15 percent on gain from L1,000 to
L5,000, and 50 percent on gain in excess of L5,000.
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A series of possible tax proposals aimed at increasing savings and investment by Americans
has been discussed by the Securities Industry Association. These proposals include:

1. A maximum tax of 50% on investment income
Roll-over of invested capital through deferral of capital gains tax

Reduction of the capital gains holding period to six months

2
3. Reduction or elimination of double taxation of dividends
A
5.

Anincrease in the dividend exclusion to $500 for individuals and $1,000 for joint returns

S!1A sought totearn how persons who potentially could
benefit from these proposals reactto and assess them,
and to help determine which tax proposats would, it
implemented, be most etfective in stimulating savings
and investment.

In addition to gauging reactions to the above pro-
posals, SIA also asked for a reaction to an annual
exclusion of up 10 $2,000 for funds newly invested in
corporate securities and an assessment of the effects
of the changes in the treatment of capital gains under
the Revenue Act of 1978.

To investigate these issues, Opinion Research Cor-
poration included a series of questions in its quarterly
Executive Caravan Survey, which is a cooperative
research vehicle sponsored by muitiple clients, con-
ducted via personal interviews among a sampling of
top and middle managers in the "Fortune 800" com-
panies For this study, interviews were completed
with 516 executives. during the period October 15-
November 15, 1979. (The Technical Appendix pro-
vides a detaited description of the sample design
and characteristics of respondents in the current
study )

In the interviews, respondents were not told that
these proposals were being studied by the Securi-
ties industry Association

The use of Executive Caravan was considered to
be well suited for evaluating the potential response
to hifting tax disincentives on investment, for several
reasons’

1. The persons interviewed are almost all share-
holders, more than nine in ten currently own stock,
and nearly ail the rest have owned stock in the
past

2. Many also own a wide range of other investments,
such as real estate, mutual funds, savings certifi-
cates, and tangible investments

w

. Theyare a high-income group’ nearly three-fourths
have job incomes of $40,000 or more.

In terms of total securities holdings, the average
executive owns around $97,000 of stocks, bonds,
mutual funds, and other securities.

As business people, they are probably more ac-
customed to financial matters such as tax regufa-
tions, investment alternatives, etc, than the aver-
age individual They, thus, represent a particularly
knowiedgeable group on whom to test various tax
proposals.

1t should be cautioned, however, that data from Ex-
ecutive Caravan cannot be directly projected to the
national population, nor to corporate shareholders in
general However, by understanding the attitudes
and preferences of the executive community, it should
be possibie to make iudgements about the overall
impact of the tax propczals on the investing public.

11 should also be pointed out that the data from this
study should not be regarded as precise predictions
of behavior which would result 1t a particular pro-
posal were passed, since the questions were hypo-
thetical, and since so many factors enter into a per-
son's decisions regarding when, how, and the amount
to invest

>

Report Organization

Following is a summary of the study’s major findings.
Then, in the detalled findings which follow, reactions
to each of the five proposals are presented, followed
by a summary of executives’ reactions to all five pro-
posals presented in one table, and an analysis of
reactions by executives' income level, and by value
of securities owned



Summary Of Findings

Executives’ reactions 1o the tax proposals vary con-
siderably, both in terms of the percent who say they
would make new or increased investments in a variety

PROPOSAL

Total Who Would Make New Or Increased lnvestments
Would Make New Or Incrsased Invests.ents In Common Stocks
69%

_55%

Maximum tax

of 50% _capital gaing

tax

Although each proposal elicits a significant favorable
response, the proposal to reduce{or eliminate) double
taxation of dividends draws the most favorable re-
sponse, in terms of the percent of executives who say
they would buy common stocks. This proposal also
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of investment vehicies, and in terms of the percent
wha say they would invest in common stocks. The table
below summarizes these findings.

74%

Reduction of Increase in
double taxation dividend
of dividends exclusion

produces the highest hypothetical mean investrent
across the total executive sample (including both
those who say they would invest, and those who say
they would not), as shown below.

All Respondents
PROPOSAL Hypothetical Mean Investment In Commen Stocks
Maximum tax of 50% | $8,100 I
Deferral of capital gains tax | $§10,500 J
Reduction of capital gains holding period | $9,800 } |
Reduction of double taxation of dividends | $12,800 |
Increese In dividend exclusion [ $5800 |

Executives have a rather mixed reaction to the 1dea—
of an annual exclusion for funds newly invested in
corporate securnties While some say this is a highly
desirable proposal. others are lukewarm to it

One executive in four reports having made invest-
ments as a resuit of the changes In capital gains tax

4

treatment brought about by the Revenue Act of 1878

And the largest proportion of these ( 15% of all execu-
tives) say they invested in common stocks

Moreover, about one executive in ten (8%) reports
having realized capital gains during1979, as a result
of these changes in the capital gains tax law.
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Detailed Findings

Reactions To Maximum Tax Of 50%
“If this proposal were enacted, would it cause you to make new investments, or increase
existing investments in any of the items on this list?”

Maximum tax of 50% on all sources of income, including investment income. Current law
taxes income other than wages and salaries up to a maximum rate of 70%.

) Would make new/increased investments

Common stocks

Real estate other than home

- Rentai property
Corporate bonds

Common stock mutual funds

House or condominium

Tangible investments

Tax shelters

Preferred stocks

Options

Futures

3t%

55% TOTAL EXECUTIVES

22%

™%

13%

1%

10%

5%
4%

About half of executives say they would make new investments or increase existing invest-
ments if the maximum tax on all sources of income were reduced to 50%.

Reacting to the maximum tax of 50%, a majority of
executives (55%) say they would make new or in-
creased investments if it were passed.

The three most frequently mentioned types of
investment that would be made as a result of this
proposal are common stock (31%), real estate other

than a home (22%) an< rental property (17%). How-
ever, each of thu 11 investment vehicles is mentioned
by at least a few executives.

Page 11 shows data for all five proposals on the
amount of money executives think they would invest
in common stocks, for each of the five proposals.

A note on methodt For each of the five tax proposals, respondents were shown a card (in random order) describ-
ing the proposal, and were asked whether, if the proposal were enacted, it would cause them to make new in-
vestmente or increase existing investments in any of 11 investment vehicies shown on another card. Then, for
each investment vehicle mentioned, respondents were asked how much they would invest.

6
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Reactions To Deferral Of Capital Gains Tax
“if this proposal were enacted, would it cause you to make new investments, or increase
existing investments in any of the items on this list?"”

Deterral of tax on capital gains, if gains are reinvested within six months from when they
are taken. A maximum of $ 100,000 In capital gains can be so deferred over the life of an
individual—~$200,000 in the case of a joint return.

Would make new/increased nvestments  JCEISILISLEUL2 SIS

Common stocks

Real estate other than home

House or condominium | 20%

Rental property 16%

Common stock mutual funds | 12%

Preterred stocks

L3IE]

Corporate bonds

Tax shelters

%

Tangible investments  |8%
Options | &%
%

Futures

Seven executives in ten say deferral of the capital gains tax would cause them to increase
their investment activity.

Here, the four most often mentioned investment ai- in various types of real estate.

tematives are common stocks (42%). real estate other On :his proposal, as on most of the others, execu-
than a home (38%), a house or condominium (20%), tives who already own securities worth $25,000 or
and rental property (16%). more are more likely to say they would invest in com-

This proposal is the most attractive one to execu- mon stocks than are executives who own securities
tives from the standpoint of stimulating investment worth less than $25,000.
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Reactions To Reduction Of Capital Gains Holding Period

“If this proposal were enacted, would it cause you to make new investments, or increase
existing investments in any of the items on this list?”

Reduction of the capital gains holding period from one year to six months.

Would meke new/increased investments

Common stocks

3

TOTAL EXECUTIVES

Real estate other than home

House or condominium

Common stock mutual funds

Preferred stocks

Options

Corporatebonds  |4%
Rental property  |4%

Tangible investments | 4%

Tax shelters

Futures

5%

About half of the executives say they would be induced to invest by a reduction of the capi-

tal gains holding period to six months.

In terms of the percentage of executives who say
they would make new or increased investments, 48%
say they would take some action.

About four executives in ten (39%) say they would
invest in common stocks.

Not surprisingly, refatively few executives say this
proposal would lead them to invest in assets that

8

typically have a relatively long holding period, such
asreal estate, a home, rental property, or tax shelters

At the same time, however, relatively few execu-
tives say they would invest in other vehictes which
are not necessarily held for a long period, such as
options or futures.
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Reactions To Reduction Of Double Taxation Of Dividends

“If this proposal were enacted, would it cause you to make new investments, or increase
existing investments in any of the items on this list?”

Reduction or elimination of double taxation of dividends by granting shareholders a partial
credit for federal income ltaxes paid by the dividend-paying corporation.

Would make new/increased investments

Common stocks

Preterred stocks

Common stock mutual funds

Corporate bonds

Reduction or elimination of double taxation of dividends is very attractive to exesutives,
from the standpoint of stimulating common stock investments.

Aboutthree-fourthsofexecutives(74% ) say they would
step up their investments it double taxation were cur-
tailsd, and nearly ali ot these (67% of the total sample)
say they would increase their investments in common
stocks. This is the highest percentage for common
stocks among the five proposals.

Some executives also say they would invest in
preferred stocks (22%) or common stock mutual funds
(20%). but these vehicies are clearly perceived as
secondary to common stocks

Note that a small proportion of executives also
mention corporate bonds Presumabiy, their reason-

ing ts that the proposal. if passerd would enhance the
generai market for all corporate securities, not just
stocks

Other possible investments were not mentioned
by the vast n.ajority of respondents. who correctly
perceived this proposal as enhancing the desira-
bility of securities, but not other investments

The quite favorable response to this proposal is
especially noteworthy in light of the fact that the con-
cept statement was not explicit regarding how the
credit tor federal income taxes paid by the dividend-
paying corporation would actually work.
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Reactions To Increase In Dividend Exclusion

"If this proposal were enacted, would it cause you to make new investments, or increase
existing investments in any of the items on this list?" -

Increase in the dividend exclusion to $500 for individuals, and $ 1,000 for joint returns. The
current exclusion is $100 and §$200, respectively.

Would make new/increased investments

60%. TOTAL EXECUTIVES

Common stocks

Common slock mutual funds | 17%

Preterred stocks 16%

Corporate bonds

An increase in the dividend exclusion is also among the more attractive tax proposals for
executives, from the standpoint of increasing their interest in common stocks.

In all, six executives in ten say an increase in the divi-
dend exclusion to $500 for individuals and $ 1,000
for joint returns would cause them to make new or
increased investments. Again, most of these {54% of
the total sample) say they would invest in common
stocks, thoughabout onein six say they would invest in
mutual funds and/or preferred stocks (Again, a few

10

executives mention corporate bonds )

As with the proposal dealing with reduction of
double taxation of dividends, very few respondents
mentioned other forms of investment, correctly per-
cewving this proposal as enhancing the desirability of
securities, but not other investments



1101

Estimated Investments In Common Stock Under Each Proposal

Maximum

Total percent who would invest in -
31%

common stocks*
Estimated investment during first year:
Less than $5,000 8%
$5000- $9.999 8%
$10,000 - $24,999 8%
$25,000 - $49,999 3%
$50.000 - $99.999 2%
$100,000 - $499.999 1%
$500.000 - $999,999 0%
$ 1,000,000 or more 0%
Don’t know/No opinion 2%

Mean investment  (Those who would $26.100

Doteral of  Reduction of

Reduction of  Increase In

Capital  Capital Gains Double Taxation Dividend
Tax of 0% Gains Tax Holding Period  of Dividends  Exclusion

42% 39% 67% 54%

9% 10% 20% 20%

9% 1% 19% 16%

15% 9% 15% 1%

4% 4% % 3%

3% 3% 3% 1%

1% 1% 1% t

0% 0% 1 0%

0% 0% 0% 0%

2% 1% 2% 2%
$25100  $25.000 $19,300  $10.800
$12.500 $ 9.100 $ 8.300 $ 6800

Median investment invest only) $ 9400

*Percentages below may not add to total percent whn would invest in common stocks because of rounding

tLess than 0 5% .

There is considerable variation in the amount executives say they would invest in common

stocks, under the five proposals.

The table above summarizes executives’' responses
regarding how much money they would nvest In
common stocks during the first year after each pro-
posal took effect (The dollar groupings shown in the
table were also shown to respondents on a card )

In addition to showing the percent in each group-
ing who say they would invest in common stocks. the
table shows the hypothetical mean and median in-
vestment, by those who say they wouid invest in
common stocks #

In assessing the impact of each proposai
factors have to be taker. into account:

1 The proportion who say they would invest in con«~
man stock

two

Reduction of double taxation of dividends

Deferral of capital gains tax

Reduction of capital gains helding period

Maximum tax of 50%
Increase in dividend exclusion

On this basis, there is a fairly clear-cut graduation in
overall impact of the five proposals, with reduction of
double taxation of dividends generating more than

2 Theamount those who would invest say they would
invest

In terms of factor 1, reduction of double taxation of
dividends is by {ar the most attractive to executives,
In that 67% say they would invest in common stocks
if this proposal were enacted However, in terms of
mean investment (by thuse who say they would in-
vest). the maximum tax of 50% produces the highest
mean, though with the smallest percent response.

Combining factors 1 and 2 to produce a mean
investment acruss the total executive sample, clari-
fies the picture On this basis. the proposals rank
as follows:

$12,800
$10.500
$ 9,800
$ 8,100
$ 5,800

twice as many hypothetical investment dollars as the
increase In dividend exclusion

#Calculation of the mean assumed that resgonses fell at the midpoint of each size grouping.
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Reactions To Tax Proposals By Income Leve!

Anntal Income
Total Undar  $30,000- $40,000- $50,000- $75,000
Executives $30,000 $39,999 $48,999 $74,999 andover
Maximum Tax ot 50%
Would make investments 56% 48% 50% 48% 55% 65%
Woutd invest in common stock 31% 17% 20% 24% 30% 48%
Mean stock investment (all execs.) $ 8100 §$ 2000 $§ 900 § 2,700 §$ 4,500 $23,000
Mean stock investment
(those who would invest only) $26,100 $11600 $ 4800 $11.200 $15000 $47.800
Deterral of Capital Gains Tax
Would make investments 69% 1% 63% 65% 71% 74%
Would invest in common stock 42% 25% 34% 41% 42% 52%
Mean stock investment (all execs.) . $10,500 § 1,500 $ 3,200 § 7,100 $10,300 §25,200
Mean stock investment
(those who would invest only) $25100 $ 6100 $ 9400 $17.300 $24,600 $48,.400
Reduction of Capital Gains Holding Period - -
Would make investments 48% 35% 49% 46% 50% 50%
Would invest :tn common stock 39% 19% 35% 36% 43% 44%
Mean stock Investment (all execs.) $ 9800 $ 1,300 § 4400 $ 3,900 § 6,900 $16,700
Mean stock investment
(those who would invest only) $25000 $ 7,000 $12,500 $10,900 $16,000 $37.800
Reduction of Double laxation of Dividends
Would make investments 74% 75% 69% 73% 72% 7%
Would invest in common stock 67% 83% 58% 65% 67% 75%
Mean stock investment (ali execs.) $§12800 § 4700 S 4,900 § 7,000 $13,100 $30,900
Mean stock investment
(those who would invest only) $19,100 §$ 7400 $ 8400 $10,800 $19600 $41,200
Increase in Dividend Exclusion
Would make investments 60% 67% 66% 71% 59% 48%
Would invest in common stock 54% 54% 52% 60% 56% 46%
Mean stock Investment (all execs.) $ 5800 § 3400 § 3,200 § 8,400 § 7,000 $10,600
Mean stock investment
{those who would invest only) $10800 $ 6300 $ 6200 $14000 $12,500 $23,000
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Reaction to the five tax proposals varies considerably by executives’ income level.

: he table at left shows, for all executives and each of
the five income levels by which the data were ana-
lyzed, the percent who say they would make new or
increased investments if each of the five proposals
were enacted. the percent who say they would invest
in common stock. the hypothetical mean investment
in common stock (among all executives in the par-
ticular income group, and among those who say they
would invest in common stock)

As can be readily seen, the proportion of execu-
tives who say they would invest in common stock in-
creases with income level in most cases, as do the
hypothetical mean investments

Two exceptions to the above point are the proposals

o

covering reduction of double taxation of dividends
and increase in the dividend exclusion Responses
t0 these two proposals—in terms of the percent who
say they would invest in common stock—are relatively
simifar at all income levels (These latter two pro-
posalsalso produce the most positive response among
executivesin the lowestincome level{under $30.0001

On the other hand. increase in the dividend exclusion
evokes the lowest hypothetical mean investment
among the highest income group [$ 75,000 and over)

This is not surprising, since the increased exclusion
n etfect produced a "cetling” on the amount of tax
that would be saved )



Reactions To Tax Proposals By Value Of Securiti

Maximum Tax of 50%

Would make investments
Would invest in common stock

Mean stock investinent (ali execs.)
Mean stock investment (those who w;
Oeterral of Capital Gains Tax

Id invest only)

Would make investments
Would invest in common steck

Mean stock investment (afl execs.)

(those who would invest only)

Would invest in common stock

Mean stock investrient (all execs.)

Mean stock investment(those who would invest only)
Reduction of Doubte Taxation of Dividends

Would make investments

Would invest in common stock

Mean stock investment (all execs.)

Mean stock investment (those who would invest only)
Increase in Dividend Excluslon

Would make investments

Would invest in common stock -

Mean stock investment (alt execs.)

Mean stock investment(those who would invest only)

1104

Owned
Valus of Securities Owned
Total Under  $25,000- $100,000
Exocutlves $25,000 $99,999 ormore
55% 46% 52% 69%
31% 19% 31% 47%
$ 8100 $ 1,300 § 4,200 §24,400
$26.100 $ 7.000 $13.500 $52.000
69% 61% 72%, 76%
42% 31% 46% 519
$10,500 § 2,600 §$ 7,200 $28,400
$25100 $ 8300 $15.700 $55600
48% 42% 47% 56%
39% 30% 38% 49%
$ 9800 § 2,600 § 54C0 $19,200
$25000 $ 8700 $14300 $39.200
74% 73% 74% 74%
67% 62% 69% 70%
$12,800 S 3,300 $10200 $31,300
$19,100 § 5300 $14800 $44,.800
60% 64% 62% 53%
54%, 55% 57%, 49%
$ 5800 S 4400 $10,000 $11,700
$10,800 § 8000 $17.500 $23.800

Reaction to the proposals also varies in relation to the value of securities executives already

own.

Nol surprisingly, the greater a respondent’s current
securities holdings, the more likely he is to anticipate
investing in common stocks, and the larger the amount
that is likely to be invested.

This retationship applies to the first three proposals
shown in the table above; however, the two pro-
posals relating to dividends again represent an ex-
ception. About the same proportion of executives at

14

each level of securities ownership say they would
invest in common stock In response 1o these two pro-
posals Also, unlike other proposals, the proposal to
increase the dividend exclusion does not produce a
markedly higher hypothatical mean investment by
those executives with the largest securities hoidings,
for the reason cited on page 13.

o
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Reaction To Annual Exclusion Of Up To $2,000 For Funds Newly Invested
In Corporate Securities

“"Nawl!'Hike to get your reaction to one more possible change in the tax regulations.”

Enactment of a provision under which funds newly invested in corporate securities could be
excluded from taxable income, up to a maximum exclusion of $2,000 a year.
"Compared to the five other proposals you have just been looking at, and reacting in terms of
your own financial situation, would you say this proposal is one of the most desirable to enact;

a good idea, but not one of the best; a fair idea, or one of the least desirable.”

TOTAL EXECUTIVES

Good idea,
but not one of the best

Fairidea

One of the most desirable

Not sure/no opinion 2%

One of the least desirable

Executives are quite divided in their reaction to an annual exctusion for funds newly invested

in corporate securities.

After having reacted to each of the kve proposals,
executives were shown a card describing a sixth prop-
ositon—an annual exclusion for funds newly invested
in corporate securities—and were asked how desir-
* able they considered this new proposition, compared
with those they had already reacted to
Three executives in ten say the proposition is "one
of the most desirable " On the other hand, about
three in ten say the propos:tion is only “a fair idea,”
or "one of the least desirable.” The remainder fall
into a middle ground, saying that it is “a good idea,
but not one of the best.”
One might think that executives’ reactions to this
proposal might vary somewhat, based on their reac-

tions to the other five proposals already discussed
This is not the case, however For example, execu-
tives who say they would invest in common stocks if
the dividend exclusion were raised are no more likely
than executives generally 1o find this proposal de-
sirable

There 15 also littie variation in reactions to this pro-
posal based on respondents’ iIncome, or the percent
of their disposable income which is saved There is
some variation by age, however. Forty percent of
executives under age 40 say this proposal is one of
the most desirable, compared with 25% of those age
50 and over.
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Effect Of 1978 Changes In Capital Gains Tax Treatment

“As you may know, the Revenue Act of 1978 modified the tax treatment of capital gainsin
several ways. It increased the exclusion on capital gains subject to regutar income tax from
50% to 60%. It also reduced the maximum effective rate on capital gains from nearly 50%

to 28%.

As a result of the changes in the capital gains tax law, did you make new investments or
increase existing investment . in any of the items on this list during the past year? (If so,

which ones?)”

Made new/increased investments

24% TOTAL EXECUTIVES
Commonstocks | 15%

Real estate other than home
House or condominium
Common stock mutual funds
Rental property

Corporate bonds

Tax shelters

Options

Tangible investments
Preferred stocks

Futures *

*Less than 0.5%.

About one executive in four reports making investments as a result of the changes in capital
gains tax treatment brought about by the Revenue Act of 1978.

After they had reacted to the various tax proposals
already discussed, executives were given a brief
summary of the provisions of the Revenue Act of
1978, which modified the tax treatment of capital
gains. They were then asked whether, as a result of
changes in the law, they made any new or increased
investments during the past year, in the same group
of investment vehicles as used in assessing the pre-
vious tax proposals.

In all, about one-fourth of executives (24%) say they

18

did make such investments as a result of changes in
the tax laws By far the largest proportion {15% of all
executives) say they invested in common stocks.

The only other vehicles mentioned by more than
one percent of executives are reat estate other than
a home (5%), a house or condominium (4%), common
stock mutual funds (3%), and rental property (2%).

The mean new or additiona! investment by those
who say they invested in common stocks is $ 18,000,
while the median figure is $ 10,000.
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Effect Of 1978 Changes In Capital Gains Tax Treatment

“During the last year, as a result of the changes in the capital gains tax law, did you realize
any capital gains through selling investments of any kind that you would not have otherwise

taken if no changes had been made in the law?”

Yes, realized gains because of changes in tax law
No, did not
Don't recall/no opinion

Totat Value of Securities

Total Lessthan $25,000- $100,000
Executives $25,000 899,999 or more

9% 4% ™ 20%
90% 95% 92% 79%
1% 1% 1% 1%

About one executive in ten says he realized capital gains during the last year as a result of the

capital gains tax law.

As a follow-up to the question just reported, execu-
tives were asked whether they had realized capital
gains through selling investments of any kind, again
as a result of changes in the capital gains tax jaw.

In all, about one executive in ten (9%) claims to
have done this.

Note In the table above that responses to this ques-
tion are strongly influenced by the size of an execu-

65-969 0 - 80 - U (pt.3)

tive's total porttolio of securities While only 4% of
those with securities worth $25,000 or less (a figure
that is probably roughly similar to that of the aver-
age shareholder nationwide) realized capital gains
as a result of changes in the tax law, one-fifth (20%)
of those with portfolios worth $100,000 or more did
so

17
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Technical Appendix

Sample Design

Each Executive Caravan sample is drawn from a universe comprised of top and middle man-
agement people selected from the 500 largest manufacturing companies, and each of the
80 largest banks, utilities, transportation, merchandising, life insurance, and diversified
financial companies.

Three main steps are involved iri the selection of managers and executives for Executive
Caravan interviews.

4. Snlection ot companies. pyobabisity procedures sample Is represented by its headquarters loca-

are used to select companies wheie interviews
will be conducted. The selection is stratified by
size of company and by broad industry groupings

{n general, a company remains in the sample for
two consecutive quarterly surveys. then drops
out until its next turn for selection However, the

tion and one or more additional locations.

The selection ot specific locations is planned
within the framework of the Opinion Research
Corporation National Probability Sample, which
includes approximatety 360 counties and alt key
industrial concentrations. {A detailed description
of this sample is avaitable on request)

replacementof companiesin the sample is planned . . .
on a rotating basis, sothatinany one Caravan sur- 3. Sellechon f" ww managers "‘“f’ exocutives.
vey half of the companies are carried over from This selection is made from name lists furmished
the previous quarter, and half of the companies by selected companies to ORC sample specifi-

are newly selected for the sample. cations.

2. Selection of plants and other specific company  cooneration of companies and their provision of name
locations. gejection of specific company facili- lists in accordance with carefully drawn sample spec-
ties is the second step in the selection of managers ifications provide a breadth and depth of cuverage not
and executives. In general, each company in the normally possible through conventional list sources.



Interviewing
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In advance of the field interviewing bhase of the study, a letter is mziled to each executive
selected for the study. Specially trained interviewers contact executives for interview

appointments at a mutually convenient time.

Definition of Top and Middle Management

“Top and middle management” includes:
(1) Corporate and divisional officers

(2) Executives, managers, and supervisory profes-
sional personnel above the level of firstdine
supervisors'

(3) Professional persornel who report directly to
corporate or divisional officers

V (4) Executives in staff functions (personnel, legal,
etc.) who report directly to corporate or divisional
officers

'First-line supervisors are considered as those whose
primary responsibility is to supervise directly the work
of clerical and/or hourly production empioyees.

“Top and middle management” excludes
(1) First-line supervisors

(2) Nonsupervisory professional employees (engi-
neers, chemists, lawyers, etc ) who do not report
directly to corporate or divisional officers

(3) Employees in staff functions {personnel, nublic
relations, research, etc) who do not repc.. di-
rectly to corporate or divisional officers

(4) All other employees not covered by items 1
through 4 above



Sample Characteristics, October 1979 Executive Caravan Survey
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The data in the table below present the characteristics of the Executive Caravan sample.

Age
Under 40 years
40-49
50 years or over
Education
Less than college completed
Cotlege completed
Graduate work

Geographic Region
Northeast
North Central .
South
West

Management Level
Officers
Nonofficers reporting to officers
Managers reporting to nonofficers

Job Function -
Finance/accounting/control
Manutacturing or production
Marketing
General management
Personnel
Engineering/research and development
All others

25%
46%

16%
31%
53%

37%
27%
24%
12%

35%
25%
12%
21%
17%

23%

Kind of Company
Manufacturing
Nonmanufacturing

1.ength of Service
Under 10 years with company
10-19
20-29
30 years or over

Income
Under $3C.000
$30.000 - $39,999
$40,000 - $49,999
$50,000-$74,999
$75.000 or over

21



" Reliability Of Survey Percentages

Results of any sample are subject to sampling. varia-
tions. The magnitude of the variation is affected by a
number of factors, including the number of inter-
views and the tevel of the percentages expressing
the results.

The table below shows the possible sampling varia-
tion that applies to percentage results reported
from the total Executive Caravan sample of 516, and

Size of Sample on Which Executive Caravan Survey Result [s Based ~

Total Sample:
516 interviews
Subgroups:

400 interviews
300 interviews
200 interviews
160 interviews

tBased on 85 chances in 100

For example, the table on page 9 shows that 74%
of executives say they would make new or increased
investments if double taxation of dividends were re-

duced or eliminated Because this figure is near 70%,

the middie column of sampling tolerances is used as
a guide. Based on the figures in the table, there is a
95% chance that if all top and middie managers in the

22

1111

various smaller subyroups, as shown in the study's de-
tailed tabutations. The chances are approximately
95in 100 that an Executive Caravan survey result does
not vary, plus or minus, by more than the_indicated
number of percentage points from the result that would
be obtained if interviews had been conducted with all
executivesin the universe represented by the sample.

Approximate Sampling Tolerances Applicadle
to Peccontages At or Near These Levelst

10% or 90% 30%or70%  50%

3% 5% 5%
4% 6% 6%
4% 8% 7%
5% 8% 9%
7% 1% 2%

"Fortune 800" companies had been interviewed, the
resultsofthis question would have fallen withina range
of 69% to 79%; thatis, within five points, plus or minus,
of the specific result (74%) which was obtained in the
survey (As the table also shows, the sampling toler-
ances are larger for relatively small subgroups among
the total sample )
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Sainpling Tolerances When Comparing Two Samples

Tolerances are also involved in the comparison of re-
sultsfromdifferent parts of any one Executive Caravan
sample (and in the companson of results between
two ditferent Executive Caravan samples) A differ-

Approximate Size of Sampias Compared

500 and 500
500 and 400
400 and 400
400 and 300
300 and 300
300 and 20C
200 and 200
200 and 100
100 and 100

$Based on 95 chances in 100

Forexample, 74% of all 516 executives say they would
make new or increased investments if doutle taxa-
tion of dindends were reduced or eliminated, while
60% say they would do so if the dividend exclusion
were increased {page 10). Based on the figures in the
table, adifference of approximately seven percentage
points is required for statistical significance, when

ence, in other words, must be of at least a certain size
o be considered statistically significant The table
below is a guide to the sampling tolerances applicable
to such comparisons

Difterences Required for Significance At
or Near These Percentage Levelst

10% or 90% 30%or 70%  50%
5% % 8%

5% 8% 5%

5% 8% 9%

6% 9% 9%

6% 9% 10%

% 10% 1%

% 1% 12%

9% 14% 15%

10% 18% 17%

two figures from a sample of 500 are compared, and
where the figures being compared are in the neigh-
borhood of 70% Since the difference between the
two figures being compared is 14 percentage points,
It can be concluded that the difference i1s a statis-
tically significant one.

23
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Quality Control Measures
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Quality control measures are applied in every phase of the Executive Caravan survey.

Specialistsinmany fields are available for consultation
with the Caravan Survey director in the development
of the questionnaire

interviewers are hired and trained, in person, to
staff the probability sampie. and their work is regularly
checked for accuracy and validity

Questionnaires are prepared for data processing
by experienced coders. under the supervision of the
survey director

The processing of data is subject to rigorous in-
ternal checks designed to detect both machine and
human error.
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SUMMARY OF STATEMENT OF ARTHUR LEVITT, JR.,, ON BEHALF OF THE AMERICAN
Stock EXCHANGE AND THE AMERICAN BusiNess CONFERENCE

1. Congress should enact a responsible, anti-inflationary tax reduction package
this year. This tax cut should be targeted toward liberalizing and simplifying our
depreciation laws; encouraging indiviguals to save and invest, particularly in small
companies which have the greatest growth potential; and, compensating individuals
for the impact of inflation.

2. A tax cut is necessary to reverse the long-term deterioration of our economy'’s
productive capacity. Mid-range companies are our best source of doing this. They
are in the forefront of creating new jobs and innovative technology.

3. Small and medium-sized businesses rely on individual investors as an important
source of capital. We should remove the artificial roadblocks which discourage
Americans from investing in equities. Based on the Exchange’s experience with the
1978 capital gains tax reduction we recommend an additional reduction in these
rates. V\Pe have observed several indicators of market strength which reflect that the
1978 capital gains tax reduction had a very positive effect on the ability of growth
companies to raise capital and on bringing individual investors back to the market.

a. Since the 1978 tax reduction, the Amex Market Value Index has jumped more
than 120 percent. And, in the first six months of this year, total trading volume on
the Amex was up to 730.7 million shares, an increase of 67 percent over the total
volume of shares traded in 1978.

b. In the first six months of this year, Amex listed companies issued equity raising
nearly $300 million in new capital. These figures compare favorably with the first
six months of 1989 during which only two Amex companies were able to bring
equity offerings to the market.

c. Top executives at companies issuing new stock agreed with underwriters and
retail brokers that the 1978 capital gains reduction was an important factor in
strengthening the market which in turn made it feasible for mid-sized companies to
raise capital. -

4. We join the Securities Industry Association in recommending a reduction of the
maximum tax on unearned income from 70 percent to 50 percent. We also commend
to the Committee proposals from the White House Conference on Small Business to
provide a credit for investment in new equity issues and a tax-free rollover for
capital gains from small business investments.

TESTIMONY OF ARTHUR LEVITT, JR. ON BEHALF OF THE AMERICAN STOCK
EXCHANGE AND THE AMERICAN BUsINEss CONFERENCE

Mr. Chairman and members of the Committee, my name is Arthur Levitt, Jr. I
am here as Chairman of the American Stock Exchange, representing its listed
cornpanies, member firms, and individual investors, and also on behalf of the
American Business Conference, a newly-organized coalition representing the inter-
ests of mid-sized growth companies.

This distinguished Committee has been asked by the Senate Democrats to fashion
“a responsible, targeted, anti-inflationary tax cut to take effect in 1981”, and report
out such a tax bill no later than September 3, 1980.

An anti-inflationary tax package now

Mr. Chairman, the time for enacting tax legislation is now, not next year. I am
sure the Senate can design a responsible anti-inflationary tax cut targeted at our
economic problems. There is no reason to keep workers, investors, and business in
the dark about a cut for many more months—probably until well into 1981, in view ~
of the time involved in organizing the new Congress. holding hearings, and passing
a bill. A tax cut enacted in 1980 and effective January 1, 1981 would be a down-
payment on the kind of longer term restructuring needed to reduce the federal tax
system’s drag on economic growth and to reorient the system toward encouraging
saving and investment. Without these fundamental changes in our tax system, our
economy will be ill-equipped to provide the jobs, price stability, and real income
growth required for the decade ahead

To be anti-inflationary, such a tax reduction package, perhaps in the range of $25
to $30 billion, should be targeted at three specific econumic problems.

First, this Committee should act to modernize our outmoded depreciation laws.
The growing obsolescence of Amevica’s plant and equipment is an alarming prob-
lem. Inflation has made fictional the notion that depreciation provides funds to
replace plant and equipment. In my view, a complete overhaul of our depreciation
system is urgently needed to begin restoring the nation’s productive capacity. This
goal has been endorsed by the Administration, a majority of the Congress, l’;ading
economists, and business groups representing all sectors of the U.S. economy, and it
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was one of the top recommendations <f the White House Conference on Small
Business. Thus, I urge the Committee to act on this consensus and include some
form of faster and simpler denreciation in the tax bill you will report to the Senate.

Second, this Committee should act to encourage individuals to save and invest,
particularly in small companies and in emerging industries where there is the
greatest potential for growth. Again, there are several sound proposals before Con-
gress to ameliorate the bias in our tax code against personal saving and investment.
The one I believe would be most important is a further reduction in the capital
gains tax.

Third, this Committee should act to abate the impact that the recent high rate of
inflation has had on our progressive income tax. The result of this “bracket creep”
has been disincentives for Americans to work, save, and invest. Therefore, I urge
the Committee to enact tax cuts to reduce this increased tax burden on our produc-
tive middle class. Such carefully-fashioned tax reductions need not necessarily 'be
inflationary.

Poor performance of U.S. economy

The direction which tax policy should take is clear from the long-term poor
pertormance of the American economy, relative to its international trading part-
ners. The facts are becoming all too familiar these days in discussions about the
need to “reindustrialize” America:

Real economic growth in the U.S. slid to 2.9 percent per year in the 1970s from
4.1 percent per year in the previous decade.

While our productivity growth rate registered an advance in 1979 over 1978, it
was eclipsed by all other major industrialized nations except Canada.

Qur rate of savings as a percentage of disposable income fell last year to a low of
4.3 percent.

These trends must be reversed. We need to take a long term approach to rebuild-
ing our productive capacity, and our first step must be fo create an environment
that recognizes economic growth as a fundamental priority.

The companies on whose behalf I am here today—the creative, innovative risk-
taking smaller and mid-range companies—are our best source of economic growth.
A recent study by David Birch at M.I.T. shows that smaller companies were the
source of 86.7 percent of all new jobs between 1969 and 1976. And according to a
National Science Foundation study, smaller companies produce far more innova-
tions per research and developmert dollar than big business. The financing of these
smaller companies is substantially drawn for individual investors and, therefore,
they are dependent on the kind of economic climate which encourages risk-taking
with a favorable reward ratio.

The American Stock Exchange’s experience with the 1978 tax cut has led us to
believe that a further capital gains tax cut could be the simplest, most effective step
this Congress can take to encourage the kind of the investment we need.

Our perspective is drawn from the special role which ocur marketplace plays in
the capital formation process. More than half of our trading is done by individual
investors who provide a crucial source of capital for the 900 small and medium-sized
companies whose securities are traded on the Amex. ;

Our companies are not household words, but among them are the Xeroxes and
Polaroids of tomorrow. They are from every region of America. They include high
technology firms, financial service and retail companies, producers of consumer and
capital goods, miners, drillers and refiners of natural resources, and those in the
housing, construction, and land development industries.

Impact of 1978 capital gains tax cut

Two years ago, Congress reduced the maximum capital gains tax for individuals
from 49 percent to 28 percent, and the statutory corporate capital gains tax from 30
percent to 28 percent. There has been a great deal of debate about the effect of the
tax cut on the stock market, and it is impossible to say with absolute certainty that
the tax cut alone is responsible for what we have seen. However, I have come here
today to tell you that we have observed several indicators of market strength which
reflect that it had a very positive effect on the ability of growth companies to raise
capital and on bringing individual investors back to the market: one far more
marked and dra. 1atic than its effect on the market as a whole.

1. In the first six months of 1978, 433.7 million shares changed hands on the
Amex. Following the tax cut, in the first six months of 1979, our share volume
increased 13 percent, to 496.3 million shares. In the first six months of this year,
trading volume of shares traded on the Amex was 739.7 million, an increase of 67
percent over the same period in 1978,
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2. Since November 1978, when the capital gains cut took effect, the Amex Market
Value Index has jumped more than 120 percent, from 143.42 on November 1, 1978 to
316.66 last Thursday.

3. In the first six months of 1978, Amex listed companies brought only two equity
offerings to the market raising some $36 million. By contrast, in the first six months
of ltl}}is year, 21 Amex listed companies had issued equity and raised nearly $300
million.

But the evidence as to the construction effect of the 1978 reduction is not solely in
terms of statistics. We've talked to top executives of growth companies, investment
bankers and stockbrokers to get their opinion on the effect of the 1978 cut.

The companies who have gone to the marketplace since 1978 believe the cut had a
significant effect on the ability of smaller growth companies to raise new equity
capital. Some examples are:

Universal Resources, headquartered in Texas, is an energy company, primarily
engaged in exploring and producing crude oil and natural gas. In March, Universal
issued 1,100,000 new shares of common stock for the purpose of retiring all of the
company’s floating rate debt. Charles Ponder, chief financial officer at Universal,
says that prior to the 1978 capital gains tax cut, his company would have been
unable to price its stock high enough to make an offering worthwhile. Universal
believes the tax cat-was animportant factor in raising investor interest in securities
in general, and that the better markets resulting from the tax cut (in addition to
other legislation benefiting energy companies) meant they could price their shares
at an acceptable level. Ponder added that another reduction in capital gains taxes
would further improve the market.

Summit Energy Inc. is also engaged in exploration and development of oil and
gas, principally in Louisicna, New Mexico, Oklahoma, Texas, and California. Four
weeks ago, Summit issued 600,000 new shares of preferred stock, raising approxi-
matelyaglz million for exploration and development. Jack Knox, Summit's CEO,
attributes the success of that offering in part to the increasing enthusiasm in
securities created by the 1978 Act. Knox noted, however, that the federal tax burden
on capital gains is still substantially heavier than in other industrialized countries,
and that some do not tax capital gains at all.

Adams-Russell, a high technology electronics company based in Waltham, Massa-
chusetts, issued 400,000 shares of stock on June 20 of this year. Noting that the
capital gains tax reduction made an important contribution to strengthening the
market, President Jack Lynch said that “without that strength, there is no way we
would have been able to do our offering.” The new capital was used for construction
of cable television (CATV) systems and for capital expenditures for its electronics
products and telecommunications divisions.

Robert Van Tuyl, chief executive officer of Beverly Enterprises, said his company,
which operates skilled and intermediate care nursing homes in seventeen states
including Texas, California, Arkansas, Georgia, Florida and Michigan, had delayed
issuing common stock because the market would not support a share price high
enough for the company’'s needs. In May, Beverly Enterprises issued 1,100,000
shares of stock, bringing in over $10 million. The added capital went toward work-
ing capital, reducing Beverly’s short term bank debt, acquiring a small company,
and constructing additional facilities. Van Tuyl favors a further reduction in the
capital gains tax. ’

We also spoke to several underwriters—the risk-takers who purchase an equity
offering from the issuers and re-sell it to investors.

They observed that the 1978 reduction brought investors back to the securities
markets, and that many who had been holding on to their investments to avoid
taxation were willing to take their profits, thus unlocking additional sources of
capital. They believe that the improvement in the risk-reward ratio led to an
increase in market strength which enabled companies to price their stock higher
and encouraged new stock offerings, and that further reductions in the capital gains
tax would stimulate greater investor interest in the market and improve the avail-
ability of capital for growth companies.

Finally, we asked a number of retail brokers at our member firms, who agreed
that the 1978 capital gains tax cut had had a beneficial effect on attracting inves-
tors back to the securities market and that a further reduction would augment this
effect. Several noted that the more favorable rate had drawn some investors away
from tax shelters and into equities.

And as others testifying before you have noted, the beneficial effect of the Reve-
nue Act of 1978 on Amex companies has been observable in the investment market
as a whole. New capitel raised through initial public stock offerings totalled $506
million in 1979, more than three times the amount raised in 1977.
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The vaiue of tote]l common stock offerings has also risen dramatically. Oppenhei-
mer & Co. recently reported that the total value of common stock offerings for the
first five months of 1980 was $3.9 billion, a record amount.

Further capital gains tax cuts )

The 1978 capital gains cut was extremely successful in terms of encourafinﬁ
investors to return to the market. I believe that a further reduction would unloc
im'ggrtant sources of capital and stimulate growth.

erefore, Mr. Chairman, 1 would like to now devote my remaining comments to
one of the three proposals that I recommend be included in the anti-inflationary tax
package you are fashioning. I urge this Committee to further reduce the capital
gains tax from 28 percent to 21 percent for individuals and corporations. The
maximum effective rate for individuals should be cut to 21 percent by increasing the
income exclusion from 60 percent to 70 percent. The corporate gains tax should be
reduced by changing the statutory coiporate cé?ital gains rate from 28 percent to 21
percent. Syenator Cranston recently introduced a bill (S. 2923) which provides for
this. I urge this Committee to irclude this reduction of the capital gains tax as part
of the anti-inflationary tax package which will be repo to the U.S. Senate.

A brief history of this capital gains tax pro 1 and the role of the Finance
Committee in shaping it are worthy of mention. In 1963 President John F. Kennedy
recommended that the long-term capital gains exclusion be increased from 50 fper-
cent to 70 percent, resulting in a maximum individual capital gains tax of 21
percent. Congress then did not act on that recommendation and instead, in the tax
reform acts of 1969 and 1976, substantially increased the maximum gains tax for
individuals to almost 50 percent and for corporations to over 30 percent. Fifteen

ears later, on September 21, 1978, the Senate Finance Committee adopted the 1963

ennedy 70 2pel'cent exclusion formula, reducing the individual maximum capital
gains tax to 21 percent. It also cut the corporate capital gains tax to 28 percent. An
attempt on the Senate floor to eliminate the Finance Committee capital gains tax
cut failed by an overwhelming vote of 82 to 10. In the subsequent House/Senate
Conference on the Revenue Act of 1978, Congress enacted a 60 percent exclusion for
capital ains (a maximum capital gains tax of 28 percent for individuals) and also a
corporate statutory capital gains tax of 28 percent.

'he 1978 ca{)ital gains reduction has contributed to higher equity values, more
venture capital, more equity capital for rapidly growing companies, and increased
total stock offerings. A further reduction in the capital gains tax from 28 percent to
21 (g)ercent should have similar beneficial economic results.

f course, in this period of federal budget restraint, one must responsibly confront
the revenue implications of tax proposals including further reduction in the capital
gains tax. I am sure this Committee agrees that we may look beyond traditional
analyses. The immediate effect of a reduction does result in what is termed a
“static” revenue loss. However, this reduction also encourages taxpayers to realize
capital gains, with a concomitant revenue increase for the Treasury. It also encour-
ages investors to provide funds for the start-up of new enterprises, and the tax
revenues from them and their employees will be part of the so-called ‘'feedback” to
the Treasury.

Mr. Chairman, dyou, other members of the this Committee, and public witnesses
including myself discussed these factors at your 1978 hearings, concluding that the
“static” revenue loss might well be offset by revenue resulting from increased
realization of gains and new small business activity.

I think we can conclude that this has happened. In 1978 the Joint Committee on
Taxation projected that the carital gains realizations induced by the tax cut would
increase revenues by $573 million in 1979 and $535 in 1980. Estimates from the
Treasury itself now project a revenue increase more than 80 percent greater than
the earlier estimate. In a February 28 letter to Representative James Jones (D.-
Okla.), Assistant Secretary of the Treasury Donald C. Lubick stated that while no
actual data is yet available, current Treasury projections of capital gains realization
assume that “the 1978 law changes will increase realizations by about $8 billion in
both 1979 and 1980, yielding approximately $300 million in additional income taxes
in each of the two years’.

In short, I urge this Committee to enact this kind of capital gains tax proposal for
three reasons: :

First, it is not complicated.

Second, it is nearly identical to a ’})roposal which this Committee and the full
Senate have previously arproved in 1978.

Third, the 1978 capita afains tax cut has had beneficial effects on the economy
and in particular on small companies, such as those listed on the Amex, where
there is the greatest potential for job creation and technological breakthroughs, and
where we can expect increased benefits.
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In addition, I would like to join George Ball of the Securities Industry Association
in suggesting that the Committee consider a reduction of the maximuia tax on
unearned income from 70 percent to 50 percent. Currently, a taxpayer in the
highest bracket is discouraged from investing or saving, knowing that the Govern-
ment will take 70 percent of the interest he would earn; and he is encouraged to
spend more than he has, knowing that the government will pick up as much as 70
percent of his interest tab. This is an example of the spending bias of our tax code
which must be corrected.

I would also like to take this opportunity to express support for several other tax
proposals to encourage capital formation for small business which were selected as
top priorities by the delegates to the White House Conference on Small Business.
These include bills which would: -

Create a credit against income tax for individuals who invest in new stock or
debentures issues by small businesses. (The Amex has strongly supported this kind
of targeted incentive, as embodied in S. 655, sponsored by Senators Weicker and
Moynihan).

Create a tax-free rollover for an individual’s gain from thes sale or exchange of
small business stock if the proceeds from the sale are reinvested in other small
business stock (as embodied in S. 653, sponsored by Senator Nelson).

CONCLUSION

There are no panaceas for our current problems, but I am convinced that this
Committee can enact a well-balanced, anti-inflationary tax package which can move
us toward the reindustrialized America we need. The American people are ready for
the policies which will restore the climate for economic growth. We hope that the
Congress will give us a clear signal now, not next year, that this country respects
entrepreneurship and risk-taking and is ready to encourage the small and midrange
companies which contribute so much to our economic well being.

Thank you.

SUMMARY OF PRINCIPAL POINTS IN STATEMENT OF THE INVESTMENT COMPANY
INSTITUTE

To increase savings and investment, aid capital formation, provide retirement
income and meet family needs for housing and education, the Congress should
expand the existing Individual Retirement Account (IRA) system by—

Removing the present prohibition against use of IRAs by persons who are “active
participants” in a qualified employer plan. This would greatly increase the avail-
ability of IRAs and remove the present discrimination against those who participate
in employer plans but have small benefits, or who are not vested and will lose
benefits if they switch jobs. Active participants could make contributions to their
employer plans in lieu of contributions to IRAs.

Increase the deductible contributions to IRAs (now 15 percent of earned income
with a maximum of $1,500) to 15 percent of earned income with maximum of $2,000;
and allow nondeductible contributions up to $10,000 a year with a lifetime limit of
$100,000. Increasing the maximum size of IRAs will reduce the expense ratio in the
maintenance of the accounts and encourage their promotion and use. Nondeductible
contributions are permitted in employer plans and Keogh plans and should aiso be
permitted in IRAs.

Permit withdrawals from IRAs without the present 10 percent penalty tax (a) to
purchase a first home or (b) to pay for higher education or vocational training of
children. This would encourage use of IRAs because it would prevent a complete
lock-in of the funds to age 59% if they are ever required for these two prime family
n .
These changes, readily accomplished within the existing IRA structure, would
greatly increase the use of IRAs. They would be neutral as between various forms of
investment, would stimulate savings for retirement, housing and education and
would significantiy aid in capital formation.

STATEMENT OF THE INVESTMENT COMPANY INSTITUTE

My name is David Silver. I am President of the Investment Company Institute. I
am accompanied by Edwin S. Cohen, of the law firm of Covington & Burling. Mr.
Cohen has been outside tax counsel to the Institute for some forty years.

The Institute is the national association of the mutual fund industry. Its member-
ship includes 544 open-end investment companies (“mutual funds”), their invest-
ment advisers and principal underwriters. The Institute’s mutual fund members
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have assets of about $110 billion and have approximately 8.5 million shareholders.
Thus, the average mutual fund shareholder account size is about $12,900.

Mutual funds provide an economical way by which an investor of modest means
can obtain the same professional advice and diversification of investments as a
wealthy individual or institution. A wealthy person can retain an investment advis-
er to select and manage his or her investments, and by investing in a number of
different securities can achieve diversification of risk. Mutual funds are designed to
permit thousands of investors to pool their resources as shareholders in a fund
which in turn invests in a large number of stocks or debt instruments u-der the
supervision of a professional investment adviser. The shareholders of the fund are
the owners and are entitled to all of the fund’s net income, which consists of the
gross income generated by the fund’s investments, less the fund’s operating ex-
penses such as investment advisory, custodial and accounting fees.

There are mutual funds designed for many different investment objectives: some
funds invest in common stocks; some invest in bonds issued by corporations or the
federal government; some invest in obligations of state and local governments; and
some, known as money market funds, invest in short-term money market instru-
ments such as certificates of deposit issued by banking institutions, commercial
paper and United States Government obligations. All of the funds are regulated hy
tgzosecurities and Exchange Commission under the Investment Company Act of
1940.

Mutual funds distribute their income, including capital gains as well as ordinary
income, currently to their shareholders. In order to avoid placing a federal income
tax burden on persons investing through mutual funds that would be heavier than
the tax burden on persons who could afford to invest directly, the Internal Revenue
Code for some forty years has treated mutual funds essentially as conduits. Known
in the Code as ‘“regulated investment companies,” mutual funds are relieved of
federal income tax at the company level if they me~t various specified require-
ments, including prescribed diversification of their investments, provided they cur-
rently distribute all their income to their shareholders. Each mutual fund share-
holder then reflects in his or her own return the income he or she receives from the
fund. The government thus obtains essentially the same revenue as if the person
invested directly in a pro rata portion of the mutual fund’s investment portfolio.

The Institute strongly supports changes in the federal income tax laws to promote
capital formation through increases in savings and investment. Personal savings by
United States citizens as a percentage of disposable income fell in 1979 to a level of
4.5 percent, the lowest in some thirty years. Forecasts indicate no likelihood of
increase in 1980 and 1981. Qur savings rate is lower than that in other major
countries, including Canada, West Germany, France and Japan.

Moreover, from 1970 through 1978 our productivity growth was less than that of
any of our seven major trading partners except for Great Britain. Our productivity
actually fell last year for only the second time since World War II. The decline in
productivity is a major national problem.

To overcome the problems stemming from reduced productivity and savings, and
to promote capital formation, expand job opportunities, and improve our ability to
compete with other countries, we believe the federal tax law should be modified to
provide further encouragement for individual savings. Ti.ds can be accomplished in
a way that would serve socially desirable and anti-inflationary purposes such as
providing for retirement, housing and education.

To attain these objectives readily and simply, we believe it is desirable to build on
existing programs rather than create new tax structures. For instance, these objec-
tives could be reached with relative simplicity by using the existing Individual
Retirement Account (IRA) system and eliminating the provision that prohibits its
use by anyone who is an “active participant” in a qualified employer plan. This is
the thrust of a bill of less than three printed pages introduced by Senator Bentsen
((?:bgg'?) and is one of the principal proposals advanced last week by Congressman

ibbons.

IRAs were introduced in ERISA in 1974 as a result of a Treasury proposal in 1971
to permit retirement savings by persons who either were not covered by employer-
sponsored qualified plans or for whom the employer contributions were less than
$1500. However, the difficulty of measuring the employer contribution by an em-
ployee in many plans led the Congress to make ineligible for IRAs all employees
who are “active participants” in employer plans. This provision has created serious
administrative complexities and has operated unfairly in many instances.

To promote savings and investment, aid capital formation and help to meet such
family needs as housing, education and retirement, it would be desirable to make all
persons with earned income eligible for IRAs ~ven though they may be covered by
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qualified plans.! This would greatly expand eligibility and would be especially fair
to lower and middle income groups. Often these groups are participants in plans
which build on social security, with the result that the plans provide only modest
amounts of retirement income. The proposal would also eliminate the present
unfairness to workers whose pension rights are not fully ‘“vested,” and who may
lose retirement benefits if they change jobs, yet are now ineligible for IRAs.

Currently deductible contributions to IRAs, are limited to the lesser of $1,500 or
15 percent of earned income. One of the major drawbacks to existing IRAs is that
the $1,500 ceiling on annual contributions is too low. This low ceiling means that
the necessary expenses of maintaining IRA accounts in a bank, insurance company
or mutual fund is high in relation to the income on the $1,500 investment. Further,
the small size of the account does not provide sufficient incentive to those who
would advertise the availability of the accounts and promote their use. Finally, the
tax advantages to the owner of such a small account are too limited to be a
meaningful encouragement, particularly in light of the inflation that has incurred
since 1974. Dollar limits for contributions and benefits under corporate plans are
indexed under present law but those for self-employed plans and IRAs have been
confined to their 1974 levels, although inflation has eaten into their value by some
40 percent. If the taxpayer could enlarge the size of the account by depositing larger
deductible contributions, the expense ratio in the account would drop materially
and sponsors of the account would be induced to promote their use. We therefore
believe the $1,500 limit should be raised to $2,000.

Raising the deductible limits has been proposed in Chairman Ullman's Tax Re-
structuring Act of 1980 (H.R. 7015) and would accomplish much of the objective of
Congressman Schulze’s bill (H.R. 6300) that would allow a 10 percent tax credit for
savings invested in stocks or securities. However, the increase in IRA deduction
could be accomplished more simply and more quickly than by creating a new
separate credit mechanism that would require extensive new rules or regulations.

In addition to the deductible contribution, a nondeductible contribution of $10,000
per year, subject to a lifetime maximum of $100,000, should be permitted. Nonde-
ductible contributions are permitted to be made by employees to qualified pension
and profit sharing plans and to plans for the self-employed. They should be permit-
ted similarly for IRAs as a means of encouraging additional retirement savings and
investment, and increasing the size of the IRA to absorb the costs of maintaining
the account and encouraging their use. They would cost no revenues at the time of
the contribution, though they would reduce revenue in future years when the tax
on investment income in the account will be deferred until retirement years.

Withdrawal should be permitted from an IRA without penalty if the amounts are
used either (a) to purchase a first home or (b) to pay for the post-high school
education or vocational training of a child of the taxpayer. The IRA rules now
prohibit withdrawal of any amounts prior to attaining age 53'%, death or disability.
Amounts withdrawn for other reasons are subject to a 10 percent withdrawal
penalty tax. This is a severe penalty and undoubtedly has a discouraging effect
upon savings of lower to middle income groups that are concerned about locking in
the amounts until age 59%. Two principal concerns of those groups are the need for
funds to purchase a first home and the financing of higher education for their
children. Little or no revenue is obtained from the existing penalty and its removal
in these two cases would greatly stimulate the use of IRAs without seriously
affecting long-term retirement plans. Congressman Conable and Senator Dole have
introduced legislation with a similar theme.

Amounts withdrawn, to the extent that they exceed nondeductible contributions
made, would be includible in income, though without penalty tax—a factor which
encourages retention of funds in the final account until retirement age without
making withdrawal for purchase of a home or higher education prohibitively expen-
sive.

A tax cut fashioned as we have described would not be inflationary. By stimulat-
ing IRAs, taxpayers would be encouraged to save; once in the IRA the funds would
be invested rather than spent. Thus, there would be more money saved for capital
formation, housing, education and retirement and less spent for consumption. We
strongly urge that our nation's tax structure begin to encourage saving and invest-
ing for greater future income over the use of discretionary income for immediate
consumption.

In sum, we submit that the existing IRA structure should be expanded by—

tIf the employee prefers, and if the employer’s plan allows or mandates, he should be
permitted to place his deductible contribution in his employer’s plan rather than his own IRA.
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Removing the present prohibition aginst use of IRAs by persons who are “active
participants’ in a qualified employer plan, and permitting those persons to make
the contributions to their employer plan rather than to an IRA if they so desire.

Increasing the limit on deductible contributions to IRAs (now 15 percent of earned
ix}c;zmo%o with a maximum of $1,500) to 15 percent of earned income with a maximum
of $2,000.

Permitting nondeductible contributions to IRAs up to $10,000 a year with a
lifetime ceiling of $100,000.

Permitting withdrawals from IRAs without the present 10 percent penalty tax (a)
to purchase a first home or (b) to pay for higher education or vocational training of
children.

We believe these proposals have major advantages in the cause of capital forma-
tion and the promotion of savings and investment because—

They utilize the existing IRA structure without requiring a new type of account
with new rules and regulations to be promulgated. They merely eliminate or modify
existing IRA provisions that have caused administrative complexities, significantly
reduced the number of eligible users and caused the necessary expense of promoting
and maintaining the accounts to be high in relation to their permitted size.

They will be neutral as between various applications of IRA funds—common
stocks, preferred stocks, various types of debt instruments, government obligations,
bank deposits, insured annuities, etc.

For employees who are active participants in employer plans, they will be neutral
as between the employee choosing to make his contribution to the employer’s plan
or to his own IRA.

They will permit some withdrawal -without tax penalty, though subject to usual
income tax, of funds thay may be needed for prime family needs for purchasing a
tirst home or higher education of vocational training of children.

As in the case of present IRAs, they will permit accumulation of investment
income, including roll-over of capital gains, on funds in the account, but only cash
can be contributed to the account and there will be reasonable ceilings on the
amounts of those contributions.

We believe that this program combines in a single package the benefits of many
separate proposals that have heen pending in numerous bills, and that it would be
of major advantage to the economy of the nation.

We would be happy to answer any questions or submit any further details the
Committee may deem appropriate.

The CHAIRMAN. Mr. F. Jack Kemp, the sponsor of one of the
principal tax reduction proposals, arrived in the room during the
testimony of the panel. We will be pleased to hear from Mr. Kemp
at this point, under the same 10-minute limitation that the rest
have had.

We have a group of very prestigious witnesses today, Mr. Kemp,
but you are one of the most prestigious.

Mr. Kemp. I appreciate that kind of praise from Caesar, Mr.
Chairman.

STATEMENT OF HON. JACK KEMP, U.S. REPRESENTATIVE,
STATE OF NEW YORK

Mr. Kemp. I want to start off by agreeing with Lawrence Klein,
Mr. Chairman. All iax cuts are not created equally, and a tax
reform along the lines that was discussed by the previous panel is
designed to encourage the type of economic growth in real terms
that would be anti-inflationary. I think that is the point to which
Lawrence Klein was alluding.

Another thing that is not created equally, Mr. Chairman, is
deficits. All deficits are not created equally. President Kennedy in
1963 said there are two kinds of deficits. There is a deficit that is
caused by inertia in the economy, and there is a deficit that is
caused over the short term by an investment in the future of the
economy’s ability to produce, grow, invest and save. He was sug-
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iesting that the latter approach by definition would be good for
merica.

At the Economic Club of New York in 1963, President Kennedy
said, “Our true choice is not between tax reduction, on the one
hand, and the avoidance of large Federal deficits on the other.” He
said, “It is increasingly clear that no matter what party is in
power, so long as national security needs keep rising, an economy
hampered by restrictive tax rates will never produce enough reve-
nue to balance the budget.”

Mr. Chairman, our national security needs are so great. And our
economy is so hampered by restrictively high tax rates on capital
and on labor, which are discouraging the ability of this Nation to
growth and produce its way out of inflation, that it seems to me to
require a tax cut as never before.

I would like to submit for the record my testimony, maybe pick
up some of the highlights, and then answer some of the questions
the committee members might have.

I appreciate the attention that you, Mr. Chairman, and this
committee, particularly Senator Dole on my side of the aisle, are
focusing on tax policy as it relates to economic growth.

President Carter recently said that he will not consider any
reduction in taxes until he is convinced that the 1981 budget is
balanced. And Treasury Secretary Miller has told this committee
and the House Ways and Means Committee that the President does
not believe Congress is competent, necessarily, to grapple with an
important issue like tax-rate reduction in a national election year.
Apparently Members of Congress are likely to be swayed by the
opinions of constituents, the American people.

But I would like to point out that there is nothing new, there is
nothing sudden about this effort. Yourself, Mr. Chairman, Senator
Dole, and others, including Senator Roth and I, have been advocat-
ing some form of tax-rate reduction on labor and capital for 4 years
or more. As far as I can see, cool heads are prevailing almost
everywhere in this election year, except the White House.

In recent days, Vice President Mondale had some alarming news
for the American people on the subject of taxation. He said that
according to Treasury Department estimates, a 30-percent cut over
3 years in the personal income tax rates of the kind that Senator
Roth and I propose would cost more than $280 billion.

I have not told you the really alarming news yet. According to
the President’s midyear economic review of last week, total person-
al income taxes will amount to $178 billion in 1981. So if Mr.
Mondale predicts that in 1985 $280 billion is only 30 percent of the
total income taxes, then he and Mr. Carter must have some plans
that they are not telling us about to more than triple the Federal
income taxes on the American people in the next 4 years.

I think that he has his numbers wrong, or at least I hope so. But
the President has unwittingly put his finger on the central fact of
taxation in this country, one to which you and Mr. Dole alluded.
Taxes are going up, automatically and drastically, and something
needs to be done to put incentives back into the economy for the
producing men and women of this country.

I am trying to make the case, Mr. Chairman, that the income tax
in and of itself is a tax on production. It is a tax on labor, and it is
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a tax on capital. And the collision of inflation an steeply graduated
income tax systems is the central economic problem faced by the
Western nations in the late 1970's and 1980’s. -

Inflation is a decline in the value of the currency, a cheapening
of the currency, if you will, and when a cheapening dollar collides
with our steeply progressive tax code it steadily pushes labor and
cap@% into brackets that were never meant for either labor or
capital. :

The disincentive effect is alarming. I can show empirically that
the steelworker or factory worker constituency that I represent in
New York—has literally been working for the last 10 years for a
declining share of real income.

In the last 4 years, it is impirically proven that the after-tax
disposable income of the average nmerican has literally gone down
by 10 percent. As I say, this decline is caused by inflation colliding
with our steeply graduated tax system.

According to the President’s eccnomic review, Federal taxes of
all kinds, as high as they are today, will more than double once
again between now and 1985. But the President’s report contains
an even more startling admission. Despite the largest l-year tax
increase-in our Nation’s history, the Administration has failed to
balance the budget.

Thus the point is the same as it was in the early 1960's you
cannot balance the budget when the tax system is discouraging the
type of economic growth that ultimately produces the prosperity
and the tax revenues that are needed to balance the budget.

Throughout the 1980 and 1981 budget process, many of us tried
to warn the Administration of this fact, which our country learned
at such great cost in the 1969 recession as well as the 1974 reces-
siv..:. We must remember that tax increases which cause recessions
lead to larger and not smaller deficits.

The case that we are making today, Mr. Chairman, is that the
tax system in and of itself is helping to increase the deficit, because
it is leading to the inertia in the economy that is so rapidly causing
unemployment to go up, and the output of steel, housing, farm
income, automobiles, and other capital intensive industries to fall,
that there is no way that you can balance the budget in the
current climate.

According to the Congressional Budget Office, each 1 percentage
point increase in the unemployment rate widens the deficit by $25
to $29 billion. This means that there is going to be an even bigger
deficit because in the second quarter of 1980 Mr. Chairman, as you
know, the GNP in real terms dr(;Yped at a rate of 9.1 percent.

And a 9.1 percent drop in the real GNP in the second quarter of
1980 will lead to an unemployment rate of at least 9.5 or 10
percent according to Alan Greenspan, and other economists. This
means that this other 1.5 percent unemployment increase is going
to exﬂ:nd the 1981 deficit by another $35 billion. There is no way,
as I have said, and it is redundant but nonetheless necessary to
point out, that you can balance the budget in a declining economy.

Mr. Miller gaid, “Those who favor across-the-board tax reduction
to stimulate the economy should ponder the implications in terms
of inflation.” The irony, Mr. Chairman, is that the very Secretary
who made that statement was former Chairman of the Federal

65-969 0 - 80 - 5 (pt.3)
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Reserve at a time when the inflation rate was tripling in America.
Only the Federal Reserve can cheapen the currency by printing too
many cf them.

It is the purpose of fiscal policy, on the other hand, to stimulate
the production of goods and services and not once in the past 15
years of steadily increasing inflation have the marginal income tax
rates of all Americans been cut. And the across-the-board tax in-
creases of this Administration have failed to strengthen either our
economy, our currency, or the finances of the Federal Government.

It is time to end this circular process of rising tax rates, econom-
ic decline, widening deficits, and further tax increases.

Mr. Chairman, the United States Tax Code is substantially the
same today as it was in the mid-60’s, as I pointed out earlier. In the
early 1960’s we had high capital investment, high rates of savings,
full employment, and virtually no inflation, as long as the dollar
was pegged to something of value, i.e., in this instance gold.

There is one major difference. Since 1966, we have had a progres-
sively more inflationary monetary policy, and since our tax code is
not adjusted for inflation the result has been to raise marginal tax
rates on every taxable form of individual and corporation produc-
tivity and savings.

For 15 years, individuals have been pushed relentlessly into
higher tax brackets, regardless of their earnings.

It is not just the middle-income taxpayer that needs relief. It is
the poor. It is the middle. It is all levels of income . We need to put
incentive and reward back into the economy for those men and
women who are the productive backbone of a growing, fully em-
ployed economy without inflation. I would suggest that the time to
act is now.

I apologize for putting a footnote on this. But I have added some
econometric projections from Data Resources, Inc., Evans Econo-
metrics, as well as Chase Econometric, for the committee’s delib-
erations.

The CHAIRMAN. We operate on the early bird rule here. Mr. Dole
was first.

Senator DoLE. I don't have any questions. I just want to com-
mend my friend from New York, Jack Kemp. I note that through-
out your statement you indicate your proposal as Kemp-Roth. On
this side, it is referred to as Roth-Kemp. But I think that Senator
Roth understands.

The {)oint is that it has been a successful effort by Jack Kemp
and Bill Roth. I do believe that there was an indication, as the
distinguished Senator from New York indicated in the New York
Times recently, that the Republicans are having some good ideas
these days.

Senator MoYNIHAN. Mr. Chairman, a moderate correction. I said
the Republicans are having some ideas these days. {Laughter.]

Senator DoLE. But you went on to indicate that that was an
improvement.

nator MOYNIHAN. Yes.

Senator DoLE. I think that Jack Kemp has been an example of
solid ideas that have taken hold. I certainly agree with your state-
ment. I would suggest, at least on this side, Jack, we can probably
make some progress. The chairman, in my view, is convinced, as
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are most of the members of the committee, that we ought to do
something this year to take effect next year. We will be looking for
your help the House side, and with the administration.

You indicated that the administration is a little off on the dollar
amounts. If they are that far off on their delegate counts, there
may be a new administration. [Laughter.]

The CHAIRMAN. Mr. Baucus.

Senator Baucus. Good %o see you, Jack.

Mr. Kemp. Thank you, Max.

Senator Baucus. One question I have is this—I certainly under-
stand your argument, and I think that there is a lot to be said for
it.

I sent out a questionnaire at home, and I am sure you have
heard this from other Members of the Senate and the House who
had sent out questionnaires to their constituencies. The answers
come, at least in my poll, very definitely and very clearly that the
majority do not want a tax cut this year if it means that we cannot
balance the budget.

In your view, does this mean that the public is uninformed, or
does that reflect some wiser knowledge that they have and that we
don’t have. I was just curious as to what your view on that is.

Mr. Kemp. It is an interesting question. I don’t know how your
question was worded, and I would appreciate knowing.

Senator Baucus. I asked a series of about 15 questions. I took the
budget and all the function categories. I asked whether Montanans
wanted an increase in spending in each of the categories or not. As
you might guess, in every category most Montanans did not want
an increase in funding, two exceptions were defense and energy.

I asked another specific question, and that specific question was.
“Do you favor a tax cut this year if that means that we cannot
balance the budget?”’

Mr. Kemp. Isn’t that, then, the answer to the question? Your
question builds in a bias against tax cuts because what you say is,
if we cut taxes and it leads to an unbalanced budget or more
inflation, do you want it? Of course not. People want an end to
inflation. They want an end to runaway prices. They want an end
to the decline of our economy.

I would have asked: Do you think taxes should go up in 1981 or
go down in 1981? Do you want this economy to grow and produce
its way out of inflation, or do you want. to let the inertia continue.

The question was biased, it seems to me, and if 1 asked the
steelworkers in my district whether they want their tax rates
lowered or raised, whether they want them indexed, I can assure
you——

Senator Baucus. I don’t think that people focus precisely on the
wording of question. I think they give pretty much a gut feeling
reaction to the words that they see.

Mr. Kemp. But you do admit that there is a bias in the question?

Senator Baucus. Let me ask the question a little differently. I
think that most people probably are nervous about a tax cut. They
are not too sure whether a cut weighted toward savings, invest-
ment, productivity, how that might vary from a cut that just
increases consumption, that is an across-the-board incom: tax cut.
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They are probably a little bit nervous about the argument that a
tax cut this year may not balance the budget this year, but will
next year, or in succeeding years, is the thrust of your argument.

Are you saIving that the word really has not gotten out enough
yet for people to fully understand it, or what are you saying?

Mr. Kemp. I think that if you put it to a national referendum,
“Do you think that the tax rates of the American people should be
reduced, phased in over 3 or 4 years by 20 percent or 30
percent,” and you gave them a choice, where they did not have
politicians standing in the way of something happening, the re-
sponse would be positive on the reduction of tax rates.

The problem is that they have been misled for so long. People in
this country have had to vote with their fingers crossed for so long.
‘They did not know what they were getting because both parties
promised lower taxes, and neither party, frankly, lowered taxes in
the last 15 years, as I pointed out in my testimony.

I am not trying to find fault with either party, or other people. I
am just convinced that the people don't trust the political class to
do what it says it would do, and it takes a referendum or initiative
like proposition 13, or whatever, to sometimes get it done.

I hope that there is a referendum on this issue in 1980, and it
seems to me that there is going to be, to a certain extent, if Dole,
Roth, Kemp, and others, have anything to say about it.

I don’t mean to be pugnacious about it, but I do think that the
American people have been misled, and if you ask a question,
“Would you want a tax cut if it led to a bigger deficit,” I think I
would answer the question in the same way, “no.” But I would take
a tax cut that led to a smaller deficit, and that is the point that we
are trying to make. :

If the taxes are cut in the right way, we can have a smaller
deficit instead of a bigger deficit. We can have growth in the
private sector as opposed to growth in the public section. I think
that the people want growth in the private sector of our economy.

Senator Baucus. Obviously, it is a question that has to be asked
and answered very seriously. At first blush, a tax cut to most
people seems like less revenue, and therefore more difficult to
balance the budget. So I just suggest that throughout our discus-
sion we keep that in mind. -

Mr. Kemp. I would like to introduce for the record, if the chair-
man would allow it, an article from the San Juan, Puerto Rico,
Star of May 25, the Business Outiook section, headlined, “Revenue
Increase Bolsters Ramiro Tax Cut Policy.” The Ramiro that they
are they are referring to is Carlos Ramiro, the Governor of Puerto
Rico, who since 1977 has been steadily reducing the marginal
'mc«;me tax rates of all the people of Puerto Rico by now 15 per-
cent.

The lead says thal income tax collections are runniug 13.5 per-
cent ahead of the point in time in which there were iigher tax
rates on individual income. Not only that, but Ramiro says that
there are now 150,000 new taxpayers. -

He says that there is a shrinking of the subterranean economy
because people are coming out of the barter and cash economy, and
coming back into the money economy as they perceive that the tax
system is more fair.



1127

I think that you will find that as you make the tax system more
fair, as people perceive it as being more equitable, the subterra-
nean activity going on in America today (that Prof. Peter
Gutmann at Baruch College in New York says is up to $250 billion)
will start to shrink. People will pay taxes if they perceive them to
be fair, and they will not evade and avoid as much as they do
today. _ .

May I have this article inserted in the record, Mr. Chairman?

The CHAIRMAN. Yes, sir, it will be included in the record..

[The following was subsequently supplied for the record:]

Sure_ay, May 28, 1980

Revenue increase holsters
Romero tax-cut policy

slask 1 three incremesls of 5 percent this yesr, 1981 and 982

By JOHN SIMON
’ 140 “1'm sold that the (Lalfer) theory is carrect,” the grverpor

OF The ITAR Baff

e by sdvocal-
ing that governmeel revenues can be increased by cutting tax
ral

Romero, io & Jeagthy interview at La Fortalera st week,
conceded that thare is evidence 10 support Lafler's théory 1
the most recest report.

Ricardo Muiiz, assistanl secretary of Treasury for inlernal
revenue, said Income tax collections ss of April 30 were 9634 §
million, u 135 percest increase over the $S76 4 mulion in the
tll cn thal date im 1

Mubis noted that 1he imcresse was achieved despile the 8
perceat lower tax rate and toligate tax collections that were
lagging behind 1979 §3 miltion vy §33 milison

While Mofis said fat out that the figures prove you cas
reduce taxes and incresse revenues, Romero was a bit mors
esutioos

Yax cut chronology

bperoent  osliminated “vamplita™ of 1975
" percont

elimisated World Wor 1) Vietery Tax
1 5 percent Rat reduction but withholding tables
1900 5 pereem flat reduciire with sew withheiding
4ablos Issned Lo refloct 197900 cuts
i 1} pereent fat roducion 2ppreved twe woeks age.

said ‘‘He wanted me 10 take 8 much bigger step Mitlly bt
1 couldnt 1 ek | was charged with the responsibility of
balancing the budget and I coukin't gambie on & 15 percens
ot m ose chunk I said if it 15 going to show results with 13
pereent (t will show retults with 5 percent ™

Laffer, Incidentally is due in San Juan this weehend and
ia scheduled to have lunch wih Romero and his top ecosomic
aides at La Fortalera Mooday, sa informed source saud

The Carve

Latfer 1 2 38-year-old professor of business and hnance at
the University of California. His theory on texation, In stmplis-
tc terms. 1a that there are two (ax rates that produce mero
revanue 2ero percent and 100 percent Between those ex-
tremes is a range which he expresses in 1 curve As tax rates
move toward the high ude of the curve. revenues decrease
sher reaching a certain level under lower rates

Laffer's philosophy, which suthor Jude Wannisk says re-
MNlects that of the 1A century French economist Jean-Baphite
Spy, argues that the supply of goods creates & demand for
goods and 2at supply ¢an be incressed by removing goverr.
menk impediments o commerce and industry, 1¢ taxer

That notion, of course is the opposile of the one that hay
dominaled Western economucs for 40 years, demand creates
supply and demand can be incressed by raising consumer
purchasmg power throogh deficit financing or money creation.

Another factor that contributes o higher revesues whea
1az rates are lowered is what Government Developmeot B..k

Julic Pletrastoni calls the bonesty factor. “Tax

puyers are hosest up 10 & point,” be said. “But once the rales
o higher than (Bey feel s {air, they are geing 10 take 4'rpe
© svoid payment "




lared there would be no tax 2 voder kis sdm:
tos. 25 was offersd ia previous Popular Democratie Party
reigns.

“The basic Whing soch o tex amoesty does is il keeps
people boplng there will be another one. The minute they [eel
that way theyll say. 'I'll wait for the next ome | doa't have
o pay now’

“Taz ampesties (hat doo't mclude requirement that all
penalties and interest be paid rewprd those whe don't pay but
peoalize the honest taxpayer whe has to carry the burden

“The way to get that money into the economy is o in-
crease our efforts to find the violators.’ be said

Coustruction jebs rise

Romero and his economic advisers chalked up another
victory in Aprll when employment in the constru~tios industry
soared 10 15000 jobs, the highest level in that indusiry kince
the 1975-7¢ recession

“In early 1979 1 met with my economic advisory to
soalyze the recession that was being predicted.” he recalled
“We came lo the conclusion that there wan nothmg we could
do about Infiation mnce 30 pervent of all the food amd goods
we coasume are imported

“So we concentrated on trying W sleviate the impact of
the recession We decided that it would hit m late 1979 or
early 1980 3o we devised » plan to counteract it

The governor said the group outlned all the capital im-
provement projects that were on the books and then postponed
4 number of them 3o that they would be under way wthin
the current fiscal year, particularty at the end of 1978 and the
begianing of 1960
"By doing that,” he siid, “we fell we could cicole jobs in the
coastrucion industry, if oot ia the housing .~dustey. 0t
has apparenlly worked, he added a5 ne cited the Apnl job
total in the industry

Recession-proef Is crilerion

“"We are also concentrating our efforts in industrial prom-
otion on those industries that are recession—prool such as
phar ! h and medical and sc1-
entific instrument making

Romero ticked off Hewlett. Packard—opening a computer
mandactunng plant i Aguadilia this year—and major expan-
snas st Digital and Wang Ladoratones

Romero, still fresh st the end of a long day at La For
laleza, warmed fo the subject of brnght signs for Ihe future
even as dinner was getiing coid 1 the lamily qusrters

“We are making ground in bringleg up agneulture,” he
noted “Since 1977, when we began the program

nance most of its capital improvement projects out of re-
venues it earns,” Romero said. “So when we do have 1o el
bonds, the bu; witl find them atiractive ™

The governor saxd Navieras' problems have been resolved
largely by refinancing 1ts long term debt so that it is not
burdened by heavy debt retrement payments

"The onginal payment schedule 00 promissory notes and
carrying charges aliowed Navieras litle surplus for working
capital and 1t 1s duficult to operate that way

"Navierss profit expected

He revesled that Navierss will go into the black when the
current year's final figures are 1o

Fiscally, the istand 15 15 greatly improved condition over
past years, Romero said

“Our long-term debt when [ took office was $1 445 billion
and that has been reduced to $1352 billion (ageinst 8 gross
national mllion of 98 ¢ trilion) and our short-lerm debt that
way 832 muilbon will be completely erased by July 1

"My policy has been 1o see that the our long-term debt
Increases at & lower rate than e GNP increase r “his
has happened in each of the past three Lscal years ana will
conlinue when this year ends June 30"

Turning 10 tounsm, the governor conceded that il is an
unportant indugtry but it doesn’t rank with manufacturing
agniculture or eons!rucbon an hus list of priovities

Chees Miaml Experiesce

“For one Uung, lounsm i3 not recession proof,” he poted
“We have to be careful that develops 1n a steady fasiion so
that what happened to Miami will never bappen here When
ll those hotels and other facibties deteriorated and went to
pieces it caused a Incresse ploy ment

“We have the things that attract the middie class family
rather that the jel set who are very fickle We have the sun,
the beaches. our people. our music and these are the things
1hat lounsts come to enjoy

*On the slot machines, [ potice that the boteis that don't
have them show no significant diflerences in occupancy from
those that " be siid as he turned to the day's * burming

we have seen an increase 1n the number of jobs In thal mdus-
try for the Arst Ume in 2 years

Romero's divermfication program involves taking acreage
out of sugar cane and dedicating it lo general crops and pro-
duce

"My lrget 18 W reduce sugar planting lo THK0 acres
which will yreld about 200.000 tons. enough lo cover our
domestic needs At (hat volume. we should be abie Lo drng
our sugar mills to Migher efficiency and shew a profit on
sugar production

Teice. Navierss Off bleck

The governor put to rest once and for all hus origmsal
intention to unload the teiephone company and the maname
fleet that had been purchassd by the government under Her-
nandez Colon

“Yes. | have had » hange of heart ind 12 has 10 be »
permanent change of heart because juu cennot have efficient
sdmurustration of agencies Like Ihat without givng them s
tenide of permanence

bl

The governor declied to go along with Sen Nicolas
Nogueras' characterization of siot machines a3 1mmoral but he
made 1t clear that he dishkes them by any delinibon

“I'm pot a gambler but [rom what | have seen of casinos
without slot machines they seem more sociable,” he said
“Players are socializing, talkirg with each other, the dealer ot
the spectators But with » slot machine you are not speaking
W anybody. just playing @ rachne that i programmed to
win so many tmes and lose so many umes 1 think that 1s
demeaning

Mafia cennection fesred

Romero also expressed concerned about the genesis of siut
machines which are widely believed to be Lnked from the
menufactuning end on down to Malia wlerests

“Why aliow that element 1o get a foot in the door* They
start corring down Lo look after their interests and then they
rucially expand into other busineses untit you have let them
a'l the way in the door "

-
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The CHAIRMAN. Senator Moynihan?

Senator MoYNIHAN. Mr. Chairman, as you suggest, we have a
great many witnesses today, and we want to give them all an
opportunity to be heard.

I .would like to thank my fellow New Yorker for his first rate
testimony. I thank him f{ur taking the initiative in making this
fundamental issue that tax rates go up when inflation is in place
and the schedules are not lowered. It is elemental. These are
unlegislated, and in the end destructive tax rates.

We come from the highest tax jurisdiction in the country, and we
know that. You may know Professor Stein at New York University
who is the author of ‘“Stein’s Law of Taxation,”which is a very
important and somewhat complex proposition. He says, ‘“To tax
them, you have got to catch them.” [Laughter.]

We are finding out what is happening to our State with all of its
taxation. We are going to lose four, possibly five Members of Con-
gress. The same phenocinenon can happen to this Nation. You don't
have to produce here. You can produce offshore. One of the phe-
nomena in Puerto Rico that Governor Carlos Romero has found out
is that you can leave the mainland, and move to a different tax
climate, and many people do.

I would like to ask you one question because your judgment on
this would be very important to this committee. We are going to
have to deal with the question of the indexation of not so much
capital gains as depreciation allowances. If you are depreciating at
purchase cost a piece of equipment which is double its market
value now, you may, in fact, be at negative rates.

Have you given any thought to this question? It is obviously a
large one. But among other things, I think corporations are show-
ing profits which are not real profits. If they had had to replace
their plant, and so forth, they would not have made any money
last year at all, or they would not have made 12 percent on their
actual investment. They reported 12 Percent on their book invest-
ment.

You obviously uriderstand this. What is your feeling about it?

Mr. Kemr. I share the Senator from New York’s concern about
what has happened to New York and the industrial Northeast, and
the shift of people and producers away from those areas of high
taxation.

I particularly see it in my own district of Buffalo because we
have several steel plants there that are depreciating their invest-
ment in new plant and equipment on a historical cost basis. As the
gentleman points out, replacement cost is quite a different thing.
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So the overtaxation of inventories, and the under-depreciation of
new plants, machinery, equipment, and technology, is a very seri-
ous problem, and there is pretty general agreement in the Republi-
can Party, as in the Democratic Party, that something must be
done to liberalize the depreciation schedules in America.

I would just point out one other thing to my friend from New
York, Bethlehem Steel in Lackawanna, N.Y., is depreciating
its investment in new equipment over 14% years. Canadian Stee},
building a plant right across Lake Erie, which will compete with
Bethiehem Steel is depreciating its new plant over 2 years.

It is absolutely outrageous that America treats its capital inten-
sive steel, auto, manufacturing, and other industries in such a
debilitating way that we are no longer competitive not only in the
world market, but in our own North American Continent.

I cannot think of a more important issue. I strongly support the
Jones-Conable depreciation liberalization. I strongly believe that
we need, ultimately, to index depreciation rates if we cannot put
an end totally to inflation. I think we can, and should. I think we
should index the personal rates. :

I must say, just to conclude, that I think the capital gains tax
rate should come down. No one had to tell the American people
that capital gains taxes were too high. It just swept through the
Congress under the leadership of Bill Steiger, as well as several
members of this committee. I think that it was a good thing for the
country. And I think we should further lower capital gains tax
rates to 20 percent

Senator MoyNIHAN. I appreciate your response. Our colleague,
Senator Bentsen, has been especially concerned about this whole
question of depreciation schedules.

Mr. Kemp. I have read just about everything that Senator Bent-
sen has published on the subject, and I strongly concur.

I just would make one footnote at this point. The gentleman
from New York, Mr. Moyniban, has done, I think, a great service
to the country, and particularly the Northeast, in pointing out that
the spending patterns of the Federal Government have redistribut-
ed income. We can debate how much, but there can be no debate
that redistribution of income has taken place in this country
through Federal spending policies.

But I am trying to point out, I say to my friend, that the income
tax system in and of itself also redistributes income from those
areas of high nominal income to areas of low nominal income.

The major reason New York fares so poorly in the Federal spend-
ing game is Federal tax policies and inflation. In fact, no area in
the country has been harder hit by the collision of high inflation
and our progressive tax system. Just compare New York’s 1978 per
capita income with North Carolina’s. Before taxes: New York,
$7,547; North Carolina, $5,935. But with higher incomes, and a
progressive tax system, New Yorkers are also in higher tax brack-
ets. In addition, like most northeasterners, they pay far higher
state and local taxes. As a result a comparison ofp real, after-tax
income tells a very different story. New York, $3,979; North Caro-
lina, $4,509..The average factory worker in Buffalo, N.Y. makes less
in after-tax disposable income today than he did back in 1969. It’s
little wonder that New Yorkers are leaving—reluctantly—for
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States where their standard of living can be enhanced, and the cost
of doing business won’t make their products uncompetitive.

Senator MoyNIHAN. Thank you very much.

The CHAIRMAN. Senator Bentsen.

Senator BENTSEN. Thank you very much, Mr. Chairman. I will
keep my remarks short with your admonition.

We are delighted to have you here, Jack. You know my strong
feelings also for a tax cut. We passed before this committee my
amendment in 1978 to substantially modernize the depreciation
schedule. It got changed some on the floor of the Senate, and then
we lost it in conference. So I heve been a long proponent of trying
to bring the depreciation rate into reality, and to do something
about productivity. The Joint Economic Committee has been one of
the leaders in that regard.

We appreciate very much your support of trying to do something
about depreciation schedules and a tax cut. I very strongly feel
that we ought to be doing it.

1 have no questions. Thank you, Mr. Chairman.

The CHAIRMAN. I have noticed some of the reports in various
publications that would seem to indicate that I am the only Demo-
crat who is still in favor of the tax cut. I just don’t think that is
right, Mr. Kemp.

Senator BENTSEN. Mr. Chairman, I don’t know how many times I
have to say it.

The CHAIRMAN. I think that some people feel that in order to
make their position known, they have to go and shout it at the top
of their voice every day.

It seems to me that the Democratic members of this committee
have made known their view favoring a tax cut, and they have not
changed their view. I doubt very much that you are going to see a
different attitude with regard to the overwhelming majority of
Democrats on the floor when we bring a bill before them.

I would just hope that people would let the Senators speak for
themselves, rather than to try to speak for them.

With regard to this question that Americans don't want a tax
cut, it seems to me that it is fair to make this clear: They are not
focusing on what the problem is. If you ask the average American,
and you say. ‘“Look, your taxes and energy costs are due to go up
by $80 billion next year.” Do you know that the social security
withholding will increase starting in January, and your income tax
rates will go up as inflation puts you in a higher bracket? So you
are going to pay your share of the $80 billion.

They are talking about cutting the $80 billion increase somewhere between $20
and $40 billion, maybe a quarter, or maybe a half. Do you think that this might be a
good idea?

It seems to me that if you ask the question that way, it just
makes all the difference. I see that you agree with that.

Mr. Kemr. Yes, sir, absolutely.

The CHAIRMAN. I think that it is all a big misunderstanding.

Mr. Kemp. Don't you think, Mr. Chairman, there is also a prob-
lem with the confusion that is in some people’s mind as to the
difference between the aggregate tax burden on the back of the
private sector, as opposed to the marginal tax rates?
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You yourself, Mr. Chairman, have helped to draw the distinction
by suggesting that a lower marginal tax rate does not necessarily
mean lower aggregate tax revenue. You could actually raise more
revenue from a lower rate.

There is nothing sacrosanct about a steeply progressive tax
system. Where is it written that this is the only way to raise
revenue?

I think that many people need to make a distinction between
aggregate taxes as a total burden, as opposed to the marginal rates,
which put steelworkers in New York who want to work overtime in
a 49 percent marginal tax bracket by the end of the year. I will tell
you why no one wants to work overtime in New York—it is not
worth it.

The CHAIRMAN. I think you are right about that.

Senator Roth.

Senator RotH. I want to welcome my distinguished colleague. 1
apologize for being late. ‘

It is very interesting to me. I was in some Joint Economic hear-
ings where the thrust of the discussion was that the problem with
this is that there is no growth. The reason that there is no growth
is that we are not making the same investments that our major
competitors are.

Mr. Kemp, isn’t it the principal purpose of Roth-Kemp, to bring
some growth into the economy?

Mr. I.emp. Absolutely.

I know that it is the gentleman’s goal, and it is mine. There is no
way to bring about prosperity, to increase the level of income of
the people, without encouraging investment and saving and entre-
preneurship. Our country discourages investment, and encourages
consumption.

So it is absolutely a given fact that Roth-Kemp, by lowering
marginal income tax rates across-the-board, would increase the
after-tax reward for those men and women, that labor and capital
which is producing. So it is a production oriented tax cut. It is not
a consumption oriented tax cut.

Senator RotH. First of all, I want to congratulate you for getting
. the name right. [Laughter.]

Mr. Kemp. I wanted to make up for my testimony, Senator.

Senator RoTH. Seriously, what bothers me is that a number of

ple, particularly the administration, are saying. Wait and see.

‘o me that is the most critical problem of all. It is already too late.

Mr. Keme. That is the problem with conservatives, they want to
maintain the status quo. Those of us who are radical in this believe
that we need change, that we need to alter the existing pattern of
economic policy.

So we are the heterodox economists today, and they are the
orthodoxy, and they have got to defend what has happened to our
economy in terms of declining real growth, declining real income,
and declining opportunity for people to meet their needs in the
private sector.

Senator RotH. Let me ask you to answer two or three questions
that are constantly raised.
thot??e is that Roth-Kemp is inflationary. How would you answer

a
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Mr. Kemp. How can it be inflationary to reduce the barrier
between effort and reward? How can it be inflationary to encour-
age people to work, or save, or invest, or produce more. How can it
be inflationary to encourage people to maximize their effort? How
can it be inflationary to encourage output, employment, thrift, and
entrepreneurship?

I would finally say that inflation is not a fiscal phenomenon.
Inflation is a monetary vhenomenon. Only the Federal Reserve can
cheapen the currency, a.d it is the purpose of fiscal policy and tax
reform along the lines that you and I and Governor Reagan are
talking about, to encourage more output of goods and services.

So stabilizing the dollar through monetary policy, and increasing
the output of goods, services, and jobs, through fiscal policy is by
definition, anti-inflationary.

That is what I would say if I did not have much time. If I had
more time, I would say much more. [Laughter.]

Senator l'oTH. A second criticism is that this is too massive a tax
cut, and that we cannot afford it.

Mr. Kemp. It is too modest. It should have been passed 4 years
ago. If you believe in indexing, as the gentleman from Delaware
does, you should not be satisfied because Kemp-Roth only indexes
the tax rates for the last 5 years.

If we were to totally index all of the tax rates for the past 15
. years, you would have to cut all the brackets by 55 percent.

So in effect, we are retroactively indexing for only about 5

ears, simply repairing the damage that has been done by about
years of this relentless push of labor and capital into higher
brackets.

So it is very modest, especially when you look at the tax increase
that is planned for fiscal year 1981. It is quite modest, indeed,
particularly if it is phased in over 3 years.

I believe that people, in anticipation of a greater return on their
saving and their investment, will start making decisions not in
1983, when the Kemp-Roth tax rate reduction is in place totally,
but they will start making those decisions immediately as they did
with the capital gains tax reduction of last year.

Senator RotH. I see my time is up, but I will ask you one more
question.

The third level of attack is that this tax particularly benefits the
wealthy.
boMl;i. Kewmp. It benefits all the American people equally across the

ard.

The gentleman from Louisiana once said. “There are two ways to
equalize the American people. We can make the rich poor, or the
poor richer.” 1 apologwze if I am trespassing on the gentleman'’s
i)rerogatives, but I think that a rising tide should lift all boats, and

am convinced that the best thing that we can do for the poor is to
create jobs and expand their opportunity to get some wealth.

Very frankly, I think if you louk at this in an honest, objective
way, you will realize that this is designed to increase the reward,
and increase the incentive for all Americans. Therefore, it does not
qualify as an upper-class tax cut as it has been pegged by some.

Senator RotH. Mr. Chairman, all I can say is that the witness
has persuaded me.
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Thank you. [Lauﬁ‘l;lter.]

The CHAIRMAN. Thank you for your appearance here today, Mr.
Kemp, We are very pleased to have you. We will certainly study
your full statement.

Mr. Kemp. Thank you.

[The prepared statement of Mr. Kemp follows:]

TesTiMoNY oF HoN. JACK KeMP ON TaX-RATE REDUCTION

Mr. Chairman, I appreciate this chance to testify before the Senate Finance
Committee on the need to reduce tax rates for American individuals and businesses.

As you know, President Carter has reconsidered the pledge he made in March,
when he said, “I will not consider any reduction in taxes until I am convinced that
the 1981 budget will be balanced.”

However, ury Secretary Miller has told this committee, as he told the House
Ways and Means Committee, that the President does not believe Congress is comge-
tent to grapple with an important issue like tax-rate reduction in a national election
year. Piis reasoning is that Members of Congress are likely to be swayed by the
oginions of their constitutents, who are also unsuited, apparently, to vote on issues
of such importance.

Well, Mr. Chairman, there is nothing new or sudden about the need to cut tax
rates, or most of the proposals to do so. Senator Roth and I have been advocati
essentially the same tax-rate reduction plan for almost four years. And as far as
can see, cool heads are prevailing almost everywhere in this election year, except
the White House. -

In recent days Vice President Mondale had some alarming news for the American
geople on the subject of taxation. He said that, according to Treasury estimates, a

0-percent cut in personal income tax rates over three yesrs, of the kind Senator
Roth and I propose, would cost more than $280 billion a year by 1985. If this
happens, Mr. Mondale said, “every single discretionary program run by the Federal
government would have to be eliminated.”

But I haven't told you the alarming news yet. According to the President’s mid-

ear economic review of last week, total personal income taxes will amount to $278
Zillion in 1981. So if Mr. Mondale predicts that in 1985, $280 billion will be only 30
percent of total income taxes—then he and Mr. Carter must have some plans they
are not telling us about, to more than triple federal income taxces in the next four

years.

I believe that Mr. Mondale and the Treasury merely have their numbers wrong.
At least, I hope so. But the Vice President has unwittingly put his finger on the
central fact of taxation in this country. If Congress does not act to cut tax rates,
they will go up—automatically and drastically.

According to the President’s economic review, Federal taxes of all kinds, as high
as they are today, will more than double once again between now and 1985, if
current law is not changed. The report says that Federal revenues will rise from
$518 billion to more than $1.05 trillion in 1985,

is means we could cut personal income tax rates 30 percent across the board,
ignore the increased revenues which result from an eximnding economy, ignore the
spending restraint we all is imperative—and still it would not match the tax
increeses which President Carter anticipates.

But the President’s report contains an even more startling admission. Despite the

est one-year tax increase in our nation's history, the Administration has failed
to balance theﬁl;ggfet. The Administration original tJv projected an official deficit of
$29 billion in year 1980. Now it says that deficit is $61 billion, Including the
so-called “off-budget” budget, the government will borrow $77 billion this year.

The Administration’s estimate of the fiscal year 1981 budget, from March to July,
has swungbfrom a sufaposed surplus of $200 million to a $29.8 billion deficit—more
than §61 billion, including “off-budget” items. And that fiscal year has not even

roughout the 1980 and 1981 budget froceu, many of us tried to warn the
- Administration of the lesson this country learned at such great cost in 1969, and
again in 1974—that tax increases which cause recessions lead to larger, not smaller
deficits. The Administration ignored this warning, and this painful exercise is being
unnecessarily repeated once again. Of the $30 billion increase in the 1981 deficit,
$29.5 billion can be attributed to the deepening recession ($18.4 billion in lost
revenues and $11.1 billion in recessionary spending increases).

According to the Congressional Budget Office, each 1 &ercentage point increase in
the unemployment rate widens the Federal deficit by $25 billion to $29 billion. This
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means that under the Carter Administration the Federal budget has never wasted
less than $50 billion a year because of the failure to attain full employment. And
that cost will rise to more than $100 billion a year next year. This strikes me as a
dubious brand of fiscal discipline.

In his testimony before this committee, Treasury Secretary Miller said, “Those
who favor across-the-board tax redvction to stimulate the economy should ponder
the implications in terms of inflation.”

The irony is that this statement should come from a man who, as Chairman of
the Board of Governors of the Federal Reserve System, presided over a tripling of
the inflation ruw in barely three years. The Treasury Secretary should ponder the
fact that tax rates do not affect the number of dollars in circulation, or the value of
each dollar. Only the Federal Reserve Board can cheapen the currenci\;.

Not once in the past 15 years of steadily increasing inflation have marginal
income tax rates been cut. And the across-the-board tax increases of this Adminis-
tration have failed to strengthen either our economy, our currency, or the finances
of the Federal government.

It is time to end this circular process of rising tax rates, economic decline,
widening deficits, and further tax increases. I believe we must cut tax rates begin-
ning next Janu first. I also believe we should have cut tax rates last January
first, and the one before that. Our object is not only to return to work those millions
of Americans who have lost their jobs in this unnecessary recession. We must
restore permanent incentives to provide the climate of lasting prosperity we need to

t our fiscal house in order, and to meet the many challenges which face us at

ome and abroad.

The United States tax code is substantially the same today as it was back in the
mid 1960s, when the American economy enjoyed record capital investment, full
employment, and virtually no inflation. But there has been one major change. Since
about 1966 we have had a progressively more inflationary monetary policy. Because
our tax code is not adjusted for inflation, the result has been to raise marginal tax
rates on virtually every taxable form of individual and corporate productivity and

saving.

For 15 years, individuals have been pushed relentlessly into higher tax brackets—
refglardless whether their earnings increased in real terms, or merely because of
inflation.

Inflation has combined with historical-cost depreciation schedules to tax away
profits that would normally be reinvested to replace worn-out equipment.

Capital gains are not adjusted for inflation, which has meant that investors have
faced effective marginal tax rates of 100 percent and more.

Confiscatory estate tax rates have combined with speculative land values—an-
other consequence of Federal Reserve Policy—to accelerate the wholesale liquida-
tion of America's family farms and businesses.

New taxes have been added, like the recent excise tax on domestic oil, and still
others are proposed.

These are the main problems with our tax code. They have been clearly defined
ang b takingly documented during the past four years of Congressional hearings
and debate.

The tax reform which is necessary to correct these flaws would amount to a
‘“‘retroactive indexing” of the tax code. This is necessary, not only to prevent future
tax increases, but to reverse the past 15 years of rising marginal tax rates on both
individuals and businesses.

This requires substantial, permanent, across-the-board reduction in personal
income tax rates; indexing of these new rates to prevent future tax increases; some
measure to offset the overtaxation of profits caused by inflation and historical-cost
depreciation; indexing of the basis for capital gains; instead of a complicated index-
ing of estate taxes, we could abolish this tax completely, since it raises less than 1
percent of all Federal revenue; and repeal of the socalled “windfall profits” tax.

It ma¥ not be possible to begin all of these necessary reforms in the first year.
And to fight inflation and economic stagnation at the same time, they must be part
of an economic package which includes meaningful spending restraint and an end to
the Federal Reserve's practice of monetizing Federal debt.

But I believe that the Republican Party has proposed a prudent and achievable
beginning—a 30-percent cut in personal income tax rates over three years, together
with the Jon nable plan for accelerated depreciation. I would like to address
myself specifically to the income tax rate reduction.

ere is a lot of talk these days that a “supply-side’” tax cut means a tax cut for
business. I disagree. That is nothing but a repackaged version of the failed idea of
demand management.
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The school of demand management was based on the idea that individuals matter
only as consumers. The driving force of the economy was suppoeed to be consumer
spending—how many paper dollars people had in their pockets to spend. More
dollars in people’s pockets meant less unemployment and more inflation, and fewer
dollars in people’s pockets meant more unemployment and less inflation. This is
where the idea came from that the reason for cutting income taxes is to put more
paper dollars into people’s pockets.

But individuals are producers as well as consumers. In fact, before they can
consume anything, they must first produce something to trade for it, a good or
- service. Every dollar of our national income is earned by individuals—whether as
wages, salaries, dividends, interest, rent, royalties, capital gains or pensions. And all
of it faces the income tax, which is a tax on production, a tax on saving, a tax on
both labor and capital. It is not levied on consumption or leisure. Profits are the
one-tenth or 80 of our national income which is taxed twice.

If there is a single lesson we have learned about taxes in the past four years, it is
this: Only a change in marginal tax rates has any direct effect on the real economy.

Economic stagnation is the failure of our economy to produce more this year than
last year. If we want our economy to grow, we have to increase the incentive for
producing an additional unit of goods, effort, or saving—that is, lower the marginal
income tax rate. Nothing else will affect the behavior of individuals and businesses.

Consider the income-tax rebate which Mr. Miller has been talking about. It is
supposed to offset payroll tax increases. But it does not reduce either the marginal
payroll tax rate or the marginal income tax rate. Therefore, it will provide no
incentive for an individual to work overtime, accept a new job, or otherwise increase
his or her productivity. What's more, the tax rebate is only temporary.

A tax rebate is a reward for producing what would have been produced anyway.
This holds true in its effects on business, too. Since the proposed tax rebate is
offered against profits, the business must presumably already be earning a profit to
benefit. This does not help to create new businesses, which are now being prevented
by prohibitive marginal tax rates. The rebate can be claimed only if the business
becomes more labor-intensive, which may or may not be the most economically
efficient approach. And, once again, the rebate is not permanent, so it will have no
permanent effect on employment.

I would like to turn now to the reduction in marginal income tax rates proposed
by Senator Roth and myself. The Kemp-Roth package would do three things: cut all
marginal income tax rates for individuals by 10 percent a year for three years;
index the new tax rates for inflation after the third year; and limit Federal spend-
ing to a share on GNP which declines from 21 percent the first year to 18 percent
by the fourth year.

Table I contains the official revenue estimates of the Kemp-Roth tax-rate reduc-
tion by the Joint Committee on Taxation. These are “static’’ revenue estimates,
which means they are noteworthy in two respects.

First, they do not include any of the positive revenue ‘“feedback” which can be
expected as the economy expands as the result of cutting tax rates.

Second, they do not include any of the negative revenue feedback which will occur
if tax rates continue to increase every year under current law. These estimates of
expected revenue are based on economic assumptions devised by the Congressional
Budget Office. They include the assumption that despite a doubling of income taxes
in four years, the economy will continue to grow indefinitely at an annual rate of
3.8 percent in real terms. But the CBO itself has stated that these projected tax
increases are not compatible with 3.8 percent real annual growth.

According to the CBO’s Five-year Budget Projections: Fiscal Years 1981-1985, “If
the revenues and outlays shown in the current law projection were actually
achieved, the economic growth path assumed for this period would probably not be
attainable. The rapid rise in revenues and real decline in outlays would impose a
drag on the economy that would make the assumed economic growth of 3.8 percent
a year very unlikely.” (p. 12)

Keeping in mind that these estimates are groesly overstated because they do not
include any positive feedback from tax-rate reduction, or any of the negative feed-
back from continued automatic tax increases, let’s take another look at Table 1. The
Joint Committee on Taxation has provided a comparison of the Kemp-Roth tax-rate
reductio;: with the tax increases on personal income which will take place under
current law.
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TABLE |.—KEMP-ROTH Il TAX-RATE REDUCTION COMPARED WITH TAX INCREASES CAUSED BY
INFLATION, SOCIAL SECURITY

[in bithons of dollars)
1981 1982 1983 154 1985
CALENDAR YEAR

Tax increases:

Income tax 234 459 728 1030 1384

Social security 13.7 184 A2 Ul 40.5
Total tax increases on personal income 381 543 940 1271 1789
Kemp-Roth tax cut (no revenue feedback) 318 649 1138 1487 1195
Net tax cut/ (increase) (no revenue fEemBack) .............ouvvrcoeerrrerissescenenns (6.3) 0.6 198 216 106

BUDGET YEAR

Tax increases:

Income tax 146 314 627 916 1250

Social security 98 175 205 234 364
Total tax increases on personal income 244 549 832 1150 1614
Kemp-Roth tax cut (no revenue feedbach) 19.8 52.4 954 1360 1746
Net tax cut/(increase) (no revenue feedback) ... (4.6) 25 122 210 132

Source: Joint Committee on Taxation, U.S. Congress.

As you can see from the comparison, the Kemp-Roth bill is startling in its
modesty. For the first two years, it does not provide any tax reduction at all in
dollar terms. The net impact on the budget never ex $21 billion, once again
ignoring revene feedback. '

These numbers mean that a 30-percent cut in marginal income tax rates would do
nothing, in dollar terms, but keep effective or average tax rates on individuals from
increasing. Luckily for the American people, however, the economic effect of a tax
cut depends on marginal, not effective tax rates.

I would like to submit data from three studies of the economic effect of the Kemp-
Roth package, which were presented recently to the Joint Economic Committee.

The first study, by Data urces Inc., analyzed what would happen if Kemp-
Roth were a tax rebate of the same dollar size, instead of a cut in marginal tax
rates. In Table II, the DRI model shows conventional effects of an increase in
:ﬁ:egate demand. Despite a rise in employment, there is little revenue feedback,

though, interestinglg' enough, the same study showed that the personal savings
rate would double to 8.1 percent. Essentially, the increase in government borrowing
is merely offset by an increase in private savings.

The results of the second study are listed in Table III. Evans Economics Inc.,
estimates that the Kemp-Roth tax-rate reduction alone, without any spending re-
straint, would .substantiall{ reduce unemployment and increase real growth. There
is a negligible increase in the rate of inflation over five years.

TABLE II.—DATA RESOURCES INC., SIMULATION OF TAX REBATE OF SAME DOLLAR SIZE AS KEMP-

ROTH TAX-RATE REDUCTION
1981 1982 1983 1984 1985

Policy change (change in billions of dollars):

Personal tax revenues —299 667 1155 —1287.1 1371

Federal deficit (NWA) -7 532 973 _1183 1468
Effects (percent differeace in levels):

Real GNP... 0.7 18 28 26 26

Real potential GNP 0.1 0.5 11 16 19

Labor supply 0.1 03 04 04 03

Productivity 0.2 06 14 18 19
Difference in rates:
Unempioyment —05 -11 -13 ~09 ~08
Inflation rates:

GNP deflalor 0.1 05 1.2 18 18

Core inflation -01 -01 00 05 11

Wages 01 0.7 14 17 20

msa;momm.hmmoaumm;"nmhstmm“mwmmmwmimmmuun,



/

/

7

TABLE 11l.—EVANS ECONOMICS INC., SIMULATION OF KEMP-ROTH TAX- RAJE REDUCTION WITH AND WITHOUT KEMP-ROTH SPENDING LIMITATION EFFECT ON

UNEMPLOYMENT AND INFLATION

Yuratevaduc'mm/ Tax rate reduction with snending fimitation
— o o Etfect < iflaton . New Effect on inflation demand side/supply side
unemployment nte Demand sde Sup}rsm J”" Unemployment rate mm'?:}mt less C less T Tota!
1981 03 16 0.0 0.0 0.0 01 18 0.0 0.0 0.0 0.0
1982 09 6.4 +06 —03 0.3 03 15 01 —02 —-03 —04
1983 16 53 +12 -09 0.3 0.7 6.2 04 —08 —-09 -13
1984 20 45 +35 ~21 08 13 5.2 13 —-16 =27 -30
1985 24 37 +6.6 —48 18 1.8 43 23 —26 —48 -51

Source: Michael K. Evans, president, Evans Ecoinomics Inc.; “New Developments in Econometric Modeling: Supply-Side Economics™, Testimony for Joint Economic Committee, May 21, 1980.

8811
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TABLE [V.—ECONOMIC AND FEDERAL TAX REVENUE EFFECTS OF KEMP-ROTH TAX REDUCTION *
(Dofar amounts in bitions of 1979 okars]

1980 1981 1982 1983 1984 1989

Increase or decrease in:
Employment (thousands of full-ime equivalent employ-
ees) 1920 2910 3690 4120 4570 6,670
Annual wage rate $540 $660 $100 $800 $990 81,940
Gross national product:
Total ...... 122 166 188 235 288 601
Business sector 104 144 165 200 239 413
Gross private domestic investment:
Total 53 112 138 178 20 139
Nonresidential 3l 18 95 109 134 119
i 68 54 50 58 61 412
Federal tax revenues:
Net of feedback -2 -10 -30 -33 -36 -3
Initial impact -2 -39 —62 —66 -1 108

1 These stimates assume that the ta: cuts would be effective beginning with the 1980 taxable year.
u&.;m%mmuanmmn:ummmmdmmm economic maghitudes under the tax change and under
n .
Nmmmm‘mssigmmmmumlhwklthalyw,mtfromlhepremcﬁngmundermuxcnan,
Estimates of employment etfects are rounded to the nearest 10,000; estima Indmalw;gediecbtarwﬁedton\emmﬂ&cmms
of effects on GNP, capital ovlays, consumption, and Federal revenves are rounded to the nearest $1 billion.

Source: Norman B. Ture, president, Institute for Research on the Economics of Taxation.

The same study shows that the whole Kemp-Roth package, including both tax-rate
reduction and spending restraint, would balance the budget in two years, reduce the
unemployment rate to 4.3 percent, and most significantly, reduce the inflation rate
by 5,1 percent by 1985.

The third study, shown in Table IV, is by Dr. Norman B. Ture, or the Institute for
Research on the Economics of Taxation (IRET). The IRET’s econometric model is
known as the ATIM (Analysis of Tax imparts Model). This study shows even larger
increases in employment than the Evans model. It also shows that as much as
th uarters of the increase in real GNP is due to added investment; the remain-
der, agditional consumption. L
Mr. Chairman, if I could summarize: unless Congress cuts tax rates, taxes will
increase drastically. The Kemp-Roth bill would barely offset the aggregate real tax
increase on personal income which will take place under current law. If we cut
marginal tax rates 30 ercent, even ignoring revenue feedback, the net effect will be
merely to keep effective or average tax rates the same.

The Administration has failed in its attempt to balance the budget through
across-the-board increases in tax rates. In fact, the deficit has steadily widened. This
casts doubt on the Administration’s contention that cutting tax rates across the
board would lead to larger deficits.

Only a cut in marginal tax rates—not a tax rebate—will have the effect we desire
on employment, saving, investment, and real economic growth. With a sound mone-
ta%lpolicy, we can substantially reduce the inflation rate at the same time.

e situation we face was described accurately 17 years ago by President Kenne-
dy, when the country faced a similar economic and financial problem.

He said: “Our true choice is not between tax reduction, on the one hand, and the
avoidance of large Federal deficits on the other. It is increasingly clear that no
matter what party ie in power, 80 long as our national security needs keep rising, an
economy hampered by restrictive tax rates will never produce enough revenue to
balance the budget—just as it will never produce enough jobs or enough profits. . . .
In short, it is a paradoxical truth that tax rates are too high today and tax revenues
are t00 low—and the soundest way to raise revenues in the long run is to cut rates
now.

And he said: “The purpose of cutting tax rates, I repeat, is not to create a deficit
but to increase investment, employment, and the prospects for a balanced budget.”

Mr. Chairman, I have been pushing for acress-the-board tax-rate reduction for
individuals for almost four {‘ear now, and I have only one reservation about the
Kemp-Roth bill. Because of the extraordinary magnitude of the tax increases which
have occurred, and which are projected to continue, I am afraid that a 30-percent
tax-rate reduction over the next three years may have become tco modest.

65-969 0 - 80 - 6 (pt.3)
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DISTRIBUTION OF KEMP-ROTH TAX-RATE REDUCTION

Expanded income class tares pad tax et
0.

Under $5,000 0.2

$5,000 to $10,000 36

$10,000 to $15.000 8.1

$15,000 to $20,000 11.3
$20,000 to $30,000 4.5 252

238

145

66

13

$30,000 lo $50,000

$50,000 to $100,000

$100,000 to $200,000

$200,000 a0 OVES ........cccorvcrrrrccrcrenrinns e
Source: Joint Comemittee on Taxation.

The CHAIRMAN. Let me now call a panel consisting of William S.
Cashel, Jr., vice chairman and chief financial officer of American
Teletphone & Telegraph Co.; Mr. Edward A. Brennan, president and
chief operating office of Sears, Roebuck & Co.; Mr. Robert L. Strick-
land, chairman of the bcuyd of Lowe’s Co’s.; and Mr. Ronald L.
Ludwig, chairman of the legal advisozy committee of the Employee
Stock ership Plan Association of America. '

Mr. Cashel, you are appearing here today on behalf of Mr.
Brown, the chairman of the board, who had to go on vacation. |
thought that it would be fair to let him have his vacation, but I
think it ought to be clear that you are speaking for the American
Telephone & Telegraph Co. in the views that you are expressing
here today.

Mr. CasHEL. That is the fact, Mr. Chairman. Mr. Brown left me
in charge of the business, and presumably I can be in charge of this
testimony before the committee this morning. 1 am sure you would
welcome him back for an appearance at a later time.

The CHAIRMAN. Your views do reflect the views of your chief
executive officer?

Mr. CASHEL. The%hdo, indeed.

The CHaIRMAN. Thank you. You may proceed.

STATEMENT OF WILLIAM S. CASHEL, JR., VICE CHAIRMAN AND
CHIEF FINANCIAL OFFICER, AMERICAN TELEPHONE & TELE-
GRAPH CO.

Mr. CasHEL. My name is William Cashel, and I am vice chairman
of the board. I do ap¥reciate the opportunity to come before the
committee on behalf of the Bell System.

Specifically, Mr. Chairman, with respect to the proposed amend-
ments to the employee stockownership provision of the Internal
Revenue Code, in the Bell Systein we have supported the idea that
employees should participate in corporate ownership over many
years and in many ways. ESOP’s are an excellent way of further-
ing that effort.

e recognize that ESOP’s help toward the goal of accomplishing
three major objectives. First, they provide a means of employees
acquiring ownership in the business in which they work, and a
sense of proprietorship not only in that company, but in the entire
American economic way of life.

Second, such plans provide investment assets, real assets, and
investment earnings to those workers. They provide a source of
new capital to corporations, which is needed for the innovation and
productivity that we all seek.
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In our company, the AT. & T., we established an ESOP in 1976,
and today it covers 840,000 employees, many of whom might not
otherwise be shareholders in their own enterprise. Our employees
receive about one share of stock per $10,000 of their salary.
Through the end of last year, 4.5 million shares have been contrib-
uted to the fund in our particular case. I can assure you that this is
a popular employee henefit. .

This S. 1240 contains several key amendments to the ESOP
provisions of the tax code, importantly it provides that the ESOP
sections become permanent, which would enable corporate taxpay-
ers to avail themselves of a credit equal to 1 percent of their
employees’ compensation as an alternative to the present credit.

Those provisions are good. They assure a corporation that the
funding source will not bz cut off after 1983. The choice of credit
base is advantageous to many labor intensive industries whose
investment progress should be enhanced by this feature.

Another feature that we find attractive, Mr. Chairman, would
provide a tax deferral on a lump sum distribution from an ESOP of
up to $5,000 of employer securities. That $5,000 would be taxed
only when sold, and that would encourage the employee to retain
his ownership in the corporation.

" Finally, this 'would also extend the existing antiflow through
provisions applicable to credits based on investment to the credit
based on compensation, and this, of course, is vital to us, and to all
utilities, really, to prevent regulators from treating this particular
ESOP credit as a reduction of tax expense for ratemaking pur-
poses, thus forcing the utility to pass the credit to the customers in
the form of lower rates immediately. It would subvert the purpose
of the credit which is to provide employee benefits, and promote
capital formation rather than to reduce prices.

We are pleased to support the objectives of S. 1240 of making
ESOP’s available to more American workers. I think that this is a
form of tax reduction which benefits employees directly, and at the
same time industry is being provided an additional means of capi-
tal formation which is a current and certainly a continuing need.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you very much, sir.

Next let's hear from Mr. Edward A. Brennan, president and
chief operating officer of Sears, Roebuck & Co.

STATEMENT OF EDWARD A. BRENNAN, PRESIDENT AND CHi{EF
OPERATING OFFICER, SEARS, ROEBUCK & CO.

Mr. BRENNAN. Thank you very much, Mr. Chairman.

My name is Edward A. Brennan. I am president of Sears, Roe-
buck & Co. I am delighted to be here today to discuss Sears and our
experiences with profit sharing.

The Sears Profit Sharing Fund was created on July 1, 1916, over
64 years ago. From the start, one of its principal purposes was to
invest in shares of Sears stock so that our employees could gain a
proprietary interest in the business, and perform not only as em-
ployees, but as owners of that business. We think over the years
that this program has been very beneficial for both the company
and for the employees.
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At the end of 1979, the Fund owned almost 69 miliion shares of
Sears stock. That re’:l;v)}rl'esented about 22 percent of the company’s
outstanding shares. The value of the Sears stock was approximate-
ly $1.25 billior in the fund, and represented about 60 percent of its
assets.

The remaining 40 percent of the assets were invested in a diver-
sified portfolio entitled, “General Investments.” Again, at the end
of 1979, the value of the General Investments was about $858
million, making the total value of the fund over $2 billion.

The fund at that time had about 268,000 participants, all of
whom were fully vested.

Sears stock is allocated to members’ accounts in shares. The
members are entitled to instruct the trustees on how to vote their
stock at the company’s annual meeting. Upon withdrawal, shares
of Sears stock are distributed in kind, unless the member requests
payment in cash.

We also have a pension plan, which together with profit sharing,
provides for a balanced retirement program.

We see great value for our employees and for the company, in
the employee ownership of our stock. I guess you might say that
our profit-sharing fund has created literally tens of thousands of
capitalists, Mr. Chairman. Last year, over 14,000 employees with-
drew almost 4.2 million shares of Sears stock from the fund when
their membership ended.

Most of these shares went to persons retiring from the company.
They then became the registered owners of their stock, and of
course began receiving dividends. These dividend checks became an
important part of their retirement security.

The profit-sharing fund is also of great value to the company in
terms of motivation. While it is dirficult to attribute to a single
factor the success or failure of a business, we feel that the profit
Share fund has been one of the most important factors in building
our company to the prominent position that it enjoys in the indus-
try. |
The present tax laws allow an additional 1 percent investment
tax credit if that amount is contributed to an employee stock
ownership plan. The law, of course, also allows an additional one-
half percent tax credit if the employee makes a matching contribu-
tion.

Sears has not set up a tax credit ESOP to give its employees the
advantage of the additional contribution. The investment tax credit
discriminates against retailers. As a result the dollar amounts
involved per employee are too small to justify the additional ad-
ministrative cost of the plan.

Retailers are labor-intensive employers. The greater part of re-
tailers’ capital investments are in buildings which are denied an
investment tax credit under existing law. Accordingly, the amount
of tht;l eidlowable investment tax credit in relation to compensation
is small.

For example, in 1979 if Sears and its subsidiaries contributed the
maximum additional 1.5 percent investment tax credit to an ESOP
covering the employees now in our profit-sharing fund, the most we
could have allocated to any single employee would have been about
$23.76. However, this amount would have been considerably less
for a substantial number of the participants, including those who
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would not have elected to make the additional one-half percent
matching contribt.tion.

We feel that a tax credit for ESOP based on employee compensa-
tion would be a step in the right direction. It would provide the
incentive that labor-intensive employers need to start or strength-
en their stockownership plans. It would act to expand employers’
ownership of their employers’ stock, and give the employees the
reward of such stock ownership.

Mr. Chairman, I would like to conclude by saying that at Sears
we have always shared your views that stockownership'in Awmeri-
can business is good for business, it is good for the employees, and
it is good for the country.

Thank you.

The CHAIRMAN. 'I'hanlvavou very much, Mr. Brennan.

Now let’s hear from Mr. Robert L. Strickland, chairman of the
board of Lowe’s Co’s.

STATEMENT OF ROBERT L. STRICKLAND, CHAIRMAN OF THE
BOARD, LOWE'S CO., INC.

Mr. STRICKLAND. Mr. Chairman, and members of the Senate
Finance Committee, good morning.

My name is Robert L. Strickland, and 1 appreciate the opportuni-
ty to be here.

First, I would like to express vigorous support for the tax cut
being considered by this committee. I understand, Mr. Chairman,
that the effective date that you and the committee are working for
is January 1, 1981, and in my view that is the exact date the
country needs one.

What is being conveniently overlooked by critics, and I was
happy to see it come out in earlier testimony and by you, Mr.
Chairman, if we don’t get a tax cut, we are going to have an
effective tax increase in the country in 1981.

Here is an article from the Tax Foundation called, “Taxflation
Wipes Qut Pay Gains.” It illustrates a $10,000-earner in 1979, who
haa)pens to get a 14.5 percent pay increase for 1980. But due to
inflation, and increases in Federal income and social security taxes,
he actually lost 1.7 percent in buying power. So individual wage
earners are hurt badly by inflation, and so are corporations.

Price Waterhouse has released a study that shows that 37 major
retail corporation’s income tax rate was 44 percent in 1979, using
normal historical accounting. Under inflation adjusted accounting
the effective tax rate for those 37 corporations was 74 percent of
the total income. ‘

I believe that inadequate depreciation is one of the big villains. I
know Senator Dole is supporting the 10-5-3 proposal. That, and
other supply side tax cuts which have been discussed earlier, and
which Senator Roth has long been a proponent of, would be helpful
in my judgment. ‘

I want to express specific support for the two bills enhancing the
employees’ stockownership movement. The first one by you, Mr.
Chairman, and the other by Senator Talmadge.

Mr. Chairman, you know the Washington Redskins are made up
of three different teams: offensive, defensive, and specialty. Those
three teams have a shared goal, to win, and to be successful. When
one considers four important forces in this country—employees,
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management, shareholders, and government—it is getting to be a
national tragedy that instead of cooperation and teamwork toward
accomplishing shared goals, we are developing adversary relation-
ships that are getting increasingly acrimonious and nonproductive.

Here is an article done by Mr. Daniel Lankolovich on worker
attitudes. It states that traditional incentives mean nothing to 44
percent of the work force. It means, in this country, we are not
playing with a full team.

Robert Blyburg, the editor of Barron, wrote last July 4 about
mounting conflicts between shareholders and management.

Mr. Chairman, it seems to me that we can look at Japan, and we
can look at OPEC, and we can see clear examples of how national
and international teamwork can seize economic initiative and
translate it into successful and competitive growth.

I believe, sir, that improved economic teamwork must be a prior-
ity national strategy. I know that increased employee stock-
ownershp is a powerful tactic by which we can implement that
strategy.

At a recent annual meeting of the National Investor Relations
Institute, two influential institutional investors, one of Baltimore
and one of New York, expressed concern about separation of inter-
est betwoen management and shareholders, large and small. They
both view eruployee stockownership very positively as a solution.

Mr. Chairman, I was privileged to testify before this committee 2
years ago in support of S. 3241, and I told the Senators at that time
about Lowe'’s 17 years of successful, productive stockownership. At
Lowe’s it was indeed a fact, not a theory.

Last November I testified before Senator Proxmire’s committee
on the Chrysler bill, which I was delighted to support because it
had that ESOP provision, as you know. In the attemnt to both save
time today, and to provide testimony regarding Lowe’s historical
success with the employee stockownership, I incorporated many of
those prior statements into the written record.

The 44 percent Mr. Lankolovich discussed was made up of two
different groups. Seventeen percent is made up of young, aggres-
sive middle managers, and 27 percent is made up of low-income
bluecollar workers. At Lowe’s those are precisely the two groups
that ESOP helps motivate.

Our young, aggressive store managers can check on their wealth
every weekday by looking up Lowe’s in the New York Stock Ex-
change listings, and our bluecollar workers understand headlines
like this when the local newspaper talks about a $125 a week
worker who retires rich thanks to the employee stockownership.

Lowe’s sdles per employee last year were $155,000, almost three
times that of the big three retailers. Qur net earnings per em-
ployee were $4,300, or about twice that of the big three.

Prior to employee stockownership, our corporate tax income tax
paid, per average employee, average about $1,900 each pur year.
Last year it was $3,900.

I strongly support your biil, Mr. Chairman. Lowe’s is not capital
intensive. It is people intensive. Once the 1 percent of payroll tax
credit provision, and the dividend deductibility becomes law,
Lowe’s will be able to do some things that it would not. We will
have 1 percent more people than we would be able to otherwise.
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We will build more stores. It would have a cumulative multiplier
economic effect.

Thank you.

The CHAIRMAN. Thank you, sir.

We will now hear from Mr. Ronald L. Ludwig, chairman of the
Legal Advisory Committee of the ESOP Association of America.

STATEMENT OF RONALD L. LUDWIG, LUDWIG AND BUSHMAN
LAW CORP., SAN FRANCISCO, CHAIRMAN, LEGAL ADVISORY
COMMITTEE, ESOP ASSOCIATION OF AMERICA

Mr. Lupwic. Mr. Chairman, this committee has heard for several
days now about the problems of increasing capital growth in this
country, increasing productivity, and providing new tax incentives
to accomplish these objectives

{-ur association of %:‘.SOP companies strongly believes that in-
creased incertives for employee stock ownership will help solve the
problems of increasing productivity, and provide a means for in-
creasing new capital formation.

Many studies have shown that emploglee stock ownership in-
creases the productivity of employees. Many studies have also
shown that the greatest increases in productivity and profitability
of corporations come as a result of large proportionate employee
ownership. A 100 percent employee owned company provides great-
er incentive for employees than when the ownership share of em-
ployees is less.

e certainly applaud the efforts the chairman and this commit-
tee have made in the last 7 years in providing legislation encourag-
ing the formation of ESOP's. We believe, however. that the time
has come to provide incentives which will remove some of the
barriers that now exist under the Internal Revenue Code for fi-
nancing 100 percent employee ownership.

The problem arises from the historical treatment of ESOP’s
under the same Internal Revenue Code provisions as pension and
profit-sharing plans. We believe that it is necessary to remove some
of the present limitations to provide for accelerated employee own-
ership, accc .erated capital growth, and accelerated productivity.

We are certainly encouraged by the recent introduction of two
new ESOP bills, S. 2953, which was introduced by Senator Tal-
madge last week, and S. 2982, which you, Mr. Chairman, intro-
duced yesterday.

S. 2953 provides added incentives for 100 percent employee own-
ership of businesses. One of the greatest problems in financin,
employee buy outs has been the present e limitations on ESO
contributions. Senator Talmadge’s bill would provide a modification
of the present limitations on contributions made to an ESOP main-
tained g a 100 percent employee owned company for payments on
an ESOP loan which was used to buy the company.

This would provide added incentives for 100 percent leverage buy
out by employees, by modifyin? the present deduction limitations
and treating ESOP’s differently from conventional pension and
profit-sharing plans. We feel that this bill will provide a tremen-
dously increased incentive for total employee buyouts.

The bill also provides certain technical amendments to the code
which would recognize the special nature of a 100 percent employ-
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ee owned company, by providing special distribution provisions,
and special provisions for the valuation of stock of that company.

We believe that it is extremely important for this committee, in
considering at tax cut legislation, to provide special incentives for
the 100 percent employee buy out situation.

In addition, S. 2053 provides a special relief procedure from a
technical problem that has been created for TRASOP’s. There is a
technical problem in the present code provisions where a division
or subsidiary of a TRASOP company is spun off. The present code
provisions would limit the ability of making distributions to the
employees of the divested division.

Therefore, we think that it is important for all the provisions of
S. 2953 to be enacted, particularly with reference to the 100 per-
- cent leveraged employee buy out provisions.

In addition, we strongly favor the provisions of S. 2982 which was
introduced yesterday in the Senate. This bill would make the
TRASOP permanent, as the present provisions would now expire at
the end of 1983. It would provide for the 1 percent of pay alterna-
tive to the additional investment tax credits allowed for TRASOP
contributions.

This bill creates important provisions relating to the deductibil-
ity of dividends on ESOP stock where they are paid out currently
to employees. We think this would be a tremendous incentive for
companies to pay out dividends and allow €mployees to share in an
additional benefit from the ownership of the company.

S. 2982 also provides special provisions which would start treat-
ing ESOP loan payments differently from regular contributions to
qualified employee plans.

We strongly support both of these bills. We encourage the com-
mittee to continue its excellent work, and encouragement of ESOP
concept, and to provide greater incentives to promote employee
ownership, through additional tax incentives.

Thank you.

The CHAIRMAN. Let me thank each one of you, gentlemen, for
coming and testifying. I believe, and I think most of you do, that
the strength and the future of American capitalism is going to
depend on the extent to which we are able to make the Americans
feel a part of it. I think that to the extent that we fail to make

* Americans feel a part of our system, they are going to feel alienat-

ed from our system.

I appreciate what all of you have said. I think you have all made
a magnificent contribution. I want to assure Mr. Brennan that if it
is within my power, we are going to modify this law so that the
companies that are not capital intensive can participate fully in it.
. I think that that is an oversight, and it can be taken care of.

The incentive that we provide should be greater, and to the
extent that I can increase that, ] am going to fight to do it, too.

Mr. BRENNAN. Thank you, Mr. Chairman.

The CHAIRMAN. I appreciate what American Telephone & Tele-
graph has done as far as your employees are concerned. I suppose
that you have more shareholding employees than any other compa-
ny in America now, don’t you?

Mr. CasHEL. I would think we do, Mr. Chairman, yes.

The CHAIRMAN. I certainly admire what you have done, and
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appreciate this outstanding example that Mr. Strickland has given
us here today. We thank you very much, gentlemen, for your
presentation.

(The prepared statements of the preceding panel follow:]

STATEMENT OF WILLIAM S. CASHEL, JR., VICE CHAIRMAN OF THE BOARD AND
CRIEF FiINANCIAL OFFICER, AMERICAN TELEPHONE & TELEGRAPH Co.

SUMMARY

The Bell System has maintained an employee stock ownership plan (ESOP) since
1976. The plan now covers 840,000 ernployees and is a lpopular benefit.

We strongly support employee stock ownership plans because they accomplish
three important objectives:

They provide a means for employees to gain the benefits of ownership in their
companies;

They provide investment assets and investment earings to employees;

And they provide a source of new capital for America’s corporations.

The Bel gz'stem also sug rts the objectives of bills which seek to enhance
ESOPs. S. 1240 is such a bill. We fully endorse those provisions which would: (1)
Make the ESOP sections of the Tax e Permanent: (2) allow an alternative credit
based on employees’ compensation; (3) provide a tax deferral on a lump-sum distri-
bution of up to $5,000 of employer securities from an ESOP; and (4) extend the
existing anti flow-through provisions to the new credit based on compensation.

We believe that these provisions would make employee stock ownership plans
more attractive and encourage their adoption and expansion by other industries.
Such enhancements would provide American business with needed additional capi-
tal and give American workers a greater share in the free enterprise system of
which they are such an integral part.

STATEMENT

My name is William S. Cashel, Jr. and I am Vice Chairman of the Board and
Chief Financial Officer of the American Telephone and Tel a?h Company. I
appreciate this opgzrtunity to appear before you today on behalf of the associated
companies of the Bell System, which are listed on the attachment, with respect to
the proposed amendents to the employee stock ownership provisions of the Internal
Revenue Code.

Over the years, the Bell System has strongly supported the idea that employees
should participate in corporate ownershi by::wning shares of stock in their compa-
ny. Empl%'ee stock ownership plans (“E%O "’) are an excellent way of accomplish-
ing this. We believe ESOPs help accomplish three important objectives:

ey provide a means for employees to gain the benefits of ownership in their
companies, thus promoting a sense of proprietorship not only with respect to those
companies but our econmic way of life as well;

Thgy provide investment assets and investment earnings to employees;

And they provide a source of new capital for America's corporations—capital
needed to finance the heavy investments which will be required to spur innovation
and to resume productiyitésagvances.

Investment tax credit Ps are particularly useful in accomplishing the first
two objectives for a broad body of employees, many of whom might not otherwise be
able to afford participation in a stock ownership plan,

AT&T established its ESOP in 1976. Today, our plan covers some 840,000 employ-
ees, both management and non-management. Over 520,000 employees who might
not otherwise be shareowners have been added to our shareowner family through
participation in the Bell System ESOP. Our eligible emﬂoyees have been receiving
about one share of AT&T stock per $10,000 of salary. Through 1979, four and one
half million shares have been contributed to the P trust and an employee
attitude survey shows that ESOP is a popular employee benefit.

S. 1240 contains several amendments to the P provisions of the Tax Code. The
chief provisions would make the ESOP sections permanent and would enable corpo-
rate taxpayers to avail themselves of a tax credit equal to one percent of their
employees’ compensation as an alternaiive to the present credit based on qualified
investment in depreciable property. We believe both of these provisions merit the
support of the Committee because they will encourage additional corporations to
establish ESOPs by (1) assuring them that an important source of funding will not
be cut off after 1983 and (2) providing them with a choice between a cridit based on
investment or one based on compensation. In fact, for many labor intensive indus-
tries, this change would make the ESOP credit meaningful for the first time and
eliminate a criticism of the present provisions.
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Another feature of the bill which we favor would provide a tax deferral on a
lump-sum distribution from an ESOP of up to $5,000 of employer securities. This
amount would be taxed to the employee only when sold, thus encouraging the
employee to retain ownership of the shares.

e bill would also extend the existing anti flow-through provisions—g%plicable to
the credit based on investment—to the credit based on compensation. This is abso-
lutely vital to utilities to prevent regulatory agencies from treating the ESOP credit
as a reduction of tax expense for rate-making pu , thuse forcing utilities to
pass the credit through to customers in lower rates. This would subvert the purpose
of the credit, which is to provide employee benefits and promote capital formation,
rather than reduce prices.

We are pleased to support the objective of S. 1240, of making tax credit ESOPs
available to more American workers. Tax credit ESOPs are, in effect, a form of tax
reduction whose benefits flow to employees. And they have the important further
advantage of providing industry with an additional means of capital formation—
certainly a Eotessing need in today’s economy.

Senator r:f’s proposed ESOP enhancements will provide American business .-
with needed additional capital and will give American workers a greater share in
the free enterprise system of which they are such an integral part.

Thank you again for this opportunity.

Bell System Companies

American Telephone 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 Chesspeake and Potomac Telephone Company of Virginia.

The Chesapeake and Potomac Telephone Company of West Virginia.

Cincinnati Bell, Inc.

Illincis Bel! 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.

Thl& P:giﬁc Telephone and Telegraph Company, and Bell Telephone Company of
evada.

South Central Bell Teleglpone Company.

Southern New England Telephone Company.

The Southern New England Telephone Company.

Southwestern Bell Telephone Company.

Western Electric Company, Incorporated.

Wisconsin Telephone Company.

STATEMENT OF EDWARD A. BRENNAN, PRESIDENT, SEARS, RoEsuck & Co.

SUMMARY

1. Sears Profit Sharing Fund was established over 64 years aga with one of its
principal purposes to invest in Sears stock so employees could acquire a proprietari
interest in the Company, thereby sharing in its earnings as both an employee wit|
an interest in Profit Sharing and as an owner.

2. At the end of last year the Fund had approximately 268,000 participants
owning almost 69 million shares of Sears stock, representing about 22 percent of the
Company’s outstanding shares.

3. has other stock ownership plans and has always encouraged ownership of
the stock by its emeloyees.
th4.(1}-]0mployee stock ownership has been of great value both to the employecs and to

e Company.

5. Under present tax law, the dollar incentive per employee is too small to justify
the administrative costs of a Tax Credit ESOP.

6. A tax credit based on annual compensation would encourage retailers and
other labor intensive businesses to establish Tax Credit ESPOs.
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STATEMENT

My name is Edward A. Brennan. I am President of Sears, Roebuck and Co. I am
gappy to be here today to discuss Sears and its employees’ experiences with Profit

The Fund was created on July 1, 1916, over 64 years ago. From the start,
one of its principal purposes was to invest its assets in Sears stock so employes could
acquire a proprietary interest in the ComFang, thereby sharing in its earnings as
both an employee with an interest in Profit Sharing, and as an owner. The incen-
tives derived by the employees from investing in Sears stock and becoming owners
of the Company have n beneficial to both the Company and the employees.

I understand Mr. Chairman that you have often stated ‘‘the only thing wrong
with capitalism is that there are not enough capitalists.” We agree with you—but,
at Set:lx:s t;.hrough Profit Sharing, all the employes have the opportunity to become
capitalists.

now would like briefly to describe Sears Profit Sharing Fund.

Sears profitsharing fund

One of the significants &rovisions in the rules of the Sears Profit Sharing Fund is
the clause allowing the Investment Committee to invest up to 100 percent of the
assets of the Fund in Company shares. At the end of 1979, the Fund owned almost
69 million shares of Sears stock representing about 22 percent of the Company's
outstanding shares, with a market value of approximately $1% billion.

About rcent of the assets of the Fund are invested in Sears stock. The
remainini 40 percent are invested in a diversified protfolio called “‘General Invest-
ments.” At December 31, 1979, the General Investments portfolioc was valued at
approximately $858 million.

t the end of last year, there were about 268,000 participants in the Fund. Profit
-Sharing members can elect to deposit either two, three, four or five percent of the
first $15,000 of annual compensation, up to a maximum of $750 per employee. The

- Company's contribution is six percent of profits before taxes.

Company’s annual contribution is allocated to employees’ accounts in proportion
to their own deposits for the year. But with the maximum annual deposit set at
$750, higher paid executives are prevented from benefiting from the Company’s
contribution at the expense of lower paid employees.

Every Fund member receives an annual statement showing the number of shares
of Sears stock in his or her account and the dollar value of the account's General
Investments. Also, each year, members may instruct the Trustees of the Fund on
how to vote their shares of Sears stock at the Company’s annual meeting.

The Fund provides its members with full and immediate vesting. Upon withdraw-
al, shares of Sears stock are distributed in kind unless the members request pay-
menﬁ Ltn t:ish. General Investments always are paid in cash based on their current
market value. :

Other retirement plans

To sufplement the Profit Sharing Plan, Sears also maintains a Pension Plan for
its employees. The Pension Plan covers all full time employees and certain part
time employees. Benefits are based both on service and final compensation and are
tied to Social Security. The purpose of the Pension Plan is to provide retirees with a
retirement income not dependent on the market values of securities. In addition, all
employees are covered under Social Security.

e at Sears believe our retirement program gives employees balanced retirement
benefits that equal or exceed similar programs of other employers in our industry.

Other stock ownership plans

Besides encouraging employees ownership of Sears stock through the Profit Shar-
ing Fund, the Company, for more than 50 years, has encouraged direct ownership
_through a variety of stock purchase plans. In the past 25 years, we have issued more
than 67,000 stock option contracts, granting employees the right to buy more than
32 million shares of our stock.
Let me add that our option contracts have not been limited to top management.
- They traditionally have been issued to most of our salaried employees. In 1980 for
example, non-qualified option contracts were distributed to more than 18,000 sala-
ried employees. Our thought has been that it is good both for the Company and for
employees to have a e number of employees sharing an ownership stake in the
Company—either through Profit Sharing, direct stock ownership, or both.

Value cf employee stock ownership

We see great value for our employees and for the Company in the employee
ownership of our stock.

Our Profit Sharing Fund has created literally tens of thousands of capitalists.

Last year alone, over 14,000 em&loyees withdrew almost 4.2 million s of
Sears stock from the Fund when their membership ended. Many of these shares
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went to persons retiring from the Companz. They then became registered owners of
their Sears stock. For most, this was the first time they had ever received a
dividend check, and this became an important part of their retirement security.
thy were now also entitled to sell or otherwise dispose of the stock, if they so

egire.

It is clear thai our employees value the opportunity to become shareholders. Even
in a year when the market value of Sears stock declined, withdra members
took delivery of almost two shares of stock for each share they asked to be convert-
ed to cash as their employment ended. And we know that retirees maintain their
attachment for the €Company’s stock. Altogzether, we estimate approximately 40
million shares are owned by former empioyees—not including shares that have
passed b{)rgéﬁ and inheritance to later generations. In addition, present employees
through fit Sharing own approximately 70 million shares. Thus, }ilast and pres-
ent employees own approximately 110 million, or about one third of the Company’s
outstanding shares.

The Profit Sharing Fund is also of great value to the Company. While it is
difficult to attribute significant business success or failure to any single factor or
any single policy, much of our success has been due to the motivation which Sears
stock ownershiihas provided for hundreds of thousands of our past and present
employees. Stock ownership is another avenue through which our employees gain a
direct economic stake in our enterprise, and they know that their labors can
inﬂ\l:(enoe the rewards flowing to them—through changes in profits, dividends and
stock price.

We are, as you know, the country’s number one retailer. And we think it is
significant that we also have had a policy of encouraging employee stock ownership
longer than most other retailers.

Tax credit employee stock ownership plans

The presnet tax laws allow corporations an additional 1 percent investment tax
credit on qualifying machinery and equipment if that amount is contributed to an
Employee Stock Ownership Plan (ESOP). The law also allows an additional one half
percent tax credit if the employee makes a matching contribution.

Sears has not set up a Tax it ESOP because the dollar incentive is so slight.
The investment tax credit discriminates against retailers, and as a result the dollar
am%untsl involved per employee are to small to justify the administrative coets of
such a plan.

Retailers are labor intensive emgloyers. The greater part of retailers’ capital
investments are in buildings, which are denied an investment tax credit under
existing law. Accordingly, the amount of the allowable investment tax credit in
relation to compensation is small. For example, last year if we were to have
contributed the maximum additional 1% percent investment tax credit to a Tax
Credit ESOP covering the employees now in our Profit Sharing Fund, the most we
could have allocated to any single employee would have been apin*oximately $23.76.
And even this small amount would have been considerably less for employees
earning under $15,000 and for those who would not have elected to make the
additional one half percent matching contribution.

In 1978, the maximum amount would have been approximately $19.33.

Obviously, these small amounts can't justify the administrative costs we would
have to assume to start a Tax Credit ESOP based on present law.

For retailers, tax credits for ESOPs based on annual employee compensation
would be a step in the right direction. It would provide the t. of incentive
retailers need to start or strengthen their stock ownership plans. It -would provide
the creditable incentive not found in present law to expan emplogees’ ownershiglof
their employer’s stock, and give the employees the rewards of such stock ownership.
Emiloyer contributions could be made to new plans or through existing employee
stock plans such as Sears Profit Sharing Fund.

Conclusion

Mr. Chairman, I would like to conclude by riating that we at Sears have always
shared your view that broad employee stock ownership of American business is good
for business, good for emﬁlloyeee and good for our country. .

Employe stock ownership plans expand individual stock ownership of American
Businees. They provide employees with incentives to increase productivity and thus
help alleviate the effects of inflation. In turn, employees may benefit from the
increased profitability of their employers.

Tax Credit ESOPs to date have only been effective for capital inteunsive businesses
with large investment tax credits for machinery and equipment. They are not a
major incentive for retailers. If the tax laws allowed a tax credit based on compen-
sation for contributions to ESOPs, that would do much to encourage the expanded
use of ESOPs by retailers and other labor intensive businesses.

Mr. Chairman, we agree with you that presently there are not enough capitalists.
However, expansion and encouragement of ESOPs will help to make more of them.
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Testimony of Robert L. Strickland
before the United States Senate
Committee on Finance

July 29, 198¢

Summary of Principal Points:

1.

A January 1, 1981 tax cut is supported, to provide relief from
“tax-flation” to individuals, and to provide increased depreciation
and other supply-side tax measures to business.

U.S.A. still suffering from adversary relationships between management,
employees, shareholders, and government; and Employee Stock Ownership
can be a powerful solution.

Nineteen years of Lowe's Employee Stock Ownership proves that the concept
motivates, creates incentive, creates growth, and creates wealth. (A
historical prepared statement is provided as an appendix to today's
testimony.)

Lowe's sales and\earnings per employee are triple and double, respectively,
the nation's "Big Three” retail companies.

Corporate taxes paid by lowe's per average employee averaged §1,900 in
four years before Employee Stock Ownership - averaged $3,900 most recent
two years.

Semator Talmadge's bill on Employee Stock Ownership is supported - needed
for the forthcoming reindustrialization of America.

Senator Long's bill on Employee Stock Ownership Is supported - it will
cause incremental growth of jobs and Employee Stock Ownership.
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Mr. Chairman and Members of the Senate Finance Committee -~ Good Morning!

My name is Robert L. Strickland, Chairman of Lowe's Companies, Iixc. I thank
you for this opportunity to be here.

First, I want to express vigorous support for the tax cut being considered by
this Committee. I understand, Mr. Chairman, that the effective date you are
working for is January 1, 1981, and in my view that is the exact date that the
country needs one.

What is being conveniently overlooked by critics is that if we don’t get a tax

cut, we're going to have an effective tax increase in 1981!

This article from the Tax Foundation "Taxflation Wipes Out Pay Gains® (Exhibit 1)
illustrates a $10,000 earner in 1979 who happened to get a 14 1/2% pay increase
for 1980, but due to inflation, Federal Income and Social Security Tax increases,
actually lost 1.7% in buying power!

So individual wage-earners are hurt badly by inflation, and so are corporations.

Price, Waterhouse released a study (Exhibit 2) that showed that 37 major retail
corporations' income tax rate was 44% in 1979 using historical accounting. Under
inflation-adjusted accounting, the effective tax rate was 74x! I believe inadequate
depreciation is one of the big villains, and I know Senator Dole 1s supporting the
10~5-3 depreciation proposal. That and other supply-side tax cuts which Senator
Roth has long been a proponent of would be very helpful in my judgment.

I want to express specific support for the two bills enhancing the Employee Stock
Ownership movement, the one by you, Mr. Chairman, and the one by Senator Talmadge.

Mr. Chairman, the Washington Redskins are a team made up of three teams - offensive,
" defensive, and specialty. Those three teams-—-have a chared goal - to win and be
successful. When one considers four important forces in this country - employees,
management, shareholders, and government - it's getting to be a national tragedy
that instead of cooperation and teamwork towards accomplishing shared goals, we
have developed adversary relationships that are getting increasingly shrill and

acrimonious and non-productive.
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Daniel Yankelovich, & leading authority on worker attitudes, in an article
in Industry Neek, August 6, 1979, states that "traditional incentives mean
nothing to 44% of the work force! We aren't playing with a full team!

Robert Bleiberg, Editor of Barron's, wrote last July 4, about mounting
“Conflicts between Shareholders and Management". (Exhibit 3)

Japan and OPEC are examples of how national and international teamwork can
seize economic Initiative and translate it into successful, competitive growth.

I believe, sir, that improved economic teamwork must be a priority national
strategy, and that increased £mployee Stock Ownership 1s a powerful tactic
by which we can implement that strategy.

At the rece it Annual Meeting of the National Investor Relations Institute, two
influential institutional investors, Mr. George Poche, Vice President, T. Rowe
Price of Baltimore, and Mr. Bruce R. Grier, Vice President, Morgan Guaranty Trust
of New York, both expressed concern about separation of interests between manage-
ment and shareholders large and small, ard both view employee stock ownership

very positively as a solution.

Nr. Chairman, I was privileged to testify before this Committee ir 1978 in support
of §3241, and I told the Senators about lLowe's 17 years of successful, productive
employee stock ownership - that at Lowe's it was a fact, not a theory. And last
November I testified before Sfenator Proxmire's Committee on the Chrysler bill,
which I was delighted to support with its ESOP provision.

In the attempt to both save time today, and still provide full testimony regarding
Lowe's historical success with employee stock ownership, I have included that
extensive prepared statement as an appendix to the written statement submitted at
this hearing.

Just to highlight some of the important happenings of Lowe's 19th year of employee
stock ownership, our 6,000 employees now own 23% of the company. During the last
30 days, our stock has risen in price by $6 per share, for a gain per average
‘employee in personal capital of $3,000!
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Mr. Yankelovlch’s 44% who are not motivated were made up of two different
group3: 17% are young, aggressive middle managers, and 27% are low income
blue collar workers. At lowe's, those are precisely the two groups that our
ESOP helps motivate. Our young aggressive store managers check on their
wealth every weekday by looking up Lowe's in the New York Stock Exchange
listings. And our blue collar workers understand headlines like this when

a "$125 Per Week Worker Retires Rich*. (Exhibit 4) Thanks to Employee Stock
Ownership.

And in every Annual Report we talk to all shareholders about Employee Stock
Own-rship - the new ESCP last year (Exhibit 5) and Motivation as the Fuel
Supply of Productivity. (Exhibit 6)

Lowe's sales per employee last year were $155,000, almost three times that of
the big three retailers, and our net earnings per employee were $4,300, about
twice that of the big three.

Prior to employee stock ownership, our corporate income tax paid per average
employee averaged about $1,900 each. During our last two fiscal years, our
corporate income tax paid per average employee was $3,900 - more than double

the old days.

Finally in our Annual Report, we were pleased to show the comparison between
the growth of our cash dividends versus the growth of the Consumer Price
Index. (Exhibit 7)

Senator Talmadge's bill would have been of great help to Lowe's employees in 1960
and 1961, when we were small and struggling to buy the stock for the employees from

the estate of our founder. There will be, in the forthcoming reindustrialization

of America, thousands of situations wherein—£mployee Stack Ownership will be

enhanced by this bill.

And I strongly support Chairman long's bill. Lowe's is not capital-intensive, but
people intensive, and if the 1% of payroll tax credit provision and dividend

deductibility becomes law, Lowe's will be able to do some things that we otlerwise
wouldn't. Our rough calculations of cash flow indicate that we could hire 1% more

new workers that we otherwise would - 60 to 75 new job.

65-969 0 - B0 - 7 (pt.3)
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We'd build more stores, we'd do more business, and it would have a ~umulative
multiplier economic effect in. these new communities.

Mr. Chairman, your bill could cause Lowe's management to change our current
policies on our ESOP. Obviously, I've been thinking about.some of them:

A. We would have to consider issuing new shares to the
ESOP - new stock - instead of cash to improve our cash
flow, for growth and new capital.
B. We would have to consider passing through the dividend
to our employee shareholders. The Honorable Louis Kelso
has stated that the dest ESOP communication in the world
is to "give them long green" once a year. And, as a leader
in the movement, we think other companies would take mote of
Lowe's actions, and perhaps do the same.

Also, Senators, these two bills should give those of us who are interested in
the ESOP movement nationally the ammunition with which to respond to Senator
Stewart's challenge to us last month at our Association Annuel Meeting - that

it was time for the private sector to take the initiative in promoting employee
stock ownership in corporate America. I agree with that and plan to do something
about it.

Mr. Chairman, I'll close with a statement I made in a speech last August at the
National Hardware Show. "In 1989, every person who has owned stock in American
companies since 1979 is going to say, "God Bless America and God Bless Senator
Russell long and the Unlted States Senatc Pinance Committee for their economic

leadership in this country in the late ‘70's and early '80's."”

cmm m——-—— - Thoge Were my feelings then, and-they are seven stronger.today. . .

Respectfully submitted,

—
T

Robert L. Strickland
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Taxflation Wipes Out Pay Gains

U.S. workers are losing the battle
against “taxflation"—even thoss rare
persons lucky enough to get a psy
hike equal to the projected 14 5 per-
cent inflation rate for 1980, according
10 Tax Foundation economists

“Taxflation™ 18 a term coined to de-
scribe what happens as inflationary
pressures push workers into higher
salary brackets which are in turn,
subjected to higher tax rates. Among
other things, this process brings the
Federal government an unlegislated
revenue boost each year. But while
inflation may be filling the govern-
ment's pockets. 1t is emptying the
taxpayer's, according to the Founda-
tion’s researchers

Anvone who received a 145 per-
cent pay boostfor calendar year 1980
would, at first blush, seem to be at
least staying even Not so, say Tax

Foundation economists True. the
$10,000-a-ysar family {married cou-
ple. one earner, two children) would
have an annual salary of §11,450. a
net “paper” gain of $1,450 But his
Federal income tax would go up by
$224 and his social security tax by
$89, leaving him with only $10,202,
a rise of $1,137 in after-tax income.
At 8 14 5 percent inflation rate, the
1980 dollar would be worth only 87
cents as compared to the 1979 dollar
In 87-cent doHars, the $10.202 in
1980 would have the purchasing
power of only $8.91G in 197¢ dol-
tars—a loss to inflation of $1,292 In
sum. the losses due to higher taxes
and inflation exceed this worker's
salary increase by $155. His apparent
gain translates to a net loss in pur-
chasing power of 1 7 percent
{Continued on page 3j

7iﬂed ol‘a 14.5 Percent Incu‘ne in Income -
at Selected Levels, 1979 to 19807
(Married cowple, 0ne earner, twa chitdren)

Change, 1579 10 1998

Adjusted After tax income®
grousincome  gejore-  Cumemt 1979 Federal Soctat
1573 1988 Lnincome  dolan dollars Income Lax  pecurity s Inflation
$10.000 311,450 +81.450 +31117 -% 155 $ 24 38 -$1292
/OO 175+ 2175 41677 - 173 - 365 13y - 188
20,000 2000  + 2900+ 2120 - 270 - 602 178 2350
25,000 28,625 + 36257+ 2585 343 - 85 - a4 - 2928
30 000 34 350 + 435 + 3051 - 432 - - 184 - 348}
35.000 40075+ 507 43317 - ebd - 1574 - 184 - 3985
50000 57,250+ 7280 - 4209 - 1350 - 2857 -4 - 5359

445 perent s ine Luentl proes ted e of nifston 190

*Deductions ae made
Sourte Ta- Foundation camputation

[ indn duat inc ome tan and vocsal secann tas onk
s hased on Treasury Oepartmeni ¢

Ln-n.mnfuam.m..._ R

Exhibit 1:

Taxflation

{Continued from page 1)

Those earning st a comparatively
high level fare no betler. according

_to Foundation calculations The

$35,000-a-year family {married cou-
ple. ona earner. two children) would
be making $40.075 before taxes with
a 14 5 percent pay bike, an increase
of $5.075 per year After taxes, in cur-
rent dotlars, this would shrink to
$3.317, and 1n 1979 constant dollars
it would actually represent a $668
decline in after-tav income, a loss of
2 4 percent in purchasing power In-
flation would induce a decline in
purchasing power of $3,985—while
soual security payroll deductions
claimed another $184 and Federal in-
come taxes tock $1.574

None of the above calculations, ac-
cording to Foundation economists,
include the extra bite which would
be taken from these earnings by state
and local taxes Also. the 14 5 percent
pay boost is admattedly unreahstic in
the case of most U S earners Accord-
ing to a recent report by Lhe Bureau
of Labor Ststistics. “median family
weekly earnings from wage and sal-
ary employment rose by 8 percent be-
tween (he first yuarter of 1979 and
1980
Council on Wage and Price Stability
continues to ask industry end labor
to imit wage 1ncreases lo between
7 5 and 9 5 percent per year

The table on page one gives income
data for selected levels and the effect
of a 145 percent increase on those
earnings

T "Mean vhile. ihe Presidents”
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Talklngi Business with Westerfield of Price, Waterhouse

r
!

Inflation’s Effect
On Retailers

The impact of inflation on the retail business s not

‘William U, Westerfield, of Price, Water-
house's retalling indvetry
study, which shows the effact of lnﬂ-th\ on
sales, inCome and The

)Lr mu.munyan § old, bas been with
Price, Watarhouse for 25 years and is considered one
of the leading certified pudlic actountants in recail-

Is taking ut of than is Jeft t0
operate the business and to pay dividends to share-
holders. The main reason that so much is paid out in
dividends in restated dollars is the large proportion
of pretax eamings taken out by the taxing suthori.
ties.

Q. Aside from axy changes in txx rates, what
s the solctien?

day, be p 3 in the ing dis-

groater
than one would assume from the published figures.
L]

Q. What i the significance of all this?
A. mwuwmnmwm
dollars

A. There is &
P Zoll i >
stating financial statements Ito units of the same
power. Such restatement in constant dol-
is to make comperisons in pert-
ods of rapid infiation. But the Financial
Board has prescribed that the C.P.I. {Con-
nm-;'m!ntx]hrtﬂ consurners is to be
used ting
into constant Some retatlers, however, suach
as J.C. Peaney Federatad
. consider the C.P.]. inappropriate and consider &
mnuon*nwam. flaticn-ad the LIFO (last-in, firstout]
justed earnings. inventory prics index to repart the impact of incress-
ing merchandising costs. umwu-;;n.:
current Costs CUrTent revVenues
Q. Did the study aleo show the acteal tax rute
recatiors paid tn tnflaclos-adjusted dellars? usting coms for the of the current year's infia-
A. Yoa. The anual income-tax rate when * -
al 74 percent. This contrasts with an Q. What is your . C.PlL
averags 44 percant rate reported by retaflers tnthe  8ad LIFO?

A. LIFO may not be an exact reflection of retailing
but it is a closer reflection than the C.P.I.
LJ

n 't rotailers
'.Q.m?w many mere L)

A. Aot of them still dom'’t use LIFO because they
foar 1t will reduce their
they uss LIFO the prochase
focted. And still others who don’t use it fear LIFO’s
so-called complexity.

’ Isadore Barmash

‘T vqiyxy

8S11
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?125-A-Week Worker Retires Rich
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Lowe’s Profit Sharing made headlines in the
Charlotte Observer.
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Exhibit $:
President’s Report .o :

New Directions and Programs
Lowe’s New ESOP

On Janvary 1, 1978, the almost legendary Lowe’s Profit-
Sharing Plan and Trust #as succeeded by a new Employee
Stock Ownership Plan. Why replace a plan that has been called
*'the most successful exampie of what employee ownership
might achieve™ by Louis Kelso, the noted San Francisco
attorney often referred to as the *‘father’ of the Employee
Stock Ownership Trust? The answer—and the reason for a
profit-sharing plan in the first place—is *‘motivation.'* Profit.
Sharing plans are organizational incentives, and multi-
motivational because of their unique abdility to motivate and
unite all participants contributing to corporate growth:
employees, managemens, and stockholders. And, in order to
sustain the highest level of motivation, il is necessary fror. tim
to time, 1o sdapt and 1o update a company’s profit-sharirg
plan. It was that time at Lowe’s.

The most outstanding difference between Lowe’s Profit-Shaiin
Plan and other profit-sharing plans has been the high incidence
of Lowe's stock ownership in the Lowe’s Plan. Wiule other
companies may have & portion of their total profit-sharing
funds investad in their own stock, perhaps from 10% 1o 25%,
Lowe's has had from 70% to 90% of the total profit-sharing
fund balance comprised of Lowe's stock. And it is the
performance of this stock since 1961, which has brought about
those incredible success stories, such as the warehouseman who
retired with $400,000.

The stock in the Trust was originalty purchased in 1961 from
the estate of Carl Buchan, Lowz's founder, in sccordance with
his wishes and estate plan. Shortiy thereafter, a public offering
of Lowe's common stock made Lowe’s & public company. One
addinonal small purchase of stock was made, but in 1971, 8
secondary offering of shares for liquidity purposes reduced the
Lowe's stock in the Trust. Then, through the years as
employees setired, taking with them their share of cash and
stock, the amount of stock left in the Trust was further
reduced. And as the company continued to grow at a
phenomenal rate and the number of Lowe's empicyees
increased accordingly, the average number of shares of stock
per employee in the Trust had to diminish. Even so, the
amount of Profit-Sharing Trust funds comprised of Lowe's

- - stock was sull about B0%, much higher than 1
companies. So it did pot scem “prudent™ to by
Lowe’s stock for the Profit-Sharing Trust, The result was, that
an average Plan member who had 9,000 shares of Lowe's stoch
in 1968, might have had only 1,000 shiires in 1975,

This became a dual problem. Loag-time employees were
‘‘demotivated’’ by the dechining number of shaies in thew
2nnual siatements from the Trust. Also, newer employecs feht
that under these ci growth of empt and
dechine of the number of shares of Lowe’s stock in the Trust—
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their financial future was decidedly less bright than that of
people who had been with Lowe's in 1961. So we were faced
with the choice of ¢ither hiring no more employees, thus
stopping the growth of the company—no chotce at all—or of
replacing the Profil-Sharing Plan and Trust, Therefore the idea
evolved 10 replace the Profit-Sharing Plan with an Employee
Stock Ownership Plan, The Profit-Sharing Trust was not
canceited. Tnstead, each member was given several options as to
how his balance would be heid and invested until retirement.
Furihes, after December 31, 1977, new employees will become
members of the *'ESOP,”” but not members of the Profit-
Shanng Plan and Trust.

The ESOP's uim is specific (o make cach Lowe's employee 8
Lowe's stockholder and, as such, & part owner 5f Lowe's, the
way the Profit-3hanng Plan had doae 1n the 1960's The
Employee Stock Ownership Plan’s purpose, as set forth in the
charter, 1s to provide for the purchase each year, of Lowe's
stock by the Plan Trustee, for each Plan member according 10
the amount of the contribution made to the Plan in his behalf
So, 8 1wo-fold objective was realized The erosion of stock
shares »n members’ balances in the Profit-Sharing Trust was
stopped through the freezing of membersh:p in the old Plan.
And secondly, the amount of stack per employee was again on
the rise, .hrough the purchase of new stock for the Employee
Stock Ownership Plan.

After the membership freeze amendment, the amount of cash
and stock shares held for each member in the Profit-Sharing
Trust funds as of January 31, 1978 will remain unchanged
except for dividends and income, and the entire amount will be
his upon reurement We wanted the freezing of the Trust
membership to be as beneficial as possible to each employee, 0
the concept of separate funds within the Trust was created
Under this plan, each member had a choice of ten dufferent
ways to have his cash and stock held The ten different funds
contain a stock/cash mix beginning with 1007 cash, then going
10 10% stock and 90%e cash, and on up to 90% stock and 10%
cash The employee response to this ides was highly favorable
Duning the 1976 and 1977 annual meetings of the Profit-
Sharing Plan and Trust Administrative Commuttee, a survey
was taken of employee reaciion 10 the various cpt:ons
contemplated for the Profit-Shaning Trust The survey :n 1976
showed that the most popular fund choice was the one
containing BO% stock and 20% cash, a real endorsement of the
plan and of Lowe's stock 1n general But in 1977, the most
popular fund choice was that contmning 90% stock and 10%
cash Enthusiasm for the idea had grown even more! A series
of meetings was held 1n October nd Novembder of 1977,
explaining to employees the change from ihe old Plan to the
£SOP and the choice of funds in the Trust. Then forms were
mailed out, allowing Plan members 1o select the fund in which
they wished their portion of the Trust held The response was
overwhelming 2,600 out of 3,300 members requested the 90T
stock and 10% cash sphit The Trust held a total of 2 2 milkion
shares as of December 31, 1977, and the Plan members’

requests totaled 2.7 mullion shares! Consequently, as provided
for 1n the option planning, the Lowe's stock shares had 1o be
sllocated proportionately among the funds. So, in effect, the
Plan members said that there was not enough stock in the old
Plan on December 3] to satisly them, o real tesumonial to their
desire for Lowe's stock ownership, and to the decision to
Switch to the new Employee Stock Ownership Plan!

Before the holding fund choices were offered or made, the
interests in the Profit-Sharing Plan and Tiust were registered
with the Securities and Exchange Commission. Appropriste
letters have been received from the SEC on the Employee Stock
Ownership Plan. 1t is also currently under review by the
Tnternal Revenue Service and management contemplates
favorsble action. y

One of the benefits to employees from the ESOP, which the
Profit-Sharing Plan did not offer, is a guaranteed contribution
for each member, whether or not a profit was realized by his
individual corporation Under the Profit-Sharing Plan, each
separate corporation was required to make & profit for the
year, before a Plan member would receive his contribution. For
example, an emplayee of the mythical Lowe's of Denver, which
did not show a profit in 1977, would receive no contribution to
the Trust that year This was a8 decided hardship on those
““trouble-shoster’’ employees who were often sent 10 a new
store, Lo open 1t and get it on its feet, since new stores do not
always show a profit in the first year of operation. No such
problem exists with the ESOP. Under its charter, all members
who are employees of Lowe's during the same Plan year will
receive th. same percentage contribution.

The ESOP also has another optional benefit for the company
as well as the individual plan member which the Profit-Sharing
Plan did not. Under the ESOP charter, the Plan Trustee is,
each year, given a certain amount of money 1o purchase Lowe's
stock for Plan members on the open market. But the company
15 also allowed simply 10 issue a commensurate amount of stock
directly to the Employee Stock Ownership Plan, rather than
selling 1t at the market price less the brokerage commussion.
Consequenily, the cash Now 1o the company would be the same
a3 sclling a new share of stock on the open market. And the
Plan member would not have the amounl of the brokerage fee
deducted from this stock purchase. Qur ESOP allows this
process if and when company management thinks it prudent.

The employee response to the change n plans, 1o the fund
choices 1n *he Profit-Shanng Trusi, and to the new Employee
Stock Ownership Plan itself, as mentioned earlier, bas been
tremendous  So, Lowe's history of phenomenal motivaticn goes
on Now, we are set for our next fifteen and thirty years of
growth—growth with its feundation in motsation of our
employees. Lowe's most valuabdle asset does nol appear on our
balance sheet That asset 1s Lowe's people, who dedicate their
ume and talent to the company They entrust Lowe's with their
loyahy and their careers, and through the ESOP, invest in a
self-fulfilling future
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Motivation-the Fuel
Supply of Productivity

When asked, as he often 1s. to name
-)Lowe s mosz important asset, Chairman of
the Board Robert L. Strickland iably

tors decided against requinng matching
funds from the employee, as do some
ESOP ¢ ies. Sub ly. the Board

replies, “Lowe's people’ Without their ex-
| spint and h Lowe's
would be a very different company "

But, exactly what 13 it that makes Lowe's
employees such a vital part of the com-
pany” Where do they get their motivation?
It comes from a number of sources, but the
one of most long range significance 1
Lowe’s ESOP.

What s an ESOP” It's an Employee
Stock Ownership Plan a means for em-
ployees to participate 1n the ownership of
the company for which they work

Lowe's ESOP was adopted on January 1,
1978, to replace the company's Profit-
Sharing Plan

By 1977. the Profit-Sharing Plan was not
keeping up with the growth and needs o
the company and the empioyees, One ol

-\ s drawbacks was that an employee had to
27 leave the company in order to gain any
monetary benefit from tus stock owner-
ship  And, not  surpnengly  many
managenal people were dong just thal,
retiring long before they normally would
have Another drawback was that em-
ployee shareholders were 1,0t treated in
the same manner as were other share-
holders because they could not individual-
ly vote their stock Most importantly, the
percentage of employee stock ownership
was dwindling. since the Trust was not -
tively buying stock Rather, it was dviding
an ever-decreasing amount of stock by an
ever g number of empioy As
emplovees retired. taking with them their
share of cash and stock, the amount of
siock left in the Trust was contingally
diminshing  Employee ownership  had
declined from about 48% in 1962 to about

a 7% 1977 .

@ When the Profit-Shaning Tryst was
frozen members were given the option of
receiving cash dividends from their profit

other income annually

has annually fixed the contribution rate at
15% of eligible compensation per vear, the
maxumum allowed by law. This percentage
is not fixed permanently, but it is subject to
Board discretion

Al the present ume, there s another~
though not well.- known—benefit to bewng a
member of Lowe's Employee Slock
Ownership Plan Under the ESOP Lowe s
employees are investors Ard to be a suc-
cessful lorg-term investor. one must “"buy
nght.’ that is, buy siock lor the least
amount possible

To many Lowe's emplovees. the present
low pnce-earmings multiple of Lowe s stock
represents a significant investment oppor-
tunity For exampie. a $3 200 ESOP con-
tnbutton wiil buy 200 shares at 816 (%),
rather than only 100 at a pnce of $32 00
pet share, whch ex:sted jour vears ago
Since these emplovees have chosen to
mvest their careers 1 Lowes. it's nol
surprising  that they would take this
enlightened long-term view of stock :nvest-
ment Dbviously some sharehoiders who

"alreadv own stock and 1ntend to sell short-

term would prefer a higher price But 1o
those whose main concern is long-range

Since thal time  the managerial TGrOVET—— growth sh-earungs and diviends that they
have enjoyed (n the past, tempurary Jips ———————— ___ _

rale has dropped drastcallv And. under
the Emplovee Stock Ownership Plan em-
plovees can vote their stock and do

In creating the ESOP the Board of Direc-

1n prce are viewed (n the broader context
of a drastcally depressed market which
will turn at some point In the future So

Exhibit 61

there 15 a degree of common inlerest be-
tween the emplovee who iavests both
money and career in Lowe’s and the non-
employee shareholder who invests money
alone Both groups are buikding for the.
lutres. b

At the end of Fiscai 1979, the Emplovee
Stock Ownership Plan was the sixth largest
hoider of Lowe's stock The Profit-Sharing
Trust was sull in finst place Employees
now own 205% of Lowe's Companies,
Inc, which s a direct reversal of the
declining employee ownership trend of the
past few years Every employee should
soon see the significance of this turn-
around ard the very real possibihity of
empioyee cowvnership of 51% of Lowe's in
the future. As a motivational forcs what
could be more important? As Personnel
Director £4 Spears says, "Lowe's has
always had a commitment to emplovee
ownership The £SOP 1s just & more
dramatc confirmation of tus commil-
ment

TTThe———



Lowe’s Common Stock li)ividend vs The Consumer Price Index
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Dividends ! Consumer ® Dividends — Cents Per Share mcet
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Summary of Principal Points

Lowe's Companies, Inc. strongly endorses value of Employee Stock

Ownership.

18 years of Lowe's Employee Stock Ownership proves that the concept
motivates, creates incentive, creates productivity, and creates

economic growth.

Lowe's growth from 6 stores to 205, from §18,000,000 in sales to
$900,000,000 inseparable from substantial Employee Stock Ownership.

Success of Lowe's and its employees publicized by FORTUNE, NEWSWEEK,
and others.

Value of Employee Stock Ownership concept attested to by former and

present Lowe's employees.

Lowe's experience cited by Louis O. Kelso, Esquire, widely considered
as "Father" of Employee Stock Ownership concept, as “successful yardstick

for all U. S. corporations to try to match."”

Sutvey of benefits of Employee Stock Ownership for Stockholders wio are

not employees is cited.

Increased national Employee Stock Ownership is a powerful tactic to

promote improved national ecdnomic teamwork and productivity.

Productivity measurements of sales and earnings per employez show

Lowe's outstrips competition.

Lowe's expresses appreciation to Senator Proxmire and the Senate
Committee on Banking, Housing, and Urban Affairs for their consideration

of expansion of the Employee Stock Ownership concept.
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Mr. Chairman and Members of the Senate Banking Committee —- good_morning.

My name is Robert L. Strickland, Chairman of Lowe's Companies, Inc. I
welcome this opportunity to vigorously endorse the unique intrinsic value

of Employee Stock Ownership.

I am a businessman who believes deeply in motivation and productivity, and
through 18 years with Lowe's, I have watched employee stock ownership work,
and work well! From salesmen to truck drivers, from secretaries to store
managers, the motivation, productivity, and achievements of Lowe's employees

are a matter of historical fact and documented public record.

Lowe's is a group of retail stores, selling bui.ding materials to home builders
and home owners in the Southeastern guadrant of our nation, from Indiana to
Pennsylvania to Florida to Texas, and with o:le~fourth our stores in North

Carclina.

In 1957, when Lowe's had 51“x stores doing about $§18,000,000, I went to visit the
company for a job interview. Carl Buchan, the founder and owner, took me to
meet the local store manager. We walked into the warehouse and over to the
damaged merchandise area. He asked the manager, "What is that?" "why, its our
damaged merchandise, sir.” "Look at it more closely and tell me what you see."
“Well, that's a_damaged water pump,A and a dented refrigerator, and windows with
broken glass." Buchan said, “That's not what I see when I look over there -
what I see is mciey - my money - because I paid for it - and before the year

is out, we're guing to have a plan whereby part of that will belong to you and

the other employees, and then when you look you'll see money too, and you'll
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take better care of your money than you're doing now, and consequently,

you'll take better care of my money!” -

In July of 1957, Buchan did just that by establishing Lowe's Profit-Sharing
Plan, with membership for every single Lowe's employee, and then subsequently
he gave the Plan the option to buy his stock, periodically during his life,

and the remainder upon his death.

He died in 1960, and 1in 1961, after financial settlement with his estate and
a public stock offering, Lowe's employees, through the Profit-Sharing Plan,

wound up with 48% ownership of the company's stock.

Lowe's employees have always been inspired by Buchan's vision, his desire

for growth, and his pioneering commitment to employee stock ownership.

Today, those six stores have grown to 205 in 19 states. Our $§18,000,000
annital sales volume has grown to $900,000,000, The stock, adjusted for
splits and dividends, sold for $1.02 in 1961. It's trading now for about
818.00. Many of our employees became wealthy in the process, and the success

of Lowe's employee stock ownership began making news.

FORTUNE magazine in 1972 gquoted our former Chairman, "We are convinced that
profit sharing (and its employee stock ownership) gives our employees a direct, N
personal self-interest in improving the company's earnings.” FORTUNE went on

to say "The bounty springs from the fund's portfolio, 90% of which is invested

in lowe's common stock.” (Exhibit 1}
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NEWSWEEK magazine in 1975 featured Charles Valentine, a $125 a week
warehouseman, who retired after 17 years with $660,000 worth of Lowe's
stock and cash. (Exhibit 2) NEWSWEEK said "90% of the money is invested

in Lowe's stock - and that's the secret.”

The CHARLOTTE OBSERVER headlined Ferrell Bryant, a truck driver who "Retlred

Rich.” (Exhibit 3)

In Lowe's own report to employees, we featured Mrs. Mary Marsh, a secretary,
(Exhibit 4) who stated, "because it is based on Lowe's stock, it's really
an incentive to the employees to help make the company grow and prosper",
and also» our first six figure man, Mr. Spence Bumgarner (Exhibit 5) who

worked for our lumber company subsidiary for 13 years. When he retired, his

$150,000 fund balance was greater than the book value of the lumber company!

The Profit Sharing Research Council ran this Cover Story, "Why Lowe's Grcws"”
and also featured a Store Manager, a Salesman, and a Warehouseman, all three
of whom retired with balances ranging from $400,000 to §2,000,000. The store
manager says "It wasn't until the Plan began buying Lowe's stock that we baid
attention." (Exhibits 6, 7, 8, and 9) And we were delighted when in 1976

the Honorable Louis Kelso testified before the Senate Finance Committee and

told the Lowe's Astorg of e—mplogee stock ownership success. (Exhibit 10)
Mr. Kelso is the creator of the Employee Stock Ownership concept, and has
said on many occasions that Lowe's Profit-Sharing Plan was in reality an
Employee Stock Ownership Plan because 80 to 90% of the fund's assets were

invested in company stock.

L ———

65-969 0 - 80 - 8 (pt.3)
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Mr. Chairman, these success stories were created by:

A. Employee Stock Ownership.
B. The motivation and productivity which was thereby created.
C. The growth in profitability which thereby ensued.

D. The increase iIn the price of Lowe's stock as Lowe's incentives
and growth pattern were recognized by the stock market and
financial community.

But what about those shareholders who are not employees? Do they benefit
from employee stock ownership? The evidence is a convincing "yes"., Mr.

Bert Metzger is President of the Profit Sharing Research Foundation, and his
comprehensive study "Does Profit Sharing Pay" authoritatively details how all
shareholders are served by employee stock ownership. I quote, "What we need
today are organizational incentives - programs which can motivate all factors
contributing to corporate growth-stockholders, management, and employees.
Employee profit sharing (and stock ownership) is multimotivational because
it focuses attention on a common goal and rewards all factors.” And this has

been lowe's experience.

The charts jn—Exhibit 11 to this paper show that employees of profit sharing
companies produced more profit per employee, more profit on sales and a

higher return on shareholder equity. This resulted in higher earnings, higher
dividends and higher market value per share for all shareholders, including
employees. And Mr. Metzger's letter of July 5 (Exhibit 12) confirms that

the high performance companies were heavily invested in their own company's

stock.
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Mr. Chairman, the Washington Redskins are a team made up of three teams -
offensive, defensive, and. specialty. Those three teams have a shared goal -
to win and be successful. When one considers three important forces In this
country - employees, ngnagement, and government - it's getting to be a national
tragedy that instead of cooperation and teamwurk towards accomplishing shared
goals, we have developed adversary relationships that are gettiag increasingly
shrill and acrimonious and non-productive. Japan and OPEC are examples of
how national and international teamwork can seize economic initiative and

translate it into successful, competitive growth.

I belleve, sir, that improved economic teamwork must be a priority national
strategqy, and that increcsed Employee Stock Ownership is a powerful tactic

by which we can implement that strategy.

Well, how do I know it works? Ho do I know that Lowe's growth wasn't
influenced more by geography, or the business we're in, or management

skill, etc.

In the late '50's and early ‘60's, there were at least five companies like
ours in the Sunbelt - one in Virginia, one in South Carolina, and one in
Florida, and two in North C:rolina. Same geography, same business, different
management of course, but not bad management. Three of the companies didn't
make it on their own and sold out. The fourth company is about one-fourth our
size, and they have just adopted an Employee Stock Ownership Plan. Survival

of the motivated, and the productive.
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We use several productivity measurements, and 1n our Annual Reports, we
compare ourselves to major retailers and competitors in Sales per Employee,

and Net Profit per Employee.

when our employee plan acquired the stock in 1961, it had a dramatic effect
on both sales and profits. For the four years prior to the stock acquisition,
sales per employee per year averaged $81,000 and net profits after taxes
averaged $§1,891 per employee per year. For the four years after the
acquisition, sales declined, to an average of $73,000, but net profit per

emplovee per year increased 19% to §2,245.

Senator Long, in a survey of ESOP comparies, asked for a report of taxes
paid before and after employee acquisition of stock. Taxes paid on average
during these two four-year periods increased from an average of §$1,893 per

employee per year, to §$2,278, for a 20% increase, or from $418,000 to §1,518,000.

The following table lists our progress in these important productivity

measurements since then:

Per Employee Per Year

Sales Taxes Paid Profits After Taxes
1966 $ 86,468 52,801 2,131
1971 $ 82,952 $3,128 $3,162
1376 $123,665 $4,555 $4,595

For 1978, although our Taxes and Profits figures are not directly comparable
to our prior years, due to our change to LIFO accounting, they are comparable

to, and were compared with, other major retailers in our Annual Report:
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Per Employee Per Year

Sales Profits After Taxes
Sears $ 40,000 $1,948
X-Mart $ 48,900 81,471
Penny § 48,500 $1,528
Wickes $ 97,800 $1,973
Lowe's $136,500 ) $4,084 _

(Sources of figures for other companies: Reprinted from the 1978 FORTUNE

Directory by special permission. (c) 1978 TIME, INC.

To sum up the Revenue results of a small business that has grown fairly big,
and plans to keep on growing, fueled by employee stock ownership; in 1960,

we paid $641,000 in taxes - in 1979 we plan to pay $25,000,000 in taxes, a;)d
we look forward to remitting $50,000,000 in taxes, and our employees will own

a larger percentage of the company than they do now.

Speaking for myself as an individual, I believe:

. The time for renewed national teamwork is now.
. The time for vastly ircreased employee stock ownership is now.

. The time for Senator Riegle's bill is now.

Mr. Chairman and Members of the Committee, Lowe's people believe in Employee
Stock Ownersbip. We have seen it work to create incentive, productivity
motivation, and wealth, We believe it is Creative Capitalism, and we are more
firmly committed to the concept than cver before. We thank the Chairman and
this Comz'ttee for your consideration to help make this great concept more

Important to this great country. ‘Thank you, ladies and gentlemen.

Respectfully Submitted: /‘d:‘ ; '/4 é: ;‘ ‘

Robert L. Strickland

RLS/1b
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Exhibit 1:
Source: December, 1972 FORTUNE

Lowe’s Companies

Profit sharing can be profitable indeed
if you work for Lowe’s Companies of
North Wilkesboro, North Carolina, a
chain of eighty-six building-supply out-
lets in the South. Two store managers
retired recently with $3 million apiece—
believed to have been record payouts for
any profit-sharing trust. Thirteen store
managers, salesmen, warehousenen, and
office workers who retired last year col-
lected a total or $17,500,000. Says Lowe’s
Chairman Edwin Duncan: “We are con-
vinced that profit sharing gives our em-
ployees a direct, personal self-interest in
improving the company’s earnings.”

The bounty springs from the fund’s
portfolio, 90 percent of which is invested
in Lowe’s common stock. The stock has
zoomed to thirty-five times its initial
value since the company went public in
1961 (recent price: 356 per share). Al-
though Lowe’s has paid only $8 million
into the fund, the rise in the stock has
pushed the net assets to more than $161
million. Whether profit sharing is the
cause or the effect, the company has in-
creased earnings 24 percent a year for
ten years, to $9 million on sales of
$234,600,000 for the fiscal year ended
last July. As for Duncan, who at sixty-
seven has no immediate plans to retire,
he would collect a mere $900,000 if he
quit tomorrow. But then, he has worked
for Lowe's only eleven years.
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PROMT SHARING:
Lowe's Largesse

Charles Valentine never made more
than 8123 a week In his seventeen years
a5 & warehouse laborvr—yet he retired
with st least $680,000. Jack A. Allen. a
store managet, is 33 and thinks he ma
m&w&lu in four years—wn

. And personnel man-

Edc«tl Humy. retired st 50, can
% lavish mooey on his Mmop

1 4

mansion of spread it sround when
goes %o the racetrack, since his retire-

mea did not save, win or
inberit their rytirement fortunes, but
tbeydld‘;h‘nmbtuk All three went

program

“"When you work all llﬂenndnllef-

sudden !ou don’t me o work,
Valentine, the son ofa een-n

&mel.now owns u dairy farm, two cattle

Charlee Valentine on his farm: ' never believed it would bappen®

farms and two bouses l nevel believed
it would happen,”

The sum that mms lxh a sudden
windfall to Lowe's workers actually has
sccumulated over a period of AReen
years or more. The company, which runs
128 stores In sixteen Sauthem, mid-
Atlantic and Midwest states, puts aside
an amount equal to 13 per cent of an
employee’s salary each vear on a store-
:y;}(o;eodbuh 1 the store l\a;‘mel its

it s, employ ecs pay nothing into
the fund. Ninety puu-nldthemnyh
invested In Lowc's stock—and that’ | the
secret. The stock has performed sped
ularly since {t went puhlk at ll" 25 [
share in 1961, nllowing for splits the
value of one share soured to aboui '
in ten years. Even tixkay . alter the wont
market shabe-out in ulinost 40 sean, the
value of that inatial share iy stild worth 25

times the offering prce,

The profit-shurng tund i the bigest
owner of Lowe's stock, md an emphovee
take his and retire sy

of what's at

stake makes law::d 1@ employees
E. Pardue, who

ndmid:n g:“h -sharing  trust
“Quite , We the most dedi
world,” be says,

cated employves in the
laeau:em buk-ﬂy they are working for
Such incentive was the

m o]
were s0ld to the m-ﬂm death in 1960.
Buchan expanded Lowe's from s

modest hudware bustness an Noith
Wilkesboro into 8 modern, discount op-
eration and figured the company wonld
keep onejm\vlng if it were owned and
controll u' wbo built it Bu-

chan's faith fl. Lowe's salen
have jumped Gom ’llﬂ mllion annin ally
to $362 million ovet the past six yeurs.

Net em\lng‘m than tripled duning
that (ime, $4.6 million to 8145
million. And Lowe's workers looked

well-motivated indeed: profits per em-
" plmo:ee were two to three times bettes

at a smoothly run pair ol
retailing giants, Sears and [ .C. Penney.
—LYMN LANGWAY o JOBEPH 3 CUMMING JA m Atarsa
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Rk, ; Low, €7 Foremost Newapeper Of The Carolinse
Merg Woather Dast on Page 24
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Heve Your Observer
Delivered At Bame

Meke That Cal Today

ryn.monoma Bryant's donsnta ceme from Lowe's

St i S
profiteharing trust 18 whih ail employes
SPARTA — Perrell Bryant last Decem- may parucipate
ber made lus last delivery as » §125-0-week
dock worker truck drwer for Lowe's, Inc Me win Oves o chock for 0213000 sad

sore here. returned to the slore and was
1old that his net worth, esclusive of hu
week's wages. was 413,000

Tt was the truth
It Rasn't sunk m fully oa Brysni, or
s wife. who gtill works sa & domestic for “] eanY get umd to the idea ot 2l °
s Sparta fanuly that they are weaithy sard the plessant. talkative. rownd-fsced
Bryant. 47, hay planted some cora on man
hus 50-acre Allegheny County (arin, s rais- “{ ko4 aome fyn when they handed me
ing 11 pigs and 3 INE garden “to have pien. 'hat ehack though 1 took it Lo the bark 1
pp— 1y to eat.” and 13 generally relaming after asked for the ¢ash 1 was jolung. of course
vt O retifing frem 20 years and (our months of But | acted senous And the teller. she
Fervell Bryant And 'Ue Sdll U-bel‘e'h; work with the ISyearcid hardware and looked at 1he check. and then she looked at
Have A Gardrs, Raise Mg Durlding supply lrm e, then back st the check

8125-A-Week Worker Retires Rich

“Finally. she s4)d ahe dida't kmew i
the bank had that much cach or hot Sbe
1ol me Lo swe the manager.” be grinned.

His wife, he says, just wonl belleve
he bank daiance

“1 put sosst sh AR Scoount for her and
10ld her e spend R M ahe hasm't even
spend the iatereat,”

Mnulny\np.llhhﬂ_u.-

“No We nmnl-p-ny-l-n -d
we haven't really planned a rip Bt o
think we'll go to the Church af Ged conven-
tion in New York sext summer” he re-
pied

“You knew. The ons thing | Mhe sbent
retremsent b that | Dove Ume (0 g5 &

SEE TRUST Pg. A, €1

Europe’

Lowe’s Profit Sharing made headlines in the

Charlotte Observer.

‘e Nquyxy

8LIT
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- Exhibit 4:
Source: Lowe’s 1972 Profit-Sharing Annual Report

Mary Marsh... Profit Sharing
the second time aound.

“You don’t pay in any money. Then when you have to
leave and you receive your profit sharing, you wonder, ‘Do
I deserve this? ” This is how Mary Marsh felt when, after
612 years with Lowe’s as a sales secretary, she left the
company when she and her husband moved to Florida.
Of course, she did deserve her profit sharing money, because,
just fike every Plan member, her efforts had he'ped make
that profit possible. Lowe’s management feels that it is in
the true American entrepreneurial spirit that those who
create profits should share in them. And that’s why we
have the profit sharing plan.

The Profit Sharing Plan was a big incentive for Mary
to return to Lowe’s when she moved back into the North
Wilkesboro area from Florida, Now Mary is back at work
as an executive secretary and is again participating in Lowe’s
Profit Sharing Plan.

Mary feels that the Profit Sharing Plan is really good
because participation in the Plan does not cost the members
anything. “And,” “she continues, “because it is based on
Lowe's stock, it helps keep you interested in the company.
It’s really an incentive to the employees to help make the
company grow and prosper.”
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Exhibit 5:
Source: Lowe's 1972 Profit-Sharing Annual Report

Lowe’s first six-figure man,
Spence Bumgarner

“They worked up this thing several years ago — kept
telling us what a good deal it was — but like a doubting
Thomas, 1 didn’t think it'd amount to anything. But it sure
did!” Indeed it did! J. S. “Spence” Bumgarner worked
at Buchan Lumber Company as a lumber grader for 13
years; when he retired his Profit Sharing amounted to
$150,000 — more than the net worth of Buchan Lumber at
that time! I was surprised to death. I wasn’t figuring on
getting but 50%.” Because Spence was 65 when he re-
tired, he vested 100% (forfeited nonc) of his profit sharing.
“I'd always heard it was better to be born lucky than rich,
and that was one time I believed it!” Spence had also
worked for the old Oak Furniture Company for 29 years as
a lumber grader.

What's Spence doing with his money? Helping his chil-
dren and fixing up his home. “He let it run down for 40
years,” his wife said. “Now it's going to take some time
building it back up.” “Yes,” added Spence, “and Lowe’s
and Buchan Lumber are getting a lot of that profit sharing
money back.” .

Spence’s plans for the future are variable; he gardens,
keeps milk cows, and works around his place. “I may work
me up a hobby. I've got some wood-working tools my
family gave me.” Whatever, we wish Spence and his wife
many years of healthy, happy retirement. _Spence expressed
his gratitude to Lowe’s emphatically, “Tell all of them I
think Lowe’s is the greatest!”
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Exhibit 6:
Source: Profit-Sharing Council of America Monthly Bulletin

PROFI’
- Sharing

- : .,
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Exhibit 7:
Source: Profit-Sharing Council of America Monthly Bulletin

The

Executive

James Fred Walters Jr., who retired
from Lowe’s in 1972 after managing several
of their stores, joined them in 1953 straight
out of the Army when they had only
three stores.

“1 was just out of service and looking for
work and jobs were scarce. So, when I heard
they were hiring — the store was just
six months old then — I went down
and applied.”

He adds, not without some pride, “Within
six months I was their leading salesman.”

And, when he retired, he was the third
oldest employee in point of time. His Profit
Sharing fund was worth more than $2,000,000.

“When they first created the plan in 1857,
many of us didn't realize what it was or what
it would become. It had no significance. It
wasn't until the plan began buying Lowe's
stock and we saw its value multiply - almost
seven times over — that we paid attention.”

‘Walters has a clear-eyed view of what
raakes the plan so successful. “It's the people. -
It attracts good people and it keeps good
people and it gives them the incentive to
make good money and to make their own -
coatribution. There’s nc finer place to work —
even now.”

‘Walters' windfall hasn't changed his life
much. He moved back to his hometown of
Asgheville, North Carolina, where he first
started with Lowe’s, bought a new home, and it
occupies most of his time now.

He also contacted a local bank and engaged
a lawyer to help him manage his funds. But
he'll probably go back into business on his
own some day.

“I'm only 44. I've got some good years left.”
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Exhibit 8:
Source: Profit Sharing Council of America Monthly Bulletin

Collar
Worker

Archie Hayes, like Walters, came straight
" out of service and into Lowe's. Unlike Walters,
he siayed at the same store in his home town
of S8parta, North Carolina, throughout his
career with the giant merchandiser.

He began in 1956 as a salesman, and
retired 15 years later as a millionaire. His
fully vested account was worth that much
in 1971,

Hayea is just 42 years old.

He was qualified for his salesman's job.
In the Air Force he had been assigned to
supplies and tech-order distribution, so he
was familiar with merchandise. As a salesman,
he handled Lowe’s plete line of goods
and services.

The huge payoff hasn't changed Hayes'
lifestyle too much.

“We stilHive in the same house, and have
no plans to move. I just consider it all
financial security for my family.”

Hayes has a daughter, 19, in college, and
& son, 10, in grammar school.

He took his account partly in cash and
partly in Lowe's stock, and, with it, has been
investing in real eatate and some stock
speculation. And he's doing it without any
outside advisors.

His wife's reaction to the whole thing?
“She thinks it's unbelievable."”

So do a few others.
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Exhibit 9:
Source: Profit-Sharing Council of America Monthly Bulletin

Ferrell Bryan is one of Lowe's earliest
employees. He began with the firm in 1950
< 3 a warehouse boy, and, when he retired 21 -
Yyears later, the last 14 as a truck driver,
he was almost half-a-millionaire.

His Profit Sharing account was worth
$428,000. His top salary at Lowe's at retirement
was $125 a week. He was then 47.

Bryan took his fund half in cash and half
in Lowe’s stock. The cash he invested in a
small farm near Sparta, North Carolina, and
in savings accounts, and the stock he kept
is now worth considerably more. Just like
Lowe's, it keeps growing.

Bryan's lifestyle made a dednite change,
from truck driver, at which he had a near-
perfect record, to farmer. He keeps some -
cattle, and enough crops to feed the cattle
and put food on the table.

He calls the Profit Sharing ptan the “best
thing that ever happened in my life.”” Even
toward the end, he couldn't believe it,

“It wasn’t until some of the other old
timers started to leave, and collect their
accounts, that I knew it was true."”

His wife had trouble believing it, too.
8he refused to quit her job until he had
collected his account and the money was in
the bank.

Bryan is still one of Lowe's best customers.
“Anything I need for the farm or the home I
g0 into the store in town. I know I'm going
to get my money's worth. They've got the
best goods and services around.”

He ought to know. He handled a lot of it.
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Exhibit 10:
Source: Louis O. Kelso, Esquire

PRESS RELEASE

Washington, D,C.--Hold For Release Until Noon, Wednesday, March 31, 1976

KELSO URGES SENATE TAX COMMITTEE TO MAKE
AMERTCAN WORKERS INTO MINI-CAPIT

Louis O, Kelso testified before the Senate Finance Committee
today on his proposals for restructuring the nation's tax laws to
unharness America's underutilized manpower and technological pcten-
tial, and to remove present tax barriers to new capital formation
by making the ownership of new capital more accessible to American
workers. To provife new incentives for saving capitalism and making
it more relevant to our democratic ideals, Mr. Kelso called for
Congress to establish as a national target for the remainder of the
twentieth century the creation of opportunities for every worker,
and eventually every consumer, to accumulate a tax-free capital estate
of up to $500,000 over his working lifetime.

*What we are proposing is no less than the industrial count=-
erpart to the Homestead Act", Kelso said. "Land is finite, but
the potential for capital development is unlimited. Just as in
1862, when those Americans with limited means were given the chance
to own and develop up to 160 acres of productive land, Americans
should now be afforded the opportunity to become owners of signif-
{cant holdings in our growing frontier of productive capital. By
amending the nation's tax laws, we can begin to extend to every
American a meaningful opportunity to carve out a personal stake
in the multi-trillion dollar frontier of future capital formation."

Az an example of what he hopes would be accomplished on a
national scale, Kelso related the story of Lowe's Companies, Inc.,
a Noxth Wilkesboro, North Carolina-based building-supply chain,
where a warehouse laborer who never made more than $125 a week in
the 17 years he worked for the company, retired with over $660,000
in Lowe's stock without having contributed a cent. Kelso acknow-
ledged this as the most successful example'of what employee owner-
ship might achieve, but suggested it as a yardstick for all U.S.
corporations to try to match.
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Source: Lowe's 1971 Annual Report
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Exhibit 12:
Source: Bert L. Metager, President Profit Sharing Research Foundation

PROFIT SHARING RESEARCH FOUNDATION

1718 Sherman Avenue B Evanston, lllinois 602018 (312) 869-8787 |
BEAT L METZGER, Prosident |
July 5, 1978 ,

OFFICERS

OBNAN
JACQUES D, WIMPFHEIMER
Amricen Vsivet Co.

MREIEN AD SEOTAY . Henry Church
BEAT L. METZGER e's Companies, Inc.
NN, x 1111 |
JOHN W. COOPER rth Wilkesboro, N,C. 28656
Prouidont

Vics
Harris Trust and Savings Benk
ar Henrv: -

TRUSTEES 8 & follow up to your phone call the other day I am pleased to send
exscun "305" ’:f;’s’“:-‘: u and Bob some information which may be helpful in preparing
acutlns Dirmctor, F O ade Lo ppropriate testimony on the value of profit shbaring and employee

PARK R. DAVIOSON tock ownership.

Arsintant Vies Prasident-Finance
Sudiogron Induswias. Inc . BTve following items warrant your attention:
RAYMOND H. GIESECKE
i e rew Toivon G 1) Our 1971 study entitled Does Profit Sharing Pay? in

which the 5 companies with broad coverwge profit sharing

EDWARD C. HALLOGK programs outperformed by substantial and widenirg

Contrurin Specionie: e margins the companies without profit sharing. Not so
LEONARD G. HERRING incidentally, the 5 broad coversage programs were all heavily
Leenion Vies Prevident invested in vsa company stock.
mt‘:ﬁ 2) "performance" data on 38 large profit sharing companies
Suscema Alumingm Industries Limited is compared to Fortune medians reflecting retwrn on
WILLIAM D. MEYER sales and equity, This information appears under the
Dlgvercr of Emnioves Senatits beading “Evidence of Superior Performance” in Vol. II of

Profit Sharing in ﬁ large Companies for the years 1973-~
ROBERT R. MIOKIFF bt inclusive.

Prevident
Amarican Trust Co, of Hawall, Inc.

ROGER D. MULHOLLEN 3) The prevalence and growth of profit sharing and ESOP plans--
Vios President-Corporste Farsonnel ie., current trends toward defined contribution plans,

rofit sharing programs snd ESOPs.
JACK A. QUIGLEY P e P

W Vet 28 4} Prevalence and extent of own company stock holdings among
JOHN W. RIEHM the 38 large profit sharing trusts. Thirty-six out of
Vies Pr-ld—mtm b:ww 38 inveated their profit sharing funds to some exteat
o ' in owa company stock; 17 of 38 had from 60--100% of their
JOSEPH L. ROSE portfolios in own o atock. Altogether $5.9 dbillion
Deluze Chock Priviens. o out of $9.9 billion (60%) was inveated in own company
E. CLAYTON SHELHOSS stock by these 38 grusts at the end of 1976.
Enscutive Vics Prasident -
WcCarmich & Company. Iné 5) Over one million employees bave a "piece of the action"  *
M\'ISON.'L"VI;:‘; through these 38 profit sharing progrems.

6) The financial benefits for long-term participants under these
HONORARY TRUSTEES profit sharing/sbare ownership progrems exceeded typical
pension benefits by modeat-to-substantial margins in almost
all cases., Twenty-seven out of the 33 companies who
JONN W, LESLIE provided such data (82%) genersted benefits under their
Signeds Corp. profit sharing progrems which ranged from 112§ to 1011% of

H. F, JOHNSON
8 € Johason & Ren. ins.

65-969 O ~ 80 -~ 9 (pt.3)
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the "pension standard.”

You might &lsc want to check the recent survey of ESOPs undertaken by five graduate
U.C.L.A, students under the auspices of the ESOP Council of Americe.

I do bope that Bob will mot focus in tosparrowly on ESOPs as the only road to
broad employee stock ownership.

Most ESOPs are funded by company contributions geared to corporete performance
and, therefore, are "profit sharing" ESOPs. In addition, there is only a very
thin 1line between an ESOP and an EPSOP. The latter is an Employee Profit Sharing
and Ownership Plan. I would consider Lowe's former profit sharing program and
Hallmark Cards current profit sharing program to be EPSOPs. Most of the programs
in Does Profit smigg %1 and Profit Sharing in 38 Iarge Companies could
also descr [Y] . If a profit sharing progrem specifically designates
that up to a certain percentage of the portfolio (eg. 25%, 50% or 100%) can be
invested in omn company stock, we have an EPSOP. Own campany stock is coasonant
with the nmature of such a trust and Congreas, it seems, should bestow like tax
incentives on EPS3OPs &8s on ESOPs.

Bob Midkiff covers this point nicely in his article on "Helping Workers to Become
Owners " in our PSRP booklet, New Horizons for Capitaliem.

We hope this letter and enclosures prove useful. If we can help further or answer
any questions, please don't hestitate to call on us.

— Beat rds,

BIM:mm sident
cc: Robert Strickland
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StAaTEMENT OF RONALD L. Lupwig, Lupwic & BusaMAN Law Corp., SAN FraNcisco,
Cmumn, LeGAL Apvisory COMMITTEE, THE ESOP ASSOCIATION OF AMERICA

SUMMARY OF RECOMMENDATIONS

1. Encourage 100 ppercent employee ownership of companies by modifying present
limitations on ESOP contributions.

2. A Frove other special provisions applicable to ESOPs which won all, or sub-
stanti odvl all, of the stock of the employer.

3. Modify P provisions to eliminate 84-month rule in the case of a sale of a
subsidiary or division.

4. Make permanent the additional investment tax credits available for TRASOP
contributions.

5. Allow alternative 1 percent of pagsog tax credit for TRASOP contributions.

6. lAllow deduction for dividends on P stock which are “passed-through” to
employees.

. Allow charitable deduction treatment for donations of stock to an ESOP by a

shareholder.

8. Allow employer a tax deduction for making the “matching” TRASOP contribu-
tion for employees. )

9. Allow for the purchase of nonvoting common stock from a shareholder by a
leveraged ESOP.

10. Exclude contributions applied to interest payments on an ESOP loan from the
present deduction and allocation limits.

11. Delete Code Section 401(aX22), which requires a limited pass-through of voting
rights to ESOP participants.

12. Allow for tax-free “rollover” of proceeds of sale of stock to ESOP into other
smal! business stock.

STATEMENT

Mr. Chairman, it is a sincere pleasure for me to appear today before the Commit-
tee to testify in favor of legislation which, if atiached to any major tax legislation
which is enacted this year, could have a significant impact on the growth and
development of Employee Stock Ownership Plans in the United States. I am a
practicing lawyer in San Francisco and also serve as the Chairman of the Legal
Advisory Committee of The ESOP Association of America. The Association is a non-
profit organization of companies which have adopted some form of employee stock
ownership plan, includin% Ps and TRASOPs, for the benefit of their emplogles.
We gincerely appreciate the past efforts which the members of this Committee lave
made to broaden stock ownership among employees.

Members of The ESOP Association of America, like all American businessmen,
are very concerned about our declining National productivity. Clearly, something
must be done to reverse a trend which has resulted in the United States having the
lowest productivity fains of any industrial country in the western world during the
decade 1967-77 and which has given American business a negative productivity
growth during the past eighteen months. As we understand it, many of the tax
proposals for this legislation will be aimed at increasing dur capital investment,
capital formation, and productivity.

tudies have indicated that, when employees become owners in a company, their
commitment to make the company succeecj increases dramatically. For exanix})le, a
study done amonﬁathe pl{W companies in the northwestern part of the United
States reflected that employee-owned plywood companies had significantly lgreater
productivity and profitability then nonemployee-owned Lx;lywood companies. In addi-
tion, the Survey Eesearch nter of the University of Michigan found that employ- -
ee-owned companies are 150 percent more profitable than their nonemployee-owned
counterparts. Finally, during this Congress, this Committee itself has conducted a
survey among companies which have established ESOPs for their employees. That
survey, which was answered by 72 such-companies, produced results which we
believe are significant. For example, these companies indicated that in the average
three-year period following the establishment of the ESOP, as com to an
average twenty-four year pre-ESOP corporate existence, they expérienced a 72
percent increase in sales per employee, had a 158 percent increase in corporate pre-
tax profits, and paid 150 percent more in Federal income taxes.

If there has been a weakness in the development of ESOPs, it has been that in too
many situations the employees do not own a sufficient amount of stock in their
company to really ap%recmt.e the benefits of ownership. The Survey Research
Center concluded that the motivational and productivity impact such a program
upon employees varies directly with the percentage of ownership they have in their
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company. What we are proposing is that this Committee and this Congress look for
ways to increase the actual ownership share that employees have in their compa-
nies as well as ways in which to encourage more employers to provide stock
ownership for their employees. A Bill introduced by Senator Talmadge last week (S.
2953) is a tremendous step forward in this regard. That Bill contains proposed
amendments to the Internal Revenue Code which, if enacted, would create a stron,
incentive for employers to allow their employees to acquire all, or substantially all,
of the stock in the company. Such an action would produce landmark results by
removing obstacles which have prevented such employee purchases.

For example, one of the major problems which employees have had in trying to

urchase a major ownership interest in their comﬁany has been the fact that Ps
gave been traditionall lum’Fed together with other employee benefit plans under
the Internal Revenue éode, 'o encourage employers to adopt and maintain plans to
provide a retirement income for their employees, the Internal Revenue Code pro-
vides a tax deduction for an employer which funds such a plan. However, to assure
that an employer will not use a tax incentive like this as a way of significantly
reducing its Federal income taxes and simply providing a benefit for a limited
number of high salaried people, the Code also imposes strict limitations on how
much of a tax deduction can ﬁe available to an employer in any year for contribu-
tions to such plans and how much these contributions can benefit any individual
employee. In the traditional pension Flan, profit sharing plan or stock bonus plan,
these limitations may have some justification.

However, when employees are attempting to buy total ownership of their compa-
ny through an ESOP, these limitations have a debilitating effect.

For example, the Code provides that an employer may not contribute, on a tax
deductible basis, more than 25 percent of the total wages and salaries of all employ-
ees covered under all qualified employee plans maintained by that employer. At the
same time, the Code provides that not more than 25 percent of the employee’s
compensation may be allocated to his accounts under all defined contribution plans
maintained by the employer. However, when these limitations are applied to an
ESOP through which the employees are trying to buy complete ownership of the
company, they can totally preclude such a transaction. This is because the amount
of money which the employees can borrow through an ESOP is a directlf' dependent
g%) the length of time over which a lender will make money available to the

P and the speed at which the money can be repaid. Since the value of many
companies is in excess of the total wages and salaries paid to its employees, a
provision which limits the employer’s ability to contribute to the plan to 25 percent
of the wages and salaries paid to its employees is clearly a severe limitation. When
this is compounded by the fact that this 25 percent limit applies to the ESOP and
other plans maintained by the employer, it literally makes it impossible for the
employees to buy the company. The same would be true with respect to the limita-
tion on allocations to any employee’s account under these plans. If it is ever to be
possible for employees to purchase 100 percent of the stock in their employer, some
relief has to be created. see‘l)rovisions in Senator Talmadge’s Bill simply provide
that, if an ESOP is being used to acquire all or substantially all of the company as
part of the traditional leveraged ESOP, then the employer contribution to the plan
which can be made on a tax deductible basis, and the amount allocated to each
employee’s account under the ESOP, can equal 25 percent of the total pay of all
covered employees irrespective of whether or not the employer maintains any other
qualified plans.

Senator Talmadge’s Bill also proposes that, when employees own all or substan-
tially all of the company, the determination of the fair market value of the company
should be based upon its actual book value rather than under a system of determin-
ing the value of such stock by comparing it to stock of allegedly comparable but
truly unrelated publicly traded companies. One of the major reasons for promoting
the growth of employee ownership is to stimulate employee motivation and produc-
tivity by making them owners. This becomes completely self-defeating when employ-
ees are told that their efforts can have a major impact on the value and profitability
of the company and then in reality its value is determined by reference to compa-
nies which are unrelated and which are subject to the tremendous fluctuations in
stock value in the public market. For an employee to learn that the assets and
profits of his company are increasing each year and then to be advised that, because
the value of his company is based upon the value of comparable publicly traded
companies, especially when the value of these companies is down because the
institutions buying the stock on a public market do not consider it to be a “glamor-
ous’ issue at that time, removes any motivational incentive for the employees. It
would be far better in this situation if the determination of the value of that
company can be based upon its own balance sheet net worth.
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The process of valuing the stockd of closely held companies has specifically been
reoog;ized by the Internal Revenue Service as a “exercise in prophesy.” In addition,
the Department of Labor has stated that the valuation of closely held companies is
“at best, a delicate art.” What these Federal agencies are really saying is that there
may be no effective way of determining the value of closely held stock set forth
under any Federal regulations. The use of book value in the situation of a 100
percent FY‘SOP—owned company would provide some degree of certainty for employ-
ees, would clearly make the value of the company dependent upon their efforts and
the results their efforts have on the company, and would remove from these compa-
nies the high expenses which currently are required to hire a third party appraiser
to utilize its prophetic abilities in what is most clearly a delicate art. )

Also, Senator Talmadge’s Bill would remove a requirement which has frustrated
all employers which have adopted ESOPs for their employees. In the Interna!
Revenue e, as a trade-off for the tax deduction which is provided for employer
contributions to qualified plans and the tax-deferred treatment of employee benefits,
there is a provision whicgl imposes tax liabil’i&' on these employees 1mmediately
upon receiving distribution of such benefits. This means that any employee who
receives a distribution of stock from an ESOP, unless he is independently wealth
and able to pay the taxes due on the amount of his distribution, must sell the stoc
in order to pay his tax liability. In recognition of this anomoly, in the Revenue Act
of 1978 the Treasury Department agreed to permit ESOPs to distribute a partici-
pant’s benefits to him in cash, provided that the distribution may, if the employee
demands, be made in stock. While this concession was at least a partial solution to a
continuing problem, it still does not totally alleviate it. For an employer to issue a
stock certificate, then issue a check to repurchase the stock certificate, and then
cancel the stock certificate, can be an extremely costly expenditure. The reality is
that almost every employee of a closely-held company will elect to receive cash
rather than stock, and that those employees who elect to receive the stock almost
immediately request that the stock be repurchased so that they will have sufficient
cash to pay the taxes due on the distribution and have money to spend. It is
important to remember that we are now referrin%eto stock which is closely held and
that there is no other market for stock. It would be far better to provide, as Senator
Talmadge's Bill does, that if the employees (through the ESOP) own all, or substan-
tially all, of the stock of the company, the benefits of all participants from the
ESOP will be distributable in cash.

An additional factor must be recognized. This would only apply in a case of a
totally employee-owned company. If the employees are to own all the company, then
the stock should continue to remain held for the benefit of current employees rather
than being distributed vut to former employees or their beneficiaries. In such a case,
the distributees will have no continuing interest in the success of the company and
will have no input on its future economic status. Also, new employees who join the
comﬁang should have access to stock ownership, and this could be provided by the
stock which was in the account of a terminated participant and which remained in
the plan when his benefit was distributed to him in cash.

Finally, Senator Talmadge’s Bill proj that a continuing problem for compa-
nies which have TRASOPs be reso veci. There are now approximately 1000 TRA-
SOPs in the United States. Most of these have been adopted by the large, capital
intensive corporations. These corporations have numerous subsidiaries and divi-
sions. In any economic climate, a constant series of acquisitions and divestitures of
subsidiaries and divisions occurs. This has created a significant problem for employ-
ers which have adopted TRASOPs and which have extended the benefit of stock
ownership to the employees of their subsidiaries and divisions.

When a subsidiary or division is sold, the employees are no longer the direct or
indirect employees of the corporation which established the TRASOP and whose
stock is usej to fund the TRASCP.

They became totally unrelated as a result of the sale. However, when Congress
created the TRASOP in 1975, there was a recognized desire to encourage employees
to remain shareholders. Accordingly, a rule was established which eaid that an
employee’s benefit may not be distributed to him from TRASOP until 84 months
have passed from the date the stock was allocated to his account. Although certain
exceptions were created to this rule (such as actual separation from service), the
sale of a division or subsidiary was not one of them. We believe that the Adminis-
tration will agree that such a situation was simply not considered at the time the
84-month rule was adopted. It would be far better to permit an employee’s
benefit to be distributed to him, irrespective of this 84 month rule, if the division or
subsidiary for which he works is sold by the parent corporation, even if he continues
his employment. At that point, he would simple be a shareholder like any other
shareholder and the stock should be his to do with what he pleases.
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The ESOP Association believes very strongly that (with the exception of the
provision relating to TRASOPs) the other provisions in S. 2953 will have a major
impact on the ability of employees to acquire an ownership interest in their compa-
nies. The TRASOP provision would clear up a technical problem which, if left
unattended, will reduce the willingness of corporations to establish TRASOPs and
permit employees of various divisions and subsidiaries to participate in them. None
of these proposals is a ‘‘get-rich-quick” scheme. None of these proposals would work
to the negative benefit of employees, since if they own all, or substantially of the
stock of the company, they are the company. The possible conflict between the
interests of the shareholders and the interests of the emgloyees will simply not
exist, because the same people make up both groups. In each case, we are stimulat-
ing the ability of employees to become major beneficial shareholders of their em-
ployer. For these reasons, we strongly urge the Commiittee to give serious considera-
tion to the provisions of S. 2053 and to include them in any tax legislation which is
enacted this year.

In addition to the provisions of S. 2953, we also encourage the Committee to act
favorably upon other ESOP provisions which have been included in legislation
previously introduced by the Chairman and other Senators. Some of these provi-
sions are merely “technical” amendments to the Internal Revenue Code, intended to
correct certain ESOP and TRASOP problems created under tax legislation over the
past five years. Other provisions would provide additional tax incentives for compa-
nies to provide meaningful stock ownership benefits for their employces, while at
the time same addressing the important issues of capital formation and employee
productivity.

The ‘“‘experiment”’ with TRASOPs since 1975 has groved to be most successful.
The 1978 Revenue Act for the first time included the TRASOP as a permanent part
of the Internal Revenue Code, but the additional investment tax credits available
for TRASOP contributions are scheduled to expire at the end of 1983. We strongly
recommend that Code Section 46(aX2XE) be amended to provide for permanence of
the TRASOP credits.

At the same time, it is clear that the availability of TRASOPs is largely limited to
larger, capital-intensive corporations. Millions of employees are being denied the
opportunity of sharing in stock ownership benefits because their employers do not
generate sufficient investment tax credits to make the TRASOP attractive. For this
reason, we stron%ly recommend to the Committee that it take action to approve the
concept of the “labor intensive” TRASOP which was first introduced in proposed
legislation by the Chairman in 1978. Under this pro 1, a tax credit equal to 1
percent of covered payroll would be available for TRASOP contributions as an
alternative to the present additional 1 percent and one-half percent investment tax
credits. This alternative TRASOP, if enacted, would certainly result in a significant
increase in the number of TRASOPs and the number of employees benefiting from
the TRASOP provisions.

We also recommend one additional modification to the present TRASOP provi-
sions, relating to the extra one-half percent credit available when employee match-
ing contributions are made. The present Code provisions create excessive adminis-
trative burdens and costs to employers which collect the employees contributions. It
is often difficult to “match up’”’ the amount of employee contributions to the amount
of the extra investment tax credit. We suggest that the Code be amended to permit
the employer to make a tax deductible contribution to the TRASQP to match the
additional one-half percent credit contributions, thereby eliminating the need for
collecting emplt){lee contributions We believe that many employers would take
advantage of such an alternative in order to provide for more meaningful TRASOP
participation by all employees.

With regard to ESOPs and leveraged ESOPs, there are a number of additional tax
incentives which have been proposed as a means of further encouraging substantial
“ownership sharing” for employees. We recommend that the Committee approve the
Chairman’s proposal to allow a corporate tax deduction for dividends paid on ESOP-
held stock, so long as such dividends are “passed-through’” to participating employ-
ees. This would provide a tax incentive for giving employees the same right to share
currently in dividend income as is provided to direct shareholders, thus making the
ESOP more meaningful to employees. This provision would not appear to have a
major impact on tax revenues, as the employees would be currently taxable on those
amounts which are deductible by the employer.

We also encourage the Committee to act favorably upon the Chairman’s proposal
to allow a “charitable” deduction (for income, estate and gift tax pur, ) for a
donation of stock to an ESOP by a sharecholder. This provision would encourage
wealthy individuals to provide additional stock to employees as an alternative to
contributions to private foundations or other charitable institutions, thereby insur-
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ing that such assets will remain in private ownership, with the income thereon
ultimately being subject to taxation.

Several months ago, Senator Stewart introduced S. 2677, a bill which would
govide an incentive for small business owners to sell their stock to an ESOP for the

nefit of employees. The bill would allow for a tax-free “rollover” of the sale
proceeds into stock of other small businesses. Such treatment would encourage
employee ownership as an alternative to a takeover by another corporation. It
would also encouragé future investments in business to assist in the creation of
accelerated capital growth. We strongly recommend the inclusion of this proposed
provision in tax legislation this year.

The 1978 Revenue Act and the 1979 Technical Correction Act modified the defini-
tion of “employer securities” for purposes of leveraged ESOPs. Under the present
Code provisions, nonvoting common stock of a closely-held corporation is generally
prohibited in connection with an ESOP loan transaction. In a number of situations,
the only stock available for purchase by an ESOP is nonvoting common stock held
by a shareholder of the employer. It is unfortunate that present law would not now
permit the ESOP to leverage the purchase of that stock, thereb¥l denying ESOP
participants the opportunity to share in the ownership and a(th attributable to
that stock. We recommend that Section 409A(1) of the Code be amended to permit
an ESOP to acquire nonvoting common stock of a closely-held corporation from a
shareholder through the use of an ESOP loan.

The 1978 Revenue Act included provisions which require the pass-through of
voting rights to ESOP participants in certain situations. Although we believe that”
voting rights for employees may be desirable, this requirement under the law has
had a “chilling effect” on the establishment of ESOPs, This Committee has previ-
ously reported out H.R. 1212 (in December, 1979) and H.R. 2492 (in May, 1980), a bill
which includes a deletion of Section 401(aX22) from the Internal Revenue Code. We
urge the Chairman and the Committee to take efforts to see that this provision is
enacted at the earliest possible date.

In connection with leveraged ESOPs, we recommend that the Committee consider
amending the provisions of Code Section 404(a) and 415(c) to modify the limitations
on ESOP contributions which are applied to the payments on an ESOP loan.
Specifically, we suggest that employer contributions which are used by the ESOP
repay interest on a loan be tax deductible in addition to the normal limitations on
deductions, and that such contributions not be treated as “annual additions” for
purposes of the individual allocation limits applicable to ESOPs. These amendments
would further encourage companies to utilize ESOP financing of capital growth,
while providing stock ownership interests for employees.

We certainly recognize the outstanding efforts of the Chairman and the other
members of the Committee in creating tax incentives to encourage employee owner-
ship. We believe that the ESOP concept, as strengthened through legislation over
the past seven years, has proved to be an important. factor in the areas of employee
benefits and corporate finance. It is now time, however, to provide more meaningful
incentives in order to further expand employee ownership of American business. We
are convinced that the use of ESOPs will strengthen our economy, will aid in the
creation of new capital and will enhance the productivity of corporations and their
employees. Our Association strongly supports the proposals for new ESOP legisla-
tion which we have discussed and urges the Committee to include meaningful P
incentives in this year's tax legislation.

A
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THE ESOP ASSOCIATION OF AMERICA

47 KEARNY STREET, SUITE 204
SAN FRANCISCO, CA 941C8

415/484.3681
July 16, 1980
MEMORANDUM
TO: The Honorable Russell B. Long, Chairman

U.S. Senate Committee on Finance

FROM: Ronald L. Ludwig
Chairman, Legal Advisory Committee
The ESOP Association of America

RE: GAO Report HRD-80-88 (6/20/80)
“Employee Stock Ownership Plans:
Who Benefits Most In
Closely-Held €ompanies"

We have reviewed the recent GAO report on Employee
Stock Ownership Plans {ESOPs) and are presenting these
comments as a critique of that report. The overall "tone"
of the report is quite negative with respect to the opera-
tion of ESOPs in certain closely-held companies. It largely
focuses on "problems"” and appears to disregard both the
positive aspects of ESOPs and the benefits actually being
provided to participating employees. The following specific
items are noted in response to the GAO report.

SCOPE OF INQUIRY

The report reflects the GAO study of ESOPs at sixteen
companies, thirteen of which are closely held and all of
which are Federal contractors. GAO specifically concludes
(at page 6) that the "pervasive nature" of certain problems
encountered at the thirteen closely held companies are.
"likely",K to exist at other ESOP companies.

WASHINGTON OFFICE: 1725 DzSALES STREET, NW, SUITE 401 WASHINGTON, DC 20086 . 202/293-2971
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We believe that thirteen closely held companies which
happen to be government contractors certainly do not con-
stitute a representative sample of the "universe" of ESOP
companies. Throughout the country there are 2,500-3,000
ESOP companies. Although certain problems may exist with
some of these ESOPs, we are convinced that the problems
identified by GAO are not prevalent in most ESOPs maintained
by closely held companies. Most ESOP companies are operating
their ESOPs in a manner which is protective of the interests
of employees and which complies with applicable ERISA require-
ments,

VALUATION OF CLOSELY HELD COMPANY STOCK

GAO is apparently convinced that most closely held
companies "manipulate" the valuation of their stock for ESOP
purposes in a manner which is adverse to the interests of
employees. GAO appears to conclude that there should be
somé "mechanical”" approach to determining "fair market
value" of company stock for ESOP purposes.

GAO fails to recognize that valuation is relatively
complex matter and that there is not a simple set of guide-
lines which may be applied to all situations. Most valua-
tions for ESOP purposes are performed in accordance with
guidelines established by IRS under Revenue Ruling 59-60.
There is a long history of IRS applying these guidelines for
income, estate and gift tax purposes. It would be diffi-
cult, if not impossible, for more definitive guidelines to
be develcred for application in each and every ESOP situa-
tion. )

Determination of "fair market value" for ESOP purposes
depends to a large extent upon the judgment of the appraiser.
ERISA and the Internal Revenue Code provide sanctions for
the use of "excessive"” valuations for ESOP purposes, in-
cluding loss of deductions, excise taxes and fiduciary
liability. These sanctions serve to protect the interests
of ESOP participants and to prevent abuses in the valuation
process.

We do agree with GAO that the Department of Labor has
the obligation to promulgate valuation regulations. Section
3(18) of ERISA would appear to require DOL to issue regulations

\
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defining "adequate consideration" for purposes of ESOP
transactions. The ESOP Association's Valuation Advisory
Committee has met with DOL officials several times and has
even prepared a draft of proposed regulations for DOL, but
to date DOL has not taken action in this area.

In the past, we have proposed that IRS establish a "no
action" procedure, whereby an ESOP company may secure an
advance ruling as to the valuation of closely held stock to
be acquired by an ESOP. We believe that such a procedure,
if made available on an optional basis, would assure that
"fair market value" can be determined in advance in a manner
which satisfies the requirements of ERISA and protects the
interests of ESOP participants., We strongly believe, how-
ever, that the abuses identified by GAO are not now preva-
lent among most ESOP companies.

MARKET FOR STOCK

GAO is quite concerned that ESOPs of closely lield
conpanies may distribute "unmarketable" stock to employees.
The report points out that most ESOPs do not include provi-
sions_for mandatory "put options."

It is interesting to note the comment (on page 24) that
GAO observed no specific instances where ESOP participants
had been denied the opportunity to "cash out" their stock in
a closely held company. We believe that most ESOP companies
recognize their obligation to create a "market" for stock
distributed by their ESOPs. GAO merely speculates that
companies are not adequately providing for this "repurchase
liability."

On the other hand, GAO fails to recognize certain
problems which may arise if the law were amended to require
"put options" under specified terms of repurchase. If the
law requires mandatory "buy-back" arrangements, a company
may be faced with difficult financial problems in financing
large repurchases of its stock at a particular time, thereby
jeopardizing the value of the stock held in the ESOP for the
benefit of continuing participants. In addition, closely
held banks cannot legally repurchase their own stock, so
that mandatory. "put option" requirements may preclude such a
bank from adopting an ESOP.
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For these reasons, we oppose stringent requirements for
"put options" on closely held company stock distributed by
an ESOP. Unless and until actual abuses in this area are
found, we believe that allowing for repurchases of stock on
a flexible basis will best serve the interests of all ESOP
participants.

VOTING RIGHTS

The GAO report recommends that "full and unrestricted
voting rights" be passed through to ESOP participants.
Again, GAO takes a one-sided approach. Certainly voting
rights for ESOP participants may be desirable. However, the
excessive costs and administrative burdens in effecting such
a "pass-through" would have an extremely "chilling effect"
on the adoption and maintenance of ESOPs, particularly in
closely held companies.

We believe that the economic benefits of stock owner-
ship for employees under ESOPs far outweigh any benefit to
be derived by requiring a pass-through of voting rights. 1In
many situations, the votes of ESOP participants can in no
way effect the result of a shareholder vote. It would be
most unfortunate if employees were denied the "ownership
sharing” benefits of ESOPs merely because the law required a
pass-through of voting rights which is objectionable to many
closely held companies. The decision as to when or whether
to provide voting rights to ESOP participants should be a
matter of plan design (the same as eligibility, vesting,
etc., provisions), to be determined by the company estab-
lishing the ESOP. It is clear that an ESOP participant
receiving a distribution of company stock may exercise all
voting rights attributable to that stock if he elects to
remain a shareholder.

CLOSER SCRUTINY BY AGENCIES

We believe that both IRS and DOL are adequately com-
plying with the mandate of Congress to_give "special scru-
tiny" to ESOP transactions. Many ESOP companies have under-
gone extensive audits by one or both of the agencies. GAO
apparently is convinced that ESOPs are being abused by
closely held companies and that greater scrutiny is needed.
We are convinced that such abuses are not prevalent.



1198

The letters from the agencies which are reproduced in
the GAO report clearly outline the enforcement programs
relating to ESOPs under ERISA. We believe that the agencies
are carefully scrutinizing ESOPs and that additional enforce-
ment efforts are clearly not warranted.

EMFLOYEE PRODUCTIVITY

Again, the GAO report takes the "one-sided" position
that ESOPs do not have a positive effect on employees. We
believe that a survey limited to sixteen ESOP companies is
clearly not sufficient to support this conclusion. Many
ESOPs are operating in a manner which demonstrates increased
company profitability at the same time as substantial eco-
nomic benefits are being provided to employees. Studies by
the Profit Sharing Research Foundation and others have
concluded that employee ownership can be a significant
factor in increased profitability and employee morale. We
believe that the GAO report and its conclusions would not be
justified in a more representative sample of the "universe"

«f ESOP companies.
Lt 2 Zh

Ronald L. Ludwig

Ludwig & Bushman Law Corporation
114 Sansome Street, Suite 500
San Francisco, California 94104
(415) 788-7200

RLL/k1
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The CHAIRMAN. Next we will hear a panel of Mr. George W.
McKinney, Jr., American Bankers Association; Mr. James M.
Cirona, United States League of Savings Associations; Mr. John C.
Fuchs, Jr., National Savings and Loan League; and Mr. Charles A.
Pearce, National Association of Mutual Savings Banks.

We are very pleased to have you gentlemen here, and we will be
happy to hear your statement. Summarize it in 5 minutes, if you
can, please.

We will start in the order you are listed, Mr. George W. McKin-
ney, American Bankers Association.

STATEMENT 6F GEORGE W. McKINNEY, JR., AMERICAN
BANKERS ASSOCIATION -

Mr. McKinNEY. Mr. Chairman, I am George McKinney. I am a
senior vice president of Irving Trust Co., and a member of the
Economic Advisory Committee of the American Bankers Associ-
ation. Qur committee has given considerable thought to the possi-
bility of a tax cut, and we appreciate this opportunity to comment
on that issue.

We believe that there is a continuing need to restrain Federal
taxing and spending. Because of today’s shortrun unemployment
problem, now is a very good time, the best time to act. It is
critically important, though, to design any changes so as to lessen
and certainly not to intensify the longrun inflation problem which
we feel continues to be the most serious threat to the economic
well-being of the American people. Accordingly, we feel that any
tax cut should meet three specific criteria.

First, any tax reduction should be matched by a reduction in
Government spending. It is important to guard against any in-
crease in the Federal deficit beyond the rather substantial amounts
that are now contemplated. A larger deficit would intensify the
already serious inflation problem.

It would increase disposable income, and it would bring pressure
on the Federal Reserve to allow faster money to finance that larger
deficit. Perhaps more importantly, financial markets overseas and
at home might well interpret a larger Federal deficit as an aban-
donment of our anti-inflation battle. If so, it would not be good
news for the dollar abroad, nor for bond markets at home.

Second, any tax cut should be designed to encourage savings,
investment, and productivity growth rather than to stimulate con-
sumption. To further stimulate consumption during a period of
double-digit inflation would almost certainly add more to inflation
than to the growth of real output. Instead, economic policy should
be pointed toward adding f;;ermanently to our real growth rate.
Only through an increased flow of output can we provide improved
living standards for our citizens, and only if we produce more can
we sugply the level of public benefits our Nation wants to make
available to the less fortunate members of society. Carefully
‘planned changes in our Nation’s tax structure can markedly in-
crease the flow of goods and services available for those purposes.

Third, any tax cut should be permanent, and should not be a
temporary antirecession measure. Twenty years of experience with
fine tuning a comparatively strong economy has given us an im-
pressive body of evidence that such programs do not help our
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economic problems. They make them worse. Countercyclical pro-
grams over the past two decades have not lowered either the
unemgloyment rate nor the inflation rate. In fact, they have done
just the opposite. At the peak of the business cycle expansion last
winter, unemployment was at levels seen only at the worst part of
the recessions during the 1960’s, and the lowest rate of inflation in
this cycle was about the same as the peak rates of inflation in
earlier cycles. Many, maybe most economic theorists today feel
that attempts to fine tune the economy contributed to both the
inflation and to the unemployment.

In summary, tax cuts should be designed with primary attention
to their long-term effects as has been very effectively pointed out
by the Joint Economic Committee. We do not need a tax cut today
to counter the recession because the recession will be over before
the tax cut could take hold. Only the inflationary results would
Jinger on. But we do need to cut Fyederal taxes and spending today
to help the Nation achieve better growth over the long run. The
sooner we begin, the better the results will be.

Thank you, sir.

The CHAIRMAN. Thank you, Mr. McKinney.

Now let’s hear from Mr. Cirona, United States League of Savings
Associations.

STATEMENT OF JAMES M. CIRONA, UNITED STATES LEAGUE
OF SAVINGS ASSOCIATIONS

Mr. CiroNA. Mr. Chairman, my name is James M. Cirona. I am
president of First Federal Savings & Loan Association of Rochester,
N.Y., and appear today on behalf of the United States League of
Savings Associations. -

My recommendations would provide greater equity in our tax
laws by redressing the tax bias against savings. As Dr. Feldstein
testified on Friday, tax changes today need not necessarily rekindle
inflation. Instead you have this opportunity to undertake a funda-
mental restructuring with emphasis on stimulating savings and
capital formation.

One reason that Americans save less than our industrialized
competitors is that our tax laws impose a heavy burden on interest
earned. The members of this committee took an important first
step toward correcting this penalty on thrift by providing the $400
exclusion of interest and dividends, an opportunity which will only
be available to taxpayers in 1981 and 1982,

We strongly recommend that you make this a permanent fixture
of the Tax Code.

Beyond that recommendation, we have examined a broad variety
of Xroposals for stimulating savings. We find two—the universal
IRA, and incentives to reinvest—of special merit. We would recom-
mend that you expand and update the IRA program in three
important ways.

irst, permit individuals to establish a separate IRA, even if
covered by existing qualified pension plans, or in the alternative
permit workers in qualified plans to deduct their contributions.

Second, provide full, rather than limited and supplementary cov-
erage for the unemployed spouse.

ird, raise the annual contribution level set in 1974.
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The second major incentive we commend to your attention is a
tax deferred rollover for reinvested interest on deposits. This rein-
vested saving incentive would allow depositors to take full advan-
tage of compound interest, like the universal 1RA, encouraging
savers to leave funds on deposit.

It would encourage systematic annual contributions, thus provid-
ing a stable flow of funds to institutions like our own which spe-
cialize in long-term mortgage loans for homeownership.

The universal IRA and the reinvested saving intensive would
contribute mightily to a rejuvenation of our Nation’s savings base,
thus providing the capital to build and buy the houses, modernize
the plant and equipment, and provide the jobs for a sound, nonin-
flationary economic future.

I thank you for this. opportunity to present our views, and look
forward to your questions, Mr. Chairman.

Thank you very much.

The CHAIRMAN. Thank you.

Now, let’s hear from Mr. John C. Fuchs.

STATEMENT OF JOHN C. FUCHS, JR., NATIONAL SAVINGS AND
LOAN LEAGUE

Mr. Fuchs. Mr. Chairman, I am John C. Fuchs, president of
Continental Savings & Loan Association, New Orleans, La., and
one of your happy constituents, by the way.

I am appearing before you on behalf of the National Savings &
Loan League. The national league is pleased to have the opportuni-
ty to participate in these hearings on tax cut proposals.

We in the savings and loans business are acutely aware of the
immensity of the task before this committee in constructing a tax
package that will meet the needs of the current recessionary eco-
nomic environment, and provide long-range benefits without stimu-
lating further inflation.

I would like today to focus on the question of increasing incen-
tives for savings and investments. That such incentives are needed
can hardly be in doubt. -

One such savings incentive that can be built into an already
existing structure is the modification and expansion of the individ-
ual retirement account. The IRA contribution amount should be
increased. Eligibility should be increased to all wage earners re-
gardless of participation in a qualified pension plan. The spousal
account should be modified accordingly.

Broadening of IRA’s would serve two pressing social needs. First,
this action would be a useful weapon in countering inflation by
encouraging additional savings, instead of consumption.

Second, the use of techniques would widen the options to the
consumers in saving for retirement, and provide a positive incen-
tive for people to plan ahead during the income-producing years to
assure security in retirement.

The funds in an IRA represent longer term funds that can be
used effectively to invest in housing, plant, and equipment to build
our productive capacity. Since taxation of these funds is deferred
father eghan exempted, the ultimate revenue loss to the Treasury is
essened.

L2
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Further, the modified IRA represents a more efficient, less infla-
tionary tax cut than substantial individual tax cuts.

There are a number of bills before this committee that propose
modification of IRA’s. Many of these have been sponsored by mem-
bers of this committee. Representative Gibbons has encouraged the
House Ways and Means Committee to change the IRA deduction to
a credit, expand the amount that can be contributed, and eliminate
existing eligibility rules.

While the national league does not have a specific approach to
present here today, we will be happy to work with this committee
to develop a practical, viable IRA. Any approach adopted, however,
should at least include higher ceilings on the tax deductible
amount that can be contributed, elimination of current eligibility
requirements which exclude those persons participating in a quali-
fied retirement plan, and provide ceilings and expanded eligibility
for spousal IRA accounts.

The national league also would urge expansion of the tax incen-
tive for savings authorized in Public Law 96-223, which provides
for an exemption of $200 or $400 for a joint return on interest on
dividends earned. While this action was definitely a step in the
right direction of encouraging savings and providing equity for the
small saver, and we commend this committee and the Congress for
their foresight in providing this exemption, such incentive should
be expanded to be more effective.

It is imperative that we stop the disastrous decline in the rate of
personal saving. For this reason, we urge the Congress to act to
provide further relief from taxation on interest earned on savings.

We would also like to call to the committee’s attention a number
of tax provisions affecting savings and loan associations outlined in
our formal statement which are in need of revision and change.

While we recognize that it may not be possible to include all of
these in the tax bill enacted this year, we would hope that the
committee would give consideration to these means of increasing
the flow of funds to the mortgage market.

Ve are aware that Secretary Miller has urged the Congress to
postpone action on the tax cut until after the election. However,
the housing and automobile industries are in a serious depreci-
ation. Unemployment levels are rising to unacceptable levels. Pro-
ductivity, investment, and savings have fallen to lower and lower
levels. The tax burdens facing individuals will reach new highs in
January 1981.

Now is the time to develop a long-range plan to stimulate invest-
ment, savings, and tax relief for individuals, so that we may move
forward to a more vigorous and stable economic environment.

As to the exact time, and as to when the tax cut should be
effective, there is still substantial disagreement among tax and
economic experts. We don’t profess to be any more expert than
they are on the timing of a tax cut. Qur primary concern is the
composition of the proposed cut.

If there is to be a tax bill this year, we hope that you will include
in such a bill an exemption of the IRA, and increased incentives
for savings, so that we may generate the capital that would be
needed for housing, plant, and equipment investment in the 1980’s.

\ -
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We appreciate the opportunity to present the National League’s
views on this important matter. I will be happy to answer any
questions you may have.

The Chairman. Thank you very much, Mr. Fuchs.

Your full text will be inserted in the record. I think that it is
very interesting and enlightening. I think that it will help all of us.

Now, let's hear from Mr. Charles A. Pearce from the Natinnal
Association of Mutual Savings Banks.

STATEMENT OF CHARLES A. PEARCE, NATIONAL ASSOCIATION
OF MUTUAL SAVINGS BANKS

Mr. PEarCE. Mr. Chairman, my name is Charles A. Pearce. I am
chairman of the Committee on Federal Legislation of the National
Association of Mutual Savings Banks, and president of the Quincy
Savings Banks in Massachusetts. [ appreciate the opportunity to
present the views of the mutual savings bank industry. My state-
ment will concentrate on the critically important need for in-
creased tax incentives for individual savings. -

Legislation to provide tax incentives for savings is vitally needed
on many grounds. Such action would help correct the antisaver
bias persisting in our tax law. It would provide increased rewards
to our savers. It would stimulate our Nation’s perilously low saving
rate.

As a result, it would encourage increased investment and produc-
tivity growth in the economy, and thereby contribute importantly
to the longrun battle against inflation.

Tax incentives for savings should, therefore, be a major element
in any tax reduction package adopted by the Congress in the cur-
rent environment. Inflation continues to be one of the most serious
threats confronting our Nation.

Tax reduction legislation must, therefore, be framed with a view
of providing major stimulus ‘o savings, capital formation, and real
economic growth. Otherwise, a inajor reduction in taxation at this

-}ime would greatly aggravate our already serious inflation prob-
em.

In this regard, it is evident that support for tax relief is mount-
ing. Support is being generated by the effect of inflation in pushing
taxpayers into the higher brackets, by the scheduled rire in social
security taxes, and by the impact of the economic recessicn. This
situation provides a golden opportunity to tailor tax relief t- the
critical longrun need to promote noninflationary economic growth.

Our industry has long supported savings tax incentives. In line
with that position, we strongly supported the $200 to $400 tax
exclusion for interest and dividends which was enacted earlier this
year.

We believe that this provision should be made permanent. The

-$200 to $400 exclusion is a useful first step in addressing the need
for equity for the small saver. But it remains only a first step,
which should be followed by additional tax action_to encourage
increased savings and capital formation.

This can best be achieved, we believe, by extending the highly
successful individual retirement account program. Thus we strong-
ly support an increase in allowable contributions and an expansion
of coverage to taxpayers not now eligible for IRA’s.

§5-969 0 - 80 - 10 (pt.3)
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The result would be a broadly based, long-term tax deferral
provision available generally to all individual taxpayers—I empha-
size the word “all.” Such a tax deferral incentive would have a
continuing economic impact over the long run, and would tend to
stimulate new savings rather than rewarding past savings.

Therefore, it would be ideally suited to the objective of increased
longrun, noninflationary economic growth, and the tax deferral
feature would permit the Treasury to recover part of its initial
revenue losses, even aside from the increased tax revenue resulting
from more rapid real economic growth.

We are pleased that Senator Bentsen has proposed legislation, S.
557, havir:z the same broad purpose sought by our industry, a long-
term tax deferral provision which would clearly help individuals
provide for their retirement needs. This could significantly relieve
the mounting pressures on the social security system.

In addition to retirement, other basic thrift purposes could also
be served by such a long-tetm tax incentive. In our full statement
we offer more detailed recommendations to achieve this objective.

Mr. Chairman, I hope that these comments will be helpful to-the
committee as you consider these critical issues. I will be happy to
answer any questions you may have at this time.

The CHAIRMAN. Thank you very much for your statements, gen-
tlemen. I will see that they are printed in full in the record. I find
them most helpful. Thank you. .

[The prepared statements of the preceding panel follow:]
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Summary Statement of

Georya W. McKinney, Jr.
on behalf of
the American Bankers Association
on
Federal Tax Reductions
before the
Committee on Finance
United States Senate

July 29, 1980

We believe that any tax reduction should meet three criteria. Specifically,

any tax cut should be matched by a reduction in expenditures sufficient to

prevent an increase in the Federal deficit; the reduction should be designed

to encourage savings, investment, technological advances, and innovative

activity rather than consumption; and the cut should be a permanent one and not a

temporary anti-recession measure. Such a tax cut would not add to inflation in

the short run. Indeed a tax cut that meets all of those criteria would be an

important step in our long run fight against inflation. We believe such a tax cut

should be implemented as soon as possible while there is some slack in the economy

because of our short run unemployment problem. In addition, delaying a tax cut

that provides increased incentives for capital investment could lead to a

reduction in economic activity as business delays capital spending to gain any

benefits that might be included in the tax cut.



1206

Statement of
George W. McKinney, Jr.
on behalf of
the American Bankers Association
on
Federal Tax Reductions
before the
Conmittee on Finance
United States Senate

July 29, 1980

Mr. Chairman aund members of the Committee, I am George W. McKinney, Jr.,
Senior Vice President of the Irving Trust Company and a member of the Eco-
nomic Advisory Committee of the American Bankers Association. The membership
of our Association f{ncludes more than 13,100 full service banks -~ over 90 7
percent of the nation's total. This includes over 12,000 conmun;ty banks
with deposits of $100 million or less. The Economic Advisory Committee i8 a
group of senior bank economists from banks across the country who advise the
Anerican Bankers Association on economic matters. This group met just two
veeks ago and had an extensive discussion of the economic aspects of a tax
cut. My remarks this ﬁorning are based on that discussion.

We appreciate this opportunity to express our views on a possible tax
cut. We believe that there 1s a continuing need to restrain Federal taxing
and spending. Because of today's short-run uneaployment problem, this {s a
good time to:act- It 18 critically important, though, to design any changes
s0 as to lessen, certainly not to inteunsify, the long-run inflation problem

vhich we feel continues to be the most serious threat to the economic
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well being of the American people. While the rate of inflation has subsided
from the levels experienced during the earlier part of the year, it far
exceeds the level that existed i{n the comparable stage of the last business
cycle. In its recently released Mid-Session Review of the 1981 Budget, the
Office of Management and Budget predicted that inflation as measured by the
CPI would be about 122 in 1980 and slightly over 10X in 198l. During each
successive business cycle since the early 1960s the rate of inflation has
exceeded the rate at the comparable stage of the preceeding cycle. A con-
tinuation of this pattern poses a grave threat to the stability of our
society.

The timing of such a tax cut involves several political questions that
have been widely debated. I will restrict ay remarks to the economics of the
tax cut. We believe a properly designed tax cut, that meets the criteria we
present below, would be beneficial and should be implemented before January 1,
1980. A tax cut that does not meet these criteris should not be {mplemented.
A poorly designed tax cut presents a serious risk of increasing inflationary
pressures during the expansion phase of the business cycle. Since we are in
the recession phase, a tax cut that meets our criteria should be implemented
as soon as possible. Delaying a tax cut that provides incentives for capital
investment could lead to a reduction in investment as business postpones
capital spending to gain the benefits of any tax reductions. Moreover, any
tax cut vhich meets the criteris described below will help deal with some of
the long run structural problems i{in our economy. Because of the critical
nature of tgeuc problens, it is fmportant that we move rapidly to deal with
then.

The criteria which we belfeve to be essential in evaluating the various

tax cut proposals are as follows:
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Criterion 1
Any tax reduction should be matched by a reduction in goverament
expenditures sufficjient to prevent enlargement of the Federal deficit.

Tax legislation that increases the Federal deficigynnd results in addi-
tional fiscal stimulus is now inappropriate for two reasons. FPFirst, the
current afze of the Federal deficit suggests that fiscal policy is already
quite stimulative. Second, the operation of so-called automatic stabilizers
such ap unemployment insurance will increase the Federal deficit as economic
activity declines. For'example. Federal expenditures on unemployment fnsur-
ance will increase by about $5-7 billion for each percentage point increase
in the unemployment rate. The additfonal fiscal stimulus resulting from these
programs will ameliorate the current slowdown, and tax-cuts that enlarge the
Federal deficit should be avoided. 1In the long run price stability can be
achieved only if the nation counsistently follows fiscal and monetary policies
of moderation.

Some economists have argued that a cut in tax rates could actually in-
crease tax revenues and reduce tne deficit by stimulating i{nvestment and
productive activity. We would agree that a properly structured reduction in
tax rates could ultimately bring about a significant increase in savings,
investment, and productive activity. However, we do not believe, in the
short run, such incentives could boost i{ncomes and the tax base enough to
offaet the reduction in rates, so the size of the deficit would necessarily
increase unless other offsetting actions were taken.

Tax legislation that increases the size of the Federal deficit would
tend to aggravate our already serious inflation problems in several ways.

It would lncréase agiregate demand by increasing disposable iacome. An
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increase fn the Federal deficit would also bring pressure on the Federal
Reserve to allow the money supply to grow more rapidly in order to make it
easier for the Treasury to finance the larger deficit. Finally, and perhaps
most importantly, tax legislation that resulted in a larger Federal deficit
could be interpreted, perhaps appropriately, as an abandonment of our anti-
inflation battle. This would result in weakness in the dollar abrondband
would aggravate inflationary expectations domestically.

We believe that Federal expenditures can be restrained sufficiently to
allow a reduction in taxes without expanding the Federal deficit. Even if
the Congress determines that defense expenditures must be increased, we
believe that there {s room for cutting total expenditures. In Fetruary the
COng?eusional Budget Office released an analysis of over 70 different budget
cuts under several different strategies. We appreciate the political diffi-
culty of deciding which of these cuts to make: however, such cuts are neces-
sary to prevent aggravating our serious inflation probleams and to limit the

growth of government expenditures as a perceat of total output of the economy.
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Criterion 2 :
Any tax cut should be designed to encourage savings, investaent,
technological advance, and innovation rather than consumption.

Increased capital investment, technological advances, and innovation are
highly effective ways to {ncrease labor productivity. Increased labor produc-
tivity is the only way to generate real wage gains and & higher standard of
li{ving. Without such productivity gains, workers' demands for higher wages
wmust be passed on in the form of higher prices, generating inflatfom without
any increase in living standards. The poor performance of productivity in
receant years has been well documented. Ome of the most promising approaches
to improving productivity ia to encourage additionsl capital investment by
reducing the bias against savings and investment in our tax structure. This
bias can be teducea or eliminated and additional capital {nvestmeat en-
couraged efther by direct incentives for additional capital expenditures or
by inceatives for additioual savings. Incentives for additional savings will
provide a larger pool of funds for capital {nvestment.

The bias against savings and investment ip our tax code takes several
forms. During periods of inflation nominal corporate profits tend to rise
because depreciation is based on historical cost rather than replacement
costs. These nominal gains are taxed as profits even though in real terms
they may be losses. Inflation also produces nominal capital gains in securi-
ties which are taxed as capital gains when, in real terus, they may be losses.
Inflation also leads to excessively high interest rates, because lenders seek
to obtain {nflation premiums in their debt contracts merely to offset the

decline in the purchasing power of the dollar. Yet the interest retura
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eabodied in these premiums {s taxed in the same ways as income which increases
one's coumand over real resources.

Another important source of bias against -avinéa and fnvestzment structure
is the double taxation of corporate dividends. Corporate profits are taxed at
the corporate level and then dividende paid out of these profits are subject
to personal income taxes. Tﬂia means that some productive investments are
taxcd twice while returns to appreciation of gold and similar unproductive
investments are taxed only once. An equally important problem is the extent
to wvhich the government relies on corporate and personal income tasz struc-
tures which deter savings. If these are major sources of reveaue, 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.

Criterion 3
Any tax cut should be permanent and not a temporary anti-recession
measure.

Temporary tax cuts will not produce the incentives to increase savings
and investment that are necessary to deal with our long-run inflatfion
problem. Many capital investments, particularly the most productive ones,
involve long pay-back periods. Thus, investors will respond to increased
incentives for capital investment only if they are convinced that such incen-
tives will remain in existence for a long time.

Some proponents of a tax cut have pointed to tha recent {ncreascs in
the uneuploxnent rate to jfustify such a cut. We do not believe that a
tax cut that increases fiscal stimulus without addressiug some of the under-

lying structural problems in the economy is likely to be an effective way to
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deal with the current unemployment problem. For example, one of the sectors
in whick the unemployment problem is most severe - the auto induetry - is
facing & long tera structural adjustment problem resultfng from the rise in
the relative cost of energy. Additional fiscal stimulus would be of 1little
1f any help in dealing with the problems of this sector. The most efficient
way to put auto workers back to work is to enact policies that generate the
capital needed to retuol the auto industry to produce the types of cars
demanded in today's energy environment.

Structural shifts in labor markets in recent years may also limit the
extent to which additional fiscal stimulus can reduce the unemployment rate.
Part of the rise in the uneaployment rate during the 1570s was the result
of the tremendous increase in the number of workers just entering the labor
force. These new workers traditionally have much higher rates of unemployment
until they have been in the labor force for some time. One would expect
unemploywent to show a gradual downward trend in the future as these new -
workers galn experience and establish their own csreers. Mcasures other than
the unemployment rate tend to show that the economy has been rather successful
in absorbing the tremendous growth in the work force that occurred during
the 1970s. Even with the reductions in employment during receat months,
total employment as a percentage of the civilian work age population stands
well above the levels experienced 10 to 15 years ago when uneaployment
rates were much lower.

Even in the absence of these structural problems, history shows that
aati-recellion tax cuts often do more harm than good. Because of the lags

involved in recognizing a recession and in enacting a tax cut, and the time
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needed for a tax cut to have some impact, the effect of a counter-cyclical
tax cut often comes after the recession is over and aggrivaten the
inflationary pressures that occur during the upswing of the business cycle.
If the current recession is of avernge>é§rntion, a tax cut taking effect on
January 1, 1981 will come during the early part of the recovery. Thus, a tax
cut vhich enlarges the Federal deficit and fails to deal with the underlying
structural problems of the economy may only complicate the inflation problem.
These lags are less of a problem with the so called automatic stabilizers
which automatically increase in size when the economy is declining and also
automatically decline in size when the economy is expanding.

The three criteria are described above in substantial agreement with the
ccnclusions of the bipartisan Joint Economic Committee of the U. S. Congress
as set forth in their 1980 Joint Economic Report. In that Report, the Com-
mittee stated in part:

«vsssthere is need for a shift in the focus of monetary and
fiacal policies away from short~run crisis containment toward
steady long-term economic growth.....Long term policies
should have a two-fold aim. PFirst they should promote

growth at rates that are in line with the economy's actual
potential for noninflationary real growth. Second, they
should be structured to encourage an increase in these
potential growth rates for the future.

The fact that majority and minority members of the Comaittee endorsed this
Report, illustrates the widespread agreement on this approach.
Guided by these criteris we would like to briefly discuss several tax

propos;la that have recently been the subject of public discussion.

Reduction in Personal Tax Rates
We do not believe that personal taxes should be the primary focus of any

current tax reduction because other types of reductions will provide greater
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incentives for savings and investment per dollar of lost tax revenue. How-
ever, a reduction in personal tax rates might be included as part of s
package of other tax cuts to help offset the rise in personal fncome tax
receipts as a percentage of personal income that has resulted from inflation
steadily pushing taxpayers into higher msrginal tax brackets.

Accelerated Depreciation, Investment Tax Credits,

Reductions in Corporate Tax Rates, Elimination of

the Double Taxation of Corporate Dividends,
Deductions for Dividend Reinvestment Plans

We believe that these types of tax reductions will provide substantial
and enduring incentives to increase capital investment, accelerate produc—
tivity growth, and contribute meaningfully towards solving the long run
inflation problem. Thus, we feel that ene or more of the tax cuts in this
class should be the centerpiece of any current tax reduction. Any of these
measures, would strengthen the economy and enhance real growth.

Objections are occasionally made to tax cuts of this kind on grounds
that the fommediate beneficlaries are corporations or their stockholders.
However, the ultimate diatg}bution of benefits resulting from a tax cut often
diverges considerably from the immediate distridution of tax savings. Tax
reductions of the type described above result in increased savings and in-
vestment that produce new jobs and benefit those that receive no direct
reduction in their taxes. Further, a good part of the burden of corporate
taxes ultimately falls on those who buy the goods and services businesses
produce.

Tax Deferral for Savings, Partial Exeaption
of Certain Types of Intereat Income

We believe that these types of measures will help reduce the bias

against savings in our tax system. Thus, we would also prefer these types
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of measures to reductions in the personal income tax rates. One example
of this approach is an extension of the tax treatment of investments in
IRA accounts to all savers rather than confining it to persons not covered
;y other retirement plans. Even less sweeping changes such as asllowing
depository institutions to issue long term investments on which tax on the
interest income is deferred until maturity would provide increased incen-
tives for savings. The increased savings resulting from this type of tax
reduction would encourage expansion of capital {nvestment. However, some of
this savings would be used to finance the purchase of comsumer goods and thus
this approach would probably result in a smaller increase in productive in-
vestment than the measures designed to provide direct incentives for capital
expenditures.
Conclusion _
We believe that any tax reduction should meet three criteria. Speci-
fically, any tax cut should be matched by a reduction in expenditures
sufficient to prevent an increase in the Federal deficit; the reduction
should be designed to encourage savings, investment, technological advances,
and innovative activity rather than consumption; and the cut should be a
perasnent one and not a temporary anti-recession measure. Such a tax cut
would not add to inflation in the short run. Indeed a tax cut that meets all
of those criteria would be an important step in our long run fight against
inflation. We belfeve such a tax cut should be implemented as soon as pos-
sible while there {s some slack in the economy because of our short run unem~
ployment pré‘leﬂ. In addition, delaying a tax cut that provides increased
{incentives for capital investment could lead to l'reduction in econouic
Vactlvlty as business delays capitsl spending to gain any benefits that might

be fncluded in the tax cut.
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STATEMENT OF JAMES M. CIRONA
On Behalf of the U, S. League-of Savings Associations
To the Senate Committee on Finance
July 29, 1980

MR. CHAIRMAN :

My name is James M. Cirona. | am President of First Federal Savings and
Loan Associatlo’r’-n of Rochester, New York and appear today on behalf of the
United States League of Savings Associations*, where | serve as a Member of
the Board of Directors, the Legislative Committee, and th.e Tax Analysis
Subcommittee.

The U.S. League appreciates this opportunity to present its views on the
subject of tax cuts. We cannot imagine a more timely undertaking by this
distinguished Committee and the Congress. As a spokesman for our nation's
savings and loan business, 1 will focus on recommendations to provide greater
equity in our tax laws and redress the tax bias against savings. We believe
strongly that any tax law revisions adopted by the Congress must contribute
to a sound, non-inflationary economic future for our nation.

Your Committee has received important advice on the timing and magnitude
of tax cuts generally. We were impressed, in particular, by the presentation
last Friday of Dr. Martin Feldstein of Harvard University and his discussion
of how tax changes today need not, necessarily, rekindle inflation through
expanded budget deficits. Instead, you have this opportunity to undertake a
fundamental restructuring of our tax laws with emphasis on stimulating savings

and capital formation,

*The United States League of Savings Associations (formerly the United States
Savings and Loan Leaguej has a membership of 4,450 savings and loan
associations representing 99-2/3% of the assets of the $540 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: Ed Brooks, President, Richmond, VA Rollin Barnard,
Vice President, Denver, CO; Lloyd Bowles, Legislative Chairman, Dallas, TX;
William O'Connell, Executive Vice President, Chicago, IL; Arthur Edgeworth,
Director-Washington Operations; and Glen Troop, Legislative Director. League
headquarters are at 111 E. Wacker Dr., Chicago, IL 60601; and the Washington
office Is located at 1709 New York Ave., NW, Washington, DC 20006:

(202) 637-8900.
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As the Committee knows, the savings and loan busjness and home finance
are among the first to falter when inflation accelerates and interest rates climb,
Once again in 1979-80, the flow of funds to our thrift institutions, and then
credit for the ﬁ:wslng market in general, has collapsed in predictable fashion ...
an alt too visible casualty of inflationary excess. Tax Incentives which build
our productive base can help avert a repetition of this dismal, and unnecessary;,
cycle.,

The International Union of Building Societies and Savings Associations
recently published a study of personal savings in industrialized nations. [t
confirmed earlier reports that the savings rate in the United States is lower than
that of its industrial competitors. For the past decade, Americans saved at an
annual average of only 6.6% of disposable income; as inflation acceler‘aled, the
personal savings rate deteriorated to only #.9% in 1978 and 3.5% last year. By
contrast, the decade-long average was 18.5% in Japan, 17.2% in France, 15.3%
in West Germany and 12.3% in England.

One reason that Americans save less than other people is inflation. Saving
today for tomorrow's needs is unappealing when the return on savings can't
keep pace with the inflated costs of tomorrow's goods and services.

The overriding reason, however, is that our tax laws impose a heavy burden on
interest earned on savings. In Japan, for example, the first $5,000 in savings
interest is tax-free; in many South American countries all interest is tax-exemnt.

In Ylest Germany and France, families with systematic, long-term savings plans
receive boruses from the Government as well as tax incentives.

The Members of this Committee took an important first step for correcting
the tax penalty on savings by amending the windfali profits leaislation earlier
this year to provide for a $200/$300 exclusion for interest and dividends from
domestic sources. Unfortunately, the Conference on that bill (now P.L. 96-223)

restricted the availability of this incentive to calendar years 1981 and 1982.
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At a minimum, we recommend strongly that your Committee make the $200/$400

exclusion a permanent fixture of our tax ccde.

Beyond that recommendation, the special U.S. League Subcommittee on which
| serve has examined a broad variety of broposals" for stimulating savings
through tax code revisions. We find two -- the "universal IRA" and incentives
to "reinvest" -- of especial merit.

The decision of Congress in 1974 to expand the Keogh Plan approach to
provide an Individual Retirement Account for those not in qualified pension proqrams
opened an important new source of funds for depository institutions. IRA accounts
permit some wage-earners to deduct $1,500 annually (or $1,750 in a joint account
with an unemployed spouse) as part of their tax planning, with taxation of
contributions and ear‘ings postponed until retirement years. This self-help
incentive obviously relieves the potential burden on our Soclal Security and
Railroad Retirement systems, while helping to compensate for the inequiiles
imposed on retirement security by unanticipated inflation.

We would recommend strongly that the Congress expand the {RA program

in three ways:

#- Permit individuals to establish a separate IRA even if they are covered
by existing qualified pension plans where they work; or, in the alternative,
permit workers in qualified plans to receive a tax deduction for contributions

made to existing company programs;

**A detailed statement presented to the House Ways and Means Committee on
January 29, 1980 examines other possibilities: exclusions, credits, other
types of deferrals, taxing interest on a separate and progressive rate
schedule; all would stimulate savings and we would be pleased to provide
that commentary on request.
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#- Provide full, rather than limited and supplementary, coverage for the
non-employed spouse based upon the earnings of the family wage-earner;

#- Raise the annual contribution levels for which deductions are available
beyond the $1,§00/$1,750 1imits now applicable.

. In our analysis, these "universal IRA" changes are particularly effective

in building the personal savings base. They provide a potent incentive to
increase the nation’s net new savings because of the'wlde range of eligible taxpayers.
They also provide the greatest increase in long-term savings of any tax incentive

plan we have studied since they encourage systematic, annual con\ributionsgé'

while locking-in funds until age 59-1/2. Like other deferral approaches, the
funds invested in IRAs do not "escape" taxation fully -- though beneficiaries are
generally taxed in years when lower tax brackets apply.

The appeal of the "universal IRA" is somewhat diminished for those taxpayers
in their early wage-earning yearsr. .. their 20s and 30s ... because of the demands
on family resources and the severity of penalties for withdrawal of funds before
retirement, In recognition of this problem, the Committee might consider this
further refinement: a one-time privilege to withdraw a portion of IRA funds prior
to age 59-1/2 without penalty subject, of course, to reasonable limits.

The second major tax incentive for savings we commend for your attention

is a tax-deferred rollover for reinvested interest on savings accounts. (This

could be applied to reinvested interest from other sources or relnvésted
dividends from stock, as well,)

Such an incentive would encourage longer-term, systematic savings. As
long-term mortgage lenders, such deposits are particularly appropriate for savings
and loan associations -- though we are not suoggesting that the tax break be limited
to our depositors. The "reinvested savings" incentive would allow savers to take

full advantage of the compound interaest oa the income earned from most savings

65-969 O - 80 ~ 11 (pt.3)
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accounts by removing the increased tax bite which now diminishes the effectiveness
of such accumulations. It would also allow savers to manage their investments
to a greater degree than is possible, say, under the IRA/Keogh savings plans.
Again, the ultifn'ale impact on Federal revenues is lessened since taxes are
deferred, not excused.

The universal IRA and an incentive for leaving funds on depasit would
contribute mightily to lreluvenatlng our nation's savings base -- thus providing
the capital to build the houses (and we are entering a decade of unprecedented
housing demand), mouernize and expand the plant and equipment tto permit us to
compete with our partners abroad), and provide the jobs for a sound, non-
Iinflationary economic future.

Before concluding, we would like to mention two additional items within the
jurisdiction of your Committee.

Thus far, 1980 has been an extremely difflcuit year for savings and loan
assoclations. Savings costs skyrocketed -- reaching 15.7% in March on our
popular Money Market Certificates -- while tending volume dried up due to high
interest rates. The return on assoclations assets, burdened by portfolios of
home loans made years ago at subpar rates, has not kept pace with the rates
which must be offered to attract the public's savings. For the second quarter,
the Federal Home Loan Bank Board Chairman has estimated that as many as 80% of
our institutions could have operated at a loss. (Furthermore, the improvement
anticipated from falling rates in recent months was frustrated wken the Depository
Institutions Der.egulatlon Committee on May 28 ralsed rate ceilings and restructured
the rate pattern for the most popular accounts.} It is apparent that a significant
number of savings and loan associations will experience losses for the entire

year even if general economic conditioris improve.
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Over the repeated objections of the U.S. League, the Treasury Department
adopted a novel and unjustified regulation (initially in May, 1978, with
modification in May, 1979) severely inhibiting our ability to carry back losses
to offset taxes ';aid in prior years. The rule holds that when a net operating
loss of an S&L is carried back from a year beginning in 1979 or later, the taxable
income base for computation of the bad debt reserve {customarily used by savings
associations) must be recomputed and reduced by the amount of the loss carried
back. As a result, any tax refund resulting from carrying back such loss Is
diminished by about 40 percent. Our organization has met further with the IRS
and the Treasury Department in 1980 on this regulatory action -- but to no avail.

As a consequence, we have no recourse but to ask the (;ongress to correct
by statute the final regulations issued by the IRS on May 18, 1978 which restrict
unnecessarily the availability of loss carrybacks for thrift institutions victimized
by the rampant inflation and high interest rates of recent years. (The draft
of a remedial amendment is attached to this testimony.}

On another matter of a somewhat technical nature, this Congress approved
in March the Depository Institutions Deregulation and Monetary Control Act
(P.L. 96-221). Title IV of that legislation broadens the investment opportunities
for federally-chartered savings and loan associations to help them prepare for
the eventual deregulation of the savings markets and to enable them to broaden
their investment mix to include assets which adjust more readily to inflationary
periods.

While these changes in the "banking" laws are welcome, they are of limited
utility unless corresponding changes are made in the definitional sections of
the internal Revenue Code which apply to "domestic building and loan associations”.
The current law requires that 82 percent of investments consist of "qualifying

real property loans" if S¢Ls are to fully utilize their permitted tax treatment.
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We would recommend that list of qualifying investments reflect the changes of
P.L. 96~221 and that the applicable percentage be lowered to 72% -- a level, by
the way, which currently applies to another type of housing-specialized thrift
institution, th{mutual savings bank.

This concludes the testimony of the U.S. League. To repeat, we strongly
urge that any tax cuts adopted by the Committee emphasize the restructuring
needed to restore our nation's savings. In this regard, we recommend that the
$200/$400 tax exclusion become a permanent part of our tax laws, and that the
Congress authorize tax-deferred opportunities through "universal {RA" and
Yreinvested savings" incentives. Finally, we call upon your Committee to correct
an unjustified ruling of the IRS concerning |oss-ca}rybacks and to modify the
savings and loan definition to conform with the broadened investment purposes
adopted as part of P,L. 96-221,

i thank you for this opportunity to present our views and look forward to

your questions.

Attachment A .-

To amend the Internal Revenue Code of 1954 to reaffirm the intent of Congress
respecting certain tax incidents of Section 593 institutions.

Be it enacted by the Senate and House of Representatives of the United
States of America in Congress assembled,

Section 593(b)(2){E), "Reserves for Losses on Luans", of the Internal Revenue

Code is amended by adding a new subdivision (vil) to read as follows:

"(vii) without regard to any net operating loss carryback."
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Testimony of

John C. Fuchs, Jr.

on behalf of the

National Savings and Loan League
On Tax Cut Proposals
before the
Finance Committee of the U,S. Senate

July 29, 1980

Mr. Chairman, Members of the Committee, I am John C.
Fuchs, Jr., President of Continental Savings and Loan Associ-
ation of New Orleans, Louisiana. I am appearing before you
today as Finance Chairman of the National Savings and Loan
League, whose views I represent.

The National League is pleased to have the opportunity
to participate in these hearings on tax cut proposals. We
in the savings and loan business are acutely aware of the
immensity of the task before this Committee in constructing
a tax package that will meet the needs of the current
recessionary economic environment and provide long-range
benefits without stimulating further inflation.

The ultimate goal before you is to take steps that will
lead to economic vitality and real economic growth., These
steps include a reduction in the growth of federal spending,
a reduction in the onerous tax burden facing both indi-
viduals and business, and creation of incentives for savings
and investment necessary to allow for increased production,
A comprehensive plan encompassing all of the above factors
is a necessity if we as a nation are to regain our place as
a strong productive competitor in the world market and if we
a;ehto provide an adequate standard of living for our people
a ome.

I would 1like today to focus on the question of increas-
ing incentives for saving and investments. That such
incentives are needed can hardly be in doubt.

During the fourth quarter of 1979, the rate of personal
savings in the United States fell to a low of approximately
3.3%, the lowest percentage in thirty years. Such a savings
rate is certainly not adequate to provide capital for invest-
ment and developmsnt 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 infla-
tion. At current rising rates of inflation, people are
encouraged -to spend and consume, rather than to save, It is



1224

perceived as better to buy today because tomorrow the cost
of the item will be much higher., 1In addition, interest
rates on savings have not been able to keep up with in-
flation. 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. Commerce Department figures show that while
overall income increased in 1979, taxes rose at a faster
rate (15.8%), depressing after-tax income to an increase of
only 8.7%. The comparison of this figure with the inflation
rate graphically illustrates the problem. This problem will
be exacerbated when the new payroll taxes take effect in
Januvary 1981. The projected rise in federal taxes for 1981
is $86 billion dollars, of which $50 to $60 billion repre-
sents new taxes. This increase will even more adversely
affect the ability of the taxpayer to save and invest.

We therefore urge this Committee to include specific
incentives for saving in any tax package adopted.

Individual Retirement Accounts

One such saving jincentive that can be built on an
already existing structure is modification and expansion of
the individual retirement account. The IRA contribution
amount should be increased, eligibility should be extended
to all wage earners regardless of participation in a
qualified pension plan, and the spousal account should be
medifified accordingly.

Broadening of IRAs would serve two pressing social
needs., First, this action would be a useful weapon in
countering inflation by encouraging additional savings
instead of consumption. Secondly, the use of such tech-
niques would widen the options of the consumer in saving for
retirement and provide a positive incentive for people to
plan ahead during their income-producing years to assure
security in retirement.

It is particularly imperative that we revise the laws
in this area because of the effects of inflation on current
individual retirements plans as well as private pension
plans. While we have moved a great deal closer to the goal
of universal coverage for retirement security, inflation has
caused decreases in the adequacy of that coverage. Rises in
the cost of living have far exceeded increases in benefits
for most retirees who have private pension plans. The
rising cost of living has also decreased the value of the
$1,500 tax-deductible amount allowed under the provisions of
the Internal Revenue Code governing the IRAs. We need to
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take steps now to provide people with the necessary tools to
assure an adequate standard of living in retirement.

The unprecedented number of people who are now entering
their thirties will, in thirty years, put a severe strain on
social security and other government programs to aid older
citizens. Enactment of changes in laws on individual
retirement accounts would help to shift the economic burden
of security in retirement from the government to the private
sector and to the individual. 1In addition, IRAs bring the
assurance of immediate vesting, portability, and persounal
management of funds for retirement to the individual, which
is extremely important in our increasingly mobile society.

Expanded individual retirement accounts offer several
positive features. The retirement savings in IRAs would
increase capital formation and increase savings with rela-
tively little revenue loss. The funds in an IRA represent
longer-term funds that can be used effectively to invest in
housing, plant, and 2quipment to build our productive
capacity. Since taxation of such funds is deferred, rather
than exempted, the ultimate revenue 1loss tqo _the Treasury is
lessened.

In addition, by the encouragement of savings and invest-
ment, the modified IRA represents a more efficient, less
inflationary tax cut than substantial individual tax .cuts
while being beneficial to the consumer,

There are a number of bills before this Committee that
propcse modifications in IRAs., Many of these have been spon-
sored by members of this Committee. Representative Gibbons
has encouraged the House Ways and Means Committee to change
the IRA deduction to a credit, expand the amounts that can
be contributed, and to eliminate existing eligibility rules.
While the National League does not have a specifies approach
to present here today, we will be happy to work with this
Committee to develop a practical, viable IRA. Any approach
adopted should at least include:

° higher ceilings on the tax-deductible amount that
can be contributed

° elimination of current eligibility requirements
which exclude those persons participating in a
qualified retirement plan

[ revised ceilings and expanded eligibility for
spousal IRA accounts,
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The Appendix provides an analysis of the problems faced
by retired-individuals who must rely on savings income to -
meet day-to-day expenses. The analysis , which was authored
by Mr. Gilbert N. Roessner and Mr. Reid Nagle of City
- Federal Savings and Loan Association in Elizabeth, New
Jersey, includes reference to specific provisions of
legislation introduced in the House as H.R. 6190 and in the
Senate as S, 1925, The Savings Income for Retirement Act, I
believe the information and statistics provided in this
paper should be useful to the Committee in its deliber-
ations,

Tax Incentives for Savings

The National League also would urge the expansion of
the tax incentive for savings authorized in Public Law
96-223. P.L. 96-223 provides an exemption for $200 ($400
for joint returns) on interest or dividends earned. While
this action was certainly a step in the direction of en-
couraging savings and providing equity for the small saver
and we commend this Committee and the Congress for their
foresight in providing this exemption, such incentives
should be expanded to be more effective, It is imperative
that we stop the disastrous decline in the rate of personal
savings., For this reason, we urge the Congress to act to
expand policies that encourage savings instead of penalizing
those persons who save. Further relief from taxation on
interest earned on savings would be of substantial assis-
tance in efforts to increase thrift and decrease our alarm-
ing rate of consumption.

That tax incentives for savings do work is evidenced by
the experience of a number of industrialized nations, par-
ticularly 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 main-
tained or increased their national level of savings. For
example, the British save 13% of income 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 cycle of inflation-consumption-
low productivity-low investment-more inflation by taking a
strong policy step to encourage a higher savings rate. It
is particularly significant that these hearings are taking
place at the beginning of the '80s. I would like to take
this opportunity to relate the importance of savings to my
own professional interest--housing--in the next decade. It
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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 pro-
Jected demand for housing in the next decade is in the range
of 2.2 to 2.3 million housing units each year. There must
be increased savings to finance the building and acquisition
of homes for those people who will reach household formation
age in the coming decade, I can assure you that current tax
policies will not provide us with the savings base to meet
the demand of thesg young families seeking home financing.

Mr. Chairman, an increase in the amount of interest
earned on savings which can be excluded from taxable income
would provide equity to the 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, A survey conducted for-the Savings and Loan
Foundation found broad support for a tax exclusion on
interest earned on savings came from persons in the $10,000
to $20,000 income bracket., These are the people who need
assistance and deserve equity in the return on their
savings.

Over the several years tha;‘this issue has been dis-
cussed, 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 pro-
duce a higher rate of savings, but the experience of other
developed industrialized nations suggests that it will.
Furthermore, I submit that it is human nature to save if
savings is rewarded and not save if savings is punished or
consumption is rewarded to a greater extent.

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 Jjust as
easily argue that a $500 exclusion is more beneficial to
middle- and low-income 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. ~
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A third objection to a tax incentive for qﬁvers has
been the loss of revenue to the Treasury. While the actual
figure for such loss will vary depénding upon the increased
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 would help 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 Economic Committee stated last year in his intro-
duction of the Joint Committee's Midyear Report, Qutlook,
1980s:

"Further, it 1is emphasized if no new steps
are taken to sddress the problem of structural
unemployment, lagging capital formation and a
slowdown 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. Con-
tinuation 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.

An increased tax exemption on interest on savings is of
particular benefit to the elderly who are on fixed incomes
and who need the use of every dollar to make ends meet In
addition, it would bYe of assistance to the younger person
who i{s saving for a particular purpose such as a downpayment
on a house.

The National League would encourage this Committee to
look closely at expansion of the $200/8$400 interest/dividend
exclusion, At a minimum, the current two-year provision
should be made permanent and the exclusion raised to a mini-
mum of $500/%$1,000.

Revision of Income Tax Treatment for S&Ls

We would also like to call the Committee's attention to
a number of tax provisions affecting savings and loan associ-
ations which are in need of revision and change. While we
recognize that it may not be possible to include all of
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these in a tax bill enacted this year, we would hope that
the Committee will give consideration to these as a means of
increasing the flow of funds to the mortgage market.

Institute a Mortgage Interest Tax Credit as a
substitute for the bad debt allowance under current
law. The credit would be available to all
financial institutions and would provide a credit
against income tax equal to a specified percentage
of interest received or accrued during a taxable
year from qualified mortgage investments. This
credit, unlike the bad debt allowance, provides the
greatest benefits when mortgage funds are most
needed, thereby helping to smooth the cyclical
supply pattern of these funds. The credit is also
directly related to the social purpose--housing
finance--which it is designed to achieve.

Elimination of the bad debt allowance as a
preference item suject to minimum tax. This would
remove the current penalty against savings and
loans when reserves are increased. Build-up of
reserves should not be penalized because they are
needed for sound operation of savings and loans,.

Elimination of the IRS regulation on operating loss
carry=-back in 1979 or later. The IRS adopted this
regulation in 1979 requiring recomputation and
reduction of the bad debt reserve when a net oper-
ating loss is carried back from a year beginning in
1979 or later. This reduces the tax refund result-
ing from any such loss carry-back and, therefore,
decreases the funds thatican be used for mortgages.

Extend full investment credit to savings and loans.
Most businesses are allowed a credit equal to 10%
of the cost of certain depreciable property against
the first $25,000 of tax liability and 60% of the
liability in excess of $25,000. For savings and
loans this credit is reduced by half. Savings and
loans should receive equal tax treatment with other
businesses.

Revision of IRS regulations on consolidated returns
of savings and loans. IRS regulations require a
pro rata reduction of the bad debt deduction ¢f a
savings and loan association included in a consoli-
dated return of an affiliated group if any other
member of the group has a loss. Prior to this
regulatory amendment, adopted in 1979, a savings
and loan association’'s bad debt deduction was based
on its own separate taxable income and not that of
the consolidated group.
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Conclusion

We are aware that Secretary of the Treasury Miller has
urged the Congress to postpone action on a tax cut until
after the election. However, the housing and automobile
industries are in a serious depression. Unemployment levels

~are rising to unacceptable limits. Productivity, invest-
ment, and savings have fallen to lower and lower levels.
The tax burden faced in individuals will reach new highs in
January 1981, Now is the time to develop a long-range plan
to stimulate investment, savings, and tax relief for individs
uals so that we may move forward to a more vigorous and
stable economic environment. As for the exact timing as to
when the tax cuts should be effective, there is still sub-
stantial disagreement among tax and economic experts. We
don't profess to be any more expert than they are on the
timing of a tax cut; our primary concern is the composition
of any proposed cut.

If there is to be a tax bill this year, we hope that
you will include in such a bill expansion of the IRA and
increased incentives for savings so that we may generate the
capital that will be needed for housing, plant, and equip-
ment investment in the 1980s.

I appreciate this opportunity to present the National
League's views on this important matter. I will be happy to
°nswer any questions you may have.
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APPENDIX

By Gilbert G. Roessner and Reid Nagle

----------------------------------------

SAVINGS-OF -INCOME-FOR-RETIREMENT ACCOUNTS

A Proposal to Encourage Personal Saving for Retirement and
to Provide Resources for Capital Formation

1. RETIREMENT SECURITY

History. Early retirement systems in this country were largely in-
formal with most assurances of retirement security coming from a family
arrangement. Formal plans were difficult to join and frequently offered
no guarantee of certainty and adequacy of benefits. Certainty refers

to the liklihood of receiving benefits at retirement and adequacy
implies the ability to maintain close-to-retirement standard of living
for all beneficiaries.

A major social accomplishment in the forty years since the end of the
Great Depression has been the establishment of a network of public and
private programs which assures that nearly all Americans, upon entering
old age, will receive some form of retirement security. A combination
of private pension plans, government pension plans, and social security
extends service-related coverage to nearly every worker; in addition,
for those whose benefits under these programs fall below the poverty
line, supplemental security income (SSI) was instituted in 1974 to
guarantee a minimal standard of 1iving for elderly Americans.

The Employees Retirement Income Security Act of 1974 (ERISA) brought
substantial reforms to private pension plan management. On two broad
fronts, it imposed mandatory guidelines on qualified corporate pension
plans to protect the interests of participants and then it moved to
allow pension rights (through Individual Retirement Accounts) for the
employee not covered by either a corporate or Keogh plan.

Current Status. Broadened social security coverage, together with
private pension plan legislation, has meant that the layers of private
and public old age systems provide some form of retirement security
to nearly every citizen. Expressed as a percent of total paid employ-
ment, private pension plan coverage has tripled since 1950 from 16 to
47 percent (see Table 1).

This draft version proposes and supports the Savings-of-Income for
Retirement Act, legislation recently introduced in Congress by
Senator Harrison Williams to encourage additional, long-term savings
for retirement. The authors of this paper are Chairman of the Board
and Vice President, respectively, of City Federal Savings and Loan
in Elizabeth, New Jersey. ’
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similarly, social security coverage expanded sharply in the early
fifties, from 65 to 85 percent between 1950 and 1955, since then,

it has edged up to 90 percent. Government pension plans, including
both state and local and federal plans, have doubled the number of
covered employees in the past twenty-seven years and increased their
coverage as a percent of total employment from 10 to 15.

Universality of coverage, a laudable accomplishment, has not in
recent years coincided with adequacy of coverage. Particularly for
participants in private pension plans, the level of benefits has not
kept pace with inflation. Most private pension plans are the defined-
benefit type; that is, they pay out benefits to annuitants according
to predetermined formulae, usually either a flat dollar amount or a
percent of past incomc. Calculated this way, there is seldom a
benefit adjustment for inflation occurring after retirement and for
many retirees this has meant a diminished standard of 1iving.

Table 2 shows that both the number of annuitants and the average

per capita benefits paid by private pension plans have risen greatly
between 1950 and 1972. Average annual benefits rose from $822 in
1950 to $1,900 in 1975. Since then, benefits have declined somewhat,
but this no doubt reflects the increased numbers of early retirees
foll$u1ng the 1974-75 recession and the lower benefits they generally
receive.

This effect {s small, however, when compared to the impact which in-
flation has upon the standard of 1iving of retirees. In the ten
year perfod between 1967 and 1977, average per capita benefits in-
creased from $1,403 to $1,741 or 24 percent. At the same time,

" consumer prices rose 79 percent and as a consequence, real per capita
benefits actually declined from $1,775 to $1,229 or by 30 percent
{see Chart 1). Again, part of this is attributable to early retire-
ment, but most results from the effect which inflation has had on
pension payments made from defined-benefit plans.

Inflation erodes the abflity of private pension plans to provide an
adequate standard of 1iving to benefit recipients. Table 3 shows
the impact which inflation has on retirees covered by defined-benefit
plans, assuming no inflation adjustment*. If an individual were to

*A 1975 Banker's Trust Survey of Corporate Pension Plans indicates
that one quarter of all plans did not raise benefits between 1970
and 1975. Of those that did, only a small numier fully compensated
for inflation occurring after the last benefit increase.
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retire with benefits equal to pre-retirement income, in other words

3 100 percent replacement rate, after 10 years of retirement with
inflation running at S percent, the replacement rate drops to 61 per-
cent. At a 10 percent rate of inflation, the replacement rate drops
even further--to 39 percent. Other replacement rates, representing
va;;ous lengths of retirement and levels of inflation are given in
Table 3.

CHART 1

AVERAGE REAL AND NOMINAL PENSION PLAN BENEFITS
1950 TO 1977
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Inasmuch as most government pension plans are indexed for inflation
whereas most private plans are not, the high-levels of inflation
during the seventies has resulted in a growing divergence between
average benefits paid out by public and private plans. In 1972, the
average retiree from the private sector recefved $3,304 annually (in
1972 dollars) in combined social security and private pension plan
benefits, the average Federal civilian retiree received $3,223 from a
government pension plan. At that time, the two benefit levels were
about equal. By 1977, the real value of benefits received by the
private sector retiree had declined to $2,982 while that received by
the Federal civilian retiree had increzsed to $4,297, so that the
latter on average recefved real benefits some 40+ percent higher.
Table 4 provides the detail of this comparison and Chart 2 displays
graphically the growing divergence in benefits received by private
and public sector retirees.
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CHART 2

AVERAGE REAL PRIVATE AND
GOVERNMENT PENSION PLAN PAYMENTS
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II. RETIREMENT SAVING AND CAPITAL FORMATION

Saving by individuals provides a personal benefit in the form of re-
tirement security, but it also yields a social goed by providing
funds for capital investment. In recent years, the saving rate of
Americans has dropped to perilously low levels. The reasons for this
are many. Expectations of long-term inflation must be regarded as a
prime cause. Although the nominal return on many forms of investment
has risen in recent years, when taxes on the nominal gain are taken
out and adjustments for inflation are made, the real rate of return
available to most small savers has been negative. Americans have
learned frum the ‘nflation of the seventies the same lessons that the
Germans learned in the twenties--that purchasing goods, particularly
durables and housing, provides the most assured means of retaining a
store of value. Consumer spending has accelerated, eased by an ex-
pansion of consumer credit, and saving as a percent of disposable
personal income has fallen. From 1966 to 1975, personal saving as a
percent of disposable personal income averaged 7.1 percent, for
1976-1978, that rate had declined about two points, to 5.3 percent.
The fact that this low saving rate coincided with the longest peace
time, postwar recovery is a source of further concern--periods of
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economic growth generally stimulate rather than retard the savings
rate. Chart 3 shows that the United States personal savings rate
during 1977 was far lower than other, major industrial countries.

The decline in personal saving comes on top of a secular decline
in the net nrational saving rate--a term which measures all private
and public saving, net of capital accumulation allowances. That
rate has fallen steadily in the three decades following World War
I1--from 8.3 percent for 1946-1955, to 7.0 percent during
1956-1965, to 6.5 percent for 1966-1975 and down to 4.5 percent
during 1976-1978. Table 5 gives the composition of net national
saving over time, revealing that the contribution of corporate
saving {i.e., retained earnings) has remained comparatively stable,
the share of personal saving has steadily risen, and the "crowding-
out" effect of government borrowing to finance deficits has been a
major factor in the declining rate of net national saving.

Over the long run, a decline in the savings rate by definition
translates into a reduced rate of net capital formation. When in-
vestment is adjusted to exclude depreciation, the remainder is
referred to as net capital formation and can be expressed as a per-
cent of net national product. When viewed this way, net capital
{nvestment 1s seen to have declined sharply over time, from an
average of 11 percent during the first three decades of this
century, to 8.9 percent for 1946-1955 and now to 4.7 percent for
1976-1978 (see Table 6). Chart 4 shows the intimate relationship
over time between net natfonal saving and net national capital
formation. In turn, declining rates of net capital formation have
resulted in a slow growth of the capital stock.

CHART 4

NET NATIONAL SAVING AND NET NATIONAL CAPITAL FORMATION
AS A PERCENT OF NET NATIONAL PRODUCT
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Why all the concern about capital formation and investment? For one
thing, there is a direct relationship between the size (and
technological composition) of the capital stock and the rate of
productivity growth. And the higher the rate of productivity
growth, the greater the standard of 1iving in the future.

In essence, the debate surrounding capital adequacy for the future
centers on a choice between present and future consumption. If the
nation aims for a higher level of investment to provide for future
growth, it must generate a greater amount of saving today. To
generate this additional saving, either: (1) government will have
to reduce the size of its defici{t or (2) households will have to
{ncrease their savings rate. In efther case, the decision to save
more now comes at the expense of current consumption. There

simply is no easy way out: 1f we wish to consume more in the future,
we must consume less now; conversely, if we choose to increase today's
consumption, it will {nvolve a reduction in tomorrow's.

In light of a continual deterioration in national savings and invest-
ment, several factors have lead to increase in personal consumption
and a consequent reduction in saving:

o A system of personal and corporation taxes which
discourages saving. .

o The socfal security system which guarantees really
all workers a known real income in retirement and
which, to an extent, replaces private saving.

o Inflationary expectations that accelerate personal
spending, especially on durables.

One way to increase the saving rate 1s to alter tax policy so as to
encourage saving. Qur current tax structure actually discourages
saving since it taxes individual income before the decision to save
or consume is made. On top of that, replacement of the individual
income tax with a consumption-based tax would increase the incentive
for saving by increasing the after-tax return on saving. Methods of
tax deferral, such as IRAs and Keoghs, effectively move the income
tax closer to a consumption-based tax by deferring tax 1iability on
long-term saving commitments. Inasmuch as consumption comprises
about 94 percent of after-tax income, a consumption-based tax re-
sulting from a tax deferral on long-term saving would generate
revenues slightly below an income tax. However, the difference
constitutes a deferral and not a forgiveness of tax liability,
meaning that at least some of the current revenue loss to the
Treasury would be recaptured in future years when retirees withdraw
their tax-deferred savings and interest.
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The retirement savings proposal outlined in the next section of this
paper has a twofold purpose. First, {t would allow individuals
covered by private pension plans to protect themselves in retire-
ment against the consequences of inflation over which they have no
control. Second, i1t would move the United States personal {income

tax system closer to a true composition-based tax that would encourage
a higher level of personal saving--an important ingredient in meeting
the capital needs of the eighties. .

111. SUPPLEMENTAL INDIVIDUAL RETIREMENT PROGRAM (SIRA)

Pension reform enacted in the Employee Retirement Security Act of
1974 moved to protect employees not covered by either a corporate
pension or Keogh plan. Beginning in 1974, working individuals who
were not covered by a corporate plan and inetigible to set up 2
Keogh plan could establish an Individual Retirement Plan with tax
deductible contributions. Taxes on the contributions and. interest
earned on principal would be deferred until after retirement when
income and hence tax rates are generally lower. ERISA restricted
annual IRA contributions to the lesser of 15 percent of earned
income (during the calendar year) or $1,500. Since then, the dollar
1imitation has been raised to $1,750 for a spousal IRA (where either
the husband or wife qualifies for an IRA and the other partner is

a full-time housekeeper). '

Introduction of IRAs formed the last 11nk in the chain--in addition
to social security, nearly all workers in the private sector would
be covered by a corporate pension plan, a Kecgh plan, or an individual
retirement account. Unfversal coverage does not imply universal
equity, however. In real terms, a $1,750 IRA contribution made in
1979 equals only $1,318 in 1974 dollars. If inflation continues

at 10 percent for the next five years, price increases will have
reduced a $1,750 contribution to $770 worth of 1974 dollars. To
correct the inflationary erosfon of retirement security, the first
part of this proposal recommends that the dollar limitation on IRA
contributions be raised to $2,000 (beginning in taxable year 1980)
provided this amount does not exceed 20 percent of earned income.
In addition, this maximum will be adjusted annuaily by adding an
inflationary adjustment calculated from the Consumer Price Index
change over the prior federal fiscal year. If inflation during

the year after enactment of the $2,000 limitation ran at 9 percent,
imposing a $180 reduction in the real value of the maximum
contribution, the 1imit would be raised to $2,180. Adoption of this
proposal recognizes the right of individuals to freely provide for
their own retirement security.

The second part of this proposal addresses the inequity resulting
from insufficient private pension plan coverage. As evidence
presented earlier indicated, most corporate pension plans were not
formulated to deal with inflation, so that rising prices have in
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many cases reidered benefit levels insufficient. To remedy this
situation, it is proposed that a new type of retirement savings
mechanism be established (SIRAs) that will promote Savings for
Retirement Income. Available to all participants in private pension
plans, SIRAs would offer the same double tax advantage as an IRA,
namely, the tax deferral of contributions and of interest earned on
principal.* Qualifying individuals could contribute the lesser of 10
percent of earped income or $1,000 beginning in tax-year 1980. As
with the IRA, early withdrawal would be subject to heavy tax
pen:ltfes, thereby encouraging these funds to go into long-term
saving.

Enactment of legislation providing for SIRAs would serve two purposes.
First, it will enable persons working in the private sector to
supplement their incomes during retirement by saving now. The
$1000 per year deduction would be sufficient to provide the average
worker with a constant standard of 1iving during retirement if
inflation averaged 8 percent. Without these savings to augment a
private pension plan, inflation would erode the real value of
pension plan benefits and cause the retiree's standard of 1iving to
deteriorate. To prevent erosion of SIRAs by inflation, indexation
of the deductible amount would begin in 1981, again based on the
CPI change during the prior federal fiscal year.

Second, SIRAs will promote additional, long-term saving. Unlike
most proposed incentives for savers which allow deductions for
interest earned on savings balances, the SIRA proposal would allow
deductions only for new, long-term saving. As with IRAs,
preferential tax treatment is allowed only if the contributor allows
the accumulated funds to remafn in the plan until he (she) reaches
age 59-1/2, Any withdrawal prior to that time {s subject to
substantial tax penalty.

A final part of this proposal would increase the allowable Keogh
contribution to the greater of $10,000 or 20 percent of earned
income beginning in 1980. TRYs amount would be indexed for inflation
at the point at which the allowable IRA contribution reached $5,000
Due to inflation indexation. At an average inflation rate of

10 percent, it would take 10 years to reach this level and trigger
indexation of Keogh deductions. After that point is reached, the
maximum allowable deduction for Keogh contributions would be double
that for IRAs, which in turn would be twice that of SIRAs.

*Persons working for Federal, state, or local governments would not
qualify for SIRAs unless they moved into the private sector.
Federal workers enjoy a substantial, inflation indexed retirement
plan and state and local government employees are already elfgfible
for deferred compensation plans that are similar to SIRAs.
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Incentives for long-term saving have important implications for
capital formation, provided that substantial new savings are
generated. Experience with IRAs suggest that SIRAs would prove
popular as a savings vehicle. Table 7 shows that annual IRA
contributions grew 68 percent in the first three years of their
existence. The number of contributors grew frrom 1.21 million in
1975 to 1.95 million in 1977, contributing in the latter year a
total of $2.4 bfllion. This amount represented 3.6 percent of
personal saving during 1977, and probably a substantially 1arger
amount by 1979,

SIRAs will thus serve a dual purpose: (1) they will correct the
inequities imposed on retirement security by unanticipated inflation;
and (2) SIRAs will encourage additional long-term saving that will
foster much-needed capita] formation.



TABLE 1
RETIREMENT SECURITY COVERAGE
1950

- 1977
Private Pension Plans Social Security Government Pension Plans(c)

Total pPaid(a) “Number(d) Number “Number

Employment * Covered % of Covered % of Covered % of
Year (Millions) (Mi1lions) Employment (Mi111ons) Employment (Millions) Employment
1950 60.0 9.8 16 38.7 65 6.0 10
1955 64.5 15.4 24 55.0 85 1.2 11
1960 67.5 21.2 3 59.4 88 8.1 12
1965 73.6 25.4 35 65..6 89 9.6 13
1970 80.6 0.2 3 72.1 89 i1.0 Y
1975 86.2 38.5 45 77.6 90 12.8 15
1976 89.5 40.9 46 _ 80.7 90 13.3 15
1977 92.6 43.6 47 8.4 90 13.6 15
Sources:

RN/337-8

United States Department of Commerce, Bureau of the Census, Current Population Survey, Series P-20,
Life Insurance Fact Book, various editions; Social Security Bulletin, Etatistica ggg'lement 1975;
and unpubTished data from American Council of Life Insuranc .

(a) Includes members of Armed Forces and all employed labor force participants over age 16.

b) 1976, 1977 figures are estimates.

c) lncludes Federal Civilfan Employment (primarily Civil Service), Rafilroad Retirellent State and
and Local Government Employment.

(d) “Number Covered® includes unemployed, but non-retired individuals mo are covered by various
private pension plans. )

1

8 44
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TABLE 2
AVERAGE PER CAPITA PRIVATE PENSION PLAN BENEFITS,
..IN CURRENT AND CONSTANT (1979) DOLLARS

e —————————————— st
e ————————

Average Real Per

Annuftants Total Benefits Average Annual Capita Benefits
Year (Thousands) (Mi111ons) Per Capta Benefits (1972 $)
1950 - 450 $ 370 $ 822 $ 1,443,28
1951 540 . 450 833 1,354,96
1952 650 520 800 1,272.26
1953 - 750 620 826 1,303.51
1954 880 710 87 1,269.03
1955 . 980 : 850 867 1,366.93
1956 1,090 1,000 917 1,442.47
1957 1,240 1,140 919 1,380.95
1958 1,400 1,290 921 1,348.43
1959 1,590 1,540 968 1,402.94
1960 1,780 1,720 966 1,379.26°
1961 1,910 1,970 1,031 1,456.44
1962 2,100 2,330 1,109 1,548.49
1963 2,280 - 2,590 1,136 1,566.59
1964 2,490 2,990 1,200 1,633.35
1965 2,750 3,520 1,280 1,715.02
1966 3,110 4,190 1,347 1,752.38
1967 3,415 4,790 1,403 1,775.50
1968 3,770 5,530 1,466 1,780.74
1969 4,181 6,449 1,542 1,796.70
1970 4,726 7,360 1,557 1,441.01
1971 5,211 8,600 1,650 1,722.01
1972 5,460 10,015 1,834 1,834.00
1973 6,095 11,235 1,843 1,741,97
1974(a) 6,600 12,500 1,894 1,632.48
1975 7,000 13,300 1,900 1,494.30
1976 7,600 13,700 1,803 1,347.94
1977 8,100 14,100 1,741 1,229.43

Sources: Life Insurance Fact Book, various editions, and unpublished
data from American Council of Life Insurance.

(a) Figures from 1974-1977 are estimates.

- GM/303
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TABLE 3

REAL REPLACEMENT RATES AFTER 5, 10, 15 AND 20 YEARS OF
RETIREMENT WITH ALTERNATIVE RATES OF INFLATION

Real Value of Retirement Income Based on
--------------- Initial 100% Replacement Rate-----=-we-cev.-

Years in
Retirement No Inflation 3% Inflation 5% Inflation 10% Inflation
0 100 % 100 % 100 % 100 %
5 100 86 78 62
10 100 74 61 39
15 100 64 . 48 F])
20 100 55 38 15
A
RN/jb

N342



TABLE 4

REAL AVERAGE PER CAPITA BENEFITS U(DER VgIOUS RETIREMENT SECURITY PROGRAMS
1972 -

Government-Administered Pension Plans

Private Pension State/Local Pension

Private Social Railroad Federal Civilian State and Local Plus Social Plus Socfal
Year  Pension Plans  Security  Retirement Employees __Govermment Security Security
1972 $1,834 $1,470 $1.471 $3,223 $2,871 $3,304 $4,341
1973 1,753 1,628 2,474 3,684 3,171 3,381 4,799
1974 1,632 1,630 2,406 3,923 3,163 3,262 4,793
1975 1,497 1,642 2,515 4,467 3,046 3,139 4,688
1976 1,354 1,722 2,611 4,254 3,129 3,076 4,851
1977 1,230 1,752 2,598 4,297 2,763 2,982 4,515

Sources: Life Insurance Fact Book, various editions, Social Security Bulletin, various fssues and unpublished data from the
American Council of Uife Insurance.

RN/ 3b
N340-41

¥yl
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TABLE 6
SOURCES OF NET NATIONAL SAVING

1946-55 1956-65 1966-75 1976-78 1946-78

Net National Saving Rate 8.3% 7.0% 6.5% 4,5% 7.0%

Percent of Net Natfonal Saving

Personal Saving 60.0 67.4 87.0 103.7 74.4
Corporate Saving 35.4 41.5 33.7 33.3 36.5
Government Saving 4,7 (8.5) (21.1) (37.0) {13.8)
Personal Saving Rate 5.8 5.9 7.1 5.3 6.2

Source: U. S. Department of Commerce, Bureau of Economic Analysis,
“National Income and Product Accounts™ as found in Survey of Current
Business, various editions.

TABLE 6

NET NATIONAL CAPITAL FORMATION AS A PERCENT OF
NET NATIONAL PRODUCT

Period Rate (%) Period Rate (%)
1869 .- 1878 12.5 1946 - 1955 8.9
1879 - 1888 12.1 1956 - 1965 7.3
1889 - 1898 13.2 1966 - 1975 6.8
1899 - 1908 12.9 1976 - 1978 4.7
1909 - 1918 10.4 1869 - 1928 11.9
1919 - 1928 10.1 1946 - 1978 6.0

Sources: Martin Feldstein, “Natfonal Saving in the United States® in
Eagital for Productivity and Jobs, 1977; and United States
epe nt o rce, Bureau of Economic Analysis, Survey -

of Current Business, various issues.
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TABLE 7
IRA AND KEOGH CONTRIBUTIONS
1974 - 1977
IRA KEOGH
Amount Of Anount of
# Returns  Contributions # Retuas Contributions
YE il fons) __ (Mil)dons) (Millions) _(Millions)
1974 N.A. $ N.A. 0.50 $ 1,235
1975 1.21 1,436 0.60 1,604
1976 1.64 1,968 NeA. NeA.
1977 1.95 2,409 0.57 1,827

Source: Internal Revenue Service
N.A. - Not Avaflable

RN/339
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Statement
of the
National Association of Mutual Savings Banks
on
Tax Incentives for Savings

Before the

Committee on Finance

United States Senate

July 29, 1980

Sumsary of Principal Points

l. legislation to provide tax incentives for individual & vings
18 vitally needed to stimulate our nation's perilously low personal saving
rate. This will encourage increased investment and productivity growth in
the economy, and thereby contribute importantly to the long-run battle
against inflation.

2. This can best be achieved by extending the Individual Retire-
ment Account program. Accordingly, we strongly urge, that allowable
contributions be increased and that coverage be expanded to taxpayers not
now eligible for 1RAs. The result would be & broadly-based, long-term, tax
deferral provision available generally to sll individual taxpayers.

3. Such an IRA-type tax deferral provision would have a cou-
tinuing economic impact over the long-~rumn, and would tend to stimulate new
saving, rather than rewarding past saving. It would be ideally suited to
the objective of increased long-run noninflationary economic growth. The
tax deferral feature would permit the Treasury to recover part of its
initial revenue losses, even aside from the increased tax revenues
resulting from more rapid real economic growth.

4. Support for some form of tax relief 1s mounting, largely
because of the impact of inflation, recession and the scheduled rise in
social security taxes. This current situation provides a golden
opportunity to tailor tax relief to the longer-run need to encourage

saving, capital formation and resl economic growth.
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Statement
of the .
National Association of Mutual Savings Banks
on
Tax Incentives for Savings
Before the
Comnittee on Finance
United States Senate
July 29, 1980

Mr. Chaiman and members of the Committee, my name is Charles A. Pearce.
1 am Chairman of the Committee on Federal Legislstion of the National Associ~
ation of Mutual Savings Bsnks and President of the Quincy Savings Bank in
Massachusetts. The National Association represents the nation's 464 mutual
savings banks, located in 17 states. Savings banks are mutual institutions
without stockholders. Their assets total $167 billion, two-thirds -of which
is represented by mortgage investments.

I appreciate the opportunity to present the views of the mutual
savings bank industry. My statement will concentrate on the critically
important need for increased tax jncentives for individual savings.

Summary of Savings Bank Ilndustry Position

Legislation to provide tax incentives for savings is vitally needed
on many grounds. Such action would help correct the anti-saver bias per-
sisting in our tax laws. It would stimulate our nation's perilously low
personal saving rate. As a result, it would encourage increased investment
and productivity growth in the economy, and thereby contribute importantly to
the long-run battle against inflation.

Tax incentives for saving should, therefore, be a major element in
any tax reduction package adopted by the Congress in the curreat environment.

Inflation continues to be one of the most serious threats confronting our
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nation. Tax reduction legislation should, therefore, be framed with a view
to providing major stimulus to saving, capital formation and real economic
growth. Otherwise, a major reduction in taxation at this time could greatly
aggravate our already serious inflation problem.

Our industry has long supported savings tax incentives. In line
with this position, we strongly supported the $200-$400 exclusion for
interest and dividends vhich was enacted earlier this year. We urge that
this provision be made permanent. The $200-$400 exclusion is & useful first
step in addressing the need for equity for the small saver. But it remains
only a first step, which should be followed by additional tax action to
encourage increased saving and capital formation. _

This can best be achieved, we believe, by extending the Individual
Retlremenf Account program. Thus, we strongly support an increase in
allowable contributions and an expansion of coverage to taxpayers not now
eligible for IRAs. The result would be & broadly-based, long-term, tax
deferral provision available generally to all individual taxpayers.

Such a tax deferral incentive would have a continuing economic impact
over the long run, and would tend to stimulate new saving, rather than
rewarding past saving. Therefore, it would be ideally suited to the
objective of increased long-run non-inflationary economic growth. And the
tax deferral feature would permit the Treasury to recover part of its jnitial
revenve losses, even aside from the increased tax revenues resulting from
more rapid real economic growth.

A long-term, tax deferrsl provision would clearly help individuals
provide for their retirement needs. This could significantly relieve the

mounting pressures on the soclal security system. In addition to retirement
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needs, the Congress might want to consider other basic thrift purposes which
could also be served by such a long-term incentive. Later in this statement,
we vll»]. offer more detailed suggestions for achieving this objective.

Reed for Savings Tax Incentives

Before turning to our specific recommendations, however, ic is appro-
priate to reemphasize the need for tax incentives for savers. This need ‘13
critical and is becoming increasingly recognized. It has been underscored in
recent years by our nation's low personal saving rate, declining productivity
growth and rxplosive inflation rate. It is underlined also by the "revolt of
the small saver,” beleaguered by inflation and by a tax system that discour~
ages saving while favoring spending and borrowing. 1t is dramatized further
by the recent experience of our natjon's thrift institutions, which sre just
now emerging from a period of record disintermediation and unprecedented
earnings pressures, resulting from inflation-induced increases in open-market
interest rates.

With respect to the personal saving rate, the basic facts are well
known. After averaging over 6 per cent of disposable incame during ;olt of
the post-World War Il period, perscnal saving has declined bglov that level
during the past & years. In 1979, the savings rate sank to 4.5 per cent, a
30-year low. Ard in the second quarter of 1980, the saving rate was still
only 4.7 per cent, even after & sharp, recession-induced cut-back in consumer
spending.

This record contrasts sharply with that of other Western nations,
many of which have provided :ax incentives for saving. In 1977, the latest
year for which United Nations data are available, the saving rate was 25 per
cent in Japsn, 17 per cent in Belgium, 13 per cent in France, 13 psr cent in

West Cermany, 11 per cent in the United Kingdom, and 1l per cent in Sweden.
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With respect to preductivity, our nation's record is equally dismal.
From 1947 to 1967, productivity in the private business sector increased at
an average annual rate of 3.2 per cent. During the past decade, however,
productivity grew less than half as fast —- at a rate of 1.4 per cent a year.
In 1979, productivity actually declined and this reduction continued into the
first quarter of 1980.

The declining trends ian the personal saving rate and in productivity
gains have obviously contributed to the inflation problem plaguing our
nation. These trends will not easily be reversed without tax incentives for
increased saving and capital formation. Since the household sector in recent
years has accounted for 63 to 80 per cent of total gross saving in the
nation, specific incentives for personal saving are essential to an effective
anti-inflation effort and to promote strong long-term economic growth.

In this regard, individual savers are caught in a vicious circle of
rapid inflation that erodes the real value of their savings while pushing
their incomes into higher tax brackets. And after siphoning off part of
their incomes at steeply rising marginal rates, the tax system reduces
further the return on funds that taxpayera manage to set aside in savings.

A tax fncentive would be the most direct and practical means of
improving real after-tax returns to savers and stimulating increased saving.
Indeed, it is the only feasible means in most cases,-given the weakened
earnings positions of thrift institutions. Reflecting the rise in deposit
interest costs, bottom-line income positions of savings banks have been
seriously impaired. Thus, net income in the first quarter of 1980 was 40 per
cent below a year earlier. MNumerous individual institutions, moreover, will

be operating in the red for at least part of 1980.

lS-QSQ 0 - 80 - 13 (pt.3)
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Even with increased delpé'sit interest ratel; it should be noted,
thrift institutions suffered large-scale disintermediation in 1979 and early
1980. This brought mortgage lending to a virtual stand-still and contributed
greatly to the serious recession in housing which is only now beginning to
moderate. A tax incenf.ve would be the best means of assuring an adequate
supply of funds for housing in future high interest rate periods.

This would be particularly true if the incentive were designed to
encourage long-term saving, in g manner similar to the 1RA/Xeogh programs.
These tehtlrement savings have been one of the few stable elements in the
savil;\ga ;ank depocit structure. In 1979, for example, 1RA/Keogh balances at
savings banks increased by an estimated $600 million, excrludins interest,
contrasting with a8 net loss of §$7.5 billion in other eavings and time
deposits in the same period. Retirement and other long-term savinge are
particularly appropriate for mortgage )ending and would help to redress the
borrow-ghort, lend~long imbalance in the thrift institution structure.

The Budgetary Impact of a Savings Tax Incentive

A major concern regarding tax incentives for savings, of course, 1s
the fmpact on federal tax revenues. This is an important point at a time
when the federal budgetary deficit is increasing greatly. Over the longer
run, however, an incressed level of private saving and capital formation
would provide more than offsetting economic benefits to the nation,
particularly in its anti-inflation {mpact. Increased private saving, for
example, would help offset new inflationary pressures that might result from
a major increase in defense spending. To the extent that more savings are
channeled to the depressed housing sector, furthermore, the need for costly

federal subseidy programs would be reduced.
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Increased real economic growth, moreover, would generate increased
tax revenues and thus help offset any initfal revenue loss. And, of course,
the tax deferral route would ultimately permit the U. S. Treasury to regain
much of {ts initial revenue losses.

In any event, major tax reduction legislation appears to be inm
prospect. Strong support for tax rellef is being generated by the effect of
inflation in pushing taxpayers into higher brackets, by the scheduled rise in
social security taxes and by the impact of the current economic recession.
'lhis. sitvation provides a golden opportunity to tailor tax reli;f to the
critical longer-run need to promote noninflationary economic growth through

increased private saving and capital formation.

Modification of Existing IRA Program

Individual Retirement Accounts are a major area of consideration in
current efforts to provide increased tax incentives for saving. Reflecting
their widely recognized benefits, a number of proposals have been made to
improve the IRA provisions of the Code. In general, these proposals seek to
increase allowable contributions and liberalize eligibility rules.

1RAs are vitally important as a supplement to social security in
bullding retirement income for many individuals. As irdicated earlier, IRAs
are also an important stabilizing force in the savings bank deposit struc-
ture, as well as being ideally suited to long-term mortgage lending. Accord-
ingly, NAMSB has alwaye supported needed modifications in the program.

Thus, we strongly support proposals to increase the maximum amount of
deductible contriburions to IRAs from $1,500 to $2,000 or a higher figure.
Individuals utilizing IRAs should be sble to set aside amounts more closely
comparable to amounts currently permissible in other retirement plans.
Increases in maximum deductions should also be permitted for so-called

spousal IRAs.
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We also support the extension of the IRA concept to individuals who
are covered by corporate pension plans and consequently are not permitted to
deduct contributions to IRAs. This would clearly provide ;nother method of
enabling individuals to supplement socifal security payments, as well as
present pension benefite which are being eroded through up}d inflation.

We are gratified that Senator Bentsen has proposed legislation
(S, 557) having the ssme general purpose sought by our industry. Further-
more, Senator Heinz has proposed legislation for rollover accounts (S. 1964)

which has a broadly similar intent.

A Broadly-Based, Long-Term, Tax Deferrsl Frovision

All of these changes point in one direction -~ toward a more widely
applicable tax deferral provision to permit and encourage individusls to
undertake long-term savings for retirement purposes. Such a tax deferral
provision would be available to all taxpayers, including those currently
covered by corporate pension plans and hence presently ineligitle for partic-
ipation in IRAs. This would permit taxpayers to provide more adequately for
their own retirement. It would also help protect the socicl security system
from pressures which could eventually undermine its viability.

As discussed earlier, the tax deferrsl feature would permit the
Treasury to regain part of the initial revenue loss. By encouraging indi-
viduals to set aside funds for lengthy periods of time, and by discouraging
early withdrawls, such an incentive would tend to gener;te new saving that
otherwise would not be undertaken. In addition to IRA/Keogh plans, there are
other precedents for tax deferral such as Series E savings bonds and IRS~
approved profit-sharing or “"defined contribution™ plans.

In this regard, a major mutual fund organization recently began to

offer varisble annuities invested i{n money market fund shares, which
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accumulate income on a tax deferred basis until the ennuity payout period
begins. Similar programs may be introduced by cther mutual fund organi-
zations. This underscores thé néél for Congressional action on an IRA-type
tax deferral provision which would be available to all taxpayers through a
wide range of savings instruments, rather than on & narrow basis as permitted
under present law.

Making tax-deferral available to all taxpayere has obvious merit as a
means of stimulating retirement savings. In addftion, the Congress might
wish to consider the extension of the principle to a broader range of savings
purposes In addition to retirement. NAMSB proposed such a provision during
hearings conducted by the Bouse Ways and Means Committee on January 30, 1980.
As we testified at that time, the proposed provision could be structured
<¢sgentially like an IRA except that:

1. All individuals would be eligible to establish such accounts.

2. Distributions would be taxable after a stated maturity (for
example, 5 years) or upon retirement if earlier.

3. Distributions might be entirely nontaxable or taxable at capital
gains rates, as well as free of penalties, if used to meet specified types of
expenditures such as down payments on first~time home purchases or education

expenses.
Concluding Comment

In conciuaion, the savings bank industry strongly supports enactment
of a long-term tax deferral provision to promote increased persons. saving.
Such an incentive is urgently needed in the long-run battle against inflation.
It 18 needed to prcvide Increased rewards to all savers, and a better deal for
the "small saver” in particular. We hope that our comments will be useful to

the Members of the Committee as you consider this critical issue.
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The CHAIRMAN. Now we will call a panel consisting of Herbert B.
Cohn, accompanied by Robert R. Nathan, on behalf of the Commit-
tee for Capital Formation Through Dividend Reinvestment; and
Ms. Margaret Cox Sullivan from the Stockholders of America, Inc.

Mr. Cohn and Mr. Nathan, would you please proceed.

STATEMENT OF HERBERT B. COHN, ACCOMPANIED BY ROBERT
R. NATHAN AND DONALD C. ALEXANDER, ESQ., ON BEHALF
OF THE COMMITTEE FOR CAPITAL FORMATION THROUGH
DIVIDEND REINVESTMENT

Mr. Conn. Mr. Chairman, my name is Herbert B. Cohn. I appear
here today as chairman of the Committee for Capital Formation
Through Dividend Reinvestment. The members of this committee
are listed in an appendix to my formal statement.

Also appearing for our committee are Robert R. Nathan, our
economic consultant, and Donald C. Alexander, our tax counsel.

I should like to request, Mr. Chairman, that the formal state-
ments filed by Mr. Nathan and by me be incorporated in the
record, and at this time Mr. Nathan and I will briefly summarize
our views.

We support, Mr. Chairman, a carefully formulated and targeted
tax cut of some $30 billion to take effect January 1, 1981. Such a
tax cut should designed to stimulate the economy, and to
counter inflation. The major objective should be to encourage capi-
tal formation, savings, and investment, and increased productivity,
and thereby to reduce unemployment.

This objective, we believe, can be materially advanced by includ-
ing in any tax cut the dividend reinvestment proposal embodied in
S. 1543, which would defer current taxes on dividends reinvested
under qualified plans in new issue stock. :

The dividend reinvestment proposal is now sponsored by 13 Sena-
tors. The counterpart proposal in the House now has 100 sponsors.

I would like to emphasize very briefly, Mr. Chairman, five points
in support of our recommendation.

First, we believe the dividend reinvestment proposal is the most
direct, most closely targeted, and most cost-effective proposal for
encouraging new capital formation where it is most urgently
needed. :

It is the most direct because the reinvestment of dividends in
new issue stock represents instantaneous formation of new capital.
One can see it happen.

It is the most closely targeted because it represents a rifle shot
which is 100-percent effective in providing new capital to capital
intensive companies having an urgent need for such common stock
capital to finance new facilities.

It is the most cost effective since it will provide a substantial
increase in new capital formation, new capital investment, and
stimulation of the economy, while involving a modest or nonexist-
ent revenue loss.

Second, the proposal will be counterinflationary in helping to
finance increased productive facilities, and in substituting capital
formation for current consumption. It will also represent an impor-
tant step in reducing the double-tax on dividend income by elimi-
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nating the tax at the stockholder level when dividends are rein-
vested under g}laliﬁed plans.

Third, the dividend reinvestment proposal is complementary to,
and in no way conflicts with, proposals to increase internal genera-
tion of capital through accelerated tax depreciation and other ap-
proaches to reducing taxes imposed on corporations.

But it is important to note that such a reduction of taxes will
have little or no effect in capital formation for a company which
must flowthrough tax savings into the price of its product, or
which has little or no taxable income. -

For the many such companies, which are primarily dependent on
external financing through the continuing sale of securities, the
dividend reinvestment proposal is the most direct, and most cost
effective vehicle to encourage capital formation.

Fourth, at a ‘modest or nonexistent loss in tax revenues, the
dividend reinvestment proposal would provide very substantial new
capital formation, and substantial help to our economy.

Dividend reinvestment plans for new issue stock are now provid-
ing close to $2 billion of common stock capital for an important
segment of American industry, primarily dependent on external
financing. Adoption of the legislation will double this figure, and
this will provide some 50 percent of our total external common
stock requirements.

Fifth, the record is clear that the very large majority of the
participants in these plans who would benefit are the small stock-
holders. As shown in the chart attached as appendix B to my
statement, an analysis of the participants in the general telephone
plan indicates that over 84 percent of the stockholders participat-
ing in that plan hold less than 100 shares.

Thank you very much, Mr. Chairman for this opportunity to

appear.

STATEMENT OF ROBERT R. NATHAN, ON BEHALF OF THE
COMMITTEE FOR CAPITAL FORMATION THROUGH DIVIDEND
REINVESTMENT v

Mr. NATHAN. Mr. Chairman, my name is Robert Nathan, and I
am here as a consultant to the Committee for Capital Formation
Through Dividend Reinvestment. I want to speak about the divi-
dend reinvestment plan, but also about the general tax picture. I
will summarize my statement orally, knowing that the full state-
ment is in the record.

First, Mr. Chairman, this country does have a very serious prob-
lem now with a deepening recession, with tremendous losses of
production and jobs and real damage. The question is: Should there
be a tax cut or not, and if so, why and how much, and what kind of
a tax cut.

I would very much like to support what has been said concerning
a sizable tax cut, which I believe, Mr. Chairman, can serve as an
anti-inflation factor, not an aggravating force in terms of inflation.

I have grave doubts personally, Mr. Chairman, as to whether a
recession is the answer ‘to inflation, I think the costs of inflation in
this country are very severe, and they are very broad. We will need
a broad program to overcome inflation.
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We have to go after the energy problem so that we are not
continuously subject to OPEC price rises that affect inflation. We
have to go after productivity in a very direct manner as well as
through indirect channels. We must stimulate investment to get.
rid of our obsolete equipment and replace it with modern, efficient,
egpan(tlied capacity to produce and compete effectively at home and
abroad. . -

We must check carefully to be sure that we have maximum price
competition in our economy, and that the marketplace functions
well, because if it does not function well. A recession is totally
wasteful.

We must review and check regulations for their inflationary
impacts. We must review trade policies. We must consider the
naﬁture and composition of taxes—some are more inflationary than
others.

These are the kinds of problems, Mr. Chairman, at which I think
_ we have to take a hard look and not just plan another recession.

Recession has failed twice in bringing a solution to the inflation
problem.

It scems to me that there is no better time to_attack the produc-
tivity and the investment problems than now because the recession
is discouraging investment. What we need to do is to encourage
investment. That is why I very strongly support a tax cut of about
$30 billion, about half of which would relate directly to productiv-
ity and the stimulation of investment through this dividend rein-
vestment plan, accelerated depreciation, and stimulation of re-
search and development:

As to the other half, as I develop in my written testimony, it
would be highly desirable to focus on reducing the inflationary
impact in the consumer price index, delaying social security tax
increases so that we don’t get the spiral effect that causes inflation
to get worse rather than better.

Mr. CHAIRMAN. I think this dividend reinvestment plan is one of
the most effective ways to stimulate investment, and especially to
bring about investment in equity financing.

Unfortunately, in the last decade or two, too much of our capital
formation in this country has taken on the form of debt financing,
and this has had a precarious and serious effect on the financial

. structures of many, many American corporations, reducing their
dividend coverage, downrating bonds, and seriously increasing the
financial risks of many corporations.

As Mr. Cohn said, for certain categories like utilities, when regu-
latory commissions force a flowthrough of the benefits of acceler-
ated depreciation it does not help investment at all. But the divi-
dend reinvestment plan would. It would increase investment by
billions, and the feedback in terms of increased gross national
product would yield increased revenues which I am convinced,
would within 3 years after such a bill were enacted yield more
revenue rather than less, and there would not be any cost.

I don’t know of any kind of a taxation plan that would give us a
bigger bang for the buck, that would be more direct in its impact in
stimulating investment than the dividend reinvestment plan.

Let me say, Mr. Chairman, that I believe it is tremendously
important to look at this as an important democratic principle
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because the stock dividend is a decision of the corporation. I gm in
favor of stock dividends when corporations need to retain cash. But
this dividend reinvestment plan requires a joint decision of the
corporation and of the investor.

I think that we ought to give to direct reinvestment of dividends
the same benefits that apply to stock dividends. I very strongly
urge that it be given serious consideration. because you will get
more benefits in investment per dollar than from any other incen-
tive.

Thank you very much, Mr. Chairman.

The CHAIRMAN. Thank you very much, sir.

Now let’s hear from Ms. Margaret Cox Sullivan of Shareholders
of America, Inc.

STATEMENT OF MARGARET COX SULLIVAN, STOCKHOLDERS
OF AMERICA, INC.

Ms. SuLLivaN. Mr. Chairman, [ appreciate the opportunity to
appear here on behalf of Stockholders of America to tell you what I
have been hearing from our members across the country by phone,
mail and personal contacts.

My name is Margaret Cox Sullivan, and I am president of this 8-
year-old national, nonprofit, nonpartisan organization dedicated to
representing the interests of stockholders of publicly held Ameri-
can corporations.

We are grateful the committee has arranged for these hearings
for the consideration of tax cut legislation. Certainly our tax -
system needs a lot of consideraticn. Our remarks, and indeed our
conclusions and recommendations are predicated on the findings in
the 1980 Joint Economic report, a report which Senator Bentsen,
the chairman, said signals the start of new era of economic think-
ing.

It recommends that one-half of the next tax cut be directed
toward enhancing savings and investment. To be sure, it has a
dark side—the decline of the country’s economic fortune. But the
bright side is that this trend can be reversed.

The past has been targeted primarily to the demand side of the
economy, whereas the 1980 report recommends policies designed to
increase the productivity, the supply side of the economy, and this
must be done. The United States now ranks seventh in productiv-
ity, in capital investment, and economic growth, and has the lowest
investment rate of any industrialized nation in the world, with the
period of capital recovery one of the longest.

Therefore, it is crucial that we restructure our tax laws to allow
corporations to generate capital internally, to attract new invest-
ments to supply capital in the market place. We must do this now.
We no longer have the luxury of time, because time is a factor, in
our judgment.

Stockholders of America continues to support enactment of the
Capital Cost Recovery Act of 1979, S. 1435, as it is written, with the
10-5-3 liberalized depreciation formula. It has been studied and
sponsored by the 54 bipartisan members of the Senate.

It is not just another tax proposal, but it is a carefully worked
out answer to our Nation’s problems of declining investment and
productivity. '
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Further the Capital Cost Recovery Act would increase the cash
available for either corporate retention or paying dividends, and
dividends are important to stockholders.

The success and strength of our free enterprise system comes
from this large diversified ownership base. Although there are still
25 million stockholders who currently own stock in 11,000 publicly
owned corporations, the number reveals a sharp decline of 18 per-
cent.

The number slid from 1970 to 1975 from 32 million, but we do
have indications now that individual investors are coming back to
the market, and we feel that this is due to the lowering of the tax
on capital gains by the Revenue Act of 1978, and this is good.

Historically, it has been the individual investors, the stockhold-
ers, the little guys, who have been the main source of equity
capital. Their role is vital. The markets will not work without
them. They must be attracted back, and tax incentives are needed
to attract them.

Therefore, Stockholders of America continucs to support enact-
ment of S. 1543, a bill which would exempt lividend payments
from the stockholder's individual Federal icome tax when divi-
dends are reinvested in original issue stock under the corporation’s
qualified dividend reinvestment plan. It is a very simple technique.

Stock purchased in this manner would be treated similarly to
stock dividends, and subject to capital gains tax when sold. The
stock must be kept a year to qualify. The individual stockholder
would be able to exclude only up to $1,500 per year on his or her
dividend income. .

We would like also, though, to support Senator Cranston’s re-
cently introduced capital reinvestment incentive bill, which would
reduce the effective tax rate on capital gains from 28 to 21 percent,
which we feel is only another step in the right direction.

Yesterday, Senator Schweiker introduced a venture in Equity
Capital Revitalization Act of 1980, S. 2983, which warrants atten-
tion.

It is our conclusion that the tax cut legislation should be enacted
as soon as possible. The enabling legislation should include the
Capital Cost Recovery Act of 1979, the tax exempt staius for rein-
vested dividends, and the Capital Cost Investment Incentive Act of
"~ 1980, plus a 10 percent across-the-board reduction of individual
income tax to take effect in 1981.

We heartily agree with the Joint Economic Committee that the
Federal Government must put its own financial house in order,
and that does require a steady reduction in the ratio of Govern-
ment spending to the gross national product, and a full accounting
of the command over resources now exercised by the Federal Gov-
ernment as the report says.

We feel as taxpayers we are paying for more government than
we want, and more than we need, and as a Nation more than we
can afford.

The Federal Government is trying to do more than its resources
will permit. It is trying to do many things that it cannot do ve
well, and endeavoring some things that should not be done at all,
in our opinion. -

Thank you.

Mr. CaairMAN. Thank you very much.

[The prepared statements of the preceding panel follow:]
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STATEMENT OF HERBERT B. COHN, CHAIRMAN
COMMITTEE FOR CAPITAL FORMATION THROUGH DIVIDEND REINVESTMENT
IN SUPPORT OF THE DIVIDEND REINVESTMENT
PROPOSAL IN S. 1543
BEFORE THE COMMITTEE ON FINANCE
UNITED STATES SENATE
JULY 29, 1980

SUMMARY SHEET

A, Our Position - We support a carefully formulated and targeted
tax cut of from $20-30 billion to take effect January 1, 1981.
Such a tax cut can and should be designed both to stimulate
the economy and to counter inflation. The major objective
should be to encourage capital formation, savings and invest-
ment and increased productivity. This objective can be
materially advanced by including the dividend reinvestment
proposal, embodied in S. 1543, which would defer current
taxes on dividends reinvested under qualified plans in new
issue stock.

The dividend reinvestment proposal, while providing tax relief
at the individual taxpayer level, will encourage substantial
savings and investment, reduce inflationary pressures by
encouraging capital formation and restraining consumption and
will generate substantial new common stock capital for a
segment of business which {s heavily capital intensive and
depeadent for the major part of its capital needs on external
financing.

The proposal is complementary to -- and in no way conflicts
with -- proposa’s to increase internal generation of capital
through accelerated tax deprecIation and other approaches to
reducing taxes imposed on corporations. But such a reduction
of taxes will have little or no effect in capital formation
for a company which must flow through tax savings in the
price of its product or which has little or no taxable income.
For the many such companies which are primarily dependent on
external financing, the dividend reinvestment proposal is the
most direct and most cost-effective approach to encouraging
capital formation, savings and investment. And it would
achieve these objectives with a relatively modest or non-
existent revenue loss.
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Economic Imgact - Adoption of the proposal in S. 1543 would,
n ollars and in the third full year after its adop-

tion:
1.
2.

Increase dividend reinvestment to about $2.5 billion;

Increase national output by approximately $2.7
billion annually;

Increase business fixed investment by about $1.0
billion annually;

Add about 50,000 jobs per year; and

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.

Furthering National Objectives - Adoption of this proposal

would further Important national policies in at least six
respects. It would -

1.

Provide, on a highly cost-effective and rifle-shot
basis, substantial, direct and immediate help in
the formation of new capital where it is most ur-
gently needed.

Be counter-inflationary in substituting capital
formation for current consumption.

Reduce the double tax on dividend income by elimina-
ting the tax at the stockholder level when dividends
are reinvested.

Encourage thrift and providing for supplemental re-
tirement income.

Be more equitable in treating receipt of stock under
a qualified dividend reinvestment plan as the equiva-
lent of a conventional stock dividend.

Help in financing essentially needed energy facilities.
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STATEMENT OF HERBERT B. COHN, CHAIRMAN
COMMITTEE FOR CAPITAL FORMATION THROUGH DIVIDEND REINVESTMENT
IN SUPPORT OF THE DIVIDEND REINVESTMENT
PROPOSAL IN S. 1543
BEFORE THE COMMITTEE ON FINANCE
UNITED STATES SENATE
JULY 29, 1980

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.l/ 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 support a carefully formulated and targeted tax cut-
to take effect January 1, 1981. We are convinced tgat such a
tax cut can be designed both to stimulate the economy and to
counter inflation. 7The major objective of such legislation
should be to encourage capital formation, savings and investment
and increased productivity.

This objective can be materiél}y advanced by including’
in the tax cut legislation the dividend reinvestment proposal
embodied in S. 1543, originally introduced by Senators Nelson
and Bentsen and subsequently co-sponsored by Senators Packwood
and Wallop of the Finance Committee and Senators Schmitt, Tower,

Hollings, Leahy, Armstrong, Helms, Thurmond, Domenici and

1/ The members of this Committee consist of the 49 companies
listed in Appendix A.
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Humphrey.g/ This proposal, while providing tax relief at the in-

dividual taxpayer level, will encourage substantial savings and
investment and the formation oénnew common stock capital for a
‘\Efgmenc of industry which is heavily capital intensive and depend-
eﬁg\?s?\the—majgg part of its capital needs on external financing.

The proposal is complementary to -- and in no way con-
flicts with -- proposals to increase internal generation of capital
through accelerated tax depreciation and other approaches to re-
ducing the taxes imposed on corporations. These latter pwoposals
will create new capital for companies which depend primarily on
{ﬁternal generation of cash and which can realize and retain the
tax savings. 3ut they will have licttle or no effect on capital
formation for thase companies which are required to flow through
any reduction in taxes in the price of their product or whéée
financial condition is such that they have little or no taxable in-
come. And many of these companies, representing a very important
segment of American industry, are heavily dependent for their
capital requirements on external financing.

For companies which are primarily dependent on external
financing, the dividend reinvestment proposal is, we believe,
the most direct and most cost-effective approach to encouraging
capital formation, savings and investment which has been pro-

posed. It is the most direct because it encourages increased

2/ S. 1543 was the subject of hearings on October 31, 1979 be-
fore the Senate Finance Subcommittee on Taxation and Debt
Management Generally. :

The House counterpart of S. 1543 is H.R. 654, originally in-
troduced by Congressman Pickle, which now has a total of 94
spensors. Section 201 of H.R. 7015, introduced by Chairman
Ullman of the House Ways and Means Committee, includes simi-
lar provisions. These bills were the subject of hearings in
January, 1980 before the House Ways and Means Committee.
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reinvestment of dividends in new issue stock which represents

the instantaneous formation of new capital. It is the most cost-
effective because it is a rifle-shot targeted for virtual 100%
effectiveness in providing such new capital where it is urgently
needed and it involves a net revenue loss which is either rela-
tively modest or non-existent. Moreover, it achieves these objec-
tives through a tax reduction at the individual taxpayer level
rather than through a reduction in corporate taxes.

The Provisions of the Dividend Reinvestment Proposal -

In essence, the proposal is to encourage materially increased
reinvestment of dividends in new issue stock and materially in-
cicased capital formation by deferring 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 quali-
fied dividend reinvestment plans.

A qualified dividend reinvestment plan is defined as a
plan which does, in fact, provide for reinvestment of a cash
dividend in new common stock.zl The stock received on reinvest-
ment of such dividend would be regarded, for tax purposes, as ‘

essentially the equivalent of a conventional stock dividend,

3/ It had been suggested that a corporation having no need for
new common £.ock 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 the bills include previsions
to prevent it. Such provisions would establish a presump-
tion (rebuttable on a showing of a proper business purpose) that
the tax benefit would not be available where a corporation
purchased its own common stock within a specified period be-
fore or after the issuance of stock under a dividend reinvest-
ment plan.
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which 18, of course, not now subject to any current income tax.&/

Economic Impact and Revenue Loss Estimates - In 1978

our Committee retained the firm of Robert R. Nathan Assoclates
to carry out a study of the economic impact of a similar propo-
sal (whish did not contain any dollar limitations) introduced
in the 95th Congress In its Report, the Nathan firm concluded
that adoption of that proposal would greatly increase dividend
reinvestment, provide a major stimulus to the economy, and

"certainly seems to be in the national interest."il

4/ It had been suggested that the proposal could be circumvented
by stockholders who, while not desiring to increase their in-
vestment in the corporation, would reinvest their dividends
and then immediately sell an equivalent number of shares in
the marketplace. To minimize any such motivation, the bills
provide that (a) the basis of stock received under the divi-
dend reinvestment plan would be zero and the holding period
would commence on the dite of its issuance, and (b) sales
after the record date for the dividend and within one year
after receipt of stock under a dividend reinvestment plan
would be deemed to include the stock so received within the
preceding year.

5/ The Report concludes chat adoption of that proposal, by the
third year of operation, would:

1. Increase dividend reinvestment by more than 5007 to
some $6 billion;

2. Increase national output on the order of $10 billion
annua’ly;

3. Stimulate business fixed investment by close to S}.S

billion annually; and
4, Add the equivalent of 200,000 jobs per year.

The full text of the Nathan Report is included in the January
1980 ‘hearings before the House Ways and Means Committee on
"Tax Incentives for Savings", at pp. 150-263. 1If desired,
copiles of the Report will be furnished to the Committee's
staff.
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The Report noted that L{f the proposed tax treatment were limited
to only a specified amount per taxpayer, there wouls! he a re:
lated reduction in all quantitative effects -- i.e. in all costs
and all benefits. (See Nathan Report, p. viii, n. 1).

The Nathan firm later analyzed the economic effects of
a similar proposal with a $1,500/$3,000 annual cap (which is in-
cluded in S. 1543 and the counterpart bills pending in the House)
and concluded that adoption of such a proposal would, in 1979

dollars and in the third full year after its adoption:

1. Increase dividend reinvestment to about $2.5
i 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 losse; --
and after giving consideration to forecasted increases in both
plans and participation, and to their economic effects -- the
Nathan firm estimates that, in 1979 dollars, adoption of the pro-
posal in 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 ofvthe proposal wouid
result in gross revenue lots in receipts for the first fiscal

year, running from January 1l to September 30, of $240 million.
. _ S

65-969 0 - 80 - 14 (pt.3)
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We further understand that the estimates of the Joint Committee
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 ac~
count (as the Nathan Report does) any '"feedback" by reason of
increased capital formation and economic growth.

Current Participation in Dividend Reinvestment Plans

for New Issue Stock. About 175 companies now have dividend rein-

vestment plans for new issue stock. These companies vary in size,
geographical location, tyrz of business and otherwise. In general,
they are, however, alike in the following respects:

First, they are capital-intensive; they cannot obtain
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 stock
capital to finance their business.

Second, they find it increasingly difficult and expen-
sive to attract the necessary capital through large public offer-
ings in the marketplace.

" Third, they have found that dividend reinvestment plans,
under which their stockholders have the option of automatically
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 sucg

plans. Surveys have shown that the large majority of participants
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are the smaller stockholders.é/ The average holdings of the
participating stockholders are less than the average of all stock-
holders and are generally in the range of 150 to 200 shares. It
is estimated thacain 1979 dividend reinvestment plans for new
1ssue stock produced new common stock capital in the amount of
some $1-1/4 billion.

The Benefits of the Proposal - Under existing tax law,

federal income tax is imposed currently on the value of the stock
received by a stockﬁolder who opts to participate in a dividend
reinvestment plan and to take stock instead of cash. .Et 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 estimated that adoption
of the original proposal, without limitation of the tax benefit
per taxpayer, would increase the reinvestment of dividends into
new issue common sfock by more than 500% to some $6 billion; and
the Nathan firm has more recently estimated that adoption of the
proposal in S. 1543 {which includes the $1,500 - $3,000 annual
cap) would more than double participation.

Such increased capital formation would obviously be of

major help in assisting capital-intensive companies to obtain the
comnmon stock capital which is essential to finance their needs

and to provide a cushion for required debt and preferrad stock

.

6/ See, for example, the statistics on participation in the plan
of General Telephone & Electronics Corporation set forth in
footnote 7, below, and in Appendix B.
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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 mavket prices well below book value
and continued dilution exerting further pressure to depress
market prices. )

Adoption of the proposal 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 in-<
vest 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 investment to provide larger
cash dividends when the stockholder has need for such incore.

From the broader perspective of the national interest --
we believe that adoption of the proposal, and the iesulcinx
increased 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 objec-

tive. 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 cormon stock capital.
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The tax incentive to increase such capital formation is, in this
case, a rifle—rhpt which is fully ana directly effective. And,
as has been indicated, the dividend reinvestment 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, and
capital investment to increase productivity and provide jobs, is
taking place where it is urgently needed.

2. Helping to Reduce Consumer Demand and Counter

Inflation. The majority of participants in diviaend reinvestment
plans are the smaller stockholders. Encouraging increased par-
ticipation in such plans increases the reinvestment of cash divi-
dends into productive capital facilities and substitutes capital
formation for current consumption. 1In helping to increase new
productive facilities and decrease consumer demand, the propo-
sal would, therefore, also help in the effort to counter in-
flation.

3. Eliminating or Reducing the Double Tax on Dividend

Income. Elimination -- in whole or in part -- of the double tax

on corporate dividends also has wide support as a desirable naticnal
objective. The proposal would represent a step in this diirection

in eliminating the current tax imposed at the stockholder level

when the dividends are reinvested in the corporation. There would
appear to be particular logic for taking this step and eliminating
the second tax under these circumstances -- since the stockholder

is not receiving the cash dividend and since the cash is, instead,
being plowed back into the corporation where, if invested profit-
ably, it would lead to additional taxable earnings at the corporate

level.



1272

4. 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 period in which they do not re=
quire the cash dividends in order to be able to look foxward to
larger cash dividends at a later time when such income is needed
as & supplement to social security and pension income. The pro-
posal would materially encguragg thrift and assist partiéipancs i
in providing for their own supplemental retirement income. In
this respect, the dividend reinvestmgnt proposal is analogous

to the Keogh and IRA programs which represent similar desirable
national objectives and which have been encouraged by similar
favorable tax treatment.

5. Fairness and Equity for the Participating Stock-

holder as Compared with the Recipient of the Conventional Stock

Dividend. Many companies have the option available to reduce or
eliminate cash dividend$ and declare alternative or supplemental
stock dividends. In iuch cases, the recipient of the stock divi-
dend pays no current tax. But companies whose stock has histori-
cally 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 remain as investors

in such companies, would prefer, at least during 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
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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.

6. Assisting in the Financing of Essential Energy

Facilities and in Dealing with our Energy Problemt An essential

need in reducing our depandence on imported oil is to provide new
factlities for the production of increased domestic enrergy supply.
Limitations on financing capability represent a real and signi-
ficant obstacle to providing such new facilicies. A large number
of companies engaged in energy supply require continuing infu-
sions of new common stock capital and have adopted and are using
dividend reinvestment plans as a vehicle to obcrain at least a
part of the common stock capital they require. Increased partici-
pation in such plans would produce additional common stock capital
and help materially in financing essentially needed energy
facilities.

The proposal to defer current taxes on dividends re-
invested in new issue stock has wide support from stockholders
and from a large number of capital intensive companies which
must obtain their common stock capital requireme .ts primarily
through the continuing sale of common stock. It is also sup-
ported by a number of associations, representing industry and

stockholders, including:
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American Bankers Association
American Council for Capital Formation
American Gas Association .

American Society of Corporate Secretaries

Business Round Table

Edison Electric Institute

Stockholders of America

United States Chamber of Commerce

United States Independent Telephone Association

In what we believe to be the only testimony before the
Senate Finance éubcommittee which was critical of the proposal
in S. 1543, a representative of the Treasury Department argued
that the major beneficiaries of this proposal would be the high
bracket investors and that the low bracket investors would gener-
ally choose to receive cash dividends. We believe this argument
is of doubtful relevance and that its basic premise 1s contra:y
to the facts.

First, and most important, the argument in nc way nega-
tives the primary cbjective or the effectivepess of the proposal
as a means of encouraging increased capital formation. Indeed,
to the extent that there is any basis for the argument, it rein-
forces the proposal as a vehicle for capital formation.

Second, the factual premise is in error. The evidence
to date is that the smaller investors are very much interested

in dividend reinvestment and represent the large majority of
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present and potential participants in dividend reinvestment plans.ll

And, as to the larger investors, the best advice we have from those
most knowledgeable about their investment decisions is that the
rather limited incentive in this proposal is not, in general,
likely to change their current preference for the alternatives of
tax exempt bonds or companies with low dividend payouts and high
growth potential.

Treasury Secretary Miller, in his testimeny at the open-
ing of these hearings, recommended that a tax reduction program
not be enacted prior to the national election but he then went on
to suggest criteria which he believed should be used in the formu-
lation of such a program. He emphasized, principally, that tax
incentives should be concentrated on capital expansion to increase
capital investment and productivity; should not contribute to
inflation by increasing demand pressures; and should be consistent
with fiscal discipline. The dividend reinvestment proposal em-

bodied in S. 1543 would make a substantial contribution to in-

7/ Testimony submitted on behalf of the United States Independent
Telephone Association before the Senate Finance Subcommittee
included a chart analyzing the participants in the General _
Telephone & Electronics Corporation dividend reinvestment
Rlan. That chart, a copy of which is attached hereto as

ppendix B, shows that 79,484, or over 84%, of the total
94,350 participants in the plan were the holders of less
than 100 shares each; and that 88,904, or over 94%, of the
total partlcipants were the holders of less than 200 shares
each. It further shows that 29.5% of all holders of less
than 50 shares, and 16.2% of all holders of 51-100 shares,
participate in the plan.
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creased capital formation, capital investment and productiviiy;

would be counter-inflationary; and would do ;o with a new revenue
loss which, ovef a three-year period, would be either relatively
modest or nonexistent. We submit that the dividend reinvestment

_proposal merits inclusion in any tax cut legislation.
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APPENPIX A

COMMLITTEE FOR CAPITAL FORMATION
THROUGH DIVIDEND REINVESTMENT

Allegheny Power System, Inc.

Amax, Inc.

American Electric Power Co.

American Telephone & Telegraph Co.
Baltimore Gas and Electric Company
Brooklyn Union Gas Co. '

Central & Southwest Corp.

Central Illinois Light Company
Cleveland Electric Illuminating Company
Commonwealth Edison Co.

Columbus and Southern Ohio Electric Co.
Continental Telephone Corp.

Dayton Power and Light Company
Delmarva Power & Light Company

Duke Power Company

Empire District Electric Company
General Telephone & Electronics Corp.
Gulf States Utilities Co. .
Houston Industries, Inc.

Illinois Power Company

Inco Limited

Iowa Electric Light and Power Company
Iowa Resources Inc.

Kansas City Power & Light Company
Kansas-Nebraska Natural Gas Company, Inc.
" Long Island Lighting Company
Manufacturers Hanover Corp.

Mercantile Texas Corporation

Minnesota Power & Light Co.

New England Gas and Electric Association
Northeast Utilities

Orange and Rockland Utilities, Inc.
Otter Tail Power Company

Pacific Power & Light Company
Pennsylvania Power & Light Company
Philadelphia Electric Co.

Portland General Electric Company
Public Service Company of Colorado
Public Service Company of New Hampshire
-Public Service Electric & Gas Company
Puget Sound Power & Light Co.

Rochester Gas & Electric Corp.

Sierra Pacific Power Company

Texasgulf Inc.

United States Steel Corporation
Virginia Electric & Power Company
Washington Gas Light Co.
Wisconsin Electric Power Company
Wisconsin Power & Light Co.
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JPPENDIX B

GTE DIVIDEND REINVESTMENT PLAN
SHAREHOLDER PARTICIPATION

Shareholders Plan Participation
Registered Percent
Shares Held Shareholders Participants Participation
180 . 210,538 62,069 29.5%

51-100 107,456 17,415 16.2
101-200 87,399 9,420 14.0
201-500 52,198 4,338 8.3
501-1,000 ~ 12,850 800 7.0
1,001-over 7,376 ’ 208 2.8

Total 457,817 84,350 20.6%
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SUMMARY OF POINTS INCLUDED IN STATEMENT
OF ROBERT R. NATHAN ON TAX REDUCTION
LEGISLATION BEFORE THE SENATE
COMMITTEE ON FINANCE,

JULY 29, 1980

The present recession is in large part the result of
measures designed to counter inflation. Since excess demand
appears not to be a major cause of the inflation, tight
monetary, fiscal and other recessionary policies will not
work unless they are carried to extremes few would advocate.
Any anti-inflation benefits attributable to the recession
are likely to be transient.

To overcome some of the root causes of the inflation,
enactment of tax shifts or tax reductions during this
session of the Congress would be appropriate even if the
economy were not in recession. Tax changes designed to
improve productivity, to stimulate new investment, and to
lessen tax impacts on the Consumer Price Index (CPI) are all
anti-inflationary and needed. At this time such changes
could moderate the depth and duration of the recession.

A tax reduction of about $30 billion in the next- calen-
dar year seems necessary and not excessive. Approximately
half should be designed to stimulate productivity. The
remainder should go to individuals to relieve the impact of
scheduled payroll tax increases, reduce inflation's effect
on the Consumer Price Index, and ameliorate similar pres-
sures on the wage-price spiral.

Examples of actions to aid individuals and reduce tax
impacts on the CPI include (1) delay of the scheduled
January 1, 1981 and perhaps 1982 increases in social secu-
rity payroll taxes, transferring a portion of the costs of
hospital insurance and indexed benefit increases to general
revenues, if necessary, (2) encourage state and local
governments to reduce sales and selective excise taxes by
providing a general revenue sharing incentive without
" changing total revenue sharing outlays, and (3) providing
income tax rate relief in a manner compatible with inducing
restraint or moderation in prices and in labor-management
wage (including fringe) settlements.
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Highly important are inducements to business designed
to improve productivity through modernization -and expansion
of plant and equipment. Such inducements should also help
reinvigorate our domestic and international competitiveness,
promote greater energy independence and foster innovative
research and development.

Accelerated depreciation allowances could help achieve
these objectives. But they would provide limited or no
assistance to many firms in certain key sectors of the
economy. The dividend reinvestment plan (DRP) proposal in
S.1543, H.R. 654, H.R. 5665, and H.R. 7015 would provide the
needed help to such firms, mainly requlated utilities with
precarious debt-to-equity ratios, currently unprofitable
firms investing in risky new energy or other ventures, and
firms that must rely too hzavily on external financing for
their capital investment.

The DRP provision is targeted for firms that will
actually use the reinvested dividends to provide additional
capital formation. It will improve productivity. It will
be anti-recessionary, adding about 50,000 jobs per year.
After taking account of its economic "feedback," its revenue
loss will be relatively small, about $350 million in the
first complete year, no loss in the second year, and a
revenue gain of $600 million in each succeeding year. It is
a constructive and entirely feasible program whose benefits
will far exceed its ccsts.



1281

STATEMENT OF ROBERT R. NATHAN ON TAX REDUCTION
LEGISLATION BEFORE THE SENATE COMMITTEE ON
FINANCE, JULY 29, 1980

Mr, Chairman and Members of the Committee:

I am Robert R. Nathan, Chairman of the Boar¢ of Robert
R. Nathan Associates, Inc. (RRNA), an economic consulting
firm located at 1200 18th Street, N.W. in Washington, D.C.,
20036. I appear today on behalf of the Committee for
Capital Formation Through Dividend Reinvestmenti. For more
than two years our firm has worked with that Committee,
studying and advising on the economic and revenue impacts of
the kind of-dividend reinvestment tax proposals embodied in
S.1543, H.R. 654, Section 202 of H.R. 5665, and Section 201
of H.R. 7015.

I appreciate the opportunity alse to offer broader
comments and suggestions of my own. The U.S. economy is
faced with two critical and interrelated problems =-- infla-
tion and recession. The short-term economic outlook is not
encouraging. True, the precipitous declines in employment,
automobile production, housing construction, industrial
production, and retail sales are not likely to fall for long
at the rates of the past two or three months. If they did
continue at such rates we would have 10 to 12 percent
unemp loyment by the end of the year and in some industries

1. A list of the business firm members of this Committee
is appended to Mr. Herbert Cohn's testimony in this hearing.
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production would be at depresgsion rather than recession
levels. However, without early enactment of appropriate tax
legislation economic recovery will be delayed, and we will
continue to be plagued with the problems of unemployment and
underlying inflation.

I do not mean to imply that a prolonged recession will
not havé an effect on inflation, because, to a degree, it
will slow the pace of price increases and encourage wage-
price spiral moderation, But it will not attack the root
causes of the inflation. As a consequence, even the anti-
inflation benefits attributable to the recession are likely
to be transient. The roots of the present inflation would
be more susceptible to corrective action during a period of
rising economic activity. The tax reduction issue now under
consideration should be designed as an anti-inflationary
force, even though it would also serve as an anti-recession
weapon at this time.

The current recession is inextricably related to the
nation's critical inflation problem. The present recession
cannot be attributed to normal business cycle phenomena.
There were few if any discernible, serious cyclical distor-
tions that precipitated the current slide. Rather, the
recession was in large part the result of measures taken to
counter inflation. Restrictive monetary and fiscal policies
may in retrospect prove to have been an "overkill" bringing
on the steepest, near free-fall decline in economic activity
since the Great Depression. I refer especially to the big
and blunt credit pincers applied on October 6, 1979 and
March 14, 1980, and to the strong restrictive thrust in
fiscal policy announced in late March 1980. The March
actions came after the economy had already started downward
and undoubtedly exacerbated t-e severity of the recession.



1283

Inflation will likely continue to be with us for many
years to come because we have not attacked its basic causes.
Present policy appears designed to fight inflation with
recession, and may well be a no-win game over time. Econo-
mists commonly agree that excess aggregate demand is infla-
tionary. But there are serious doubts whether the disas-
trous double-digit inflations of 1973-74 and 1979-80 were
mostly attributable to excess demand. Fyom the first
quarter recession trough of 1975 to the first quarter 1980
recovery peak, unemployment never fell below 5.7 percent.

If excess demand was not the major cause and the economy was
not overheated, then overcooling and other recessionary
policies will not work unless they are carried to extreme
depths and durations that few would advocate.

In my judgment, enactment of anti-inflationary tax
shifts or reductions during this secsion of Congress would
be appropriate and desirable even if the economy were not in
recession. Tax changes designed to improve productivity, to
stimulate new investment, and to lessen iax impacts on the
Consumer Price Index are all anti-inflationary and needed.

It became evident early in the decade of the 1370s that
the rate of growth of productivity in our economy was
slackening relative to historical standards. The reasons
for this distressing phenomenon were not and still are not
entirely clear. In 1974 and again in 1979 and currently,
productivity, measured as the output per hour of all persons
in the private sector, actually declined. The need to
encourage modernization and expansion of our nation's pro-
ductive capacity, to discard obsolescent facilities, to
overcome domestic energy bottlenecks, and to achieve much -
greater energy efficiency is urgent. Such investment would
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not only attack inflation in the right way and the right
place, but is now compatible with reasonable recovery objec-
tives as well, and will result in sound, solid economic
growth. Additionally, we need to hold down or roll back or
compensate for scheduled increases in some taxes, such as
gocial security taxes, which directly tend to increase
production costs, push up the Consumer Price Index (CPI),
evoke demands for higher take-home pay, and further aggra-
vate the inflation spiral.

Given these circumstances, an early tax reduction in
the order of annual magnitude of about $30 billion seems
necessary and not excessive. To properly attack the prob-
lems mentioned, approximately half of the reduction should
be designed to stimulate productivity and the remaining half
should go "to individuals to relieve the impact of scheduled
payroll tax increases, reduce inflation's effect on the cost
of living, and ameliorate similar pressures on the wage-
price spiral.

With respect to tax relief for individuals and an
easing of tax impacts on the CPI, I recommend that the
Congress consider several measures. First, the payroll tax
increases for social security scheduled for January 1, 1981
and perhaps 1982 should be delayed. 1If essential for the
gsound financing of the system, a portion of the costs of
hospital insurance and inflation-indexed benefit increases
could be paid from general revenues. Second, because excise
and sales taxes directly impact the CPI and cost-of=-living
adjustments, the Federal program of general revenue sharing
should be designed to provide an incentive for State and
local governments to hold down sales taxes and perhaps
selective excise taxes as well. Third, income tax rate
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relief should be granted in a manner compatible with in-
ducing restraint or moderation in prices and in wage and
worker-fringe negotiations. I recognizé that objections
have been raised to past suggestions along these lines, but
serious attention must be given to the need to fight infla-~
tion on all fronts.

We must also bear in mind that there are several spe-
cific inflation-reducing objectives that can be helped by a -
tax cut offering inducement for business investment. We
desperately need improvements in productivity and efficiency
in the fight against inflation. Low productiviﬁy and high
unit costs of production arising from use of obsolete plant
and equipment tend to be aggravated by a recession. Our tax
policies and programs must be designed to activate the
demand for investment in new plant and eqﬁipment.

I do not mean to imply that poor productivity has been
the major cause of the present inflation, nor has the lag in
business investment been the sole cause of our poor produc-
+ivity performance. But elimination of obsolete equipment
and expansion and modernization of productive capacity can
and will contribute materially to improved productivity, to
lower unit costs, and to slow the rate of inflation. Coop-
erative efforts by management and labor can alsoc contribute
to greater efficiency.

Unfortunately, expenditures for needed research and
development to accelerate innovations and inventions are
- usually reduced during recessions because of anticipated low
profitability. That often happens also -during inflation
because of high current costs and added uncertainty over
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future returns. Yet, well designed R&D programs yield
discoveries that foster economic growth and help fight
inflation by reducing unit costs of production. Tax incen-
tives should support additional R&D of this nature.

Highly inflationary is our dependence on oil imports
and seeming helplessness in the face of drastic OPEC price
increases. This powerful inflationary factor will not be

-corrected by a recession. We must not continue to allow
OPEC to affect seriously U.S. price levels and bhalance of
payments. To achieve greater energy independence, we need
tax changes to bring about greater energy conservation and
greater domestic energy production and supply. We must
speed investments in new energy efficient plant and equip-
ment by relatively intensive industrial users of energy.

We need to reinvigorate our domestic and international
competitiveness. We must find ways to make the marketplace
function more efficiently in the United States. We must be
more competitive with Japan, Germany, and other strong trade
expansionist economies. It will take more than tax policies
aione to make such progress, but tax policies that help the
steel industry, :to cite just one example, to build and
install adequate, modern capacity will do more to help our
economy than protectionist measures. ‘Improved competition
is required to help lower unit costs of production, thus
aiding in the fight against inflation as well as against our
trade deficits.

All these specific objectives, as well as the high
priority overall goal of reducing the rate of inflation, can
be facilitated by enactment of such tax provisions as accel-
erated depreciation and the dividend reinvestment plan being
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proposed. Accelerated depreciation of plant and equipment
would result in shortening the duration of risk exposure and
in higher immediate after-tax profits and greater retained
earnings, thus providing business stronger motivation and
internal funds for overcoming the lagging investment demand
that has been a key ingredient in the slow growth in busi-
ness outlays for plant and equipment. Higher investment
will result in a stronger economy and, in turn, tend toward
smaller or fewer federal deficits, making more funds availa-
ble for private investment.

Some key sectors of the economy have large financing
demands for expanded and modernized plant capacity but face
difficulties in raising the necessary funds at reasonable
costs, particularly the equity capital that is necessary to
préserve sound financial structures. The regulated utility,
transportation and communication sectors of the economy come
immediately to mind as examples. Companies providing these
services have encountered precarious capital structures.
They have inordinately high debt to equity ratios, resulting
in reductions in bond ratings, high interest rates, and low
interest coverage ratios. Recurringly, these companies are
faced with inexorable cost increases due to inflation and to
environmental requirements, coupled with lagging rate relief
by federal and state regulatory agencies.

Accelerated depreciation would be of only limited help
to these firms wherever "flow-through" provisions of States
prevail. Accelerated depreciation also would not be immedi-
ately helpful to firms investing in risky new energy ven-
tures and those currently not profitable enough to pay
substantial income taxes. On the other hand, the dividend
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reinvestment tax propousals (DRP) embodied in S.1543, H.R.
654, H.R. 5665, and H.R. 7015 would strongly encourage such
equity investments in a direct and cost-effective manner.

The testimony of my colleague on this panel, Mr. Herbert
B. Cohn, Chairman of the Committee for Capital Formation
Through Dividend Reinvestment, describes the DRP proposal
and its benefits in some detail and summarizes its economic
effects. Basically, the dividend reinvestment provision
would defer the current individual income tax on dividends
reinvested in original issue stock. The stock received by
shareholders in those companies having a qualified dividend
reinvestment plan would be regarded, for tax purposes, as
essentially the equivalent of a conventional stock dividend.
The tax on such dividends would be delayed until the acquired
"shares are sold and the proceeds would then be subhject to
capital gains tax rates. I would emphasize that tle tax
benefits in the pending bills would be limited by estab-
lishing a "cap" on qualified dividends of $1,500 for a
single return and $3,000 for a joint return.

Robert R. Nathan Associates have studied the economic
impact of the dividend reinvestment provision. We have
concluded that by its third year of operation such a provi-
Sion. with the $1,500/$3,000 "cap", would about double the
prasent dollar volume of corporation and individual investor
participation in qualified reinvestment plans and would (in
1979 dollars):

1. Increase dividend reinvestment in new issue
stock to about $2.5 billion annually;
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2. Increase greoss national product by approxi-
mately $2.7 billion annually;

3. Increase business-fixed investment by about
$1 billion annually;

4. Add about 50,000 jobs per year;

5. Involve a net revenue loss of some $350
million in the first complete year of
operation, a wash in the second year, and
a net revenue gain of $600 million in the
third year and each succeeding year.

These estimates include the economic "feed-
back" of the proposal on Treasury revenues.

Enactment of such a fruitful dividend reinvestment

provision would enhance and reinforce important constructive
national economic policies. It would provide much needed
assistance to firms that have to rely heavily on external
financing of essential plant and equipment outlays, and for
- whom accelerated depreciation allowances would be of limited
or no help. It would make more equity capital available at
reasonable cost to firms with high debt to equity ratios,
tending to improve their capital structures. It would
facilitate the equity financing needed for new ventures,
especially the more risky ventures in energy supply, effi-
cient energy use (substitution and conservation), inter-
national competition, and innovative processes and products.
It would encourage small investors to increase their equity
in the nation's productive machinery. In these and other
ways, it would encourage modernization and expansion of our
productive capacity in essential industries and help improve
our productivity.



1290

In summary, the economy is in critical need of tax
incentives for modernization of plant_and equipment and tax
reductions to relieve inflationary spiral pressures. Such
tax measures enacted at the present time should encourage
moderation in actions affected by the CPI and help stimulate
increased capital formation, improve productivity, lower
unit costs of production, and strengthen the competitiveness
of U.S. goods and services in domestic and international
markets. They will relieve inflationary pressure in both
the short and long run. They will reduce unemployment and
set the stage for sound, solid economic performance in the
coming decade.
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- MR, “4AIRMAN AND MEMBERS OF THE COMMITTEE:

1 APPRECIATE THE OPPORTUNITY TO APPEAR BEFORE THIS DISTINGUISHED
COMMITTEE ON BEHALF OF STOCKHOLDERS OF AMERICA, INC. TO TELL You
WHAT | AM I/EARING FROM OUR MEMBERS ACROSS THE COUNTRY BY PHONE,
MAIL AND P:RSONAL CONTACTS. My NAME 1S MARGARET Cox SULLIVAN AND
[ AM PRE%IDENT OF THIS EIGHT-YEAR-OLD NATIONAL NONPROFIT NONPARTISAN
ORGANIZATION DEDICATED TO REPRESENTING THE INTERESTS OF STOCKHOLDERS
OF PUBLICLY HELD AMERICAN CORPORATIONS.

WE ARE GRATEFUL THE COMMITTEE HAS ARRANGED THESE HEARINGS FOR
THE CONSIDERATION OF TAX CUT LEGISLATION, CERTAINLY OUR TAX SYSTEM
NEEDS A LOT OF CONS/DERATION,

IN THE INTRODUCTION TO THE JOINT Economic CommiTTee 1980 Reporr,
CHAIRMAN SENATOR LLOYD BENTSEN SAID, “THE 1980 REPORT SIGNALS THE
START OF A NEW ERA OF ECONOMIC THINKING.” THE RANKING MINORITY
MEMBER CONGRESSMAN CLARENCE J, BRowN SAID, “IT (THE REPORT) is A
CLARION CALL TO GET THIS COUNTRY MOVING AGAIN." THE MAJORITY AND
MINORITY MEMBERS OF THE JOINT EcoNoMIc COMMITTEE HAVE RISEN ABOVE
POLITICAL PARTISANSHIP IN THIS ELECTION YEAR AND HAVE ISSUES A
UNIFIED REPORT.

THE COMMITTEE RECOMMENDS THAT ONE HALF OF THE NEXT TAX CUT BE
DIRECTED TOWARD ENHANCING SAVING AND INVESTHENT. THE REPORT 1S A
VERY POLISHED, THOUGHTFUL, INDEPTH DOCUMENT. TO BE SURE, IT HAS
A DARK SIDE - THE DECLINE OF OUR COUNTRY’S ECONOMIC FORTUNES, “But
THE BRIGHT SIDE IS THAT THIS TREND CAN BE REVERSED.
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THE PAST HAS BEEN TARGETED PRIMARILY TO THE DEMANL SIDE OF THE
ECONOMY WHEREAS THE 1980 REPORT RECOMMENDS POLICIES DESIGNED TO
INCREASE THE PRODUCTIVITY - THE SUPPLY SIDE OF THE ECONOMY, THIS
MUST BE DONE. THE UNITED STATES NOW RANKS 7TH IN PRODUCTIVITY,
CAPITAL INVESTMENT AND ECONOMIC GROWTH - AFTER JAPAN, WEST GERMANY,
ItaLy, France, CANADA AND UNITED KiNGDOM, INCREDIBLE AS IT MAY
SEEM THE UNITED STATES HAS THE LOWEST INVESTMENT RATE OF ANY
INDUSTRIALIZED NATION IN THE WORLD, AND THE PERIOD OF CAPITAL
RECOVERY 1S ONE OF THE LONGEST, THEREFORE IT IS CRUCIAL WE
RESTRUCTURE OUR TAX LAWS TO ALLOW CORPORATIONS TO GENERATE CAPITAL
INTERNALLY AND ATTRACT NEW INVESTMENTS - TO SUPPLY CAPITAL - IN THE
MARKET PLACE - WE MUST DO THIS NOW - WE NO LONGER HAVE THE LUXURY
OF TIME.

BECAUSE TIME 1S A FACTOR IN OUR JUDGEMENT, STOCKHOLDERS OF
AMERICA CONTINUES TO SUPPORT ENACTMENT OF THE CAPITAL CosT RECOVERY
Act oF 1979 (S. 1435), As IT IS WRITTEN WITH [Ts 10-5-3 LIBERALIZED
DEPRECIATION FORMULA. [T HAS BEEN STUDIED AND SPONSORED BY 54 Bi-
PARTISAN MEMBERS OF THE SENATE. THE COMPANION BILL IN THE House
(H.R. 4B46) HAs 307 BI-PARTISAN MEMBERS SUPPORTING IT, (S, 1435)
IS NOT JUST ANOTHER TAX PROPOSAL BUT IT IS A CAREFULLY WORKED OUT
ANSWER TO OUR NATION'S PROBLEMS OF DECLINING INVESTMENT AND
PRODUCTIVITY, T WOULD PROVIDE A SYSTEM OF ACCELERATED CAPITAL
RECOVERY FOR INVESTMENT IN PLANT AND EQUIPMENT, ENCOURAGE ECONOMIC
GROWTH AND MODERNIZATION THROUGH INCREASED CAPITAL [NVESTMENT AMD
EXPAND EMPLOYMENT OPPORTUNITIES,
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TH1s 1S IMPERATIVE. WE HAVE ALLOWED OUR ONCE GREAT AMERICAN
BUSINESS MACHINE TO GET RUSTY; MUCH OF OUR EQUIPMENT HAS BECOME
OBSOLETE. WE HAVE TO REALIZE THAT 67% OF ALL METAL WORKING
MACHINERY IN THIS COUNTRY 1S MORE THAN 13 YEARS OLD WHEREAS IN
JAPAN THE FIGURE IS ONLY 30% AND IN GerMANY, 37X, THis IS TYPICAL
OF ALL OUR PLANT AND EQUIPMENT AND SHOWS WHY OUR LONG TERM PRODUCTION
ADVANTAGES ARE FADING AND WHY WE ARE LOSING OUR POSITION IN THE
INTERNAT IONAL MARKET PLACE.

FurRTHER,THE CAPITAL CosT RECOVERY ACT WOULD INCREASE THE CASH
AVAILABLE FOR EITHER CORPORATE RETENTION OR PAYING DIVIDENDS,
DIVIDENDS ARE CERTAINLY THE INCENTIVE FOR STOCKHOLDERS TO INVEST IN
AND SHAKE IN THE OWNERSHIP OF COMPANIES, IN SOME ENTERPRISES, THEY
SHARE OWNERSHIP WITH LESS THAN ONE THOUSAND OTHERS. AND IN "tRTAIN
COMPANIES, THEY SHARE OWNERSHIP WITH A MILLION OTHERS. THE SUCCESS
AND STRENGTH OF OUR FREE ENTERPRISE SYSTEM COME FROM THIS LARGE
DIVERSIFIED OWNERSHIP BASE.

ALTHOUGH THERE ARE STILL 25 MILLION STOCKHOLDERS WHO CURRENTLY
owN sTock IN 11,000 puBLIcLY OWNED CORPORATIONS (NYSE staTistic)
THIS NUMBER REVEALS A SHARP DECLINE OF 18%. THE NUMBER SLID FROM
1970-75 FrOM 32 MILLION, 1975 wAs THE LAST CENSUS TAKEN BY THE
ExcHANGE., CoMPARABLE FIGURES FROM 1975-80 ARE NOT YET AVAILABLE.
THERE ARE INDICATIONS, HOWEVER, THAT THE INDIVIDUAL INVESTORS ARE
COMING BACK INTO THE MARKET. WE FEEL THAT THIS IS DUE TO THE
LOWERING OF THE TAX ON CAPITAL GAINS BY THE REVENUE AcT oF 1973,
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77 This 15 GooD. - HOWEVER, WE MUST REALIZE, YEARS AGO 1T WAS

PREDICTED THAT WE WOULD NEED 50 MILLION STOCKHOLDERs BY 1880 10 -~~~ .
TAKE CARE OF THE EXPANDING LABOR FORCE AND TO MEET CAPITAL NEEDS.

HERE WE ARE HALF INTO 1980 WITH A LITTLE MORE THAN HALF THAT NUMBER,
HISTORICALLY, 1T HAS BEEN THE INDIVIDUAL INVESTORS, THE STOCKHOLDERS, -
THE LITTLE GUYS, WHO HAVE BEEN THE MAIN SOURCE OF EQUITY CAPITAL.

THEY HAVE BEEN CALLED THE BACKBONE OF OUR CAPITAL MARKETS; THEIR

ROLE IS VITAL., THEY ARE THE CAPITAL FORCE OF OUR COUNTRY, JusT

AS THE MILLIONS OF WORKERS IN THE LABOR FORCE SUPPLY LABOR SERVICES,

SO CAPITAL SERVICES ARE SUPPLIED BY THE CAPITAL FORCE - THE MILLIONS

WHO INVEST IN THE AMERICAN BUSINESS SYSTEM. MNOW WE HAVE TO GET THIS

CAPICAL FORCE BACK INTO THE MARKET ~ PUT THEIR CAPITAL TO WORK,

THIS CAPITAL FORCE MUST GROW, EMERGENCY STEPS MUST BE TAKEN TO-

ENCOURAGE AND ATTRACT,

OUR MARKETS WILL NOT WORK WITHOUT INDIVIDUAL INVESTORS; THEY
MAKE THE MARKET. THE MILLIONS OF DIFFERING INDIVIDUAL DECISICONS
MADE DAILY IN DIVERSIFIED MARKET TRANSACTIONS ARE NEEDED fOR
LIQUIDITY, FOR A TRUE AUCTION, AND A MORE REALISTIC VALUE OF STOCKS.
FURTHER, THE INDIVIDUAL HAS A DIFFERENT PATTERN OF INVESTING THAN
THE LARGE FINANCIAL INSTITUTIONS, FUND MANAGERS, EITHER BECAUSE OF
REGULATIONS OR FIDUCIARY RESPONSIBILITIES, INVEST PRIMARILY IN THE
WELL-ESTABLISHED COMPANIES AND FOR THE MOST PART IN A FAVORED FEW.
THE INDIVIDUAL, IN H1S OWN FRAME OF INTEREST, AND JUDGEMENT, WITH
HIS OWN CAPITAL MAY MAKE INVESTMENTS IN THE SMALLER, OFTEN MORE
VENTURESOME - HIGH RISK COMPANIES - SOMETIMES REGIONAL ONES.
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THESE INVESTORS MUST BE ATTRACTED BACK. TAX INCENTIVES ARE
NEEDED TO ATTRACT THEM. THEREFORE SOA CONTINUES TO SUPPORT _
ENACTMENT OF (5, 1543), A BILL WHICH WOULD EXEMPT DIVIDEND
PAYMENTS FROM THE STO UAL FEDERAL INCOME TAX
WHEN DIVIDENDS ARE REINVESTED IN ORIGINAL ISSUE STOCK UNDER A

CORPORATION’S QUALIFIED DIVIDEND REINVESTMENT PLAN,

(S. 1543) PROPOSED A VERY SIMPLE TECHNIGUE. STOCK PURCHASED
IN THIS MANNER WOULD BE TREATED SIMILARLY 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
ESTIMATED THAT SOME 20% OF THE CAPITAL RAISED LAST YEAR WAS RAISED
THROUGH THE PRESENT TYPE DIVIDEND REINVESTMENT PLAN TECHNIQUE,
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 APPROXMATELY ONE VHOUSAND COMPANIES OFFERING A REINVESTMENT
DIVIDEND PLAN BUT ONLY ABOUT 175 COMPANIES WITH THE ORIGINAL ISSUE
APPROACH.

WHILE (S.1543) WILL PKOVIDE CONSIDERABLE, DIRECT AND
IMMEDIATE HELP IN THE FORMATION OF NEW CAPITAL BY LIMITING THE
TAX EXEMPT STATUS TO REINVEST IN ORIGIAL ISSUE STOCK AND, FURTHER
IT IS A STEP TOWARD THE REDUCTION OF THE DOUBLE TAX ON DIVIDENDS.
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THIS OF COURSE IS A GOOD STEP, BUT IT MUST NOT BE OVERLOOKED
THAT THE DOUBLE TAX ON DIVIDENDS IS UNFAIR AND UNJUST, FURTHER
LEGISLATION SHOULD BE CONSIDERED TO ELIMINATE THIS INEQUITY,

IN CONSIDERING A COMPLETE RESTRUCTURING OF OUR TAX SYSTEM AS

APPARENTLY ENVISIONED BY THE CONGRESS, CAREFUL CONSIDERATION SHOULD
OF CAPITAL. ANY TAX ON CAPITAL IS

INDICATIVE OF A BASIC MISCONCEPTION OF ITS FUNCTICN IN A FRE
ENTERPRISE SYSTEM, CAPITAL 1S THE FUNDAMENTAL FOUNDATION OF THE
SUPPLY SIDE OF OUR ECONOMY, [T IS THE BASIS FOR THE PRODUCTION OF
ALL GOODS AND SERVICES. THEREFORE TO DEDUCT FROM IT ANNUALLY,
IN THE FORM OF TAXATION 1S TO DIMINISH OUR NATIONAL PRODUCTIVITY
BASE. THERE SHOULD BE NO TAX ON CAPITAL GAINS. TO CONFIRM THIS
POINT OUR PRINCIPAL INVERNATIONAL COMPETITORS HAVE NEVER TAXED
CAPITAL AT ALL,

WHEN SENATOR CRANSTON RECENTLY INTRODUCED HIS BILL, THE
Cap1TAL INVESTMENT INCENTIVE AcT oF 1980, (S. 2923) wHICH woulLD
REDUCE THE EFFECTIVE TAX RATE GN CAPITAL GAINS FRoM 28% vo 21%
HE INCLUDED THESE REMARKS ON THE FLOOR OF THE SENATE.

“,.. OUR TAX LAWS HAVE TURNED INVESTMENT

INCENTIVES UPSIDE DOWN, By IMPOSING

HIGK TAX RATES ON PRODUCTIVE CAPITAL

INVESTMENTS WE HAVE TOLD INVESTORS

TO PUT THEIR MONEY INTO ECONOMICALLY

VALUELESS AND WASTEFUL TAX SHELTERS,”
THis BILL 1S A GOOD STEP IN THE RIGHT DIRECTION.
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OUR CONCLUDING REMARKS AND INDEED OUR CONCLUSIONS AND
RECOMMENDATIONS ARE PREDICATZD ON THE FINDINGS IN THE 1980 JoInT
EconomIc REPORT. WE ARE GRATEFUL THIS WORK HAS BEEN SO THOUGHTFULLY
‘DONE AND THE ECONOMIC MODEL OF DR. OTT0 ECKSTEIN oF DATA RESOURCES
1S IN BEING,

IT 1S OUR CONCLUSION THAT THE TAX CUT LEGISLATION SHOULD BE
ENACTED AS SOON AS POSSIBLE. THAT THE ENABLING LEGISLATION SHOULD
RecOVERY ACT OF 1379, THE TAX EXEMPT
STATUS FOR REINVESTED DIVIDENDS AND THE CAPITAL INVESTHENT ——— o
INCENTIVE AcT oF 1980, Prus A 10% ACROSS THE BOARD REDUCTION OF
INDIVIDUAL INCOME TAX TO TAKE EFFECT IN 1981, -

"

NE HEARTILY AGREE WITH THE JOINT Economic CoMmmiTTEE, “...
THAT THE FEDERAL GOVERNMENT MUST PUT 1TS OWN FINANCIAL HOUSE
IN ORDER. THAT REQUIRES A STEADY REDUCTION OF THE RATIO OF
GOVERNMENT SPENDING TO THE GROSS NATIONAL PRODUCT AND A FULL
ACCOUNTING OF THE COMMAND OVER RESOURCES NOW EXERCISED BY THE
FEDERAL GOVERNMENT," -

AS TAXPAYERS WE ARE PAYING FOR MORE GOVERNMENT THAN WE WANT,
MORE THAN WE NEED, AND AS A NATION MORE THAN WE CAN AFFORD., THE
FEDERAL GOVERNMENT 1S TRYING TO DO MORE THAN 1TS RESOURCES WILL
PERMIT; 1T IS TRYING TO DO MANY THINGS THAT 1T CANNOT DO VERY
WELL; AND ENDEAVORING TO DO SOME THINGS THAT IT SHOULD KOT DO
AT ALL = IN OUR OPINION,

THANK You.

LR B N K N 4
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The CHAIRMAN. I arma going to recess this hearing until 2 o’clock.
[Whereupon, at 12:20 p.m., the hearing recessed, to reconvene at
2 p.m.,, the same day.]

AFTER RECESS

genator BENTSEN. It is 2 o’clock, and this hearing will come to
order.

Our first witness is Mr. Herbert Dwight of the American Elec-
tronics Association. Is he here?

Voice. Mr. Chairman, Mr. Dwight is down the hall.

Senator BENTSEN. All right, then we will hear first from Mr.
John Nesheim, Semiconductor Industry Association.

If you will come up, we will start with you.

TATEMENT OF JOHN NEISHEIM, SEMICONDUCTOR INDUSTRY

Mr. NeisHEiM. Mr. Chairman, you are aware of some of the
challenges to the semiconductor world. You have been to Japan.
You have traveled, seen and heard testimony by L. G. Sevenmoss,
and other of our colleagues.

Today, as treasurer of National Semiconductor of Santa Clara, I
represent the industry association that has 42 U.S. manufacturers.

e would like to talk to you today about some of the problems

that we are facing in international competition that are presented
to us that can, in fact, be dealt with in part by the tax legislation
that is being considered.
. The sense of urgency, Mr. Senator, that we are concerned with is
that the necessary steps in this tax legislation enable us to redress
some of the inequities in the competitive environment with which
this industry is faced around the world.

We ask that unique qualities of this particular industry be taken
into account in considering proposals to accelerate depreciation,
and encouraging research and development.

The comparative advantage in high technology is that it is really
a U.S. first. We control it. We want to continue controlling it. We
think that it is critical. We help fight inflation. The prices come
down 20 to 30 percent annually. .

We help revitalize basic industries with new applications of semi-
conductors. We end up being able to take these chips and apply
them throughout the world to be able to provide us with the kind
of improvement in trade balance and maintenance of strong de-
fense that we helieve is so critical.

We think that our world leadership right now is facing a real
challenge from the competition overseas that is receiving real sup-
port from the local governments who are creating an economic
environment really designed to foster, nuture and grow those semi-
conductor companies.

The first source of the competition challenge is in the tax incen-
tives and subsidies. We measured that over $2 billion is spent on
direct subsidies alone currently around the world, and this is not
taking into account other incentives through tax proposals.

Second, there are basic structural differences. We have found in
the case of Japan that when we asked the Chase Manhattan Bank
to address the structural differences that they are able to borrow 5
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1300 =

to 10 times as much debt as we, and they have half the return on
their investment, and they still are able to raise capital without
regard to the financial performance right through economic down-
turn cycles.

As a result, the Japanese have a true competitive edge because
their cost of capital is lower, and we have a hard time raising that
kind of money. The result is that the United States is being chal-
lenged to take on its leadership and maintain it by environments
that are created by the foreign governments.

We believe that a properly designed tax cut really can be of
major help. It is not really the total solution, but it really can help.

We are proposing two areas to be focused on. The first is that we
would like to urge Congress that enactment of an R. & D. tax
credit, S. 2906 sponsored by Senators- Danforth and Bradley, take
place. That will provide an excellent stimulus for additional re-
search. As a corrollary a tax credit should be created for setting
aside corporate funds for university research. The basic research is

i i currently.

Second, we support the concept © iati as in 10-
5-3, and other proposals, but we urge you to refine them to provide
more significant benefits for short-lived equipment. In my company
alone, 97 percent of my equipment has a life of 5 years or less, and
they only receive two-thirds of the investment tax credit presently
under the current law.

Under 10-5-3 the proposal of useful life to 5 years could actually
hurt us if it is mandatory. Optionality is really necessary to avoid a
problem of impinging on the industry.

We urge that if you are going to adopt 10-5-3, or some similar
proposal that you take into account such things as 3-year lives, and
full investment tax credit, or some proposal similar to what the
Japanese use which is a 25-percent additional depreciation in the
first year alone for short-lived equipment.

Besides an R. & D. tax credit and modifications to depreciation
reform proposals, our association supports a number of other bills
which are outlined in more detail in the written statement which -
we submitted.

But our real concern is that if a productivity oriented tax de-
crease is really going to take place, the benefits have to be accord-
ed to an industry like this, which has high growth, short-lived
equipmenst, and is really on the forefront of keeping America com
petitive for the remainder of this century.

Thank you.

Senator BENTSEN. There should be some reward for those who
are patient and wait. Would you like another 5 minutes?

Mr. NesHEIM. The amount of challenge, I think, is manifest in
the rapidity with which the Japanese have learned, the Europeans
have not forgotten, and increasingly southeastern Asian countries
are quickly learning. The industry is enabling us to do things we
never could before.

We get more productive in steel and chemical industries by
controlling the manufacturing processes with semiconductor built
computers, and we end up being able to make automobiles much
more energy efficient, meeting the pollution standards of the Gov-
ernment as well.



1301

We are able to provide the growth in jobs for people that almost
otherwise would be on welfare. We employ hundreds of thousands
of people in this industry, and the related computer industry,
people that we train from day one as a part of our daily business.

We have a real challenge on our hands to be able to reinvest
money because we don’t have that much. This year I could have
honored 50 percent more capital expenditures than I was able to
because I was unable to raise that kind of money for our industry.

Then when you face a recession like the one we are going
through now, and you examine what you are going to do to create
production capacity, you say to-yourself, “How am I possibly going
to be able to cope, when without regard to financial performance
the competition internationally raises that capital.” ‘

We are currently facing a number of major investment decisions
on new factories in the United States, and we wouid hope that the
tax legislation would quickly be resolved to reduce the uncertainty
in our investment decisionmaking. We would like to go ahead and
make those commitments, take those risks, and be able to create
those johs as fast as we possibly can.

Those are the primary concerns. We are ready to go. We have

W%novations. We need the cash flow. Three- ‘
quarters of my fr ital comes from the aftertax retained
earnings that are reinvested in my ¢o . t is very typical
for the semiconductor industry.

Thank you. )

Senator BENTSEN. I would ask Mr. Dwight, if he would go ahead
and testify. Mr. Dwight is president of Spectraphysics. Then we
will return for questions.

If you would go ahead, sir.

STATEMENT OF HERBERT M. DWIGHT, AMERICAN
EV.ECTRONICS ASSOCIATION

Mr. DwigHT. Mr. Chairman, and members of this distinguished
committee. I am Herbert Dwight. I am president of Spectraphysics,
a $100 million high technology company, and a pioneer in the laser
business.

Senator BENTSEN. Does the $100 million mean sales?

Mr. DwigHT. In sales.

I am appearing also on behalf of the American Electronics Asso-
ciation, a trade association representing over 1,400 high technology
companies.

We strongly favor passage now of a tax bill containing supply
side tax incentives that will stimulate, rather than inflate the
economy. We believe that a properly designed tax bill will stimu-
late long-term growth in jobs, in investment, in productivity, in
exports, and in tax revenue.

pecifically, we are here to demonstrate the opportunity to make
major improvements in the tax treatment of stock options, re-
search and development, and capital gains.

I personally feel so strongly about stock options because I have
witnessed firsthand the motivational power that they can generate
in a company. In the early stages of Spectraphysics, we issued
restricted stock options to every new employee because we saw the
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tremendous difference between how an employee behaves when he
is an owner of the enterprise, and how he behaves when he is not.

Because a stock option ras value only when the stock price
increases with the success of the company, options give employees
a powerful incentive tc find ways to expand the business and
operate it more efficieutly.

Senate bill 2239, cosponsored by Senators Packwood and Nelson,
would restore deferred tax to stock options without costing the
Treasury a dime. In fact, it would actually make money for the
Treasury.

Currently nonqualified options are virtually useless as incentives
in most companies because of their ominous tax treatment. For
example, adverse tax treatment of nonqualified options cause em-
ployees in my company to argue for cash incentives in lieu of stock
options.

Cash incentives are inflationary because their costs must be
recovered through price increases. Whereas stock options are anti-
inflationary because they encourage productivity.

Promoting stock options before Congress is a very frustrating
endeavor because the minimal, albeit positive, effects on the Treas-
ury make it difficult to get Congress attention. In fact, even the
administration has chosen not to oppose this bill.

_Stock options have my attention because at Spectraphysics I
have seen employees with restricted stock options put forth that
extra effort that created 2,009 jobs in 10 years.

Chairman, we also strongly recommend enactment of two
\chﬁmrwhieh—wmsﬂmulate research and develop-
ment, allowing our innovative growth industries i -
itive while revitalizing our less competitive industries. These bills
are Senate bills 2906, the Research and Development Act of 1980
sponsored by Senators Danforth and Bradley, aud 2355, the Re-
search Revitalization Act of 1980, sponsored by Senator Tsongas.

Our innovative industries contribute more of our exports. They
create most of the new jobs in this country. Much of the economic
growth, and the means for the goods and services to be produced
that allow more efficient production.

Despite these benefits, there are seemingly endless statistics that
show innovation is declining in the United States, while increasing .
in the major countries with whom we compete internationally. We
believe that it is extremely dangerous to ignore these trends. Our
competitive future is directly related to our ability to innovate and
to create new products.

I can personally relate to this cause and effect relationship by
virtue of the dynamics in my own company where over two-thirds
of the sales and three-quarters of our profits derive from new
products introduced within the past 36-month period.

The Danforth and Bradley bill provides a 25-percent tax credit
for new incremental research and development. By applying only
to incremental R. & D. it minimizes the effect on the Treasury, and
serves as an incentive for increased research and development.

Mr. Chairman, in 1978 our association appeared before this com-
mittee seeking capital gains tax relief to increase the risk capital
available for financing innovative companies. We presented hard
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statistical data to provide that new economic activity more than
compensates for the short-term loss to the Treasury.

For example, we showed that each $100 of equity invested in the
youngest of surveyed companies resulted in an annuity of $70 in
export trade per year, $33 of R. & D. per year, and $35 of Federal,
State, and local taxes per year.

It is now clear that reducing capital gains taxes has increased
equity values. It has increased the availability of risk capital, and
the number of initial stock offerings for young companies.

Mr. Chairman, we now urge your efforts to enact the Cranston
bill, Senate bill 2923, which calls for a further reduction in capital
gains to 21 percent. The results from the initial reduction in capi-
tal gains taxes have been spectacular. We will be passing up a real
oppoi'tunity for further benefits if Senate bill 2923 is not written
into law. -

With each passing day, the news abounds with evidence that this
Nation is losing its competitive edge. The balanced tax measures I
have prescribed will increase our competitiveness, and help reduce
inflation. We hope that you will act now to help us become more
competitive.

Thank you.

Senator BENTSEN. Am I a cosponsor of the stock option bill?

Mr. DwicHT. Yes, you are, and we thank you.

Senator BENTSEN. One of my deep concerns about American
management today is the change in American management today
is the change in American mamagement that is taking place for a
number of reasons. I am generalizing. It is not true of all. But we
have had a professionalism develop in American management, and

ay from the entrepreneurial manager by the stake and
the ownership of thése tes:
You have had a portability develop in American ,

American management today is dedicating less and less to the
funds of the company for research and development, particularly
basic research and cevelopment. For some of them, their outlook is
as short term as a politican’s next election.

They will not do the long-term thing because that is something
their successors are going to get the credit for. They are compen-
sated on how much they increased earnings over last year, and
that is8 where they get their bonus. That is the way they measure.
Maybe that helps get them hired by a competing company.

So we don’t have the long-term effort and identification with
companies to the extent that we used to have it. I think that a
stock option helps that way. The fellow then really has a stake in
the long-term efforts of that company, and we have lost some of
that, and we have to restore it.

That was taken out in 1969, when they repealed the deferred
taxation of stock. -

Mr. DwiGHT. Really, 1976 was the death knell. It began in 1964,
but the process was completed in 1976, when the qualified stock
option was eliminated.

Senator BENTSEN. There was some of that before. I know that in
Eheklfi’m election, the gentleman who had sponsored the cutting

ack lost.
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Mr. DwiGHT. The stock option was affected mainly by the Tax

Revision Acts of 1964, 1969, and 1976.
fSenator BeNTSEN. The act of 1969 is the one that I was thinking
of.

So I feel very strongly that it would help increasing the produc-
tivity of our companies.

I certainly agree with you, Mr. Nesheim, concerning refining 10-
5-3. I am one of the original cosponsors of 10-5-3, but as we get
into it we see some inequities.

You talk about lowering the cost of capital it does not necessarily
happen just because you can borrow higher amounts. That is what
you, in effect, inferred. It is not necessarily true, and it depends on
the rate that you can borrow. They have a much lower ratio of
equity, and that is traditional in the Japanese industry, the way
banks look at the situation, and the way the Government looks at
it.

But your problem has been also in getting equity capital, has it?

Mr. NEeisHEM. Yes, the primary source for American industry
has been equity capital, and the lack of incentive for the investor
has become very evident. For the past 10 years we have seen that
internally. We put in as much as we can to get ownership internal-
ly for stock purchase plans for employees that typically don’t know
what equity is. They have their retiring plan vested in company
stock almost exclusively.

We believe that people who identify with the company make
better workers, and that is our primary objective. It is one of our
corporate goals written in our annual report this year.
~ We are concerned about the long term. We want to be around.
We think that there is a future. We are just starting to embark on
the future, and we want to be able to participate and raise capital
in that important equity market in the long term. The business
risk aspect of equity is the thing that we thought hardest about.

If you end up as a Government causing through leadership, or

\w;‘?, a set of business conditions that increase the risk
to investors, the cost. I think that we have had
some of that for the past 10 years or so, ic
leadership or policy, or business, or trade. Those things increase
cost, and that adds to the high rate of return that I have to get to
match that cost, and it makes my job even more difficult.

Senator BENTSEN. I am very supportive of those things that are
necessary to increase research. I get a little concerned about identi-
fication and categorization, whether you can end up with a bunch
of lawsuits with the IRS as you try to get it done.

Mr. NesHEIM. That is one of the major strengths of the Danforth
bill, is in the fact that in the bill we have adopted a definition of
research and development which has withstood the test of time by
virtue of the fact that it is identical to the definition of the finan-
cial accounting standards. So much of that grayness, if you will,
has been removed, although obviously there is grayness in any
aspect of tax legislation, but much of that has been addressed in
the Danforth bill,

Mr. DwigHT. There are some forces that are counterbalancing
there to keep people from pumping everything in the kitchen into
R. & D. We are battling an allocation of R.\& D. to overseas
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income, if you will, constantly. Therefore, there is a pressure to put
as little as possible into R. & D. as a category. _

The cost is very significant, and that is an aspect of the-research
and development taxation that we feel ought to be reexamined as
part of this legislative process as well.

Senator BENTSEN. How has the recession affected your industry?

Mr. NesHeiM. We are now seeing softness, and our backlogs are
coming down steadily month after month. We have yet to go off the
cliff as we did in 1974, and we think that this is because of better
management of inventories on our part as well as our customers.
We are watching very closely—it is starting to hit—our pricing
reflects the demand meeting sunply. Yet, we know that when the
recession is over, we are going to need much more capacity, and
just have got to have the ability to invest in that now.

Senator BENTSEN. Senator Danforth?

Senator DANFORTH. Mr. Chairman, you have asked the question
that I wanted to ask with respect to whether or not research and
development can be sufficiently dcfined so as not to just open a
door allowing everything to be put under that heading. I take it
that the view of each of you is no.

I think that your answers were clear enough as far as I am
;:_%xacerned. Unless you have farther embellishment on it, it satis-

ied me.

The second question that I would like to put on the same subject
of research and development is: would a tax credit for R. & D. do
any good, or would it turn out to be simply rewarding a business
for what it was going to do otherwise?

Mr. DwiGgHT. My response to that would be that we regard deci-
sions that we make in the research and development area as being
the most important decisions that we make as managers in our
companies. I think that that is probably true of any high technol-
ogy company. We call it the spoke of the wheel because everything
in the company rotates around that.

We go through great caution to insure that the money that we
spend in research and development is going to pay off, and we have
very high standards of return. In our company, we have a standard
of 40 percent pretax return on investment before we will make an
investment. So that means that not withstanding all of the——

. The first year, or over hcw many years?

Mr. DwigHr. Typically ove i 7 years in our

case.
Notwithstanding the fact that we are taking great pains to exam-
ine our R. & D. expenditures, there are a good many that fall in
what might be called a marginal area, where the returns would
still be very hi%h, and which this bill would do a great deal to
foster because they are in an area of marginality that could not
otherwise be justified. But with the tax benefits that could be
derived from a bill of this sort, it would stimulate a company like
ours to make a much higher percentage of research and develop-
ment expenditures.

Mr. NesHEIM. We have each year a request for funds that I can
only honor two-thirds of. This has been our experience over our
life. This year I could have honored 50 percent more capital re-
quests than I have. Each year, for the past 10 years, we have bet
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the company’s entire net worth on R. & D. and new projects. That
is the kind of growth potential that is there currently.

The second advantage is that when tax reform reduces the cost
of tax, it increases the number of projects available, because with
the reduced costs I am able to take a longer term view. I can look
at 10, and even 15 years out. That will help a great deal.

You are right. We have a lot of pressure to push in the short
term, but we also see where semiconductors can be in the year
2000. We have engineers clamoring for money every day for a new
way to do things. The manufacturing processes by which we make
these are almost as important as the basic idea because the proc- -
esses are very involved high technology processes involving
changes to equipment.

Our engineers work with his engineers on model No. 1, and
within 2 years that is modified several times, and you have a new
evolution of manufacturing equipment that is going on, and that
process itself is very long term, and it means huge investments in
the way you make things. It also will chew up large amounts of
capital.

Finally, the technology is a driving force. We are entering the
equivalent ot crossing the line into supersonic speed with this VLSI
world. Electrons now really have to be manufactured exremely
carefull, but the power that comes out of them is enormous, and
that is a major capital investment for us. It takes cash flow.

Senator DANFORTH. You don’t view this as the sort of idea which
is a gimmick?

Mr. NesHeiM. Which idea?

Senator DANFORTH. The tax credit?

Mr. NesHeEiM. No. We have seen what it can do in other coun-
tries. We have seen applications where cash applied to research
has, in fact, immediately stimulated new product development. We
know that that is the case in our own company.

Senator DANFORTH. I mean as far as using it for cash flows?

Mr. NesHEiM. No. We think that it provides an incentive to do
the right thing. When you tax something, you get less of it, in our
opinion. If you reduce the tax on research, you are going to get
more of it.

Mr. DwicHT. I would never minimize the power of an incentive.
it drives the industry in this country. I think that an incentive of
this type would do a great deal in stimulating the research and
development investments that are made in this country.

" Oneoft between perspectives of U.S.

industry and the Japanese industry is that of term:

tend to be much longer term oriented. It is interesting to note that
they have a 20.percent tax credit written into their law for incre-
mental R. & D. So they represent our competion, and yet——
D§enator DaNrForTH. They have a 20 percent tax credit for R. &

Mr. DwicgHT. That is my understandirg, yes.

Senator DANFORTH. It seems to me the number one sticking point
on this concept—as you know, I am all for it—is the question of
definition. The definition of ordinary and necessary business ex-
pense is something that took years and years to evolve. Is it your
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opinion that a definition which follows the standards of the Finan-
cial Accounting Standards Board’s principle No. 2, is adequate?

Mr. DwicHr. That is necessary, but not sufficient. The regula-
tions in general are complicated in their execution. Bui we distin-
guish between new oil and old oil, and we make other much more
difficult distinctions that the distinction between R. & D., and
capitalized expenses, if you will.

As Mr. Nesheim has suggested there are reasons why written
into the tax code why we would choose to minimize R. & D.
expense as relates to the amount of expense that gets allocated
against overseas taxes, and so. There are reasons why management
would choose to keep research and development expenses at a
minimum, as well as trying to maximize them. There is a balanced
activity within the code.

Mr. NesHiEIM. I don’t think the problems of definition are any
greater or any less than is present with a large number of the
issues with which we cope on a daily basis.

Senator BENTSEN. How old is your company, Mr. Dwight?

Mr. DwigHT. Our company was founded in 1961, so we are in our
19th year.

Senator BENTSEN. You are meeting your projections of 40-percent
pretax earning on investments? .

Mr. DwiGgHT. We exceed our projections in some cases, and we
fall short in others. On balance, in meeting that criterion, we fall
slightly short of that.

-genator BENTSEN. When you say that you didn't fund some 50
percent of what was asked by engineers for additionzl research
investment, I understand that. That is easy. But how many of them
were good, and what kind of projections do you have on return for
them? How many met your criterion and what was it?

Mr. NesHEiM. We go through an annual planning cycle that has
four stages. The final stage is what we end up calling the wish list.

Senator BENTSEN. We have one of theose before this committee,
too. [Laughter.]

Mr. NesHemiM. We have gone through by that time three iter-
ations in which we have screened out impossible ideas that we did
not think fruitful. We have gone through two screening processes
on a very quantified basis, and we are down to the hard, short
strokes. :

At that point time, in the most recent year I had a request for
$300 million worth of new investments, and I could not honor more
than $220 million given the financial criteria that my creditors and
investors have cited for me. Those are real. If I could invest in
those, I could get a good return with a good chance of that in a real
%)usiness risk environment. It is not a complete first start laundry
ist.

The real wish list, the so-called pie in the sky, is probably close
to double the $300 million. Our biggest problem often is that the
reality of implementing many of those ideas, we don’'t have the
skilled people to employ. That is one reason we were concerned
about getting more energy going at the university level. I —

Our numbers have shown that the United States has been gradu-
ating a very constant number of electrical engineers for the past 10
years, about 14,000 annually. I believe the Japanese graduated
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19,000 last year. So proportionate to their population and country,
they are really growing rapidly.

We have to get engineers back out of our universities.

Senator BENTSEN. National Semiconductors is a pretty good size
company, isn't it?

Mr. NesHEiM. Yes. Our annual sales are now in excess of $1
billion. In 1967, when we were founded with this management, we
were $7 million in sales.

Senator BENTSEN. You have had your ups and downs in that
company.

Mr. NesHEiM. We have had an unbroken growth record in the
sales area, but when it has come to head-on competition in some
particular area, such as the consumer area where pricing can be
very ruthless, it is a real challenge, and this has happened in
economic cycles.

If I could just make one final closing point. I think technology for
America is very like oil. It is an opportunity for us and it is a
resource. If we invest in it wisely, we will be free, as free as we
could have been if we had invested wisely in alternative energy
sources for the past 50 years.

If we don’t, we will be as dependent upon imported technology,
and have the consequences that we are currently having under oil.
We, in the electronics world truly believe that. It has happened
before in history. 1 was reading last month about what happened
when the Phillistines got control of the iron technology, and the
Israelis had to go and sharpen all their implements in front of the
Phillistines, and in the end the Phillistines dominated the Israeli
culture because of it. It was only because of one leader who asked
for help from the lord that they overcame it with a flash flood.

We have the tools, and I think we have got the smarts. If we can
get a consistent policy going that will make sense out of ail the
resources from a soverieign marketlace to the realities of multilat-
eral trade agreements, we can get what we need to stay healthy.
We don't want to come cup in hand like Chrysler and the others.
We don’t want to have to come here in that condition.

We are committed to it. We think that the competition this time
took on the wrong industry.

Senator DANFORTH. What is the Tsongas bill that was mentioned
in somebody’s testimony?

Mr. DwigHT. The Tsongas bill is a bill that would provide a tax
credit for grants to colleges and universities for research. The
benefits would be to provide more funds to the universities, and
also stimulate the number of graduating technications from those
universities.

So it is a mechanism to create a greater amount of basic re-
search in the country.

Senator DANFORTH. If there were a proposal in the tax law that
would have the advantage of increasing the basic research at col-
leges and universities, would that filter down to you?

Mr. NesHEIM. Funded research at Stanford which was patented
by a professor who sold the patent to Japan has come back within
3 years in the form of machinery for photography, in the form of
competitive technology that is driving American manuiacturing
out of the business. It happens fast in this technology world.
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We already have tiny programs going with universities, and we
know what has happened there. Professors and their students get-a
chance to work real time on practical problems. You get people.
You get new ideas, and it happens quickly. Semiconductors is an
example of that. We work closely with professors at our universi-
ties, small amounts of dollars, and quickly applied some ideas that
were rather exciting, and bingo you have a semiconductor that can
speak foreign languarges with accents complete.

Mr. DwiGgHT. Stimulating basic research is one of these things
that is desirable, but not sufficient because basic research by the
large is in the public domain. What is accessible to industry in the
}Inibed States is also accessible in industry in the U.S.S.R. and

apan.

People who are doing basic research in universities get their
motivation and their recognition out of the public dissemination of
what they do. That is good. It fuels the world economy. But we also
have to pay attention to the commercialization of those ideas, and
the overwhelming share of commercialization takes place in indus-
try. For that matter in smaller business than it does in the univer-
sities.

. ?efx:u}tor BeNTSEN. Gentlemen, thank you very much. It was very
elpful.

; l[;l'he] prepared statements of Messrs. Nesheim and Dwight
ollow:
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STATEMENT OF

JOHN NESHEIM
CORPORATE TREASURER

National Semiconductor Corporation

ON BEHALF OF THE
SEMICONDUCTOR INDUSTRY ASSOCIATION

SUMMARY

We need an American response to the foreign industrial
challenge to U.S. high technology industries. The challenge
referred to is a result of the ability of foreign semiconductor
producers to obtain capital at a lower cost and to operate
from relatively insulated markets. These advantages allow
Japanese producers to acquire control of selected product
markets -in the United States and other countries through highly
aggressive marketing strategies.

In the last few years, the competition has taken the
form of selling high volumes of product at exceptionally low
profit margins in specific product lines. This resulted in
the domestic industry being deprived of the earnings necessary
for sufficient levels of research and development and capital
investment.

The competition ultimately may be difficult for U.S.
firms to meet because it is based on a lower total cost of
capital than that available in the United States. Moreover,
the traditional trade remedies do not address inequalities
in international competition which arise due to differing
industrial structures.

There is a developing sense that the Government should
not remain in a "neutral corner'. The maintenance of the
technological lead of the U.S. semiconductor industry is
increasingly being clearly recoqnized as a strong national
interest, both for our defense and commercial interests.
Success in this endeavor will require expansion of capacity
and increased research and development efforts.

Future expansion of capacity is the critical requirement
for the industry. The principal bottleneck to capacity growth
has been identified as access to adequate financial resources.
This disadvantage could be partially offset by changes in
the U.S. tax system which would aid capital formation. . Part
of the solution must also be a carefully coordinated research
and development program including funds for the univVersities
for applied research activities. This would attract greater
numbers of talented engineers into this key area of technology.

our conclusion is that the Government and the industry
have a mutual interest in working together to achieve a pro-
perly structured and coordinated set of domestic programs
and international policies which will provide effective market
incentives to strengthen the U.S. in this core technology.
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SUMMARY STATEMENT

My name is John Nesheim and I am Corporate Treasurer of
National Semiconductor Corporation of Santa Clara, California,
the largest semiconductor manufacturer in Silicon Valley.

I appear today on behalf of the Semiconductor Industry
Association, a trade association composed of 42 U.S. manu-
facturers of semiconductors. I have a more detailed written
statement which I would like to submit for the record.

My purpose in testifying is to bring to your attention
the importance of this tax cut to.the semiconductor industry,
an industry at the heart of America's high technology industries.
Our willingness to assume risk, our innovativeness and our
entrepreneurial drive have made the United States a world
leader in the vital new area of semiconductor technology.

But we face a major challenge in this decade from foreign
governments intent upon creating economic environments for

our competitors far more favorable than our free market system
can provide. We urge you to take the necessary steps in this

tax legislation to enable us to maintain America's technological
leadership. All that we ask is that the unique qualities of

this industry be taken into account in the proposals to accelerate

depreciation and encourage research and development.
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U.S. comparative advantage lies in high technology

industries like semiconductors. Continuing American leadership

in semiconductor technology is critical to the U.S. economy.

Semiconductor technology is shaping the worlid. Our industry
produces the tiny silicon chip on which thousands of bits of
information can be processed and stored. These chips form
the heart of computers and other "programmed" appliances.

Semiconductors provide the keys to solving many of the
most critical problems facing the United States - increasing
employment and productivity, conserving energy. improving
our trade balance, and maintaining a strong national defense.

To take one example, our natiocnal defense depends on
semiéonductor technology. From our foot soldiers to our ships
and planes and missiles, semiconductors are used for navigation,
detection and communications systems. Our ability to maintain
a strong nuclear deterrent depends largely on ocur ability to
develop "smart" missiles and sophisticated detection devices

based on semiconductor technology.

Our world leadership faces a major challenge in this

decade from foreign corporations supported by foreign govern-

ment policies designed to provide a competitive edge over

American indvstry.

The dimensions of this problem are highlighted in a docu-
ment recently published under the auspices of Japan's Ministry
of International Trade and Industry. The report concluded:

"The United States is in a state of
relative decline...
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America must stop and think about what MITI is saying.
The United States cannot afford to allow this conclusion to
be correct. We are not ready to abdicate our technological
leadership.

The Japanese, and other countries, have no doubts about
the appropriate policies to follow. They are providing govern=-
ment support in the form of subsidies and tax incentives to
attract the capital needed in this high growth, highly capital
intensive industry. As much as two billion dollars is being
spent on this effort, much of it in the form of accelerated
depreciation, investment reserves, and special treatment for
R&D expenses.

But the advantages enjoyed by foreign competitors go
beyond this. Structural differences between the U.S. and
foreign economies give our competitors advantages in lower
capital costs.

Our Japanese competitors operate in the environment of
a capital markec much more advantageous than that available
to U.S. companies. The SIA commissioned a study by Chase
Manhattan Bank to examine the importance of these differing
markets on our industry. That study concluded that because
the Japanese are able to obtain a much higher portion of their
needed capital through low-cost borrowing, their cost of
capital is almost half that of U.S. companies.

Such financial ratios would be unthinkable for U.S. semi-

conductor firms. Quoting the Chase study: "....leverage of
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this magnitude would not be available from conventional banking
or ([other] capital market sources in the U.S."

How are the Japanese companies able to achieve these
extremely high ratios and what are their importance? The
Chase investigation concludes ihat, "Japanese semiconductor
companies are able to employ high-leverage ratios [debt-to-
equity ratios] because of their affiliation with large indus-
trial groups, Japanese lending practices, and a supportive
government policy."

Capital is iike any other cost. It must be reflected
in the cost of goods sold. Lower capital costs give Japanese

firms a substantial competitive edge.

The net effect of these types of foreign government

programs and structural economic differences is clear. Foreign

companies are threatening to displace the United States as the

leader in semiconductor technolegy.

The state-of-the-art integrated circuit is now the 16K
RAM (Random Access Memory). This chip can hold 16,000 bits of
information. The Japanese began selling these 16K RAMs in
the United States at twenty to thirty percent below the U.S.
price, based on their protected market, government support
and lower capital cost. As a result, by 1979 the Japanese
had gained 42 percent of that market.

This type of competition has serious implications for
the U.S. semiconductor industry. For U.S companies, large

sales volumes are necessary to finance the supporting research
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required for the development of further integrated circuit
products. Thus, if a large segment of the 16K RAM market is
lost to foreign competition, the American semiconducter industry
will suffer in all integrated circuit product lines. Without
the cash flow from high volume products, U.S. firms will be
hard pressed to remain technologically coupetitive.

This type of government supported competition has serious

implications for the U.S. semiconductor industry.

We believe that a properly designed tax cut can be a

major help in keeping U.S. firms competitive. In our view,

such a tax cut can be best accomplished by the enactment of

two proposals.
First, we urge that the Congress enact a tax credit for

research and development expenditures. You have before you
$.2906 proposed by Senators Danforth and Bradley. A high
rate credit for incremental expenditures over an historical
base, like that provided in S. 2906, will provide a substantial
stimulus for additional research expenditures and will benefit
most those companies which are most productive. As a corol-
lary to this credit, a tax credit for setting aside corporate
funds to be used in university research should be enacted.
Second, we support the concept of depreciation reform
as reflected both in "10-5-3" and other proposals. We urge,
however, that the Committee refine these proposals to provide

more significant benefits for short-lived equipment.

65-969 0 - 80 - 17 (pt.3)
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Under present law, most of the equipmené used to manu-
facture semiconductors has a useful life of five to six years
for tax purposes and receives only a two-thirds investment
credit.

Under the "10-5~-3" proposal, these present useful lives
for our équipment will not be significantly reduced. Indeed
in those cases where the equipment is written off over a shorter
period of time than five years because of technological obsoles=-
cence, "10-5-3" useful lives =-- if made mandatory -- could
actually lengthen the period of time over which such equipment
must be depreciated.

We urge thaé if this Committee ‘adopts "10-5-3" or a similar
proposal, the useful life of equipment in our industry be
set at three years and a full investment credit be permitted.
Alternatively, if a five-year useful life is to be retained,
we urge that some form of additional first-year depreciation,
similar to the 25 percent additional depreciation permitted
in Japan, be provided.

Besides an R&D tax credit and modifications to deprecia-
tion reform proposals, the Association supports a number of
other proposals which others have discussed in more detail
and which are included in our written statement. But at this
point our industry has one vital concern: If a major produc-
tivity-oriented tax cut is to be enacted, its benefits must
be shared by those industries such as ours that are on the
Eorefront of the kinds of technological improvements that
will make America's economy competitive for the remainder of

the century.
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STATEMENT

My name is John Nesheim, and 1 am Corporate Treasurer
of the National Semiconductor Corporation of Santa Clara,
California, which has annual sales of about $1 billion. We
are the largest semiconductor manufacturer in Silicon Valley.
We sell to a broad customer base, including computer and
telecommunications customers. Our suppliers are also high-tech-
nology equipment manufacturers.

I appear today on behalf of the Semiconductor Industry
Association, a trade association composed of 42 U.S. manu-

facturers of semiconductors.

I. Maintaining American Technological Leadership.

We are at a critical juncture in America's economic
development. The tax cut you are considering could have a
major impact on the problems plaguing the U.S. economy--the
decline in productivity and innovation, high unemployment,
the slow rate of growth and the deterioration in the competi-
tive performance of U.S. firms in international trade.

While others will address the critical questions of the size
of a tax cut and the appropriate timing, my objective is to
bring to your attenticn the importance of the shape of the
tax cut to the U.S. semiconductor industry.

what you do as a result of this hearing will significantly
affect the growth of America's high technology companies.

Semiconductor technoleqgy is shaping the world. Without

maintaining our leadership in this technology, America will



1818

be as vulnerable as we are today because of our dependence
upon oil imported from abroad.

The industry I represent is a research-intensive,
high-technology industry. It exports top quality products
around the world. 1t combines creativity, scientific knowledge
and risk-taking entrepreneurial drive. We provide the core
techrniology for the computer, telecommunications, and consumer
electronics markets. The semiconductor industry produces
the tiny silicon chip on which thousands of bits of informa-
tion can be processed and stored. These chips form the
heart of computers and other '"programmed" machines and
appliances.

There is virtually no new product today which is not
affected by semiconductors. Semiconductors in teaching aids
help the children of the 80s learn to spell and do mathematics.
Your toast and morning breakfast are cooked in appliances
that are controlled by semiconductors. The car you start up
and drive to the office in the morning is monitored by
semiconductors which enable it to significantly boost its
miles per gallon while greatly reducing the cost of energy
to drive it. The security systems which protect your offices
are built with semiconductor systems. The air conditioning
system of your office is made energy-efficient by computers
and control systems built with semiconductors as building
blocks. The dictating machine on your desk needs semiconductors

to operate. The telephone which you use is controlled by
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billions of semiconductors in central stations and satellites
around the world. The rockets which launch those satélliﬁes
rely on the miniaturized power of semiconductors to perform
their extraordinary function. Even the machine tools used

to build missiles and aircraft are controlled by microprocessor
chips of silicon semiconductors

Semiconductors provide th2 keys to solving some of the
most critical problems facing America--how to reduce inflation,
increase employment and productivity, conserve energy,
improve our trade balance, and maintain a strong national
defense.

Last year, our industry grew by a reccrd rate of 36 per-
cent. Even in this recessionary period we expect at least a
20 percent increase in sales to the $8.4 billion level.

This type of growth sigrals new jobs for American workers.
The industry itself employs over 100,000 people, with 250
factories located in 28 states.

Our customers range from AT&T and IBM to the sm' llest
of venture capital conmpanies, all of which rely on :he
semiconductor to build systems. For example, Bell Telephone
and independent telecommunications companies employ millions
of workers which represent huge employment pools that grow
along with the applications that are created by the use of
semiconductors. Even General Motors and other automobile
manufacturers have semiconductor-related employment. And
the number of people employed to write programming for use

on semiconductor-based computers is awesome.
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The productivity improvements which are possible through
the employment of semiconductors are abundant and we are
just beginning to realize the benefits.

Semiconductors help revitalize mature industries.
Computer controls make manufacturers more efficient in
producing steel and chemicals. Our technology enables
textile machinery to help make the American worker more
productive. Motor vehicles -- as well as these core industries =--
increasingly rely on semiconductors to meet environmental
and safety standards.

American workers are productive. We now offer them
semiconductor-based tools to further increase their produc-
tivity. Peter Drucker has compared the impact of the semi-
conductor to that of the fractional horsepower engine. Look
at the productivity gains made possible through hand tools
and small engines and consider the possibilities when every
work place and every household has its own computer system.

Semiconductor systems are crucial to energy conservation.
The latest semiconductors reduce the consumption of power of
a modern computer by 40 percent. A washing machine which
uses semiconductors to replace electro-mechanical devices
can save 25 percent of the power it formerly used. Soon,
all automobiles will have semiconductor-controlled engine
control systems to keep cars tuned, reduce fuel consumption,

and meet pollution standards.
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The semiconductor industry has been an international
trader since its inception, designing products for world --
not just domestic -~ markets. More than one third of our
sales are overseas. Most of America's current and future
export strength depends upon high technology products in
which semiconductors are the essential components. Aircraft,
computers, machine tools and telecommunications all rely
upon the latest semiconductor technolegy to maintain their
international competitiveness.

Our military strength relies on electronics. Radar and
other telecommunication systems employ semiconductors as the
eyes and ears of the military. Electronic systeus fly
aircraft, guide ships and launch missiles. Footsoldiers
increase their effectiveness by using lasers, radar and
other electronically controlled weapons. In all these
applications, America's semiconductors provide our military
with a decided advantage.

My point is_simple: this is a critical industry. If
America loses its technological lead in this industry, it
will impair our ability to maintain world leadership in
commerce and in defense capability.

The message we want to bring to this Committee is that
in shaping the tax cut before you, this Committee is making
a choice regarding the future of this industry and of all of

our industries.
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We face a major challenge in this decade frcm foreign
competition ih semiconductors, supported by foreign government
policies designed to provide a competitive edge over American
industry. We urge this Committee to consider an appropriate
American response to this challenge. What we need are
market incentives designed to promote research and development,
reward innovation and assure access to capital for a high-growth,
increasingly capital-intensive industry.

My plea is a dramatic one and is perhaps surprising,
coming as it does from an industry which has accomplished so
much in its short existence. However, our concern is for
the future. We must look beyond the need for just the
immediate stimulus of a tax cut, and address the need to
preserve American technological leadership. This leadership
position is currently the target of foreign government
policies. What I am seeking from you today is only a first
step--for the United States to provide a competitive environment
for this industry more nearly equal to that provided our
competitors.

To understand the policies which we need, you have to
look at the basic ingredients which have made this industry

unique.

IT1. Innovation and Capital

Over the past three decades, our industry has grown at
an incredible pace. Numerous studies of the industry conclude

that the factors behind this success have been a long term
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strategy incorporating risk-taking management, willingness
to innovate, and adequate access to capital to support new
ventures. We are world leaders in this technology because
we are always seeking to try something new which has a
longtexm payoff.

This drive to continually advance the state-of-the-art
technology is essential. Leading companies cannot afford to
fail to support large research and development programs.

Any company that fails to stay abreast of the state-of-the-art
technology will begin to wither. Our industry's history is
littered with the names of companies which failed to keep up
with the breakneck pace of technological advancement. Our
industry spends more than double the U.S. average on research
and development--7 cents of every dollar of sales. 1In the
extremely competitive semiconductor industry, maiataining

that required level of R&D is becoming increasingly difficult.
I will say more about why shortly.

Another cost our industry must bear is a very high rate
of equipment obsolescence due to the rapid turnover of
technology. We develop a new generation of manufacturing
techniques every three to five years. This is a fact of
life in our industry. The Department of Commerce estimated
our rate of equipment obsolescence to be more than twice the
all-manufacturing average.

The requirement to perform R&D and the rapid obsolescence
of our facilities are two factors which must be kept in mind

to understand what we are facing in the 1980s. Demand for
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gemiconductor devices has been nearly explosive. Thus, we

must expect that, by the time the recession has run its

course, we will need to have put in place significant additions
to our capacity to accommodate that demand. It is always
difficult to raise capital during a recession in the United
States. And this incremental capacity will be some of the
most expensive ever put in place. The reason is simply that
we are now entering an exciting new era of complex devices--far
more powerful than anything we have ever produced commercially
before. What this increased complexity means for our industry
is a quantum increase in capital costs for a given amount of
capacity. Our industry expects a two-fold increase in the
costs associated with installing our basic production unit--
called a wafer fabrication facility.

In summary, the needs for capital that this industry is
experiencing are large and are growing larger. In order to
survive, a semiconducter company must innovate and invest
for the future. The industry must support very high levels
of research and development. Yet the new facilities will be
obsolete in just a few years. And, if we are to produce the
latest generation of devices, then a company must invest in
new equipment which costs two times as much as the last

facility which was installed.

II1. The Challenge of Unequal International Competition

Our industry is being confronted with a new challenge--

one that threatens our ability to continue to maintain our
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high levels of investment in semiconductor technology. The
challenge to our companies comes from the actions of foreign
governments.

Governments around the world are lining up behind their
national semiconductor industries and are adopting national
policies and programs designed to provide a special economic
environment which provides benefits far beyond those created
by free market forces. They are seeking to give their
industries a competitive edge in the world market. Wwhat is
disturbing about this challenge is not the competition
itself, for this industry has thrived on competition. What
is disturbing is the fact that we may not ultimately be able
to compete unless the gap is narrowed between the deliberately
supportive economic environment provided abroad and that
existing in this country.

This challenge can be used as an opportunity for America
to learn from Europe, Japan and other countries.

For an important insight into the way others view us,
and perhaps more importantly how they view themselves, let
me read to you some selected passages from a document recently
published through the auspices of Japan's Ministry of
International Trade and Industry (MITI) entitled "The Vision
of MITI Policies in the 1980s." The document represents the
considered judgments of a broad consortium of Japanese
business, labor, academic and government officials. It
says:

"The United States is in a state of
relative decline...."
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Let me pause a moment and consider that statement.
“The United Sstates is in a state of
relative decline -- politically and
economically -- the world is further
transitioning toward a multi-faceted and
multi-polar structure with a resultant
intensification of instability."

This is not a hostile statement. It is made by the
Japanese government agency most responsible for that country's
economic success, built as it was to a large extent, on an
emulation of what is best in American industry.

But America must stop and think about what MITI is
saying. The United States cannot afford to allow this
conclusion to be correct. We cannot abdicate our technologi-
cal leadership.

The Japanese Government has no doubts about the appro-
priate policies that it must follow:

“Economic security will be achieved
through technological innovation; govern-
ment action will be required because of
the demand for large amounts of money.

*Japan has heretofore, borrowed,
applied and improved upon imported
technologies. 1In the 19808, it must
switch over to 'forward engineering' by
increasing budgets for R&D consistent
with a 'long-term vision for technolog-
ical development', which identifies
priorities, . . . "

In the past, the Japanese have backed these policy
statements with money and we have every reason to think they
will continue. Over the last four years the Japanese Govern-
ment spent $250 million on the well publicized Very Large
Scale Integration (VLSI) program. In addition, according to

a Joint Tax Committee staff report, the Japanese provide
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accelerated depreciation through a "special initial deprecia~
tion“‘for certain machinery using data processing equipment.
Under this method, an extra 25 percent of acquisition costs
may be deducted during the year when the assets are first
placed in use. The Japanese also provide a special tax
credit for any corporation which increases its research and
experimental expenses and training costs of programmers and
system engineers for electronic computers.

The Japanese are not alone in recognizing the .mportance
of this and other semiconductor based industries and taking
steps to protect and foster them. A wide variety of subsidies
and tax incentives are being offered in other countries to
promote development of high technology industries.

Several recent studies have catalogued some of the
steps other countries are taking because these countries
recognize that this inuustry is an important national resource.
(Tables attached)

The attached table summarizes the results of a survey
conducted by Rockwell International on the foreign government
assistance for commercial ventures in semiconductors, com-
puters and communications. As much as $2 billion is being
spent on this effort and when you see that kind of money
being spent, you can be sure that the governments are focusing
other policies to favor this industry. The Department of
Commerce and the General Accounting Office have catalogued

some of the fiscal incentives provided by foreign governments
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to this industry in the form of accelerated depreciation,
investment reserves, special depreciation and ded;ction for
R&D, and tax credits. /

The presence of these formal government programs targeting
our industry would be challenge enough. But, compounding
the situation are advantages accorded our foreign competitors
by virtue of differences between the economic systems of the
United States and foreign countries, in particular the
nature of the respective capital markets. For example,
vwhile U.S. firms must generate adequate rates of return for
their investors, our principal Japanese competitors do not.
American capital markets demand that the price that U.s.
firms must pay for capital be exceeded by returns that
American companies generate from its use. Firms that fail
to meet this criterion will find capital more difficult to
raise, and available only at much higher cost. Our competitors
are apparently not constrained by such market factors to the
same degree.

To examine this issue in detail, the Chase Manhattan
Bank undertook a study for the Semiconductor Industry
Association comparing the United States and Japanese semi-
conductor industries. The results show how the Japanese
capital market gives their companies significant advantages
in access to low cost capital.

What motivated initiation of the Chase study was the
desire to understand how the Japanese companies could obtain

extremely high proportions of debt capital and how that
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affected their cost of capital. Data suggested that companies
with so much debt would be very risky to finance. For every
dollar of equity they invested, the Japanese companies
borrowed large amounts of money from banks. 1t was observed
that while American semiconductor companies had debt-to-equity
ratios (leverage) of less than 25 percent on average, four

of the Japanese semiconductor firms maintained debt-to-equity
ratios of 150 to 230 percent. Such financial ratios would

be unthinkable for U.S. semiconductor firms. Quoting the
Chase stﬁdy: "....leverage of this magnitude would not be
available from conventional banking or [other] capital

market sources in the U.S."

How are the Japanese companies able to achieve these
extremely high ratios and what are their importance? The
Chase investigation concludes that, “Japanese semiconductor
companies are able to employ high-leverage ratios [debt-to-
equity ratios] because of their affiliation with large
industrial groups, Japanese lending practices, and a suppor-
tive government policy."

Chase concludes that largely as a result of the higher
debt-to-equity ratios employed by Japanese companies, their
cost of capital is significantly lower than that of U.S.
semiconductor companies. Chase found that for U.S. companies
the cost of capital was 17.5 percent; by contrast, the cost
of capital for Japanese companies was 9.3 percent--a 50 percent

difference.
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Capital is like any other input to a company, its costs
must be reflected in the cost of the goods sold. Lower
capital costs give Japanese firms a substantial competitive
edge. ’

But there is an additional advantage Japanese firms
obtain from the way their economic system functions. As
digcussed earlier, efficient capital markets require that
the cost of capital be covered by the xeturn the user of the
captial earns. But Chase found that Japanese semiconductor
companies have earned rates of return which have fallen
short of their already lower cost of capital. That is,
while their cost of capital was about 9.3 percent, they were
only earning a 7.5 percent return.

A U.S. company consistently performing in this manner
would be cut off from further access to capital when the
risk becomes too great for bankers and shareholders. By
contrast, the Japanese financial system responds differently.
It continues to fuel growth with fresh capital without
regard for financial performance or the state of the general
economy. The low rate of return is acceptable. With lower
prices, the Japanese manufacturers can then gain world
market share.

The net effect of these foreign government programs and
basic structural differences is clear. Foreign competition
is seeking to displace the United States as the leader in
semiconductor technology. And this strategy is beginning to
pay off. The state-of-the-art integrated circuit is now the
16K RAM (random access memory). This chip can hold 16
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thousand bits of information. 1In 1978, the Japanese began
volume sales of the 16K RAM in the United States at 20 to
30 percent below the U.S. price, based upon their protected
market, governxental support, and lower capital costs. By
1979, the Japanese had gained 42 percent of the market.

The Japanese incursion in the 16K RAM market has a
serious implication for the U.S. semiconductor industry.
Volume sales are necessary to finance the supporting research
required for the development of new integrated circuit
products. Recovery of high R&D expenses is possible only
with volume. If the 16K RAM market is further eroded, or
the successive 64K RAM market is lost to Japanese competi-
tion, the American s;niconductox industry would suffer not
only in RAMs, but in other state-of-the-art integrated
circuit product lines. Without the cash flow from the
high-volume products, the U.S. firms will be hard pressed to
remain competitive technologically. The United States will
then become dependent on foreign producers of state-of-the-art
circuits.

To meet the challenge of the next generation of semi-
conductors -~ the 64K RAM and related chips -- the U.S.
semiconductor industry must raise and invest large amounts
of capital during the current recession. That will be
difficult when earnings growth slows or declines, while our
cost of capital remains high. In the 1974-1975 recession,
we were unable to invest adequate capital and lost a large

share of the 16K RAM market to our foreign competition.

65-963 0 - 80 - 18 (pr.3)
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IV. Proposed Tax Cuts and the Future of the
American Semiconductor Industry

Three quarters of the fresh capital of American semi-
conductor companies comes from the reinvestment of after-tax
earnings. Nondiversified U.S. semiconductor companies typi-
cally pay little or no dividends. Thus, a sizakle tax reduction
will generate new capital which can be quickly reinvested in
new semiconductor technology. As an industry, we are still
well below our innovative research and development potential.

In my company, for example, the requests for new capital invest-
ments this year were S0 percent greater than we could finance.

For this reason, the tax cut decisions which this Com-
mittee will make will play a major role in determining the
ability of the semiconductor industry to meet its international
competition. If Congress would provide us the kinds of incen-
tives through the tax system that other countrie§ provide in
a variety of ways for their semiconductor companies, we would
overcome much of our growing competitive disadvantages as we
seek to retain the U.S. lead in semiconductor technology.

More needs to be done -- especially in capital formation and
trade policy -- and tax reform is needed promptly in this
aggressive, Yast moving industry.

Deprec.ation Reform. ULet me first direct attention to

the types of incentives provided in propcsals for depreciation
reform. The Semiconductor Industry Association supports the

concept of depreciation reform such as is reflected in the
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¥10-5-3% proposal. The Association urges, however, that any
such proposal, if adopted by this Committee, be amended to
provide more significant benefits to short-lived equipment.

Under present lawv, most of the equipment used to manufac~
ture semiconductors has a tax-useful life of five to six years
and receives only two-thirds of the full investment tax credit.
In many instances, this equipment becomes technologically
obsolete before the end of its useful life; in such cases
the remainder of the equipment cost is deducted in the last
year of its shortened use but part of the investment tax credit
taken must be recaptured.

Under most suggested depreciati . reform proposals the
depreciable useful life and investment credit received by
equipment in our industry substantially changed. For example,
under the Y10-5-3" proposal, the useful life of equipment
used to manufacture semiconductors would remain at 5 years.
Indeed, in those cases where the equipment is presently written
off over a shorter period of time because of technological
obsolescence, ".i0-5-3%" useful lives -- if mandatory -- would
actuslly lengthen the period of time over which such equip-~
ment must be depreciated. The primary benefit to the semi-
conductor industry from the "10-5-3% proposal results from
the increase in the investment credit, from six and two~-thirds
percent to a full ter percent (for equipment having a five-year
or six-year useful life which is not replaced at an earlier

date because of technical obsolescence). Such an investment
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credit increase would be a helpful -- but not a substantial --
benefit to the companies in our industry; it would reduce

the after-tax cost of purchasing new equipment by slightly
over six percent on a present-value basis.

As the above figures indicate, "10-5-3", like most sug-
gested depreciation proposals, would not provide substantial
benefits to the semiconductor industry. This results essen=-
tially from two factors. First, as indicated above, the equip-
ment utilized in the industry has a short useful life, as a
result of the rapid pace of semiconductor technological develop-
ment. Second, the companies undertake relatively large research
and development expenditures in relation to their capital
expenditures. Thus, in comparison to industries such as the
primary metals industry and public utilities, in which a high
proportion of investment goes for capital equipment with useful
lives of 12 to 15 years and up under present law, the benefits
of present depreciation reform proposals to the semiconductor
industry and other electronic industries like it are relatively
small.

This is not to say that depreciation reform such as "10-5=-3"
is not desirable. We believe it is. It would be of major
benefit to many segments of the United States economy, including
many of our customers and suppliers. However, we urge that
in considering a productivity-oriented tax cut, this Committee
consider ways that these and other proposals can be refined

s0 as not to exclude industries like semiconductors.
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For example, if this Committee decides to adopt "10-5-3¥
we urge that three changes be made. First, the useful lives
set out in the "10-5-3" proposal should be made optional rather
than mandatory. This change is essential in order to prevent
‘he proposal from actually increasing over present law the
useful lives of equipment which becomes technologically obsolete
less than five years atter being placed in service. 1t would
indeed be the ultimate irony if Congress enacted a productivity-
related depreciation reform package which, compared to present
law, actually increases the taxes paid by companies engaged
in technological innovation which benefits so many core indus-
tries.

Second, we urge that, if some form of "10-5-3" is to be
adopted, either the useful life for non-transportation equip-
ment presently depreciated over five or fewer years be reduced
to 3 years or some form of additional first-year depreciation,
similar to that used by the Japanese, be provided for such
equipment. If, for example, additional depreciation were
provided equal to 25 percent of the equipment cost -~ as the
Japanegse provide for similar taxpayers -- the additional depre-
ciation combined with "10-5-3" would reduce the after-tax
cost of capital equipment by 13 percent on a present-value
basis. The proposal would thus provide a substantial incen-

tive to new capital investment.
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The final modification we suggest would be to replace
the so-called "half-year convention" in "10-5-3" with what
might be called a "full-year convention." The half-year con-
vention was proposed in "10-5-3" as a simplifying convention
which, in effect, assumes that all equipment actually placed
in service at different’times during a taxable year is placed
in service at the end of the sixth month of the year. Thus,
under that convention one-half of a full year's depreciation
is allowed in the first year for all assets regardless of
when actually placed in service during that year. It would
be a substantial improvement, and would be a further simpli=-
fication if for depreciation purposes the legislation assumed
that all equipment was placed in service at the beginning of
the taxable year. In this way all taxpayers purchasing equip-
ment would be able to take advantage of the full first-year
benefit of the depreciation reform proposals. Moreover, the
proposal would be of particular benefit to short-lived assets.
Since these assets have, by definition, a larger portion of
total depreciation taken in the first year, this change from
the half-year convention would tend to balance the benefits
from an overall depreciation reform proposal between short-
lived and longer-lived assets.

Research Incentives. Any tax cut which is intended to

make a substantial contribution to increased productivity in
.S, industry must provide incentives for more than the purchase

of new plants and equipment. In most high technology industries,
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including the semiconductor industry, research and development
expenditures are 28 important, if not more important, than
capital goods expenditures. Economic studies have consistently
shown that today's improvements in productivity are linked

in substantial part to the research and development efforts
undertaken in earlier years by U.S. industry and by the U.S.
academic community. Thus, a balanced tax cut aimed at stimu-
lating productivity increases should include new incentives

for researth and development in the United States.

$.2906, introduced by Senators Danforth and Bradley,
provides just such an incentive. The bill would provide a
25 percent tax credit for research and development expendi-
tures in excess of the taxpayer's average annual level of
expenditures over the past three years.

We believe that $.2906 is a very important step in the
right direction. In our view, such a credit should be adopted
by this Committee. The credit is provided at a relatively
high rate but is taken against expenditures in excess of scme
historic base. Thus, because it is a credit thgt rewards
effort beyond prior levels of expenditures, it would bc'h
stimulate companies into undertaking additional research and
would revard most those companies whose efforts and overall
operations are growing. The credit would maximize productivity
returns to the U.S. economy per dollar of tax cost to the
Federal government. We strongly urge that the credit as set

out in S.2906 be adopted by this Committee.
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As a corollary to a tax credit for corporate research,
we strongly support a credit for university research, such
as that set out in H.R. 6632, introduced by Mr. Vanik. That
bill would provide a tax credit for corporations that set
aside funds in a reserve to fund U.S. university research.
Such research, and the training of qualified scientists and
engineers that can accompany it, is imperative if the United
States is to remain at the forefront of semiconductor technology.

Other Proposals. There are other proposals which we
believe should be before this Committee, although they are
somewhat less central to the efforts of our industry than
those discussed above.

First, we should like to say a word about capital gains
taxation. The Revenue Act of 1978 took a major step in reduc-
ing capital gains tax rates to a maximum of 28 percent. This
step was taken in part to encourage investment in new and
growing companies, including many of the companies in the
semiconductor industry. We believe the 1978 legislation has
been a success and has in fact encouraged additional invest-
ment in our industry; but we also believe that further increases
in investment could be obtained through additional reductions
in capital gains taxation. For example, a reduction in the
capital gains tax rate to a maximum of 21 percent, such as
is provided by S$.2923, introduced by Senator Cranston, would
provide a substantially increased incentive for investment

in smaller companies in risky but growing industries like
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the semiconductor industry. Moreover, such a reduction in
capital gains rates would tend to counteract the increase in
inflation since even the 1978 act, which has resulted in the
taxation of substantial illusory capital gains. Thus, its
adoption makes sense in today's economy and will provide further
incentives to capital investment in productivity-gaining
industries.

In addition, we are concerned about the IRS regulations
that force us to allocate a major portion of our U.S. research
and development expenses to our foreign operations. These
regulations can have the effect of denying us any U.S. tax
benefit from the allocated expenses. They are inconsistent
with a U.S. policy of encouraging research in high technology
industries in the United States. We urge that this committee
consider overruling those regulations or at least requiring
that a larger portion of total expenditures for research con-
ducted in the United States be attributed to U.S. source income.

Finally, we believe that Congress should consider proposals
to encourage capital investment and risk-taking by employees
and investors in expanding industries by reinstating qualified
stock options and permitting capital gains from equity invest-
ments to be reinvested tax free. We also urge this Committee
to eliminate or reduce substantially the burden of U.S. taxation

on the earned income of Americans working abroad.
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v. Conclusion

There is much more which I would like to comment on,
but cannot for lack of time and for concern that we lose the
primary focus on the real heart of this problem. The actions
of government shape the future for private industry.

Oour proposed tax reforms will be of great help. Taken
together with a supportive trade policy, they can provide a
real boost in America to growth industries like ours which
have been targeted by foreign governments.

We have yet to deal with those awesome debt-to-equity
ratios of our chief competitors, but we are confident that
we can find an innovative American solution to that challenge
as well.

As a country, we must begin to take a longer-term view.
Your decisions will shape the financial health of one of the
last American industries to remain a world leader by virtually
all measures. We need to create a supportive economic environ-
ment which will get us the equivalency and capital formation
which we need to stay healthy. We are counting on your whole=

hearted support.
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GOVERNMENT INITIATIVES & FINANCIAL SUPPORT FOR COMMERCIAL VENTURES INTO
SEMICONDUCTORS, COMPUTERS & COMMUNICATIONS

COUNTRY MAIW RECIPIENT STATE SUPPORT '_C_R_N
gcc Semiconductor Infrastructure $ aillion
four year Computer Program
Paripherals $150 million 4 years
Applications
EDP R&D progrem Low-Cost and 1979-1983
Grants
Germany EDP and Telecommunications $ million
BMFT R&D Grants $ 35 million per year
VLS Development $300 million 2 yrs 1980+
(Siemens, AEG-Telefunken
Valvo)
Italy SGS-ATES, et al $135 million 4 years
ST Gobain Pont a Musson $ 50 aillion
Ministry of Industry to $120 to $200 million 5 years
France Thompson CSF-SSC
Radiotechnique Compelec $ 25 million
Mstra $ 38 million 5 years
UKk UK Totsl $621M
NEB to Insac (Software
Consoritium) $ 40 million 3 years
NEB to Inmos LTD. $ 50 million spent.
NEB to Inmos Gusranteed Bank $100 million By 1981
Loan $ 60 million
NEB to NEXOS (Office Equip) $ 10 million
NEB to Plessey (Loan) $ 40 million
D01 to MISP (Microelectronic $127 million 4 years
Industry support program)
DOI to msp (uP Applications $127 million 2 years
Project)
E-Beam Fab Techniques $1.8 million
DoED & science, Classroom
NCC - Awareness Progrem $ 20 million
(Software TRNG) $ 75 million S years
Microelectrons in Education $ 9 million 3 ysars
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GOVERNMENT INITIATIVES & FINANCIAL SUPPORT FOR COMMERCIAL VENTURES INTO
SEMICONDUCTORS, COMPUTERS & COMMUNICATIONS (CONT'D)

COUNTRY MAIN RECIPIENT STATE SUPPORT TERM
Japan VLS] Subsidy (Loxn) $250 million & years
Computer Cooperative $100 million

Applications Support

Korea Total State Funds for
Semiconductors $180 million 6 years
For Electronics: $270M programs
Total World Bank Loans for
Semiconductors $ 60 million 15 yr loans

for electronics: § 90M

Source: Rockwell International
Terry Wong
June 1%, 1980
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Comparison of Semiconductor Coampsnies' Rates of Return
With Their Cost of Capital

Avsrage Aversge Cost
Rate of Return Rate of Return of
on Total Capital on Operating Capitsel Capital
(1977-1979) (1977-1979) (June &, 1980)
Typical U.S. Companies 16.3% 18.1% 12.5%
Large U.S. Companies 15.0 16.8 15.2
Jspanese Comapnies 7.5 n.e. 9.

Source: Chase Financisl Policy



Financlal instoumont u Besigaud Lo
tiomole Induuts inl Kusuarch and Bovologsaunt

e Codit Fachisticy, losun, Mdvancoy Situte perticipation Other
[ ) 23 T TadTract JYoInt -
firautn : Interest Private-
or AL Commurciel AL Huducasl Bubmidiue Zquity Farlicipatlion Governmunt
Promiwes | Haten Hatus (2} Guarantuus ) Resaerch
- -
e —_
- O < 0
N a -— . . O
¥ T
. - . *
» 3
. - - T .
Pramca 1 . - - 0 LI
Gormany 17 0.7 : = . . z . :
firouee &
[ad T2 ¥
jrred . - L3
0 .
'y - T v 0
. . .
- 0
.
Wthar Tandw » . - '
Wow tealand N
b ey . . T L
Fortwga)
. Africa - 0 T
Bieln - . T
Swadon 0 - a
Talwan D
Ol Clnpdon 0 . 0 D 0

(1) A blank box dunoles only sbeuncoe of affirmative informat fon with rwjard to spoclific heading.
{2) Including those cases where principal is providad by private sources.
(3) "Eqaity participstion® rufurs to any publ b sharcholding In the reyistered capital of a new cumpany.

Source: United States Department of Commerce

¥rel



Crmnt

Viscal itnstrimunts Dusiyned 1o Promotu
Industrial Resuarch and Dovelopment

REG TapTtal kxpuiniltaras

Currvont iy
Doduct ibie

Accelecated

1)
i

Dapcuciat ton

Investmunt
Resurves

Tax
Credits

Speclal
Duduct fons
or

(T
rently
Duduct -
iblo

oL L

Tax
Credita

Exompl tons
-

Other
-

2

a{Ta

Rantr

N

Buleglum
ez
Cunada
Boenaark
Fintany
&_'r ARCE
srwany (P}
&raace
Todla
frolumi

LIg )

» o of o

o {n(vt2]o

»I»

ole

»le

o

Ttaly

lo

X
v

2 lwan
nTEud RTnglon

Source:

(1) A Llank boi acnotes only abeonce of affirmative jaformation with rogard to specific heading.
{2) 50% of curronl ¥eD expundituras mey be doductod in the first year.

cusly may bu deduwted In swecowding years.

Daired Stotes Department of Comserce

The rumaining 30 perceant of RED

23



1346

Worldwide Shipments

U.S. Based Semiconductor Companies

(Dollars in Billions)

1 Chart1
i
i

Dollars in Billions

Perspective

“Worldwide Shipments—U.S.Based
Semiconductor Companies from 1954...7
shows a compound annual growth rate
of 15 percent trom 1970 through 1978
while the international segment! of the
U.S. industry grew at a 19 percent rate
and represented 36 percent of total
worldwide shipments. Chart 2 tracks
domestic shipments shown in Chart |
by product category. As product lines
grew, these data were added by EIA or

SIA resulting in sharp steps not reflect.
ing actual industry shipments. Exam-
ples are thyristors which were added
in 1964, and optoelectronics added in
1871. MOS data. which was broken out
in 1970, was reported as digital IC's
{included in the bipolar column} in
earlier years. All the Chart 2 data,
whether EIA or SIA, are for domestic
shipments (i.e.. exports have been
removed).
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(e’3d) 61 - 08 - 0 696-59

U.S. Based Semiconductor Companies
Domestic Shipments

Chart 2 (Dollars in Millions)
- —— — et ———— —— vemne——
Rectifiers Total
Transistors - :d. . Thyristors | Other | Opto Discrete Bipolar MOS
S 5.1
12.3 12.3
37.4 37.4
62.7 n2 3.6 172.5
109.7 95.4 204 225.5
217.2 1439 28.5 389.6
293.6 200.1 4.9 521.6
287.6 109.4 376 434.6
278.1 180.7 49.7 508.5
287.3 178.5 49.0 514.8
3117 216.6 26.2 35.2 589.7 M7
377.2 256.2 30.1 37.6 70L.1 60.9 » X
4421 315.8 46.0 48.9 853.8 107.7 3 .
370.5 271.9 46.3 489 737.6 161.6 .7 .
345.2 267.2 48.8 45.7 707.6 224.1 .6 n.7
368.3 312 52.7 48.0 782.0 234.6 .2 J58.8
29%.4 261.5 47.0 41.7 646.6 255.8 .9
267.3 171.3 435 36.3 36.0 554.4 298.1 .8
319.7 192.0 53.2 41.1 70.0 676.0 417.8 .7
408.3 276.2 8 518 90.3 893.4 495.2 .8
408.5 292.9 75.4 53.9 914 922.1 528.9 .8
332.1 2.5 57.2 48.7 999 760.4 348.5
332.1 257.2 789 51.0 140.0 219.2 465.8
389.6 257.4 994 | , 476 94.2 888.2 558.1
407.3 275.4 1056 | | 538 | 129t | 972 | 6819 | 10453

Source: ElA Factory Shipments (1954 —1972)
SIA Domestic Shipments U.S. Basad Companies (1973 —1978)

L8l
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U.S. Domestic Semiconductor Shipments

by Quarters
{Dollars in Billions)

|
Chart 3

o

Dollars in Billions

< 3
)

o

- "

B
X 35
>y

R oo o o liy 4.8 dR = q 3y % S St ST &

1986 1987 1968 1989 1970 1971 1972 19N 1974 1975 1976 1977 19MW 197

Source: EIA, SIA, Company Estimates
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Average Selling Price of Transistors

1960—-1978
(In Dollars)

Average Price

Perspective

Quarterly shipments to the U.S. domes-
tic market. shown in Chart 3 provides a
special perspective on semiconductor
industry periormance. From 1967 to mid
1971 the indus'ry was on a plateau. In
mid 1971 a bat.ic new trend siarted and
a long term grc wth pattem initiated.
Including the 1574/1975 recession, the
compound annual growth rate trom 1971
through 1378 has been IS percent for the
total industry. Similar data on integrat-
od circuits shows a growth rate of 23
percent per year.

Semiconductor prices decline as vol.
ume and experience increases.

Source: SIA Annual Report

The rate of decline varies with the
type of device, but price decline rates of
20 to 30 percent lor each doubling of
unit volume are typical for semiconduc-
tors. Chart 4 shows the average selling
prices of all iranmistor product lines
since 1960. and closely follows a 30 per-
cent experience curve rate. The curve
demonstzates the typical steep deciine
during the early low volume period
and as the industry grows the curve
shows slower price declines as the
doubling of volume takes longer and
longer time periods. In 1960. the aver.
age price of transistors was $2.36. B
;%720&0 price was $0.38 and by 1978
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STATEMENT OF HERBERT M. OWIGHT, JR., CHAIRMAN AND PRESIDENT
SPECTRA-PHYSICS, INC.
ON BEHALF OF THE
AMERICAN ELECTRONICS ASSOCIATION

Before the Senate Committee an Finance

July 29, 1980 -

Summary of AEA's Recommendations

The American Electronics Association endorses and advocates enactment
in 1980 of a tax reduction bill to be effective in 1981. The business
portion of this bill should include:

e Restoration of deferred tax treatment of employee
stock options (H.R.5060/S.2239)
o Tax credits for new R&D {S.2906 and H.R.6632/5.2355) and
o Lower capital gains taxes (5.2923).
These proposals would result in a balanced tax cut addressing human re-
sources and incentives for both R&D and capital formation.

The Association also supports shorter depreciation periods for all
capital investment (S.1435/H.R.4646).

- American Electronics Association

2600 €1 Camino Real Palo Aito. CA 94306
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STATEMENT OF HERBERT M. DWIGHT, JR., CHAIRMAN AND PRESIDENT
SPECTRA-PHYSICS, INC.
ON BEHALF OF THE
AMERICAN ELECTRONICS ASSCCIATION

3efore the Senate Committee on Finance
July 29, 1980

Mr. Chairman and Members of this distinguished Committee.

My name is Herbert M. Dwight, Jr. I am President, and Chairman of the

8oard and one of the founders of Spectra-Physics, Incorporated, based in
Mountain View, California. Spectra-Physics is a world leader in the new and
rapidly growing commercial laser industry. This year we will report sales in
excess of $100 million -- almost half of it from exports -- and employ more
than 2,300 people world-wide. The demand for our products has grown rapidly
because they {ncrease productivity for our customers, who include farmers,
metal works, construction workers, supermarket operators, medical doctors, and

chemists.

1 am appearing before you this morning on behalf of the American Electronics
Association. AEA is a trade association of more tha; 1,4C0 electronics companies
in 43 states. OQur members manufacture electronic ccmponents and systems or
supply products and services in the information processing iadustries. While
our member companies employ more than one million Americans and include some

of the nation's largest companies, more than half of our member companies are

small businesses currently employing fewer than 200 people.
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We sincerely appreciate the opportunity to present our views concerning the
important tax legislation now before you. Our Association’'s Government Affairs

Committee recently summarized our support for the tax reduction bill:
The American Electronics Association endorses and advocates
enactment in 1980 of a tax reduction bill to be effective in
1981. The business portion of this bill should include restor-
ation of deferred tax treatment of employee stock options
H.R.5060/5.2239), tax credits for new R&D (S.2906 and H.R.6632/5.2355)
and lower capital gains taxes (5.2923). Tne Asscciation also
supports shorter depreciation periods for all capital investmenc
(H.R.4646). These proposals would result in a balanced tax-eut
addressing human resources and incentives for both R&D and
capital formation.

We will briefly address each of these bdills in this statement.

AEA'S PROPOSALS FOR 1981

F- $.2239/H.R.5060 Restoration of the Restricted Stock Jption

Mr. Chairman, we urge this Committee to include $.2239 (which is co-sponsored
by several members of this Committee), in its tax bill this year. We believe
that the case for restoring the restricted stock option is unusually strong.

$.2239 would:

s Promote productivity growth;

o Help small, growing companies attract talented employees;

o Eliminate the unfair tax treatment of the current (non-qualifiad)
options; and

e Increase federal tax revenues.

H sha]l briefly describe each of these positive effects.
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RESTRICTED STOCK OPTIONS WOULD PROMOTE PRODUCTIVITY GROWTH

Historically, the American industry has led the world in new technology, con-
tributing significant export sales to this naticn's trade balance and producing
products which fncrease U.S. productivity. Regrettably, the United States
today lags behind most indvstrialized nations in productivity growth. Major
causes for this situation include inadequate savings and investment, lack of
innovation incentives, and possibly a decline of motivation on the part of
Americans at all 1eve1; of enterprise to make the kinds of effort and take

the risks needed for American industry to keep pace with our competitors (
abroad. We are talking about a shortfall of "entrepreneurship” in American
business, and specifically in the new technology irdustrtes which are

traditionally the source of greatest growth.

Granting restricted stock options would provide employees an entrepreneurial
stake fn finding better ways to do the job. A stock option only has value to
the employee if the price of the company's stock increases through growth in
its sales and profits. Therefore, options give employees a powerful incentive
to find ways to expand the company's business and conduct that business more
efficifently. Business growth creates more new jobs; increased efficfency

results fn greater productivity.

Few employees have the financfal resources needed to become significant share-
holders in their companies, but restricted stock options can give them the
opportunity to acquire sizeable investments without having to make an up-front

cash outlay. Instead of cash, they invest their time, careers, and talents.



1354

This attitudinal benefit derived from equity ownership can have a dramatic
effect on a company's growth, Since 1972 the shareholders of Spectra-Physics
have approved various plans reserving more than 20% of the company stock for
employee options. In those years the company's sales have grown. from $14
million annually to more than $100 million -- an increase largely attributable
to the interest and dedication of our employees. About 15% of all our
current employees have been granted stock options, and of our employees who
have been with the company longer than three years, more than X% have stock

options.

RESTRICTED STOCK OPTIONS WOULD HELP SMALL, GROWING COMPANIES ATTRACT TALENTED
EMPLOYEES.

Businesses of all sizes would benefit from restoring restricted stock options.
We expect large companies which seek to foster employee ownership and improve
their employees' motivation to welcome this change wholeheartedly. But the’
major benefits would flow to smaller businesses. Recognizing this fact, the
White House Conference on Small Business, endorsed the restoration of
favorable tax treatment of stock options as one of its key recommendations to

promote innovation in small businesses.

Restricted stock options can substantially reduce the total cost of founding
a new company. Considering the long lead time usually required for a new
company to begin shipping its first proauct, it becomes apparent that any
form of compensation which reduces the initial cash outlay during that
period can be extremely valuable. That is precisely what restricted stock

options accomplish. Employees who are granted options ultimately r;ceive
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compensation in the form of increased stock value (if the venture is
successful), but the company pays out no cash. Instead, the cost of
compensation from restricted stock options is borne indirectly by the

existing shareholders through mild dilution of their shares. The shareholders,
in turn, benefit from the fncreased value of their shares that results from

higher productivity of the company's employees.

Restricted stock -options also give smaller, growing companies a means of attract-
ing talented employees away from secure jobs in larger companies. Becagse the
value of stock options depend on growth in value of the company's shares,

the stock price of smaller companies can usually rise, on a percer age basis,

far faster than that of established companies. Thus, options are proportionately

more rewarding in small business than in larger companies. Smaller corporations

can 111 afford to pay the salaries necessary to compete with Fortune 500 companies
for talented employees, but they can partially offset that disadvantage with

stock options.

The initial employees in my own company came from established corporations such
as IBM, Varian Associates, Texas Instruments and Hewlett-Packard. We used the
"qualified" stock options (permissible in 1969 but later eliminated by Congress)

to attract them. Without such incentives we cuuld not have attracted those key

people. *

RESTRICTED STOCK OPTIONS WOULD ELIMINATE THE UNFAIR TAX TREATMENT-OF CURRENT
(NON-QUALIFIED) STOCK OPTIONS.

Resforfng restricted stock options would create an attractive alternative to

today's so-called "non-qualified" options, which are practically useless to
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many growing companies. Under present law, when an employee exercises non-
qualified options, he must pay taxes -- at ordinary incame rates -- on the
"paper profit" between his option price and the price of the stock when

he buys it.

Not only is taxation at ordinary income rates inconsistent with what other
owners would pay on their capita1 apprecfation, but in addition, the employee
must pay the tax before he actually realizes any gain from selling the stock.
It's analogous to taxing the appreciation on a homeowner's house before

he sells it. Employees without reserves of funds find it extremely burdensome

to buy the stock and also pay the tax on a "paper profit”.

In some instances, today's law results in gross and unintended hardship. for

example, i1f the value of the stock acquired by means of an option should decline

sharply before the employee desires to sell it, the employee must not only take
an actual loss on the stock, but he has aiso paid taxes at ordinary income rates
on a "gain" he never realized. This is not just a theoretical possibility. It
has happened often encugh in recent years to destroy any usefulness employee

stock options may have had for companies i volatile industries.

In one example with which I am familiar, four officers of a rapidly growing
electronics company exercised non-qualified options. Because the options were
non-qualified and the value of the stock had appreciated significantly during
the option period, the exercise resuited in imputed taxable income of over
$500,000 and aggregate taxes for the officers of approximately $200,00. The

corporation received an off-setting deduction but the officers -- who had
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recefved no actual income -- were unable to sell their stock for at least six
months because of the insider trading provisions of the Securities and Exchange

Act. Ouring the six-month waiting period, economic conditions changed and the stock
declined in value to a point where no profit could be realized from the sale of

the stock. The officers were stuck with large personal tax liabilities on a

transaction that lost them money.

RESTRICTED OPTIONS WILL INCREASE FEDERAL TAX REVENUES

The final and most compelling reason $.2239% should be passed is that it
will not cost the Treasury a dime. It will actually raise more revenue than

the current demotivating tax treatment of stock optiocns.

In 1976, Congrefs was told that phasing out the qualified stock option would
{ncrease Treasury revenue, As we now know, it has had the opposite effect. By
depriving industry of an extremely useful form of incentive compensation that was
not deductible from corporate taxes, the 1976 change forced companies to substitute
other forms of compensation -- increased salary, as an example -- that are
deductible. Greaier deductions from the same taxable income has actually

resulted in lower corporate tax payments to the Treasury.

Both cash compensation and nin-qualified stock options generate employee taxes

to the Treasury. However, these revenues are more than offset when the corparation
deducts them as business expenses from its own taxable income. On the other

hand, employee compensation in the form of restricted stock options would not

be deductible to the corporation. Therefore, to the extent that these more
attractive options replace cash and non-qualified options, corporate tax payments

will increase.
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A recent analysis of this bill performed by the public accounting firm of Price
Waterhouse and Company confirms the positive revenue effect of this bill and
indicates that, in most cases, the government is losing money under the

current law,

The Joint Committee on Taxation has also examined the revenue impact of this
bill. They estimate that after an initial adjustment period which should cost
less than $10 miilion total, $.2239 would raise $15 million in Fiscal Year
1984 and $30 million in 1985. This is a net revenue gain of $35 million in

six years.

We agree with the jeneral conclusion of the Joint Committee's analysis, but

we think its estimate of the positiverevenue flow is much too low. Sinee

many companies desiring to {ssue options would gladly subsitute restricted stock
options for the less effective non-qualified opticns, we belfeve one good indica-
tion of the potential revenue to be gained from this bill is the amount of

deductions companies now take for their non-qualified options.

Ir preparing to testify before this Committee, AFA contacted 10 of its member
companies and asked them to report their non-qualified option deductions for -
the last five years to the public accounting firm of Coopers and Lybrand,

Coopers and Lybrand informs us that between 1975 and 1979 these companies

deducted more than $68 mi11ion due toc the exercise of non-qualified options;

at the current corporate tax rate of 46%, that represents over $31 million

fewer tax dollars to the Treasury than these companies would have paid if
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these had been restricted stock options -- a lost which uncdoubtedly exceeds the
personal income taxes paid on the "paper profit" by employees, having an
average marginal rate of less than 46%. More importantly, the Treasury is
deprived of $13.6 million of capital gains taxes the employees ultimateiy
would have paid on the same transactions if restricted options had bean used.
Since there are thousands of other companies which would use restricted option
programs if they were available, we think it is fair to expect that the
positive net revenue flow to the Treasury will be far larger than the

current official estimate for this bill.

Mr. Chairman, we are asking you to let us pay higher taxes. You may not hear

this very often. But we are willing to -- even happy to -- because we believe
restricted stock options are substantially more attactive to our employees

than equivalent cash, non-qualified options or a combination thereof.

1 should point out that passage of 5.2239 will not require companies to
pay higher taxes. Only those companies which, with the approval of share-

holders, choose to adopt a restricted stock option plan would pay more.

I1. 5.2906 and H.R.6632/5.2355 Tax Credits to Stimulate Research and

Development

Mr. Chairman, for the last year and a half, an American €lectronics Association
Task force of serior industry leaders has been studying methads of promoting
increased innovation. They have concluded that this nation must expand its R&D
based markets, which have been targeted by our trading competitors. At the
same time, we must stimulate more R&D to revitalize our fess competitive
industries. To do this, we»strongly recommend enactment of two complementary

bills which would facilitate major advances in these crucial areas at the
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lowest possible revenue cost to the Treasury. The bills are $2906, The
Research a2 Development Act of 1980, sponsored by Senators Danforth and
Bradley, and H.R.6632/5.2355, The Research Revitalization Act of 1980, spon-
sored by Congressman Vanik and Senator Tsongas. Here are the facts found

by our task force which underly these reconnendations:'
THE FUNDAMENTAL IMPORTANCE OF RAD

Technological innovation in U.S. industry is crucial to this nation's ability
to compete in world markets. Our most tnnovative industries -- high technology
electronics, capital equipment, pharmaceutfcals, and agriculture -- contribute
the bulk of our exports. From 1960 to 1979, these R&D-intensive industries
increased their export surplus from $5.9 billion to $47.5 billion. In contrast,
during this same period our less innovative, non-R&D intensive manufacturing

industries increased their trade deficit from near zero to $24.5 billion,

Innovation is as vital to our domestic economy and socTety, as it is to our
exports. It 1s critical to real economic growth, increased employment,

cheaper and better products, reduced inflation, and conservation of energy and
raw materials. Innovation not only generates new products and services, but by
stimulating productivity, allows existing products and services to be produced
more efficiently. A study by Professor R. Solow of MIT concluded that between
1909 -and 1949 approximately 80% of our GNP growth was due to technological
change. Another study by Edward Denison shows that more than half the i{ncreased

productivity in the Unfted States results from technological innovation.

Perhaps a better way to portray the benefits of innovation is to compare the

contribution of the R&D-intensive portions of our overall economy to the
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non-R&D-intens{ve sectors. In 1977, General Electric sponsored a study by
Data Resources, Inc., which compared the average annual growth, productivity,
prices and employment of high-technology fndustries to low-technology

industries over the past three decades. The results speak for themselves:

Comparative Performance of an

High Technology Low Technology

Compound growth rate 6.7% 2.3%

Productivity increases 4.0% 2.0%
(per year)

Price increases 0.5% 3.0%
(per year)

Employment growth 2.6% 0.3%
{per year)

INDICATIONS OF DECLINING INNOVATION IN THE U.S.

Given the critical role innovation plays in the health and strength of ocur
domestic and world economy, we are alarmed by clear signs that innovation is
declining in the Unfted States:

¢ RAD spending as a percent of GNP has declined by 27% in the

last 15 years;

¢ Real growth in industrial RAD has slowed from an annual averaée of
6.5% in the 1960's to 1.6% from 1970 to 1975. R&D as a percentage of
profits has declined steadily since 1976.

o Too much of industry's R&D has been diverted to "defensive" efforts
required to comply with government regulations. Too much has been
diverted to quicker payout, lower risk projects because of uncertainties
caused by high inflation, high taxes and vacillating economic

polictes.
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8 The rate of productivity increases has deteriorated steadily from
an annual average of 3.4% during 1948-1955 to a negative 0.4% in 1979;
¢ From 1960 to 1976, the U.S. world market share of manufactured goods ‘
declined from 18% to 11.8%.

INDICATIONS OF ADVANCING INNOVATION ABROAD

At the same time cur innovation indicators are declining, it is evident that
other industrialized countries whose firms compete with us in world markets

are making great strides. The following table summarizes some comparative

examples:
Japan West Germany United States
Total R&D as a percen-  1.5% to 1.9% 1.6% to 2.3% 3.0% to 2.3%*
tage of GNP from 1964
to 1976
Average annual rate of 8.5% 5.4% 2.6%
productivity improve-
ment from 1960 to 1978
Share of world exports 4.0% to 8.0% 10.3% to 11.5% 18.0% to 11.8%

from 1960 to 1977

These gains have not been accidental. They were deliberately stimulated by the
nolicies of our foreign competftors and trading partners. [ shall briefly outline

several examplies of the incentives other countries use to foster R&D {nnovation.

The Japanes® government targets certain high potential industries for develop-
ment: automobile, steel and ship-building in the past -~ computers and semi-

conductors today. Companies in these areas can receive R&D subsidies (repayable

* As a comparison of R&D efforts for commercial ({.e., non-defense and non-space)
areas, these U.S. figures are deceptively high. For example, 36% of total U.S.
spending for R&D in 1976 went to defense and space, whereas West Germany and
Japan spent less than 9% and 3%, respectively, {n these areas.



only if the program {s successful), accelerated depreciation aﬁowances. and Topg= " ———
term, low-interest loans. In addition, a 20% tax credit is granted for increases

in R&D expenditures by all businesses. Companies that form joint research

associations can immedfately recover the cost of their investments in new -
machinery, equipment and facilities. Japan's Mlni.stry of International Trade

and Investment (MITI} has announced a goal to increase R&D spending from

approximately 1.7% in 1979 to 3% of GNP by 1990.

The West German government provides low-interes; loans for investments in
R&D, a 7.5% tax-free cash grant for investment in R&D facilities and special
accelerated depreciation allowances for R&D plant and equipment, In addition,
in certain cases the income individuals receive for scientific activities

is taxed at half the rormal rate.

The French government provides highly favorable tax treatment to companies
specifically formed to conduct RAD or apply innovative processes. In addition,
special accelerated depreciatfon allowances are applicable to plant and equipment
used for scientific or technical research. The sale of patent rights, technical and
manufacturing processes and know-how are taxable at 15% as long-term capital gains.
The Canadian government allows a tax credit Bf at least 10% for R&D expenditures
and a basic deduction for R&D expenditures,over the average of the previous 3
years' spending ltevels. The government also provides grants to companies that

perf;onn high-risk R&D in commercial technologies.

65-969 0 - 80 - 20 (pt.3)
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1364

ajor_
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ompetitors provide addi-_

tional assistance to certain of their industries by imposing significant barriers
to entry of their domestic markets. While not directly applicable to this topic,
those barriers add an additional dimension to the challenges confronting

American industry today.
INCENTIVES FOR INCREASED RESEARCH & DEVELOPMENT

These trends are unmistakable and cannot be ignored. We believe the disparity
between our R&D policies and those of our major competitors bodes i11 for the
future. Our nation's competitive future lies in our ability to innovate and
produce new, improved, cheaper products and processes, be they textiles, steel,

autos, chemicals or electronics.

$.2906 Danforth-Bradley

This bill would create:

o A 25% tax credit for increases in R&D spending over the average annual
R&D outlays for the previous three years. It thereby targets the incentive
on expanded R&D spending and minimizes the Treasury's revenue loss.

o A new statutory definition of R&D, adopting the Fimancial Accounting Standards
Board {FASB) definition, long used by industry and accountants in non-tax
areas. This definition is supported by an astablished body of learning,
thereby eliminating many of the problems and uncertainties normally
encountered in a new statutory definition.

o Special provisions for new companies because small start-up firms are
frequently the most inngvative. The bil1l allows them to calculate thefr
first year tax credit using a base of 3 years of zero spending, the second
year using seven years to insure they are not lost because of tittle or no

tax 11ability in the first years.
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—-—--— We especially recommend the,Danfarihzgrggl;z‘jglyfjgﬁ_ﬁo the prodlem of —
defining R&D. As the Treasury Department and others n;;;_ESF;;EETJ“EEEE{??aa;“\*—-—-—-—nA_‘*_;
s1mpiy adopting the present IRS Code Sec. 174 as a "definition" of R&D is -
inadequate. fhe present Code Section itself cantains no definition of R&D
but only provides rules for expensing or amortizing R&D expenditures. It
is left to the Treasury's implementing regulations (Sec. 1.174-2) to define
R&D. Treasury correcfly contends its definitional regulation was noE_fesigned
to adjudicate a tax credit. Changes would be required. This critical pelicy
determination should not be made by the agency but by Congress. Amending Sec. 174
to add the time tested FASB definition to the Code itself -- as Sec. 2 of $.2906

does -- would answer this problem. This would give Treasury clear congressional
policy guidance which, coupled with the benefit of years of interpretive
experience with FASB rules, would greatly facilitate the promulgation of

Treasury implementing regulations.

We believe the R&D tax credit approach is far preferable to and incalculably
more practical than, more direct government involvement in industrial RAD.
$.2906 would expand government's conmitment to R&D, while allowing the market-

place to determine how R&D resources should be allocated.

H.R.6632/5.2355 Vanik-Tsongas

This bill would create a 25% tax credit for corporate funds ceontributed to
colleges and universities for research . This would:
e Re-orient many acaderic programs and facilities awey from wholesale
federal sponsorship with its attendant administrative burdens, and toward

the needs of industry in searching for productive innovation;
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¢ Increase the supply of urgently needed technical graduates; and

¢ Allow a company, a group of companies in an industry or several

industries to sponsor research. T e

Again, we believe the tax incentive approach of H.R.6632 is far prefarable to
increasing the federal government's direct role in identifying and funding
research likely to lead to industrial innovation. This bill allows business
and universities to allocate research funds where they would be most beneficial
to the country, and avoids the entangling red tape and inefficiencies which

have been the bane of federally financed R&D in our colleges and universities.

III. $.2923 Reduction of the Tax on Capital Gains to Stimylate Additional Risk

Capital Investment
Mr. Chairman, we believe a strong case can be made for this bill in just

two points:
e Risk capital investment rapidly generates jobs and other benefits
“to the economy;
o The 1978 capital gains tax reduction has been remarkably effective in

increasing risk capital investment at minimal cost to the Treasury.

RISK CAPITAL GENERATES JOBS

In 1978, our Association appeared before this Committee seeking a solution to
a serious problem facing cur economy: the critical shortage of risk capital
availaple to innovative young companies. To support our contentions, we
offered the results of a major survey we had conducted of the capital forma-

tion experience of higq_technology industries.
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The survey allowed us to document for the first time the damage that doubling
the capital gains tax in 1969 had done to our companies' 2bilities to raise founding

and growth capital. [t also documented the continuing need that fast growing

" companies have for new infusions of risk capital as they expand.

But the greatest importance of the AEA survey was the ability it gave us to
translate these abstractions about capital formation into politically meaningful
statistics on job creatfon. We can now show that incentives to stimulate risk

capital are direct incentives to create jobs.

We found that risk capital dependent young companies create jobs much faster
than mature companies. In the AEA survey, the companies founded 10-20 years
earlier had a 1976 employment growth rate 20-40 times greater than the mature
companies. Companies 5 to 10 years old spawned jobs nearly 55 times faster
than the mature companies. But most dramatic of all, the “start-up" companies

founded in 1976 were generating new jobs 115 times faster than the mature companies’

We also discovered that risk capital investment in these companies generates

permanent streams of benefits to the economy far out of proportion to th;}r size.
We were able to show, for example, that in the youﬁgest of the surveyed companies--
those founded in 1976--for every $100 equity capital invested, they generated
export sales of $70, spent $33 on R&D, paid $30 {n federal income taxes ($15
corporate income tax and $15 personal income tax) and $5 in state and local

taxes.
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THE 1978 CAPITAL GAINS TAX CUT HAS BEFN REMARKABLY EFFECTIVE

In 1978 we contended that reducing the maximum tax on capital gains from
approximately 49% would provide all these benefits and stimulate enough new
economic activity to offset nearly all the revenue loss to the Treasury in the

short run and generate a net revenue gain to Treasury after a few years.

We are among the many who are pleased by the very positive results from the

1978 capita) gains reduction. Despite a major recession, it is now clear

that reducing capital gains taxes made a major contribution to increased Ehuity
values, the availability of risk capital for growing coﬁpanies. and the number of

common stock offerings by new companies.

A table prepared recently by Oscar S. Pollock of Ingalls and Snyder summarizes

this pragress.
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Mr. Chairman, we urge you to enact Senator Cranston's bill, 5.2923, which would
further reduce capital gains taxes to 21%. This unusually cost-effective job
creation bill deserves a place in your tax package. The revenue impact of
the 1978 capital gains tax reduction has been efther positive or minimatly
negative. The beneficial economic fallout has been spectacular. §$.2923 has
similar potential benefits. Our economy will suffer a major lost opportunity
if it 1s omitted.

SUMMARY OF AEA'S PRIORITIES -

Restricted stock options, RAD tax credits and capital gains tax cuts are the
urgent tax ﬁ}ior1t1es for the electronics industry in the 96th Congress. We
believe they form a well-balanced package that addresses human resources,
innovation, and capital formation. These proposals would stimulate tremendous

increases in productivity, innovation and jobs at a very modest revenue cost.

Accelerated Depreciation

Perhaps the most controversial dusiness issue before this Committee today is
<ccelerated depreciation, and specifically, the Capital Cost Recovery Act.

Mr. Chairmsn, we support enactment of H.R.4646.

The Capital Cost Recovery Act would stimulate productivity by accelerating the
return of capital invested {n plant, equipment and vehicles. These funds can
then be reinvestad in newer and more productive facilities. Improved productivity,

{n turn, is essential to retaining our existing export markets and winning new ores.
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Given the key role H.R.4646 could play in improving productivity, we find it ironic
that Treasury has opposed it on grounds it could create excess demand. We also

belfeve Treasury's estimates of the net revenue loss from H.R.4646 are overstatea.

For example, Treasury spokesmen have told us they based their estimate of the
tax benefit to the eleétronics industry on the impact the bill would have
on companies which elect the Asset Depreciatfon Range {ADR) system, But, as
the sriginal Treasury statement on this bill concedes, "a very small percentage
of small business *ax payers have chosen to elect the ADR system." Few
electronics companies use ADR's today. The system is too complicated, and the
extremaly short useful lives of much of the equipment used in our {ndustry
has often made case-by-case "facts and circumstances” determinations more
attractive to our companies. Therefore, the revenue loss from this bill
caused by the electronics industry would be only a fraction of Treasury's

estimate,

The converse of minimal revenue loss from the electronics industry {s that

the bi11 provides comparatively 1ittle direct benefit for us efther. We
recognize that this bill will not benefit our specific {ndustry as much as it
might help others. But we also know that what is good for the economy as

a whole is good for us -- both as businessmen and as citizens. If this

bi1l passes, we would expect companies in every industry to be better able to
adopt the best and most productive technology in their production processes and
products. That 1s clearly good for the economy. Since some of the greatest ’
strides in productivity have resulted from new uses of electronic technology,

we belfeve H.R.4646 would both widen the market for our products and help

our suppliers hold down their costs. -
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IMPORTANCE OF 10-YEAR REAL ESTATE WRITE-OFFS

As we have noted, the reason this bill provides comparatively little direct
benefit to our industry {s that many of our companies already depreciata

their equipment in less than five years through individually negotiated "facts

and circumstances" determinatfons by thea IRS. A uniform and mandatory S-year
perio& for depreciating al) equipment could actually raise taxes for our companies.
Our companies would benefit most from the 10-5-3 bi11 in {ts treatment of real
estate. Mr. Chairman, electronics companies purchase land to create facilities

to manufacture products. We are owner-users, not land speculators. Ten-year

depreciation for real estate would allow us to take a more aggressive posture

toward the construction of new production facilities. We strongly urge you

to retain this provision, and to temper the commendable zeal to limit land speculation
profits so that it does not unduly restrain genuinely productive users and

occupiers of real estate,

OPTIONALITY

A minor amendment to the capital cost recovery bill could solve both the
problem we now have with mandatory five-year lives for equipment and the
potential problem we would have if the ten-year real estate number is lengthened.

We ask that whatever accelerated depreciatfon you pass be made optional.

It is important to understand that this amendment would not increase the
revenue cost of the bill. Allowing existing arrangements to continue should
be revenue neutral. Optionality would assure that this valuable reform

- actually accomplishes the good {ts sponsors 1nteqd without unforeseen harm

to some industries.

Mr. Chairman, | again want to thank you for finding room for our testimony
on your crowded docket. 1 would be h&bpy to respond to whatever questions

you may have.

[Whereupon, at 3:30 p.m., the committee adjourned, to reconvene
at 10 a.m., Wednesday, July 30, 1980.]



TAX CUT PROPOSALS

WEDNESDAY, JULY 30, 1980

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

The committee met, pursuant to recess, at 10 a.m., in room 2221,
Dirksen Senate Office Building, Hon."Harry F. Byrd, Jr. presiding.

Present: Sentors Byrd, Nelson, Bentsen, Moynihan, Bradley,
Dole, Packwood, and Roth.

Senator Byrp. The hour of 10 o’clock having arrived, the commit-
tee will come to order.

Senator Williams is scheduled as the first witness. Since he has
not arrived yet, the Chair will recognize Mr. Lane Kirkland, presi-
dent of the AFL-CIO.

Mr. Kirkland, the committee is pleased to have you today. Sena-
tor Long asked me to say to you that he so sorry that he is unable
to be here. He wanted to be here. He has read your testimony, and
on his behalf, after you conclude, I will put some questions along
that line.

’V\{]e are glad to have you, Mr. Kirkland. You may proceed as you
wish.

STATEMENT OF LANE KIRKLAND, PRESIDENT, AFL-CIO, AC-
COMPANIED BY RAY DENISON, DIRECTOR OF LEGISLATION,
AND RUDY OSWALD, DIRECTOR OF RESEARCH

Mr. KirkrAND. Thank you, Mr. Chairman.

I am Lane Kirkland, president of the AFL-CIO. With me today
are, on my left, Ray Denison, the director of legislation of the
AFL-CIO; and, on my right, Rudy Oswald, director of research of
AFL-CIO. -

The AFL-CIO believes that a tax cut now is inappropriate and
economically unwise.

A nation beset with inflation and recession does not need a tax
cut that will make inflation worse and will do little about getting
unemployed Americans back to work. Rather, the Nation needs a
grogram that will create jobs for the unemployed—and not tax

reaks for those who already pay less than their fair share in
taxes.

The link between a reduction in taxes—particularly a tax cut
heavily weighted toward those with the highest incomes—and job
creation is too imprecise, the lag in time too great. The Nation
needs a program that will get the 8 million unemployed workers
back to work as soon as possible.

America needs an economic stimulus program that is targeted to
people and areas that need help the most. The Nation would be ill-

(1373)
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served by enacting an economic abstraction that ignores the differ-
ences between dollars that generate jobs, build homes or enhance a
skill and those that underwrite the playgrounds of the rich, corpo-
rate takeovers or flight of industry from hard-pressed urban areas.

The Nation does not need a tax cut that is politically motivated
and has, at best, shaky grounding in economic fact. A tax cut
program pushed through in the twilight hours of a legislative
session, in the heat of a Presidential election and in response to
campaign oratory would not be in the best interest of the country
or taxpayers.

The AFL-CIO believes the Nation would gain far more benefit
from programs that would create jobs, reduce unemployment and
ease the burden on the unemployed and the poor. That is why we
have called for, and today reiterate the need for: Expanded public
service job opportunities; a local public works program, financed by
the Federal Government and which can start up quickly that
would rebuild public facilities ravaged by years of neglect; addition-
al funds for low and moderate-income housing; Federal aid to
maintain essential services in States and localities suffering high
unemployment and resultant revenue loss; strengthened and ex-
tended unemployment insurance programs; maintenance of health
care benefits and food stamps for the unemployed; establishment of
special short-term mortgage relief and temporary housing pro-
grams for the unemployed. ‘

Such a program would create jobs quickly and provide relief to
those directly injured by the recession in a noninflationary
manner.

We believe that targeted, specific programs are more effective
than broad-scale, across-the-board efforts.

That is why, if Congress decides to go ahead with a tax cut bill,
we believe that it would make sense this year—or as soon as the
97th Congress convenes—to nullify any adverse effects on jobs and
purchasing power that would cesult from the 1981 increases in
contributions to social security. ,

Employee and employer contribution rates will increase from
6.13 percent to 6.65 percent on January 1, and the wage base is
scheduled to increase from $25,900 to $29,700. This increase, while
necessary to maintain the financial integrity of the social security
system, would deprive the economy of about $10 billion of worker
and business purchasing power in fiscal 1981 and approximately
$15 billion in the calendar year.

Legislation has been introduced—H.R. 7046 by Representative
Gephardt, and S. 2920 by Senator Bradley—that would provide a
refundable tax credit equal to 10 percent of the social security
contributions of employees, employers and the self-employed.

As table 5 demonstrates, this type of tax cut wou{)d more than
offset the scheduled increase for most wage earners, while not
affecting the financial stability of the Social Security Trust Fund.

Such a tax cut would meet the standards of fairness, targeted
relief to those who need it, and help in the fight against reces-
sion—standards we believe should be applied to every tax cut pro-

posal.
The so-called Reagan-Kemp-Roth tax cut proposal does not meet
the standards of fairness, equity or targeted relief. It is not the
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product of visionary economics. Rather, it is little more than the
old “trickle down” economics wrapped in a new package for the
fall campaign.

The tables based on Treasury and Joint Committee on Taxation
data, which have been appended to our testimony, condemn the
Reagan tax cut proposal as unbalanced and inequitable. It is evi-
dent from these figures that: )

Tl.e Reagan proposal is a raid on the Federal Treasury. The 10
percent across-the-board cut in tax rates and the speedup in depre-
ciation would cost $34.7 billion in 1981. By 1985 the cost more than
triples to $117.1 billion.

The Reagan proposal primarily benefits the wéalthiest in this
society. Despite the appearance of equity by the phrase “across-the-
board,” this tax cut proposal has been designed to concentrate its
impact in the highest tax brackets. The average worker in the
private sector, according to the Bureau of Labor Statistics, earns
about $12,000 a year. The proposed tax cut for a family of four
supported by this worker would be $91 a year—or $1.77 a week.
That is about the cost of a gallon of milk. At the same time, a
family of four with a $100,000 income would receive about $2,190 a
year.

The Reagan proposal would abandon the principle of taxation on
ability to pay. About 15 million low-income taxpayers, who face
higher social security taxes on January 1, would receive no benefit
from the Reagan proposal. The 86 percent of all taxpayers who
earn less than $30,000 a {lear would receive only about 50 percent
of the tax reduction. At the same time, the wealthiest 3 percent of -
taxpayers would net about one-quarter of the benefit of the tax cut.
Combined with the business tax reductions as a result of the pro-
posed depreciation speedup, corporations and the wealthy would
receive the bulk of the tax reduction.

The Reagan proposal is even counter to the Republican platform,
which pledges that the family would receive priority tax considera-
tion. But under the proposed Reagan tax cut individuals would,
except for the $100,000 and more income bracket, receive substan-
tially greater benefit than a family with two children.

The Reagan proposal would nearly halve corporate income taxes,
By 1985, business would receive a corporate income tax cut of.
about 45 percent, compared with 10 percent for individuals.

The Reagan proposal would, by 1985, give the majority of its
benefit to corporations. While 90 percent of the tax cut would go to
individuals in the first year, that share shrinks constantly and by
1985 individuals would receive less than half of the tax cut.

The 10-5-3 depreciation speedup part of the plan, in addition to
its huge revenue and equity costs, would replace the present
system of tax depreciation—generally based on the cost and useful
Iife of the asset—with an entirely new and dramatically acceler-
ated system. This new method destroys any linkage between the
actual cost of an asset and its actual useful {ife. Under the Reagan
proposal, there would be only three classes of capital assets and the
annual depreciation writeoff would be the same for all items
within the class regardless of useful life.

Buildin%s and structural components would be written off in the
10 years. Presently, the average depreciation “life” of a building is
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32.6 years. Machinery and equipment would be written off in §
years—the present average is 10.2 years. And for autos and light
duty trucks a 3-year writeoff would apply, compared with the cur-
rent 3.5-year average.

The measure would also retain the double-dip in the present law
which allows companies to ignore the 10-percent investment credit
when calculating annual depreciation writeoffs. In other words, a
company that buys a piece of equipment for $1,000 receives a $100
tax credit that cuts the actual cost of the equipmennt to $900.
Nevertheless, the corporation can still write off the full $1,000—in
effect deducting 111 percent of its cost.

Thus, under the 10-5-p-3 proposal, a company would be able to:
One, write off more than the cost of the asset; two, do it in approxi-
mately half the normal time; and three, front load the deductions
so much that 84 percent of the actual cost would be written off in
only one-third of the actual lifetime of the equipment.

Our concern about the proposed tax cuts for business is greater
than its cost or the fact that it is bad tax policy. In reality, the
Reagan proposal amounts to a subsidy for the business community

- through the backdoor. R

Technically, of course, depreciation speedups amount to a defer-
ral of tax—and not an avoidance—since the deduction eventually
runs out and taxes in later years are correspondingly higher. Thus,
excess depreciation is an interesi-free loan. However, since firms
routinely and continually invest and reinvest, the loan is constant-
ly recycled and never paid off. At current interest rates, money
doubles in less than 7 years. Thus deferring taxes for 7 years is
equivalent to paying no taxes at all, and represents a clear-cut and
substantial subsidy to business.

We believe the Congresss should determine needs and impact
before enacting such a subsidy through the tax code. For example,
under the Reagan proposal industries using more capital relative
to labor would receive the greatest tax subsidies. Firms that use
plants and equipment with longer service lives would be given a
greater advantage over those using short-lived plants and equip-
ment.

The Treasury Department estimates that the tax break would be
equivalent to about 20 percent of the investment of the communi-
cations industry. Yet, the three areas of the economy that are
suffering the most from the current recession—primary metals,
motor vehicles, and construction—would receive less benefit.

The primary metals industry would be able to finance about 15
percent of its investment from this tax cut proposal, motor vehicle
only 8 percent and 4 percent for the construction industry. Whole-
sale and retail trade, along with other services, would receive lower
benefits. Obviously, the benefits received from the tax break would
have little or no relationship to the particular problems or needs of
the industries or the economy.

In general, across-the-board business incentives are an ineffective
and inefficient method of solving the types of economic problems
the Nation confronts today. If tax policies can be tailored to meet
those problems—within the framework of a coordinated national
effort to bring about full employment and enhance this Nation’s
industrial base—we would be their most outspoken advocates.
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Unfortunately, the track record of attempts to use general tax
forgiveness to subsidize or encourage particular actions is r.

eeded revenue is dissipated through providing benefits to tirms
for doing what they would do anyway. The larger and more pros-
perous corporations that are least in need of aid get the lion’s
sharc of the benefits, and each new provision tends to devlop a life
of its own. -

The results often make the tax struture more complex. New
constituencies for special privileges are generated, further eroding
the tax base and loading more of the burden on those who are
already paying more of their fair share.

Why, for example, should a company located in a center city
with heavy unemployment be encouraged—through a tax incen-
tive—to move elsewhere? Why not shape the incentive to induce
the company to modernize its facilities and equipment and remain
in the urban area.

Targeted tax incentives might apply to firms willing to invest in
areas served by mass transit rather than far-away suburban park-
ing lots. Such an incentive would make sense in terms of providing
jobs for inner-city residents and public support for mass transit,
which would help conserve energy. '

Senator Byrp. Mr. Kirkland, you have already exceeded your
time by 8 minutes.

ooSgnator MoyYNIHAN. Mr. Chairman, he was just getting to the
good part.

Senator BYrp. Maybe you could tighten it up a little bit.

Mr. KirgLAND. 1 will be perfectly happy, since you have the
statement, to have it in the record, and I will respond to any
questions you might have.

Senator Byrp. If you wish to comment briefly on the last two
pages, why don't you go ahead.

Mr. KirgkLAND. We urge, sir, that any use of a tax device be
targeted to specific objectives in mind, the objective enhancing and
encouraging investment in areas of specific need, and inducing
firms to do what they would not otherwise do, where it might be
needed, and where it might be a critical factor. in the decision in
areas that are afflicted by substantial unemployment, and with a

rticular emphasis on the creation of employment opportunities
in this country, rather than in Japan or elsewhere in the world.

The essence of what we propose and sug%est is that the use of tax
incentives ought not to be the exclusive reliance. The revival of the
economy should be part of a broader program. We suggest the use
of the instrument through a national entity that would be designed
to spur industrial development, of certificates of necessity as only a
part of a broader program.

This is essentially our position.

Senator Byrp. Thank you, Mr. Kirkland.

Let me ask you a question on behalf of Senator Long, and then
he has several other questions which I would ask that you answer
for the record, if you will.

[The following was subsequently supplied for the record:]

QUESTIONS SUBMITTED BY SENATOR LONG AND MR. KIRKLAND’S RESPONSES 10 THEM

Mr. Kirkland, Senator Long is sorry that he is unable to be here today. He has
read your testimony and requested that I ask you the following questions:

)
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1. In your statement you oppose the 10-5-3 depreciation proposal. What kinds of
measures, if any, would you support in order to increase American productivity and
im;rove our competitive position?

. You have also pointed out that it might be appropriate for us to use the stick as
well as the carrot to help direct investment. How could this approach be employed
to assist those industries which face serious financial problems?

8. In your statement you have urged us to consider the refundable tax credit
proposedy by, Senator Bradley that would equal 10 percent of the social security
contributions of employees, employers and the self-employed. Would you also sup-
port changes in the tax rates, exemptions and the zero bracket amount designed to
direct a similar tax cut to those affected by the social security tax increase?

4. In your testimony you have suggested the creation of a new tri-partite Industri-
alization Board to spur industrial development. The Board would have the discre-
tion of determining the tax incentives appropriate for a particular industry or
company on a cabe-by-case basis. This is an intriguing proposal. This type of propos-
al is in line with my thinking that we ought to bring together business, labor, and
Government leaders to agree on specific goals and then to work together to achieve
those goals. Do you think it would be productive for us to explore this concept on a
-~ broader basis as well as relating it to the specific case of a particular industry or
company? -

1. The slowdown in productivity in recent years is largely a result of recessions.
Moreover, although the overall productivity measure does show a sharp slowdown,
this is not true in basic manufacturing, where the slowdown in the 1970’s has been
more moderate. Also, because manufacturing—where productivity figures are rela-
tively reliable—is accounting for a much smaller share of the economy, sectors such
as services, where productivity is notoriously difficult to measure have a greater
weight in the overall measure of productivity. As a result much of the “slowdown”
in productivity may be exaggerated because of the inability to measure output in
many sectors—made more difficult by inflation and the need to adjust for price
increase.

There has also been an end to two historical transitions which had been contrib-
uting to productivity increases eg. (1) The movement of millions of people from
agricultural to industrial occupations and (2) the shift from small mom and pop
retail stores to self-service supermarkets,

We therefore feel that the best way to meet productivity problems—real or
perceived—would be through putting the economy firmly on a balanced course
toward full employment—of workers and productive facilities. Federal government
activities should include economic stimulation programs such as public gervice jobs,
accelerated public works, energy and transportation programs and housing pro-
grams. Such specific programs would also alleviate inflationary pressures. The
additional services and training provided by public service employment for example
adds to the skill and productivity potential of the workforce as well as to the provision of
needed public services. Public work programs can be targeted to provide the infra-
structure for future industrial development. Without adequate sewers, water, and
transportation facilities, goods cannot be produced efficiently. Energy conservation
can also be speeded up by putting unemployed construction workers to work in
weatherizing schools and hospitals as well as moving forward with the programs of
weatherization for low-income individuals. Improving railroad, mass transit, high-
way and airport facilities would also lead to further energy conservation and pro-
ductivity gains.

2. The point I was attempting to make in my recommendation to use sticks as
well as carrots was primarily in the context of the huge amount of revenue that
could be recouped b{l denying tax preferences in circumstances where the invest-
ment is not within the context of nationally determined goals. This, in turn would
increase revenues and thereby provide more budgetary leeway to help firms that
are in need. If Investment Credits, for example, were denied for activities that
should not be encouraged, more funds would be available for assistance programs.
And, of course, to that extent that existing tax preferences divert funds into non-
productive ventures, the entire economy suffers.

3. If a program could be designed that would have a similar effect on tax burdens,
and federal revenues while having no adverse effect on the financial integrity of the
Social Security System, suppose we could support it. We do however, feel that H.R.
7046 represents a simple easily understood and direct approach. At the same time it
would make sense to apply the sarple principle to workers not covered by Social
Security—federal employees, those under the railroad retirement system and some
state and local employees—thro:gh providing a tax credit equivalent to what they
would receive if they were covered by the Social Security program.
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4. Yes I do. But, I would like to emphasize that “exploring the concept on a
broader basis” also means to me that tax “incentives” should be viewed as only one
of a variety of actions that might be appropriate. I would not want the role of such
a tri-partite board to be limited solely to determining and recommending tax incen-
tives.

Senator BYRp. In your statement, you oppose the 10-5-3 depreci-
ation proposal. What kinds of measures, if any, would you support
in order to increase American productivity and improve our
competitive position?

Mr. KirkLAND. The question of productivity, sir, is a large one
that I don’t think is responsive to easy answers through the tax
mechanism. There is an almost perfect correlation between the
extent of industrial activity and the state of the economy, and
trends in productivity.

Historically, every time we have hit a recession, productivity has
dropped, and that, I believe, is the governing problem with relation
to the general trend of productivity plus a number of other factors,
such as the heavy shift to a service economy where productivity
measurements are unreliable and dubious, and where policy con-
clusions drawn from those measurements are doubtful.

Senator Byrp. As I understand your answer, you don’t advocate
any tax program along the lines of encouraging greater
productivity. -

Mr. KirkLAND. We certainly do not advocate an across-the-board
blanket cut in corporate taxes through the depreciation speed-up
device. There may well be, as we suggest in our statement, appro-
priate places in the interest of reviving the economy, reviving
areas of the country that have high levels of unemployment, and
the decline of industry, and the decline of competitiveness. -

In those targeted areas, it may be appropriate as part of a
general and broader program which would include facilities for
making credit and resources available by other means. It might be
appropriate in those cases. We suggest that the best approach in
those instances would be by a more flexible, targeted approach
which could be carried out through certificates of necessity in
particular cases.

We also suggest that there should be governing what we regard
as the appropriate objectives of national policy. Consideration of
the impact on energy use is clearly one, and the access to mass
transit rather than the encouragement of the development of
plants and industrial parks on superhighways miles removed from
the natural labor market, and from transit facilities.

We think that there should be strong consideration of where the
products that are put in place, the equipment and so forth, is
manufactured. Of course, beyond all that, there is a question as to
whether this is a factor in encouraging, really encouraging or
stimulating that investment, rather than a windfall tax break for
investments that are made in the natural course of doing business
anyway, and ‘would - have been made in the absence of such a
program.

Senator BYrD. As you are aware, the Senate Democratic Confer-
ence had introduced a resolution with only three members of the
conference, so far as I am aware, this Senator being one, who did
not sign the resolution or endorse the resolution, which resolution

65-969 0 - ¥0 - 21 (pt.3)
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mandates the Senate Finance Committee to bring in a tax reduc-
tion proposal.

I assume that you, number one, feel that this committee should
not bring in a tax reduction proposal.

My other question is, do you think such a resolution was a wise
reso{ution?

Mr. KirxkLAND. Well, sir, I would say not necessarily in both
ges, and far be it from me to criticize the judgments of the

nate.

I think the presumption is against a likelihood of there being
wise tax legislation produced under the pressures that exist at the
current time, and under a forced draft situation.

Second, with all due respect, sir, we have been in some disagree-
ment with the developments that have occurred in the Congress
under the passing shifts of the tide of what appear to be the
gx?encies of the time such as the obsession with balancing the

udget.

Senator Byrp. Well, you have won that fight. [Laughter.]

Mr. KIRKLAND. Senator, if you will excuse me, sir, we have not
won a damn thing.

Senator Byrp. You have what you want. You have a $30 billion
deficit which is going to be far greater than that by the time 1981
is over, and you are going to have a $61 billion deficit in this
current year. So you ought to be pretty happy.

Mr. KirxLAND. I think that this proves the point that we made.
We argued against the proposition that you could hold the economy
in a state of anesthesia and in a fixed position while you operated
onh the budget, and that one would have no relationship to the
other.

It was our view, and it has been borne out by events, that the
state of the economy has a far more profound influence on the
actual facts with respect to Federal revenues and expenditures
than do the paper accountings of the budget balancing process, or
the alleged budget balancing process.

I believe that the way to revive and get the Nation’s fiscal house
in order is the revival of the economy, and the reduction of unem-
ployment. We believe that that is most effectively done by targeted
expenditure programs.

nator Byrp. May I ask this question. Has the AFL-CIO ever at
any time formally endorsed a balanced budget?

Mr. KiRkLAND. I don’t think we have ever, nor do I expect we
ever would formally endorse a balanced budget as the overriding
objective of Government.

Senator Byrp. Have you ever done it under any conditions?

Mr. KIRKLAND. Yes, sir. -

Senator Byrp. You have?

Mr. KiRKLAND. Yes, sir.

Senator Byrp. Could you tell us when that was?

Mr. KirkLAND. We have and do today strongly advocate the
balancing of budget, and the creation of a surplus by reviving the
economy and putting people back to work. If we had a full employ-
ment economy, we would have a budget surplus today. We would
regard that as a healthy thing.
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Senator Byrp. Of course, we don’t have full employment, and
that is what this committee is struggling with to try to bring about
some legislation that will help create jobs.

Mr. KirgLAND. I understand the motive and the purpose, sir. We
dispute the efficacy of the means that are proposed in what we
analyzed here, the Reagan-Kemp-Roth approach.

Senator Byrp. Mr. Kirkland, you have been dealing with the
Reagan-Kemp-Roth proposal, as you call it, and I think you rre
justified in calling it that. But I assume that you also oppose any
Democratic initiative along that line.

Mr. KirkLAND. We would oppose, sir——

Senator BYRD. So you are both against the Democratic Party, and
the Repuyblican Party. You are about like I am, I guess. [Laughter.]

Mr. KiRkLAND. I think that there might be some slight differ-
ences in nuance, sir. [Laughter.]

Senator Byrp. Senator Packwood.

Mr. KirRkLAND. We, I think, frankly and clearly state our prefer-
ence in meeting the recession, the serious consequences on families,
and workers, on the poor, and the distressed of this recession, this
heavy unemployment we have, by targeted programs designed to
address themselves to the particular areas of need, rather than by
a blanket tax cut for business under the name of accelerated
depreciation.

Otherwise, we think that it would put adverse pressure on the
programs that we support, and that we favor in meeting these
specific needs. If special concern is to be paid to any element of our
society under the conditions that exist at the moment, it ought to
})e directed expressly at those who are really suffering the most

rom it.

I would add another point, sir. Depending, I assume, on how
many books a company keeps, we still have with us the problem of
inflation. The use of an accelerated depreciation device as the
company keeps its books and makes its cost evaluations on the
basis of this rate of depreciation, the consequence will be an infla-
tion of costs which in an administered price, on the theory of cost
push, is bound to lead to higher prices, which is in itself inflation-
ary.

If you are using, for example, under the present price guidelines
policy the profit margin approach, this will justify further in-
creases in price without any change in circumstances, even under
the guidelines.

Senator BYrp. Senator Packwood.

Senator PAckwoob. Lane, we have had lots of testimony compar-
ing the United States to other tax systems which we need to
compete internationally, and then there will be some analogy made
to Japan, or Germany, or France, that they are doing something
better than we are.

Let me ask you this question, and you can put it to your econo-
mist if you want.

We tax about 32 percent of our gross national product in this
country between Federal, State, and local taxes. Germany taxes
around 42 percent, counting their Federal Republic and local taxes.
Apart from Japan, which is incredibly low, the other major coun-
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tries that we compete with tax higher than 42 percent. The Scandi-
navian countries tax above 50 percent.

The question that I want to ask you is this, if you read it the
same way I do. It appears to me that while they are taxing more
totally, those countries have less tax on capital, on savings, on
investment, depreciation, and tax much more heavily on consump-
tion, especially with the use of the value-added tax. On the aver-
age, the middle income taxpayers in those countries pay a larger
prl?ortion of their income in tax than they do in this country.

ave your economic studies reached that same conclusion?

Mr. KirxkLAND. I think that that is correct, sir. I think they also
pay far more in the way of social security taxes than we do, both
employers and-employees. Our is something like a half or a third, I
think, of other industrial countries.

Senator PAckwoobp. I saw the story on social security the other
day. As I recall, the Germans tax is either 10 percent, or 12
Eercent, or 16 percent. It is very high. Yet, thef' tax less on what

usiness people like to refer to as the capital incentive side of
investment. You say, yes, that seems to be true.

Is there any correlation between doing that—I don’t want to put
words in your m