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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

Honorable Jacob K. Javits, senior Senator from the State of New
York.

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 JAvrrs. 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-
tivity, 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 opportunities. -

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, investment, 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 inflion.

If I were guessing, I would say that that plateau for inflation
would be between 9 and 10 percent. Naturally, ever), 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 re£ ion in 2 or 3 years,
except that the next one may turn intf depression because we
are starting from a higher level

That is why it is unwise to assume t 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.

This 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 unified 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

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 6 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 I
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
t-he fact-fi tncome tI-x-budens Will-rise by -$24 billion 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 salar3, 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 PACKWOOD. I agree with almost everything Senator
Javits has said. I have no questions. Thank you very much.

SFiiator 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. I 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 in
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 I am a
member-everything you do is like an echo on a wall. It just comes
back to you, and nothing happens. We are beifig 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 many of us had, particularly on the
tax package that nearly every Republican supports.

We agree with the chairman that it is unlikely that any bill 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.

We 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 JAVITS. Thank you so much, Mr. Chairman.
[The prepared statement of Senator Javits follows:]

SENATOR JAVITS TESTIMONY BEFORE SENATE FINANCE COMMITrEE

Mr. Chairman, I am testifying today in my 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.
Pm 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 this 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 Govirnment formally declare a national policy in support of adequate
capital investment in the private sector .... In attacking unemployment caused by
lack of der..and, it must be recognized that temporary solutions have had very
limited success in the past; thus, permanent, confidence-building solutions must be
used nrw 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. Therefore, we support
substantial phased across-the-board reductions in federal income taxes to encourage
incentives for economic growth and ,ob 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 numerous 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 take 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, investment 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 4.3 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.

Ironically, 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 judicious 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. Secretary 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 facts 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
absent recovery policies, unemployment may not go below 6 percent until after
1985.

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 specifically to restoring personal incomes and providing business incentives for
economic growth without rekindling inflation. The Republican tax cut proposal is a
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 approach 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 consideration -

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

JAVITS 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 the 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 tow&' 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 -cefr'

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 obso-
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 rimid words of caution
and delay. The American people are hoping for answers and they are getting
rationalizations for inaction.
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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 ROTH. 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 I. 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 I. O'BRIEN, PRESIDENT, SECURITIES
INDUSTRY ASSOCIATION

Mr. O'BRIEN. Good morning, gentlemen.
My name is Edward I. 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. Our 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 our 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. LEViTT. 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..ad 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 tn 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: (a) 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. I 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. LEvITt. 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 inflationary, 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 affirmative
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. LEVITT. 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 DOLE. 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.

I 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? I
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. Lkvrr. I 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 vtil 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

Base ine forecast ................... ...................................................................................................... 8.9 9.3 8.0
Forecast under tax proposals:

1, Increasing the capital gains exclusion from 60 to 70 percent ....................................... 8.9 9.3 8.0
2. Lowering the maximum tax on investment income from 70 to 60 percent .................. 8,9 9.3 8.0
3. Lowering the maximum tax on investment income from 70 to 50 percent ................... 8,9 9.3 8.0
4. Increasing the capital exclusion from 60 to 70 percent and lowering the maximum

tax on investment income from 70 to 60 percent .......................................... 8.9 9.3 8.0

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 DoLE. 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 CHAIRMAN. Thank you very much, gentlemen.
[The prepared statements of the preceding panel follow:]

OUTUNE OF TESTIMONY OF THE SECURITIES INDUSTRY ASSOCIATION

I. 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, productivity, 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.

111. 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
opportunity to participate in the committee's hearings on the need for tax reduc-
tions for 1981.

SIA represents nearly 500 leading investment banking and brokerage firms head-
quartered throughout the United States which collectively account for approxi-
mately 90 percent of the securities transactions conducted in this country. The
activities of SIA members include retail brokerage conducted on behalf of 25 mill-
lion individual shareholders, institutional brokerage, over-the-counter market
making, various exchange floor functions and underwriting and other investment
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b ivities conducted on behalf of corporations and governmental units at all
levels.Bause of their role in the capital markets, SIA members are in a position
to recognize the impact of tax policy on investment decisions by corporations and
investors.

INTRODUCfION

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-- 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 then 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 percent 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 fifth 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

PERSONAL SAVINGS
AS A PERCENT OF DISPOSABLE INCOME
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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

1919 Percent c199 in annual IN
nilufacturing

poductity gain, ' rwh per
pefcent increase

Ita ly .............................................................................. ........ . .......................................... .......... 8 .7 1 .6
Japa n ......................................................................... ......................... I .............................. ......... . 8 .3 3 .4
franc e ................................................................................. ................. . .................................. . . 5 .4 2 .7
W est G erm any .................................... ............................................................................... .......... .. 5 ,2 3.2
United Kingdom ............................................. ...... ................. 2,2 0.3
U nited States ........ ................................................................................ ................. 1,5 0.1

Source U.S Labor Department Bureau of Labor Statists 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 investment as percent of real national output'

J a p a n .................................................................................................................................. 2 3 .8
C a n a d a .............................................................................................................................. 17 .4
F ra n ce ................................................................................................................................ 16 .2
U n ited K in gd om ............................................................................................................... 15.4
W est G erm a n y .................................................................................................................. 15.2
Ita ly .................................................................................................................................... 14 .9
Six C ou ntry A verage ....................................................................................................... 17.2
U n ited S ta te s .................................................................................................................... 10 .6

2 Period covered varies by country according to availability of data. Period is 1974-78 for Italy,
U.S., West Germany, United Kingdom; 1974-77 for Canada, France, and Japan.

Source: Organization 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. Our 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

J a p a n .................................................................................................................................. 2 5 .0
F ra n ce ................................................................................................................................ 17 .2
B rita in ................................................................................................................................ 17 .0
W est G erm a ny .................................................................................................................. 13.7
C a n a d a ............................................................................................................................... 8 .9
U n ited S tates ................................................................................................................... 4.5

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 ready
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 PERSONAL 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 liabilities 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 IL)
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Chart II

PRICE-TO-EARNINGS RATIO
STANDARD AND POOR'S 500 INDEX

1960 1965 1970 1975 1980

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' apprc-ch of countering recession with across-the-board tax reduc-
tions and increased government spending provides short-term relief but causes
, tuitionn of the same ills. We firmly believe that long-term economic growth
requires a fundamental change in U.S. 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 stimulating 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 personal 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 o 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-tax 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 mai:imum 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 t:,e
baseline forecast under the four tax proposals, the estimates would have been lower.

TABLE 4.-RESULTS OF ECONOMETRIC SIMULATIONS
[Dollars in bllis]

1981-83 charges _
Ta x Iroposal Real Disposable Retained DIeal CNP investment income earnings

1. Increasing the capital gains exclusion from 60 perceal to 70
percent .......... ........................ $60 $2.7 $4.1 $5.2 $2.2

2. Lowering the maximum tax on investment income from 70
percent to 60 percent ........................... 4.8 16 3 5 1.2 (0.3)

3. Lowering the maximum tax on investment income from 10
percent to 50 percent ................................................ ..... . 7.7 23 6 5 2.0 1.8

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 ...... ................ 10 2 4 7 58 9.6 2.4

Increases over ORI 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 increas", 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 over 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 CAPITAL 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 uncertain
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 Market 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

S & P NYSE AMEX NASDAQ
Pernl 5N indx comma market ndex

SO fda stock index value index

December 19'8 to December 1979 ............................ 12.3 15.5 64.1 28.1
Decem ber 1979 to June 1980 ................................ ....................... .. ............ 5.8 5.5 18.6 4.4

The languishing state of small business has recently attracted a great deal of
attention from both the-politica1-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.

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
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 21/2
time increase from the pre-1978 level to $1 billion.

Effect on investor behavior
Increased individual investment in stocks followed reductions in capital gains

taxes, just as the departure of individual investors followed increases in capital
gains taxes. In a survey conducted by Opinion Research Corporation for SIA in
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
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.

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.

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 PORTFOLIO STOCK
INVESTMENTS IN 10 INDUSTRIALIZED COUNTRIES

Max Shorternl UW Maximom b,-trM CIO M'einw holding period to Maximom anal net
CONty gains tax rate gains tax rate' waify for Or gin w tax rate

United States ..................... 70 percent ......................... 28 percent ......................... 1 yr.......................... None.
Australia ........................... 60 percent ......................... Exempt ......... 1 yr............. ..................... None.
Belgium ............................. Exem pt .............................. ...... do ................................ None .................................. None,
Carta a .............................. 22 percent ........... 22 percent ......................... None .................................. None,
Germany ......... 56 percent ......................... Exempt ......... o....... 6 o ................................. 0.7 percent.
Italy ................................... Exem pt .............................. ...... do ................................ None .................................. None.Japan .............. ....... .......... ....... do ................................ ...... do ................................ None .................................. None.
Netherlands .......... d............ ...... do ................................ ...... do ................................ None .................................. 0.8 percent.
Sweden .............................. 58 percent ................ 23 percent ........ 2 yr ....... 2........................... 2.5 percent.
United Kingdom ................. 30 percent ........ 30 percent ......................... None .......... None.

'State, prwinoad, and tocal taxes not included.

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
inflation. Regardless of how the current dilemma is resolved, long-term economic
problems will remain. Unless Congress enacts tax legislation 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 supplies. At the end of World War II, there was plenty of
industrial capacity and available manpower 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
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 compared to any reduction in tax revenues. We believe a policy of further cuts
in capital gains 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 ON PORTFOLIO STOCK INVESTMENTS IN
10 COUNTRIES

Maxkunm short.tern capital Maximum Ign-term captain Mirn m holding W to Maximum ani n net wormCountry gain tax rate' gain tax rate ufdytmlng-term gain tax rate
treatment

United States ................... 70 percent ....... 28 percent ....... 1 yr ................. None.
Australia .......................... 60 percent ....................... Exem pt ............................ yr . ............................. None.
Belgium ........................... Exempt ........... do ........... ............. None .......... None.
Canada ............................ 22 percent ....... 22 percent ....................... None .......... None.
Germ any ......................... 56 percent ....................... Exem pt ............................ 6 mo .............................. 0.7 percent
Italy ................................. Ex em pt ............................ ...... do ............................. None ................................ None.
Japan ............................... ...... do .............................. ...... do ............................. None ................................ None.
Netherlands ...................... ...... do .............................. ...... do .............................. None ................................ 0.8 'percent.
Sweden ............................ 58 percent ....................... 23 percent ....................... 2 yr ................................. 2.5 percent.
United Kingdom ............... 30 percent ....... 30 percent ....... None.............................. None.

'State, prwincial, aW! bo taxes not idkd.
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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 required to qualify for long-term gain
treatment, only Sweden requires a longer 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-months, 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 yeE rs 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 the 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: Pent
F irst $40,000 ............................................................................................................ 10
$40,000 to $80,000 ....................................................... ........................................... 20
O ver $80,000 ............................................................................................................. 25

In 1977, the previous minimum holding period 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 maximal ,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 capital
gain from approximately 50 percent to 28 percent (not including any tax resulting
from 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 ordet o 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 depending
upon the province and range from a low of 39 percent (Alberta) to a high of 58
percent (Newfoundland).

65-969 0 - 80 - 3 (pt.3)
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German" -Long-term capital gain (six month holding period) is exempt from
taxation. Shurt tarm capital gain is taxed at ordinary rates (maximum 56 percent).

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

Italy.-Under ordinary circumstances, gain on the sale of portfolio investments is
exempt regardless 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 reasonE.ble profit could be realized.

Japan.--Generally, 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
ears or less) and one half of long-term gain are taxed at ordinary rates (maximum
5 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 Married individuals, and Dfl. 15,000 for each
depend,'nt child.

Swedeni. --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 y e a rs ........................................................................................................................ 7 5
3 y ea rs ........................................................................................................................ 50
4 y e a rs ........................................................................................................................ 2 5
5 y ea rs ........................................................................................................................ 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 andSKr. 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 -t gain is exempt; a flat tax rate of 30 percent
applies to gain in excess of L3,0O0 regardless of the holding period.

Prior 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
gain 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 than 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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Introduction

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
2. Roll-over of invested capital through deferral of capital gains tax
3. Reduction or elimination of double taxation of dividends
4. Reduction of the capital gains holding period to six months
5. An increase in the dividend exclusion to $500 for individuals and $1,000 for joint returns

SIA soughttolearn howpersonswho potentially could
benefit from these proposals react toand assess them,
and to help determine which tax proposals would, if
implemented, be most effective 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 to $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 multiple 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 detailed 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 lih ng 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 all 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

3. They are a high-income group' nearly three-fourths
have job incomes of $40,000 or more.

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

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

It 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 preferencesof theexecutive community, it should
be possible to make iudgements about the overall
impact of the tax prop-als on the investing public,

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

Report Organization
Following is a summary of the study's major findings.
Then, in the detailed 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

3
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SummaryOf Findings
Executives' reactions to the tax proposals vary con- of invest
siderably, both In terms of the percent who say they who sayth
would make new or increased investments in a variety below sun

PROPOSAL
Total Who Wosd Make New Or IncroaW Ir estments
Woul Make Now Or Increasld Invetsenta In Commo Stacks

69%

55%
48%

nent vehicles, and in terms of the percent
sywould invest In common stocks, The table
nmarizes these findings.

74%
FI

60%

Maximum tax Deferral of Redctlon of Reduction of Increese In
of 50% capl gains cpial gains dole taxation dividend

tax holding period of dividends exdusion

Although each proposal elicits a significant favorable produces the highest hypothetical mean investnrt
response, theproposal toreduce(oreliminate) double across the total executive sample (including both
taxation of dividends draws the most favorable re- those who say they would invest, and those who say
sponse. in terms of the percentof executives who say they would not). as shown below.
they would buy common stocks. This proposal also

PROPOSAL n

Maximum tax ol 50%

Deferral of capital gains tax

Reduction of Capital gains holding period [J
Reduction of double taxation of dividends L

Increase in dividend exclusion L
Executives have a rather mixed reaction to the idea-
of an annual exclusion for funds newly invested in
corporate securities 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 result of the changes in capital gains tax

11 RosporAMs

ymotetlcal Mean Iovestmemn In CoMMas Stocks

18,100 1

10,500

;9,800

$12,800

$5,800

treatment brought about by the Revenue Act of 1978
And the largest proportion ot these (15% of all execu-
tives) say they invested in common stocks
Moreover, about one executive in ten (9%) 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 investmeits

Common stocks

Real estate other than home

Rental property

Corporate bonds

Common stock mutual funds

House or condominium

Tangible Investments

Tax shelters

Preferred stocks

Options

Futures

55 SOA EEUIE

31%

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%] ano rental property (17%). How-
ever, each of the 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.

Anoteon method 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-
vestments or increase existing investments in any of 11 investment vehicles 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?"
Deferral 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 lifeof an
Indlvidual-$200,000 In the case of a joint return.

Would make new/increased investments

Common stocks

Real estate other than home

House or condominium

Rental property

Common stock mutual funds

Preferred stocks

Corporate bonds

Tax shelters

Tangible Investments

Options

69, TTA ' IEU E

42%

Fi tures 112%

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-
ternatives are common stocks(42%), real estate other
than a home (30%), a house or condominium (20%),
and rental proper1ty00%).

This proposal Is the most attractive one to execu-
tives from the standpoint of stimulating investment

in various types of real estate.
On ;his proposal, as on most of the others, execu-

tives who already own securities worth $25,000 or
more are more likely to say they would invest in corn-
mon stocks than are executives who own securities
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 mcke new/increased Investments

Common stocks

Real estate other than home

House or condominium

Common stock mutual funds

Preferred stocks

Options

Corporate bonds

Rental property

Tangible Investments

1-4% TOA XCUIE

39%

Tax shelters 13%

Futures 1 12%

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, relatively few executives say this
proposal would lead them to invest in assets that

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

At the same time, however, relatively few execu-
tives say they would invest in other vehicles 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 taxes paid by the dividend-paying corporation.

Would make new/increased Investments

Common stocks

Preferred stocks

Common stock mutual funds

Corporate bonds

74 0OA EEUIE

67%

22% J
20%

8% -

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

About three-fourths of executives(74%) say they would
step up their investments if double taxation were cur-
tailed, and nearly all o1 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 m'iest in
preferred stocks (22%) or common stock mutual funds
(20%), but these vehicles are clearly perceived as
secondary to common stocks

Note that a small proportion of executives also
mention corporate bonds Presumably, their ceason-

ing s that the proposal, if passed would enhance tie
general market for all corporate securities, not lust
stocks

Other possible investments were not mentioned
by the vast majority of respondents, who correctly
perceived this proposal as enhancing the desira-
bilityof 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 for federal income taxes paid by the dividend-
paying corporation would actually work,



1100

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

Common stocks

Common stock mutual funds

Preferred stocks

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
storks, thoughabout one in 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-
ceiving this proposal as enhancing the desirability of
securities, but not other investments

60%. TOTAL EXECUTIVES
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Estimated Investments In Common Stock Under Each Proposal
- Deferral of Reductiol Reduction of incmrn In

Maximum Capital CapitalGains DoubeTaxation Oividens
Tax of 50% Gains Tax HoldItw Period of Dividends Exclusiol

Total percent who would invest in
common stocks* 31%

Estimated investment during first year:
Less than $5,000 8%
$5,000- $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 (Thosewho would $26,100
Median investment Invest only) $ 9.400

42% 39% 67% 54%

9%
9%

15%
4%
3%
1%
0%
0%
2%

$25, 100
$12,500

10%
11%
9%
4%
3%
1%
0%
0%
1%

$25,000
$ 9.100

20% 20%
19% 16%
15% 11%
7% 3%
3% 1%
1% t
t 0%

0% 0%
2% 2%

$19,100 $10.800
$ 8.300 $ 6,800

* Percentages below may not add to total percent who 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 2 Theamount thosewho would invest say they would
regarding how much money they would invest in invest
common stocks during the first year after each pro- In terms of factor 1, reduction of double taxation of
posal took effect (The dollar groupings shown n the dividends is by far the moat attractive to executives,
table were also shown to respondents on a card ) in that 67% say they would invest in common stocks

In addition to showing the percent in each group- if this p7opsal the woutd Hoe r, in sofing who say they would invest in common stocks, the if this proposal were enacted However, in terms of
tabe whos they hyoldthnesticmon sn k m tha - mean investment (by those who say they would in-fable shows the hypothetical mean and median in- vest), the maximum tax of 50% produces the highest
vestment, by those who say they would invest in matog ihtesals ecn epnecommon stock mean, though with the smallest percent response.

In assessing the impact of each prop:i two Combining factors t and 2 to produce a meanIasessin te ipa, ofeachunt:); two investment across the total executive sample, clari-factors have to be taken into account: fies the picture On this basis, the proposals rank

1 The proportion who say they would invest in con,- as follows:
mon stock

Reduction of double taxation of dividends $12,800
Deferral of capital gains tax $10,500
Reduction of capital gains holding period $ 9,800
Maximum tax of 50% $ 8,100
Increase in dividend exclusion $ 5,800

On this basis, there is a fairly clear-cut graduation in twice as many hypothetical investment dollars as the
overall impact of the five proposals, with reduction of increase in dividend exclusion
double taxation of dividends generating more than

#Calculation of the mean assumed that responses fell at the midpoint of each size grouping,

I1I
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Reactions To Tax Proposals By Income Level

Maximum Tax of 50%
Would make investments
Would invest in common stock
Mean stock Investment (all execs.)
Mean stock investment

(those who would invest only)
Deferral of Capital Gains Tax
Would make investments
Would invest in common stock
Mean stock Investment (all execs.)
Mean stock investment

(those who would invest only)
Reduction of Capital Gains Holding Period
Would make investments
Would invest in common stock
Mean stock Investment (all execs.)
Mean stock investment

(those who would invest only)
Reduction of Double 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 Exclusion
Would make investments
Would invest in common stock
Mean stock Investment (all execs.)
Mean stock investment

Those who would invest only)

AneuM Incom

Total Unde $30.000- $40,000- $50,000- $75,000
Executives $30,000 $39,999 $49,999 $74,999 se ever

55% 48% 50% 48% 55% 65%
31% 17% 20% 24% 30% 48%

$ 8,100 $ 2,000 $ 900 $ 2,700 6 4,500 $23,000

$26,100 $11,600 $ 4,800 $11,200 $15,000 $47,800

69% 71% 63% 65% 71% 74%
42% 25% 34% 41% 42% 52%

$10,500 $ 1,500 $ 3,200 $ 7,100 $10,300 $25,200

$25,100 $ 6,100 $ 9,400 $17,300 $24,600 $48,400

48% 35% 49% 46% 50% 50%
39% 19% 35% 36% 43% 44%

$ 9,800 $ 1,300 $ 4,400 $ 3,900 $ 6,900 $18,700

$25,000 $ 7,000 $12,500 $10,900 $16,000 $37,800

74%
67%

$12,800

75% 69% 73% 72% 77%
63% 58% 65% 67% 75%

$ 4,700 $ 4,900 $ 7,000 $13,100 $30,900

$19,100 $ 7,400 $ 8,400 $10,800 $19,600 $41,200

60% 67% 66% 71% 59% 48%
54% 54% 52% 60% 56% 46%

$ 5,800 $ 3,400 $ 3,200 6 8,400 $ 7,000 $10,600

$10,800 $ 6,300 $ 6,200 $14,000 $12,500 $23,000

12
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Reaction to the five tax proposals varies considerably by executives' income level.

' he table at left shows, forall 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 te proposals

covering reduction of double taxation of dividends
and increase in the dividend exclusion Responses
to these two proposals-in terms of the percent who
say they would invest in common stock-are relatively
similar at all income levels (These latter two pro-
posalsalso produce the most positive response among
executives in the lowest income 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
in effect produced a ceiling on the amount of tax
that would be saved)

13
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Reactions To Tax Proposals By Value Of S,

Maximum Tax of 50%

Would make investments
Would invest in common stock
Mean stock Investment (all execs.)
Mean stock investment (those who w ld invest only)
Deterral of capital Gains Tax

I

Would make investments
Would invest in common a teck
Moan stock Investment Ial execs.)
Mean stock investm (those who would invest only)
Reduction of cap i Gains Molding Period

I

Would make i , estments
Would invest in common stock
Mean stock Investnment (alt execs.)
Mean stock investment (ttose who would invest only)
Reduction of Doubts Taxation of Dividends

Wouid make investments
Would invest in common stock
Moan stock investment (sit execs.]
Mean stock investment (those who would invest only)
Increase in Dividend E xclusion

Would make investments
Would invest in common stock
Moan stock investment (alt execs.)
Mean stock investment (those who would invest only)

zValue of SscwtlisOww

Total Ude $25,000- $100,000
Executives $25,000 $99,999 of mom

55%
31%

$ 8,100
$26,100

69%
42%

$10,500
$25,100

48%
39%

$ 9,800
$ 26,000

74%
67%

$12,600
$19,100

60%
54%

$ 5,800
$10,800

46% 52%
19% 31%

$ 1,300 $ 4,200
$ 7,000 $13.500

61% 72%
31% 46%

$ 2,600 $ 7,200
$ 8,300 $15.700

42%
30%

$ 2,600
$ 8,700

73%
62%

$ 3,300
$ 5300

47%
38%

$ 5,40
$14,300

74%
69%

$10,200
$14,600

64% 62%
55% 57%

$ 4,400 $10,000
$ 8,000 $17,500

69%
47%

$24,400
$52,000

76%
51%

$28,400
$ 55,600

56%
49%

$19,200
$39,200

74%
70%

$31,300
$44,800

53%
49%

$11,700
$23,800

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

Not 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 relationship 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

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

14

t1



1105

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

"Now I'd-like 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

One of the most desirable

Not sure/no opinion 2%

SOne of the least desirable

Fair Idea

Executives are quite divided in their reaction to an annual exclusion for funds newly invested
in corporate securities.

After having reacted to each of the five proposals,
executives were shown a card describing a sixth prop-
osition-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 proposition 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-

tons 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 to find this proposal de-
sirable

There is also little variation in reactions to this pro-
posal besed on respondents' income, 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.

15
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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 gains in
several ways. It increased the exclusion on capital gains subject to regular 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

Common stocks
Real estate other than home

House or condominium

Common stock mutual funds

Rental property

Tan

24 6OA'EEUIE

15%

Corporate bonds 1%

Tax shelters 1%

Options 1%
gibte investments 1%

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 reAt 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%) sa, they

16

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 real estate other than
a home (5%), a house or condominium (4%), common
stock mutual funds (3%), and rental property (2%).

The mean new or additional investment by those
who say they invested in comnon 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?"

Total Value of ScurlKt

Total Lstha $26,000- $100,000
Executives $25,000 $99,999 or more

Yes, realized gains because of changes In tax law

No, did not
Don't recall/no opinion

9% 4% 7% 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 law.

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-

tive's total portfolio 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

17
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Sample Design
Technical Appendix

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
50 largest banks, utilities, transportation, merchandising, life insurance, and diversified
financial companies.
Three main steps are involved i, the selection of managers and executives for Executive
Caravan interviews.

1. , 4etlfon of companies. Probability procedures
are used to select companies wheie interviews
will be conducted. The selection is stratified by
size of company and by broad industry groupings

In general, a company remains in the sample for
two consecutive quarterly surveys, then drops
out until its next turn for selection However, the
replacementof companiesin the sample is planned
on a rotating basis, sothat in any one Caravan sur-
vey half of the companies are carried over from
the previous quarter, and half of the companies
are newly selected for the sample.

2. Selection of plants and other specific company
locations. Selection of specific company facili-
ties isthe second step in the selection of managers
and executives. In general, each company in the

sample is represented by its headquarters loca-
tion and one or more additional locations.

The selection of specific locations is planned
within the framework of the Opinion Research
Corporation National Probability Sample, which
includes approximately 360 counties and all key
industrial concentrations (A detailed description
of this sample is available on request.)

3. Selection ol specific managers and executives.
This selection is made from name lists furnished
by selected companies to ORC sample specifi-
cations.

Cooperation of companies and their provision of name
lists in accordance with carefully drawn sample spec-
ifications provide a breadth and depth of overage not
normally possible through conventional list sources.

19
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Interviewing
In advance of the field interviewing phase of the study, a letter is mailed 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 first-lino
supervisors'

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

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

"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, public
relations, research, etc) who do not repo,. di-
rectly to corporate or divisional officers

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

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

20
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Sample Characteristics, October 1979 Executive Caravan Survey

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
College completed
Graduate work

Geographic Region
Northeast
North Central
South
West

Management Level
Officers
Nonofficers reporting to officers
Managers reportirg to nonofficers

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

25%
29%
46%

16%
31%
53%

37%
27%
24%
12%

35%
40%
25%

12%
17%
21%
17%
9%
6%

23%

Kind of Company
Manufacturing
Nonmanufacturing

I,enth of Service
Under 10 years with company
10- 19
20- 29
30 years or over

Income
Under $ 30,000
$30,000 -$39,999
$40,000 -$49.999
$50,000 - $74,999
$75,000 or over

70%30%

24%
32%
28%
16%

10%
16%
20%
29%
25%

21
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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 level 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

various smaller subgroups, as shown in the study's de-
tailed tabulations. The chances are approximately
95 in 100that an Executive Caravan surveyresult does
not vary, plus or minus, by more thtn the indicated
numberof percentage points from the resultt'hatwould
be obtained if interviews had been conducted with all
executives in the universe represented by thesample,

Approximate Sampling Tolerances Applicable
to Percentages Al or Near These Levelts

Sin of Sample on Which Eecutive Caravan Survey Result I Based - 10% or 90% 30% or 70% 50%
Total Sampte:
516 interviews

Subgroups:
400 interviews
300 interviews
200 interviews
1 C interviews

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

"Fortune 800' companies had been interviewed, the
resultsof thisquestion would have fallen within a range
of b9% to 79%; that-is, 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 )

5% 5%3%

4%
4%
5%
7%

6%
6%
8%

11%

6%
7%
9%

12%
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Sampling Tolerances When Comparing Two Samples

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

Approximate Size of Samples Compared
500 and 500
500 and 400
400 and 400
400 and 300
300 and 300
300 and 200
200 and 200
200 and 1O
100 and 100
tBased on 95 chances in 100

For example, 74% of all 516 executives say they would
make new or increased investments if double taxa-
tion of dividends 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, a differenceof approximately seven percentage
points is required for statistical significance, when

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

Olfereeces Requlrd for Significance At
or Near These Percentage Levelst

10% or / 30% or 70 50%
5%
5%
5%
6%
6%
7%
7%
9%

10%

7%
8%
8%
9%
9%13%

11%
14%
16%

8%
6%9%

10%
11%
12%
15%
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 is a statis-
tically significant one.

23



1113

Quality Control Measures

Qualitycontrol measures areapplied in every phase of the Executive Caravan survey.

Specialists in manyfields 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 sample, 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 LEvirr, 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 individuals 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 roadblock- 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. We 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 LEVIT-r, 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
companies, 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-intlationary 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-inflatiouary, '3uch a tax reduction package, perhaps in the range of $25
to $30 billion, should be targeted at three specific economic problems.

First, this Committee should act to modernize our outmoded depreciation laws.
The growing obsolescence of Ameica'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 ,,iew, 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, leading
economists, and business groups repr-enting all sectors of the U.S. economy, and it



1115

was one of the top recommendations cf 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 depreciation 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

performance 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.

Our 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 to 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 our 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, iatic than its effect on the market as a whole.

1. In the first six months of 1978, 438.7 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 730.7 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 this 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 cutwan-important 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 Louisiana, New Mexico, Oklahoma, Texas, and California. Four
weeks ago, Summit issued 600,000 new shares of preferred stock, raising approxi-
mately $12 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 pricc 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 capital 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 value of total 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 encouraging
investors to return to the market. I believe that a further reduction would unlock
important sources of capital and stimulate growth.

Therefore, Mr. Chairman, I 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 coi porate capital gains rate from 28 percent to 21
percent. Senator Cranston recently introduced a bill (S. 2923) which provides for
this. I urge this Committee to include this reduction of the capital gains tax as part
of the anti-inflationary tax package which will be reported to the U.S. Senate.

A brief history of this capital gains tax proposal 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 per-
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
years later, on September 21, 1978, the Senate Finance Committee adopted the 1963
Kennedy 70 percent 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 :gains (a maximum capital gains tax of 28 percent for individuals) and also a
corporate statutory capital gains tax of 28 percent.

The 1978 capital 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 percent should have similar beneficial economic results.

Of 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, you, 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 capital 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 $900 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 proposal which this Committee and the full

Senate have previously approved in 1978.
Third, the 1978 capital gains 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 maximum 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 relndustrialized 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 also 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 59Y2 if they are ever required for these two prime family
needs.

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 significantly 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 by
the Securities 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 persor,
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. Our 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. Tiis 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
(S. 557) and is one of the principal proposals advanced last week by Congressman
Gibbons.

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 retiremcnt, it would be desirable to make all
persons with earned income eligible for IRAs r'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 vould 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 a-idition 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 591/2, 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 591/. 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 educ.-tion 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-

'If 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 against 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
income 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
first 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 been 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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gesting that the latter approach by definition would be good for
America.

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 capil al
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 Predident Mondale had some alarming news
for the American people on the subject 9f 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
capital 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 American 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 economic 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 1-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-
si,.:. 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 dropped 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 expand 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 said, "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 p:inting 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 point 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.

Senator 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 to 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 I 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 saying 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 Outlook 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
income tax rates of all the people of Puerto Rico by now 15 per-
cent.

The lead says that income tax collections are runniiig 13.5 per-
cent ahead of the point in time in which there were higher 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.
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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:]
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and atilato me economy. I'm all fr IL"
On the .sdergrord economy, the goereor emphatically

declared then wead be anx amnsy nider his administr-
don. as was ofltd in previous Popular DemocrTe Party

"The bos tl seek a too amnesty doa is It keep
people hoping there will be another me. Te mnute they Iee
that way theyll say. 'i'll wail for the next Coe don't have
to pay raw'

"Tao amneitles that don't tocludo requirement that all
penalties and Interest be paid reword those who don't pay but
penalize the honest taxpayer who has to carry Ike le-4iron

"The say to get that money into the economy in to in-
crease our eflorts to find the violalors.' he said

Ca intit Jeh rht
Ronmer and his economic adverse chalked up another

vlitry in April when employment in he contru.tion industry
medno 1O job te, M bigest levl in that Industry sine
the lfr74 recesim,

"In early 1070 1 met with my economic advisors to
alyst the recession that was being predicted.' he recalled

"We came to the cotlusson that there was nothing we could
do ahout inflation snoce 80 percent of Ill the fod and gooda
on consume are imported

"So we concentrated on trying to alleviate the impact of
the rectuin We decided that A would bin in late IiM or
early 1t0 so we devlsed a plan to counteract it

The governor said the group outined all the capital Im-
provement proeet that were on the books and then postponed
a number of them so that they would be under way "in
the current fiscal year, paroctilarly at the end of IrS7 end Ike
hegaisteo of lg0
"By doinit that." he said. -iwc it we could cli,,e jobs sthe

construction industry. if not in the housing Austry. If
has apparently worked, he added as oe cited tht April lob
total it the industry

Weec loepprsnF Is erileetes
"We are also concvntratiog our efforts in indusrial prom-

often On tlaindustries that are recssion--proof sic as
pharmaceutical, eledrotcs, chemicals and medical and it-
efiitfic instrument makini"

Romer ticked off Heliett-Packard-opedng a computer
monufanltaing plant is Aguadilla this year--ind mjor eopan-
neAs it Digi l and Wang .aboritornes

Romero, still fresh at the end o a long day al La For,
talesa, warmed to the subject of bright sips fo the future
even an dinner was gelig cold in the Family quarters

'We are making ground in bringing ip agrirltare," be
noted "Snore tlt. when we begun the direrifcation program
we bove aeon n Increase in the number o jobo in that sudan-
try toa the first time in 30 years

RomeO's dive ralcailon program mvolves taking aceems
out of sugar cane ond dedicating it to general crops and pro
duce

"My target ia to reduce sugar planingI to TAM acres
wh,h will yield about 206.00t tons. enough Io cover our
domestic needs At that volume. we shoud ho able Ito bnig
our sugar mills to higher efficiency and ahe a profit on
sugar product o "

Tele. Novlesna Off block
The governor put to real once and Io all his origUial

itention to unload the telephone company and the nianame
fleet thai had been purniasad by the xovernrenl under Her-
nandez Colon

"Yet. I have bad a ,'hnge of heart ndii haa to be a
permanent chdlige at basilbecaaae u cannot have silent
admitistrakot of agenoes Like that without giving them a
sense of prmance

" thonigo it was a bad thing or Puert Ilo to get aIn
and t17 were bad purchases because we definltoty paid more
thao they worth att time," be slid, "It was prcisely be-
eause of that that we mll sd sell them at a price that was
reasozble or cald be publily defended We tried to sell
them but the ofkn were completely saaasfactory "We
then made the declao that we wnutd make the beat of It snd
aince we made that decision the teleph of company has in.
proved tremendously, so much so that it In now able to fi.
nance most of its capitol improvement projects out of re-
venues it ears," Romero said "So when ow do have to sell
bonds, the buyer will find them atirective"

The governor said Navlersa' problems hve been resolved
largely by reflincing its long term debt so that it is ro
burdened by heavy debt retirement payments

"The original payret eschiedute on promissory notes and
carrying charges stowed Pitersl hlle surplus toe working
capital snd it is difficult to operate that way

"Nailerss prnst expected
He revealed that Narers will g n nto the black when thn

rucor year's final figures are in
Fiscally, the inland is in grealy improved condition over

past years. Romer sold
"Our iong-terM debt whes t zook office was $1445 bi ion

asd that has been reduced to 1 3S3 bulli against a gross
nato al 11= million of t tolloo sod our abort-term debt that
was SM million will be completely erased by July I

"My policy has been to see that the our ongtern debt
increns at a lower rate than .r GNP increase r 'hi
has happened n each of the pasi three fiscal years aa will
continue when this year ends June 30 "

Turning to touss, the governor oncted that it is an
importnlt nduity but it doesn't ril with manufactuing

agriculture or conl.-.irion no his list of prnnioss

Cles MIlel Eperlesit
"For one thOl, tourism i not rectum proof" he roted

"We have to be careful tha it develops in a steady faisjm on
that what happeed to Miami will never happen here When
all those hotels and other faciiltes deteriorated and went to
pieces it caed a tremendous Lncrease in unemployment

"We have the things that attract the middle clans family
rather that the *l set who are very fickle We ave the sun,
the eauh, . our people, our muie and these are the things
that to arsts come to enjoyI(o the slot machines, I notie that the hotels that don,#
tuie them shoe no signdficant diterences in occupancy from
tho that do," he slid as he turned to the day' ' burning
controversy "

The governor declnied to go along with Sen Ninolas
Ngneres' chararterizatioo of sl macicne as immoral but he
made it clear that he dislikes them by any definition

I'm not a gambler but from chat I have seen ol casinos
without slot machines they seem more sociable. he said
''Players are socializing, talkira ih each other, the deaLer or

the spectators But wth a Slot machine )n are not speaking
to anybody, just playing a r-ache that is programmed to
win o many times and lose so many times I think thaiis
demeaning"-

Mat cstllee feared
Romero alto expressed coocemerd about the gnesis of slut

machines which are widely believed to be licked fmm the
manufactunog end on down to Mats interests

"Wh
y allow thaI element to get a loot in the door' They
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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 fur 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 phenomenon 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 Dercent on their book invest-
ment.

You obviously understand this. What is your feeling about it?
Mr. KEMP. 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 m:y 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 14V2 years. Canadian Steel,
building a plant right across Lake Erie, which will compete with
Bethlehem 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. Moynihan, 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 of 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



1131

States where their standard of living can be enhanced, and the cost
of doing business won't make their products uncompetitive.

Senator MO(YNIHAN. Thank you very much.
The CHAIRMAN. Senator Bentsen.
Senator BrmmN. 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.

I 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 BEwNrS. 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. KEMP. 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 RmH. I want to welcome my distinguished colleague. I

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:zp. 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 Rom. Seriously, what bothers me is that a number of

people, particularly the administration, are saying. Wait and see.
To me that is the most critical problem of all. It is already too late.

Mr. KEMP. 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 RoTs. Let me ask you to answer two or three questions
that are constantly raised.

One is that Roth-Kemp is inflationary. How would you answer
that?
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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 phenomenon. Only the Federal Reserve can
cheapen the currency, axd 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 ,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
years, simply repairing the damage that has been done by about
5 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 ROH. 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.

Mr. KEMP. It benefits all the American people equally across the
board.

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." I apologiae if I am trespassing on the gentleman's
prerogatives, but I think that a rising tide should lift all boats, and
Iam 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 lo.k 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. [Laughter.]
The CHIRMAN. 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:]

TnwMONy Or HON. JACK KEMP ON TAx-RATz 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 budet will be balanced."

However, Treasury Secretary Miller has told this committee, as he told the House
Ways and Means Committee, that the President does not believe Congress is compe-
tent to grapple with an important issue like tax-rate reduction in a national election
year. His reasoning is that Members of Congress are likely to be swayed by the
options 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 advocating
essentially the same tax-rate reduction plan for almost four years. And 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 estimates, a
30-percent cut in personal income tax rates over three years, 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-
year economic review of last week, total personal income taxes will amount to $278

illion 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 E 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.

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

But the President's report contains an even more startling admission. Despite the
largest one-year tax increase in our nation's history, the Administration has failed
to balance the budget. The Administration originally projected an official deficit of
$29 billion in fiscal 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 swung from a supposed surplus of $200 million to a $29.8 billion deficit-more
than $51 billion, including "off-budget" items. And that fiscal year has not even

roughout the 1980 and 1981 budget process, 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 percentage point increase in
the unemployment rate widens the Federal deficit by billionin 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 reduction 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 rr- 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 currency.

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 January 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
get our fiscal house in order, and to meet the many challenges which face us at
home 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-
regardless 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
and painstakingly 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 so-called "windfall profits" tax.

It may 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 Jones-Conable plan for accelerated depreciation. I would like to address
myself specifically to the income tax rate reduction.

There 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 supposed 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 so 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 grossly 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 I. The
Joint Committee on Taxation has provided a comparison of the Kemp-Roth tax-rate
reduction with the tax increases on personal income which will take place under
current law.
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TABLE L-KEMP-ROTH II TAX-RATE REDUCTION COMPARED WITH TAX INCREASES CAUSED BY
INFLATION, SOCIAL SECURITY

p, blocs of dubs)

1981 1982 1983 1984 1985

CALENDAR YEAR
Tax increases

Incorne tax .......................................................................................... 23.4 45.9 72.8 103.0 138.4
Socal security ...................................................................................... 13.7 18 4 21.2 24.1 40.5

Total tax increases on personal income ....................................................... 38.1 64.3 94.0 127.1 178.9
Kemp-Roth tax cut (no revenue feedback) .................................................. 31.8 64.9 113.8 148.7 119.5
Net tax cut/(increase) (no revenue feedback) ........................................... (6.3) 0.6 19.8 21.6 10.6

BUDGET YEAR
Tax increases:

Income e tax ........................................................................................... 14.6 37.4 62.7 91.6 125.0
Soc al security .................................................... ............................... 9.8 17.5 20.5 23.4 36.4

Total tax increases on personal income ........................................................ 24.4 54.9 83.2 115.0 161.4
Kemp-Roth tax cut (no revenue feedback) .................................................. 19.8 52.4 95.4 136.0 174.6
Net tax cut/(increase) (no revn feedback) ........................................... (4.6) 2.5 12.2 21.0 13.2

Source. Joint Committee on Taxatio, US. Congest
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 exceeds $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 Resources 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 I, the DRI model shows conventional effects of an increase in
ngregate demand. Despite a rise in employment, there is little revenue feedback,

ough, interestingly 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 inprivate 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 substantially 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 blfioens of dollars):
Personal tax revenues ................................................................. - 29.9 -66.7 -115.5 - 1287.1 - 137.1
Federal deficit (NA) .................................................................. - 24.7 - 53.2 - 97.3 -118.3 - 146.8

Effects (percent difference in levels):
Real GNP ................................................................................... 0.7 1.8 2.8 2.6 2.6
Real potential GNP ...................................................................... 0.1 0.5 1.1 1.6 1.9
Labor s ............................................................................. 0. 0.3 0.4 0.4 0.3
Prod activity ................................................................................. 0.2 0.6 1.4 1.8 1.9

Difference in rates:
Unem ploymr nt ................................................................................... . - 0.5 - 1.1 - 1.3 - 0.9 - 0.8
Inflation rates:

GNP deflator ............................................................................... 0 1 0.5 1.2 1.8 1.8
Core 1 ............................................................................. . - 0.1 - 0.1 0.0 0.5 1.1
W ages ......................................................................................... 0.1 0.7 1.4 1.7 2.0

Sout Otto Ecdtlein, Prenttt Dt Resouces & Mk; "A me toe Sorly Ecmot" ttoumy siif to Joit Emnoec uot May 21,
1980.



TABLE Ill.-EVANS ECONOMICS INC., SIMULATION OF KEMP-ROTH TAX-RATE REDUCTION WITH AND WITHOUT KEMP-ROTH SPENDING LIMITATION EFFECT ON
UNEMPLOYMkNT AND INFLATION

Tax rate relticitA alone / Tax rate reduction with spsneig limitation

Fiscal - Reduction ion Redin New Effect on inflation demand side/sflpy side
enemwwt yfwiont -~imo~et Ltneplymn rate Demand sid Toe eloyment Less C Less T TOW

1981 ................................................................................ 0.3 7.6 0.0 0.0 0.0 0.1 7.8 0.0 0.0 0.0 0.0
1982 ................................................................................ 0.9 6.4 +0.6 -0.3 0.3 0.3 7.5 0.1 -0.2 -0.3 -0.4
1983 ............................................................................... 1.6 5.3 +1.2 -0.9 0.3 0.7 6.2 0.4 -0.8 -0.9 -1.3
1984 ................................................................................ 2.0 4.5 +3.5 -2.7 0.8 1.3 5.2 1.3 -1.6 -2.7 -3.0
1985 ................................................................................ 2.4 3.7 +6.6 -4.8 1.8 1.8 4.3 2.3 -2.6 -4.8 -5.1

Sour. Mchael I. Evans, president, Evans Economics Inc.; "New Developments in Econometric Modeling: SuppySide Economs", Testimony for Joint Economic Committee. May 21, 1980.
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TABLE IV.-ECONOMIC AND FEDERAL TAX REVENUE EFFECTS OF KEMP-ROTH TAX REDUCTION 1
[Dolar amounts in biorm of 1979 dollars]

1980 1981 1982 1983 1984 1989

Incmse or decree in:
Employet (thounds of full-time equvalet employ-

ees) ............................................................................... 1,920 2,910 3,690 4,120 4,570 6,670

M nual wage rate ................................................................ $540 $650 $700 $800 $990 $1,940
Gross national product:

Total ...... .................................................................. 122 166 188 235 288 601
Business sector .......................................................... 104 144 165 ZOO 239 473

Gross private domestic investment:
Total ............................................................ ....... 53 112 138 178 227 139
Nonresidential ............................................................ 31 78 95 109 134 119

Co tsump io ....................................................................... 68 54 50 58 61 412
Federal tax revenues:

Net of feedback......................................................... - 2 - 10 - 30 - 33 - 36 - 38
Iiial impact ............................................................ - 24 - 39 - 62 - 66 - 71 - 108

These estimates assume that .t ta cuts would be effective begging with the 1980 taxable year.
Note-The figures are the differences between the estimated amount of the respective econunic magnitudes under the ta chge and under

present law hn each year.
Amounts shmon wiV, mius signs are decreases from present law in that year, not from the preceding year under U1 tax diange.
Estimates of employment effects are rounded to the nearest 10,000; estimates of ana wage effects are rounded to fe nearest $10; estimates

of effects on GNP, cal outlays, conuphin, and Federal revenues are rounded to the nearest $1 ill .
Sumce Normon 8. Ture, president, Institute for Research on ft Econunres of Taxatin

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 impacts Model). This study shows even larger
increases in employment than the Evans model. It also shows that as much as
three-quarters of the increase in real GNP is due to added investment; the remain-
der, additional consumption.

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 percent, 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-
tar? policy, we can substantially reduce the inflation rate at the same time.

the 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 is in power, so 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 too 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 acre'sa-the-board tax-rate reduction for
individuals for almost four year 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 too modest.

65-969 0 - 80 - 6 (pt.3)
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DISTRIBUTION OF KEMP-ROTH TAX-RATE REDUCTION
E'Pnd i m __ Perent of Percmt oitaxes poid t t

U nder $5,000 ............................................................... 0.................................................................................. 0.2 0.3
$5,000 to $ 10,000 .......................................................................................................................................... 3.6 4.4
$10,000 to $ 15.000 ........................................................................................................................................ 8.1 8.8
$ 15,000 to $ 20,000 ....................................................................................................................................... 11.3 11.9
$20,000 to $30,000 ....................................................................................................................................... 24.5 25.2
$30,000 to $50,000 ........................................................................................................................................ 23.8 24.0
$50 ,000 to $ 100 ,000 ..................................................................................... ............ ............................ 14.5 14.5
$100,000 to $200 000 ....................................................................................................... 11...................... . 6.6 6.0
$200,000 and over ................................................................................. ........... . . . . . . . . . . ...... 7.3 5.0

Sourc. Joit Commtte on Taxtion.

The CHAIRMAN. Let me now call a panel consisting of William S.
Cashel, Jr., vice chairman and chief financial officer of American
Telephone & Telegraph Co.; Mr. Edward A. Brennan, president and
chief operating office of Sears, Roebuck & Co.; Mr. Robert L. Strick-
land, chairman of the bcO 'd of Lowe's Co's.; and Mr. Ronald L.
Ludwig, chairman of the legal advisory committee of the Employee
Stock Ownership 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. I
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. I 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 do, 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 appreciate 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 System 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.

We 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 A.T. & 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 benefit.

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 gcod. They assure a corporation that the
funding source will not ba 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 fhid 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 CHIEF
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 million shares of
Sears stock. That represented about 22 percent of the company's
outstanding shares. The value of the Sears stock was approximate-
ly $1.25 billion 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 difficult 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 the allowable 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 contribLtion.

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 Ameri-
can business is good for business, it is good for the employees, and
it is good for the country.

Thank you.
The CHAIRMAN. Thank you 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 I 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 1 981.

Here is an article from the Tax Foundation called, "Taxflation
Wipes Out Pay Gains." It illustrates a $10,000-earner in 1979, who
happens 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 between management and shareholders, large and small. They
both view employee 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 sales per employee last year were $155,000, almost three
times that of the big three retailers. Our 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 bill, 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
COMMIITEE, ESOP ASSOCIATION OF AMERICA
Mr. LUDWIG. 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.

Iur association of ESOP companies strongly believes that in-
creased incentives 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 employee 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.

We certainly applaud the efforts the chairman an 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 financing
employee buy outs has been the present Code limitations on ESOP
contributions. Senator Talmadge's bill would provide a modification
of the present limitations on contributions made to an ESOP main-
tained by 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 modifying 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. 2953 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 employees 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, I 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. CASmm. I would think we do, Mr. Chairman, es.
The CHAmMAN. 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 WJAJAM S. CASHEL, JR., VICE CHAIRMAN OF THE BOARD AND

CHIEF FINANCIAL 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 eriiployees and is a popular 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;

The provide investment assets and investment earinfs to employees;
And they provide a source of new capital for America s corporations.
The Bell System also supports 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 Code 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 Teleraph Company. I
appreciate this opportunity 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 ownership by owning shares of stock in their compa-
ny. Employee stock ownership plans ("ESOP") are an excellent way of accomplish-
ing this. We believe ESOPs help accomplish three important objectives:

They 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;

They 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 productivity advances.

Investment tax credit ESOPs 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 p an.

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 employees 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 ESOP trust and an employee
attitude survey shows that ESOP is a popular employee benefit.

S. 1240 contains several amendments to the ESOP 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 alternative 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-
tri'es, this ch anpe 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.

The bill would also extend the existing anti flow-through provisions-applicable 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 purposes, 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 pressing need in today's economy.

Senator Long'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 or 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 Chesipeake and Potomac Telephone Company.
The Chesapeake and Potomac Telephone Company of Maryland.
The Chesapeake and Potomac Telephone Company of Virginia.
The Chesapeake and Potomac Telephone Company of West Virginia.
Cincinnati Bell, Inc.
Illinois Bell Telephone Company.
Indiana Bell Telephone Company, Incorporated.
Michigan Bell Telephone Company.
The Mountain States Telephone and Telegraph Company.
New England Telephone and Telegraph Company.
New Jersey Bell Telephone Company.
New York Telephone Company.
Northwestern Bell Telephone Company.
The Ohio Bell Telephone Company.
Pacific Northwest Bell Telephone Company.
The Pacific Telephone and Telegraph Company, and Bell Telephone Company of

Nevada.
South Central Bell Telephone Company.
Southern 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, ROEBUCK & CO.

SUMMARY

1. Sears Profit Sharing Fund was established over 64 years ago with one of its
principal purposes to invest in Sears stock so employees could acquire a proprietary
interest in the Company, thereby sharing in its earnings as both an employee with
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. Sears has other stock ownership plans and has always encouraged ownership of
the stock by its employees.

4. Employee stock ownership has been of great value both to the employees and to
the 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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STATIZNT

My name is Edward A. Brennan. I am President of Sears, Roebuck and Co. I am
happy to be here today to discuss Sears and its employees' experiences with Profit
Sharing.

The Sears 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 employee could
acquire a proprietary interest in the Compny, thereby sharing in its earnings as
both an employee with an interest in Profit Shiaring, and as an owner. The incen-
tives derived by the employees from investing in Sears stock and becoming owners
of the Company have been beneficial to both the Cornyn 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 Sears through 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 significant provisions 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 a approximately $14 billion.

About 60 percent of the assets of the Fund are invested in Sears stock. The
remaining 40 percent are invested in a diversified protfolio called "General Invest-
ments."At December 31, 1979, the General Investments portfolio was valued at
approximately $858 million.

At 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-
ment in cash. General Investments always are paid in cash based on their current
market value.
Other retirement plans

To supplement 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 reti-rees with a
retirement income not dependent on the market values of securities. In addition, all
employees are covered under Social Security.

We 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 large number of employees sharing an ownership stake in the
Company-either through Profit Sharing, direct stock ownership, or both.
Value of 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 employees withdrew almost 4.2 million shares of

Sears stock from the Fund when their membership ended. Many of these shares
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went to persons retiring from the Company. 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.
They were now also entitled to sell or otherwise dispose of the stock, if they so
desire.

It is clear tha our employees value the opportunity to become shareholders. Even
in a year when the market value of Sears stock declined, withdrawing 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. Altogether, we estimate approximately 40
million shares are owned by former empioyees-not including shares that have
passed by gift and inheritance to later generations. In addition, present employees
through Profit Sharing own approximately 70 million shares. Thus, past 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 ownership has 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
influence 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 Credit ESOP because the dollar incentive is so slight.
The investment tax credit discriminates against retailers, and as a result the dollar
amounts involved per employee are to small to justify the administrative costs of
such a plan.

Retailers are labor intensive employers. 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 approximately $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 ESO 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 type of incentive
retailers need to start or strengthen their stock ownership plans. It would provide
the-creditable incentive not found in present law to expand employees' ownership of
their employer's stock, and give the employees the rewards of such stock ownership.
Employer contributions could be made to new plans or through existing employee
stock plans such as Sears Profit Sharing Fund.
Conchsion

Mr. Chairman, I would like to conclude by r,'ting that we at Sears have always
shared your view that broad employee stock ownership of American business is good
for business, good for employees and good for our country.

Employee stock ownership plans expand individual stock ownership of American
Business. 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 intensive businesses
with large investment tax credits for machinery and equipment. They are not a
humor 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.

I
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Testimony of Robert L. Strickland
before the United States Senate
Committee on Finance

July 29, 1980

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.

2. U.S.A. still suffering from adversary relationships between management,
employees, sharYholders, and government, and Employee Stock Ownership
can be a powerful solution.

3. 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.)

4. Lowe's sales andkearnings per employee arc triple and double, respectively,
the nation's "Big Three" retail companies.

5. 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.

6. Senator Talmadge's bill on Employee Stock Ownership is supported - needed
for the forthcoming reindustrialization of America.

7. Senator Long's bill on Employee Stock Ownership is supported - it will
cause incremental growth of jobs and Eployee 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, tic. Z 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 l.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 74Vt I believe inadequate

depreciation is one of the big villains, and I know Senator Dole is 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 shared 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, a leading authority on worker attitudes, in an article

in Industry Week, August 6, 1979, states that "traditional incentives mean

nothing to 44% of the work force.P 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 6nployee Stock Ownership is a powerful tactic

by which we (an implement that strategy.

At the rece it Annual Meeting of the National Investor Relations Institute, two

influential institutional investors, Mr. George Roche, 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, and both view employee stock ownership

very positively as a solution.

Mr. Chairman, I was privileged to testify before this Committee ir 1978 in support

of S3241, and I told the Senators about Lowe'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 Senator 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. Yankelovlc 44% who are not motivated were made up o' two different

groups: 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 ESOP 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 sitlat onsherein- blcye 5--k O.nershipwi2lle

enhanced by this bill.

And I strongly support Chairman Long's bill. Lowe's is not capital-intensive, but

people intensive, and if the I% of payroll tax credit provision and dividend

deductibility becomes law, Lowe's will be able to do some things that we otherwise

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 - 80 - 7 (pt.3)
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We'd build more stores, we'd do more business, and it would have a :unulative

multiplier economic effect inx 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 best 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 note 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 Annual 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 United States Senate Finance Committee for their economic

leadership in this country in the late '70's and early '80's."

- 4-toee were my feelings then, andth y as-even stronger-tnday.

Respectfully submitted,

Robert L. Strickland
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Exhibit 1:

MONTHLY TAX FEATURES
Volume 24, Number 6, June-July 180

o *Txutfm ..
1875 Connecticut Ae, N.W. 0 Wshlngton, D.C. 20009 [1202-328-4500 0

Taxflation Wipes Out Pay Gains
U.S. workers are losing the battle

against "txlmnalio"-even those rare
persons lucky enough to get a pay
hike equal to the projected 14 5 per-
cent inflation rate for 1980, according
to Tax Foundation economists

"Taxflation" is a term coined to de-
scibe 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. it is emptying the
taxpayer's, according to the Founda-
tion's researchers

Anyone w ho received a 14 5 per-
cent pay boost-for calendar year 1980
would, at first blush, seem to be at
least staying even Not so, say Tax

Foundation economists True, the
Sto,000-a-yetr 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 a 14 5 percent inflation rate, the
1980 dollar would be worth only 87
cents as compared to the 1979 dollar
In 87-cent dollars, the $10,202 in
1980 would have the purchasing
power of only $8,910 in 1979 dol-
lars--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 3)

Effect of a 14S Percent Increase In Income
at Selected Levels, 1979 to 19fl

iMarried C oup, i em aM., two Md, oai

Chmie, t57t1a 9565
-- Adivoed Ahtor-aX i"eassoAreas i a--- @efa*- Curent 197 Federal social
IM 11 tas WKoe dollars dollan Kmoe a s wunaay . Iowasi<c

( v sioe tmaa 11_6 tu4W .5Sti1 -S ris S ms Sea9 Cr_122
5 trO 17 175 + 2 175 1 677 171 - 5 1s 1 ii a1 J

20, 22,900 2,90 a 21-0 2 - 602 in 23M0
25,003 28,as ,625 25 s 343 85 te 64i 2 928
30o0o 343150 4,3 0 1, s1 432 - 115 :64 343
35.000 40,0'5 5 7sO 1 1 665 1 s74 iM nes
sane s a57,2 .250 4,204 110 2 857 _1is 5ss

•ti.-,iperoraathdriurt,dlt e ,,uI ,,r,.,,ar rma,,,aoa,...,,ri.. itne,i1od.iria vnra, ,ai,-din,,r-oexo, ,,u

Taxflation
(Continued from page 1)

Those earning at a comparatively
high level fare no betlr, according
to Foundation calculations The
$35,000-a-year family (married cou-
pie, one earner, two children) would
be making $40,075 before taxes with
a 14 5 percent pay like. an increase
of $5,075 per year After taxes, In cur-
rent dollars, this would shrink to
$3,317. and in is constant dollars
it would actually represent a $668
decline in afico-tas income, a loss of
2 4 percent in purchasing power In-
flation would induce a decline in
purchasing power of $3,985-while
social security payroll deductions
claimed another $t84 and Federal in-
come taxes took $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 admittedly unrealistic in
the case of most U S earners Accord-
ing to a recent report by the Bureau
of Labor Statistics. "median-family
weekly earnings from 'wage and sal-
ary employment rose by 8 percent be-
tween the first quarter of 1979 and

WaiF& ltXlOT- h IIfe F- Tdr elen-17s
Council on Wage and Price Stability
continues to ask industry and labor
to limit wage increases to 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 14 5 percent increase on those
earnings
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Corporation or Fiefdom?
Conflicts Between Shareholders, Management Mount
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Eedtbit R:President's Report, .....m.. d,

DEC. '77
Jo New Directions and Programs
"--- L owe's New ESOP

On January I, 1978, the almost legendary Lowe's Profit-
Sharing Plan and Trust mas succeeded by a new Employee
Stock Ownership Plan. Why replace a plan that has been ca&Ue
"the most succssful example 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 plcre-is "motivation." Profit.
Sharing plans are organizational incentives, and multi.
motivational because or their unique ability to motivate and
unite all participants contributing to corporate growth:
employees, management, and stockholders. And, in order to
sustain the highest level of moUvation, it is necessary fro, tim
to time. to adapt and Io update a company's profit-shurtr,
plan. It was that time at Lowe's.
The most outstanding difference between Lowe's Profit-Sha:in
Plan and other profit-sharing plans has been the high incidence
of Lowe's stock ownership in the Lowe's Plan. Whule other
companies may have a portion of their total profit-sharing
funds invested in their own stock, perhaps from 10% to 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 storks, such as the warehouseman whe
retired aith S400,000.

The stock in the Trust was originally purchased in 1961 from
the estate of Carl Buchan. Lo% t's fo'undet, in ccordance with
his wishes and estate plan. Shortly thereafter, a public offering
of Loae's common stock made Lowe's a public company. One
aIditioial small purchase of stock was made, but in 3971, a
secondary offering of shares for liquidity purposes reduced the
Lowe's sock in the Trust. Then, through the years as
employees retired, 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 employees
increased accordingly, the aveage 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
s4ock wassn I abousL 94, muchhiher thsn that of most
companies. So it did sot seem "prudent" to buy stT-m-et -
Lowe's stock for the Profit-Sharing Trust. The result was, that
an average Plan member who had ,000 shares of Lowe's stoct
in 2968. might have had only 1,000 shires in 1971.

This becafmc a dual problem. Loni-time employees were
"demotivaled" by the declining number of shaes in their
annual statements from the Trust. Also. newer ennployem felt
that under these circumstances-growth of employee A
decline of the number of shares of Lowe's stock in the Trust-

i I
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their financial future was decidedly less bright than that of
people who had been with Lout's in 1961. So we were faced
with the choice of either hiring no more employees, thus
stopping the growth of the company-no choice at all-or of
replacing the Profit-Sharing Plan and Trust, Therefore the idea
evolved io replace the Profit-Sharing Plan with an Employee
Stock Ownership Plan, The Profit-Sharing Trust was not
cancelled. Instead, each member was given several options as to
how his balance would be held and invested until retirement.
Further, after December 31, t977, new employees will become
members of the "ESOP." but not members of the Profit-
Shaing Plan and Trust.

The ESOP's aim is specific to make each Lowe's employee a
,ouve's stockholder and, as such, a part owner )f Lowe's, the
was the Profit-3hanrig Plan had done in the 1960' The
Employee Stock Ownership Plan's purpose, as set forth in the
charter. is to provide for the purchase each year, of Lowe's
stock by the Plan Trustee, for each Plan member according to
the amount of the contribution made to the Plan in his behalf
So, a two-fold objective was realLzed The erosion of stock
shares in members' balances in the Profit-Sharing Trust was
stopped through the freezing of membership in the old Plan.
And secondly, the amount of stock per employee vas again on
the rise, throughh 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, 19t8 will remain unchanged
except for dividends and income, and the ente amount will he
his upon retirement We wanted the freezing of the Trust
membership to be as beneficial as possible to each employee, so
the concept of separate funos within the Trust *as created
Lendr this plan, each member had a choice of ten different
ways to have his cash and stock held The ten different funds
contain a stock/cash mix beginning with 1000m cash, then going
to 10% stock and 9011 cash, and on up to 90% stock and 10%
cash The employee response to rhis idea was highly favorable
Dunng the 1976 and 1917 annual meetings of the Profit-
Sharing Plan and Trust Administrative Committee, a survey
nas taken of employ" reaulion to the various options
contemplated for the Profit-Sharing Trust The survey in 1976
showed that the most popular fund choice *as the one
containing 80% stock and 20% cash, a real endorsement of the
plan and of Lowe's stock in general But in 1977, the mout
popular fund choice wvas that containing 90% stock and 10%
cash Enthusiasm for the idea had grown even more! A series
of meetings was held in October od November of 1977,
explaining to employees the change from the old Plan to the
ESOP and the choice of funds in the Trust Then forms were
mailed out, allowing Plan members to 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 90%
stock and 10% cash split The Trust held a total of 2 2 milhon
'hares as of December 31, 1977, and ihe Plan members'

requests totaled 2.7 million shares! Consequently, as provided
for in the option planning, the Lowe's stock shares had to be
allocated proportionately among the funds. So, in effect, the
Plan members said that there was not enough stock in the old
Plan on December 31 to satisfy them, a real testimonial to their
desire/or Lowe's stork 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 Trust were registered
with the Securities and Exchange Commission. Appropriate
letters have been reeived from the SEC on the Employee Stock
Ownership Plan. It is also currently under review by the
Internal Revenue Service and management contemplates
favorable action. 1

One of the benefits to employees from the ESOP, which the
Profit-Sharing Plan did not offer, is a guaranteed contribution
ror 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 a profit for the
year, before a Plan member would receive his contribution. For
example, an employee of the mythical Lowe's of Denver, which
did not show a profit in 1971, would receive no contribution to
the Trust that year This was a decided hardship on those
"trouble-shooter" employees who were often sent to a new
store, to open it 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 employee, 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 to purchase Lowe's
stock for Plan members on the open market. But the company
is also allowed simply to issue a commensurate amount of stock
directly to the Employee Stock Ownership Plan, rather than
selling it at the market price less the brokerage commission.
Consequenily, the cash flow to the company would be the same
as selling a new share of stock on the open market. And the
Plan member would not have the amount of the brokerage fee
deducted from this stock purchase. Our ESOP allows this
process if and when company management thinks it prudent.

The employee response to the change in plans, to the fund
choices in 'he Proft-Sharing Trust. and to the new Employee
Stock Ownership Plan itself, as mentioned carler, has been
tremendous So. Lowe's history of phenomenal motivation goes
on Now, we are set for our next fifteen and thirty years of
growth-growth with its foundation in motivation of our
employees Lowe's most valuable asset does not appear on our
balance iheet 1hat asset is Lowe's people, who dedicate their
time and talent to the company They entrust Lowe's with their
loyalty and their careers, and through the ESOP, invest in a
self-fulfiling future
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Exhibit 62

Mouvafonhe Fu
Suppl Of Productvty
When asked as he often is. to name ws decided against requiring matching

Lowe a most important aset. Chairman of funds from the empk.yee, as do sonse
the Board Robert L Strickland invariably ESOP companies. Subsequently, the Board
replies, 'Lowe's people Without their ex- has annually lixed the contribution rate at
cepitonal spirit and enthusiasm. Lowe's 15% ofeligiblecompensation per year, the
would be a very different company '" maxtmum allowed by law, This percentage

But, exactly %hat s it that makes Lowe's is not fixed permanently, but it is subre1 to
employees such a vital part of the corn- Board discretion
pany' Where do they get their motivanoir
It comes Iron a number of sources, but the
one of rsi long range significance
Lowe's ESOP.

What is as ESOP" It's an Employe
Stock Oenership Plan a means for ens.
ployees to participate in the ownership of
the company for whtch they work

Lowe's ESOP was adopted on Janury 1.
1978. to replace the company's Profit.
Sharing Plan

By 1977, the Profit-Sharing Plan was nric
keeping up with the growth and needs of
the company and the empiyes, One if

)> Lsdrawback was that an employee had to
' tease the company in order to gain any

monetary benefi fromn in stock owner.
ship And, nct surpirnigly many At the present time, there is another-
manage n al people were doing lust that, though nolt we-known-benefi to being a
retiring long before they normally would member of Lowe's Employee Stock
have A nther drawback was that ern- Ownership Plan Under the ESOP Lowes
paiyee shareholders were tot treated in employees are investors And to be a suc-
the same manner as were other share- cess ul lorg-term nvestor, one must "buy
holders because they could not individua- nght.' that is, buy stock tor the least
ly vote their stock Most importantly, the amount possble
percentage o employee stock ownership To many Lowe's emplo-/ees. the present
was dwindling, since the Trust was not aic- low pnce.earnins multiple of Lowe s stock
rively buying stock Rather. it was dividing represent a significant investment oppor-
an ever-decreasing amnmt of stock hy an tunity For example. a S3 200 ESOP con-
ever-trcreasing number of employees As tribution wilt buy 200 shares at I16 1.

employees retired, taking with them their rather than only 100 at a pc of $32 0)
share of cash and stock, the atniunt of per share, which existed tour years ago
stock lefi in the Trust was continuatly Since these employees have chosen to
diminishing Employee ownership had invest their careers in LoCves it's not
declined rom about 4% in 1962 to about surprising that they would take this
IT% m 1977 - enlightened long-erm vew of stock invest-

When the Prolit-Sharing Trust was ment Obvwciuy some shareholders who
frozen members were gisen the option of aLready osn stock and intend to sell short-
receiving cash dividends from their profit- term would pre-fer a higher price But to

V- '-g-'---c--a n other income annually those whose main concern is long-range
Since that lime the t'[i-rl ros 'e-oang.. aers that thei
rate has dropped drasticJl And, under have entoyed to the past, temri a--vp
the Empktee Stock Ownership Pian er- in price are , tewed in the broader content
plasees can vole their stock and do of a drastallv depressed market which

In creating the ESOP the Board of Oirec- will turn at some point in the future So

there is a degree c4 common interest be
tween the employee who invests both
money and career Ln Lowe's and the non
employee shareholder who invests money
alone Both groups are building for there
fuhte..

At the end of Fiscal 1979. the Employee
Stock Ownership Plan was the sixh largest
holder of Lowe's stock The Profil-Shanog
Trust was still in irat place Employee3
now own 20 5% of Lowe's Comrpanies,
Inc. which is a direct reversal of the
dedinngerspoyee ownership trend of the
past few years Every employee should
soon see the significance of thi turn-
around and the very real possibility of
employee ownership of 51 % of Lowe's n
the future, As a motivational force what
could be moe important' AA Personnel
Director Ed Spears says, "Lowe's has
always had a comminment to employee
ownership The ESOP is just a more
dramatic confirmation of this commit.
rrient -



Lowe's Common Stock Dividend vs The Consumer Price Index

Dividends Consumer
Year Per Share Price Index
1969 ............ 6t ....... .... 109.8
1970 ........... 7( .......... 116.3
1971 ............ 7t ....... .... 121.3
1972 ............ 7t ....... .... 125.3
1973 ............ 8c ....... ! ..... 133.1
1974 ............ ........... . 147.7
1975 ............ 10' ....... ..... 161.2
1976 ............ 13 ....... ..... 170.5
1977 ............ 30' ............ 181.5
1978 .......... 40( .......... 195.4
1979 ............ 50' ...... .... 217.4

Lowe's Dividend 10-Yr. Compound1 Growth Rate 21.7%
CPl 10-Year Compound Growth Rate 6_5%

6 Dividends - Cents Per Share m cP
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Summary of Principal Points

1. Lowe's Companies, Inc. strongly endorses value of Employee Stock

Ownership.

2. 18 years of Lowe's Employee Stock Ownership proves that the concept

motivates, creates incentive, creates productivity, and creates

economic growth.

3. Lowe's growth from 6 stores to 205, from $18,000,000 in sales to

$900,000,000 inseparable from substantial Employee Stock Ownership.

4. Success of Lowe's and its employees publicized by FORTUNE, NEWSWEEK,

and others. -

5. Value of Employee Stock Ownership concept attested to by former and

present Lowe's employees.

6. Lowe's experience cited by Louis 0. Kelso, Esquire, widely considered

as "Father" of Employee Stock Ownership concept, as "successful yardstick

for all U. S. corporations to try to match."

7. Suzvey of benefits of Employee Stock Ownership for Stockholders who are

not employees is cited.

8. Increased national Employee Stock Ownership is a powerful tactic to

promote improved national economic teamwork and productivity.

9. Productivity measure.-ents of sales and earnings per employee show

Lowe's outstrips competition.

10. 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

though 18 yea-G 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 building materials to home builders

and home owners in the Southeastern quadrant of our nation, from Indiana to

Pennsylvania to Florida to Texas, and with oze-fourth our stores in North

Carolina.

In 1957, when Lowe's had six 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, 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 me iey - my money - because I paid for it - and before the year

is out, we're going 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 in 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

annual 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

$18.00. 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 quoted our former Chairman, "We are convinced that

profit sharing (and its employee stotk ownership) gives our employees a direct,

personal self-interest in improving the company's earnings." FORPA'NE went on

to say "The bounty springs from the fund's portfolio, 90% of which is invested

in Lowe's common stock." (Exhibit i)
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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 "Retired

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 ofx 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 threo

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 paid

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 story of employee 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.

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 in 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 in 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, management, and government - it's getting to be a national

tragedy that instead of cooperation and teanmwurk towards accomplishing shared

goals, we have developed adversary relationships that are getting 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-believe, sir, that improved economic teamwork must be a priority national

strategy, and that increased Employee Stock Ownership is a powerful tactic

by which we can implement that strategy.

Well, how do I know it works? Ho do r 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 160'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 Carolina. 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 in 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

employee per year increased 19% to $2,245.

Senator Long, in a survey of ESOP companies, 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 $2,801 $3,131

1971 $ 82,952 $3,128 $3,162

1976 $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

K-Mart $ 48,900 $1,471

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, and

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 increased 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 Ownership. 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 ever before. we thank the Chairman and

this Committee for your consideration to help make this great concept more

important to this great country. Thank you, ladies and gentlemen.

Respectfully Submitted: _ _ _
Robert L. Strickland

RLS/Ib
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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, warehousemen, and
office workers who retired last year col-
lected a total of $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: $56 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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Exhibit 2:

- A -MANU

PRO SAPI:

Lowe's Largess.
Charles Valentine never msie mote

than Its a week In his seventeen years
as a warehoue labl-,r--yet he retired
with at least V0,000. lack A. Allen. a
stare manager, Is 33 and thinks he nry

" w~mnrg ins fau: Yea" ,%-tt
to "Ory.And personnel man-

Coed Mm y. rered it 0 can
Officidso avils one onhis hilltop

mansion or spread ft mad when he
goes *o the letrali, since his rdre-
meat nest exx isme to 63.3 million.

Te three men did wo save, win or
inherit their vrtire ent Foirtnses, but
they did share one break+ All three went
to work for the Lowe's Cmmsmplen, Inc..
of Noath Wilkesboro. N.C., ai
supply chain that caims to bive the

I4 1 erofit-sthari find in the U.S. c
a iermcaptasis oe had 80 Lowe's
e'mp s have retired with ane Isityin

Says Murray, o1 s s010raomtiltonares the program has -pq I oe-:

'"When you work all yoer life d all oIa
sudden ot don't hive to worh N's
fantastic. Valentine, the son ofatemt
farmer, now owns a dairy farm. two cattle

Charti Valentine oe i fae: '1 never believed it would happen'

farm& and two houses. "I never believed
It would happen," he sa) s.

The sum that seems like a sudden
windfall to Lowe's workers acridly his
accumulated over a period of ifeen
yearn a more. The company, which runs
129 stores In sixeen Southern, mold-
Adantic and Midwest states, puts aside
an amount ergual to 15 per cent of an
employee's salary each year on a stor-
by-store bais, if the store his met its
profit gias employees pay nothing into
the Mund. Ninety percent o'the money Is
Invested In Low.'n stok--and that's the
secret. The stock has performed specta-
ulelfy since it went public at $K-25 a
share in 19 1;, rillisiri for splits the
valut ioone share scared to abinui
tn ten yevsr.. Fvhi tusLy, alter the worst
inirket shat).t in irtirtst 40 sta',. the
value ufthal initial shart, I% still worth +25

ti mes the offe ring piL r.+The Prf ii ill , tile it't modest hardware business III

Wilkesboco into a modern, diusot ,,p-
owtner of Lownstocsanda ersrrrl, ir. erstion and figured the eonpsny %mild
RD yews, ,ip-urdiess of The keep on growing if it were owned and
receipto an subject to revr and controlled by those who built it Bkl-
cmpital-lains uies, which be heft, chan's faith has paid off. Lowe's ile,
but there's still pleity l have jumped from $119 million ann ih

Shaa The reniisuioo of what's at 0 1362 million over the past six e,ti.
st e makes Lowe's 3000 emloyee Net earnings more than tripled duririt
"Pia mt-c io and sses-consclous'" that time, from 64.6 million to $14 h
according to Dwht E. Pardue. wits million. And Lowe's workers hskr~d
admitswtern the elit-sharing trust. well-motivated indeed: profits per r.

"QuJte fits . we he" the most d ployee were two to three times better
cited e-loy-, in the word," e sirs. than those at a smoothly sun purr ,I
because, basically. they are working f retelling giants, Sears and 1,C. PerrIl.
themselves" Such Incentive was th -mLsw Losio will ,.cepwa cueso tien
gal of H. Carl Buchan. Lowe's ie to-
Fumdee. who" 89,180 shms of str-k
were sold tothe fund this death In 196.
Buchan had expanded lome's from

t.ai, g1ii

et
4
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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
61/ 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 like every Plan member, her efforts had helped 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, I 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 none) 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-Shauing Council of Amerca Monthly Bulletin
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Exhibit 7:
Source: Profit-Sharing Council of America Monthly Bulletin

The
. executive

James Fred Walter 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.

"I 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 1957,
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
makes 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
contribution. There's no finer place to work -
even now."

Walters' windfall hasn't changed his life
much. He moved back to his hometown of
Asheville, 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

The
White
Collar
Worker

Archie Hayes, like Walters, came straight
out of service and into Lowe's. Unlike Walters,
he stayed at the same store in his home town
of Partt. North Carolina, throughout his
career with the giant merchandiser.

He began in 1950 as a salesman, and
retired 15 years later as a millionaire. His
fully vested account was worth that much
in 1971.

Hayes 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 complete line of goods
and services.

The huge payoff hasn't changed Hayes'
lifestyle too much.

"We stil-ive 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
a 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 estate 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

The
Blue
Collar
Worker

FerreU Bryan is one of Lowe's earliest
employees. He began with the firm in 1960
, i a warehouse boy, and, when he retired 21
years 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 de~nits 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 plan 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.
She refused to quit her Job until he had
collected his account and the money was in
the bank.

Bryan is still nne of Lowe's best customers.
"Anything I need for the farm or the home I
go 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: L Ouis. Keso, Esquire

PRESS RELEASE
Washington, D.C.--Hold For Release Until Noon, Wednesday, March 31, 1976

KELSd'URGES SENATE TAX COMMITTEE TO MAKE
AMERICAN WORKERS INTO MIN I-C ITALISTS

Louis 0. 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 pc:ten-
tial, and to remove present tax barriers to new capital formation
by making the ownership of new capital more accessible to American
workers. To provide 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-
icant 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."

As an example of what he hopes would be accomplished on a
national scale, Kelso related the story of Lowe's Companies, Inc.,
a North 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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Fxhimt 11,
Source: Lowe's 1971 Annusl Report
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Exhibit 12t
Source: B n L. Metqu, President Profit Shw4Reeueb FouwdatiosE PROFIT SHARING RESEARCH FOUNDATION

1718 Sherman Avenue a Evanston, Illhnons 60201u (312) 669-6787
DERT L METZGR, PreseMa

July 5, 1978

* Henry Church
els Coampanies, Inc.

x 111
rth Wilkesboro, N.C. 28656

ar Henry:

a a follow up to your phone call the other day I am pleased to send
u and Bob some information which may be helpful in preparing
appropriate testimony on the value of profit sharing and employee
took ownership.

e following items warrant your attention:

1) Our 1971 study entitled Does Profit Sharing Pay? in
which the 5 companies with broad coverage profit sharing
programs outperformed by substantial and widening
margins the companies without profit sharing. Not so
incidentally, the 5 broad covered" programs were all heavily
invested in x= company stock.

2) "Performance" data on 38 large profit sharing companies
is compared to Fortune medians reflecting return on
sales and equity. This information appears under the
heading "Evidence of Superior Performance" in Vol. II of
Profit Sharing in 38 large Companies for the years 1973--
1976 inclusive.

3) The prevalence and growth of profit sharing and ESOP plans--
ie., current trends toward defined contribution plans,
profit sharing progress and ESOPs.

4) Prevalence and extent of own company stock holdings among
the 38 large profit sharing trusts. Thirty-six out of
38 invested their profit sharing funds to soe extent
in own ccuay stock; 17 of 38 bad from 60--100% of their
portfolios in own ompn stock. Altogether $5.9 billion
out of $9.9 billion (60%) ws invested in own company
stock by these 38 trusts at the end of 1976.

5) Over one million employees have a "piece of the action"
through these 38 profit sharing programs.

*

6) The financial benefits fb long-term participant under these
profit sharing/hare ownership programs exceeded typical
pension benefits by modest-to-substantial margin in almost
all cases. Twenty-seven out of the 33 companies who
provided such data (82%) generated benefits under their
profit haring programs which ranged from i12% to iO11% of

65-969 0 - 80 - 9 (pt.3)
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the "pension standard."

You might also 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 America.

I do hope that Bob will not focus in toesrrowly on ESOPs as the only road to
broad employee stock ownership.

Most ESOPs are funded by company contributions geared to corporate performance
and, therefore, are "profit sharing" ESOPs. In addition, there is only a very
thin line between an ESOP and an EMSOP. The latter is an Employee Profit Sharing
and Ownership Plan. I would consider lowe's former profit sharing program and
Hllrk Cards current profit sharing program to be EPSOPs. Most of the programs
in Does Profit Shari a end Profit Sharing in 38 Large Companies could
also be described a M 7PPs. If a profit sharing program specifically designates
that up to a certain percentage of the portfolio (eg. 25%, 50% or 100%) can be
invested in om company stock, we have an EPSOP. Own company stock is consonant
with the nature of such a trust and Congress, it seems, should bestow like tax
incentives on EPSON as on ESOPs.

Bob Midkiff covers this point nicely in his article on "Helping Workers to Become
Owners " in our PSRF booklet, New Horizons for Capitalism.

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.

Bet rds,

BIM:M Ptesident
cc: Robert Strickland
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STATEMENT oF RONALD L. LuDWIG, LUDWIG & BUSHMAN LIW CORP., SAN FRANCISCO,
CHAIRMAN, LEGAL ADVISORY COMMFIEE, THE ESOP ASSOCIATION OF AMERICA

SUMMARY OF RECOMMENDATIONS

1. Encourage 100 percent employee ownership of companies by modifying present
limitations on ESOP contributions.

2. A approve other special provisions applicable to ESOPs which won all, or sub-
stantially all, of the stock of the employer.

3. Modify TRASOP 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 payroll tax credit for TRASOP contributions.
6. Allow deduction for dividends on ESOP stock which are "passed-through" to

employees.
7. 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

smaF 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 attached 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, including ESOPs and TRASOPs, for the benefit of their employees.
We sincerely appreciate the past efforts which the members of this Committee have
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 gains 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 'Our capital investment,
capital formation, and productivity.

Studies have indicated that, when employees become owners in a company, their
commitment to make the company succeed increases dramatically. For example, a
study done among the plywood companies in the northwestern part of the United
States reflected that employee-owned plywood companies had significantly greater
productivity and profitability then nonemployee-owned plywood companies. In addi-
tion, the Survey Research Center of the University of Michigan found that employ-
ee-owned companies are 150 percent more profitable than their nonemployee-owned
counterparts. ially, 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 compared to an
average twenty-four year pre-ESOP corporate existence, they experienced 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 appreciate the benefits of ownership. The Survey Research
Center concluded that the motivational and productivity impact such a program has
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 strong
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
purchase a major ownership interest in their company has been the fact that ESOPs
have been traditionally lumped together with other employee benefit plans under
the Internal Revenue Code. To 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 be 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 plan, 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 directly dependent
upon the length of time over which a lender will make money available to the
ESOP 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. The provisions 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
recognized 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 ESOP-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 Internal
Revenue Code, 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 which imposes tax liability on these employees immediately
upon receiving distribution of such benefits. This means that any employee who
receives a distribution of stock from an ESOP, unless he is independently wealthy
and able to pay the taxes due on the amount of his distribution, must sell the stock
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, proviJed 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 referring to 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 a pply in a case of a
totally employee-owned company. If the employees are to own allthe company, then
the stock should continue to remain held for the benefit of current employees rather
than being distributed uut 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
company should have access to stock ownership, and this could be provide 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 proposes that a continuing problem for compa-
nies which have TRASOPs be resolved. 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 used 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 said 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 TRASOP
benefit to be distributed to him, irrespective of this 84 month rule, if the division or
subsidiary for which he works is sold bycthe 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 employees 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 Committee to give serious considera-
tion to the provisions of S. 2953 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 proved 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 toexpire at the end of 1983. We strongly
recommend that Code Section 46(aX2)(E) 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 strongly 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 proposal, 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 TRASOP to match the
additional one-half percent credit contributions, thereby eliminating the need for
collecting employee 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 purposes) for a
donation of stock to an ESOP by a shareholder. 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-



1193

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
provide an incentive for small business owners to sell their stock to an ESOP for the
benefit 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 encourage 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, thereby denying ESOP
participants the opportunity to share in the ownership and gr6Wth 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 throughthe 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 ESOP
incentives in this year's tax legislation.
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THE ESOP ASSOCIATION OF AMERICA
47 KEARNY STREET, SUITE 204

SAN FRANCISCO, CA 94108
415/434-3631

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 companies"

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",to exist at other ESOP companies.

WASHINGTON OFFICE: 1725 DxSALES STREET, NW, SUITE 401 WASHINGTON, DC 20056 . 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
some "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 develcLed 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 held
companies 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. In
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.
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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.

EMPLOYEE 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"
e:f ESOP companies.

Ronald L. Ludwig
Ludwig & Bushman Law Corporation
114 Sansome Street, Suite 500
San Francisco, California 94104
(415) 788-7200

RLL/kl
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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 OF 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. Our 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 permanently 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 supply 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
unemployment 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
Singer on. But we do need to cut Federal 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 proposals 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
imprtant ways.

First, 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.

Third, 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 IRA, 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 stirnu-
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
rather than exempted, the ultimate revenue loss to the Treasury is
lessened.
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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 urgeexpansion 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.

We 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 cutc 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. Our 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. I 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 to savings, capital formation, and real
economic growth. Otherwise, a major reduction in taxation at this

-time would greatly aggravate our already serious inflation prob-
lem.

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 ri-e in social
security taxes, and by the impact of the economic recession. 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.

65-969 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, havirD 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-term 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

Georga 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

Committee on Finance

United States Senate

July 29, 1980

Mr. Chairman and 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 includes more than 13,100 full service banks - over 90

percent of the nation's total. This includes over 12,000 community banks

with deposits of $100 million or less. The Economic Advisory Committee is a

group of senior bank economists from banks across the country who advise the

American Bankers Association on economic matters. This group met just two

weeks ago and had an extensive discussion of the economic aspects of a tax

cut. My remarks this morning are based on that discussion.

We appreciate this opportunity to express our views on a possible tax

cut. We believe that there is a continuing need to restrain Federal taxing

and spending. Because of today's short-run unemployment problem, this is a

good time to act. It is critically important, though, to design any changes

so as to lessen, certainly not to intensify, the long-run inflation problem

which 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 in the comparable stage of the last business

cycle. In Ita recently released Mid-Session Review of the 1981 Budget, the

Office of Management and Budget predicted that inflation s measured by the

CPI would be about 12Z in 1980 and slightly over 10% in 1981. 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 my 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 criteria should not be implemented.

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 which meets the criteria described below will help deal with some of

the long run structural problems In our economy. Because of the critical

nature of these problems, it is important that we move rapidly to deal with

them.

The criteria which we believe to be essential in evaluating the various

tax cut proposals are as follows:

I
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Criterion 1
Any tax reduction should be matched by a reduction in government
expenditures-suffic~ent to prevent enlargement of the Federal deficit.

Tax legislation that increases the Federal deficit and results in addi-

tional fiscal stimulus is now inappropriate for two reasons. First, the

current size of the Federal deficit suggests that fiscal policy is already

quite stimulative. Second, the operation of so-called automatic stabilizers

such as unemployment insurance will increase the Federal deficit as economic

activity declines. For example, Federal expenditures on unemployment insur-

ance will increase by about $5-7 billion for each percentage point increase

in the unemployment rate. The additional fiscal stimulus resulting from these

programs will ameliorate the current slowdown, and tax-cuts that enlarge the

Federal deficit should be avoided. In the long run price stability can be

achieved only if the nation consistently 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 the deficit by stimulating investment 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 incomes and the tax base enough to

offset 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 increase aflregate demand by increasing disposable income. An
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increase in 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

ost 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 abroad and

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 is room for cutting total expenditures. In February the

Congressional 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 onir serious inflation problems and to limit the

growth of government expenditures as a percent of total output of the economy.
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Criterion 2
Any tax cut should be designed to encourage savings, investment,
technological advance, and innovation rather than consumption.

Increased capital investment, technological advances, and innovation are

highly effective ways to increase labor productivity. Increased labor produc-

tivity is the only way to generate real wage gains and a higher standard of

living. Without such productivity gains, workers' demands for higher wages

must be passed on in the form of higher prices, generating inflation without

any increase in living standards. The poor performance of productivity in

recent years has been well documented. One of the most promising approaches

to improving productivity is to encourage additional capital investment by

reducing the bias against savings and investment in our tax structure. This

bias can be reduced or eliminated and additional capital investment en-

couraged either by direct incentives for additional capital expenditures or

by incentives for additional savings. Incentives for additional savings will

provide a larger pool of funds for capital investment.

The bias against savings and investment in 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 terms, they may be losses.

Inflation also leads to excessively high interest rates, because lenders seek

to obtain inflation premiums in their debt contracts merely to offset the

decline in the purchasing power of the dollar. Yet the interest return
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embodied in these premiums is taxed in the same wiys as income which increases

one's command over real resources.

Another important source of bias against savings and investment structure

is the double taxation of corporate dividends. Corporate profits are taxed at

the corporate level and then dividends paid out of these profits are subject

to personal income taxes. This means that some productive investments are

taxod twice while returns to appreciation of gold and similar unproductive

investments are taxed only once. An equally important problem is the extent

to which the government relies on corporate and personal income tax struc-

tures which deter savings. If these are major sources of revenue, as they

are in the United States, the deterrent effect is quite large. It is for

this reason that several of our major trading partners in Europe have begun

to rely more heavily on a value-added tax.

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 inflation

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 the recent increases in

the unemployment rate to justify such a cut. We do not believe that a

tax cut that increases fiscal stimulus without addressing 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 which the unemployment problem is most severe - the auto industry - is

facing a long term structural adjustment problem resulting from the rise in

the relative cost of energy. Additional fiscal stimulus would be of little

if 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 retool 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 unemployment rate during the 1970s 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 vould expect

unemployment to show a gradual downward trend in the future as these new

workers gain experience and establish their own careers. Measures 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 recent months,

total employment as a percentage of the civilian work age population stands

well above the levels experienced 10 to 15 years ago when unemployment

rates were much lower.

Even in the absence of these structural problems, history shows that

aft-recessfon 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 aggravates the

inflationary pressures that occur during the upswing of the business cycle.

If the current recession is of average duration, a tax cut taking effect on

January 1, 1981 will come during the early part of the recovery. Thus, a tax

cut which enlarges the Federal deficit and fails to dcal 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

conclusions 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:

.....there is need for a shift in the focus of monetary and
fiscal policies away from short-run crisis containment toward
steady long-term economic growth ..... Long term policies
should have a two-fold sim. First 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 Committee endorsed this

Report, illustrates the widespread agreement on this approach.

Guided by these criteria we would like to briefly discuss several tax

proposals 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 a

package of other tax cuts to help offset the rise in personal income tax

receipts as a percentage of personal income that has resulted from inflation

steadily pushing taxpayers into higher marginal 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 one 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 immediate beneficiaries are corporations or their stockholders.

However, the ultimate distribution of benefits resulting from a tax cut often

diverges considerably from the immediate distribution 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 Exemption
of Certain Types of Interest 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

by other retirement plans. Even less sweeping changes such am allowing

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 investment. However, some of

this savings would be used to finance the purchase of consumer 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

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 pos-

sible while there is some slack in the economy because of our short run unem-

ployment problem. In iddition, 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.
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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. I am President of First Federal Savings and

Loan Association of Rochester, New York and appear today on behalf of the

United States League of Savings Associations*, where I serve as a Member of

the Board of Directors, the Legislative Committee, and the 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 Conqress. As a spokesman for our nation's

savings and loan business, I 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 saving,

and capital formation.

*The United States League of Savings Associations (formerly the United States
Savings and Loan League) 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 business 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 housing market In general, has collapsed In predictable fashion ...

an all 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. It

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 accelerated, the

oersonal savings rate deteriorated to only 4.9% 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-exemot.

In West Germany and France, families with systematic, long-term savings plans

receive bonuses 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 windfall profits legislation earlier

this year to provide for a $200/$400 exclusion for interest and dividends from

domestic sources. Unfortunately, the Conference on that bill (now P.L. 96-221)

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 code.

Beyond tlat recommendation, the special U.S. League Subcommittee on which

I serve has examined a broad variety of proposals* 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 programs

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 Social Security and

Railroad Retirement systems, while helping to compensate for the inequities

imposed on retirement security by unanticipated inflation.

We would recommend strongly that the Congress expand the IRA 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,I00/$1,7 5 0 limits now applicable.

I 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 wide 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 contributions,

while locking-in funds until age 59-12. Like other deferral approaches, their 1

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 years ... 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 reinvested

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 suggesting that the tax break be limited

to our depositors. The "reinvested savings" incentive would allow savers to take

full advantage of the compound Interest oi the income earned from most savings

65-969 0 - 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 ultimate impact on Federal revenues is lessened since taxes are

deferred, not excused.

The universal IRA and an Incentive for leaving funds on deposit would

contribute mightily to rejuvenating our nation's savings base -- thus providing

the capital to build the houses (and we are entering a decade of unprecedented

housing demand), mo,,ernize and expand the plant and equipment (to permit us to

compete with our partners abroad), and provide the jobs for a sound, non-

inflationary 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 difficult year for savings and loan

associations. Savings costs skyrocketed -- reaching 15.7% in March on our

popular Money Market Certificates -- while lending volume dried up due to high

interest rates. The return on associations 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 loss7. (Furthermore, the improvement

anticipated from falling rates in recent months was frustrated wFhen the Depository

Institutions Deregulation Committee on May 28 raised 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 conditions 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 paid 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 Congress 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 bf 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.



1222

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, the 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/$00 tax exclusion become a permanent part of our tax laws, and that the

Congress authorize tax-deferred opportunities through "universal IPA" and

"reinvested savings" incentives. Finally, we call upon your Committee to correct

an unjustified ruling of the IRS concerning loss-carrybacks 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 0"

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 (vii) to read as follows:

"vii) without regard to any net operating loss carryback."
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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
are to provide an adequate standard of living for our people
at home.

I would like 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
3.35, the lowest percentage in thirty years. Such a savings
rate is certainly not adequate to provide capital for invest-
ment and development and the increased productivity that is
needed if we are to improve our economic picture in the
future. There are several factors that account for the low
rate of savings, the most important of which has been infla-
tion. At current rising rates of inflation, people are
encouraged-to spend and consume, rather than to save. It is
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perceived as better to buy today because tomorrow the cost
of the item will be much higher. In addition, interest
rates on savings have not been able to keep up with 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
January 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 incentive 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
modifified 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. In addition, IRAs bring the
assurance of immediate vesting, portability, and persotial
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 equipment to build our productive
capacity. Since taxation of such funds is deferred, rather
than exempted, the ultimate revenue loss tothe 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
propose 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 specific 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:

0 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



1227

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 '8Os, 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 these 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-foi--the Sav7ngs 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 that '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 Just 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 savers has
been the loss of revenue to the Trea sury. While the actual
figure for such loss will vary delnding 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, Outlook,
1980s:

"Further, it is emphasized if no new steps
are taken to address 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 gros3 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 toe of assistance to the younger person
who is 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/$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.

0 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 subject 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 that~can 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 individ-
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.



1231

APPENDIX

By Gilbert G. Roessner and Reid Nagle

---------------- SIRA ------------------
SAVINGS-OF-INCOME-FOR-RETIREMENT ACCOUNTS

A Proposal to Encourage Personal Saving for Retirement and
to Provide Resources for Capital Formation

I. 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 living 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 income. 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 living.
Table 2 shows that both the number of annuitants and the average
per capita benefits paid by private pension plans ')ave 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
following the 1974-75 recession and the lower benefits they generally
receive.

This effect is small, however, when compared to the impact which in-
flation has upon the standard of living of retirees. In the ten
year period 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 ability of private pension plans to provide an
adequate standard of living 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 number 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
a 100 percent replacement rate, after 10 years of retirement with
inflation running at 5 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
various lengths of retirement and levels of inflation are given in
Table 3.

CHART 1
AVERAGE REAL AND NOMINAL PENSION PLAN
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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 received $3,304 annually (in
1972 dollars) in combined social security and private pension plan
benefits, the average Federal civilian retiree received $3,223 from
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 increased to $4,297, so that the
latter on average received 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

1972 - 1977
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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 good 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 i 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 thatthe 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 national 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
Il--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
investment is 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 national 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 living 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 defic I r-trhouseholds will have to
increase their savings rate. In either case, the decision to save
more now comes at the expense of current consumption. There
simply is no easy way out: if we wish to consume more in the future,
we must consume less now; conversely, if we choose to increase today's
consumption, it will involve 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 social 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 Is to alter tax policy so as to
encourage saving. Our 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 liability 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, It 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, it 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.

I1. 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 Ineligible to set 'up a
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
limitation 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 link in the chain--in addition
to social security, nearly all workers in the private sector would
be covered by a corporate pension plan, a Keogh plan, or an individual
retirement account. Universal 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 erosion 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 annually 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 pet-cent,
imposing a $180 reduction in the real value of the maximum
contribution, the limit 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 reiidered 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 earned income or $1,000 beginning in tax-year 1980. As
with the IRA, early withdrawal would be subject to heavy tax
penalties, thereby encouraging these funds to go into long-term
saving.

Enactment of legislation providing for SIRMs 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 living 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 living 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, SIRMs 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 remain in the plan until he (she) reaches
age 59-1/2. Any withdrawal prior to that time is 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. The's 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 wnuld 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 eligible
for deferred compensation plans that are similar to SIRAs.



1240

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 from 1.21 million in
1975 to 1.95 million in 1977, contributing in the latter year a
total of $2.4 billion. This amount represented 3.6 percent of
personal saving during 1977, and probably a substantially larger
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 capital formation.

I



TABLE 1

RETIREMENT SECURITY COVERAGE
1950 - 1977

Total Paid(a)
Employment

Year (Millions)

1950

1955

1960

1965

1970

1975

1976

1977

60.0

64.5

67.5

73.6

80.6

86.2

89.5

92.6

Private Pensi

Covered
(Millions)

9.8

15.4

21.2

25.4

30.2

38.5

40.9

43.6

on Plans Social Security
Number

% of Covered % of
Employment (Millions) Employment

16

24

31

35

37

45

46

47

38.7

55.0

59.4

65.6

72.1

77.6

80.7

83.4

65

85

88

89

89

90

90

90

Government Pension Plans(c)
Number
Covered % of
(Millions) Employment

6.0

7.2

8.1

9.6

11.0

12.8

13.3

13.6

10

11

12

13

12

15

15

15

Sources: United States Department of Commerce, Bureau of the Census, Current Po nation Sury Seres P-20,
Life Insurance Fact Book, various editions; Social Security Buletin, Statistical SuDolement. 1975;
and unpubl shed data froi American Council cW Ltfe Insurance.

(a) Includes members of Armed Forces and all employed labor force participants over age 16.
b) 1976, 1977 figures are estimates.
c) Includes Federal Civilian Employment (primarily Civil Service), Railroad Retirement, State and

and Local Government Employment.
(d) "Number Covered" includes unemployed, but non-retired Individuals who are covered by various

private pension plans.

RN/337-8
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TABLE 2
AVERAGE PER CAPITA PRIVATE PENSION PLAN BENEFITS,

..IN CURRENT AND CONSTANT (1979) DOLLARS

Average Real Per
Annuitants Total Benefits Average Annual Capita Benefits

Year (Thousands (Nillions) Per Capta Benefits (1972 $)

e "1 12
1 OU
1951
1952
1953
1954

1955
1956
1957
1958
1959

1960
1961
1962
1963
1964

1965
1966
1967
1968
1969

1970
1971
1972
1973
1974(a)

q4u
540
650
750
880

980

1,240
1,400
1,590

1,780
1,910
2,100
2,280
2,490

2,750
3,110
3,415
3,770
4,181

4,726
5,211
5,460
6,095
6,600

1975 7,000
1976 7,600
1977 8,100

450
520
620
710

850
1,000
1,140
1,290
1,540

1,720
1,970
2,330
2,590
2,990

3,520
4,190
4,790
5,530
6,449

7,360
8,600

10,015
11,235
12,500

13,300
13,700
14,100

op 044L
833
80o
826
807

867
917
919
921
968

966
1,031
1,109
1,136
1,200

1,280
1,347
1,403
1,466
1,542

1,557
1,650
1,834
1,843
1,894

1,900
1,803
1,741

1,354.96
1,27Z.26
1,303.51
1,269.03

1,366.93
2,442.47
1,38C.95
1,348.43
1,402.94

1,379.26'
1,456.44
1,548.49
1,566.59
1,633.35

1,715.02
1,752.38
1,775.50
1,780.74
1,796.70

1,441.01
1,722.01
1,834.00
1,741.97
1,632.48

1,494.30
1,347.94
1,229.43

GM/303

Sources: Life Insurance Fact Book, various editions, and unpublished

'iai from America-nCouncil of Life Insurance.

(a) Figures from 1974-1977 are estimates.
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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 -------------

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 24

20 100 55 38 15

RN/jb
N342



TABLE 4

REAL AVERAGE PER CAPITA BENEFITS UNDER VARIOUS RETIREMENT SECURITY PROGRAMS
(1972 $)

Government-Administered Pension Plans

Federal Civilian
Employees

$3.223

3,684

3,923

4,467

4,254

4.297

State and Local
Government

$2,871

3,171

3.163

3,046

3,129

2,763

Private Pension
Plus Social
Security

$3,304

3,381

3,262

3,139

3,076

2,982

State/Local Pension
Plus Social
Security

$4,341

4,799

4,793

4,688

4,851

4.515

Sources: Life Insurance Fact Book, various editions, Social Security Bulletin, various issues and unpublished data from the
NWFican CouncIT V eif Insurance.

RN/jb
N340-41

Year

1972

1973

1974

1975

1976

1977

Private
Pension Plans

$1.834

1,753

1,632

1,497

1,354

1,230

Social
Security

$1.470

1,628

1,630

1,642

1,722

1,752

Railroad
Retirement

$1,471

2.474

2,406

2,515

2.611

2,598
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TABLE 5

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 National 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
Governent 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,
*Nationa 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, *National Saving in the United Statesm in
capital for Productivity and Jobs. 1977; and United States

department of Commerce, 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 Amount of

# Returns Contributions # Retuns Contributions
YEAR (Millions) illIons) (Millions) (Mi lions)

1974 N.A. $ N.A. 0.50 $ 1,235
1975 1.21 1,436 0.60 1,604
1976 1.64 1,968 N.A. N.A.
1977 1.95 2,409 0.57 1,827

Source: Internal Revenue Service
N.A. - Not Available

RN/339
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Statement
of the

National Association of Hutual Savings Banks
on

Tax Incentives for Savings
Before the

Committee on Finance
United States Senate

July 29, 1980

Summary of Principal Points

1. Legislation to provide tax incentives for individual Evings

Is 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 IRAs. The result would be a broadly-based, long-tern, tax

deferral provision available generally to all individual taxpayers.

3. Such an IRA-type tax deferral provision would have a co,-

tinuing economic impact over the long-run, 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 is 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 real economic growth.
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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

Mr. Chairman and members of the Committee, my name is Charles A. Pearce.

I am Chairman of the Committee on Federal Legislation of the National Associ-

ation of Mutual Savings Banks 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 Incentives for individual savings.

Summary of Savings Bank Industry 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 current 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 which was enacted earlier this year. We urge that

this provision be made permanent. The $200-$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 saving and capital formation.

This can best be achieved, we believe, by extending the Individual

Retirement 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 a 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 initial

revenue losses, even aside from the increased tax revenues resulting from

more rapid real economic growth.

A long-term, tax deferral provision 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
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needs, the Congress might Mant to consider other basic thrift purposes which

could also be served by such a long-term incentive. Later in this statement,

we will offer more detailed suggestions for achieving this objective.

Need for Savings Tax Incentives

Before turning to our specific recommendations, however, ir is appro-

priate to reemphasize the need for tx incentives for savers. This need is

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 u xplosive 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. It is dramatized further

by the recent experience of our nation's thrift institutions, which are just

now emerging from a period of record disintersediation 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 income during most of

the post-World War II period, personal saving has declined below that level

during the past 4 years. In 1979, the savings rate sank to 4.5 per cent, a

30-year low. Jkid in the second quarter of 1980, the saving rate was still

only 4.7 per cent, even after e 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 Japan, 17 per cent in Belgium, 13 per cent in France, 13 pOT cent in

West Germany, 11 per cent in the United Kingdom, and II per cent in Sweden.
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With respect to productivity, 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 in 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 taxpayers manage to set aside in savings.

A. tax incentive would he 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,-",ven 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. Numerous individual institutions, moreover, will

be operating in the red for at least part of 1980.

6)5-969 0 - 80 - 13 (pt.3)



1252

Even with increased deposit interest rates, 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 incen, 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 a manner similar to the IRA/Keogh programs.

These retirement savings have been one of the few stable elements in the

savings bank deposit structure. In 1979, for example, 1RA/Keogh balances at

savings banks increased by an estimated $600 million, excluding interest,

contrasting with a net loss of $7.5 billion in other savings and time

deposits in the same period. Retirement and other long-term saving. are

particularly appropriate for mortgage .ending and would help to redress the

borrow-short, 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, is

the impact 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 increased level of private saving and capital formation

would provide more than offsetting economic benefits to the nation,

particularly in its anti-inflation impact. 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 subsidy progrins would be reduced.
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Increased real economic growth, moreover, would generate increased

tax revenues and thus help offset any initial revenue loss. And, of course,

the tax deferral route would ultimately permit the U. S. Treasury to regain

much of its initial revenue losses.

In any event, major tax reduction legislation appears to be in

prospect. Strong support for tax relief 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.

This situation provides a golden opportunity to tailor tax relief 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.

IRAs are vitally important as a supplement to social security in

building retirement income for many individuals. As indicated 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 always supported needed modifications in the program.

Thus, we strongly support proposals to increase the maximum amount of

deductible contributions to IRAs from $1,500 to $2,000 or a higher figure.

Individuals utilizing IRAs should be able 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 another method of

enabling individuals to supplement social security payments, as well as

present pension benefits which are being eroded through rapid inflation.

We are gratified that Senator Bentsen has proposed legislation

(S. 557) having the same 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 Deferral Provision

Ail of these changes point in one direction -- toward a more widely

applicable tax deferral provision to permit and encourage Individuals 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 ineligibhe for partic-

ipation in IRAs. This would permit taxpayers to provide more adequately for

their own retirement. It would also help protect the social security system

from pressures which could eventually undermine its viability.

As discussed earlier, the tax deferral 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 generate 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 variable annuities invested in money market fund shares, which



accumulate income on a tax deferred basis until the annuity payout period

begins. Similar programs may be introduced by other mutual fund organi-

zations. This underscrest-t-n-e! 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 a narrow basis as permitted

under present law.

Making tax-deferral available to all taxpayers has obvious merit as a

means of stimulating retirement savings. In addition, the Congress might

wish to consider the extension of the principle to a broader range of savings

purposes in addition to retirement. MSB proposed such a provision during

hearings conducted by the House Ways and Means Committee on January 30, 1980.

As we testified at that time, the proposed provision could be structured

essentially like an IRA except that:

I. 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 Coment

In conclusion, the savings bank industry strongly supports enactment

of a long-term tax deferral provision to promote increased person&. saving.

Such an incentive is urgently needed in the long-run battle against inflation.

It is needed to provide 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 Comittee 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. COHN. 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 l~e 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
f ance 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 qualified 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
COMMIT TEE FOR CAPITAL FORMATION THROUGH DIVIDEND
REINVESTMENT
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,
expanded 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
nature 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 seems 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 am 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, STOCKHOLDFIRS
OF AMERICA, INC.

Ms. SULLIVAN. Mr. Chairman, I 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 Armeri-
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 consideration. 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 systi.m 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 glys, 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 continues to support enact-
ment of S. 1543, a bill which would exempt .Iividend payments
from the stockholder's individual Federal icomb 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 states 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 very
well, and endeavoring some things that should not be done at all,
in our opinion.

Thank you.
Mr. CHAIRMAN. 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 taje 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 is heavily capital intensive and
dependent 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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B. Economic Impact - Adoption of the proposal in S. 1543 would,
in 1Y79 dollars and in the third full year after its adop-
tion:

1. Increase dividend reinvestment to about $2.5 billion;

2. Increase national output by approximately $2.7
billion annually;

3. Increase business fixed investment by about $1.0
billion annually;

4. Add about 50,000 jobs per year; and

5. Involve a net revenue loss of some $350 million in
the first complete year of operation, a wash in the
second year, and an annual net revenue gain of $600
million in the third year and thereafter.

C. Furthering National Objectives - Adoption of 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.

2. Be counter-inflationary in substituting capital
formation for current consumption.

3. Reduce the double tax on dividend income by elimina-
ting the tax at the stockholder level when dividends
are reinvested.

4. Encourage thrift and providing for supplemental re-
tirement income.

5. Be more equitable in treating receipt of stock under
a qualified dividend reinvestment plan as the equiva-
lent of a conventional stock dividend.

6. 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.!/ 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 that such a

tax cut can be designed both to stimulate the economy and to

counter inflation. The major objective of such legislation

should be to encourage capital formation, savings and investment

and increased productivity.

This objective can be materially 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

l/ The members of this Committee consist of the 49 companies
listed in Appendix A.
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Humphrey.- This proposal, while providing tax relief at the in-

dividual taxpayer level, will encourage substantial savings and

investment and the formation of new common stock capital for a

segment of industry which is heavily capital intensive and depend-

ent for-the-major 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 o; capital

through accelerated tax depreciation and other approaches to re-

ducing the taxes imposed on corporations. These latter proposals

will create new capital for companies which depend primarily on

internal generation of cash and which can realize and retain the

tax savings. But they will have little or no effect on capital

formation for those companies which are required to flow through

any reduction in taxes in the price of their product or whose

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
sponsors. 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-

c-,ased 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 plan.

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.-/ 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 s.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 provisions
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 is, of course, not now subject to any current income tax.-4

Economic Impact and Revenue Loss Estimates - In 1978

our Couxnittee retained the firm of Robert R. Nathan Associates

to carry out a study of the economic impact of a similar propo-

sal (which did not contain any dollar limitations) introduced

in the 95th CongresF 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.''/

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 ,:hat adoption of that proposal, by the
third year of operation, would:

1. Increase dividend reinvestment by more than 500% to
some $6 billion;

2. Increase national output on the order of $10 billion
annua'tly;

3. Stimulate business fixed investment by close to $3.5
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. If desired,
copies of the Report will be furnished to the Committee's
staff.
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The Report noted that if the proposed tax treatment were limited

to only a specified amount per taxpayer, there woulU' lie a re-

lated reduction in all quantitative effects -- i.e. in all costs

and all benefits. (See Nathan Report, p. viii, n. i).

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

billion;

2. Increase national output by approximately

$2.7 billion annually;

3. Increase business fixed investment by about

$1.0 billion annually; and

4. Add about 50,000 jobs per year.

Addressing itself to the effect on tax revenue losses --

and after giving consideration to forecasted increases in both

plans and participation, and to their economic effects -- the

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 of the proposal would

result in gross revenue loss in receipts for the first fiscal

year, running from January 1 to September 30, of $240 million.

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 Reinvestme t 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, tyrr 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 such

plans. Surveys have shown that the large majority of participants



1269

are the smaller stockholders.-6/ 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 that in 1979 dividend reinvestment plans for new

issue stock produced new common stock capital in the amount of

some 41-1/4 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 stockholder who opts to participate in a dividend

reinvestment plan and to take stock instead of cash. It is clear

that this discourages participation by those stockholders who may

be pressed to use the cash dividends to pay the current tax. It

is equally clear that deferral of the current tax would greatly

encourage increased participation. The extent of such increased

participation can, of course, only be a matter of opinion. But,

as has been indicated, the Nathan Report 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 stock 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

common stock capital which is essential to finance their needs

and to provide a cushion for required debt and preferred 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 market 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 income.

From the broader perspective of the national interest --

we believe that adoption of the proposal, and the resulting

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 co -'on stock capital.
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The tax incentive to increase such capital formation is, in this

case, a rifle-rhot which is fully and 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 dividend 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. In 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 national

objective. The proposal would represent a step in this direction

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.
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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 forward to

larger cash dividends at a later time when such income is needed

as A supplement to social security and pension income. The pro-

posal would materially encourage thrift and assist participants

in providing for their own supplemental retirement income. In

this respect, the dividend reinvestment 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 dividends and declare alternative or supplemental

stock dividends. In such 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 Problem. An essential

need in reducing our dependence on imported oil is to provide new

facilities for the production of increased domestic energy supply.

Limitations on financing capability represent a real and signi-

ficant obstacle to providing such new facilities. 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 obtain at least a

part of the conon 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 required .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 whit we believe to be the only testimony before the

Senate Finance Subcommittee 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 is contra:y

to the facts.

First, and most important, the argument in no way nega-

tives the primary objective or the effectiveness 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.-/

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 wfth low dividend payouts and high

growth potential.

Treasury Secretary Miller, in his testimony 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
Slain. 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 participants 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 productivity;

would be counter-inflationary; and would do so with a new revenue

loss which, ovet 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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APPENDIX A

COMMITTEE 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.



1278

.PPENDIX B

GTE DIVIDEND REINVESTMENT PLAN
SHAREHOLDER PARTICIPATION

Shareholders
Registered

Shares Held Shareholders
1-50 210,538

51-100 107,456
101-200 67,399
201-500 52,198
501-1,000 12,850

1,001 -over 7,376

Total 457-,817

Plan Participation
Percent

Participants Participation
62,069 29.5%
17,415 16.2
9,420 14.0
4,338 8.3

90o 7.0
208 2.8

94,350 20.6%

t
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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 1.982 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 regulated utilities with
precarious debt-to-equity ratios, currently unprofitable
firms investing in risky new energy or other ventures, and
firms that must rely too heavily 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 costs.
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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 Board 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 Reinvestment I. 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 also 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

unemployment 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 depression 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 have 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. Tho 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.
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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 dou, bts whether the disas-
trous double-digit inflations of 1973-74 and 1979-80 were
mostly attributable to excess demand. From 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 session 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 tax impacts on the
Consumer Price Index are all anti-inflationary and needed.

It became evident early in the decade of the 1970s 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

65-969 0 - 80 - 15 (pt.3)
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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

social 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. If essential for the

sound 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 in 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 recognize 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 productivity 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 equipment.

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-
tivity 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 also 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 -luring 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 balance 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
alone to make sui:h 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 ingredif.nt 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

preserve 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, arid 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 proposals (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 sui ject 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 11,500 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

present 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 gross 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 out-lays, 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.
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In summary, the economy is in critical need of tax

incentives for modernization of plant and equipment and tax
reductions to relieve inflationary spiral pressuLes. 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. r4AIRMAN AND MEMBERS OF THE COMMITTEE:

I APPRECIATE THE OPPORTUNITY TO APPEAR BEFORE THIS DISTINGUISHED

COMMITTEE ON BEHALF OF STOCKHOLDERS OF AMERICA, INC. TO TELL YOU

WHAT I AM 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 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 REPORT,

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 INVESTMENT. THE REPORT IS A

VERY POLISHED, THOUGHTFUL, INDEPTH DOCUMENT, To BE SURE, IT HAS

A DARK SIDE - THE DECLINE OF OUR COUNTRY'S ECONOMI FORTUNES. -BUT

THE BRIGHT SIDE IS THAT THIS TREND CAN BE REVERSED.
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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, 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 IS 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 IS 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 ITS 10-5-3 LIBERALIZED

DEPRECIATION FORMULA. IT HAS BEEN STUDIED AND SPONSORED BY 54 Bi-

PARTISAN MEMBERS OF THE SENATE. THE COMPANION BILL IN THE HOUSE

(H.R. 4646) 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. IT WOULD PROVIDE A SYSTEM OF ACCELERATED CAPITAL

RECOVERY FOR INVESTMENT IN PLANT AND EQUIPMENT, ENCOURAGE ECONOMIC

GROWTH AND MODERNIZATION THROUGH INCREASED CAPITAL INVESTMENT A1D

EXPAND EMPLOYMENT OPPORTUNITIES.
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THIS IS 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 IS MORE THAN 13 YEARS OLD WHEREAS IN

JAPAN THE FIGURE IS ONLY 30% AND IN GERMANY, 37%. 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

INTERNATIONAL MARKET PLACE.

FURTHER,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 -rRTAIN

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-1978,
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Tins IS GOOD.- HOWEVER, WE MUST REALIZE, YEARS AGO IT WAS

PREDICTED THAT WE WOULD NEED 50 MILLION STOCKHOLDERS BY 1980 TO

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, IT 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. NOW 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 DECISIONS

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 HIS 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 S0A CONTINUES TO SUPPORT

ENACTMENT OF (S. 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 TECHNIQUE. 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 THOUSAND COMPANIES OFFERING A REINVESTMENT

DIVIDEND PLAN BUT ONLY ABOUT 175 COMPANIES WITH THE ORIGINAL ISSUE

APPROACH.

WHILE (S.1543) WILL PROVIDE 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

B v---TO-T--E N OF CAPITAL, ANY TAX ON CAPITAL IS

INDICATIVE OF A BASIC MISCONCEPTION OF ITS FUNCTION IN A FREE

ENTERPRISE SYSTEM, CAPITAL IS THE FUNDAMENTAL FOUNDATION OF THE

SUPPLY SIDE OF OUR ECONOMY. IT IS THE BASIS FOR THE PRODUCTION OF

ALL GOODS AND SERVICES. THEREFORE TO DEDUCT FROM IT ANNUALLY,

IN THE FORM OF TAXATION IS TO DIMINISH OUR NATIONAL PRODUCTIVITY

BASE, THERE SHOULD BE NO TAX ON CAPITAL GAINS, To CONFIRM THIS
POINT OUR PRINCIPAL INfERNATIONAL COMPETITORS HAVE NEVER TAXED

CAPITAL AT ALL.

WHEN SENATOR CRANSTON RECENTLY INTRODUCED HIS BILL, THE

CAPITAL INVESTMENT INCENTIVE ACT OF 1980, (S. 2923) WHICH WOULD

REDUCE THE EFFECTIVE TAX RATE ON CAPITAL GAINS FROM 28% TO 21%

HE INCLUDED THESE REMARKS ON THE FLOOR OF THE SENATE.

t,., OUR TAX LAWS HAVE TURNED INVESTMENT

INCENTIVES UPSIDE DOWN. BY IMPOSING

HIGH TAX RATES ON PRODUCTIVE CAPITAL

INVESTMENTS WE HAVE TOLD INVESTORS

TO PUT THEIR MONEY INTO ECONOMICALLY

VALUELESS AND WASTEFUL TAX SHELTERS."

THIS BILL IS A GOOD STEP IN THE RIGHT DIRECTION,
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OUR CONCLUDING REMARKS AND INDEED OUR CONCLUSIONS AND

RECOMMENDATIONS ARE PREDIrhTZO 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, OTTO ECKSTEIN OF DATA RESOURCES

IS IN BEING,

IT IS OUR CONCLUSION THAT THE TAX CUT LEGISLATION SHOULD BE

ENACTED AS SOON AS POSSIBLE. THAT THE ENABLING LEGISLATION SHOULD

RECOVERY ACT OF .979, THE TAX EXEMPT

STATUS FOR REINVESTED DIVIDENDS AND THE CAPITAL INVESTMENT

INCENTIVE ACT OF 1980. PLUS A 10% 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. 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 IS TRYING TO DO MORE THAN ITS RESOURCES WILL

PERMIT; IT IS TRYING TO DO MANY THINGS THAT IT CANNOT DO VERY

WELL; AND ENDEAVORING TO DO SOME THINGS THAT IT SHOULD NOT DO

AT ALL - IN OUR OPINION,

THANK YOU.
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The CHAIRMAN. I am 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

Senator 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.

STATEMENT OF JOHN NEISHEIM, SEMICONDUCTOR INDUSTRY
ASSOCIATInON

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. mr iufacturers.

We 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 believe 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

65-969 0 - 80 - 16 (pt.3)
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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

s currently.
Second, we support the concep o as in 10-

5-3, and other proposals, but we urge you to refine them to provi
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
equipment, and is really on the forefront of keeping America corn
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.
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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 unrh!e t0 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 would 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 jobs as fast as we possibly can.

Those are the primary concerns. We are ready to go. We have
_-got-the-ideaand the innovations. We need the cash flow. Three-

quarters of my~ff~r-new 1 comes from the aftertax retained
earnings that are reinvested in my 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

ELECTRONICS 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
experts, and in tax revenue.

Specifically, 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 l-as value only when the stock price
increases with the success of the company, options give employees
a powerful incentive to find ways to expand the business and
operate it more efficiently.

Senate bill 2239, cosponsored by Senators Packwood and Nelson,
would restore defer-ed 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 2,00) jobs in 10 years.

Chairman, we also strongly recommend enactment of two
complementary "lb whieh wou ldstimulate research and develop-
ment, allowing our innovative growth indus res c
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, a~id 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 corn-
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
opportunity 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. DWIGHT. 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

-a from the entrepreneurial manager by the stake and
the ownership of these-cr-ais.-_

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 development. 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 is 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
the 1970 election, the gentleman who had sponsored the cutting
back lost.



1304

Mr. DWIGHT. The stock option was affected mainly by the Tax
Revision Acts of 1964, 1969, and 1976.

Senator BENTSEN. The act of 1969 is the one that I was thinkingof.

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. 1 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. NEISHEIM. 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
poor leadership, a set of business conditions that increase the risk
to investors,-thei-you-inorese _the cost. I think that we have had
some of that for the past 10 years or so wheil-r it is economy 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 BENSEN. 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 supply. 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 defined 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
concerned. Unless you have further embellishment on it, it satis-
fied re.

T.e 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. DWIGHT. 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 how many years?
Mr. DWIGHT. Typica ve7 ears 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 high, 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. NEHEIM. 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 t-ings. 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 of 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. NESHEIM. 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. DWIGHT. 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.

One-of-t between perspectives of U.S.
industry and the Japanese industry is that o er . e
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--

Senator DANFORTH. They have a 20 percent tax credit for R. &
D.?

Mr. DWIGHT. 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. DwIGT. That is necessary, but not sufficient. The regula-
tions in general are complicated in their execution. But we distin-
guish between new oil and old oil, and we make othe: 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. NESHEIM. 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. DWIGHT. 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.

-Senator BENTSEN. When you say that you didn't fund some 50
percent of what was asked by engineers for additional 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 ig what we end up calling the wish list.

Senator BENTSEN. We have one of theose before this committee,
too. [Laughter.]

Mr. NESHEIM. 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
business risk environment. It is not a complete first start laundry
list.

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 season we were concerned
about getting more energy going at the university level.

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 rixthless, 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 havc 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. I 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 all the
resources from a soverieign marketlac' 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. NESHEXM. 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 manufacturing
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. DWIGHT. 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
United States is also accessible in industry in the U.S.S.R. and
Japan.

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.

Senator BENTSEN. Gentlemen, thank you very much. It was very
helpful.

[The prepared statements of Messrs. Nesheim and Dwight
follow:]
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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 recognized 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 uniVersities
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 word

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 world. 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 national defense depends on

semiconductor 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 our 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 market 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 that, "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 like 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 technology.

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 semiconductr 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 competitive.

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

S.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 equipment 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 equipment 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, "10-5-311 useful lives -- if made mandatory -- could

actually lengthen the period of time over which such equipment

must be depreciated.

We urge that 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

forefront 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 I 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 attention 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 technology is shaping the world. Without

maintaining our leadership in this technology, America will
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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. It combines creativity, scientific knowledge

and risk-taking entrepreneurial drive. We provide the core

technology 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 satellites

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 tba 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 record 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 sigilals 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 smallest

of venture capital companies, 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 aij 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 technology 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 systems 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 from foreign

competition in 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.

II. 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

longterm 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. In the

extremely competitive semiconductor industry, maintaining

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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semiconductor 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 semiconductor 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.

III. 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. What 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 States 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. In the 1980s, 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 industry 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 deduction 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,

while 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. It 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 study: ".... leverage of this magnitude would not be

available from conventional banking or [other) capital

market sources in the U.S."

How dre 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 -oncludes 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.



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

discussed earlier, efficient capital markets require that

the cost of capital be covered by the return 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 Japaaese 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 RAN (random access memory). This chip can hold 16
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thousand bits of information. In 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, governmental 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 RAN market is further eroded, or

the successive 64K RAM market is lost to Japanese competi-

tion, the American semiconductor 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.

65-969 0 - 80 - 18 (P.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 sizable 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 50 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 countries 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, Tast moving industry.

Depreciation Reform. Let me first direct attention to

the types of incentives provided in proposals for depreciation

reform. The Semiconductor Industry Association supports the

concept of depreciation reform such as is reflected in the



"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 law, 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 i reform proposals the

depreciable useful life and investment credit received by

equipment in our industry substantially changed. For example,

under the "10-5-3" proposal, the useful life oZ 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, "L0-5-3" useful lives -- if mandatory -- would

actually 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 ten 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



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

so as not to exclude industries like semiconductors.
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For example, if this Coittee decides to adopt "10-5-3w

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

the proposal from actually increasing over present law the

useful lives of equipment which becomes technologically obsolete

less than five years after being placed in service. It 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 1110 -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

Japanese 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 1'10-5-3" 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

TT.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 es 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 reseaiih and development in the United States.

S.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 S.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 some

historic base. Thus, because it is a credit that rewards

effort beyond prior levels of expenditures, it would bc'h

stimulate companies into undertaking additional research and

would reward 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.



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



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.

Our 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 A FINANCIAL SUPPORT FOR COMMERCIAL VENTURES INTO
SEMICONOUCTORS, COMPUTERS & COMMUNICATIONS

COUNTRY MAIN RECIPIENT

ECC Semiconductor Infrastructure
four year Computer Program
Peripherals

Applications
EDP R&D program Low-Cost and
Grants

Germany EDP and Telecomunications
BWT R&D Grants
VLSI Development

(Siaemm a, AEG-Telefunken

STATE SUPPORT TERM

$ million

$150 million 4 years

1979-1983

$
$ 35
$300

million
million
million

per year
2 yrs 1980+

Valvo)
Italy SGS-ATES, at al $135 million 4 years

ST Gobain Pont a MtJsson $ 50 million
Ministry of Industry to $120 to $200 million 5 years

Framce Thompson CSF-SSC
Radiotechnique Compelec $ 25 million
Matra $ 38 million 5 years

UK UK Total $621M
NEB to Insac (Software
Consoritium) $ 40 million 3 years
NEB to Inmos LTD. $ 50 million spent
NEB to Inmos Guaranteed Bank $100 million By 1981
Loan $ 60 million

NEB to NEXOS (Office Equip) $ 10 million
NEB to Plessey (Loan) $ 40 million
DO1 to MISP (Microelectronic $127 million 4 years
Industry support program)
DOI to map (uP Applications $127 million 2 years
Project)
E-Beam Fab Techniques $1.8 million
DED & science, Classroom
NCC - Awareness Program S 20 million
(Software TRNG) $ 75 million 5 years
Microelectrons in Education $ 9 million 3 years

0
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GOVERNMENT INITIATIVES & FINANCIAL SUPPORT FOR COMMERCIAL VENTURES INTO
SEMICONDUCTORS, COMPUTERS & COMMUNICATIONS (CONT'O)

MAIN RECIPIENT

VLSI Subsidy (Lovo)
Computer Cooperatine
Applications Support

STATE SUPPORT

$250 million
$100 million

Total State Funds for
Semiconductors

For Electronics: $27C1
Total World Bank Loans For
Semiconductors

For electronics: $ 90H

Source: Rockwell International
Terry Wong
June 19, 1980

COUNTRY

Japan

Korea

TERM

4 years

$180 million

$ 60 million

6 years
programs

15 yr loans
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Comparison of Semiconductor Companis' Rates of Return
With Their Cost of Capital

Typical U.S. Companies
Large U.S. Companies
3apenease Comapniea

Average
Rate of Return

on Total Capital
(1977-1979)

16.3%
15.0
7.5

Averegs
Rate o Return

on Operating Capital
(1977-1979)

18.1%
16.8
n.e.

Source: Cbase Financial Policy

Cost
of

Capital
(Dun 4, 1980)

17.5%
15.2
9.3
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Worldwide Shipments
U.S. Based Semiconductor Companies

(Dollars in Billions)

!
a

5

4

3

2

Perspective
'Worldwide Shipments-U.S.Based
Semiconductor Companies from 1954...
shows a compound annual growth rate
of 15 percent from 1970 through 1978
while the international segment of the
U.S. industry grew at a 19 percent rote
and represented 36 percent of total
worldwide shipments. Chart 2 tracks
domestic shipments shown in Chart I
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.
pIes are thyristors which were added
in 1964. and optoelectronlcs added in
1971. MOS data. which was broken out
in 1973, was reported as digital IC's
(included in the bipolar column) in
earlier years. All the Chart 2 data.
whether EIA or SIA. a e for domestic
shipments (i.e., exports have been
removed).



Chart 2

U.S. Based Semiconductor Companies
Domestic Shipments

(Dollars in Millions)
RectilierT

Transistors & Thyristors Other Oplo Total Bipolar MOS Linear Total Total
Diodes Discrete I/C Semcod__cto

1954 5.1 5.1 5.1
1955 12.3 12.3 12.3
1956 37.4 37.4 37.4
195" 67.7 73.2 31.6 172.5 172.5
1958 109.7 95.4 20.4 225.5 225.5
1959 217.2 143.9 28.5 389.6 389.6

1960 293.6 203.1 24.9 521.6 521.6
1951 287.6 109.4 37.6 434.6 434.6
1962 278.1 180.7 49.7 508.5 509.5
1963 287.3 178.5 49.0 514.8 514.8
1964 311.7 216.6 26.2 35.2 585.7 34.7 6.0 40.7 630.4

1965 377.2 256.2 30.1 37.6 701.1 60.9 13.5 74.4 775.5
196b 443.1 315.8 46.0 48.9 853.8 107.7 28.3 136. 989.8
1967 370.5 271.9 46.3 48.9 737.6 161.6 40.7 202.3 939.9
1968 345.2 267.9 48.8 45.7 707.6 224.1 53.6 277.7 985.3
1969 368.3 31.0 52.7 48.0 782.0 294.6 64.2 358.8 1140.8

1970 296.4 261.5 47.0 41.7 646.6 2S5.8 68.9 364.7 1011.3
1971 267.3 171.3 43.5 36.3 36.0 554.4 298.1 78.8 376.9 931.3
1972 319.7 192.0 53.2 41.1 70.0 676.0 417.8 113.7 531.5 1207.5
1973 408.3 276.2 72.8 51.8 90.3 899.4 495.2 303.8 204.8 1003.8 1903.2
1974 408.5 292.9 75.4 53.9 91.4 922.1 528.9 432.8 237.8 1199.5 2121.6

1975 332.1 222.5 57.2/1 48.7 99.9 760.4 348.5 427.6 197.8 973.9 1734.3
1976 392.1 257.2 78.91 51.0 .0 j 19.2 4615'8 635.9 270.1 1371.8 2291.0
1977 389.6 257.4 99.4f 47.6 94.2 888.2 558.1 777.3 349.0 1684.4 9572.6
1978 407.3 275.4 105.6 L-53.8 129.1 973.2 681.9 1045.3 424.3 2151.5 3122.7

I- . ,, ,-- - . - - i -, -

Source: IA Factory Shipments 419S4-1972)
SIA Domestic Shipments U.S. Based Companies (1973-1978)
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U.S. Domestic Semiconductor Shipments
by Quarters
(PolUas in Billions)

Chart 3
I _'_

___.. ...,____. -_

_____ _____ ____ _____ ____ _____ __._

iou !1w 19u IM it"0 IM IM L

Source: EIA. SIA, Company Estimates
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Average Selling Price of Transistors
1960-1978

(In Dollars)

C

Chart 4

IN0 1962 1964 196 196 9 19 7 1974 1976 1971

Perspective

Quarterly shipments to the U.S. domes-
tic market. shown in Chart 3 provides a
special perspective on semiconductor
industry performance. From 1967 to mid
1971 the industry was on a plateau. In
mid 1971 a baiic new trend started and
a long term growth pattern initiated.
Including the 1574,1975 recession, the
compound annual growth rate from 1971
through 1978 has been 15 percent for the
total industry. Similar data on integrate.
ed 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 for each doubling of
unit volume ate typical for semiconduc.
tors. Chart 4 shows the average selling
prices of all transistor product lines
since 1960, and closely follows a 30 per-
cent experience curve rate. The curve
demonstrates the typical steep decline
during the early low volume period
and as the industry grows the curve
shows slower price dclines as the
doubling of volume takes longer and
longer time periods. In 1960. the aver.
age price of transistors was S2.36. By
1970 the price was 50.38 and by 1978
50.20.
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STATEMENT OF HERBERT M. DWIGHT, JR., CHAIRMAN AND PRESIDENT

SPECTRA-0HYSICS, INC.

ON BEHALF OF THE

AMERICAN ELECTRONICS ASSOCIATION

Before the Senate Comittee on 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:

* Restoration of deferred tax treatment of employee

stock options (H.R.5060/S.2239)

a Tax credits for new R&D (S.2906 and H.R.6632/S.2355) and

* Lower capital gains taxes (S.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).

AI/A Arnedcan Electronics Association
2600 El Carnino Real Palo ALlO, CA 94306
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STATEMENT OF HERBERT M. DWIGHT, JR., CHAIRMAN AND PRESIDENT

SPECTRA-PHYSICS, INC.

ON BEHALF OF THE

AMERICAN ELECTRONICS ASSOCIATION

Before 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

Board 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 increase productivity for our customers, who include farmers,

metal works, construction workers, supermarket operators, medical doctors, and

chemists.

I am appearing before you this morning on behalf of the American Electronics

Association. AEA is a trade association of more than 1,400 electronics companies

in 43 states. Our members manufacture electronic components and systems or

supply products and services in the information processing industries. 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/S.2239), tax credits for new R&D (S.2906 and H.R.6632/S.2355)
and lower capital gains taxes (S.2923). The Association also

supports shorter depreciation periods for all capital investmenc

(H.R.4646). These proposals would result in a balanced tax--t

addressing human resources and incentives for both R&D and

capital formation.

We will briefly address each of these bills in this statement.

AEA'S PROPOSALS FOR 1981

I. S.2239/H.R.5060 Restoration of the Restricted Stock Jption

Mr. Chairman, we urge this Committee to include S.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.

S.2239 would:

* Promote productivity growth;

* Help small, growing companies attract talented employees;

* Eliminate the unfair tax treatment of the current (non-qualifiad)

options; and

* Increase federal tax revenues.

I shall 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 nation's trade balance and producing

products which increase U.S. productivity. Regrettably, the United States

today lags behind most indL'strialized 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 levels 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 irdustries which are

traditionally the source of greatest growth.

Granting restricted stock options would provide employees an entrepreneurial

stake in 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

efficiently. Business growth creates more new jobs; increased efficiency

results in greater productivity.

Few employees have the financial 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.
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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 30% 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 fl-ow 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 product, 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 receive
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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 increased 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. Because 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 percent 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 ill 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 y 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 could not have attracted those key

people.

RESTRICTED STOCK OPTIONS WOULD ELIMINATE THE UNFAIR TAX TREATMENT-OF CURRENT

(NON-QUALIFIED) STOCK OPTIONS.

Restoring 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 income 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 capital appreciation, 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, if 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 also paid -taxes at ordinary income rates

on a "gain" he never realized. This is not just a theoretical possibility. It

has happened often enough in recent years to destroy any usefulness employee

stock options may have had for companies ir 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 resulted in imputed taxable come 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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received 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. During 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 S.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 options.

In 1976, Congress was told that phasing out the qualified stock option would

increase 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. Greater deductions from the same taxable income has actually

resulted in lower corporate tax payments to the Treasury.

Both cash compensation and n)n-qualified stock options generate employee taxes

to the Treasury. However, these revenues are more than offset when the corporation

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 million total, S.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 general conclusion of the Joint Committee's analysis, but

we think its estimate of the positiverevenue flow is much too low. Sine

many companies desiring to issue options would gladly subsitute restricted stock

options for the less effective non-quallfie4 options, we believe 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, AEA 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$68million due to 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 loss which undoubtedly 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 ultimately

would have paid on the same transactions if restricted options had been 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.

I should point out that passage of S.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.

II. S.2906 and H.R.6632/S.2355 Tax Credits to Stimulate Research and

Development

Mr. Chairman, for the last year and a half, an American Electronics Association

Task Force of senior industry leaders has been studying methods 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 less 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 S2906, The

Research ad Development Act of 1980, sponsored by Senators Danforth and

Bradley, and H.R.6632/S.2355, The Research Revitalization Act of 1980, spon-

sored by Congressman Vanik and SenatoK Tsongas. Here are the facts found

by our task force which underly these recommendations:

THE FUNDAMENTAL IMPORTANCE OF R&D

Technological innovation in U.S. industry is crucial to this nation's ability

to compete in world markets. Our most innovative industries -- high technology

electronics, capital equipment, pharmaceuticals, and agriculture -- contribute

the bulk of our exports. From 1960 to 1979, these R&D-intensive industries

increased their export surplus from SS.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 is 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 increased

productivity in the United 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-Intensive 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 industries to low-technology

industries over the past three decades. The results speak for themselves:

Comparative Performance 2f HiQh and Low Technoloov Industries
1950 - 1974

High Technology Low Technology

Compound growth rate 6.71 2.3%
Productivity increases 4.01 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 our

domestic and world economy, we are alarmed by clear signs that innovation is

declining in the United States:

* R&D spending as a percent of GNP has declined by 27% in the

last 15 years;

a Real growth in industrial RPD has slowed from an annual average 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.

* 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

policies.
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* 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 our innovation indicators are declining, it is evident that

other industrialized countries whose fins 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%*
stage 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

policies of our foreign competitors and trading partners. I shall briefly outline

several examples of the incentives other countries use to foster R&D innovation.

The Japaness government targets certain high potential industries for develop-

ment: automobile, steel and ship-building in the past -- computers and semi-

conductors today. Copanies in these areas can receive R&D subsidies (repayable

* As a comparison of R&D efforts for commercial (i.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, In these areas.
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only if the program is successful), accelerated depreciation allowances, and Th-g---

term, low-interest loans. In addition, a 20% tax credit is granted for increases

in R&D expenditures by all businesses. Companies thet form joint research

associations can immediately recover the cost of their investments in new

machinery, equipment and facilities. Japan's Ministry 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-interest 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 normal rate.

The French government provides highly favorable tax treatment to companies

specifically formed to conduct R&D or apply innovative processes. In addition,

special accelerated depreciation 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 of at least 10% for R&D expenditures

and a basic deduction for R&D expenditures,over the average of the previous 3

years' spending levels. The government also provides grants to companies that

perform high-risk R&D in commercial technologies.

65-969 0 - 80 - 20 (pt.3)
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Parenthetically, we may note that some of our major cormgtitors 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 ill 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.

S.2g06 Danforth-Bradley

This bill would create:

* 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.

* A new statutory definition of R&D, adopting the Financial Accounting Standards

Board (FASB) definition, long used by industry and accountants in non-tax

areas. This definition is supported by an established body of learning,

thereby eliminating many of the problems and uncertainties normally

encountered in a new statutory definition.

e Special provisions for new companies because small start-up firms are

frequently the most innovative. The billl allows thea, to calculate their

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 little or no

tax liability in the first years.
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We especially recoamtnd the Danforth-Bradley solution to the problem of

defining R&D. As the Treasury Department and others have correctly testified,

simply adopting the present IRS Code Sec. 174 as a "definition" of R&D is

inadequate. The present Code Section itself contains no definition of R&D

but only provtdqs 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 correctly contends its definitional regulation was not designed

to adjudicate a tax credit. Changes would be required. This critical policy

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 S.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 R&D.

S.2906 would expand government's commitment to R&D, while allowing the market-

place to determine how R&D resources should be allocated.

H.R.6632/S.2355 Vanik-Tsongas

This bill would create a 25% tax credit for corporate funds contributed to

colleges and universities for research . This would:

s Re-orient many academic programs and facilities away 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

s Allow a company, a group of companies in an industry or several

industries to sponsor research.

Again, we believe the tax incentive approach of H.R.6632 is far preferable 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.

Ill. S.2923 Reduction of the Tax on Capital Gains to Stimulate 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;

* 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 our economy: the critical shortage of risk capital

available 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 high 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' abilities to raise founding

and growth capital. It 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 creation. 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 their size.

We were able to show, for example, that in the youngest of the surveyed companies--

those founded in 1976--for every $100 equity capital invested, they generated

export sales of $70, spent $33 olt R&D, paid $30 in 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 capital gains reduction. Despite a major recession, it is now clear

that reducing capital gains taxes made a major contribution to increased equity

values, the availability of risk capital for growing companies, and the number of

common stock offerings by new companies.

A table prepared recently by Oscar S. Pollock of Ingalls and Snyder summarizes

this progress.
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Mr. Chairman, we urge you to enact Senator Cranston's bill, S.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 either positive or minimally

negative. The beneficial economic fallout has been spectacular. S.2923 has

similar potential benefits. Our economy will suffer a major lost opportunity

If it is omitted.

SUFARY OF AEA'S PRIORITIES

Restricted stock options, R&D tax credits and capital gains tax cuts are the

urgent tax priorities for the electronics industry in the 96th Congress. We

believe they form a well-balanced package that addresses huan 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 business issue before this Committee today Is

accelerated depreciation, and specifically, the Capital Cost Recovery Act.

Mr. Chairman, we support enactment of HR.4646.

The Capital Cost Recovery Act would stimulate productivity by accelerating the

return of capital invested in plant, equipment and vehicles. These funds can

then be reinvested in newer and more productive facilities. Improved productivity,

in 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

believe Treasury's estimates of the net revenue loss from H.R.4646 are overstated.

For example, Treasury spokesmen have told us they based their estimate of the

tax benefit to tht electronics industry on the impact the bill would have

on companies which elect the Asset Depreciation Range (ADR) system. But, as

the original Treasury statement on this bill concedes, "a very small percentage

of small business tax payers have chosen to elect the AOR system." Few

electronics companies use ADR's today. The system is too complicated, and the

extremely short useful lives of much of the equipment used in our industry

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 is that

the bill-provides comparatively little direct benefit for us either. We

recognize that this bill will not benefit our specific industry 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

bill 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 is clearly good for the economy. Since some of the greatest

strides in productivity have resulted from new uses of electronic technology,

we believe 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 is that many of our companies already depreciate

their equipment in less than five years through individually negotiated "facts

and circumstances* determinations by the IRS. A uniform and mandatory 5-year

period for depreciating all equipment could actually raise taxes for our companies.

Our companies would benefit most from the 10-5-3 bill in its 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.

OPTIONAL ITY

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 depreciation 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 its sponsors intend without unforeseen harm

to some industries.

Mr. Chainnan, I again want to thank you for finding room for our testimony

on your crowded docket. I would be happy 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,
COMMITrEE 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 BYRD. 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.

We 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. KIRKLAND. 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
program that will create jobs for the unemployed-and not tax
breaks 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-
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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 would 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:

The 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 wealthiest 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 year 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 anduseful
life 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 life. 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.

Buildings 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 5
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.

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 interest-free loan. However, since firms
routinely and continually invest and reinvesL, 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 poor.
Needed revenue is dissipated through providing benefits to firms
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
share of the benefits, and each new provision tends to develop 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 BYRD. Mr. Kirkland, you have already exceeded your
time by 8 minutes.

Senator MOYNIHAN. Mr. Chairman, he was just getting to the
good part.

Senator BYRD. Maybe you could tighten it up a little bit.
Mr. KIRKLAND. I 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 BYRD. If you wish to comment briefly on the last two
pages, why don't you go ahead.

Mr. KTRKLAND. 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
particular 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 suggest 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 Bvw. 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:]
QuwriONS SUBMFrD BY SENATOR LONG AND MR. KIRKLAND'S REsPoNss TO 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
improve our competitive position?

21You 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?

3. In your statement you have urged us to consider the refundable tax credit
proposed 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 ini 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 caeby-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 e.g. (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 service 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 by 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 sample principle to workers not covered by Social
Security-federal employees, those under the railroad retirement system and some
state and local employees-through 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 BYRD. 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 BYRD. 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 - 80 - 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
resolution?

Mr. KIRKLAND. Well, sir, I would say not necessarily in both
cases, and far be it from me to criticize the judgments of the
Senate.

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
exigencies of the time such as the obsession with balancing the
budget.

Senator BYRD. Well, you have won that fight. [Laughter.]
Mr. KIRKLAND. Senator, if you will excuse me, sir, we have not

won a damn thing.
Senator BYRD. 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. KIRKLAND. 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
on 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.

Senator BYRD. 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 BYRD. Have you ever done it under any conditions?
Mr. KIRKLAND. Yes, sir.
Senator BYRD. You have?
Mr. KIRKLAND. Yes, sir.
Senator BYRD. 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 BYRD. 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. KIRKLAND. 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 BYRD. Mr. Kirkland, you have been dealing with the
Reagan-Kemp-Roth proposal, as you call it, and I think you r re
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 Republican 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 BYRD. Senator Packwood.
Mr. KIRKLAND. 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
be directed expressly at those who are really suffering the most
from 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 BYRD. Senator Packwood.
Senator PACKWOOD. 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
prortion of their income in tax than they do in this country.

Have your economic studies reached that same conclusion?
Mr. KIRKLAND. 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 PACKWOOD. I saw the story on social security the other
day. As I recall, the Germans tax is either 10 percent, or 12
percent, or 16 percent. It is very high. Yet, they tax less on what

business 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 mouth, but they just seem to shift their taxes onto
consumption, and onto workers through value-added taxes and
high social security taxes. Is there any correlation between their
low levels, or relatively low levels of taxation on capital, savings,
investment, and what-not, and their productivity, their lower rate
of unemployment than ours, the better performance of their
economy over the last 10 years than ours.

Mr. KIRKLAND. Sir, I would hesitate to draw broad analogies
between the conditions that exist in a continental economy such as
ours, and those of a country-in the case of West German, I think
that it is about the size of your State, sir.

I think a great many problems are far more amenable to solution
in those nice, tight little economies, than they are when we are
dealing with a diverse continental economy where industry shifts
and moves from one part of the country to the other, where we
have the wide divergence of employment conditions, of the condi-
tion of industry from one part of the country to the other.

I would hesitate to make a judgment that attributes the differ-
ences in our economy and economic performance, certainly in the
case of employment, to the tax structure. You might also point to a
variety of other distinctions between our countries.

In the case of Japan, there is a close correlation between the
decisions of Government and the decisions of industry. I doubt if
they have much sympathy with the principles of the Antitrust Act
in Japan. There are devices that are employed which, in our opin-
ion, are virtually subsidies for exports. I would place the value-
added tax in that category.

So I would hesitate to just embrace that notion, Senator.
Senator PACKWOOD. All I can conclude from your answer is this:

Yes, indeed, they do a ppear to tax capital less, and investment less,
whether that is a quid pro quo for lower unemployment and higher
productivity, you are not sure.

Mr. KIRKLAND. Yes; that is right.
Rudy Oswald would like to comment on that, if he may.
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Mr. OSWALD. Senator, most of the recent studies indicate that in
spite of those tax differences, the actual level of productivity in this
country is higher than practically all of the other developed coun-
tries.

Senator PACKWOOD. The level of productivity.
Mr. OSWALD. The level of productivity.
Senator PACKWOOD. The increase in productivity is last of those

major countries.
Mr. OSWALD. That is because they started from a much lower

base. Therefore, the rate of change is obviously able to be much
higher. Obviously, a Germany that rebuilt completely after the war
is in a different situation than the United States.

I think that our tax system has existed for a long time in terms
of its heavy emphasis on corporate taxes as a method of raising
taxes. In spite of that, over history, we have a much higher level of
productivity than most of the other developed countries.

Senator PACKWOOD. Are you familiar with the figures in the
Joint Economic Committee's report that if the trend continues as
we are now going by 1985, in terms of total productivity of the
major industrial nations, counting us as one, we will be fifth in
terms of total productivity.

Mr. OSWALD. But that assumes that the others will continue to
grow.

Senator PACKWOOD. Yes.
Mr. OSWALD. Affecting our productivity is the recession. Clearly

the big drop that was reported for the second quarter of this year
in terms of productivity is not related to capital investment. It is
related to the recession.

The biggest drop in the 1970's, in manufacturing productivity,
particularly, was the big drop that resulted from the 1975 reces-
sion. If we did not have that five point drop in productivity in the
1975 recession, the level of productivity in the 1970's in manufac-
turing would have been as good as it was in the 1960's.

Senator PACKWOOD. You are attributing, then, the whole last of
the 1970's to that one recession, because during 1976, 1977, 1978,
and 1979, before we hit the start of this recession, our increase in
productivity in relation to other countries was still down. For 1977
and 1978 it was still last of the major, and in 1978 and 1979 it went
actually down. You don't attribute that all to the 1974-75 reces-
sion, do you?

Mr. OSWALD. Part of the current decrease is the result of the
slowing of growth in 1979, and the 1980 decrease is clearly related
to the recession. The rates of growth in the other countries have
also been slowing down in the 1970's. They have not been main-
taining the rate of growth that they had in the early 1960's, or
even in the earlier part of the 1970's.

Senator PACKWOOD. Let me ask you another question.
Mr. KIRKLAND. Let me add a point or two on this. I think there

are a great many factors that enter into productivity and in man-
agement investment decisions. I suspect that possibly taxes are the
least of them. I would think that it would be a very unwise
company that would make an investment decision on the basis of
the tax issue alone.
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I would suspect that the basic incentives or reasons for decisions
relate simply to: Is there a market for the product, and can you
make money with it?

There are a number of factors affecting that which bear on
productivity. I think over the long run the remarkable record of
this country, in terms of productivity during periods when revenue
derived from corporate taxes was just as high as related to other
countries, was based in large part on the existence of mass markets
which have been in many industries heavily impaired by foreign
competition today.

The existence of relatively low cost money, and cheap and plenti-
ful supplies of money relative to those other countries. I think,
historically, the rates of interest and the availability of money in
this country has been lower in the case of interest rates in the cost
of money, and higher in terms of the availability of money. That is
a factor.

It has always been a source of some surprise to me that manage-
ment can get terribly exercised over minor variations in tax rates,
or tax issues, and the impact of taxes on investment, and yet
endure enormous increases in -the cost of hiring money which
seems to me to be a far more crucial decision than a decision as to
whether or not to make a capital investment.

We have seen in the past few months interest rates soar to
unbelievable levels, which I believe had a far more profound
impact on investment and on growth than anything you might do
in the tax area, and yet that seems to me a matter of relatively
minor concern in the business community.

I do believe that there is an insatiable appetite for tax reductions
in the business community under whatever label might be dreamed
up. The object is, I suppose, a zero tax structure, whether you get
there by accelerated depreciation, by investment tax credits-I
don't know what next year's gadget will be, but the object is to
reduce the taxes to nil.

That is a natural human aspiration, but to elaborate this theory
of the correlation between investment performance and variations
in the tax rate is, I believe, nonsense. The sources of productivity
over history have been essentially, in my opinion, the state of the
market, the existence of a large volume market which is based on
relatively high incomes and purchasing power.

Second, the access to relatively inexpensive capital, and access to
relatively inexpensive and plentiful energy. We are being heavily
impacted and adversely affected by a radical change in access to
energy and access to capital at reasonable cost. I think that those
have a far heavier effect on investment decisions than do taxes.
You don't pay the tax unless you make the money in the first
place.

Senator PACKWOOD. Thank you.
Senator BYRD. Senator Moynihan.
Senator MOYNIHAN. Thank you, Mr. Chairman.
Mr. Kirkland, and Dr. Oswald, I was hoping that you would be

able to get right through to the last page of your brief testimony
because there you raise what I believe is a proposal that has been
brought for the first time to this committee and is one which we
want to attempt to pay very close attention.
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You made the point that you have limited enthusiasm for an
across-the-board cut in the depreciation rates, and you made the
point of the impact that cutting the rate on structures from 32
years to 10 years might have in moving industry in part as a result
of the tax code, but that such a move would have no basis in
economic business decisions.

But you say that you would be for a new targeted program. This
is an important statement from the American labor movement.
You say-

A new tripartite industrialization board should be established that would have
policy responsibilities for spurring industrial development. This board should direct
the activities of a financial institution that would have a fixed amount of money
budgeted for the program. The amount and type of tax incentive or accelerated
depreciation allowance granted to a particular industry or company would be deter-
mined on a case-by-case basis with some type of certificate of necessity.

This is a large idea, and it ought not to be passed over without
comment. Would you tell us more of what you have in mind?

Mr. KIRKLAND. Yes, sir. I don't think that this is a particularly
or necessarily original notion because it has been discussed in
various quarters in terms of the national, widely current interest
today in the so-called reindustrialization of the United States.

Senator MOYNIHAN. I suppose the AFL-CIO has always been
under the impression that we are an industrial country. Maybe
there are some people who have never been in a factory, and who
think that it would be fun to see one. Therefore we ought to build
one in order to see it.

Mr. KIRKLAND. We would like to keep it an industrial country.
We are the biggest market in the world for steel, for autos, and for
a variety of other products. I somehow cannot get too enthusiastic
about the notion that we should get out of the business of serving
the bulk of that market and turn it over to some other country as
their particular specialty. I don't think that this is the way that
the world works, or that it ought to work

This kind of an approach-we are not wedded to any particular
aspect of it-is what we feel would make a major contribution to
reviving this country.

I can go across the board and see many areas and many prob-
lems, bottlenecks, obstructions to the revival of this country that
need to be overcome. I think that there will be relative scarcity of
the resources in terms of the demand.

I have had it put to me by people who are in a position to know
in the oil industry, for example, that to develop the resources that
we have here, on which we will have to rely, in the face of dimin-
ishing quantities of petroleum, taking oil shale, for example, will
require over the next 10 or 15 years upward of $700 to $800 billion
worth of capital investment.

I think if we do undertake to do those things, and I think we
should and must, we are going to have to make a sort of quantum
jump in our thinking about how to mobilize capital, and how to
channel it in the right direction.

Senator MOYNIHAN. You would see some role for a Government
institution in that mobilization?

Mr. KIRKLAND. Yes.
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Senator MOYNIHAN. Just to make a very rough analogy, the
Reconstruction Finance Corporation did a good deal of that financ-
ing from about 1931 until 1944.

Mr. KIRKLAND. That parallel has not eluded us, sir.
Senator MOYNIHAN. My parallel has not eluded you.
My time is up, but I thank you very much. We would like to say

that if you want to put more structure on that idea, and get it to
this committee, I know that we would be very much interested in
pursuing it, if we may.

Mr. KIRKLAND. There is another point in relation to it which I
would like to make.

The greatest of capital- accumulation or mobilization of growth
formation, whatever you want to call it, in this country today is in
the nature of social insurance funds, public and private. Those
reserves of those funds are fed further by ERISA, by the legislation
that requires full reserve funding, and are growing rather rapidly.

Senator MOYNIHAN. What was left of ERISA after we got done
with it last night.
- Mr. KIRKLAND. Right.

Senator MOYNIHAN. Those are workers' funds.
Mr. KIRKLAND. Yes.
Senator MOYNIHAN. Some say that their disposition is an appro-

priate role for the people whose money it is.
Mr. KIRKLAND. I would suggest the creation of such an entity

could help channel and make it more feasible to direct some of
those funds, as I think our members would like to, into projects
and programs that would help to revive the industrial base of this
country. This would offer one medium for doing that.

Senator MOYNIHAN. Thank you very much.
Senator BYRD. Senator Bradley.
Senator BRADLEY. Thank you very much, Mr. Chairman.
Mr. Kirkland, I would like you to tell me if I am stating your

proposition correctly. One of the major causes for the downturn of
productivity in this country has been the idle capacity that our
economic policy has created in industry. This idle capacity makes a
businessman, when he looks at his plant and equipment and sees
idle capacity, say: "Why do I want to invest in new plant and
equipment?" It makes a worker, when he sees his fellow worker
losing his job, not want to adjust to new technological develop-
ments in the processes of that particular industry.

This combination that is basically managed by government eco-
nomic policy, the stop-go over the last 15 or 20 years, has been a
major contributing factor to the downturn of productivity.

Mr. KIRKLAND. I would agree with that, sir.
Senator BRADLEY. What percent would you assess to the down-

turn of productivity that such stop-go policies represent?
Mr. KIRKLAND. Sir, I would not be in a position to put a number

on it. I suppose you can gauge it by the past trends. I think there is
a strong correlation between the level of economic activity and the
level of growth of productivity.

If you go back to a time I recall, sir, and this is an interesting
fact, back when the issue of revenue sharing was first being dis-
cussed and proposed during the latter years of the Johnson admin-
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istration. The initiative was the idea of certain gentlemen who are
now in the Brookings Institution.

The rationale for that proposal was the prospect that we would
have a -terrible problem confronting us very shortly, the projection
of a mounting and rapidly growing Federal surplus stemming from
the rate of growth that existed at that time projected into the
future, and that revenue sharing was designed to help solve that
grievous problem.

Now, what happened? That was only 10 or 12 years ago, what
happened? There was no productivity problem then. We were in a
period of rapid growth and productivity which was the envy of the
world. We were approaching, at or near, what now would be re-
garded as close to full employment, and we had a very modest rate
of inflation. We had in the last year, our last budget surplus after
revenue sharing went into effect, including the cost of the Vietnam
war.

I believe that if it was possible 10 or 12 years ago, I think that it
is feasible today.

Senator BRADLEY. To reconstitute that growth?
Mr. KIRKLAND. Yes.
Senator BRADLEY. Could you tell me, if you think that we can

increase productivity in this country and return our economy to an
upward ascent on a growth path without increasing our share of
the world marke?

Mr. KIRKLAND. I don't think that the share of the world markets
in terms of the export impact is that crucial. It is still a relatively
minor part of the total market. The base of our production has
been the service of the domestic market by and large, and over
history that is the base on which our productivity and our industri-
al system has grown. The export element of it is only 16 percent.

Senator BRADLEY. One in five jobs in the country is dependent on
exports.

The point I am leading to is this. In 1945, we had an agreement,
an informal agreement but nonetheless an agreement, among
labor, industry, finance, and agriculture that it was in our interest
to pursue open markets around the world. The Bretton Woods
system was based on that precept. Another assumption was the
United States was superior in technology, labor, and economic
power.

We have gotten into a situation where we are seeing some ten-
sion, and the question that I am putting is. Is labor still committed
to that system, or are we seeing tension now that will increase the
pressures for protectionism? If so, what does that mean for the one-
in-five in the country who are now employed in the export sector?

Finally, since the bell rang and I am still talking, I will add
another aspect to my question. If we have this industrial board
which had been suggested, what if that industrial board decides
that there are some sectors of our economy that are just not
competitive, and that we have to do what we can in order to
expand our share of the world market by rewarding those sectors
which can be more competitive?

Those are six questions which I would have preferred to ask
sequentially, but that is life in the Finance Committee.
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Mr. KIwKL&ND. That is a pretty large order you have put on my
plate, sir. I could discourse on that for a couple of hours.

The issue of trade policy is one where we have undergone a
considerable evolution. I think that evolution has been a reflection
of reality and changing reality. I think that it would be very nice,
sir, and I would be all for it, if we had a world that worked
according to the theory of comparative advantage in a classic
sense. If we did, I think that we would probably still do quite well.

I don't think that that is the world that exists. I think we, still
today among all the industrial nations of the world and develop-
ment nations of the world, have the most open market. The object
of most of the other nations of the world is to target that American
market, which is still the greatest one in the world, in a wide
variety of ingenious and extraordinary devices that have been de-
veloped far beyond any that had to be dealt with during the days of
Bretton Woods in order to achieve that objective.

We have, for example, in the case of the automobile industry a
situation where owing to circumstances that with the best of man-
agement could not have been too readily rejected, where the
market in 1 year was a market for big cars because of the nature
of our country and the nature of our highway system, and so forth,
which does not make it too comfortable to traverse long distances
in a small Fiat, made it prudent at the time, if you wanted to stay
in business, to make and sell those cars.

With rather startling suddenness, that market did a 180 degree
turn owing to the scarcity and rising price of gasoline, imposed not
by the free market, sir, by a cartel that at Bretton Woods would
not have been highly regarded as a instrument for determining the
state of the world market and world production.

We have imposed social costs, which I believe in, and which we
supported and advocated to you and industry, in the form of envi-
ronmental and pollution controls which impose additional costs.
Suddenly we have this industry in a state of acute vulnerability,
and at that particular point our competitors target this market and
move in like sharks. We have a basic industry in this country
which faces the prospect of permanent loss of markets.

I don't think that I am prepared to say that that represents a
long-run, natural, logical evolution of economic events, and we
should writeoff that industry and concentrate on micro chips.

The same is true with the steel industry. You cannot take a slice
of time at this particular moment and say that this is a declining
industry. I cannot believe that the steel industry in this country is
a permanently declining industry, and that it is incapable of cor-
rection by prudent approaches.

In fact, I think and I have heard evaluations of the situation, and
projections of the future which maintained that within a few short
years we will in all probability, on revival, be faced with a problem
of undercapacity in our steel industry, and an enormous pressure
of demand on our steel industry.

Things change, and you cannot project from one point on the
chart what the future direction is or ought to be. I would negotiate
a trade relationship of equity and reciprocity with any country. I
don't think that is the way the world is, sir.
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I certainly do not think that that is the way it is in our relations
with Japan, and with much of the Common Market, not to mention
the developing world where the structure of protectionist devices
and enticements for industry to locate are extraordinary.

Senator BYRD. Senator Nelson.
Senator NELSON. Thank you, Mr. Chairman.
I regret that I was absent for the presentation of the testimony. I

will defer any questions I have, and put them in writing as you
indicated.

Senator BYRD. Yes.
Senator Roth.
Senator Rom I would like to welcome you, Mr. Kirkland, even

though you are not an enthusiastic supporter of my legislation.
Nevertheless, I think we have a joint interest in the problem of
what has been called the reindustrialization of America.

One of my concerns currently is that under the current practices
the people that are suffering the most really are the poor who
don't have jobs, and the working people who are paying an increas-
ing share of their income in the form of taxes because of inflation.

As I look down the road, what bothers me even more is that I see
this country becoming increasingly less competitive in practically
all forms of industry. We have large automobile plants at home,
and we have seen what happened there. We also have some steel,
and we have seen what has happened there.

What bothers me about your proposal, and I regret I was not
here, as I understand what you are saying, we would create a
tripartite board to hand out special tax incentives. By bothers me
about that is that it would be very politicized.

Frankly, can you see such a board turning down any principal
industry in our current situation, whether it were steel, or auto, or
whatever it would be, saying that they should not get accelerated
depreciation?

Mr. KIRKLAND. Yes, sir, I could.
Senator ROTH. You are more optimistic than I am, but I would

say, sir, that any Senator or Congressman representing his con-
stituency would feel compelled to try to protect the jobs of his area.

Actually, I am one who thinks that we have to do something to
modernize our basic industries. I do not agree with those who think
that we should be a service-oriented country. I think that as the
leader of the free world we have to have a modern and competitive
steel industry, a modern and competitive automobile industry. You
name it, and I just don't think that we can afford to let them go
down the drain.

Mr. KIRKLAND. I simply say, sir, political pressures are a fact of
life, and they work in many diverse ways, many of them good.

Senator ROTH. Wouldn't be better off--
Mr. KIRKLAND. I don't think that the way to escape political

pressure is just to yield to a universal political pressure and give it
to everybody.

Senator ROTH. Of course, I am of another school, I will have to
admit. I think the market itself works better. But I would be very
concerned if we were taking this decisionmaking out of the private
sector and putting it in a Government agency, which is in a sense
what we would be doing.
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That would be point number one. When you look at the complex-
ities of industry, not only existing industry but hopefully future
developments, it would seem to me to be very difficult taking that
decisionmaking here to Washington.

Second, it does seem to me, whatever device you use, it is going
to take tremendous quantities of capital formation to modernize or
to develop the new industries. What bothers me-we have been
holding hearings in the Joint Economic Committee-is that I have
been told that Japan is outcompeting us in practically all areas,
and by the end of the century Japan will have an economy as large
as ours. They are spending as much today for equipment and plant
as we are, although they are only half as large.

So it seems to me that we do have to promote savings to provide
that capital formation, and that must come from all the working
people. Do you disagree with that?

Mr. KIRKLAND. I would not so much disagree on the facts, as I
obviously disagree on the inferences for how to approach it.

In terms of our capital investment-I could add this to the
record, this is from Rudy Oswald's testimony to the House Ways
and Means Committee on the panel the other day. It shows that
the historical record of private fixed investment is a percentage of
gross national product, and it shows that currently for the last 3 or
4 years we have been at an all time high since 1949. The current
rate is about 10.8 as a percent of gross national product, and at no
time since 1949 has it been hiher.

Nonresidential producers durable equipment as a percent of
gross national product--

Senator Rom. Is that in current dollars, sir?
Mr. KiRKLAND. It is in current dollars, and in current GNP

dollars as well.
Senator RoTH. I would just make, if I might, the observation,

whatever we are doing, it seems to me to be inadequate. There
seems to be very little argument among the economists that have
appeared either before this committee or other committees that I
have sat on-

Mr. KIRKLAND. I think that it is inadequate in certain areas, and
in certain directions, and that is why we certainly would not pre-
clude the use of this device in some targeted manner.

There was a very interesting and, I think, constructive article in
the Wall Street Journal yesterday which highlighted something
that had been brought to me in conversations, and elsewhere for
some time back. We are looking forward to a situation where we
have potentially an enormous prospect of being the world's leadingexporter of coal.

There is a roadblock. There is an obstruction. We don't have a
decent port facility for shipping coal. I think that there ought to be
some investment in that area in rebuilding coal ports. I am told
that there is only one modern coal depot in the entire North
American continent that can handle it, and that is in Vancouver.

That was done by a deliberate act, I think, through a public
authority to build that facility, and they are getting the benefit of
vast coal exports through that port. Meanwhile, according to this
article, and I think that it is worth your looking at, there are ships
lining up waiting to load coal off of our east coast ports that have
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delays upwards of a month with an enormous increase in the
shipping costs, and a handicap to our potential for fully exploiting
this market.

Senator MOYNIHAN. Would the Senator yield just for a comment
to confirm what Mr. Kirkland has said.

The Committee on Water Resources has been holding hearings
on precisely this subject. What Mr. Kirkland says is precisely right.
The Port of Philadelphia, for example, has a 6-week wait to offload
coal onto seagoing ships.

Mr. KIRKLAND. The ships wait out here to get along side for the
coal to come conveniently, and it is backed up in highly expensive
railcars on the railroad tracks as a means of storage. I think that
that is an area that ought to bc addressed.

I just simply hate to see the potential resources that are needed
for that kind of development dissipated or broadcast to new shop-
ping centers and hotels, and facilities of all kinds, and creating
new tax shelters for builders, and for others.

Senator ROTH. I think we all agree that housing is not adequate
for our people.

Let me make one observation. I don't disagree with what you are
saying about coal. I think that that is a very strong potential of
export. At the same time, I want this country to be more than an
exporter of raw materials. I want to see this country export Ameri-
can manufactured goods because I think that means jobs here at
home.

In the old days it was the colonies that exported the raw materi-
als, and I don't think that that is the real answer. It is part of the
answer, but I think what I am concerned about is that in all our
industry, even our high technology, we see our competitive edge
eroding and being threatened by not only Japan and West Ger-
many, but by a lot of the newly developing countries, and even
some of the underdeveloped.

I would like to ask, if I might, just one brief question because my
time is up.

Would you agree that it is more meaningful to try to create
permanent jobs in the private sector than to create Government
jobs for helping the poor?

Should our goal be to try to expand the job work force in the
private sector, that that is a higher priority than creating jobs
through Government activity?

Mr. KIRKLAND. Sir, if I had that choice, if jobs were going to be
offered and created, a permanent job is, per se, a better job than a
temporary one. I think that most people would probably rather
work in the private sector. I would rather negotiate with a private
employer than with a public agency. They are more civilized.
[Laughter.]

They don't have the court, the Army, the Navy, and the police at
their disposal automatically.

But I doubt if that is the real nature of the choice. I think that
we have an emerging situation where we have what is truly a vast
number of people being thrown out of work, and there needs to be
work created. Creating work, I think, is better than transitory
unemployment compensation.
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The only way I see for picking up a good bit of that slack is a
revival and enlargement of public service employment.

Senator ROTH. Would you agree, sir, long-term that our efforts
should be primarily to create an environment of growth where
renewed jobs are created in the private sector, forgetting for the
moment the short-range need to do something.

Mr. KIRKLAND. I would certainly hope that that would take
place, sir, but I still subscribe to the notion that somehow has
gotten lost in the shuffle, but which a few years ago had a wide
spectrum of support at the depth of our last big recession, that the
Government ought to be prepared to be the employer of last resort.

Senator ROTH. Thank you, Mr. Chairman.
I would just say that what seems to me of critical importance is

that this Government adopt policies that will promote growth. The
problem in the past is that we haven't.

I will just point, Mr. Chairman, that according to Mr. Felstein
before the Joint Economic Committee, of our $386 billion of gross
private investment, once we subtract replacement of wearing out
capital stock, residential investment, antipollution and safety con-
trol equipment, real private investment amounted to about $40
billion, and many people believe that that is part of the problem.
We don't have the essential capital formation.

Thank you, Mr. Chairman.
Mr. KIRKLAND. I would like to make just one other point, sir,

which I touched on earlier.
I think the greatest deterrent to investment, and the greatest

shock that our economy suffered, and the greatest blow to industri-
al growth and development, was the monetary policy that was
invoked in recent months, and has been from time to time invoked
with much praise in financial quarters-the curtailment of the
supply, and the exorbitant increases in the price of money.

No matter what you do here, there ought to be some coordina-
tion. You can proceed along these lines in the name of stimulating
investment, and tomorrow morning you could have a sudden runup
in the prevailing rate of interest, and all is canceled out and
nullified.

I suggest to you, sir, that the cost and supply of money in the
money markets of this country have a far greater effect than taxes.
If a manufacturer made a fundamental investment decision on the
basis of a tax gadget, I would not be willing to bet very much on
the long term survival of his firm operating on that kind of motiva-
tion.

Senator BYRD. The Senator from Texas, Mr. Bentsen.
Senator BETSEN. Thank you very much, Mr. Chairman.
Let me apologize for my lateness in arrival, but I have been

chairing a hearing in the Joint Economic Committee on a some-
what similar subject.

Mr. Kirkland, I am delighted to see you here. I think you make a
good point on the increasing burden of the social security tax.
something along the lines of the Bradley-Gephardt approach would

help to ease that burden. I think that has to be part of the tax cut.
I personally favor a tax cut, but I think it has to be a selective

one that helps beat inflation by increasing production lines, rather
than unemployment lines. That means putting more goods on the
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shelves in a more efficient way, and at lower prices, and being
more competitive.

I chaired some hearings in the Far East. In talking to people who
were trying to sell U.S. products overseas, the complaints were
against the American Government and the disincentives. They
were also against American management for not being more inter-
ested in foreign trade.

I feel very strongly that labor and business ought to be doing
everything they can to increase that foreign trade, so we are not
exporting the jobs, but we are exporting products.

I believe that we can -put more efficient and better tools in the
hands of the American worker if we carefully approach this subject
of accelerated depreciation.

I share with you the idea that there should be a low priority for
new shopping centers and office buildings. What we are talking
about is improving the manufacturing capacity of this country.

You made a point that I am introducing legislation on, and I
would like to have the input, and that is the point about refurbish-
ing plants where they are. There has been grave concern on the
art of some of my colleagues that if we have something like 10-5-
it is going to move it all to the Sunbelt. As one who represents a

State in a very hot sunbelt, we don't want them all down there.
Give us some time to breathe and catch up.

I think that we are beginning to understand that the problems of
the Ohio Valley are our problems, too. We are going to help pay
them one way or the other. So I am working on legislation to try to
give some kind of a tax incentive to the refurbishing of a plant
building in these areas.

We have some costs that are not just on the corporate balance
sheet when we move a plant, such as the cost of unemployment
compensation. We have the personal problems of the families that
are uprooted. We have the lower tax base of the city from whence
they moved.

So as we are studying this, I would like very much to have the
input on how you think we can structure to help in that regard.

Now, if with that incentive they still move, then that means that
the economics are just overwhelming, and they have to move. But I
would appreciate any comments you might have now as to what
you think we should do in that regard. -

Mr. KIRKLAND. We certainly agree with your objectives on that,
sir, without reference to the specific method and the contents of
the legislation. One of the problems with not only the accelerated
depreciation proposals, but investment tax credit was that it did
tend to subsidize runaway plants, or plants that left a community
in some distress and relocated elsewhere, and secured thereby some
tax advantage.

Anything that would tend to neutralize that effect we would
certainly view with favor, including doing it retroactively in the
case of the investment tax credit.

Senator BFNTSEN. Do you have any suggestions on what we can
do to increase our share of exports and trade?

Mr. KIRKLAND. Sir, we have from time to time, I think, made
some proposals along that line. I think reciprocity is the essence of
it. I think there is a proliferation of hidden and overt devices that
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are leveled against us, plus the fact that many of our manufactur-
ers have made a separate peace with the existing protectionist
systems that exist in other markets.

They find it easy to accommodate themselves to those. They
simply jump the fences and settle there, and then take advantage
of them and work in that market. Our members cannot do that.
The workers stay behind. That is a key source of the problem, and
that compounds itself because once they accommodate themselves
to the incentives and barriers that other countries create, they
then become more and more adverse to producing here to compete
with that market which they have accommodated themselves to
behind those barriers.

A great mystery to me, and anyone who has traveled and looks
at it carefully I think would ask himself the question, is the ex-
traordinarily high price of American products in those markets.

Senator BENTSEN. Mr. Kirkland, do you know what we ought to
do in Japan. They take out full pages in this country to advertise
their cars. In business magazines, I see sections where they are
advertising. We ought to take the price of American products in
Japan and here, and Japanese products over here and there, and
just run pages.

Mr. KIRKLAND. I would not confine it to Japan, sir. I think that
you will find the thing in Europe.

Senator BENTSEN. I understand that. I was just using Japan as
an example.

I would put the price of beef, and I would put the price of an
automobile, of a Pinto, and of a Toyota, what it sells for in Japan,
and what it sells for in the United States, right on down the line,
and let their people see it and read it. I think that we would make
our point.

Mr. KIRKLAND. I have observed in shops and elsewhere in Europe
product after product where the delivered price of an American
product is two, three, or four times what it sells for here. The case
should be the reverse because of the collapse of the American
dollar in those markets, which ought to permit us to easily under-
sell, but it has not happened.

Senator BENTSEN. Their products are selling at the same price in
both places.

Thank you very much.
Senator BYRD. Just two brief questions, Mr. Kirkland.
Does the AFL-CIO favor or oppose additional restrictions on

imports, particularly automobile and steel?
Mr. KIRKLAND. The answer would be yes.
Senator BYRD. What in your judgment should have top priority

today, the fight against inflation, or the fight against unemploy-
ment?

Mr. KIRKLAND. I don't think that that is the real nature of the
choice, sir. I believe that unemployment is inflationary. Unemploy-
ment throws this budget out of balance, and creates the deficit
which common wisdom, I think, regards as inflationary.

Senator By"D. I am delighted to hear you say that. I did not
realize from your public statements that you regarded deficit as
inflationary. That is a good piece of news for me today.
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I have read your statement carefully, and my impression, and
maybe it is the wrong impression, that it is one of opposition to any
reduction in the high taxes facing the American people today, and
simultaneously advocating more and more Government spending.
To me that is the old New Deal philosophy, which I think is out of
date these days. Obviously, you don't think so, but I think it is out
of date.

Mr. KIRKLAND. No, sir.
Senator BYRD. I might say that in every election that I have ever

been in, the leadership of the AFL-CIO has done everything it can
to defeat me, but the working people--

Mr. KIRKLAND. With indifferent success, sir.
Senator BYRD. But the working people of Virginia do seem to

have a better view of my philosophy, I am glad to say.
Mr. KIRKLAND. If I may on that point, sir. I wouldpoint out that

the national AFL-CIO does not make the decision as to who en-
dorses or supports a candidate at the State level.

Senator BYRD. That is good news. [Laughter.]
In any case, I am very happy with the decision of the bluecollar

workers, and the working people in the State of Virginia. They
have been very kind, and much too generous.

Thank you very much for your testimony, Mr. Kirkland.
Mr. KIRKLAND. Thank you.
[The prepared statement of Mr. Kirkland follows:]

STATEMENT OF LANE KIRKLAND, PRESIDENT, AMERICAN FEDERATION OF LABOR AND
CONGRESS OF INDUSTRIAL ORGANIZATIONS

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 program that will create jobs for the unemployed-and
not tax breaks 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 higest incomes-and job creation is too imprecise, the lag i
time too great. The nation needs a program that will get the eight million unem-
ployed 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-served by enacting an economic
abstraction that ignores the differences between dollars that generate jobs, build
homes or enhance a skill and those that underwrite the playgrounds of the rich,
corporate take-overs or the flight of industry from hard-pressed urban area.

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 a campaign oratory would not be in the best interests of the country or
tax years.

e 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 pr. That is why we have called for-and today reiterate the need for:

Expanded public service job opportunities;
A = public works program, financed by the federal government and which can

start up quickly that would rebuild public facilities ravaged by years of neglect;
Additional 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 extended unemployment insuranceprograms;
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 non-inflationary manner.
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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 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 result 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 Rep. Gephardt and S. 2920 by Sen.
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 would more than offset the sched-
uled 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 recession -standards we believe should be
applied to every tax cut proposal.

The so-called ReaganKemp-Roth tax cut proposal does not meet the standards of
fairness, equity or targeted relief. It is not the 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 we
have appended to our testimony, condemn the Reagan tax cut proposal as unbal-
anced and inequitable.

It is evident from these figures that:
The Reagan proposal is a raid on the federal Treasury. The 10 percent across-the-

board cut in tax rates and the speedup in depreciation would cost $34.7 billion in
1981; by 1985 the cost more than triples to $117.1 billion.

The Reagan proposal primarily benefits the wealthiest 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 $92 a year-or $1.77 a week. That is abut 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 year 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 proposed 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 consideration. But under the proposed
Reagan tax cut individuals would, (except for the $100,000 and more income brack-
et) receive substantially greater benefit than a family with two children.

The Reagan proposal is, in reality, an attempt to place a greater amount of the
tax burden on individuals. It would accelerate the trend which started in the mid-
1960s of a declining share of the cost of government being assumed by corporations.
Indeed, by 1985 corporations would assume less than 12 percent of the income tax
burden and only 6 percent of the cost of government if the Reagan proposal were
adopted.TRe Reagan proposal would nearly halve corporate income taxes. By 1985, busi-

ness 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 corpora-
tions. 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 speed-up 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 life of the asset-with an entirely new and dramatical-
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ly accelerated system. This new method destroys any linkage between the actual
cost of an asset and its actual useful life. Under the Reagan proposal, there would
be only three classes of capital assets and the annual depreciation write-off would be
the same for all items within the class regardless of useful life.

Buildings and structural components would be written off in 10 years. Presently,
the average depreciation "life" of a building is 32.6 years. Machinery and equipment
would be written off in 5 years-the present average is 10.2 years. And or autos
and light duty trucks a 3-year write-off would apply, compared with the current 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 write-offs. 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 equipment to
$900. Nevertheless, the corporation can still write-off the full $1,000-in effect
deducting 11 percent of its cost.

Thus, under the 10-5-3 proposal, a company would be able to: (1) write-off more
than the cost of the asset; (2) do it in approximately half the normal time; and (3)
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.

Technically, of course, depreciation speed-ups amount to a "deferral" 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 interest-free loan. How-
ever, since firms routinely and continually invest and reinvest, the "loan" is con-
stantly 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 represent a clear-cut and substantial subsidy to business.

We believe the Congress 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 plant and equipment with longer service lives would be given greater
advantage over those using shorter-lived plants and equipment.

The Treasury Department estimates that the tax break woud be equivalent to
about 20 percent of the investment of the communications 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
rom this tax cut proposal; motor vehicles only 8 percent and 4 percent for the

construction industry. Wholesale 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 tax incentives are an ineffective and ineffi-
cient 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 na-
tion's industrial base-we would be their most outspoken advocates.

Unfortunately, the track record of attempts to use general tax forgiveness to
subsidize or encourage particular actions is poor. Needed revenue is dissipated
through providing benefits to firms for doing what they would do anyway. The
larger and more prosperous corporations that are least in need of aid get the lion's
share of the benefits, and each new provision tends to develop a life of its own. The
results often make the tax structure 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 than their fair share.

Why, for example, should a company located in a center city with heavy unem-
ployment be encouraged-through a tax incentive-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 parking 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.

Incentives might be used to encourage diversification of industry, particularly in
communities whose destiny is linked to the performance of a single company or
industry.
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Moreover, in light of the huge and costly array of existing business "tax incen-
tives," why not think in terms of sticks as well as carrots? The Investment Tax
Credit alone amounts to over $18 billion in foregone annual revenue. Why not, for
example, deny this credit where the investment does not fit in with national goals.

Why continue to permit tax "deferral" privileges to firms that invest abroad to
produce for U.S. Markets?

Why should American tax policy provide rapid write-off benefits to a U.S.-based
corporation that builds new facilities with foreign steel and materials, puts into
those facilities imported machines and equipment and utilize foreign-made vehicles
to transport its goods? There is little or no benefit here to American workers or
American industry. Perhaps a domestic content requirement should be part of any
tax benefit.

Tax policy-if it's to be a tool for reindustrialization-must be structured in terms
of precise and planned goals. It must be flexible and selective, not across-the-board.
If, indeed, there is a need to promote investment or discourage consumption, we
must first answer the questions "whose consumption?" and "which investment?"

Rather than just providing for general across-the-board cuts in depreciation, a
new targeted program should be developed. Such a program could be initiated as
part of a new overall industrialization policy that includes a frame work for funding
domestic federal financial assistance programs,

A new tripartite Industrialization Board should be established that would have
policy responsibilities for spurring industrial development. This Board should direct
the activities of a financial institution that would have a fixed amount of money
budgeted for the program. The amount and type of tax incentive or accelerated
depreciation allowance granted to a particular industry or company would be deter-
mined on a case-by-case basis with some type of certificate of necessity. Since such a
program would be subject to the appropriations process, the Congress would main-
tain oversight responsibility. Yet the expertise of public and private parties would
be brought together to solve the nation's economic problems. At the same time, the
experience in particular segments of industry could be monitored and evaluated.

But such measures cannot be shaped in isolation or handled in the closing hours
of a legislative session. And, if a precipitous, costly, across-the-board tax cut, such as
the Reagan proposal, is adopted, there will be that much less available to begin the
programs and measures, including tax cuts, that can put the nation back to work.
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TAiLX I
F.STIMATED REVENUE COST OF MIACAN

R90Th TAX PROPOSAL, 1981-85

Fiscal Year
1981

I MP -

Calendar Year
1981 1982 1983 1984

Ten percent tax rate
reduction for individual.
(in billions of dollars)

10-5-3 depreciation for
businesses (in billions of
dollars)

Total (in billions of
dollars)

Percent of total tax
auctionn for business

cent of total tax
reduction for individuals

$18.9

2.0

$20.9

9.61

90.4%

$30.3 $36.5 $43.0 $50.0 $ 57.4

4.4 11.4 24.8 41.5 59.8

$34.7 $48.0 $67.8 $91.5 $117.1

12.71 23.81 36.52 45.3Z 51.02

87.32 76.22 63.52 54.72 49.0%

W c : Office of the Secretary of the Treasury Office of Tax Analysis

1985



TABLE 2

SHARE OF THE COST OF GOVERNMENT

Total Federal
Budget Receipts
(billions)

$ 116.8

193.7

281.0

517.9

604.0

1052.7

Total Income
Tax Receipts
(Corp. & Indv.)

(billions)

$ 74.3

123.2

163.0

306.2

344.6

634.6

Corporate Income Tax
% of I of

Total Budget Income Tax
Receipts Receipts

21.8 Z 34.3 2

16.9 26.6

14.5 24.6

12.6

11.0

10.6

21.4

19.3

17.6

Note: 1965 - 1975 actual; 1980 - 1985 Office of Management and Budget estimates and projections

Source: The Budget of the United States various years, Hid - Session Review of the 1981 Budget

THE CORPORATE

Fiscal
Year

1965

1970

1975

1980e
1 981e

1985e
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TABLE 3

REAGAN - KEn -ROTH TAX PROPOSAL
INDIVIDUAL INC0N TAX RUCTIONS*

.djusted,
Gross Single Married Couple Married Couple

Taxpayer No Dependents Two Dependents

$ 8,000 $ 94 $ 52 $ 12

10,000 134 92 52

12,000 165 132 92

15,000 232 191 151

17,500 289 230 190

20,000 - 347 268 228

25,000 486 350 305

30,000 640 465 405

35,000 794 618 538

40,000 981 772 692

50,000 1,366 1,080 1,000

100,000 1,451 2,210 2,190

* Assumes taxpayer uses standard deduction or has deductable personal expenses of

23 percent of income, whichever is greater.



TABLE 4

REAGAN - KEMP-ROTH TAX PROPOSAL
DISTRIBUTION BY INCOME CLASS

Tax Reduction
(billions of dollars)

$ i.&5
2.76

3.70

7.58

7.42

4.36

3.03

$30.30

Z of
Tax Reduction

4.82

9.1

12.2

25.0

24.5

14.4

10.0

100.0%

Average Reduction
Per Taxpayer

(dollars)

$ 71

194

314

483

928

2180

7575

$ 418

Source: Economic Research Department, calculations based on U.S. Treasury and Joint Committee on Taxation estimates.
AFL-CIO

Annual
Income

0-Sl0,OOO

$10- 15,000

15- 20,000
20- 30,000

30- 50,000

50-100,000

100,000 &
over

Total

Number of
Taxpayers
(millions)

20.4

14.2

11.8

15.7

8.0

2.0

.4

72.5

Z of
Taxpayers

28.22

19.6

16.3

21.7

11.0

2.7

.6

100.0%

0[-&
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1,,mZ 5

EM= OF W(Mn-I -wm10io T Rrn mSCEALMVP l0t OF SDCIAL I' R P.CIQN

10% of Social
Adjusted laaan-KaDRc-o lot I~d&xtiaisc~ty-
Groes Single Married couple Married Oowle One TV)

$ 51000 $ - $ - $ - 3 $ 33

8,000 94 52 12 53 53

10,000 134 92 52 67 67

12,000 165 132 92 80 80

15,000 232 191 151 100 100

17.500 289 230 190 116 116

20.000 347 268 228 133 133

25,000 486 350 305 166 166

30.000 640 465 405 198 200

35,000 794 618 538 198 233

40,000 981 772 692 198 266

50,000 1,366 1,080 1,000 198 333

100,000 1,451 2,210 2,190 198 396

* Assumes taxpayer uses standard deduction or has deductable personal senses cf
23 percent of inome, whichever is greater.

** Assures each spouse earns half the income.

Ntes Over 15 million low and moderate incme workers that pay no incre taxbecause their iries are below the taxable threshold wcild benefit from
the 10% of Social Security reduction.

AFL-CIO Departrnat of Economic Issarch
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Senator BYRD. May I say, Senator Williams, that we regret very
much holding you up. I know you have many duties, both as
chairman of the Labor Committee, and on the floor of the Senate,
and we regret holding you up. But there was a great deal of
interest in Mr. Kirkland's testimony.

STATEMENT OF HON. HARRISON A. WILLIAMS, JR., U.S.
SENATOR, STATE OF NEW JERSEY

Senator JILLAMS. I appreciate that. I had an opportunity to
hear much of it, and I appreciate that, too.

I know that you have a great deal of work ahead of you at this
hearing, and many people waiting. I appreciate the opportunity to
make a statement, and would ask, if I could, that my whole state-
ment be placed in the record.

Senator BYRD. Yes, your complete statement will be made part of
the record.

Senator WILLIAMS. I would like to zero in the specific item that I
wanted to be here to talk about. I share what I sense is the general
feeling of the wisdom of moving now on measures of tax reform
and tax relief. One aspect I have introduced legislation on deals
with the question of what tax action could best help the entire
realty and construction sector recover from a rate of decline which
far exceeds that which we witnessed during the 1974-75 recession.

I know that later witnesses will address themselves to, and I
know that the committee will examine, the bill the that I have
introduced, the Real Estate Construction and Rehabilitation Tax
Incentives Act of 1980. I would like to very briefly review its
principal provisions with the committee.

The Code would be simplified, and construction would be
spurred, by providing for straight-line, 20-year depreciation for all
new construction. The only exception to this rule would be a 15-
year writeoff for low-income assisted housing, to assure the contin-
ued flow of investment capital. I also propose that an alternative,
experimental tax credit be established on a 4-year basis. This
would test a Congressional Budget Office theory that such a credit
would, particularly in the rental housing area, provide a more
efficient stimulus.

In tandem with these shortened depreciation Jives, section 189 of
the Code would be repealed. Currently, realty development is
placed at a severe disadvantage by the barring of current deduc-
tions for interest and taxes permitted in other enterprises.

I would like to pause to point out that the combined estimated
long-term revenue losses from these two changes would be only
about one-third those occurring under the 10-year accelerated de-
preciation schedule proposed in the Capital Cost Recovery Act. My
proposal has the further attractions of assisting rental housing and
enjoying the broad support of development professionals.

Code provisions providing for the rapid depreciation of rehabilita-
tion expenses for low-income rental housing would be updated to
i eflect current costs. Further, the availability of this preferential
treatment would be extended to all rental projects. Our best imme-
diate means for meeting the rental housing crisis is to upgrade and
preserve as many existing units as possible.
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The very effective and successful Code provisions spurring reten-
tion and rehabilitation of historic properties would be permanently
enacted. Our heritage will best be preserved, and our communities
best enhanced, if these incentives can be counted on.

A number of other existing provisions are changed and clarified.
The incentives for removal of architectural barriers would be per-
manently enacted. Preopening expenses incurred within 2 years of
a property's placement in service would be deductible. Greater
flexibility in the use of tax-exempt housing bonds would be permit-
ted. The ceiling would be removed for deductible realty investment
indebtedness. And the closing of the "vacation home loophole"
would be clarified to end its present effect of discouraging a family
member from renting shelter to another.

Finally, the legislation proposes what I believe to be a most
innovative and positive response to some of the problems arising in
the controversial area of condominium and cooperative conver-
sions. As the committee no doubt knows, the Code helps create
much of the demand for such units, and also dictates that almost
all conversions are carried out by third-party professionals rather
than by the landlord-owner.

The conversion of rental units is accelerating, and is spreading to
every region and every size community. A congressionally mandat-
ed study, just issued by HUD, projects that more than 1 million
apartments will be converted during the next 5 years. This study
also found that up to two-thirds of tenants are uprooted by conver-
sions -and that the elderly in particular are adversely affected.

I propose that a landlord be given more favorable capital gains
treatment when he converts-if the terms and conditions have
been worked out with a representative tenants' organization. This
change would hold out the carrot of mutual economic benefits to
tenants and owners by permitting them to, in effect, split the extra
layer of profit now generated by the participation of the third-
party converter. Landlords would receive higher profits, while ten-
ants would get lower purchase prices and the opportunity to negoti-
ate special provisions such as relocation assistance and long-term
tenancy for the elderly.

I would further encourage the creation of less costly limited-
equity cooperatives, and the reinvestment of conversion proceeds in
new rental construction, through special tax-free rollover treat-
ment.

I hope the committee will give serious consideration to this por-
tion of S. 2969, as it could advance very worthwhile social goals
with minimal revenue loss, and absent regulatory burdens.

Mr. Chairman, in closing, I would again implore that the com-
mittee's recommendations for Code changes benefiting business
provide equitable treatment for all areas of construction activity,
including rental housing. Revving up the massive engine of the
building industry can pump new life throughout the economy, and
take tens of thousands of workers off unemployment rolls and put
them back onto payrolls.

Many misstatements have been made that the Code already pro-
vides too many incentives for realty investment. It is true that tax
laws help to underwrite the American dream of homeownership,
but when attention is focused solely on incentives for business, it is
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clear that present law discriminates against investment in plant
versus other capital expenditures. Yet, new plant is equally impor-
tant for increased productivity, and higher employment.

A fiscally responsible, carefully developed and targeted real es-
tatge incentive package, such as I have proposed in S. 2969, will
remove that discrimination and benefit all areas of the Nation.

I wish to thank the committee for this opportunity. These are
very significant hearings that the committee has embarked upon,
and I know your witnesses to follow will also be offering very
helpful and wise counsel. I notice that a later panel will address
itself, in large part, to the bill that I have just discussed.

Senator BYRD. Thank you very much, Senator Willians, for a
very interesting proposal, which seems to me to have a great deal
of merit.

I am not clear; does it encompass the 10-5-3 depreciation pro-
posal?

Senator WILuAMS. It reaches the same area. It is, I suggest, less
costly, perhaps more efficient, than the 10-5-3. It is straight line 20
years, with one exception where it would be 15 years for certain of
the rental assisted housing.

The witnesses to follow, from the industry, will describe their
feeling about the 10 of 10-5-3, and will have comments that indi-
cate great effectiveness and efficiency with the straight line 20 that
is in this bill.

Senator BYRD. The 20-year proposal in the bill that you have
introduced, does that provide for the accelerated depreciation
within that 20-year period?

Senator WILLIAMS. It is straight-line, although within this bill
there is the investment tax credit as an opportunity, as an alter-
nate opportunity. Again, the witnesses to follow who work in the
industry can address these with greater knowledge of impact, and
how they feel that the various means would most efficiently and
effectively advance what we are trying to do here, and that, of
course, is bring through tax policy the stimulant into realty invest-
ment.

It is a time when we all know the problems created right now
from the discouragement of investment in construction and real
estate, and residential construction.

Senator BYRD. Just one final question. You mention the removal
of architectural barriers. What do you mean by that?

Senator WILLIAMS. That is again using tax policy to make
through architecture buildings more accessible to those who have
limited access because of architectural barriers.

Senator BYRD. Thank you very much.
Senator Bradley.
Senator BRADLEY. Mr. Chairman, I have no questions, other than

to say that it is always a pleasure to see my senior colleague, who
through his work on the Banking Committee through the years,
has been one of the real leaders in housing legislation. Anything he
brings before the Finance Committee I am sure will be looked at
very carefully, and his recommendations taken very seriously.

I am pleased to see you, particularly after last night.
Senator WILLIAMS. I come to you from either committee. Last

night, of course, it was the Labor Committee and ERISA, and today
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it is from the Banking Committee and Housing. But is it always a
pleasure and an educational experience to be working in partner-
ship with the Finance Committee, and a great honor, and late
work.

Senator BYRD. Thank you, Senator Williams. We were very
pleased to have you.

[The prepared statement of Senator Williams follows:]
PREPARD T ESTMONY OF HARRISON A. WILLIAMS, A SENATOR FROM THE STATE OF

NEw JRsEY

Mr. Chairman and members of the Committee, I very much appreciate the oppor-
tunity to testify before you regarding the crucial questions of tax relief and reform.
Your deliberations and decisions on this issue will do much to determine whether
this nation can successfully overcome inflation, unemployment and declining pro-
ductivity.

Mr. Chairman, with your permission, I shall keep my oral statement brief and ask
that my remarks at introduction, as well as the text and a summary of the
legislation I shall discuss, be printed in full in the hearing record.

A survey of current economic opinion leaves the impression that, hopefully, the
worst of the recession is behind us-but that recovery will be extremely slow unless
stimulative action, such as a tax cut, is taken. I would urge the Committee, in
fashioning such a cut, to adhere to a number of basic principles-

It should take effect in 1981, rather than being phased-in over a number of years.
It should be reasonably divided between business and individuals. On ttxe business

side, it should be carefully targeted to achieve maximum efficiency.
It should advance the goal of tax simplification.
It should be seen as helpful by those business sectors which it purports to assist.

And, within each sphere of business activity, it should let individual judgments
rather than the code determine investment decisions.

Earlier in this Congress, I became a cosponsor of the Capital Cost Recovery Act
because I support depreciation reforms which can spur investment and productivity.
However, while still in support of that bill's thrust, my further review has led me to
believe that its treatment of new capital construction is inefficient and incomplete.

Let me first address a serious omission in that legislation. As Chairman of the
Subcommittee on Housing and Urban Affairs. I am deeply concerned by the collapse
of the private rental housing sector. The national vacancy rate and unsubsidized
rental starts are at their lowest level in two decades, and there is no light at the
end of this tunnel. This intolerable shortage inflates housing costs and is beginning
to limit Americans' mobility, and, therefore, the ability of business to attract quali-
fied personnel where relocation is required.

Therefore, I would implore that the Committee include rental housing within
whatever alteration it reports for realty depreciation. To omit it will, quite simply,
take this economic activity from the sickbed and place it in the grave.

Now, let me turn to the more general question of what tax action could best help
the entire realty and construction sector recover from a rate of decline which far
exceeds that witnessed during the 1974-75 recession. In this regard, I would urge
the Committee to carefully review legislation which I introduced on July 24th.
Senate Bill 2969, The Real Estate Construction and Rehabilitation Tax Incentives
Act of 1980, proposed what I believe to be the most comprehensive revision of code
treatment of this area in more than a decade. Later this morning the Committee
will hear from trade associations far more expert than myself concerning the
projected effects and tax expenditure consequences of this bill.

Briefly, however, it would do the following:
The Code would be simplified, and construction would be spurred, by providing for

straight-line, twenty-year depreciation for all new construction. The only exception
to this rule would be a fifteen-year writeoff for low-income assisted housing to
assure the continued flow of investment capital. I also proposed that an alternative,
experimental tax credit be established on a four-year basis. This would test a
Congressional Budget Office theory that such a credit would, particularly in the
rental housing area, provide a more efficient stimulus.

In tandem with these shortened depreciation lives, Section 189 of the Code would
be repealed. Currently, realty development is placed at a severe disadvantage by the
barring of current deductions for interest and taxes permitted in other enterprises.

Let me pause to point out that the combined estimated long-term revenue losses
from these two changes would be only about one-third those occurring under the
ten-year accelerated depreciation schedule proposed in the Capital Cost Recovery
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Act. My proposal has the further attractions of assisting rental housing and enjoy-
ingthe broad support of development professionals.

e provisions providing for the rapid depreciation of rehabilitation expenses for
low-income rental housing would be updated to reflect current costs. Further, the
availability of this preferential treatment would be extended to all rental projects.
Our best immediate means for meeting the rental housing crisis is to upgrade and
preserve as many existing units as possible.

The very effective and successful Code provisions spurring retention and rehabili-
tation ofhistoric properties would be permanently enacted. Our heritage will be
best preserved, and our communities best enhanced, if these incentives can be
counted on.

A number of other existing provisions are changed and clarified. The incentives
for removal of architectural barriers would be permanently enacted. Pre-opening
expenses incurred within two years of a property's placement in service would be
deductible. Greater flexibility in the use of tax-exempt housing bonds would be
permitted. The ceiling would be removed for deductible realty investment indebted-
ness. And the closing of the "vacation home loophole" would be clarified to end its
present effect of discouraging a family member from renting shelter to another.

Finally, the legislation proposes what I believe to be a most innovative and
positive response to some of the problems arising in the controversial area of
condominium and cooperative conversions. As the Committee no doubt knows, the
Code helps create much of the demand for such units, and. also dictates that almost
all conversions are carried out by third-party professionals rather than by the
landlord-owner.

The conversion of rental units is accelerating, and is spreading to every region,
and every size community. A congressionally-mandated study, just issued by HUD,
projects that more than one million apartments will he coverted during the next
five years. This study also found that up to two-thirds, of tenants are uprooted by
conversions and that the elderly in particular are adversely affected.

I have proposed that a landlord be given more favorable capital gains treatment
when he converts-if the terms and conditions have been worked out with a repre-
sentative tenants' organization. This change would hold out the carrot of mutual
economic benefits to tenants and owners by permitting them to, in effect, split the
extra layer of profit now generated by the participation of the thirl-party converter.
Landlords would receive higher profits, while tenants would get lower purchase
prices and the opportunity to negotiate special provisions such as relocation assist-
ance and long-term tenancy for the elderly.

I would further encourage the creation of less costly limited-equity cooperatives,
and the reinvestment of conversion proceeds in new rental construction, through
special tax-free "rollover" treatment.

I hope the Committee will give serious consideration to this portion of S. 2969, as
it could advance very worthwhile social goals with minimal revenue loss, and absent
regulatory burdens.

n closing, Mr. Chairman, I would again implore that the Committee's recommen-
dation for Code changes benefitting business provide equitable treatment for all
areas of construction activity, including rental housing. Revving up the massive
engine of the building industry canpump new life throughout the economy, and
take tens of thousands of workers off unemployment rolls and back onto payrolls.

Many misstatements have been made that the Code already provides too many
incentives for realty investment. It is true that the tax laws help to underwrite the
American dream of homeownership. But, when attention is focused solely on incen-
tives for business, it is clear that present law discriminates against investment in
plant versus other capital expenditures. Yet, new plant is equally important for
increased productivity and higher employment.

A fiscally responsible, carefully developed and targeted real estate package, such
as I have proposed in S. 2969, will remove that discrimination and benefit all areas
of the nation. I will reemphasize that last point, Mr. Chairman, to try to dispel the
concern that incentives for new construction will draw business from the nation's
older manufacturing areas. I do not believe that any member has devoted more time
to this issue of plant relocation than myself. Yet, nothing I have seen indicates that
federal tax treatment is more than a footnote in such decisions, or that sound
revisions of such treatment will encourage relocations. The proposal I have submit-
ted will, I believe, be neutral in its regional effect. Except that, of course, the rental
housing rehabilitation should be of considerable benefit to our older cities.

Mr. Chairman, this concludes my remark. I again wish to thank the Committee. I
will be glad to answer any questions, either now or in writing at a future point in
your deliberations.
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[From the Congressional Record, July 24, 1980]

SENATE

By Mr. WnjAms (for himself, Mr. Stewart, and Mr. Cochran) S. 2969. A bill to
amend the Internal Revenue Code of 1954 to provide incentives for the construction
and rehabilitation of real property; to the Committee on Finance.

REAL WTATZ CONTRUCFON AND REHABILrTATION TAX INCENTIVES ACTr O 1980

Mr. WILUAMS. Mr. President, I am today introducing a comprehensive package of
Tax Code changes relatig to real estate, which are designed to provide stimulus to
the ailing construction industry. The legislation would also provide certainty in the
code's treatment of amortization of structures, and in other technical areas, and
provide simplifications which will reduce the bookkeeping costs of builders and
diminish the chances of disputes arising between them and the Internal Revenue
Service, I am pleased that Senators Stewart and Cochran have joined me in submit-
ting this measure.

Mr. President, there are compelling long- and short-term reasons for the expedi-
tious consideration and passage of this legislation. Viewing requirements for the
future, there is widespread agreement that the present method of depreciation
permitted by the tax code is unnecessarily complex and, in the context of inflation,
does not permit business to set-aside a realistic amount to accommodate replace-
ment costs. As for immediate needs, the powerful engine of construction, so critical
to the Nation's economy, has been sputtering along and is in grave need of a tune-
up if we are to lift the Nation out of recession and give millions of Americans the
opportunity to get out of unemployment lines and back onto payrolls.

The latest available figures indicate that the rate of decline in construction
activity during the first half of 1980 has been far steeper than during the 1974-75
recession, and there are no immediate prospects for a quick turnaround. The dis-
mimal news becomes even more depressing when we consider new starts of residen-
tial rental housing by the unsubsidized market. HUD reports that only 130,000
unsubsidized rental units were built in 1979, the lowest level in two decades, and
that no more than 50,000 such units are expected to be started during 1980. The
result of this collapse of residential construction is the lowest national vacancy rate
since the end of the Second World War. The contracting supply of rental housing is
resulting in inflationary increases in the cost of shelter; and is beginning to limit
the mobility of Americans to the extent that, in some areas of the Nation, it is
becoming increasingly difficult for business to attract or retain key personnel due to
the shortage of affordable housing.

Mr. President, this legislation will end the Tax Code's present bias against invest-
ment in structures and in so doing will boost the Nation's- productivity by encourag-
ing the construction of modern factories. Further, it will aid in the continuing
development of a supportive infrastructure of commercial and retail property, and it
will help to reverse the dramatic and unacceptable collapse of rental housing
construction. It will do so principally by providing for straightline, 20-year capital
cost recovery for all structures; and by repealing the present code requirement that
construction period interest and taxes be amortized over a 10-year period, rather
than current y expensed as it is permitted for all other economic activity. My
approach is widely favored by the real estate industry over the most widely dis-
cussed proposal for altering the depreciation treatment of realty, the "10" provision
of the Capital Cost Recovery Act.

First, while my proposal would provide significant stimulation in comparison to
current law, it would not depart as radically from the actual lives of structures as
10-year accelerated depreciation would. Second, the implementation of this ap-
proach would take full effect as of January 1, 1981, whereas the phased-in approach
of that other proposal would delay full implementation and might encourage many
builders to defer new projects for some time. Third, while both proposals eliminate
audit disputes with the IRS centered on the proper lifetime of the structure, the
Capital Recovery Act would provide for punitive recaputre of excess depreci-
ation upon the sale of such assets in comparison to present law. M, prop would
eliminate recapture entirely by adopting straight-line amortization. Finally, my
proposal is far less costly, and less inflationary, than the "10" portion of "10-5-3.'

Initial revenue loss figures calculated, on a static and conservative basis by the
National Association of Realtors, indicate that the combined cost of 20-year struc-
ture lives and repeal of section 189, including rental housing, would start at $2
billion in 1981, rising to $3.3 billion in 1982, $4.8 billion in 1983, and $6.2 billion in
1984. In comparison, Data Resource, Inc.'s estimates for 10-year accelerated depreci-
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ation of all structures, exclusive of rental housing, would be $5.8 billion in 1981,
$6.8 billion in 1982, $13.5 billion in 1983, and $17.1 billion in 1984.

In sum, Mr. President, the approach I am suggesting would result in only one-
third of the revenue losses of the most widely discussed alternative while curing its
serious defect of omitting rental housing construction. I believe that a $2 billion tax
cut for real property construction could be easily accommodated within the total
business tax reduction currently being discussed for 1981 implementation, Further,
the actual revenue loss would be far less when one factors in the feedback effect of
reduced unemployment compensation costs, higher incomes of construction workers,
and the overall productive and revenue-generating activities of the businesses
housed in more efficient new structures.

Under my proposal, the only deviation from 20-year depreciation for structures
would be to provide a 15-year lifetime for assisted low-income rental housing. The
many difficulties involved in constructing and maintaining these projects require
that investors be given somewhat more favorable treatment to assure a continuing
supply of construction capital.

Mr. President, this legislation will also provide, on an experimental basis, a 10-
percent investment tax credit which can be elected in lieu of depreciation. A 1977
study by the Congressional Budget Office speculated that, in the case of residential'
rental housing, such a credit would constitute an efficient use of tax expenditure
dollars. I believe it is worth trying out this concept to test its value.

Another provision of great benefit to rental housing is an extension of the present
Code provision allowing for the 5-year depreciation of rehabilitation expenses, with
the minimum and maximum amounts eligible for such treatment adjusted to con-
form with inflation-induced cost increases. This bill would also make such favorable
treatment available to all residential rental housing, not just that for low-income
persons, on the theory that the best immediate step we can take to address the
rental housing crisis is to preserve and upgrade the maximum number of existing
apartments.

This legislation also proposes what I believe is an innovative and positive response
in the controversial area of conversions of rental housing to condominums and
cooperatives. This is an area of prime importance, especially in light of a just-issued
HUD report predicting that more than 1 million rental units will be converted
between now and 1985. I am very pleased that the Senate recently passed the
minimum national tenant protection and disclosure standards which I proposed, and
which were embodied in title V of S. 2719, the 1980 Housing and Community
Development Amendments. The new provisions of this bill can complement those
reasonable standards by utilizing the incentive of mutual economic advantage to
bring tenants and landlords together to shape conversions which are more afforda-
ble and which make special adjustments for tenant difficulties. The present tax
laws, in the words of a March 1980 Congressional Research Service analysis, "make
it more attractive for the owner of a rental building to sell to a developer than to
convert the units himself." This is because a sale to a developer receives favorable
capital gains treatment, while a self-conversion's profits are taxed at higher ordi-
nary income rates. As a result, professional conversion firms have arisen which,
despite the denial of capital gains treatment, can still make large profits on individ-
ual unit sales, owing to the great demand for affordable housing of any type in this
time of short supply.

I propose that a landlord be permitted to receive capital gains treatment in a self-
conversion situation if the terms and conditions of the conversion have been worked
out with a representative tenant's organization. In effect, this would permit land-
lords and tenants to split the added layer of profit that now is taken by the
professional converter, resulting in a better price for landlords and low unit prices,
and special considerations, for tenants. I do not believe that this proposal will
encourage conversions to occur, but will certainly influence how they occur to the
benefit of owners and tenants alike.

I further propose that where at least half the units are sold to persons of low and
moderate income, or to a tenants' organization, and the seller reinvests his proceeds
in new rental construction within 2 years.

Mr. President, this bill will also make many other beneficial Tax Code changes. It
will remove the approaching expiration dates for those code provisions which en-
courage the retention and rehabilitation of historic properties, and the removal of
architectural barriers to the handicapped. These provisions have shown their effec-
tiveness, and in the absence of alternative proposals to achieve these same goals
should be made a permanent part of the code so that developers can rely on them.
Other changes include:

Clarifying present law to permit preopening expenses incurred within 2 years of a
property's placement in service to be currently deducted;
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Providing a technical correction to the "vacation home loophole" closing enacted
in 1976 to make sure that it does not discourage relatives from assisting each other
by denying tax benefits which would be available if a property is rented to a non-
relative;

Providing for greater efficiency and increased rehabilitation activity in the use of
tax-exempt housing bonds; and

Eliminating the ceiling for individual deductions of interest and investment in-
debtedness.

Mr. President, I believe that this legislation is a sound and responsible response
to the most pressing issues of the day in the vital realm of real estate development.
Although each of them has additional comments about specific portions of the
legislation which will be articulated next week in Finance Committee hearings,
virtually every group involved in the construction of new realty supports the overall
thrust of this measure, including both private market and subsidized residential
rental property developers, as well as those active in rehabilitation. There groups
include the National Association of Homebuilders, National Association of Realtors,
Coalition for Low and Moderate Income Housing, National Leased Housing Associ-
ation, National Realty Committee, National Apartment Association, National
Rental Housing Council, Building Owners and Managers Association, International
Council of Shopping Centers, and Council of State Housing Agencies.

I welcome their support for a comprehensive revision of the Tax Code's treatment
of realty, particularly in the areas of depreciation and construction period interest
and taxes, and hope that all of my colleagues will also find reason to support this
legislation after careful review of its provisions.

Mr. President, I ask unanimous consent that the text of this bill, and a section-by-
section summary of its contents, be printed in the RECORD.

There being no objection, the bill and analysis were ordered to be printed in the
RECORD, as follows:

S. 2969
Be it enacted by the Senate and House of Representatives of the United States of

America in Congress assembled,

SECTION 1. SHORT TITLE; AMENDMENT OF 1954 CODE

(a) SHORT TITLE.-This Act may be cited as the "Real Estate Construction and
Rehabilitation Tax Incentives Act of 1980".

(b) AMENDMENT OF 1954 CODE.-Except as otherwise expressly provided, whenever
in this Act an amendment or repeal is expressed in terms of an amendment to, or
repeal of, a section or other provision, the reference shall be considered to be made
to a section or other provision of the Internal Revenue Code of 1954.
TITLE I-CAPITAL COST RECOVERY TREATMENT OF NEW SECTION 1250

PROPERTY

SEC. 101. DEPRECIATION OF SECTION 1250 PROPERTY

Subsection (j) of section 167 (relating to special rules for section 1250 property) is
amended to read as follows:

"(j) SPECIAL RuLEs FR SECTION 1250 PROPERTY.-
"(1) GENERAL RULE.-Except as otherwise provided in this section, in the case of

section 1250 property subsection (b) shall not apply, and the term 'reasonable
allowance' as used in subsection (a) shall mean only an allowance computed under
the straight line method using a useful life of-

"(A) 15 years in the case of low income housing described in clause (i), (ii), (iii), or
(iv) of section 1250(aXIXB), and

"(B) 20 years in the case of any other section 1250 property.
"(2) APPLICATION OF GENERAL RULE.-Paragraph (1) shall apply with respect to

section 1250 property placed in service after the effective date of the Real Estate
Construction and Rehabilitation Tax Incentives Act of 1980.

"(3) TRANSITIONAL RULE FOR USED SECTION 1250 PROPERTY.-In the case of section
1250 property acquired after the effective date of such Act, the original use of which
did not commence with the taxpayer-

"(A) which is placed in service within 60 months after such date, paragraph (1)
shall not apply and the provisions of this subsection, as in effect on the day before
the date of enactment of such Act, shall apply with respect to such property, or

"(B) which is placed in service more than 0 months after the date of enactment
of such Act, subsection (b) and paragraph (1) shall not apply, and the term 'reason-

65-969 0 - 80 - 23 (pt.3)
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able allowance', as used in subsection (a), shall mean, at the election of the taxpay-
er-

"(i) aif allowance computed under the straight line method using a useful life of
20 years, or"(ii) an allowance computed using the remaining economic useful life of the
property (determined in accordance with regulations prescribed by the Secretary.".

SEC. 102. TECHNICAL AMENDMENT

Subparagraph (C) of section 312(k2) is amended by striking out "(jX1XC)" and
inserting in lieu thereof "(j)".

TITLE II-INVESTMENT TAX CREDIT FOR SECTION 1250 PROPERTY

SEC. 201. CHANGE IN INVESTMENT TAX CREDIr

(a) APPLICABLE PERCENTAGE.--Subsection (c) of section 46 (relating to qualified
investment) is amended by adding at the end thereof the following new paragraph:

"(7) APPLICABLE PERCENTAGE FOR NEW SECTION 1250 PROPERTY.-Notwithstanding
paragraph (2), the applicable percentage for purposes of paragraph (1) shall be-

(A) in the case of new section 1250 property with respect to which the taxpayer
does not elect the application of section 167Q), 100 percent, or

"(B) in the case of new section 1250 property, with respect to which the taxpayer
elects the application of such section, zero percent.".

(b) AMENDMENT OF RECAPTURE RULES.-(1) IN GENERAL.-Subsection (a) of section
47 (relating to certain dispositions, etc., of section 38 property) is amended by
redesignating paragraphs (5), (6), and (7) as paragraphs (6), (7), and (8), respectively,
and by inserting after paragraph (4) the following new paragraph:

"(5) SPECIAL RULES FOR NEW SECTION 1250 PROPERTY.-
"(A) GENERAL RUL.-If during any taxable year section 38 new section 1250

property is disposed of, or otherwise ceases to be section 38 property with respect to
the taxpayer, before the close of the recapture period, then the tax under this
chapter for such taxable year shall be increased by the recapture percentage of the
aegate decrease in the credits allowed under section 38 for all prior taxable years
which would have resulted solely from reducing to zero the qualified investment
taken into account with respect to such property.

"(B) RECAPTURE PERCENTAGE.-For purposes of subparagraph (A), the recapture
percentage shall be determined in accordance with the following table:

Recovery percentage

If the taxable year in which the property ceases to be section 38
property is:

The taxable year in which placed in service ....................................................... 100
The first taxable year after the year in which placed in service .................... 80
The second taxable year after the year in which placed in service ............... 60
The third taxable year after the year in which placed in service .................. 40
The fourth taxable year after the year in which placed in service ................ 20

"(C) DEFNrTONS AND SPECIAL RULES.-
"(i) SECTrON 38 NEW SECTION 1250 PROPERTY.-For purposes of this paragraph, the

term 'section 38 new section 1250 property' means any section 38 property which is
new section 1250 property.

"(ii) RECAPTrURE PERIOD.-For purposes of this paragraph, the term 'recapture
period' means, with respect to any property, the period consisting of the taxable
year in which such property is placed in service and the 4 succeeding taxable
years.".

(2) TECHNICAL AMENDMENTS.-
(A) Subparagraph (I)) of section 47(aX3) is amended-
(i) by striking out "paragraph (1), paragraph (1)" and inserting in lieu thereof
"paaaph (1) or (5), as the case may be, such paragraph", and
(ii) by striking out "paragraph (1) in the subparagraph heading and inserting in

lieu thereof "pa rph (1) or (5)".
(B) Paragraph (6) of section 47(a) (as redesignated by paragraph ()) is amended by

striking out 'paragraph (1) or (3)" and inserting in lieu thereof "paragraph (1), (3),
or (5)".

(C) Sub arag'aph (B) of section 47(aX7) (as redesignated by paraaph (1)) is
amended by striking out "paragraph (5)" and inserting in lieu thereof "paragraph
(6)".
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(C) AMENDMENT OF SECTION 48.-The last sentence of section 48(aX) (defining
section 38 property) is amended by striking out "includes only property" and insert-
ing in lieu thereof "includes only new section 1250 property and any other proper-
ty".

(d) STUDY BY SECRETARY OF THE TREASURY.-Not later than January 1, 1984, the
Secretary of the Treasury shall transmit to the Congress a study of the extent to
which the investment tax credit allowed by section 38 of the Internal Revenue Code
of 1954 has been used in connection with new section 1250 property. The study shall
include the Secretary's finding and recommendations concerning the effectiveness of
the investment tax credit as an incentive for the construction of such property, and
its relative efficiency for such purposes as compared with depreciation for such
property in accordance with such methods of depreciation as are permitted under
such Code. The study shall also include the Secretary's recommendations concerning
the extension, modification, or termination of the amendments made by this title
and an explanation of the reasons for such recommendations.

(e) EmFECTIVE DATE.-The amendments made by this section shall apply to periods
after December 31, 1980, and before January 1, 1985, under rules similar to the
rules of section 48(m) of the Internal Revenue Code of 1954.

SEc. 202. No ADDITIONAL FIRST-YEAR DEPRECIATION FOR NEw SECTION 1250
PROPERTY

Paragraph (1) of section 179(d) (defining section 179 property) is amended by
striking out "and" at the end of subparagraph (B), by striking out the period at the
end of subparagraph (C) and inserting in lieu thereof ", and", and by adding at the
end thereof the following new subparagraph:

"(D) which is not new section 1250 property.".
TITLE III-DEDUCTION OF CONSTRUCTION PERIOD INTEREST AND

TAXES

SEC. 301. REPEAL OF SECTION 189

(a) IN GENERAL.-Section 189 (relating to amortization of real property construc-
tion period interest and taxes) is repealed.

(b) CLERICAL AMENDMENT.-The table of sections for part VI of subchapter B of
chapter 1 is amended by striking out the item relating to section 189.

(c) DEDUCTION OF UNAMORTIZED BALANCE OF INTEREST AND TAXES REQUIRED To BE
AMORTIZED BY SECTION 189 BEFORE ITs REPEAL-To the extent that a taxpayer does
not elect, after the date of enactment of this Act, to treat the unamortized balance
of construction period interest and taxes (as defined in section 189(eX1) of the
Internal Revenue Code of 1954 as in effect on the day before the date of enactment
of this Act) as chargeable to capital account under section 266 of such Code, the
taxpayer may deduct such unamortized balance under the appropriate provisions of
such Code for the first taxable year of the taxpayer ending after December 31, 1980,
as if such unamortized balance constituted such interest and taxes paid or incurred
in such taxable year.

(d) APPLICATION OF SECTION 263.-Paragraph (1) of section 263(a) (relating to
capital expenditures) is amended-

(1) by striking out "or" at the end of subparagraph (F),
(2) by striking out the period at the end of subparagraph (G) and inserting in lieu

thereof a comma and "or', and
(3) by adding at the end thereof the following new subparagraph:
"(I) interest for which a deduction is allowable under section 163 or taxes for

which a deduction is allowable under section 164.".
(e) EFFwCnvE DATE.-The repeal made by subsection (a) and the amendment made

by subsection (d) shall apply-
(1) in the case of nonresidential real property, to construction periods beginning

on or after the first day of the first taxable year beginning after December 31, 1975,
and

(2) in the case of residential real property (other than low-income housing), to
taxable years beginning after December 31, 1977.

TITLE IV-EXTENSION AND EXPANSION OF EXISTING INCENTIVES

SEc. 401. PERMANENT EXTENSION, ETC., OF CERTAIN EXPIRING CODE SECTIONS

(a) SECTION 167 (k) AMENDMENTS.-
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(1) PERMANENT EXTENSION OF PROVISION.- Subsection (k) of section 167 (relating
to depreciation of expenditures to rehabilitate low-income rental housing) is amend-
ed-

(A) by stricking out "and before January 1, 1982," in paragraph (1), and
(B) by striking out subparagraph (D) of paragraph (3).
(2) EXTENSION OF PROVISION TO ALL RESIDENTIAL RENTAL PROPERTY.-Subsection (k)

of such section is amended-
(A) by inserting "And Other Residential Real Property" in the caption of such

subsection immediately after "Housing".
(B) b inserting "or residential rental property" immediately after "low-income

rental housing" each place it appears in paragraphs (1), (2), and (3XA), and
(C) by adding at the end of paragraph (3), as amended by paragraph (1XB), the

following new subparagraph:"(D) RESIDENTIAL RENTAL PROPERTY.-The term 'residential rental property' means
property which is or can reasonably be expected to be residential rental property as
defined in subsection (JX2XB).".

(3) INCREASE IN uMrrATONS.-Paragraph (2) of section 167(k) (relating to limita-
tions) is amended-

(A) by striking out "$20,000" in subparagraph (A) and inserting in lieu thereof
"$30,000".

(B) by striking out "$3,000" in subparagraph (B) and inserting in lieu thereof
"$5,000'.

(b) PERMANENT ExEN SION OF SECTION 167(n).-Paragraph (2) of section 2124(c) of
the Tax Reform Act of 1976 (relating to depreciation of i .ipiovements) is amended
by striking out ", and before January 1, 1981".

(c) PERMANENT ExTENSION OF SECTION 167(o).-Paragraph (2) of section 2124(d) of
the Tax Reform Act of 1976 (relating to substantially rehabilitated property) is
amended by striking out ", and before July 1, 1981".

(d) PERMANENT EXENTSION OF SECTION 190.-Subsection (c) of section 2122 of the
Tax Reform Act of 1976 is amended by striking out ", and before January 1, 1983".

(e) PERMANENT ExTENSION OF SECTION 191.-Paragraph (4) of section 2124(a) of the
Tax Reform Act of 1976 (relating to effective date for section 191) is amended by
striking out ", and before June 15, 1981".

(M PERMANENT ExTFNSION OF SECTION 280B.-Paragraph (3) of section 2124(b) of
the Tax Reform Act of 1976 (relating to demolition) is amended by striking out
and before January 1, 1981".

SEc. 402. MINIMUM TAX TREATMENT Or RAPID AMORTIZATION OF LOW-INCOME
RENTAL REHABILITATION EXPENDITURES

Paragraph (2) of section 57(a) (relating to accelerated depreciation on real proper-
ty) is amended by adding at the end thereof the following new sentence: "In the case
of property with respect to which the taxpayer has made an election under section
167(k), the amount treated as an item of tax preference under this paragraph shall
not exceed the amount which would have been determined as an item of tax
preference under this paragraph if the taxpayer had used an allowance computed
under the declining balance method using a rate not exceeding twice the rate which
would have been used if the allowance had been computed under the straight line
method.".

SEc. 403. SECTnON 1250 AMENDMENTs

(a) CLARIFICATION OF REFERENCE TO SIMILAR STATE OR LOCAL LAws.-Clause (i) of
section 1250(aX1XB) (relating to applicable percentage for certain insured mortgage
section 1250 property) is amended by striking out "under similar provisions of State
or local laws" and inserting in lieu thereof under provisions of State or local laws
establishing the definition of and intended primarily to finance or assist housing for
families or individuals of low or moderate income".

(b) LOW-INCOME HOUSING To INCLUDE SECTION 221(dX4) INSURED HOUSING AND
CERTAIN OrIER SUBSIDID HousINo.-Subparagraph (B) of section 1250(aX1) (relat-
ing to applicable percentage) is amended-

(1) by striking out clause (ii) and inserting in lieu thereof the following:
"(ii) in the case of dwelling units-
"(I) which, on the average were held for occupancy by families or individuals

eligible to receive subsidies under section 8 of the United States Housing Act of
1937, or under the provisions of State or local law providing for subsidies of a
similar nature for low- or moderate-income families and individuals."(II) with respect to which a mortgage is insured under section 211(dX4) of the
National Housing Act, or
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"(ID which are government-assisted housing, if at least 20 p-4rcent of the units in
families or individuals eligible to receive subsidies under section 8 of such Act or
equivalent rental assistance to assure that tenants do not pay more than one-
quarter of their incomes for rent,

100 percent minus 1 percentage point for each full month the property was
held after the date the property was held 100 full months;", and

(2) by adding at the end thereof the following new sentence: "For purposes of
clause (iiXIII), the term 'government-assisted housing' means housing which is fi-
nanced, insured, or assisted by loan, interest reduction payments, or tax abatement
under Federal, State, or local law.".

TITLE V--CONDOMINIUM AND COOPERATIVE COST REDUCTION

SEC. 501. CAPITAL GAINS TREATMENT FOR GAIN FROM RESIDENTIAL RENTAL
PROPERTY CONVERSIONS

Subsection (b) of section 1231 (relating to definition of property used in the trade
or business) is amended by adding at the end thereof the following new paragraph:

(2) by striking out the period at the end of subparagraph (G) and inserting in lieu
thereof a comma and "or', and

(3) by adding at the end thereof the following new subparagraph:
"(H) interest for which a deduction is allowable under section 163 or taxes for

which a deduction is aJlowable under section 164.".
(e) EFFECTIVE DATE.-The repeal made by subsection (a) and the amendment made

by subsection (d) shall apply-
(1) in the case of nonresidential real property, to construction periods beginning

on or after the first day of the first taxable year beginning after December 31, 1975,
and

(2) in the case of residential real property (other than low-income housing), to
taxable years beginning after December 31, 1977.

TITLE IV-EXTENSION AND EXPANSION OF EXISTING INCENTIVES

SEC. 401. PERMANENT EXTENSION, ETc., OF CERTAIN EXPIRING CODE SECTIONS

(a) SECTION 167(k) AMENDMENTS.-
(1) PERMANENT EXTENSION OF PROVISIONS.-Subsection (k) of section 167 (relating

to depreciation of expenditures to rehabilitate low-income rental housing) ia amend-
ed-

(A) by striking out "and before January 1, 1982," in paragraph (1), and
(B) by striking out subparagraph (D) of paragraph (3).
(2) EXTENSION OF PROVISION TO ALL RESIDENTIAL RENTAL PROPERTY.-Subsection (k)

of such section is amended-
(A) by inserting "And Other Residential Real Property" in the caption of such

subsection immediately after "Housing".
(B) by inserting "or residential rental property" immediately after "low-income

rental housing" each place it appears in paragraphs (1), (2), and (3A), and
(C) by adding at the end of paragraph (3), as amended by paragraph (IXB), the

following new subparagraph:
"(D) RESIDENTIAL RENTAL PROPERTY.-The term 'residential rental property' means

property which is or can reasonably be expected to be residential rental property as
defined in subsection (j(2XB).".

(3) INCREASE IN LIMITATIONS.-Paragraph (2) of section 167(k) (relating to limita-
tions) is amended-

(A) by striking out "$20,000" in subparagraph (A) and inserting in lieu thereof
$30,000", and
(B) by striking out "$3,000" in subparagraph (B) and inserting in lieu thereof

"$5,000'.
b) PERMANENT EXENTSION OF SECTION 167(n).-Paragraph (2) of section 2124(c) of

the Tax Reform Act of 1976 (relating to depreciation of improvements) is amended
by striking out ", and before January 1, 1981".

(c) PERMANENT EXTENSION OF SECrION 167(o).-Paragraph (2) of section 2124(d) of
the Tax Reform Act of 1976 (relating to substantially rehabilitated property) is
amended by striking out ", and before July 1, 1981".

(d) PERMANENT EXENrrsION OF SECTION 190.-Subsection (c) of section 2122 of the
Tax Reform Act of 1976 is amended by striking out ", and before January 1, 1983".

(e) PERMANENT EXTENSION OF SECTION 191.-Paragraph (4) of section 2124(a) of the
Tax Reform Act of 1976 (relating to effective date for section 191) is amended by
striking out ", and before June 15, 1981".
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(0 PxMAK1r T41 SIO -_ r-$r-8h (3) of section 2124(b) of
the Tax Reform Act of 1976 (relating to demolition) is amend y n ,
and before January 1, 1981".

SEC. 402. MINIMUM TAx TREATMENT OF RAPID AMORTIZATION OF LOW-!NCOME
RENTAL REHABILITATION EXPENDITURES

Paragraph (2) of section 57(a) (relating to accelerated depreciation on real proper-
ty) is amended by adding at the end thereof the following new sentence: "In the case
of property with respect to which the taxpayer has made an election under section
164(k), the amount treated as an item of tax preference under this paragraph shall
not exceed the amount which would have been determined as an item of tax
preference under this paragraph if the taxpayer had used an allowance computed
under the declining balance method using a rate not exceeding twice the rate which
would have been used if the allowance had been computed under the straight line
method.".

Swc. 403. SECnON 1250 AMENDMENTS

(a) CLARIFICATION OF REFERENCE TO SIMILAR STATE OR LOCAL LAws.-Clause (i) of
section 1250(aX1XB) (relating to applicable percentage for certain insured mortgage
section 1250 property) is amended by strikin, out "under similar provisions of State
or local laws' and inserting in lieu thereof under provisions of State or local laws
establishing the definition of and intended primarily to finance or assist housing for
families or individuals of low or moderate income".

(b) LOW-INCOME HOUSING TO INCLUDE SECrION 221(dX4) INSURED HOUSING AND
CERTAIN OTHER SUBSIDIZED HousIN.-Subparagraph (B) of section 1250(aXl) (relat-
ing to applicable percentage) is amended-

(1) by striking out clause (ii) and inserting in lieu thereof the following:
"(ii) in the case of dwelling units-
"(I) which, on the average were held for occupancy by families or individuals

eligible to receive subsidies under section 8 of the United States Housing Act of
1937, or under the provisions of State or local law providing for subsidies of a
similar nature for low- or moderate-income families and individuals.

"(II) with respect to which a mortgage is insured under section 221(dX4) of the
National Housing Act, or

"(MI) which are government-assisted housing, if at least 20 percent of the units in
such, if at least 20 percent of the units in families or individuals eligible to receive
subsidies under section 8 of such Act or equivalent rental assistance to assure that
tenants do not pay more than one-quarter of their incomes for rent,

100 percent minus 1 percentage point for each full month the property was
held after the date the property was held 100 fll months;", and

(2) by adding at the end thereof the following new sentence: "For purposes of
clause (iiXIII), the term 'government-assisted housing' means housing which is fi-
nanced, insured, or assisted by loan, interest reduction payments, or tax abatement
under Federal, State, or local law.".

TITLE V--CONDOMINIUM AND COOPERATIVE COST REDUCTION

SEC. 501. CAPITAL GAINS TREATMENT FOR GAIN FROM RESIDENTIAL RENTAL
PROPERTY CONVERSIONS

Subsection (b) of section 1231 (relating to definition of property used in the trade
or business) is amended by adding at the end thereof the following new paragraph:

"(5) CONVERSION OF RESIDENTIAL RENTAL PROPERTY.-In the case of residential
rental property which is converted to condominium or cooperative housing for
purposes of selling the dwelling units in such property, the property shall not be
treated as 'property used in the trade or business' unless the dwelling units are sold
after the terms and conditions of the sale such units are negotiated with, andagreed to by, an organization representing the tenants of at least 51 percent of the
dwelling units in such property which were occupied or sublet by tenants as of the
date on which all tenants receive notice from the taxpayer that the conversion of
the property to condominium or cooperative housing is proposed by the taxpayer.".

Szc. 502. TAx-FRiE ROLLOVER OF HALF OF THE GAIN FROM SALE OF RENTAL
PROPERTY TO TENANTS

(a) IN GzNzRL-Part III of subchapter 0 of chapter 1 (relating to nontaxable
exchanges) is amended by adding at the end thereof the following new section:
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"SEc. 1041. SALES OF RESIDENTIAL R'INTAL PROPERTY TO TENANTS

"(a) IN GENERAL-If a taxpayer-
"(1) clln-rcsidonti1 rental property which is treated as property used in the

taxpayer's trade or business under section 1ZjI(o) .. in a quaiiled sale, and - -
"(2) within 24 months after the date of that sale enters into a binding contract for

the construction of residential rental property which is section 1250 property,
then a portion (determined under subsection (b)) of the long term capital gain

from the sale of such roperty shall not be recognized.
"(b) DETERMINATION OF NONRECOGNITION PORTION.--The portion of the long term

capital gain not to be recognized under subsection (a) is 50 percent of such gain,
reduced by one-half of the amount (if any) by which the proceeds of the sale exceed
the cost of construction of the residential rental property described in subsection
(a2).

"(c) QUALIFIED SALE.-The sale of residential rental property shall be treated as a
qualified sale for purposes of subsection (a) only if-

"(1) not less than 50 percent of the dwelling units in such property are sold to
purchasers of low or moderate income, or the property is sold to an organization of
tenants of such property described in section 1231(bX5), and

"(2) there is a substantial likelihood that-the overall econ ;mic character of dwell-
ing unit owners will remain the same as the units are sold to subsequent purchas-
ers.

"(d) Low OR MODERATE INCOM.-A purchaser shall be treated as a low or moder-
ate income purchaser for purposes of subsection (cX1) if the family income of the
purchaser is 120 percent or less of the median family income for the statistical area
in which the residence is located. The family income of the purchaser and median
family income for the area shall be determined under regulations prescribed by the
Secretary after consultation with the Secretary of Housing and Urban Development
and which are consistent with the regulations prescribed under section 8 of the
United States Housing Act of 1937.

"(e) No ADJUSTMENT TO BASIS FOR CONSTRUCTED PROPERTY.-The basis of the
residential rental property constructed by the taxpayer pursuant to the binding
contract referred to in subsection (aX2) shall not be reduced by the amount of the
gain not recognized under subsection (a) on the sale of the property described in
subsection (aX 1).

"(f) STATUTE OF LIMITATIONS.-If during a taxable year a taxpayer sells residential
rental property at a gain, and elects the application of this section, then-

"(1) the statutory period for the assessment of any deficiency attributable to any
Cart of such gain shall not expire before the expiration of 3 years from the date the

retary is notified by the taxpayer (in such manner as the Secretary may by
regulations prescribe) of-

'(A) the taxpayer's cost of purchasing residential rental property which the
taxpayer claims results in nonrecognition of any part of such gain,

"(B) the taxpayer's intention not to purchase such property within the period
specified in paragraph (2), or

"(C) a failure to make such purchase within such period; and
"(2) such deficiency may be assessed before the expiration of such 3-year period

notwithstanding the provisions of any other law or rule of law which would other-
wise prevent such assessment.".

(b) HOLDING PERIOD.-Section 1223 (relating to holding period of property) is
amended by redesignating paragraph (12) as paragraph (13) and by inserting imme-
diately after paragraph (11) the following new paragraph:

"(12) In determining the period for which the taxpayer has held residential rental
property the acquisition of which resulted under section 1041 in the nonrecognition
of any part of the gain realized on the sale of residential rental property, there shall
be included the period for which the residential rental property with respect to
which gain was not recognized had been held, and the period such replacement
residential rental property was held as of the date of such sale or exchange.".

(c) CLERICAL AMENDMENT.-The table of sections for part III of subchapter o of
chapter 1 of such Code is amended by adding at the end thereof the following new
item:

"Sec. 1041. Sales of residential rental properties to tenants.".

SEc. 503. REGULATIONS To BE PRESCRIBED AFTER CONSULTATION WITH SECRETARY
OF HOUSING AND URBAN DEVELOPMENT

In prescribing regulations to carry out the provisions of the Internal Revenue
Code of 1954 amended by this title, the Secretary of the Treasury shall consult with
the Secretary of Housing and Urban Development.
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TITLE VI-REMOVAL OF IMPEDIMENTS TO NEW REAL PROPERTY
DEVELOPMENT

SEC. 601. LIMITATION ON DiDUCTION OF INTEREST ON INVESTMENT INDEC9TEDNESS
Subparagraph (-)_ of section 163(dX3) (relating to definitions for limitation on

interest on investment 'd d Yh-e axs)-e--iumi-ndedby inserting-'(othe-r thin-ection
1250 property)" immediately after "property".

SEc. 602. DEDUCTION OF CERTAIN PRE-OPENING RENTAL PROPERTY EXPENSES
(a) IN GzNmtL---Subsection (a) of section 162 (relating to trade or business

expenses) is amended-
(1) by striking out "and" at the end of paragraph (2).
(2) by striking out the period at the end of paragraph (3) and inserting in lieu

thereof a comma and the word "and", and
(3) by inserting after paragraph (3) the following new paragraph:
"(4) amounts paid or incurred in connection with, or during the period of, the

acquisition, development, construction, reconstruction, or erection of section 1250
property except to the extent that any such amount-

"(A) is a capital expenditure (within the meaning of section 263); or
"(B) is paid or incurred more than 24 months before the day on which the

taxpayer begins to receive income from the property (unless the Secretary consents,
upon application by the taxpayer at such time in such form and manner as the
Secretary may prescribe, to a longer period because the longer period is appropriate
for the particular property or circumstances).".

(b) Erwnvw DAT-The amendments made by subsection (a) shall apply with
respect, to all taxable years to which the Internal Revenue Code of 1954 applies.

Szc. 603. USE or TAX EXEMPT BOND FUNDING IN CONNE-TION WITH RESIDENTIAL
REAL PROPERTY

(a) ADvANCE REFUNDING To BE AvAILABLE. -Paragraph (7) of section 103(b) (relat-
ing to advance refunding of qualified public facilities) is amended-

(1) by inserting "or residential real property" immediately after "facilities" in the
caption of such paragraph, and

(2) by inserting "or residential real property for family units" after "facility" in
subparagraph (A).

(b) UsE or PROCEEDS To REMOVE EXISTING FiRT LIEN.--For purposes of subpara-
graph (A) of section 103(bX4) of the Internal Revenue Code of 1954 (relating to
certain exempt activities), the use of any part of the proceeds of an issue of
obligations to remove existing first liens encumbering property which is to be
rehabilitiated shall be treated as a use of such proceeds to provide residential real
property for family units within the meaning of section 103(b(4 XA) of such Code.

SEc. 604. PERSONAL USE OF RESIDENCE By FAMILY MEMBER NOr To TIGR
DISALLOWANCE OF DEDUCTION.

Subparagraph (A) of section 280A(dX2) of the Internal Revenue Code of 1954
(relating to personal use of unit) is amended by inserting before the semicolon at the
end thereof the following: "(unless such member of the family pays a rental which,
under the facts and circumstances, is fair rental and uses the unit as his principal
place of residence)".

TITLE VII-EFFECTIVE DATES

Ssc. 701. GENERAL EFFECTIVE DATES

Except as otherwise provided, the amendements made by this Act shall apply
with respect to taxable years beginning after December 31, 1980.

REAL FSATE CONSTRUCTION AND REHABILITATION TAX INCENIrvE ACT or 1980-
SECTION-BY-SCION SUMMARY

Section 1. (a) Short title. (b) Unless otherwise stated, all amendements are to the
Internal Revenue Code of 1954.

TITLE I.-CAPITAL COST RECOVERY TREATMENT OF NEW SECTION 1250 PROPERTY

Section 101. All section 1250 property (real estate) placed into service after the
Act's effective date is to be given twenty-year straight-line depreciation, with the
exception of low-income rental housing which is given fifteen-year straight-line
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depreciation. Present law would continue to apply to real property in service as of
the effective date, as well as to such property sold within five years after the
effective date. For existing property sold more than five years after such date, a
taxpayer could elect to continue depreciating the property using its remaining
useful life or, in the alternative, twenty years.

TITLE 1I.-INVESTMENT TAX CREDIT FOR SECTION 1250 PROPERTY

Section 201. In lieu of the new depreciation schedule set forth in Title I, a
taxpayer may elect to take a one-time ten percent investment tax credit. This credit
would be recaptured, in whole or in part, if the property is sold within five years of
being placed in service. This tax credit would be available for property placed in
service from January 1, 1981 until December 31, 1984. No later than January 1,
1984, the Secretary of the Treasury shall report to Congress concerning the effec-
tiveness and efficiency of this Title, and making recommendations regarding its
extension, modification, or termination.

TITLE Il1.-DEDUCTION OF CONSTRUCTION PERIOD INTEREST AND TAXES

Section 301. Section 189 of the Code, requiring construction period interest and
taxes to be amortized, is repealed. A taxpayer may elect" to continue depreciating
the balance of unamortized construction period interest and taxes carried in his
capital account or, in the alternative, to deduct such balance in 1981.

TITLE IV.-EXTENSION AND EXPANSION OF EXISTING INCENTIVES

Section 401. The expiration dates are stricken for the Code sections permitting
rapid amortization of rehabiliation expenses for low-income rental housing; prohibit-
ing accelerated depreciation for new structures built on historic sites; providing for
favorable depreciation of rehabilitated historic property; encouraging the removal of
architectural barriers; and prohibiting deductions for the demolition of historic
structures. In addition, Section 167(k), relating to rapid amortization of rehabiliation
expenses for low-income rental housing, is expanded to include all residential rental
housing; and the minimum depreciable per unit expenditure is raised from $3,000 to
$5,000 while the maximum is raised from $20,000 to $30,000.

Section 402. The tax preference arising under Section 167(k) is equalized with that
arising for new Section 1250 property, to eliminate the Code's present bias favoring
new construction over rehabiliation.

Section 403. The preferential depreciation rules of Section 1250 are clarified to
make clear their applicability to housing constructed under provisions of state or
local law which define and primarily finance shelter for persons of low and moder-
ate income. This preferential treatment is expanded to include Section 221(dX4)-
insured housing, and any government-assisted housing in which at least twenty
percent of the units are reserved for persons eligible for Section 8 rent subsidy
assistance; in addition to the existing inclusion of Section 8 housing.

TITLE V.-CONDOMINIUM AND COOPERATIVE COST REDUCTION

Section 501. The owner of residential rental property held for at least one year
shall be entitled to receive capital gains treatment of the proceeds of the sales of
individual units in a condominium or cooperative conversion, provided that the
terms and conditions of such sales have been negotiated with and agreed to by an
organization representing a majority of the units occupied by tenants residing in the
property as of the date on which tenants receive notice of the proposal to convert.

Section 502. If a taxpayer is entitled to preferential tax treatment under the
provisions of the preceding section through a "qualified sale" and further enters
into a binding contract for the construction of new residential rental property
within twenty-four months, then a portion of his capital gain may be "rolled over'
without tax consequences. The portion rolled over shall be half of the gain if the
cost of construction will equal or exceed the proceeds of the sale; if the construction
cost is less, than the deferral shall be reduced by one-half of the difference. A sale
will qualify for this treatment if at least one-half of the units are sold to purchasers
of low or moderate income (no more than 120 percent of area median income), or if
the property is sold directly to a tenants' organization; and if the conversion
project's by-laws are written to substantially assure that the overall economic
character of the project will remain stable during subsequent resales. These require-
ments are meant to encourage the establishment of limited-equity cooperatives. The
basis of the newly constructed rental property shall not be reduced by the amount
of unrecognized capital gain.
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Section 503. The Secretary of the Treasury shall consult with the Secretary of
Housing and Urban Development in developing the regulations to carry out this
Title.

TrrLE VI-REOVAL OF IMPEDIMENTS TO NEW REAL PROPMRY DZVELOPMENT
Section 601. Section 163(d) of the Code, limiting the deduction of investment'

indebtness interest for individuals, is made inapplicable to real property invest-
menta.

Sections 602. Current law is clarified so that pre-opening expenses incurred in
connection with real property development are permitted to be currently expensed
if they occur within two years prior to the property's placement in service. A
taxpayer is permitted to apply for a longer period if he feels it would be appropri-
ate.

Section 603. The advance refunding of tax exempt housing bonds is permitted, and
the use of any portion of the proceeds of such bonds to remove existing first liens to
permit rehabilitation is also allowed.

Section 604. The Code provision limiting deductions on "vacation homes" is tech-
nically corrected to permit a taxpayer to take deductions for repairs, depreciation,
and related items where the property is rented to a relative, provided that the
relative uses it as a principal residence and the rent charged is fair.

TITLE VII.-EFFECTIVE DATES

Unless otherwise provided, the provisions of the Act take effect as of January 1,
1981.

Senator BYRD. Next will be a panel consisting of Mr. Theodore F.
Brophy, chairman of the board and chief executive officer, General
Telephone & Electronics Corp., and chairman of the Business
Roundtable Taxation Task Force; Mr. Richard W. Rahn, vicepresi-
dent and chief economist, U.S. Chamber of Commerce; and Mr.
Thomas J. McHugh, vice president for Taxes of Kraft, Inc., and
chairman of the Taxation Committee of the National Association of
Manufacturers.

Welcome, gentlemen, and you may proceed as you wish.

STATEMENT OF THEODORE F. BROPHY, CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, GENERAL TELEPHONE & ELECTRON-
ICS CORP.; COCHAIRMAN, THE BUSINESS ROUNDTABLE (BRT)
AND CHAIRMAN, BRT TAXATION TASK FORCE
Mr. BROPHY. Thank you, Senator Byrd.
My namj.- is Theodore F. Brophy, and I am chairman and chief

executive officer of General Telephone & Electronics Corp., and I
am appearing today as cochairman of the Business Roundtable and
chairman of the Taxation Task Force of the Business Roundtable.

I have submitted a written statement, and I would respectfully
request that it be incorporated in the record.

Senator BYRD. It will be published in full in the record.
Mr. BROPHY. Thank you.
The Roundtable urges the Congress to report as soon as possible

a responsible tax reduction program designed to encourage savings
and investment.

The issue that appears to be before Congress at this time is not,
should we enact responsible and necessary tax reduction legisla-
tion, but rather, when should such legislation be enacted? The
Roundtable's answer is that it is urgently needed now to set the
stage for healthy long-term economic growth into the 1980's. We do
not believe that an election year should be either an excuse to
avoid legislative initiatives for responsible tax changes or a reason
to avoid fiscal responsibility.
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The Roundtable has long urged the enactment of structural
changes in our tax system that would encourage capital investment
and improve productivity, make America more competitive in
world markets and most importantly create more jobs.

At the same time we have argued for fiscal responsibility. To
that end we have supported legislation to restrain the growth in
Government expenditures by establishing spending limits as a per-
centage of GNP.

Although there may not be unanimity, there is substantial con-
sensus among the members of the business community on the
timing of a tax cut. I can state with confidence from discussions
within the Roundtable that the Roundtable membership favors: (1)
A responsible tax reduction program on the order of $30 billion; (2)
The enactment of such a program now; (3) The effective date of
January 1, 1981; and (4) The 10-5-3 capital recovery system, S.
1435, as the cornership of such a program.

To effect fundamental changes in the tax structure that will lead
to increased productivity, which is a basic solution to inflation, at
least one-half of-any tax reduction should be focused to encourage
capital formation and savings and investment.

The program we support can hardly be called a tax cut, but
rather a moderation of tax growth. The administration, in its
midsession review of the 1981 budget, prepared by the Office of
Management and Budget, is forecasting that receipts for fiscal year
1981 will rise by $86.1 billion over those estimated for fiscal year
1980.

It is estimated that in 1981 alone social security taxes, windfall
profit tax and so-called bracket creep will account for at least $50
billion of additional tax burdens. Our economists tell us that these
large scheduled tax increases, if not offset to some degree by tax
reductions, will prolong the recession and make the recovery more
difficult.

There are substantial risks in waiting until next year to pass
necessary tax legislation. Should the economic slide continue past
January, pressure on the Congress next year to do something could
well lead to a round of countercyclical Keynesian-type tax cuts and
spending to stimulate the economy and neglect of the supply side.

This would put us back on the roller coaster approach to econom-
ic policy that we have seen in past years and would set the stage
for even greater inflation later on. A retroactive tax cut enacted in
the next Congress would not likely affect investment decisions
before mid-1981 and hence would be needlessly inflationary.

While the business community is concerned about the short-term
recessionary problems, we are much more concerned about the
long-term structural problems in the economy. Increases in stand-
ard of living come primarily from increases productivity. It is only
increases in productivity that permit the GNP to grow at a positive
rate that permits everyone's lot to improve without taking from
one segment of society to improve the lot of another.

Over the past decade there has been a significant increase in the
rate of growth in the labor force which has not been matched by a
corresponding in the rate of growth of the amount of capital and
plant investment.
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Output per American worker grew at an annual average rate of
only 1.9 percent between 1963 and 1973 and has scarcely grown at
all since then. In 1979, U.S. labor productivity actually declined
slightly. Yesterday's newspapers reported a U.S. productivity de-
cline or the second quarter at an annualized rate in excess of 4
percent.

It is no secret that the United States among the principal indus-
trialized countries of the world has the lowest rate of GNP devoted
to capital formation, and also the lowest rate of productivity
growth. These are well-known facts, and are borne out by Govern-
ment statistics cited in my prepared statement.

Our existing tax structure does not deal, and was not meant to
deal with a highly inflationary economy, and as a result taxable
income computations significantly overstate the real earnings of
business and industry. This creates an effective tax rate at levels
well beyond statutory rates.

Accountants and businessmen for years have been trying to find
an equitable and acceptable method of reflecting the effects of
inflation in financial statements. In September of 1979, the Finan-
cial Accounting Standards Board, or FASB, issued statement No.
33, which is intended to require corporations to show in their
annual reports the adjustment of historical cost accounting data to
reflect inflation more effectively.

Price Waterhouse, a large public accounting firm, has recently
published an analysis of the Fortune 500 firm reports from their
1979 annual reports. As detailed an exhibit 1 to my written state-
ment, the Price Waterhouse study shows, using the FASB ap-
proach, that adjusting for inflation, true earnings for industrial
corporations were 40 percent below what was reported on an his-
torical basis. The effective tax rate was 53 percent rather than the
average 39 percent reported.

The discrepancy between these earnings reported and those ad-
justed for inflation is generally attributed to the lack of adequate
capital recovery rates for American business.

Current tax depreciation based on historical cost was designed in
a noninflationary environment and does not take into account the
declining value of the dollar when capital recovery takes place over
a long period of time in an inflationary economy.

Under the current rate of inflation the real value of the dollars
received from depreciation is less than half the real value of the
dollars originally invested. Thus inadequate depreciation acts as a
deterrent to capital investment.

The Roundtable believes that now, not later, is the time to enact
a tax reduction program designed to stimulate capital investment
to focus on the business side of a tax reduction program should be
on an improved and simplified capital recovery allowance system.
For the past several years the Roundtable has strongly advocated
the enactment of such a new capital recovery allowance system as
10-5-3 which is embodied in S. 1435.

I do not believe that I have to give the details of 10-5-3 to this
committee. In my memory no other single piece of tax legislation
has been as widely discussed, analyzed, and debated in the business
community, media, and Halls of Congress. This will has the sup-
port of a vast majority of both large and small business groups, and
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is sponsored by 155 Democrats and 152 Republicans in the House
and 30 Democrats and 25 Republicans in the Senate.

Considering the widespread support that has been expressed for
10-5-3, we submit that there is no need to look further for alterna-
tive approaches for solutions to the capital recovery problem. We
urge the enactment of S.1435.

Any individual tax reduction should be designed to stimulate
capital formation and individual savings and investment rather
than consumption. Positive emphasis should be on encouraging the
supply side of our economy to reduce the bias in our existing tax
system against capital investment and savings.

In order to provide a base for future long-term economic growth
through increased productivity, increased employment and to pre-
vent further decapitalization of American business and to permit it
to compete effectively in domestic and foreign markets, the Con-
gress should act now.

Thank you. •
Senator BYRD. Thank you, Mr. Brophy.
We will now hear from Mr. Rahn of the United States Chamber

of Commerce.

STATEMENT OF RICHARD W. RAHN, VICE PRESIDENT AND
CHIEF ECONOMIST, UNITED STATES CHAMBER OF COM-
MERCE
Mr. RAHN. Mr. Chairman, my name is Richard W. Rahn. I am

vice president and chief economist of the Chamber of Commerce of
the United States.

We have submitted written testimony, which we request be
placed in the record, and I will make brief oral remarks.

Senator BYRD. Very good.
Mr. RAHN. With me today is Christine Vaughn, director of the

chamber's Tax Policy Center, and Kenneth D. Simonson, the cham-
ber's tax economist.

The chamber is the world's largest federation, consisting of more
than 99,000 business firms, chambers of commerce, and trade asso-
ciation members. Approximately 80 percent of our members have
fewer than 100 employees.

The chamber firmly believes that Congress should move prompt-
ly to reduce the Federal income tax burden by some $25 to $35
billion. Roughly half of the needed relief should promote capital
formation through enactment of the capital cost recovery program,
and a reduction in corporate tax rates of 2 percentage points.

Since early 1979, the chamber has worked extensively with' other
organization to develop a new system of depreciation, to simplify
the calculations, to promote capital formation, increase productiv-
ity, create jobs, and in the long run mitigate inflationary pressures.

at proposed system, known as 10-5-3, has been pending before
Congress for more than a year. It is time to act now.

We believe that Congress should also address our low rate of
personal savings by adopting measures designed to encourage tax-
payers to transfer funds from consumption to saving, and from less
productive to more productive forms of savings and investment.

To reduce this tax bias against saving, we recommend that the
Congress consider a reduction in the maximum tax rate on invest-
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ment income of individuals from 70 to 50 percent, a further reduc-
tion of capital gains tax rate, broaden eligibility, and greater de-
ductions for IRA's and Keogh plans, and deferred accounts and
dividend reinvestment plans.

In addition, an across the board tax rate cut for individuals is
also appropriate at this time.

The benefits of the 10-5-3 proposal and other measures to im-
prove savings have been widely recognized by economists of differ-
ent persuasions. The goal of economic policy should be to increase
the real per capita income for all Americans, and supply side
oriented tax relief would do exactly that. It would insure that in
1981 real disposable income in the country increases rather than
decreases, which it will without that tax relief.

Properly structured tax relief would increase real business fixed
investment, reverse our declining rate of productivity, improve
international competitiveness, and reduce the unemployment rate.

Delay in enactment of 10-5-3 and other measures to increase the
supply of savings and investment will only postpone those benefits.

There are those who argue that Congress should put off passage
of the tax cut until 1981 when there is more time to carefully
structure it, and then make it retroactive. But there is no reason to
believe that Congress can do a better job or have better informa-
tion on which to base tax decisions next year than now.

Moreover, the important issue of depreciation revision, the
knowledge that improved tax writeoffs are likely sometime next
year, unfortunately will entice meny businesses to delay productive
investment.

Furthermore, making the tax cut retroactive has little advan-
tage. A tax cut increases the amount of savings and productive
investment from the date it is passed, even if it is to take effect
some weeks after passage. On the other hand, a retroactive tax cut
causes a loss in revenue to the Treasury without an offsetting
increase in the amount of work, savings, or investment during the
retroactive period.

There are those who argue that any tax cut is inflationary. That
is a complete myth. Tax cuts can either increase or decrease infla-
tionary pressures depending upon how they are structured.

Tax cuts which encourage additional savings and investment,
thus increasing industrial capacity, and the supply of goods and
services, will reduce inflationary pressures, particularly over the
long run.

Real per capita income can only be increased by increases in
productivity, an increase in industrial capacity stemming from in-
creased investment.

Recessions do not cure inflation. They only increase unemploy-
ment in the short run, and by reducing investment add to infla-
tionary pressures in the long run.

Finally, there are those who have argued for increased Govern-
ment spending, particularly on jobs programs to take care of our
unemployment problems. Increased spending on Government pro-
grams results either in increased taxation in the private sector,
thereby reducing the number of private jobs, or increases in the
deficit without offsetting increases in the amount of savings, which
merely adds to the rate of inflation. The increased inflation, of
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course, diminishes the real purchasing power of those who are
employed and unemployed.

We also know from painful experience that the length of time
needed by Government to implement countercyclical jobs programs
causes them to come onstream much too late. On the other hand, a
tax cut enacted now to take effect on January 1, 1981, will begin to
have a positive benefit from the date of passage.

In conclusion, Mr. Chairman, 10-5-3, along with other proposals
to increase the amount of saving and investment, have been before
the Congress for more than a year. Any further delay in their
enactment will only increase the stock of misery of all too many of
our citizens.

We are pleased that you have called these hearings to review the
important issues, and we urge the committee to make decisions
now.

Thank you.
Senator BYRD. Thank you, Mr. Rahn.
We will now go on to the next witness.

STATEMENT OF THOMAS J. McHUGH, VICE PRESIDENT, TAXES,
KRAFT, INC., CHAIRMAN, TAXATION COMMITTEE, NATIONAL
ASSOCIATION OF MANUFACTURERS
Mr. McHUGH. Thank you, Mr. Chairman.
My name is Thomas J. McHugh, and I am vice president of taxes

for Kraft, Inc., of Glenview, Ill. I am representing the National
Association of Manufacturers as a member of its board of directors,
and as chairman of its taxation division. With me this morning is
Mr. Cliff Massa, vice president of the taxation and fiscal policy
department of NAM.

I will attempt to keep my remarks this morning brief, Mr. Chair-
man. I will appreciate your inclusion of our complete statement in
the hearing record.

Senator BYRD. Yes. It will be included in the record in full.
My. McHUGH. That statement offers the following three recom-

mendations:
First, enactment of a tax reduction package in 1980, to become

effective next January, is desirable, timely, and feasible. We ques-
tion whether a tax bill can be enacted quickly in 1981. Waiting a
year or more to enact such a package will only delay the start of
the already overdue task of revitalizing American industry.

Second, the package should concentrate on reducing the Federal
tax burden on savings and investment for both businesses and
individuals. Providing selective relief which is intended as financial
aid or stimulating general consumption is undesirable.

Third, the centerpiece of the package should be the Capital Cost
Recovery Act often called the 10-5-3 depreciation bill. Additional
changes should benefit both business and personal savers.

While the current recession is headline news, ominous long-term
problems continue to threaten the economy. Persistent inflation,
sagging productivity, inadequate rates of productive investment,
and low levels of personal savings are visible signs of significant
long-term problems which predate this recession and will continue
beyond its recovery.
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Broadbased tax changes .are essential to combat our long-term
economic problems. Tax increases drain productive resources away
froth the private sector and hinder rather than help a long-term
policy to improve productivity and reduce inflation.

However, our support is not offered for quickie cuts to stimulate
consumer demand as an antirecession tactic. It does not mean tax
cuts for particular income groups. And, it does not mean selective
measures for specific industries or for certain types of expendi-
tures. As difficult as the current conditions are, they do not justify
the use of tax subsidies for quick fixes.

We urge enactment of across-the-board changes in tax policy
which encourage savings and investment, and we place depreci-
ation reform-specifically the Capital Cost Recovery Act-at the
very top of the list. A detailed explanation of the act and a discus-
sion of its economic benefits are presented in the appendix to my
written statement.

Action on a tightly structured tax bill is both possible and
needed in 1980.

While an early effective date for a tax change is important, early
enactment is of equal or greater importance. Financial planners
will need a period of months to adjust both capital appropriations
and actual spending once they are certain that a depreciation
change will occur. 1980 action will provide that assurance.

We recommend 10-5-3 for the following reasons:
First, 10-5-3 will remove tax-induced higher costs and distortions

related to the purchase of capital assets. The long-term economic
impact of this change will be to encourage needed investment in
expanded supply capacity and more productive assets, contribute to
the higher productivity of labor, hasten purchases of more energy-
efficient processes, create markets for new technologies stemming
from innovative research, and generally expand our industrial ca-
pability to fulfill domestic consumer and defense needs and to
compete in world markets.

Second, 10-5-3 will remove inequities caused by the complexity
of current depreciation rules and by the historical lack of improve-
ment in depreciation for productive structures compared to equip-
ment.

Finally, 10-5-3 has been analyzed and discussed for over a year.
The features needing attention are more well-defined and much
better understood than alternative proposals which are only now
being considered. It is the proposal from which the final measure
can be developed most quickly.

The dramatic change proposed by 10-5-3 for treatment of struc-
tures has attracted a good deal of comment. NAM very strongly
endorses the 10-year category for structures, and we urge the com-
mittee to act favorably in this area.

A dramatic improvement is needed in depreciation for business
structures such as factories, warehouses, and retail buildings which
are just as much productive capital assets as are the machinery
and equipment placed in them. Concerns expressed over specula-
tion and tax-motivated investors are not relevant to buildings
which are integrally related with the taxpayers' manufacturing or
distributing business. NAM strongly urges that 10-5-3's significant
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improvement for these structures not be set aside by concerns
about other structures.

It is certain that there are a number of features of 10-5-3 which
do not quite attain the ideal which many of us would like to reach.
Briefly put, no one group is likely to find 100 percent of its objec-
tives met by 10-5-3. However, NAM very strongly supports this
bill because it provides a generally applicable system for use by
both large and small firms, by manufacturers and retailers and
service companies, by all areas of the country. While we do not
claim unanimity, there is a high degree of support for 10-5-3 as
the top priority in 1980.

The past 13 months since introduction of 10-5-3 have allowed
extensive discussion of this measure. Numerous technical changes
and substantive revisions have been identified and discussed. These
hearings are raising those matters for further discussion. We are
willing and able to respond to such proposals because we believe
that the structure of 10-5-3 offers the best foundation on which to
build.

Thank you.
Senator BYRD. Thank you, sir.
Mr. Brophy, Senator Long is sorry that he could not be here

today. He has read your testimony, and requested that I ask you
two questions.

In your prepared statement, you have called for an immediate
tax cut designed to stimulate capital formation, individual savings
and investment accompanied by fiscal and monetary restraint.

Secretary Miller, and some economists believe that the Congress
should not enact tax rut legislation in the next few months. What
do ou feel are the best arguments in favor of an immediate tax
cutz

Mr. BROPHY. First of all, Senator Byrd, the problem that we
believe, should be addressed by a tax cut is a long-term problem
requiring long-term solutions. If that is true, then there is no good
reason for deferring a tax cut at this particular time.

We believe that improved capital recovery through 10-5-3 is at
least a partial answer to inflation and is a structural change that
is needed in our economic system to put us on a competitive mode
with the rest of the world.

I have not been able to understand the argument that deferring
the action on a tax cut until next year, when we recognize unfortu-
nately that we are still going to be in a deficit position, is going to
improve the economic effects of the tax cut. For the reasons I
stated in my oral testimony, I believe that there are in fact severe
risks and inflationary impacts that can arise from delaying the
action on a tax cut.

Senator BYRD. Thank you, sir.
Senator Long's second question is this. Last week, Dr. Jorgensen,

an economist, proposed a form of depreciation liberalization quite
different from the 10-5-3 proposal. His suggestion was that the full
discounted value of depreciation be deducted in the first year.
What is your view of his suggestion?

Mr. BROPHY. The Jorgensen-Auerbach proposal has some weak-
nesses from my point of view. First of all, it does tie depreciation to
the useful life concept, and therefore it is necessary to determine

65-969 0 - 80 - 24 (pt.3)
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the useful life of the assets involved. Once that is done, the capital
recovery is frozen to the useful life, and in a fast changing techno-
logical environment, there is no way you you can recover the
capital when a piece of equipment becomes technologically obsolete
and is replaced prior to the end of the useful life. So in that
respect, it would put us in a worse position in industry than we are
today.

There is also the problem of determining the discount rate to be
used, which can be a subject of argument and discussion at a later
date.

I believe that 10-5-3 has many things to recommend it, not the
least of which is the very broad acceptance of the concepts of 10-5-
3 across industry, large and small. I don't believe that the Jorgen-
sen approach, when analyzed, will have that kind of reception.

Senator BYRD. I was in England over the Easter recess, and I
learned-I should have known it before, but I am sorry to say I
didn't-that in England a company can write off a piece of equip-
ment as an expense in 1 year. Indeed, a company can build a
factory and write it off in 1 year.

I assume that goes a little too far. I don't know. Would you have
a view on that?

Mr. BROPHY. Obviously, the revenue effect of that would be sub-
stantially greater than 10-5-3, and I would think that perhaps we
are not ready for that at this particular moment in time. But I
think that 10-5-3 would bring us in a position to be more competi-
tive against countries that do have the initial writeoff.

Senator BYRD. Let me ask each member of this panel this ques-
tion.

There has been some talk of a tax reduction proposal, enactment
of it being put off for the session after the election, or the lame
duck session. I am inclined to think that that might be the worst
time to have a tax bill proposed. I am wondering whether each of
you have any view on that.

Mr. McHUGH. Mr. Chairman, I think I would agree with that
appraisal. I am sure many panelists will agree that the time to act
is now. There has been an argument that the 10-5-3 is being
channeled down a fast track for political reasons. We challenge
that appraisal. It has been around for well over a year. It is trying
to address problems of longer standing.

To put it in the so-called rump session after the election would
induce political considerations which do not necessarily have to
exist. I think that it is an economic problem to be dealt with now.
To push it off to the rump session is bad. To push it off until 1981
is even worse, without removing the political considerations that
some people find today.

Mr. RAHN. Mr. Chairman, I would like to agree with that. Every
econometric study I have seen of 10-5-3 and some of the other
related proposals to increase the amount of savings investment
indicate that once they are passed, we can expect higher real per
capita income, lower rates of unemployment, and a higher rate of
economic growth. Given that, it seems to me there is no reason for
delay.

I would personally prefer, and the chamber would prefer, to have
the tax passed as soon, or as quickly as possible before Congress
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adjourns for election. If not, we would prefer it in the lame duck
session, and not put it off until next year, because in all likelihood
it would not be passed until July. Some people talked about
making it retroactive, but I believe that that would be very coun-
terproductive.

Mr. BROPHY. I would agree. I see no reason to defer the enact-
ment of 10-5-3 until after the election. If there is to be a study of
other tax measures, that surely can be taken up in the next Con-
gress. But as the others have suggested, this is a basic reform that
is needed to move our economy in the right direction, and now
would seem to be the time to do it.

Senator BYRD. I have the feeling that if we could get the spend-
ing under control that the tax problem could be handled rather
easily. The tax problem would take care of itself if we could get the
spending under control. But we are not getting spending under
control.

In this particular fiscal year, we will have the largest increase in
spending in the history of the Nation, and we will also have the
highest deficit in the history of the Nation, when you consider the
off-budget items along with the $61 billion deficit in the budget
itself. We are not getting spending uider control.

I was pleased that you, Mr. Brophy, mentioned in your com-
ments the need for fiscal restraint, because I think that that is the
real key to what we will be able to do in the tax field.

Senator Dole and others introduced legislation, and it was voted
on last month. I think that that legislation has a lot of merit, and
it included 10-5-3. I voted against it at that time because I was
concerned as to whether, with our fiscal situation being what it is,
we should reduce taxes at this point.

The Democratic Caucus drew up a resolution for all the members
of the Democratic Caucus to sign to mandate the Finance Commit-
tee to bring in a tax reduction proposal, and I was one of three who
did not sign that. So I am in a position of having opposed Senator
Dole's proposal, and having opposed the Democratic resolution also.

But since virtually every Member of the Senate feels that there
should be a tax reduction at this time, I have seen the light, and I
want to go along and try to help make it as responsible as possible.

I believe, just as each of you has indicated, that we need to nut
emphasis on the liberalized depreciation rate, which as I visual ize
it will tend to create additional jobs, and that is what we need now
very badly, and also in the long run it is not going to be detrimen-
tal to the Treasury, just in the short run. If business eats up the
depreciation too fast, then it begins to pay the greater tax, not
having the depreciation to fall back on. So I think that it has a
great deal of merit.

Senator Dole.
Senator DOLE. I think the question has been asked, but I would

just suggest that this is a political year, and I assume that next
year will be a different kind of a year. Political years come around
quite often, and if we try to weigh the politics of it-if it is going to
help or hurt A candidate, or B candidate, or whatever-I think we

probably not do anything very constructive.
It seems to me, as Senator Byrd has indicated, that there is a lot

of sentiment on this committee, with very few exceptions, that we



1430

want to act this year. We would like to act before we adjourn in
October. It seems to me that on the Senate side there will be some
action. Senator Long has indicated that, and he does wield some
influence on this committee. Whatever happens next year, we have
agreed to make him honorary chairman, without a vote, of course.
[Laughter.]

It may be 50 Democrats, and 49 Republicans, and we may want
to make Harry Byrd the chairman, as an independent. We have
thought of all those possibilities.

We have had the testimony of this panel, and I assume other
panels, and I hope that we can work out some of the refinements of
10-5-3, because there may be some problems with 10-5-3 in its
present form. There may be some problems with the rate reduction
for individuals. There may be other things we ought to address. In
fact, I know that several of them have been touched upon.

I would hope that you would continue your efforts to stimulate
interest among your colleagues, so that they can contact our col-
leagues, particularly those on the House side. I am certain that we
can put together a bipartisan package that will meet the needs of
the 1980's, but I would rather do it now than sometime in the
middle of next year, and try to back it up and make it effective
January one. It would be an administrative nightmare.

Senator BYRD. Thank you, Senator Dole.
I am glad that the Business Roundtable, the United States

Chamber of Commerce, and the National Association of Manufac-
turers are taking such a keen interest in this problem.

I might ask Mr. McHugh, I notice that you are vice president of
Kraft.

Mr. McHUGH. Yes, sir.
Senator BYRD. Isn't Kraft merging with the firm of which Justin

Dart is Chairman?
Mr. McHUGH. That is correct.
Senator BYRD. I think Justin Dart has rendered an important

service to the country in developing meetings throughout the
Nation to try to get business leaders more interested in the prob-
lems of government. I think that it is so very important that
business leaders do take an interest in these problems, not only for
the future benefit of the country, but government is injecting itself
more and more into business. If business is not willing to become
involved in trying to solve in a sound way some of these problems,
matters may get worse from the point of view of business.

Thank you, gentlemen, very much.
[The prepared statements of Messrs. Brophy, Rahn, McHugh

follow:]
STATEMENT OF THEODORE F. BROPHY, CHAIRMAN AND CHIEF EXECUTiVE OFFICER,

GENERAL TELEPHONE & ELECTRONICS CORP., ON BEHALF OF THE BUSINESS ROUND-
TABLE

SUMMARY

The Business Roundtable has long urged the enactment of structural changes in
our tax system that would encourage capital investment, improve productivity,
make America more competitive in world markets and most importantly, create
more jobs. These changes to our tax laws would stimulate capital formation and
individual savings and investment. At the same time we have supported legislation
to restrain the growth in government spending by establishing limits as a percent-
age of GNP which will assure a growing surplus. The Roundtable believes that such
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a program enjoys broad support and would be an effective mechanism to get the
nation back on the road to economic recovery.

The issue that appears to be before Congress at this time is not-should we enact
responsible and necessary tax reduction legislation-but rather-when should such
legislation be enacted. The Roundtable's answer is that it is urgently needed now to
set the stage for healthy long-term economic growth through the 1980's.

The Roundtable membership believes that: (a) a responsible tax reduction in the
magnitude of $30 billion should be enacted now, (b) effective January 1, 1981, and (c)
the cornerstone of the tax reduction program should be passage by Congress of H.R.
4646/S. 1435 (the "10-5-3" capital cost recovery system). It is widely recognized that
American industry is rapidly being decapitalized due to inadequate capital recovery.
Therefore, the business community believes *hat it is imperative that at least one-
half of any tax reduction program should be designed to encourage capital forma-
tion and savings and investment. What we support can hardly be called a tax cut
but rather is a moderation of tax growth.

Capital formation is essential for sustained economic growth. The need for in-
creased capital formation in the United States has been well documented over the
last several years.

Accounting rules are now requiring the inclusion of data reflecting the effects of
inflation on the financial condition of our businesses, this data shows wide discrep-
ancies between reported earnings and those adjusted for inflation, attributable
generally to inadequate capital recovery rates.

Current tax depreciation acts as a deterrent to capital investment. The Roundta-
ble supports the enactment of the "10-5-3" system (H.R. 4646/S. 1435) which would
provide improved and simplified capital cost recovery, this lgi lation has wide-
spread support in Con and the business community and should be the focal
point of the business side of any tax reduction program.

It is also crucial that any individual tax cuts be designed to stimulate capital
formation and individual savings and investment rather than consumption. Positive
emphasis should be on encouraging the supply side of our economy to reduce the
bias in our existing tax system against capital investment and savings. We must act
now.

STATEMENT

My name is Theodore F. Brophy. I aZ=Nairman and Chirf Executive Officer of
General Telephone & Electronics Corp., and Chairman of the Taxation Task Force
of The Business Roundtable (the "Roundtable"). I am pleased to have the opportuni-
ty today to present to this distinguished Committee the views of the Roundtable on
the composition of a responsible tax reduction program that will benefit the long-
term economic health of this nation.

Inflation is clearly our major long-term domestic problem. Inflation is a very
complex disease that requires a number of remedies. The two most important steps
that could be taken to help cure inflation would be the enactment of changes in the
Federal tax law designed to encourage capital formation and savings and invest-
ment and statutory action to assure a reduction in Federal spending as a percentage
of the gross national product ("GNP").

The Roundtable has long urged the enactment of structural changes in our tax
system that would encourage capital investment, improve productivity, make Amer-
ica more competitive in world markets and most importantly, create more jobs. At
the same time we have argued for fiscal responsibility. To that end we have
supported legislation to restrain the growth in government spending by establishing
limits as a percentage of GNP which will assure a growing surplus. We believe that
the program we have consistently espoused enjoys broad support and is consistent
with the mainstream of informed opinion in this country today.

Most recently, on June 18, 1980 we expressed the view before the Joint Economic
Committee that a tax cut designed to stimulate capital formation and individual
savings and investment, accompanied by fiscal and monetary restraint, would be the
most effective mechanism to get the nation back on the road to economic recovery
and to restore the United States to its position of economic leadership in the world.

The issue that appears to be before Congress at this time is not-should we enact
responsible and necessary tax reduction legislation-but rather-when should such
legislation be enacted. The Roundtable's answer is that it is urgently needed now to
set the stage for healthy long-term economic growth through the 1980's. We do not
believe that an election year should be an excuse not to proceed with legislative
initiatives for responsible tax changes or to avoid fiscal responsibility.

The Roundtable membership believes that; (a) a responsible tax reduction in the
magnitude of $30 billion should be enacted now, (b) effective January 1, 1981, and (c)
the cornerstone of the tax reduction program should be passage by Congress of H.R.
4646/S. 1435 (the "10-5-3" capital cost recovery system). It is widely recognized that
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American industry is rapidly being decapitalized due to inadequate capital recovery.
Therefore, the business community believes that that at least one-half of any tax
reduction progam be designed to encourage capital formation and savings and
investment. What we support can hardly be called a tax cut but rather is a
moderation of tax growth.

The Administration, in its Mid-session Review of the 1981 Budget, prepared by
the Office of Management and Budget, is forecasting receipts for fiscal year 1981 to
rise by $86.1 billion over that estimated for fiscal year 1980. It is estimated that in
1981 alone social security taxes, windfall profits tax and so-called "bracket creep"
will account for some $50 billion of additional tax burdens. Our economists tell us
that these large scheduled tax increases, if not offset to some degree by tax reduc-
tions, will prolong the recession and make the recovery more difficult.

Correct fiscal policy is curical in this recession. Should the economic slide con-
tinue past January, pressure on the Congress next year to "do something" could
well lead to a round of counter-cyclical Keynesian type tax cuts to stimulate the
economy. This would put us back on the roller-coaster approach to economic policy
that we have seen in recent years and would set the stage for even greater inflation
later on.
The need for capital accumulation

While the business community is concerned about the short-term recessionary
problems, we are even more concerned about the long-term structural problems in
the economy. Economists have long recognized the importance of capital formation
to sustained economic growth. A society increases its standard of living primarily by
increasing productivity of its labor force. Sustained increases in productivity and
living standards primarily come from more capital investment-from the construc-
tion of more efficient plant and equipment, the discovery and development of new
energy resources and energy-saving technologies, research and development of new
products and production techniques, and improvements in the skill and health of
workers.

Over the past decade, there has been a significant increase in the rate of growth
of the labor force which has not been matched by a corresponding increase in the
rate of growth of the amount of plant and equipment; the growth rate of the
amount of plant and equipment available for each employee has declined signifi-
cantly. This has reduced the growth of labor productivity, reduced the growth rate
of real wages, and contributed to the nation s growing list of economic problems.

If the U.S. is to overcome these problems and achieve its economic and social
goals, the Federal government must reorder its priorities and adopt public policies,
including tax policies, that will create an economic climate in which savings and
investment at all levels will be encouraged. This would include investment in
research, development and innovation, by both large and small businesses.

It is no secret that among the principal industrialized countries of the world, the
United States has the lowest share of GNP devoted to capital formation, and also
the lowest rate of labor productivity growth. These well-known facts are borne out
by the following government statistics:

TABLE 1.-SHARE OF GNP DEVOTED TO PRIVATE, NONRESIDENTIAL GROSS CAPITAL FORMATION AND
GROWTH RATES OF LABOR PRODUCTIVITY

Invst,,ent rat' Average anna percent change m
productrvity'k

Percent Rank 1963-73 Rank 1973-79 Rank

Japan ......... ............................................................................................. 19.2 1 8 .7 1 3.4 1
France ...................................................................................................... 14.1 2 4.6 2 2,7 3
W est Germ any ........................................................................................ . 12.8 4 4.6 2 3.2 2
Canada .................................................................................................... 13 .4 3 2.4 5 .4 4
United Fl ngdon ............................... 11.7 5 30 4 .3 5
U united States ........................................................................................... 10 .2 6 1.9 6 .1 6

Mewed 3s the an.ual average of gross priate, nonresdena Nied mves ent at curTet pn as a percent of current gross natinal
4rducL 1910-78, except 1970-77 fo race and West Germany

2 Measured by growth in rea gross naboal product of gross domestic product (Germany and France) per epoWyed person, using own courry's
prim "thts.

Soxc OECD, atora kmounts, and Ecownic aeutk.

Output per American worker grew at an annual average rate of 1.9 percent
between 1963 and 1973, but has scarcely grown at all since then. In 1979, U.S. labor
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productivity actually declined slightly. While productivity growth raw also dropped
significantly in other major industrialized countries since the early 1970's, it did not
change the United States' last place international ranking. Indeed, in many in-
stances, the gap between productivity growth in the United States and growth
elsewhere widened. This has unfortunate implications for the ability of the United
States to maintain its international lead in living stand"ds among the major
industrialized countries. By some accounts, output per worker in Germany has
already surpassed that in the United States. And if the most recent trends in
productivity growth continue into the 1980's, putput per worker in France, Japan
and Canada would also exceed levels attained in the United States by 1986 or
shortly thereafter.

Countries that devote the largest share of their GNP to capital formation tend to
have the fastest rates of productivity growth. The poor relative productivity per-
formance of the domestic economy can be attributed to a number of factors, such as
fast employment growth, a more service-intensive economy, increasing -overment
regulation, less intensive efforts on research and development and rising energy
prices. However, even after allowing for these other factors, the weakness of busi-
ness fixed investment over the past several years still explains a major share of the
productivity slowdown. By most accounts,' Real nonresidential fixed investment
will have to total 12 percent of real GNP in the coming years to meet our pressing-
and increasingly capital-intensive-national goals and to assure a rising standard of
living for all Americans. The latest data for full year 1979 and the first quarter of
1980 produce a ratio of less than 10.5 percent.
Effects of inflation on business

The capital needs of industry are directly affected by inflation, which not only
increases the cost of capital, but also substantially raises the price of replacing
existing plant and equipment and providing increased and more efficient capacity.
Our existing tax structure was not designed to deal with a highly inflationary
economy and as a result taxable income computations significantly overstate the
"real" earnings of taxpaying entities with effective income tax rates at levels well
beyond statutory rates.

Moreover, high inflation makes the environment for investment more speculative.
The returns from a prospective investment appear more uncertain. As a result,
businessmen are reluctant to commit resources to making additional investment,
plants beome outmoded and the rate of productivity growth declines.

Duri the past several years business has reported "record" annual earnings in
their published financial statements. These favorable earnings reports were all the
product of existing "generally accepted accounting principles." The calculation of
profits of a business enterprise by conventional accounting methods is accurate in a
non-inflationary economy, but brings about a substantial overstatement of profits in
an inflationary period when the dollar is constantly changing in value.

Accountants and businessmen have for years been trying to find an equitable and
acceptable method of reflecting the effects of inflation on financial statements of
diverse business enterprises. In September 1979 the Financial Accountin* Standards
Board issued FASB Statement No. 33, "Financial Reporting and Changing Prices,"
which is intended to require corporations to show in their annual reports the
adjustment of historical cost accounting data in order to reflect inflation's effect.
Price Waterhouse, a large public accounting firm, has recently published an analy-
sis of the data reported by some of the Fortune 500 firms in their 1979 annual
reports. As detailed in the attached Exhibit I, the study by Price Waterhouse shows
that using the FASB Statement No. 33 approach, adjusting for inflation, reported
earnings for industrial corporations were 40 percent below what was reported on
the normal historial basis, and the effective tax rate was 53 percent rather than the
average 39 ercent reported. Stock prices for industrial companies during the period

5-9 only grew 24 percent rather than the reported 74 percent, when adust
for the effects of inflation. The discrepancy between earnings reported and those
adjusted for inflation is generally attributed to the lack c,f adequate capital recovery
rates for American business.
Composition of a tax reduction program

The Roundtable believes that now is the time to enact a tax reduction program
designed to stimulate capital investment and to ,ive a clear signal to the country
that we intend to increase productivity, combat inflation, create jobs and provide
the underpinning for future real economic growth. A tax reduction on the order of
$30 billion appears not only reasonable, but a necessary first step to improve

I Re orts of Joint Economic Committee, 1979 and Council of Economic Advisors in the last
three Administrations.
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productivity on a long-term basis. A tax reduction of this magnitude, with the
correct composition, enacted in this session of Congress and effective January 1,
1981, would only partially offset tax increases already imbedded in the Fiscal Year
1981 Federal Budget and would start us on the way toward long-term solutions to
our inflation problem. There is a growing awareness among economists, academi-
cians, public officials and businessmen that increasing supply rather than restrict-
ing demand is the more appropriate way of combating inflation.

The focus of the business side of a tax reduction program should be on an
improved and simplified capital cost recovery allowance system. Current tax depre-
ciation, based on historical cost, was designed in a noninflationary environment and
does not take into account the declining value of the dollar when capital recovery
takes place over a long period of time in an inflationary economy. Under the
current rate of inflation the real value of the dollars originally invested. Thus,
inadequate depreciation acts as a deterrent to capital investment. For the past
several years the Roundtable has strongly advocated the enactment of a new capital
recovery allowance system such as that embodied in H.R. 4646/S. 1435.

1 do not believe that I have to give the details of "10-5-3" in this document. In my
memory no other single piece of tax legislation has been as widely discussed,
analyzed and debated in the business community, media and halls of Congress as
H.R. 4646/S. 1435. This bill has the support of the vast majority of both large and
small business groups and is sponsored by 155 Democrats and 152 Republicans in
the House and 30 Democrats and 25 Republicans in the Senate. Considering the
widespread support that has been expressed for "10-5-3", we submit that there is no
need to look further for alternative approaches for solutions to the capital recovery
problem.

Outright abandonment of the useful lives concept for depreciation will greatly
simplify our tax laws and will accelerate the rate at which businesses recover their
cost of investment in plant and equipment. Since "10-5-3" contains an incentive
through the 3-year class for smaller businesses to purchase automobiles and light
trucks, the passage of this legislation may encourage the replacement of fuel ineffi-
cient motor vehicles that have substandard anti-pollution controls and could serve
as a major stimulus to a seriously damaged U.S. auto industry and industries
dependent thereon.

Clearly, because of the phase-in contained in the "10-5-3" bill the revenue impact
in the earlier years is very low and therefore, consistent with the goal of a noninfla-
tionary reduction in the tax burden and the need to minimize Federal budget
deficits. Feedback stimulus to the economy from "10-5-3" will also help to reduce
the original revenue cost of the bill. Since a change in depreciation rates essentially
constitutes a change in the "timing" of a tax deduction, acceleration of capital
recovery does not represent a permanent loss of revenue to the Treasury.

It is also crucial that any individual tax cuts be designed to stimulate capital
formation and individual savings and investment rather than consumption. Positive
emphasis should be on encouraging the supply side of our economy to reduce the
bias in our existing tax system against capital investment and savings.

In order to provide a base for future long-term economic growth through in-
creased productivity, increased employment and to prevent further decapitalization
of American business and to compete effectively in domestic and foreign markets,
we must act now.



. EFFECTS OF INFLATION AS PUBLISHED IN
ANNUAL REPORTS PER FASB STATEMENT NO. 33

Industry
Group

Industrial

* Net Income
1979

Inflation
Reported Adjusted

100% 60%

Tax Rate
1979

Inflation
Reported Adjusted

39% 53%

Financial 100 95 28 28

Retailing 100 42 42 68

Transportation 100 56 30 44

Utilities 100 31 34 62

SOURCE: PRICE WATERHOUSE STUDY, MAY 1980

Growth in
Stock Price

1975-79
Inflation

Reported Adjusted

74%

69
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24%
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STATEMENT OF RICHARD W. RAHN ON 1980 TAX REDUCTION PROPOSALS

My name is Richard W. Rahn. I am the Vice President and Chief Economist of
the Chamber of Commerce of the United States, and I am accompanied today by
Christine L. Vaughn, Director of the Chamber's Tax Policy Center, and Kenneth D.
Simonson, the Chamber's Tax Economist.

The Chamber of Commerce of the United States is the worlds's largest business
federation, consisting of more than 95,000 business firms, 2,700 chambers of com-
merce in the United States and abroad, and 1,300 trade and professional associ-
ations. On behalf of the Chamber's 99,000 bushiess and trade association members,
we welcome this opportunity to present our recommendations for the prompt enact-
ment of tax relief.

SUMMARY

In light of current economic conditions, the Chamber of Commerce of the United
States recommends that Congress move promptly to reduce taxes by $25 to $35
billion. At least one-half of this needed tax relief should promote capital formation.
Specifically, the Chamber recommends that Congress:

Replace the present outmoded depreciation provisions with the capital cost recov-
ery system proposed in S. 1435 (the so-called "10-5-3" system).

Reduce corporate tax rates by at least two points.
Correct present law to place American workers overseas on an equal basis with

their foreign counterparts.
Adopt tax changes to encourage more savings and investment by individuals,
(1) Lowering the maximum tax rate on individuals from 70 to 50 percent;
(2) Reducing the tax on capital gains; and
(3) Providing more favorable treatment of retirement savings, other tax-deferred

savings accounts and dividend reinvestment plans.
Consider across-the-board reductions in individual tax rates, accompanied by sub-

stantial additional cuts in spending.
Reject the use of general revenues to finance social security, along with reduc-

tions or offsets to social security taxes, without thorough evaluation of the entire
system.

Tax relief is warranted by the need to reverse the decline in productivity, to
promote capital formation, to create jobs, to curb the unprecedented increase in the
federal share of gross national product, and to improve our ability to compete for
international markets.

Investment-oriented tax changes ought to be enacted in 1980 and made effective
as quickly as possible. We cannot afford to delay measures to improve productivity
and create a more favorable investment climate. Such tax reductions create jobs
from increased investment and permit more efficient use of greater industrial
capacity. This in turn adds to the supply of goods and services without increasing
costs, which will help moderate the economic downturn without exacerbating infla-
tion.

Current economic conditions make this an especially favorable time for noninfla-
tionary, supply-oriented tax reductions. Interest rates have fallen dramatically since
early spring, consumers have reduced their debt, and businesses have scaled back
plans for borrowing and are now operating far below capacity. All of these factors
imply that any modest increase in the federal deficit resulting from these tax
changes would not be inflationary, particularly when accompanied by fiscal and
monetary restraint.

THE NEED FOR PROMPT TAX RELIEF

The economic slump
Early this year the economy entered a recession, which the Chamber forecasts

will continue through the end of 1980. Real GNP and its major components, as well
as employment, industrial production, capacity utilization, and productivity, all
began falling by the second quarter or before and are forecast to continue dropping
at least through the fourth quarter of this year.

By early next year, the unemployment rate is likely to exceed 9 percent, far above
the 7.7 percent rate reported for June. The Chamber forecasts that without an
appropriate tax cut business fixed investment will decline until 1982. The merchan-
dise trade balance faces the dismal prospect of record deficits in each of the next
three years, providing further evidence of our weakening competitive position in
world trade, and brought on to a large extent by inadequate investment and
declining productivity. Completing the unhappy picture, the personal savings rate,
which sank to a 30-year low of 4.5 percent in 1979, is in danger of staying below that
level during the next three years.



1437

Swollen tax receipts
The Administration's "Mid-Session Review of the 1981 Budget" released on July

21 estimates that federal receipts will jump by a record $86 billion between fiscal
1980 and 1981. This amounts to one-third of the increase in GNP forecast for the
fiscal year, crowding out business and individual investment,

The estimated increase in receipts arises from four sources: economic growth,
inflation, previously enacted tax increases, and proposed legislation. In a healthy
economy, growth should be the main source of increased revenues. But when the
economy is slipping as at present, or growing slowly, tax increases only weaken the
recovery by leaving less diposable income for investment and consumption.

The Administration estimates that without changes in law, receipts would rise by
approximately $44 billion, due almost entirely to '"racket creep" in individual taxes
and other inflationary effects. Previously-enacted increases in social security taxes
and the windfall profit tax add an aggregate of roughly $31 billion. Final lI, the
Administration has proposed new receipts of $11.5 billion, including $3.4 million
from its proposal to withhold 15 percent from dividend and interest payments to
individuals and $3.5 billion from an additional to the excise tax on gasoline. This
triple blow of inflation, previously-enacted tax increases, and new taxes will exact a
high price from our economy in terms of lost jobs and investments, and will slow
the economic recovery during 1981.
Problems with productivity, savings and economic competitiveness

The need for immediate tax relief to stimulate investment becomes apparent
when one examines the dismal capital formation record of the United States, with
our falling rates of personal savings and productivity, and compares it to the
experience of our competitors. All of our major trading partners, even Great Brit-
ain, have devoted a larger share of GNP to investment than we have. At least part
of the difference in investment rates is due to the comparatively low rate of
personal savings in the United States. This is illustrated in the following table.

TABLE 1.-AVERAGE INVESTMENT AND PERSONAL SAVINGS RATES IN THE UNITED STATES AND
OTHER INDUSTRIALIZED COUNTRIES, 1970-79

[In perc t]

Investment PerSoalwrate 3 saying rate a

U n ited States ........................................................................................................................................... 17.5 6.4
eat M tai ........................................................................................................................................... 18.1 12.6

Italy ................................................................................................................ ..................................... 3 20 .4 4 2 1.3
Net m iands .............................................................................................................................................. 3 22.4 14.5C anada .. .............................................................................. ................................................................... 2 2.7 9.0
W est Gem a y .......................................................................................................................................... 23.1 14.9
Fra ce ................................................................................................ ..................................................... 3 23 .3 17.2
Japa ....................................... .............................................. .............. ................................................... 33 .1 3 20.5

GIa rte and nopm t lh.ty oerrent irwestnt as a percent of gro naboa pdUct

4 190-71; 1978-79 data not aVaiL
Sourc US Deportent of Comerce, "Interbtio Economic kaicatom," Septerber 1979 and Juno 1980.

We have already experienced some of the effects of this low investment rate.
Unless the trend is changed, these difficulties will be even more severe in the
future. Low investment means inadequate replacement of worn-out and technologi-
cally outdated productive ca cit and insufficient expansion of developing, efficient
industries. Without plentiful, modern capital, productivity suffers.

Productivity growth has slowed in recent years. Productivity in the entire U.S.
economy grew at an average rate of 3.1 percent from 1955 to 1965, 2.3 percent from
1965 to 1973, and less than 1.0 percent from 1973 to 1978. Productivity actually fell
for the second time in postwar history in 1979, and is likely to continue falling in
1V80 and 1981 as well. A falling productivity rate is serious because it means that
more resources must be used to produce each unit of output. This makes goods and
services more costly for Americans to buy, and reduces both our real income and
our competitiveness with most of our trading partners, whose productivity has been
rising steadily. Over the period 1970-78, productivity in U.S. manufacturing rose an
average of 2.5 percent per year, a smader increase than all but one of our seven
major trading partners.
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TABLE 2.-AVERAGE PRODUCTIVITY GROWTH IN MANUFACTURING IN THE UNITED STATES AND
OTHER INDUSTRIAUZED COUNTRIES, 1970-78

(In pecenitj

Cmtry Tod =poi pyear

U nited States .......................................................................................................................................... 22 .2 2.5
G great Britain ........................................................................................................................................... 18 .6 2,2
C anada ..................................................................................................................................................... 3 5 .1 3 8
Italy .. ...................................................................................................................................... ............. 41 .9 4.5
Japan ....................................................................................................................................................... 4 5 .3 4.8
France ........... ................................................................................ ........................................................ 4 8 .7 5.1
W est G erm any............................................................................................................................. ........... 50 .8 5.3
N etherlands .................................. ......................................................................................................... 6 2 .2 6 .2

Source US, Depaameot of Commerce, "Ilnternatcoal Economic Indicators," June 1980.

Reductions in real income which result from falling productivity hurt savings, as
individuals save less in an attempt to maintain previous levels of consumption.
Predictably, the personal savings rate in the U.S. has been falling along with the
productivity rate, from a savings rate exceeding 7 percent of disposable personal
income in the early 1970s to a 30-year low of 4.5 percent in 1979.

Falling productivity has made the current recession more severe, increased the
unemployment rate, and will slow down the recovery. Thus, tax changes designed to
improve productivity would play a vital role in restoring long-term economic health.

CHAMBER RECOMMENDATIONS

In order to combat the complex problems of a sluggish economic recovery, inad-
equate investment, falling productivity and low savings rates, excessive levels of
inflation and taxation, and weakened international competitiveness, the U.S. Cham-
ber recommends that Congress move promptly to reduce taxes by $25 to $35 billion.
At least one-half of this needed tax relief should promote capital formation. While
about one-third of tax reductions traditionally has been directed toward investment,
the current pressing need to boost capital formation and productivity requires an
increased commitment to this end, primarily through the adoption of the capital
cost recovery system proposed in S. 1435, a reduction in corporate tax rates of at
least two points, and tax changes to remove existing impediments to exports.

In addition, it is timely to consider a variety of provisions that would reduce the
tax bias against individual savings and investment. These changes should include
lowering the maximum tax rate on individuals from 70 to 50 percent, reducing the
tax on capital gains, and providing more favorable treatment of retirement savings
provisions, tax-deferred savings accounts, and dividend reinvestment plans.

THE IMPACT OF PROPERLY STRUCTURED TAX RELIEF

It is imperative that we continue efforts to hold down federal spending and the
growth of the money supply. These actions are not in themselves sufficient, howev-
er, to correct sluggish economic growth while controlling inflation. They must
accompany significant tax relief.

All taxes affect both the supply of, and demand for, goods and services. However,
some tax changes affect supply more immediately or directly than do others. To
illustrate, a small one-time rebate for each taxpayer provides a temporary increase
in buying power and thus stimulates demand, but does nothing to lower the margin-
al tax rate on either labor income or investment income. Therefore, it does not
encourage any additional work effort or investment.

In contrast, reductions in business taxes, marginal personal income tax rates, and
taxes on individual savings and investment raise the after-tax return on capital
investments and leave workers with greater returns for work effort. These changes
produce increased supplies of capital and labor, and lead to greater output and
productivity. The resulting expansion of physical capacity eliminates bottlenecks
and shortages which can drive up prices. Furthermore, increases in personal savings
and in retained earnings by business add to liquidity and lower demand for debt,
reducing pressure on interest rates. The combination of lower tax and interest rates
will lead to greater output by businesses that are dependent on outside financing,
and to increased residential investment. In addition, increased supply and higher
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after-tax rates of return will help boost exports and attract foreigX capital, which
should improve the balance of payments and the exchange rate.

Immediate economic effects
An immediate, supply-oriented tax reduction of the size and type recommended by

the Chamber will speed the recovery from the current recession, with an accompa-
nyin decrease in unemployment. GNP, investment, productivity and real dispos-
able income would increase.

To illustrate these effects, the Chamber used the Data Resources, Inc., quarterly
model to compare a forecast exclusive of any tax change with the same forecast
including a tax reduction of $30 billion, starting in January, 1981. Approximately
hal f j this hypothetical tax reduction consisted of the "10-5-3" capital cost recov-
ery proposal, a two-point cut in corporate tax rates, and other investment-oriented
changes, with the remainder comprising personal income tax rate reductions.

The benefits of such tax reduction plan would be immediate and dramatic, and
are illustrated in the following table:

TABLE 3.-ECONOMIC EFFECTS OF PROPERLY STRUCTURE TAX RELIEF
[in percent)

1981 1982

Wl tax WlWou tax Wth tax W ltax
reief reflef r elel relee

Percent change, year ower year:
Real gross nation al product ............................................................................ 0.9 0.2 5.0 4.5
Real M witness xuied investment ....................................................................... - 3.8 - 5.8 7.1 1.3
Producti t ..................................................................................................... 1.4 1.1 3.0 2.5
Real d p inco e ............. ................................................................ . 6 - .6 3.1 2.6
Consumer prce index ..................................................................................... 9.1 9.1 8.9 8.8

New em ploynent (m illons) ................................................................................... 2.3 1.9 3.3 2.9
Une oym ent rate (percent) ................................................................................. 8.9 9.1 8.0 8.5

Source: U.S. Oirner Forecst Ceter.

Real GNP (GNP adjusted for inflation) would grow substantially faster each
quarter during 1981 and 1982. Real Business fixed investment would rise by a
strong 7.1 percent in 1982, rather than the 1.3 percent which will occur in the
absence of any tax relief. Supply-oriented tax relief would lead to the creation of
400,000, additional jobs a year in 1981 and in 1982, thereby reducing the average
unemployment rate in 1982 by 0.5 percent compared to no tax relief.

Productivity would be up by an additional 0.3 percent in 1981 and 0.5 percent in
1982. Real disposable income would grow nearly one percent in 1981 instead of
continuing to fall, and in 1982 this figure would be 1.7 percent higher than it would
have been in the absence of a tax reduction. Equally as important inflation would
be virtually the same with or without this tax change. The consumer price index is
forecast to rise by 9.1 percent in either case in 1981, and by 8.9 percent in 1982 with
a tax cut, 8.8 percent without one.

Impact on inflation
Properly structured supply-oriented tax reduction would not have to be inflation-

ary, even though some increase in the deficit might result. To see why this is so, it
is helpful to recall that inflation is "too much money chasing too few goods." Tax
reductions which encourage savings and investment lead to higher productive capac-
ity through greater investment, thus increasing the supply of goods and services.
When tax reductions cause the supply of goods and services to grow more rapidly
than the money supply, the change is actually deflationary.

The Federal Reserve Board plays a key role in ensuring that tax relief will not be
inflationary by maintaining a steady monetary policy, even when the federal deficit
increases. Only when Congress allows the deficit to increase excessively, putting
unnecessary pressure on the Fed to accommodate the increase by purchasing some
of the added debt, do inflationary pressures increase. Over the past year, the Fed
has shown a commendable determination to hold down the growth of the money
stock. A modest increase in the deficit at this time from tax reductions structured
primarily to promote long-term growth should not cause the Fed to abandon this
policy. Moreover, increases in the deficit can be kept small by additional reductions
in federal spending.
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Current economic conditions make this an especially favorable time for noninfla-
tionary, supply-oriented tax reduction. Interest rates have fallen dramatically since
early spring, consumers have reduced their debt, and businesses have scaled back
plans for borrowing and are operating at far below capacity. Accordingly, a modest
increase in the federal deficit at this time caused by a properly-structured tax
reduction will not trigger a surge in interest rates or require the Fed to add to
monetary growth by purchasing the added debt.

Nevertheless, it is still important that Congress take the lead in fighting inflation-
ary risks from a tax cut by continuing efforts to hold down spending.

The proper size of tax relief
Tax relief must be large enough to provide an effective incentive to capital

formation. But it should not be so large as to put impossible pressure on the Fed or
on capital markets. A supply-oriented reduction of $25 to $35 billion is modest and
appropriate, when judged against the growth of receipts, the current federal share
of GNP, or the size of past tax relief. Such a reduction would add significantly to
investment and personal savings, thus increasing productivity, employment, and the
strength and durability of next year's recovery.

The first concurrent budget resolution anticipated an $88 billion tax increase
from fiscal 1980 to 1981. This figure was based on economic forecasts made three
months ago, before it was obvious that the country had entered a steep recession.
Presumably, revenues will not be as high in fiscal 1981 as the Budget Committees
had forecast. The Chamber forecasts that, without a tax cut, receipts would rise by
$66 billion in fiscal 1981 and would account for 21.7 percent of GNP. To keep
receipts in 1981 at the fiscal 1980 level of 20.6 percent of GNP would require tax
relief of about $28 billion. This level is still a peacetime record high. To start toward
achieving the more moderate tax levels of the 1960s, our last period of sustained
growth, taxes should be reduced still further. It would be desirable for these reduc-
tions to be accompanied by further spending cuts.

Another way of measuring the appropriate size of tax relief is by comparing it to
previous reductions. As the chart below shows, the most successful tax reduction in
recent decades, the Kennedy-Johnson reductions of 1963-65, amounted to nearly $60
billion in terms of today's economy. Even the more modest reductions of 1975 and
1978 amount to $37 billion and $25 billion, in 1980 terms.
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BusINESS TAX RELmF

CAPITAL COST RECOVERY

The centerpiece of any tax reduction must be enactment of a capil'al cost recovery
system, such as that contained in S. 1435, to replace the outmoded depreciation
provisions of current law. During the first half of 1979, the Chamber worked
extensively with other organizations to develop a new system of depreciation that
would promote capital formation, increase productivity, and create jobs, while pro-
viding major simplification of the tax laws.

An overwhelming consensus has developed throughout the business community
and in the Congress that the present depreciation system, adopted almost 10 years
ago, needs substantial change. yet its proposed replacement, the so-called "10-5-3"
system, has been pending before the Congress for more than a year. The time for its
adoption is now.. More rapid capital cost recovery under the "10--3" system will raise the rate of
return on investment in fixed assets and encourage more business investment. With
more capital in place, American workers will become more prodi'ctive, raising the
standard of living in this country and making American businos more competitive
in world markets.

Deferring adoption of depreciation reform until the next Congress would force
businesses to postpone investment decisions until certainty in the law has been
provided. Delaying legislative action would be a serious muitake, one which risks
prolonging the current recession and putting off the much-needed revitalization of
American industry.

The 10-5- system
The Capital Cost Recovery Act will streamline and simplify the depreciation of

buildings and equipment, by divorcing the recovery period for capital assets from
the concept of useful lives and by assigning assets to three classes for depreciation
over 10, 5, or 3 year periods. This pro will provide more rapid capital recovery,
and will substantially reduce the buren and expense of tax compliance by eliminat-
ing many complex provisions of existing law.
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The capital cost recovery allowance which taxpayers would be entitled to deduct
each year varies among three classes of investment:

Class I-Investments in buildings and their structural components would be writ-
ten off over 10 years.

Class II-Investments in tangible property other than that in Class I or Class III
would have a 5 year write-off. Equipment and machinery would be included in this
class.

Class III-Up to $100,000 per year of investments in automobiles, taxis, and light-
duty trucks would have a 3-year write-off.

The bill lessens the bias in present law against Iong-lived assets. The capital costs
of all equipment thus will be recoverable over the five-year period. The proposed
system also reduces the wide disparity, for depreciation purposes, between equip-
ment and commercial and industrial structures, recognizing that businesses consist
of an interrelated set of both types of assets. Reducing the life of buildings as is
done in Class I parallels the reductions in lives provided under the system for
equipment.
The concept of useful lives

Our federal income tax system for many years has attempted to calculate depreci-
ation allowances for each taxpayer by permitting the cost or other basis of deprecia
ble property to be written off over the estimated useful life of the property. This haL
necessitated a determination, at the time an asset is purchased or constructed, of
the estimated useful life that it will have in the hands of the taxpayer. There is
obviously no way to determine in advance the future length of life of buildings and
equipment, and accordingly we have gone through various methods of estimatir g
those lives.

At one time the Internal Revenue Service produced in Bulletin F a list of 10,000
types of assets with a life for each that was ordinarily acceptable to the Service, but
Bulletin F soon became outmoded. Later, the Service in 1962 reduced the number of
categories substantially, grouping assets by broad industry or by asset type, with"guideline lives" listed for each category. The determination of useful life, however,
could still depend upon all the facts and circumstances of the particular case. In
1971 the Treasury and the Service amended the income tax regulations to institute
an Asset Depreciation Range (ADR) system, which recognizes that the attempt to
predict the future useful life of property is difficult and uncertain, and thus allows
each taxpayer to choose a life that is within a range 20 percent higher or 20 percent
lower than a guideline life. The ADR system represents a substantial improvement
in depreciation, but one that is limited by the fact that it was designed as a
regulation interpreting an existing statute that required depreciation to be meas-
ured by estimated useful life.

While ADR gives recognition to the obvious fact that future useful life is extreme-
ly difficult to predict, it cannot, without a change in the statute, eliminate the
problems that necessarily flow from reliance on the useful life concept. Useful life
as been estimated by trying to collect data as to past experience regarding the

average length of time particular industries have used their assets and then assum-
ing this experience will continue in the future. But changes in technology, in
environmental requirements, in competition from foreign countries, in availability
of raw materials and a myriad of other factors occur with an ever accelerating pace,
making the experience of the 1960's and 1970's an unreliable base upon which to
judge the future life of assets to be built of brought during the 1980's. The federal
income tax should take into account the substantial possibility that useful lives in
the future may, for a variety of reasons, be shorter than then have been in the past.

The Chamber firmly believes that it is time to amend the statute to abandon the
attempt to estimate future useful lives of assets and instead to enact specific
statutory lives to apply acoss the board to all industries, with a specified allowance
in each taxable year in lieu of the complex system of allowances now in the Internal
Revenue Code.
Effects of inflation

Our existing depreciation rules permit write-off only of the actual cost of an asset,
and do not take into account rapidly increasing costs of replacements. As plant and
equipment wear out or become outmoded, they must be replaced by new assets that
inevitably are more expensive because of the ravages of inflation. According to the
Department of Commerce estimates, depreciation allowances "or all fixed assets
except residential structures were over $16 billion short of replacement costs in
1977, and $19 billion short in 1978. Private economists place the disparity much
higher. Dr. Martin Feldstein, presidednt of the National Bureau of Economic Re-
search, Inc., has estimated that the cumulative effect of inflation reduced the
depreciation allowed to corporations on existing plant and equipment by over $39
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billion in 1977. While some have suggested that an "indexing" system be applied to
depreciation to allow for inflation in replacement costs, indexing of depreciation
involves numerous difficulties, notably complexity in calculation, and especially so
for small business. Since depreciation is at best a rough approximation, a far
simpler approach is to adopt shorter lives as a means of allowing for the factor of
inflation.

The "10-5-3" approach has the advantage of eliminating the difficulties and
controversies that have existed in the continuing effort to predict future useful life.
Because in general S. 1435 will shorten lives that are presently in use, it will
automatically make allowances for the uncertainties that lie ahead in the 1980's
and beyond. The "10-5-3" approach will take into account the risks that are
inherent in the investment in plant and equipment so essential to our productivity
and to jobs. It will make allowance for the increased cost of replacement of assets in
an inflationary period. It will provide certainty as to the income tax treatment of
such investments, and will put American industry in a better position to compete
with industry in foreign countries, many of which now have more liberal depreci-
ation allowances.
Needs of small business

Of prime' importance, the "10-5-3" system would achieve a major simplification of
depreciation calculations. This is a matter of great significance, especially to small
business. Most small firms do not elect to use the ADR system, which they seem to
find too complex to use. The ADR system contains over 100 guideline class lives for
assets (excluding most real property), and imposes a number of formal accounting
and reporting requirements.

The Treasury Department estimates that while nearly 92 percent of corporate
taxpayers with depreciable assets of $1 billion or more elected ADR in 1974, only
0.36 percent with assets of $500,000 or less did so. Adoption of a capital cost
recovery system will make the accelerated methods and shorter recovery periods
built into the "10-5-3" approach available to all taxpayers. This would redress the
underdepreciation which presently occurs as a result of the inability of small firms
to use ADR, and would provide certainty to those taxpayers without access to
sophisticated tax advice. Certain cost recovery will be simpler for small firms to use
than present depreciation rules, even aside from ADR, because the new system
substitutes three asset classes, each with a single recovery allowance, for the pleth-
ora of classes, accelerated and straight-line methods, and computation of salvage
value required under present law.

To encourage the modernization and expansion of productive facilities in order to
make American industry fully competitive, the present depreciation provisions
should be replaced with an efficient, equitable and simple capital cost recovery
system. The Chamber believes S. 1435--

Will increase much needed capital investment;
Will improve our lagging productivity;
Will permit us to compete more effectively iii the world markets;
Will redress the significant understatement in present depreciation allowances

that fail to reflect marked increase in cost of replacement due to the ravages of
inflation; and

Will simplify depreciation allowances to the Feat advantage of the Internal
Revenue Service and business, and particularly so or small business.

CORPORATE RATE REDUCTION

To complement adoption of a capital cost recovery system, Conjress should lower
corporate tax rates by at least two percentage points. Consideration also should be
given to lowering the tax on corporate capital gains. Corporate rate reductions will
encourage greater investment, and by raising the after-tax rate of return on corpo-
rate outlays will enable companies to retain more earnings, a vital ingredient in
funding capital expansion.

In 1978, President Carter recommended that the corporate tax rate be reduced
from 48 to 44 percent. Congress cut only two points from the top rate, however,
setting it at 46 percent, while setting four lower rates on lesser amounts of income.
It is time that the maximum rates were lowered by at least two points, to no more
than the 44 percent rate proposed 2 years ago. Moreover, reduced rates of tax on
lower levels of corporate income are appropriate as part of a program of tax relief
for small business.
Taxation of Americans employed abroad

Evidence exists that the competitive position of United States industry in interna-
tional trade has been declining. Contributing to this unfortunate trend has been the

65-969 0 - 80 - 25 (pt.3)
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absence of a clearly stated national emphasis on export expansion, the lack of a
carefully designed and consistent set of government policies and programs to en-
courage exports, and the insufficient awareness on the part of American firms and
individuals as to the economic benefits to be derived from exporting.

One impediment which has been the subject of much criticism is the taxation of
Americans employed abroad. The costs to U.S. firms of employing American work-
ers overseas have risen dramatically in recent years, in large part because compa-
nies often provide "tax equaliztion" programs for these employees. In some i-
stances, rising tax costs have forced U.S. employers to reduce the number of their
American workers, or to replace them with foreign nationals. This trend has serious
consequences for US. exports. American workers responsible for purchasing ods
or services for their companies are more likely to specify American-made products
in fulfilling job requirements abroad than would their foreign counterparts. In-
creased tax costs hit particularly hard at the service industries, our most rapidly
growing area of export, since the product sold by these industries is the technical
know-how and managerial expertise of the American worker.

U.S. tax treatment of foreign earned income should encourage, rather than dis-
courage, U.S. citizens to work abroad. Tax relief should be adopted to place Ameri-
can workers overseas on an equal basis with their foreign counterparts.

IN0OM1 TAX RNILK FOR INDIMDUAS

Congress should give high priority to tax relief for individuals. Despite the $15
billion reduction in taxes enacted in 1978, the Administration forecasts that individ-
ual income tax receipts will rise by nearly $100 billion between fiscal 1978 and 1981.
This increase will send individual income tax receipts to a record 12.3 percent of
personal income in fiscal 1981. Historically, Congress has maintained the ratio of
receipts to income in the 9 to 11 percent of personal income, enacting tax reductions
whenever it started to exceed this amount. This is illustrated by the following table.

TAzLz 4.-Ratio of Federal individual income tax to personal income, 1951-81

1951 ...............................................
1952 ...............................................
1953 ...............................................
1954 ...............................................
1955 ...............................................
1956 ...............................................
1957 ...............................................
1958 ...............................................
1959 ...............................................
1960 ..................
1961 ............... ..........................
1962... ......................
1963.........................
1964................. ...................
1965...... ............
1966., ..................

IAdministration estimate based on

10.0 1967 ...............................................
11.1 1968 ...............................................
10.9 1969 ...............................................

9.7 1970 ...............................................
9.8 1971 ...............................................

10.2 1972 ...............................................
10.3 1973 ...............................................
9.9 1974 ...............................................

10.1 1975 ...............................................
10.5 1976 ...............................................
10.3 1977 ...............................................
10.6 1978 ...............................................
10.6 1979 .........................

9.3 1980 ...............................................
9.5 1981 ...............................................

10.0
1981 Budget Mid-Session Review.

10.3
11.2
12.2
11.0
9.9

10.9
10.4
10.9
9.6

10.2
10.6
11.0
11.7

1 11.7
1 12.3

Source: US. Department of Commerce.
The unprecedented 12.3 percent ratio which the Administration currently fore-

casts for fiscal 1981 must be reduced if the tax burden on Americans is to be
restored to acceptable levels.

Improving the tax treatment of savers and investors
Congress should address our low rate of personal savings with proposals designed
encourage taxpayers to transfer funds from consumption to savings and from les

productive to more productive forms of savings. Properly designed reductions in the
tax bias against individual ravings and investment must strike a balance among at
least three objectives: providing an effective incentive, keeping the revenue los
affordable, and making compliance burdens manageable. The measures discussed
below meet these objectives.
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50percent maximum rate

Reducing the maximum rate on investment income of individuals from 70 to 50
percent is desirable from the standpoint of economics and equity because a 50
percent maximum rate on all income would remove the existing bias against invest-
ment income compared to earned income, which already is subject to a 50 percent
maximum rate. It also would raise the after-tax rate of return on investments which
are currently taxed at higher rates, improving the attractiveness of such invest-
ments. Moreover, providing the same maximum rate for investment and earned
income would simplify the tax system and eliminate numerous taxpayer controver-
sies with the Internal Revenue Service over that constituted earned income.

Rapid inflation, along with the growing prevalence of two-earner families, has
drastically increased the number of taxpayers being pushed into brackets above the
50 percent level. Thus setting a maximum rate on all income of 50 percent would
directly affect substantial numbers of taxpayers. Small businesses, which often
operate as partnerships or sole proprietorships, also would be helped substantially, a
fact recognized in the recommendations of the White House Conference on Small
Business.

The increased investment induced by cutting the top individual rate would lead to
greater employment and higher wages at all income levels. Conventional estimates
of revenue losses from tax cuts fail to account for these expansionary effects. This
error overstates the revenue loss from all investment-stimulating changes, but
nowhere is the error likely to be greater than with rate cuts. In 1964, rates were cut
across the board, and the maximum rate was lowered from 91 to 77 percent. Yet
taxes paid by the highest income group, those with adjusted gross incomes of
$100,000 or more, rose by 20 percent, from $2.46 billion in 1963, to $2.95 billion in
1964. When rates were cut again in 1965 to a maximum of 70 percent, taxes paid by
this group rose an additional 27 percent, to $3.76 billion. It is reasonable, therefore,
to expect favorable revenue results from a cut in the maximum rate from 70 to 50
percent.
Reducing the tax on capital gains

The effective rate of tax on capital gains should be reduced in order to increase
the availability of investment capital.

Until 1978, a noncorporate taxpayer could deduct from gross income 50 percent of
net capital gain for the taxable year. In its version of the Revenue Act of 1978, the
Senate approved an increase in this deduction from 50 to 70 percent, and the final
legislation contained a 60 percent figure. The reason given for this change by the
Senate Finance Committee remain valid today: The committee believes that lower
capital gains taxes will markedly increase sales of appreciated assets, which will
offset much of the revenue loss from the tax cut, and potentially lead to an actual
increase in revenues. In addition, the improved mobility of capital will stimulate
investment, thereby generating more economic activity and more teu: revenue. (S.
Rep. No. 95-1263, p. 192)

fn the two years since the 1978 change was enacted, unprecedented high inflation
and low personal savings rates have strengthened the case for further capital gains
tax relief. Such relief can be achieved at modest revenue cost, since it induces many
taxpayers to realize gains on assets they would not otherwise have sold. In 1978, the
Joint Committee on Taxation staff estimated that the first-year cost of increasing
the deduction from 50 to 60 percent was $1.2 billion, net of the revenue pickup from
increased realizations. Presumably, a further 10 percent increase in the deduction,
to 70 precent, would have a roughly similar cost today. "Feedback" from added
investment would reduce these revenue losses still more. For these reasons, we
think that a further reduction in the tax on capital gains is appropriate.
Improving retirement savings

Retirement savings efforts in the private sector-by employers, employees, and
the self-employed-play a substantial role in meeting individual retirement income
needs and provide a stable source of long-term investment capital. Increased private
retirement savings will help alleviate the pressures on an already-overburdened
Social Security system to provide higher benefits without increasing payroll taxes to
fund them. The Chamber therefore supports tax changes to encourage greater
availability and use of tax-deferred retirement savings plans.

Present law is needlessly complex, providing tax incentives for retirement savings
to some but not to 'thers. We urge this Committee to create a statutory environ-
ment that will encourage greater retirement savings by all individuals, a recommen-
dation that also was made in the May 1980, Interim Report of the President's
Commission on Pension Policy.

Specifically, (1) individuals who are active participants in any type of qualified
employer plans should be permitted to make voluntary, deductible contributions to



1446

either their employer's plan or to an Individual Retirement Account (IRA, (2) the
limit on deductible contributions to IRA or Keogh plans should be increased and the
use of nondeductible contributions considered; and (3) non-working or low earning
spouses should be allowed greater access to IRAs.

Current laws permit employees who are not active participants in qualified pen-
sion plans to receive a deduction for annual contributions to IRAs of the lesser of 15
percent of compensa'On or $1,500 ($1,750 for IRAs covering non-working spouses).

If-employed persons may establish similar accounts (known as Keogh plans), with
a maximum annual contribution of 15 percent of compensation or $7,500. Income
and gain on these accounts generally are non-taxable provided funds are not with-
drawn until the taxpayer reaches age 59 V. Employees who are active participants
in qualified pension plans and non-working spouses cannot contribute to IRA or
Keogh plans nor can employees deduct their contributions to employer-sponsored
retirement plans.

The changeR we propose would be simple to implement because they build upon
an existing mechanism, the IRA, with which taxpayers and the Internal Revenue
Service are already familiar. Expanding eligibility to use IRAs would be particularly
helpful to low and middle income taxpayers, the very individuals for whom in-
creased retirement savings to supplement Social Security are so critical. It would
also encourage younger workers, who may not be fully "vested" in their employers'
plans, or those who change jobs and lose benefits, to set aside additional savings.
Finally, raising the limit on deductible contributions would remedy part of the
erosion to this savings incentive caused by inflation.
Tax-deferred savings accounts and dividend reinvestment plans

The U.S. Chamber endorses adoption of tax-deferred savings accounts and quali-
fied dividend reinvestment plans as a way to reduce the tax bias against equity
capital and promote capital formation.

S. 1964, introduced by Sen. H. John Heinz, III (R-Pa.), would permit individuals to
establish special savings accounts maintained by a financial institution or other
trustee a proved by the Secretary of the Treasury. No tax deduction would be
granted or contributions to the account, but the income and gain on qualified
contributions could build up without being subject to tax each year. Holdings could
be switched from one type of investment to another as long as nothing were
withdrawn from the account. When an amount is withdrawn, it would become
includible in the gross income of the individual establishing the account to the
extent of untaxed income or capital gain in the account.

Use of these plans would promote capital formation and direct flows of capital to
more productive investments by allowing taxpayers to "roll over" investments from
on type of holding to another without paying tax immediately on the gain or income
from the rollover transaction. Furthermore, the deferral of tax on dividend and
interest income left in the account would encourage individuals to save these funds
rather than spend them.

S. 1543, introduced by Sens. Gaylord Nelson (D-Wis.) and Lloyd M. Bentsen (D-
Tex.), would allow taxpayers to defer tax on up to $1,500 per year ($3,000 for joint
returns) of dividends which they elect to receive in the form of new common stock
issued by the corporation paying the dividend. The additional stock would be subject
to long-term capital gains tax on its entire value upon disposition, if held more than
a year, rather than being taxed as dividend income when received.

The companies which would be most likely to use these plans are capital-intensive
firms, such as utilities, which currently pay relatively high dividends and mustfrequently raise large amounts of capital. There seems to be little doubt that
participate tm companies would be able to attract more equity capital through these
plans. Furthermore, the exisence of SUCh plans would make these companies more
attractive to individuals, particularly those who do not now buy stocks.
Individuals rate reductions

Tax rate reductions for individuals are badly needed in order to offset the '"rack-
et creep" from inflation expected in 1981. Rate reductions are preferable to tax
rebates, or to increase in the zero bracket amount or the personal exemption,
because reductions in marginal rates reduce the disincentive to additional work
effort and investment.

A portion of the tax reduction for individuals should go to correct the so-called
"marriage penalty" that exist under our current tax system. Under present rate
schedules a married couple with both spouses working pays higher taxes than they
did as two single workers. This feature of the tax law imposes a penalty upon the
institution of marriage. The great increase in recent years in the number of two-
earner families has caused this to become a frequent and serious problem on which
prompt action is needed.
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The size of individual rate relief should depend on how much Congress reduces
spending. Congress has made a beginning toward cutting outlays for fiscal 1981, and
should act swiftly to a prove the spending reductions includedin the reconciliation
process as part of the first concurrent budget resolution. We hope that Congress will
make these cuts permanent, cut spending further in 1981, and adopt a strict,
effective limit on outlays as a percent of GNP to hold down spending in future
years. -
Social security taxation

The Chamber urges caution in the consideration of any changes in financing the
social security system, based upon our overriding concern that the solvency of the
system be maintained. We remain opposed to the use of general revenues to finance
social security, and cannot surport reductions or offsets to social security taxes
without a thorough evaluation Lf their impact upon the entire system. Our concern
has been heightened by the most recent report of the Trustees of the social security
trust funds, which-revealed that current payroll tax revenues are barely adequate
to meet anticipated benefit needs over the next few years. Indeed, unless legislative
steps are taken, the old age and survivors insurance trust fund will be exhausted
sometime next year. Thus, this is a most inappropriate time to consider cutting
FICA taxes.

Using general revenues to finance social security threatens the principle of fi-
nancing all benefits from a designated source. This principle has served to keep the
growth of benefits from outstripping the means of paying for them.

Social Security tax rates are scheduled to increase on January 1, 1981 by 0.52
percent for employees and employers (from 6.13 percent currently to 6.65 percent)
and by 1.2 percent for self-employed workers (from 8.1 to 9.3 percent). In addition,
the wage base, or maximum wage subject to social security tax, is scheduled to rise
fr, r, $25,900 to $29,700. For employees, a 10 percent income tax credit would be
equivalent to a payroll tax rate cut of 0.665 percent, more than the scheduled 1981
increase of 0.52 percent in the payroll tax rate. For self-employed workers, a 10
percent credit would be equivalent to a payroll tax cut of 0.93 percent, less than the
scheduled 1.2 percent rise in the social security tax rate. And for all workers
earning close to the new wage base, the income tax credit would not be sufficient to
offset their combined payroll tax rate and wage base increase. Finally, taxpayers
whose income is from sources other than wages or self-employment would receive no
benefit from this plan.

Accordingly, an income tax cr-dit geared to social security taxes would have
significant inequities. It would do nothing to encourage saving and investment, and
thus would be less helpful in expanding supply or reducing inflation than would tax
changes targeted to savings and investment, or even a general rate reduction. A
one- or two-year credit would provide temporary relief at best, since it would not
lead to a permanent expansion of employment or output. The credit that would be
allowed to employers would be a substitute for the present employer deduction for
social security tax expenses and thus would benefit employers far less than employ-
ees. Moreover, the refundable portion of the credit for employers would be equiva-
lent to a selective subsidy directed only to businesses with little or no income tax
liability. The proposal to allow an income tax credit for 10 percent of social security
taxes paid thus would have an uneven effect, not proportionate to the forthcoming
rise in social security taxes. We question-the wisdom of this action.

Clearly, both the short-run and long-run outlook for social security warrant r.
close examination of new financing approaches. But the Chamber remains opposed
to direct or indirect reductions in social security taxes as a solution. We believe such
changes would only jeopardize the system further.

CONCLUSION

The need for investment-oriented tax relief is clear. Our declining rates or produc-
tivity and personal savings have contributed greatly to the unprecedented inflation
of recent years. if we are to reverse this pattern, our tax laws must encourage
people to save and businesses to invest.

We have outlined a number of ways that taxes can be reduced and investment
stimulated without adding to inflation. These changes are needed now if our econ-
omy is to begin to grow once again.

Dferring adoption of a capital cost recovery system until the next Congress
would force businesses to postpone investment decisions until certainty in the law
has been provided. Delaying legislative action would be a serious mistake, one
which risks prol, nging the current recession and putting off the much-needed
revitalization of American industry.
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TESTIMONY OF

THOMAS J. McHUGH

ON BEHALF OF

THE NATIONAL ASSOCIATION OF MANUFACTURERS

BEFORE THE COMMITTEE ON FINANCE

UNITED STATES SENATE

July 30, 1980

"A 1980 Tax Reduction Bill"

My name is Thomas J. McHugh, and I am Vice President-Taxes for

Kraft, Inc. of Glenview, Illinois. I am representing the National

Association of Manufacturers as a member of its Board of Directors and

as C!7airman of its Taxation Committee. We offer the following summary

comments and recommendations for your consideration.

(1) Enactment of a tax reduction package in 1980 (to become
effective next January) is desirable, is timely and is
feasible. It is questionable that a tax bill can be eDacted
quickly in 1981. Waiting a year or more to enact such a
package will only delay the start of an already overdue task
of revitalizing American industry.

(2) The package should concentrate on reducing the federal
tax burden on savings and investment for both businesses and
individuals. Providing selective relief which is intended as
financial aid or stimulating general consumption is
undesirable.

(3) The centerpiece of the package should be the Capital Cost
Recovery Act, or CCRA (S. 1435), often called the 10-5-3
depreciation bill. Now cosponsored by a broad bipartisan
majority in Congress, CCRA has an unparalleled breadth and
depth of support within the business community. CCRA is an
essential prerequisite if the creation of new capital is not
to be offset by the erosive effects of the-eful life
concept. If additional reductions are possible, they should
benefit both businesses and personal savers.
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CURRENT ECONOMIC SITUATION

The Recession

The long-forecasted recession is upon us, and there appears to be

as much uncertainty now about its length and depth as there was

several months ago about when it would begin. Concern about the

severity of this recession is heightened in those sectors which are

experiencing extreme increases in unemployment as sales drop and

profits fall. Such problems in the steel, auto and rubber industries

are well-known because they are featured id every publication and on

every news broadcast.

But while the recession is headline news, ominous long-term

problems continue to threaten the economy. Inflation has been

persistent in recent years, and early 1980 figures-set record high

levels. The most recent indicators show 10% to 12% annual rates which

are "moderate" only in relation to earlier 15% to 20% annual rates.

Productivity gains have sagged steadily since the 1960's, and they

have turned negative in many sectors. Long-term rates of productive

investment have lagged behind--i6se of-o-ur foreign competitors, and

personal savings fell to incredibly low rates in 1979 and early 1980

These are visible signs of significant long-term problems which

predate the recession and will live beyond recovery from the

recession.

The political response to these concerns from some quarters has

focused solely on the recession with predictable proposals. Pump

priming with spending for public works and other income maintenance

programs has been suggested. A different version of this approach is

selective help to specific sectors--particularly through the tax
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law--to provide quick cash to firms or stimulus to consumption.

Spending our way out of a recession has been the usual remedy since

the mid-1940's.

Regrettably, this traditional approach to the current recession

does not address our long-term economic problems. In fact, it is

increasingly obvious that such use of federal fiscal policy to respond

to or to influence short-term economic circumstances has contributed

greatly to the long-term problems. Emphasis on stimulating demand

through ever growing spending has overlooked or even discouraged

personal savings and business investment in larger, more efficient

supply capacity for American industry. It has created deficits which

have been financed by both loose monetary policy and by massive

federal borrowings from the private sector. These pressures, coupled

with tax policy that inhibits investment, have been the major

contributors to inflation and uncompetitive situations for American

industry generally.

POLICY CHANGES

NAM's concern over the state of American industry is expressed in

a comprehensive program entitled "Revitalization of American

Industry." This program offers several proposals for action through

the early 1980's.- NAM urges Congress to adopt such broadbased policy

changes which will attack the long-term problems of inflation, sagging

productivity and insufficient investment rather than enact quick fixes

*for the current recession. Two critical areas in the "Revitalization"

program are affected by actions of this Committee. Those are spending

restraint and tax reform to remove barriers to savings and investment.
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Spending Restraint

The first concurrent budget resolution for fiscal 1981 made a

small but firm step toward fiscal responsibility by limiting the

growth in spending for 1981. The reconciliation process has beguri to

enforce such spending restraint. The mid-year economic report

indicates how difficult it will be to continue such restraint. But it

also reinforces the need to hold the line on spending in-the second

resolution and to enact a long-term spending limitation. It is

through limited spending rather than higher taxes that the federal

budget should be balanced.

Tax Policy

While meaningful spending restraint can reduce inflationary

pressure, broadbased tax changes are also essential to combat our

long-term economic problems. Tax increases drain productive resources

away from the private sector and hinder rather than help a long-term

policy to improve productivity and reduce inflation. However, our

support is not offered for quickie cuts to stimulate consumer demand

as an anti-recession tactic. It does not mean tax cuts for particular

income groups. And, it does not mean selective measures for specific

industries or for certain types of expenditures. As difficult as the

current conditions are, they do not justify the use of tax subsidies

for quick fixes.

We urge enactment of across-the-board changes in tax policy which

encourage savings and investment, and we place depreciation reform--

specifically the Capital Cost Recovery Act or CCRA (S. 1435)--at the

very top of that list. Depreciation is critical to the long-term

needs of our economy because it provides nearly two-thirds of all the

funds available for investment. Therefore, depreciation reform is



1452

the most logical and most effective area to tackle first. (A detailed

explanation of CCRA and a discussion of its economic benefits are

presented in the APPENDIX.)

NAM certainly recognizes that other business and personal tax

changes can improve the climate for savings and investment. For

businesses, corporate rate cuts and a higher investment credit are

potential changes. For individuals, capital gains changes, interest

and dividend reforms and reductions in top rates offer improvements.

Our support for depreciation reform and specifially for CCRA is based

on our judgment that now is the time for this issue. Public and

congressional awareness of the relationship between depreciation and

investment has grown significantly. A broad array of business

representatives have urged prompt action.

Depreciation reform is not the only answer to investment woes.

But, it is the proposal which is right for 1980, and it needs

attention first.

1980 ACTION

Action is both possible and needed in 1980 on a tightly

structured tax bill. The shortness of time prior to congressional

adjournment this fall should enhance rather than reduce the prospects

for drafting a tax bill which is not adorned with numerous attractive

ornaments. In fact, NAM would like to work with the Comnvittee in this

regard by minimizing or eliminating the "laundry list" approach fcr

priorities after CCRA. If action is delayed until 1981, it seems more

likely to us that the process will oe lengthy. Following organization

of the Congress, the tax legislative process probably could not begin

before spring. With no time pressures for action, the prospects would

increase for extensive discussion of long lists of proposals.



1 1453

It is likely that these factors would push enactment into late 1981 or

1982.

The need for 1980 action is heightened by the fact that we face a

long, hard task in the revitalization of our industrial base. An

early effective date for a tax change is important., but early

enactment is of equal or greater importance. We believe that a major

depreciation change will encourage increased levels of capital

spending over a period of years as suggested by the econometric

analysis presented in the APPENDIX on pages A8 and A9. But such

increases will not occur overnight. Financial planners will need a

period of months to adjust both capital appropriations and actual

spending once they are certain that a depreciation change will occur.

1980 action will provide that assurance. Waiting until 1981 will cost

several months, if not a year or more, in the planning process.

The longer we delay in revamping our complex and counterproductive

depreciation system, the greater the risk that more American

industries will slide into an uncompetitive stance around the world.

We cannot identify with certainty which industries might be the most

prone to slip into the uncompetitive category, nor is there any reason

to attempt to identify them for purposes of either special help or

concern. But we believe that a failure to address basic economic

policy issues now--and particularly the depreciation issue--will

simply insure that other problem industries will develop during the

1980's.

This possibility is illustrated by the current problems in the

steel and auto industries. They did not develop Dust-because we slid

into this recession, and they will not be cured simply as we climb out

of this recession. There have been international factors, regulatory
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demands and capital formation restrictions which have caused these

problems. These factors have been at work over many years, and many

years will be needed to overcome their effects.

The sagging export picture for manufactured goods reinforces the

need to move with speed. While many factors impact our ability to

compete with foreign firms, the strength of our domestic industrial

base is the most important. Until American industry is revitalized,

we cannot expect a long-term improvement in export competition or even

in domestic competition with imports.

For these reasons, it is vitally important that major policy

changes be enacted as soon as possible for the entire range of

productive business. Such a broad scale change encourages economic

forces to allocate the capital resources to needed industries. If it

is still deemed essential that federal support be offered to

industries which are now in dire straits, that should be debated after

and in addition to broad changes rather than as the first order of

business. Failure to undertake broad changes now simply increases the

prospects for debating more selective relief at a later time.

THE CAPITAL COST RECOVERY ACT

NA strongly recommends that Congress take a major step this year

in implementing broad policy changes. That major step should be a _

basic overhaul of tax depreciation rules. Specifically, we recommend

that the Committee start with the Capital Cost Recovery Act or CCRA

(S. 1435), which is now cosponsored by 55 members of the Senate

including 12 members of this Committee.

We make this recommendation for the following three reasons:

* CCRA will remove tax-induced higher costs and distortions
related to the purchase of capital assets. The long-term
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economic impact of this change will be to encourage needed
investment in expanded supply capacity and more productive
assets, contribute to the higher productivity of labor, hasten
purchases of more energy-efficient processes, create markets
for new technologies stemming from innovative research, and
generally expand our industrial capability to fulfill domestic
consumer and defense needs and to compete -in world markets.

E CCRA will remove inequities caused by the complexity of
current depreciation rules and by the historical lack of
improvement in depreciation for productive structures
compared to equipment.

* CCRA has been analyzed and discussed for over a year. The
features needing attention are more well-defined and much
better understood than alternative proposals which are only
now being considered. It is the proposal from which the
final measure can be developed most quickly.

Economic Benefits

CCRA's principal economic effect is to eliminate the concept of

depreciation which stretches tax deductions over periods of years

estimated to be the useful lives of the assets. This process produces

artifically high costs for buying such assets by requiring that the

taxpayer either forego other income-producing investments while its

capital is recovered or pay higher interest costs for the use of

borrowed capital. The longer the useful life of the asset, the

greater the impact of such higher costs. A drastic reduction in the

longest recovery periods coupled with the creation of a very limited

number of write-off categories will dramatically reduce these adverse

effects. CCRA provides just such reductions.

Once this artificial tax factor is reduced, market pressures will

allocate capital more efficiently as well as enhance the return on

many investments, thereby encouraging new capital formation. The

result will be a steady increase in the desirability and the

feasibility of investments in many areas:

o expanded supply capacity generally;

" more efficient assets to improve labor's productivity;
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" more enirgy-efficient assets;
* more technologically advanced processes developed by

innovative research and development; and

* a generally expanded industrial base to serve domestic

consumers, export markets and defense hardware needs.

These results are intertwined, and they stimulate one another.

Major depreciation reform provides the framework on which all of these

activities can build during the 1980's. Rather than targeting these

and other concerns for specially constructed tax changes, Congress

should move in 1980 to make the fundamental change which then frees

market forces that move capital resources into these areas

simultaneously as businesses, investors and consumers dictate.

Much has been written and said about the relative impact of CCRA

on investments in long-lived and short-lived equipment. It -has been

alleged that the use of only a 5-year category will "distort"

investment and push capital into the longer-lived assets. We expect

that there will be shifts in investment patterns, but we disagree with

the allegation that such shifts will be distortions. As noted

earlier, current law imposes a higher cost on the purchase of

long-lived asets. In our view, eliminating the current tax-induced

differences removes a distortive effect.

Equity

Two areas of equitable concerns are the simplification of

depreciation so that firms of all sizes work under the same rules and

the significant change in attitudes dealing with structures. Each has

an economic impact.

Simplification. Current depreciation has been improved by

accelerated deductions and by the ADR system which allows a 20%

reduction in depreciable lives. But the processes required to
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understand, to implement and then to explain decisions during audits

are just too much for most small firms to handle. Current techniques

are desirable because .hey are applied to the great mass of industrial

assets, but they are not uniformly available. CCRA's extreme

simplicity creates a system which applies the same rules to taxpayers

of all sizes with varying resources to use in complying with the law.

The transition rules under CCRA have been criticized as being too

complex to follow and, therefore, an adverse feature of the bill. We

believe that a transition rule is appropriate to restrain the revenue

impact, but we would be glad to support a period of less than the

proposed five years. The mechanism itself has been unjustly

criticized. The use of transition subcategories for the machinery

category is much simpler than current law, and it provides a reasoned

approach to long-term implementation of this needed reform.

Structures. The dramatic change proposed by CCRA for treatment of

structures has attracted a good deal of comment. NAM very strongly

endorses the 10-year category for structures, and we urge the

Committee to act favorably in this area.

In recent years, no serious attention has been given to

depreciation for business structures. Factories, warehouses and

retail buildings are just as much productive capital assets as are the

machinery, equipment and delivery vans which produce and distribute

products for customers.

Structures in general certainly are not purchased as often as

machinery, and factory buildings in particular do not equal the dollar

value of industrial investments in machinery and equipment. Yet, they

are critical to an up-to-date industrial base and distribution

system. New structures are essential for capacity expansion. They
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are needed when new processes are developed. They are required when-

old structures are just worn out or waste so much time, energy or

space that they are uneconomical.

However, while cost recovery for machinery and equipment has been

improved dramatically in the last 20 years--by 1962 changes in

Bulletin F lives, by the investment tax credit and by ADR in

1971--treatment of structures has not been changed. Their

depreciation periods are very long. An NAM survey of its members

early this year indicates that 66% of the respondents use lives in

excess of 25 years and 52% use lives in excess of 30 years. Using

straight line or, at the best, 150% declining balance, the annual

deductions are very small, thus increasing the tax-induced cost of

structures.

A dramatic improvement in the treatment of business structures is

needed. Concerns expressed over speculation and tax-oriented

investors are not relevant to factories, warehouses and retail

buildings which are integrally related to manufacturing or

distributing goods. We urge that CCRA's significant improvement for

these structures not be set aside by concerns about other structures.

Business Support

It is certain that there are a number of features of CCRA which do

not quite attain the ideal which many of us would like to reach. It

is equally certain that there are a number of provisions which are of

much less importance to manufacturers than they are to retailers,

wholesalers and service industries. Briefly put, no one group is

likely to find 100% of its objectives met by CCRA. However, NAM very

strongly supports this bill because it provides a generally applicable

system for use by both large and small firms, by manufacturers and
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retailers and service companies, by all areas of the country. It was

first analyzed and is now supported by a broader range of business

groups than any proposal in recent memory. Business sectors which do

not significantly benefit in a direct way nonetheless are supporting

CCRA because they foresee considerable economic benefits for their

services--such as the construction of new factories--and for the sale

of their products--such as new and more efficient technologies to

industries laboring under very long depreciation periods.

CONCLUSION

The past thirteen months since introduction of CCRA have allowed

extensive discussion of this measure. Numerous technical changes and

substantive revisions have been identified and discussed. These

hearings will raise those matters for further discussion. We are

willing and able to respond to such proposals because we believe that

the structure of CCRA offers the best foundation on which to build.

We believe that it is essential that the Congress enact a tax bill

this year and that CCRA be the major component affecting business

investment. A delay until 1981 will only allow more time to pass

before lonq-term improvements in our industrial base can be conceived,

planned and implemented.

65-969 0 - 80 - 26 (pt.3)
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APPENDIX

The Capital Cost Recovery Act (CCRA) in the U.S. House of
Representatives is H.R. 4646 and in the Senate is S. 1435. The major
feAtures of CCRA are briefly described below.

Specifics of the Bill

Write-off Periods. CCRA would allow the business taxpayer to
recover capital investments over very short periods that are not
related to useful lives. The current useful life depreciation
concept, which stretches depreciation deductions over varying periods
of time baged on someone's best guess of how long. the asset will be in
use, would be eliminated. Instead, all investments in physical assets
(except land) would be subject to one of these recovery periods:

Asset group Recovery period

Buildings (except residential rentals) 10 years

Machinery and equipment 5 years

Autos, taxis and light duty trucks (up
to $100,000 of annual purchases) 3 years

Percentage deductions. Instead of having to choose among several
accounting techniques and then make a series of calculations, the
taxpayer would simply use the following deduction schedule for each
asset group as provided in the bill. These deductions, based on
existing accelerated deduction techniques and accounting principles,
would be tIhe maximum allowed each year.

10 years 5 years
(structures) (machinery and

3 years
(autos, taxis,

Year equipment) light trucks)

1 10% 20% 33%
2 18 32 45
3 16 24 22
4 14 16
5 12
6 10
7 8
8 6
9 4

10 2

Discretionary use. The taxpayer could take the maximum deduction
each year or carry forward any portion of it. The unused part would
be added to the next year's maximum and the same discretion would
apply. This would allow the taxpayer to spread deductions over as
long a period as necessary.
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Investment credit. The investment tax credit (ITC) would be 10
per cent for the five-year category and 6 per cent for tl'e three-year
category. In the event of early dispositions, a recapture of two
percentage points per year is included. While current rules for
relating the ITC to useful lives would be abolished, the definition of
qualified ITC property would not be changed.

Salvage values. Unlike present law, no salvage values would be
deducted from the cost of the asset. The entire cost would be
eligible for CCRA.

Placed-in-service rule. CCRA would be applied in the year costs
are incurred, if that is earlier than the year an asset is placed in
service.

Used property. There would be no distinction between new and used
property f pital recovery purposes. Both would be treated in the
same way.

Transition. To minimize the immediate budget impact, the ten-year
and five-year categories would be phased in over a five-yeat period.
The three-year category would be available immediately. The transi-
tion procedure would drastically cut the number of current law
categories of assets and improve asset write-offs by immediately
applying all CCRA rules affecting accelerated deductions, salvage
values, ITC, and the like.

Why Enact CCRA

There are three principal reasons for enacting a rapid capital
recovery allowance system.

First and most important, the overall long-term economic impact
would be significantly beneficial. America must renew its commitment
to achieving real economic growth and baking a bigger and better
economic pie rather than bickering over how to divide stagnant or
shrinking shares. We must improve the efficiency and expand the
capacity of the industrial s~-tor, as well as develop better
distribution and service sek rs that link industry t.- consumers.

A faster rate of recovery on productive assets would lower the
tax-induced distortions in the cost-of physical capital and encourage
larger investments in plant and equipment. The resulting expansion
and modernization of industrial capacity would improve U.S. produc-
tivity that, in turn, would ease domestic price pressures. The result
would oe real wage increases tor American workers and improved export
opportuniET-s which could mean new jobs. Essential energy-related
investments and the nation's increased defense hardware needs in the
1980's only emphasize the need.

Second, a simplified system would extend the benefits of rapid
recovery to all firms without burdening them with complex record-
keeping and accounting rules. This is particularly important to
smaller firms that rely heavily on internally generated funds but
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cannot use the current complex accelerated systems. Taxpayer/IRS
problems with depreciation controversies would be reduced
dramatically.

Third, faster recovery would reduce the erosion of capital due to
the effects of inflation under the existing long depreciation periods
known as "useful lives." Inflation's impact on depreciation will
become more obvious as the nation's largest firms provide
supplementary inflation-adjusted data in their annual reports as
required by Financial Accounting Standards Board Statement #33.

The impact of a major change in capital recovery can be very
dramatic. About two-thirds of this country's pool of private savings
is provided by corporate and individual depreciation deductions.
Since every desired investment dollar must be matched by a dollar of
savings, a sizable improvement in such a major source of savings would
significantly boost the the level of productive investment.

Economic Needs

The anti-inflation fight is the number one priority for our
economy--and ArghTy so. Raging inflation must be contained and then
stopped. This will be a long and unpleasant task because inflation's
roots have grown deep through years of outright nurturing by
government policy. Long-term restraint in federal spending and
balanced budgets, combined with a reasonable monetary policy, are
essential to solving this serious problem.

While inflation statistics are highly visible, other figures such
as sagging productivity and low levels of capital investment also
represent major problems. They have developed over a long period and,
like inflation, will need many years to correct. The statistics may
seem dry and lifeless. But they signal serious problems that affect
all of us, and they need attention now.

Productivity gains. Simply stated, productivity is the measure
of output per unit of time worked. Increased productivity means that
one unit of labor (e.g., I man-hour) produced more output this year
than it did last year. When labor generates more output in the same
period of time, labor's services are more valuable than before. Thus,
productivity gdins generate real wage increases, as opposed to those
which merely keep pace with inflation.

Regrettably, American productivity gains have been slipping.
Table i shows the annual productivity changes for non-financial
corporations in the 21 years from 1959 through 1979. During the first
ten years, there were nine annual gains of 2 per cent or more. There
were only five such gains during the second ten years, and two years
showed annual productivity losses. Worse yet, 1979 actually
registered a loss in productivity, and 1980's early figures are
discouraging.-
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Table I Changes in Productivity
(Seasonally adjusted percentage changes from preceding

period, for non-financial corporations)

Year Percentage 5-year 5-year
change period average

1959 4.4
1960 2.0
1961 3.3
1962 4.9
1963 4.1 1959-63 3.74
1964 3.8
1965 3.2
1966 2.1
1967 1.1
1968 3.3 1964-68 2.70
1969 .3
1970 - .1
1971 3.4
1972 3.6
1973 2.1 1969-73 1.86
1974 -3.8
1975 3.1
1976 3.3
1977 1.1
1978 1.0 1974-78 0.94
1979 - .4
1980 (estimate) - .7

Source: Department of Labor, Bureau of Labor Statistics, July 1980
(The 1979 estimate is a projection based on BLS statistics
through Se'ptember.)

Total productive investment. Sad as the productivity statistics
are, they should not'be too surprising. An economy cannot maintain
significant steady increases in productivity if it does not invest in
the new, more efficient plant and equipment that generate those
increases. For many years, government spending and tax policies have
encouraged high levels of consumption and discouraged the savings and
investment needed to develop the capacity to supply efficiently the
consumers' demands. Meanwhile, our industrialized foreign competitors
have achieved and maintained higher levels of investment. Table 2
shows the relative rac.es of investment in non-residential business
assets by the United States and our major foreign competitors. The
United States is behind even the United Kingdom in the percentage of
gross domestic product which is devoted to productive investment.
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Table 2 Real Non-Residential Fixed Investment as a
Percentage of Real Gross Domestic Product,

1966 - 1976

Per cent of real gross
Country domestic product

Japan 26.4
West Germany 17.4
Canada 17.2
France (1970-75) 16.7
United Kingdom 14.9
United States 13.5

Source: Economic Report of the President, 1979,
Organization for Economic Cooperation &

Development

The general economic problems caused by inadequate productive
investment are increasingly recognized by the average employee and by
Congress. The severe financial problems of major industrial
corporations, the closing of major steel- plants, the aging of
automobile plants and tire factories--these and other headline
situations drive home the need to put more of the nation's product
into new and expanded productive capacity. This pressure is being
intensified in the early 1980's by two special circumstances: the
need for greater energy-related investments and the increased strain
on industry caused by the projected surge in defense hardware
purchases.

Energy Investments. The long-term needs to .huild more energy-
efficient plants and equipment and to develop viable alternative
energy sources are two more important reasons to enact CCRA. American
industry has already proven that it can conserve energy. From 1973
through 1978, industry reduced its total energy demand by b per cent,
and our petroleum demand fell by 6.7 per cent. With industrial
production rising 11.8 per cent, industry realized a 16 per cent
improvement in energy efficiency during that period. The market
incentive to minimize the impact of higher energy costs stimulated
this response, but even more conservation-related investments caL be
made. As industry retools for the 1980s, the energy efficiency of
each investment will be weighed carefully. Unfortunately, long
depreciation periods distort and drive up the cost of capital needed
for these investments. Removing this tax barrier would further
encourage existing market incentives that direct capital to energy
conservation by making all new investment in plant and equipment less
expensive.

Defense Spending. The increased real federal spending for
national defense through 1985 is anotherreason to enact the Capital
Cost Recovery Act. Our industrial base must be expanded to allow for
the efficient production of the defense hardware now being
contemplated. Many domestic industries already have problem'
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supplying consumer demands efficiently. The dramatic increase in the
purchase of military hardware would severely aggravate this problem in
areas such as aerospace that draws on numerous industries for raw
materials, component parts and sophisticated systems.

An increased industrial base is needed over the next few years if
we are to avoid a situation where defense needs must replace
production of commercial goods. A sensiole policy will encourage
expanding and modernizing the total industrial base rather than
squabbling over an allocation of existing capabilities.

Investment Distortions. CCRA addresses these economic needs by
virtually eliminating a major obstacle to productive business
investment--the useful life concept of depreciation. The whole
process is at best imprecise and at worst a complete distortion of
reality. Serious studies of true economic depreciation of assets have
produced recommendations that vary from stretching out lives and using
straight line percentages to shortening lives.

Critics of CCRA argue that some variation in lives is essential.
In their view, eliminating the useful life concept will lead to
investments that favor assets with longer lives over those with
shorter lives. They argue that government policy should not encourage
such distortions.

The problem with this view is that it proceeds from the wrong
point of departure. CCRA will remove the distortion that useful life
depreciation itself causes. A trlyneutral capital recovery system
for tax law would treat all capital expenditures alike no matter what
the estimated useful life. This neutrality would remove the
tax-induced distortions that-now make longer-lived assets relatively
more expensive because the cost of investing in them is increased due
to the period of years over which such cost must be carried.

CCRA would move federal tax law dramatically toward neutrality.
Investments would then flow to areas as dictated by market forces.

Simplification

Another principal problem addressed by CCRA is the myriad of
rules, formulas and regulations under present depreciation. This area
is of particular importance to smaller firms.

Disputes with IRS agents over lives and determination of depre-
ciable basis after salvage values are the major depreciation
controversies for business taxpayers. The Class Life System and the
Asset Depreciation Range (ADR) reforms, instituted under the Revenue
Act of 1971, have improved the available rate of recovery. The two
systems, however, have created major recordkeeping problems.
As a result, few firms have been able to use ADR, although a major
portion of all productive assets are covered by it.
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Early this year, NAM asked some 9,800 member firms to provide
general information on their depreciation problems and investment
patterns. The survey was not intended to be a scientific study. Even
so, the high 18 per cent response rate and the estimated $46 billion
annual depreciable investments of the responding firms suggest that
the sample represents a reasonably good picture of the circumstances
faced by American manufacturers of all sizes.

A number of questions asked how depreciation rules affect firms.
The principal findings are summarized here.

The most significant issue in depreciation disputes with
IRS involves the useful life of an asset. The deduction
of salvage values is a major problem. The appropriate
records, the appropriate starting state for depreciation
and the method for calculating deductions are also problem
areas.

ADR is not used by six out of ten responding firms. Almost
38 per cent of these based their decision on the complexity and
expense of compliance, and 18 per cent' report they do not under-
stand the system. While 4 per cent have other reasons, the
remaining 40 per cent conclude that ADR would provide no benefit
over their current practices.

One out of six responses were from former ADR firms which had
left the system. The complexity/expense problem and the lack
of benefit were each identified by 40 per cent of these firms as
their reason for change. Other reasons were given by 20 per
cent.

Among the present and former users of ADR, a significantly
increased volume of records is reported by 30 per cent of the
responses. Additional staff is required by 18 per cent, and
12 per cent even continue to have disputes with IRS over
classifying assets within useful life categories.

CCRA tackles these matters directly. The useful life problem--
the most significant one noted in the survey responses--would be
eliminated. Salvage values would be eliminated, and the calculation
of deductions would be replaced by statutory tables. Records would
still be needed, but the volume should be drastically reduced by the
simplified system.

Inflation Offset

The investment benefits and the simplification resulting from the
capital recovery system are primary reasons for its enactment. An
important additional reason has surfaced--the perverse effect of
inflation. It erodes the value of recovered capital while increasing
the real tax rate on business income, which has not taken into account
the lost purchasing power of depreciation deductions. Recent double-
digit rates of inflation have aggravated this problem.
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The 1979 financial reports of major corporations are required by
Financial Accounting Standards Board Statement #33 to include supple-
mentsry information about the effects of inflation on income, monetary
assets, inventory, plant and equipment. The result is a dramatic
portrayal of the increase in real taxes due largely to the under-
depreciation of assets. CCRA-uld substantially reduce this effect.

Economic Impact of CCRA

The Analysis of Tax Impact Model, developed by Normap B. Ture,
Inc., projects that the CCRA system would induce significant increases
in physical capital investment and larger total tax deductions. Table
3 summarizes these areas of impact for 1981 (presumed to be the first
year under the system), 1985 (the end of the five-year phase-in) and
1990 (the tenth year after enactment). This analysis updates an
earlier Ture report to the NAM using 1980 as the year of
implementation.

The model does not forecast specific quarterly economic
developments. Rather, it is based on a general trend over a long
period of years. Therefore, the projections in both Tables 3 and 4
must be read as an indication of the direction and order of magnitude
of the economic impact of the proposed system.

Table 3 CCRA Induced Changes in Depreciable
Investment and Tax Deductions
(billions of current dollars)

1981 1985 1990

Increased depreciable investment $ 29.9 $119.9 $ 78.6

machinery & equipment 14.0 51.3 39.1

structures 15.9 68.5 39.5

Increased recovery deductions 10.7 177.7 259.6

due to CCRA applied to expected
investment under present law 7.1 116.1 171.3

due to CCRA applied to increased
investment stimulated by the
system 3.6 61.6 88.3

*All estimates reflect increases (or decreases) above what would
otherwise occur under present law in the given year. Totals may
not add due to rounding.

Source: Norman B. Ture, Inc., July 16, 1980

The positive effect of CCRA on capital stock is clear. This
increase in the stock of physical capital will create a multitude of
economic benefits in the areas of employment, real wages, output and
federal revenues over a decade (Table 4).
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Table 4 General Economic Effects of CCRA*
(current dollars)

Changes in: 1981 1985 1990

Fulltime jobs (thousands) 170 460 570

Annual wage increase $160 580 1,030

GNP (billions) $ 27 110 213

Business investment (billions) $ 21 134 75

- Federal revenues (billions)

Initial impact ($7) (55) (83)

Net of feedback ($3) (51) (59)

*All estimates reflect increases (or decreases) above what would
otherwise occur under present law in the given year.

Source: Norman A. Ture, Inc., July 16, 1980



1469

Senator Bym. Now we have a panel of six witnesses. Mr. Jack
Carlson, executive vice president of National Association of Real-
tors; Mr. Herman J. Smith, first vice president, National Associ-
ation of Homebuilders; Mr. Alan Aronsohn, tax counsel for the
National Realty Committee; William J. Langelier, chairman of the
Coalition for Low- and Moderate-Income Housing; Mr. Myles Tan-
enbaum for the International Council for Shopping Centers; and
Gardner McBride, executive vice president of Building Owners
Managers Association, International.

Welcome, gentlemen. We will first hear from Mr. Jack Carlson.
Mr. LANGELIER. Excuse me, Senator, but Mr. Carlson has been

kind enough to field to me, since I have an airplane to catch.
Senator BYRD. Then why don't you proceed, sir.

STATEMENT OF WILLIAM J. LANGELIER, CHAIRMAN,
COALITION FOR LOW- AND MODERATE-INCOME HOUSING

Mr. LANGRUER. Mr. Chairman, my name is William J. Langelier.
I am Chairman of the Coalition for Low- and Moderate-Income
Housing. I am accompanied tuday by Charles L. Edson of the law
firm of Lane and Edson, P.C.

Thank you for the opportunity to present to the committee the
views of the Coalition for Low- and Moderate-Income Housing. The
coalition was organized in 1975 to bring together all associations,
trade groups, business organizations and individuals who are in-
volved with Government-assisted low- and moderate-income hous-
ing. Our members participate in all aspects of this housing, includ-
ing financing, production, rehabilitation, and operation.

Housing generally is now in a deep recession with housing pro-
duction falling toward its lowest level since 1946. The production of
housing for persons of low- and moderate-income has also taken a
significant drop. This will have an even more severe impact on the
shortage of general housing because the persons who qualify to live
in low-income housing have few, if any, alternatives. They depend
upon the housing created for them by private industry under Fed-
eral and state housing laws and regulations.

Because of the numerous restrictions imposed by the Federal
Government on the rate of return, rental fees, and resale opportu-
nities for this government assisted housing, the only principal en-
couragement for new construction and substantial rehabilitation
are the tax incentives available.

Without these tax advantages, housing for low- and moderate-
income persons will not be built, since investors will prefer market
rate housing which is not subject to the redtape and other prob-
lems frustrating participation in the Federal programs.

For this reason, we strongly oppose those tax incentives, such as
10-5-3, which do not include low- and moderate-income housing,
indeed any housing, in their incentive plan, and we support instead
the bill introduced by Senator Williams, S. 2969.

Senator Williams' bill provides for a straight 15-year useful life
for new low-income housing, compared to a straight 20-year useful
life for all other real estate. This differential means slightly higher
Mde preciation deductions each year for low-income housing. This
differential is critical if the Federal Government expects any low-
income housing to be built in the next 10 years.
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There must be more favorable tax incentives for investment in
low-income housing as compared to all other real estate in order to
compensate for the restrictions on return, and limited potential for
appreciation inherent in low-income housing. Our only concern is
whether this differential suffices to offset the detriment to invest-
ing in housing for our lower-income population.

Unfortunately, just when these tax incentives are so badly
needed, an existing tax incentive is being taken away by legislation
passed in 1976. Beginning in 1982, individuals constructing low-
income housing will not be able to fully deduct the construction
period interest. Instead, a portion of these expenses must be cap-
italized and deductions deferred for future years.

We must emphasize that tax and interest payments made during
the construction period are real, out-of-pocket expenses for which,
in any other industry or business, the taxpayer would be allowed a
current deduction.

For all real estate other than low-income housing, the -require-
ment that construction period interest and taxes be amortized is
now effective. Even when Congress imposed this requirement in
the Tax Reform Act of 1976, it recognized that it was necessary to
retain the deductions for construction period interest and taxes
with respect to low-income housing in order to continue the incen-
tive to private investment in this housing.

Congress hoped that by providing the five-year grace period that
alternate non-tax incentives for the production of low-income hous-
ing might be developed. No alternatives have been developed, how-
ever, and it may well be that there are no better alternatives
available.

Unfortunately, because of the long lead time necessary in hous-
ing production, this matter cannot be left until 1981. The full
deduction of construction period interest and taxes should be per-
mitted in the future as it is now for low- and moderate-income
housing.

We also tentatively support the removal of this restriction for
other real estate as well, since conventional rental housing and
commercial real estate are in need of tax relief. However, this
support is conditioned on the five-year differential in depreciation
period for low- and moderate-income housing discussed above.

We must take this stand as low- ard moderate-income housing
needs even greater incentives than con'ourtional real estate if it is
to compete in the market. In the absep.,e of a distinction in the
depreciation period, we would urge continuation of present law
permitting the advantages to the owners of low- and moderate-
income housing in the deduction of construction period and interest
and taxes.

We strongly support the bill introduced by Senator Williams, S.
2969, as an alternative to the "10" in 10-5-3. Significantly, the
entire initial revenue loss of the Williams bill would be less than
half the cost of the "10" in 10-5-3.

In addition, the Williams bill contains a number of important
provisions, such as the extension of Section 167(k) rehabilitation
incentive, the extension of benefits for historic preservation, the
advance refunding of housing bonds, the ability to freely use reve-
nue bond proceeds for rehabilitation of low-income projects and
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clarification of the trade or business status of real estate develop-
ers, to insure that the Nation's housing needs will be met in the
next decade-not by expensive Government programs but by spe-
cific incentive for private industry. We urge its prompt adoption.

Thank you again for letting me speak out of turn. Mr. Edson will
remain here to answer any questions.

Senator DOLE. Thank you.
I say this, and not out of any disrespect, to the following wit-

nesses. You may all be here alone, and there will not be any
questions. We are trying to find other Senators to be here.

So if you can summarize your statements, they will all be made a
part of the record. If there are points that you want to stress, we
certainly will want you to do that.

Are you next, Jack?
Mr. CARLSON. Yes, sir.

STATEMENT OF JACK CARLSON, EXECUTIVE VICE PRESIDENT
AND CHIEF ECONOMIST, NATIONAL ASSOCIATION OF REAL-
TORS
Mr. CARLSON. I am Jack Carlson, executive vice president of the

National Association of Realtors, representing over 700,000 mem-
bers.

We strongly recommend slower growth of Federal taxes as soon
as possible, and certainly by the beginning of fiscal year 1981, on
October 1, 1980. Specifically, we recommend the following:

One, allow 15-year straight line depreciation on all structures:
rental housing, commercial, industrial, and agricultural structures.

Two, allow phasein of 5-year depreciation on equipment.
Three, allow current expensing of construction period interest

and taxes. -
Four, eliminate the $10,000 ceiling on the cost deductibility of

investment interest expense.
Five, increase the allowable amount of interest and dividend

income excludable from Federal individual income taxes to $500, or
$1,000 for joint returns, to encourage additional personal savings.

Six, adjust the personal income tax rates to offset the increase in
taxes that will be caused by inflation during the next 12 months.

We also recommend that this tax relief be accompanied by re-
straint on the growth of Federal spending. Specifically, we urge
that the Congress slow Federal spending growth by 2 percentage
points from the double-digit increases proposed for next year, and
after 1981 restricting Federal spending growth to 2 percentage
points less than the growth in people's incomes.

Slowdowns in spending growth of these proportions would allow
even larger tax relief directed to encouraging savings and invest-
ment to be considered in the future, and allow interest rates to
trim downward and further encourage investment.

A significant slowdown in spending growth which is now running
along at 17.2 percent rate would be required to commit to a 3-year
large consumption stimulating personal income tax reduction.

We have not included recommended tax relief for future years
because of the need to consider more complex changes to the tx
code and the need to more fully assess the pace of economic recov-
ery.
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The tax package we are now recommending would simplify the
code and would:

Reduce the incentive for the Federal Government to increase its
revenues because of inflation;

Slow the all-time record growth of tax receipts from the $86
billion currently proposed for 1981 to $64 billion, or $19 to $22
billion lower;

Cause the full employment budget to be in surplus, and cause
the surplus to be declining in 1981 more toward balance;

Provide one-third of tax relief now and one-half finally to encour-
age investment, productivity, better jobs, and a higher standard of
living;

Provide significant tax relief for middle and low income, the
elderly and minorities;

Significantly boost investment in productivity-increasing new
plant and equipment;

Encourage construction and thus bring the construction industry
out of a great depression;

Revive housing construction, including rental units, to improve
the quality of life for all Americans.

Our recommendations would improve the health of the entire
economy. They would:

End the recession sooner;
Provide new jobs for 50,000 to 100,000 people within 1 year, and

500,000 people within 5 years, I might say that over 5,000 of those
jobs would be in the State of Kansas;

Lower consumer price levels during the next 12 months, and by 2
percentage points within the next 5 years;

Lower long-term interest rates by about two percentage points;
Increase income by $275 per household by the end of the first

year, and $600 by the end of the fourth year;
Help crippled industries recover, including those industries

facing severe competition from abroad who have been hurt by
Government overregulation, such as steel and automobiles;

Increase investment in new equipment by nearly 25 percent and
investment in commercial and industrial structures by nearly 18
percent;

Boost housing construction by 250,000 units per year, thereby
helping hold down rent and housing price inflation, and provide
better housing for young families and low-income families. I might
say that about 3,000 of the additional units each year would be
found in the State of Kansas.

Thank you.
Senator DoLE. I would say to those who have presented their

testimony that there probably will not be any questions, except for
the question, do you favor action this year to be effective next
year?

Mr. CARILSON. No, sir. We are recommending action now to be
effective this year. We think that it will actually hurt investment
if you propose a change in January, and people delay making
investments until that change. It should be effective now.

Senator DOLE. It is probably not going to happen, but I under-
stand. It is going to be hard enough to make it happen to be
effective next year. There are only 96 days before the election, and
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if you take out the weekends, and the conventions, and other
things that happen, it does not give us much time.

We will now hear from Herman J. Smith.

STATEMENT OF HERMAN J. SMITH, FIRST VICE PRESIDENT,
NATIONAL ASSOCIATION OF HOMEBUILDERS

Mr. SMrrH. I am Herman J. Smith, first vice president of the
National Association of Homebuilders. Let me say that I am from
Fort Worth, Tex., and nobody is in a hurry right now to catch a
plane back to Fort Worth, Tex., with a temperature of 110"F. But I
will be very brief in my comments because I realize the shortage of
time, and I will submit our prepared testimony for the record.

Senator DoLE. I don't want to cut anyone off. We are not that
short of time.

Mr. SMrrH. I want to brag a little bit on Senate bill 2745, and I
am sure that when we get down to that I can take longer.

NAHB favors a targeted tax cut structured to avoid inflationary
pressures, and directed toward improvement of productivity and
creating jobs. For the housing industry, a tax cut should be struc-
ture, we feel, in two areas of results.

One, provide a stable source of single-family financing at interest
rates families can afford; two, stimulate the production of multi-
family housing.

As you can well see, following the trends in the last 3 years, we
have had a tremendous downturn. Although in the testimony and
the charts that are presented for the record today we allude to a
small turnaround in the last few weeks, but caution you on looking
at any great turnaround in the near future, especially with interest
rates still in the area where- they are today.

We see, for example, a significant change in the unemployment
in construction trades because it has moved into the area of 17.5 in
the last few weeks. This has an economic loss on jobs of somewhere
in the neighborhood of 1 million people.

Our testimony alludes to the demand for housing in the 1980's,
and I will not get into the details of this. We do want to make in
the record here the specific recommendations as far as incentives
for housing for the American people in the area of mortgage fi-
nancing.

First, NAHB supports Senator Nelson's bill, S. 2560, and Senator
Dole's bill, S. 2745. We think those certainly have the incentives
needed, and are headed in a good direction. We, of course, have
supported the Senate provision on the tax exempt revenue bonds,
and especially your resolution of a few weeks ago.

In the area of rental housing, NAHB supports the 15-year
straight line depreciation scheduled as adopted by Senator Wil-
liams' bill. NAHB urges repeal of RSC 189 so that the construction
period interest in taxes can be deducted in the year payments are
made.

I might add, Mr. Chairman, that at a time when multifamily
construction, and multifamily starts are at the very bottom, with
the need the greatest-we have a chart in our presentation today
showing the present occupancy factors in major urban areas
throughout the country. There is a great need for multifamily
starts, but very few multifamily starts being made, especially in
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the private sector, and with conventional financing. They just will
not reach as far as the economics are concerned at today's rents,
interest rates, and cost of construction.

Any time we take an item such as the interest and taxes that
cannot even be deducted in the year they are paid out certainly
compounds this problem, along with other factors such as rent
controls, and I could go down a long list.

We have carefully chipped away at the delivery system for multi-
family housing, and now have it to the point that you have a net
loss of multifamily units available on hand from the year before by
the time you take the teardowns, and the conversions, and so forth,
at hand.

We have successfully, I am sorry to say, eliminated a very effec-
tive delivery system over a period of years for multifamily housing,
and it is a sad occasion for the American needs.

We have alluded to the capital gains treatment as favored for the
conversion, as far as individual tenants are concerned in the pur-
chasing of units.

Let me say in conclusion that we support a targeted tax cut.
structured to be noninflationary. With respect to the housing in-
dustry such a tax cut should stimulate apartment development,
and provide more affordable interest rates for single-family houses.
If properly structured, we believe a tax cut' could moderate long-
term inflatic~iay pressures in home prices.

Thank you. We appreciate the opportunity to testify, and we will
be pleased to answer any questions you may have.

Senator DOLE. I don't have any questions, but just out of interest
how many 2 by 4's did you buy?

Mr. SMITH. I have not bought any lately, but I know that= there
have been a few millions shipped to Washington.

Senator DOLE. I was curious, but just as a matter of trivia, I
guess, there are probably enough there to build a pretty good size
house.

Mr. SMITH. Yes. Our people were very concerned.
Senator DOLE. I think that it was a good difference.
Mr. SMITH. The little man was the one who took the time to ship

these, the millions that have been laid off from construction jobs.
They were quite involved, but they had nothing else to do. I want -
you to know that the leadership did not really write all of those
messages.

Senator BRADLEY. I have heard that before.
Mr. Aronsohn is the next witness.

STATEMENT OF ALAN J. B. ARONSOHN, TAX COUNSEL,
NATIONAL REALTY COMMITTEE

Mr. ARONSOHN. My name is Alan J. B. Aronsohn. I appear today
as tax counsel for the National Realty Committee. We have a
statement, which I would request be printed, and I will just touch
on what we think are the most important points we have to make.

You have already heard a great deal about the necessity for
revisions in the tax system, and improving particularly the depreci-
ation system. We support the notion that depreciation system in
the current code is archaic and very much in need of improvement.
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We generally approve the concept of 10-5-3. However, we have
some very substantial problems with the "10" part of 10-5-3, the
part that is applicable to real property, and we would like to bring
those problems to your attention.

In that first place, we agree with prior speakers, the omission
from 10-5-3 of residential rental property is a serious defect which
should be remedied.

More important as far as we are concerned, is the recapture rule
which is included in 10-5-3, apparently grounded on the notion
that whenever you create a very highly accelerated, short capital
recovery period for an investment asset, you are bound to induce a
considerable amount of tax shelter investing by both corporations
and individuals. The intended cure, apparently, in the minds of
some, is to have full recapture of depreciation upon any sale.

The problems with this are at least twofold. One, a depreciation
recapture rule does not seriously inhibit investing in tax shelters.
You only pay a depreciation recapture tax when you sell. It does
not affect you when you go into the transaction. Our experience in
the past has been that depreciation recapture rules do not affect or
diminish tax shelter investments that are very attractive at the
front end.

Unfortunately, also, recapture taxes do not generate a great deal
of revenue for the Government because the practical effect of them
is to defer sales and to almost make sales impossible. In our pre-
pared statement, we have included an example of what I think is a
normally financed real estate investment, and under 10-5-3 after 5
years of ownership the taxpayer is in a position where if he tries to
sell the property at its original cost, he would have to come up
with so much cash in excess of the cash that he received on the
sale to pay for the tax that it would be absurd for him to make a
voluntary sale. This is the economic box that results from what we
might call-over accelerating depreciation.

Senator DoLE. You address that in your statement?
Mr. ARONSOHN. We believe that Congress should pick a life

which is consistent with the inclusion of residential rental property
in the depreciation system in terms of revenue loss, and is also
consistent with the notion of being able to permit people to take
such a life without having a recapture rule'based on full section
1245 recapture.

In other words, a period consistent with 1250 recapture. We
think that the life that is suggested in the Williams bill, for exam-
ple, would be appropriate for those goals.

That is our total comments.
Senator BRADLEY. You say that you don't think that this would

stop the tax shelter business.
Mr. ARONSOHN. I don't think it would.
Senator BRADLEY. Why? You think that it would accelerate the

tax shelter business?
Mr. ARONSOHN. Yes.
Senator BRADLEY. You don't think that they will not see that far

down the road?
Mr. ARONSOHN. My experience over about 30 years has been that

if I start a bonfire down the block and tell people that I will give

65-969 0 - 80 - 27 (pt.3)



1476

them a tax deduction for throwing dollar bills in the fire, they will
do it.

We have seen people go into movie deals, book deals, lithograph-
ic plates, virtually everything that anybody can devise, and I have
yet to come across the investor who is so concerned about what is
going to happen 5 years from today, or 10 years from today. He is
concerned about paying taxes today, and of course in a very highly
inflationary economy, he is not all wrong. If he does not pay today,
and he can put off the evil day for 10 or-20 years, or even 5 or 6 at
the current rate of inflation, just the use of the money from the
deferment of tax makes it profitable.

Taxpayers are optimists. They figure that maybe they will die.
[Laughter.]

Senator BRADLEY. If you don't mind, Mr. Aronsohn, I will write
that one down. [Laughter.]

Are you saying that the present depreciation recapture provi-
sions are better than the 10 of 10-5-3 with the recapture provisions
in the bill?

Mr. ARONSOHN. I think they are better from the standpoint of
theoretically being sounder because most of your gain on the sale
of assets held for an-y Tength- of time is the result of inflation, which
is not real gain at all. If you subject inflationary gain to 70 percent
tax rates that is real capital confation.

Second, having nothing to do with theory, but just pragmatically,
the current depreciation recapture rules for real property do main-
tain a viable real estate investment market, permitting people to
resell, and we are very frightened that a full recapture rule will
substantially reduce the voluntary resale market, which we don't
think is good for the economy as a whole. It restricts the mobility
of capital too much.

Senator BRADLEY. Thank you very much.
Mr. Tanenbaum, or Mr. McBride.

STATEMENT OF MYLES TANENBAUM, INTERNATIONAL
COUNCIL OF SHOPPING CENTERS

Mr. TANENBAUM. Mr. Chairman, my name is Myles H. Tanen-
baum. I am appearing in behalf of the International Council of
Shopping Centers.

By way of personal background, I spent 13 years in law practice
specializing in Federal income tax work, but for the past 10 years I
have been in the business of developing and managing shopping
centers as a member of the firm of Kravco, Inc., King of Prussia,
Pa.

Our written testimony has been submitted, and we hope that it
will be included in the record. I would like to highlight for you
several of the points that are in the statement, and then to express
my views concerning their desirability.

Our organization supports depreciation reform much along the
lines described by Mr. Aionsohn. Our organization also supports
full current deductions for construction period interest and taxes,
which is a major, item- to our industry. ICSC supports repeal of the
limitation on the deductibility of investment interest, and the clari-
fication of the rules relating to the time when real estate invest-
ment activity constitutes engaging in business.
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Our reasons for supporting the four proposals referred to may
best be understood by my sharing with you my personal experience
in coping with the current problems faced by our industry.

There was a time not long ago when accelerated depreciation
was permitted without recapture, when the Internal Revenue Serv-
ice was more reasonable in reviewing the depreciable lives of prop-
erty, when construction period interest and taxes were currently
deductible in full, when there was no limitation on deducting mort-
gage interest, and when ordinary business expenses incurred by a
developer were fully deductible without challenge. At that time,
shopping center development and most real estate development
wan expanding.

Our industry, in particular, found that we were increasing em-
ployment, both during the construction of shopping centers and in
the many jobs that are created in shopping centers after they are
opened for business. Also, local government was supported by the
revenues produced by an expanding tax base.

Our company, my own company, was one which saw the advan-
tages which that tax structure provided. In fact, that is how I was
able to leave law practice, and go into business. Kravco was born
then and it now has grown to the point where there are over 40,000
people employed in our shopping centers. These shopping centers
generate State and local taxes, exclusive of sales tax, of nearly $30
million annually.

Today, because developers no longer can defer tax in the manner
alluded to, shopping center development has slowed. The dollars
that flowed into development by reason of deferred taxation en-
abled my partners and me, and others like us, to gain access to this
industry. It is vital to retain that potential within the fabric of the
tax system if other people, small people, are going to have the
opportunity for upward movement in the United States.

There are now fewer developers. Those remaining are larger. It
is exceedingly difficult, and unlikely under the present tax laws,
for a new comer to gain entry into our industry, and that is sad.
Employment in the building trades is down, and rent has risen
dramatically. A once dynamic, expanding industry has become part
of the national malaise.

I can tell you firsthand that a principal cause for the rise in our
construction costs is that there are fewer subcontractors in busi-
ness today-than there were just 10 years ago. I can tell you first
hand that our rental income, which is good for us, 1",as risen rapidly
because the number of new, large shopping malls coming on the
market has declined. That produces a seller's market.

I can tell you firsthand that the once negligible capital required
to develop a shopping center only 10 years ago has been converted
into a far more substantial sum, the product of high direct costs
and the higher Federal income tax. These burdens find their way
into our operating expenses on a daily basis.

If you long to see an America where the entreprene ,rial spirit is
awakened so as to draw people into business, whether it is into
construction, development, leasing, or management, the reward for
doing so must be real. Otherwise the enterprising spirit will be
converted into the easy choice, and potential entrepreneurs simply
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will take a job with a large company and let somebody else have
the burden of meeting the payroll and handling the risk.

I can tell you firsthand that as proud as we are of our personal
accomplishments, we are saddened by th.. series of supposedly well-
intentioned pieces of tax legislation enacted over the past decade
that have combined to impair and prevent others from matching or
exceeding our accomplishments. That is, unless this committee and
the Congress have the courage and the wisdom to act now to
change the tax laws.

Of the four proposals that we strongly support, the most impor-
tant from the standpoint of our industry and the real estate indus-
try is that which permits the full current deduction of construction
period interest and taxes. Under the current law, we are leaving
too many dollars in those projects and as a result we are short of
money.

One of the major problems in regard to depreciation, is the time
that we waste in disputes with the IRS over useful lives. Currently,
we are spending a great deal of time on three major tax cases
dealing with this aspect of depreciation. We ought to have a crisp,
set, audit proof rule for the recovery period of depreciation that
does not involve the wasteful expenditure of our time and the
Government's time. You can do a very fine job in that regard by
adopting the proposals that we have outlined concerning depreci-
ation. They will work.

My time has run out, and there is no reason to repeat the
written discussion of the other items.

Thank you.
Senator BRADLEY. Thank you very much, Mr. Tanenbaum.
I have no questions.
Mr. McBRIDE.

STATEMENT OF GARDNER McBRIDE, EXECUTIVE -VICE PRESI-
DENT, BUILDING OWNERS AND MANAGERS ASSOCIATION, IN-
TERNATIONAL
Mr. McBRIDE. My name is Gardner McBride, and I am the execu-

tive vice president of the Building Owners and Managers Associ-
ation, International. The holdings of our members comprise about 1
billion square feet of commercial office space, and many, many
residential units across the country with a focus in the downtowns.

My written remarks are adequate, I think, to form a complete
consensus on this panel on what changes in the tax code are
necessary for the real estate industry. Therefore, I will not read
them, but ask that they be included in the record.

Senator BRADLEY. All of your statements will be included in the
record.

Mr. McBRIDE. Thank you very much.
Senator BRADLEY. Thank you very much.
I would like to thank this panel for their thoughts. We appreci-

ate your contributions to the committee's deliberations.
[The prepared statements of the preceding panel follow:]
Senator BRADLEY. Let's go on to the next panel. Mr. Marshall

McDonald, and John J. Curtis. Marshall McDonald is chairman of
the board and chief executive officer of the Florida Power & Light
Co., and chairman of the board of the Edison Electric Institute.
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John J. Curtis is director of taxes, Pacific Lighting Corp., and he is
speaking on behalf of the American Gas Association.

Welcome, and I hope that you have seen the direction that we
are heading. We are running out of time, so I hope that you will
summarize your statements, and get right to the point of what you
would like us to know about your view at this tax writ-ing session.
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COALITION FOR LOW
AND MODERATE INCOME HOUSING

Suite 400 South
1800 M Street. NW.
Wuhitton, D.C. 20036
Telephone: (202) 457-6800

SUMMARY OF PRINCIPAL POINTS

OF
STATEMENT OF WILLIAM J. LANGELIER, CHAIRMAN

COALITION FOR LOW AND MODERATE INCOME HOUSING

Before the Senate Committee on Finance
July 30, 1980

I. There is a great need for tax incentives for the badly depressed

housing industry and particularly in the area of housing for persons

of low and moderate income.

II. Any tax incentive legislation must recognize that the restric-

tions put on low income and other government assisted housing re-

quire that a greater tax incentive be given to investors in this

area.

III. We support the 15-year straight line depreciation provision

of S. 2969 and do not favor the more expensive 10-year provision

of 10-5-3.

IV. The 5-year grace period for individuals constructing low

income housing to allow them to continue deducting interest and

taxes paid during the construction period should be made permanent.

This grace period runs out in 1981 and action must be taken promptly.
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COALITION FOR LOW
AND MODERATE INCOME HOUSING

Suite 400 South
1800 M Street, N W

STATEMENT Washington. D.C. 20036
Telephone. (202) 457-6800

WILLIAM J. LANGELIER, CHAIRMAN
COALITION FOR LOW AND MODERATE INCOME HOUSING

Before the Senate Committee on Finance
July 30, 1980

Mr. Chairman and Members of the Committee,

Thank you for the opportunity to present to the Committee the

views of the Coalition for Low and Moderate Income Housing. The

Coalition was organized in 1975 to bring together all associations,

trade groups, business organizations and individuals who are in-

volved with government-assisted low and moderate income housing.

Our members participate in all aspects of this housing, including

financing, production,rehabilitation and operation.

Housing generally is now in a deep recession with housing

production falling toward its lowest level since 1946. The produc-

tion of housing for persons of low and moderate income has also

taken a significant drop. This will have an even more severe im-

pact than the shortage of general housing because the persons who

qualify to live in low income housing have few, if any, alternatives.

They depend upon the housing created for them by private industry

under federal housing laws and regulations.

The Need for Tax Incentives

Because of the numerous restrictions imposed by the federal

government on the rate of return, rental fees and resale opportu-

nities for this government assisted housing, the only principal
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encouragement for new construction and substantial rehabilitation

are the tax incentives available. Without these tax advantages,

housing for low and moderate income persons will not be built,

since investors will prefer market rate housing which is not

subject to the red tpe and other problems frustrating participation

in the federal programs. For this reason we strongly oppose those

tax incentive proposals, such as 10-5-3, which do not include low

and moderate income housing, indeed any housing, in their incentive

plan, and we instead support the bill introduced by Senator Williams,

S. 2969.

Senator Williams' bill provides for a straight 15-year useful

life for new low income housing, compared to a straight 20-year

useful life for all other real estate. This differential means

slightly higher depreciation deductions each year for low income

housing. This differential is critical if the federal government

expects any low income housing to be built in the next 10 years.

There must be more favorable tax incentives for investment in low

income housing as compared to all other real estate in order to

compensate for the restrictions on return, and limited potential for

appreciation inherent in low income housing. Our only concern is

whether this differential suffices to off-set the detriment to in-

vesting in housing for our lower income population.

Construction Period Interest and Taxes

Unfortunately, just when these tax incentives are so badly

needed, an existing tax incentive is being taken away by legislation



1483

passed in 1976. Beginning in 1982, individuals constructing low

income housing will not be able to fully deduct the construction

period interest. Instead, a portion of these expenses must be

capitalized and deductions deferred for future years. We must

emphasize that these taxes and interest payments made during the

construction period are real, out-of-pocket expenses for which,

in any other industry or business, the taxpayer would be allowed

the deduction.

For all real estate other than low income housing, this re-

quirement for amortization of these expenses is now effective.

Even when Congress imposed this requirement in the Tax Reform Act

of 1976, it recognized that it was necessary to retain these de-

ductions for construction period interest and taxes with respect

to low income housing in order to continue the incentive to private

investment in this housing. Congress hoped, by providing a five-year

grace period, that alternate non-tax incentives for the production

of low income housing might be developed. No alternatives have

been developed, however, and it may well be that there are no better

alternatives available.

Unfortunately, because of the long lead time necessary in

housing production, this matter cannot be left until 1981. The full

deduction of construction period interest and taxes should be

permitted in the future as it is now for low and moderate income

housing. We also tentatively support the removal of this restriction

for other real estate as well, since conventional rental housing and

commercial real estate are in need of tax relief. However, this
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support is conditioned on the 5-year differential (15 v. 20) in

depreciation period for low and moderate income housing discussed

above. We must take this stand as low and moderate income housing

needs even greater incentives than conventional real estate if it

is to compete in the market. In the absence of a distinction in

the depreciation period, we would urge continuation of present

law permitting the advantages to the owners of low and moderate

income housing in the deduction of construction interest.

Conclusion

We strongly support the bill introduced by Senator Williams,

S. 2969, as an alternative to the "10" in 10-5-3. Significantly,

the entire initial revenue loss of the Williams bill would be less

than half the cost of the 'l0" in 10-5-3.

In addition, the Williams bill contains a number of important

provisions (such as the extension of the 5167(k) rehabilitation

incentive, the extension of benefits for historic preservation,

the advance refunding of housing bonds, the ability to freely use

revenue bond proceeds for rehabilitation of low income projects

and clarification of the trade or business status of real estate

developers) to insure that the nation's housing needs will be met

in the next decade - not by expensive government programs but by

specific incentives for private industry. We urge its prompt

adoption.
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STATEMENT
on behalf of the

NATIONAL ASSOCIATION OF REALTORS®
regarding

TAX RELIEF
to the

SENATE COMMITTEE ON FINANCE
by

DR. JACK CARLSON
July 30, 1980

I am Jack Carlson, Executive Vice President and Chief

Economist of the NATIONAL ASSOCIATION OF REALTORS®. I am

accompanied today by John Ams, who is Director of Tax Programs in

the Government Affairs Division and Hugh Graham, Director of the

REALTORS® Forecasting Center.

On behalf of the more than 700,000 members of the NATIONAL

ASSOCIATION we greatly appreciate the opportunity to present our

views on tax and spending policies to improve the economic health

of the country.

SUMMARY

We recommend slower growth of federal taxes beginning in

fiscal year 1981 (October 1, 1980), specifically:

(1) allow 15-year straight-line depreciation on all

structures: rental housing, commercial, industrial

and agricultural structures;

(2) allow phase-in of five-year depreciation on

equipment;

(3) allow current expensing of construction period

inteitst and taxes;

(4) eliminate the $10,000 ceiling on interest cost

deductability of investment interest expense;



1486

(5) increase the allowable amount of interest and dividend

income excludable from Federal individual income taxes

to $500 (or $1,000 for joint returns) to encourage

additional personal savings;

(6) adjust the personal income tax rates to offset the

increase in taxes that will be caused by inflation

during the next 12 months.

We also recommend that this tax relief be accompanied by

restraint on the growth of Federal spending. Specifically, we

urge that:

A Congress slow Federal spending growth by 2 percentage

points from the double-digit increases proposed for

next year, and

* after FY 1981, restricting Federal spending growth

to two percentage points less than the growth in

people's incomes.

Slowdowns in spending growth of these proportions would

allow even larger tax relief to be directed to encouraging savings

and investment to be considered in the future. We have not

included recommended tax relief for future years because of the

need to consider more complex changes to the tax code and the need

to more fully assess the pace of economic recovery.

The tax relief package we are now recommending would:

* simplify the tax code;

* reduce the incentive for the Federal government to

increase its reveries because of inflation;

* slow the all-time record growth of tax receipts from
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the $86 billion currently proposed for 1981 to $64

billion;

* cause the full employment budget surplus in 1981 to

move toward balance;

* provide one-third of tax relief now and one-half
finally to encourage investment, productivity, better

jobs and a higher standard of living;

* provide significant tax relief for middle and low

income, the elderly and minorities;

* significantly boost investment in productivity-increasing

new plant and equipment;

* encourage construction and thus bring the construction
industry out of a great depression;

* revive housing construction, including rental units,
to improve the quality of life for all Americans.

Our recommendations would improve the health of the

entire economy. They would:

* provide new jobs for 60,000 people within one year and

500,000 people within 5 years;

* lower consumer price levels during the next 12 months and

by 2 percent within 5 years;

* increase income by $275 per household by the end of
the first year and $600 by the end of the fourth year;

* help crippled industries recover, including those

industries facing severe competition from abroad and
who have been hurt by government over-regulation,

such as steel and automobiles;

* increase investment in new equipment by nearly 25 per-
cent and investment in commercial and industrial

structures by nearly 19 percent;

* boost housing construction by 250.000 units per year,

thereby helping to hold down rent and housing price

inflation.
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PROPOSAL FOR TAX RELIEF

The NATIONAL ASSOCIATION OF REALTORS@ believes that Congress

should immediately enact tax relief legislation to boost the level

o! economic activity, to slow down the growth in Federal taxes, to

stimulate investment and savings and to improve the American quality

of life.

We prefer to advocate "tax relief" rather than "tax cuts"

sincq we are not proposing to lower tax revenues from their present

levels, but merely to restrain the excessive growth in taxes which

has already occurred and will continue under current law.

Between FY 1976 and FY 1981, Federal taxes will rise from

$300 billion to $604 billion, a 101% increase (see Table 1).

TABLE 1

THE HISTORY AND PROJECTION
OF FEDERAL TAXES

Taxes as a Taxes per Household
Federal Taxes Share of

Year (Billions of People's Average Equivalent in
Dollars) Income 1/ Amount 1980 Prices

1976 300.0 26.3 $4,117 $5,584

1977 357.8 27.6 4,815 6,115
1978 402.0 27.6 5,287 7,132
1979 465.9 28.4 5,968 6,581
1980 517.9 28.9 6,457 6,497
1981 604.0 31.3 7,414 6,750
1982 711.4 33.0 8,545 7,154
1983 818.3 34.0 9,628 7,497
1984 930.4 34.7 10,720 7,814
1985 1052.7 35.4 11,893 8,089

Source: Revenue Estimates from the Mid-Session Review of the 1981
Budget:Income figures from the Bureau of Economic Analysis;
Data Resources, Inc. and the Forecast Center, NATIONAL
ASSOCIATION OF REALTORSO.

_/ Personal income less government transfer payments to individuals.
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As a result, the share of people's income going to federa taxes

will increase from 26.3 percent in 1976 to an estimated 31.2 per-

cent in 1981, while federal taxes per household will rise from

$4,100 to $7,400 over the same period. This represents the

-highest share of income going to federal taxes in the history of

the nation. Moreover, without tax relief, this trend toward the

Federal government taking even larger shares of people's incomes

through taxes will continue. Under current law, federal taxes will

increase to nearly $11,900 per household by FY 1985, or 35.4 percent

of people's incomes. Even after adjusting for expected increases

in prices, taxes per household per year are expected to increase by

$2,600 over the next 5 years.

In the light of these facts, the question is more one of

when tax relief will be forthcoming and in what form, rather than

whether tax relief will be provided. Will it be tax relief now

or will it be delayed until after the recession is over and

recovery is occurring? More importantly, will this tax relief

be in a form aimed at increasing savings and investment to fight

inflation and increase living standards, or will it merely be

designed to boost personal consumption? And is this tax relief to

be phased in gradually, together with slower growth in federal

spending, or will the tax relief be excessively large, without an

accompanying slowdown in federal spending growth so that the

economy is pushed into another boom-bust cycle and many important

sectors, including housing, are adversely affected.

Our tax relief proposals and related recommendations are

designed primarily to overcome some of the basic and underlying

economic problems that have plagued the economy in the last decade,
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as well as providing a modest stimulus to the lagging level of

economic activity. The U.S. economy has entered another recession

with employment declining, inflation and interest rates still in

the double digit range and spendable incomes falling, after'

adjustment for price increases. The current cyclical downturn is,

however, only the latest manifestation of the series of problems

which has plagued the economy during the last ten years. Increases

in real output and incomes per worker in the U.S. have lagged

behind those in other major industrial countries, while the under-

lying rate of inflation has been trending upwards (after subtract-

ing out the effects of "special" factors such as OPEC oil price

increases). In addition, the rapid growth of the labor force

during this period of a low rate of investment in the U.S. has led

to stagnant capital formation per worker and inadequate additions

to new plant, equipment and housing. Our urgent national need is

for substantial policy initiatives to start to remedy these

problems. Otherwise these economic trends are expected to

continue in the 1980s.

We believe it is essential to take the intellectual step

now to recognize the problems of inadequate savings and investment,

slowed and minimal productivity growth, stubborn high inflation,

and lagging spendable income growth. It is equally essential to

take the political step of enacting needed legislation now so that

savers and investors will know that rewards in future years will

be different and better. Even the Administration appears to have

taken the intellectual step of recognizing some of the underlying

problems, as indicated in Secretary Miller's recent testimony to



1491

this Committee and by the following reference in the Administration's

Mid-Session Review:

" ....Policy measures to increase investment, productivity,
and economic growth -- with beneficial effects on unemploy-
ment and inflation in 1981 and later years -- will be
developed carefully in close consultation with the Congress
and others in the months ahead.

It is quite likely that a tax cut will be desirable in 1981.
But it is not appropriate to propose one now. The
Administration believes strongly that the last months of
a congressional session, in an election year, are not the
best time to make the judicious decisions needed for a
skillfully designed tax program to improve economic perform-
ance."

Clearly, the Administration appears not ready to act now.

We urge this Connittee and the Congress to act now -- this year --

by legislating appropriate tax relief, coupled with spending

restraint now and in the future, to initiate the steps which can

lead back toward economic health.

One reason for the reluctance of the Administration to

adopt sounder policies is its failure to appreciate the causes

of many of our nation's economic problems. The Administration has

all too frequently blamed OPEC oil price hikes for the acceleration

in inflation during the last 18 months. However, increases in

world oil prices were a less important cause of inflation, being

responsible for only one-third of the increase in consumer prices

in 1979.

Excessive growth in federal spending, higher taxes that

add to the costs of production, the increasing cost of government

over-regulation and the excessive growth of credit have been the

major causes of the recent acceleration in inflation, increasing

prices nearly 5 percent in 1979 alone. Government has accounted for

65-969 0 - 80 - 28 (pt.3)
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over one-half of the acceleration in inflation from 4.8 percent

during 1976 to 13.2 percent during 1979 and 14.2 percent so far

in 1980.

Another reason for the failure of the Administration to

adopt sournder economic policies is that it has underestimated

inflation in each of its annual budget and economic messages, and

we believe it has done so again this year (see Table 2),

TABLE 2

THE ADMINISTRATION'S INACCURATE CONSUMER
INFLATION FORECASTS
(December to December)

1977 1978 1979 1980 1981

President Carter 5.3 5.2 6.0 6.3 8.6 3/

Actual (and REALTORS®
Latest Estimates
for 1980 and 1981) 6.8 9.0 13.2 12.3-.- 12.1 2/

Difference - Carter
and Actual (or
REALTORS® latest
estimates) 1.5 3.8 7.2 6.0 4.5

Sources: Budgets of the United States and 1981 Budget Revisions,
Office of Management and Budget; NATIONAL ASSOCIATION
OF REALTORS®.

1/ In the January 28, 1980, budget the Administration revised
this upward to 10.4 percent; on March 31, 1980 the Admini-
stration's Budget Revisions forecast 12.8 percent; on July 21,
1980, the Administration revised to 12.0 percent.

2/ NATIONAL ASSOCIATION OF REALTORS® Forecast, July 1980.

3/ The Administration's March 31, 1980 Budget Revisions forecast
9.0 percent; on July 21, 1980, its 1981 Mid-Session Review
forecast 9.8 percent.
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The Economic Outlook

The nation's output of goods and services declined at an

annual rate of 9.1 percent in the second quarter of this year,

making the current recession already as severe as the average of

all post war recessions. Further declines in output are expected

during the current quarter of this year before a gradual improve-

ment occurs beginni..q early next year (see Table 3). Because

unemployment has risen sharply as a result of the economic down-

turn, with over 1 million people laid off since March, the NATIONAL

ASSOCIATION OF REALTORSO expects that the unemployment rate will

rise further to nearly 9 percent this year, with an additional

1.5 million people looking for jobs.

Because of tight credit conditions and excessive growth

in federal spending and taxes, investment has suffered diapropor-

tionately in the latest decline in output -- investment in residen-

tial construction declined at an annual rate of over 60 percent

last quarter while investment in new equipment fell at a 20 percent

rate and non-residential structures dropped by 12.6 percent at an

annual rate. These declines in investment come just at a time when

an increase in the rate of new capital formation is needed to

fight inflation and raise living standards.

The record declines in output in the second quarter have

led to lower interest rates, which will be reflected in a reduced

rate of inflation in the months ahead. However, without a marked

change in federal economic policies, these gains are likely to

be only temporary.
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TABLE 3

SHORT-TERM ECONOMIC OUTLOOK
(Calendar Years; Dollar Amounts in Billions)

Actual Forecast
1979 1980 1981 1982

Major Economic Indicators

Gross national product (percent change
4th quarter over 4th quarter):
Current dollars ....................... 9.9 6.4 14.2 13.1Constant (1972) dollars ................ 1.0 -3.1 3.6 4.2

GNP deflator (percent change,
4th quarter over 4th quarter) .............. 8.9 9.5 10.6 8.9

Consumer Price Index (percent change,
4th quarter over 4th quarter ............ 12.8 12.3 12.1 11.6
Unemployment rate (percent,
4th quarter) ................................ 5.9 8.6 8.5 7.2

Annual Economic Assumptions

Gross national product:
Current dollars:

Amount ................................ 2,369 2,556 2,840 3,223
Percent change, year over year ..... 11.3 7.9 11.1 13.5

Constant (1972) dollars:
Amount ................................ 1,432 1,412 1,433 1,498
Percent change, year over year ..... 2.3 -1.4 1.5 4.5

Incomes:
Personal income ......................... 1,924 2,118 2,340 2,639
Wages and salaries ...................... 1,228 1,325 1,463 1,649
Corporate profits ........................ 237 223 220 254

Price level:
GNP deflator:

Level (1972=100), annual
average ............................. 165.5 180.7 198.0 215.9
Percent change, year over year ...... 8.8 9.4 9.6 9.0

Consumer Price Index:
Level (1967=100), annual
average ............................. 217.7 247.2 274.7 309.8
Percent change, year over year ...... 11.4 13.6 11.1 12.8

Unemployment rates ........................... 5.8 7.6 8.6 7.5
Interest rate, conventional mortgages
(percent) .................................... 11.23 13.45 12.26 ].2.7

Source: NATIONAL ASSOCIATION OF REALTORS®
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As the economy improves modestly next year, both

inflation and interest rates are likely to rise again, further

hindering a sustained economic recovery in the next 3 years.

While the current recession will likely reduce federal

tax revenues and increase the federal deficit, the full employment

federal budget -- a more accurate indicator of the amount of

fiscal drag imposed on the economy by higher taxes -- shows a

$34 billion surplus. Clearly, the depth of the current recession

not only creates a need for tax relief now, but also ensures that

an appropriately structured package initially providing around

$23 billion per year in tax relief will have no significant in-

flationary impact during the next 12 months. Moreover, by accom-

panying this tax relief with a modest slowdown in the growth

of federal spending and directing the tax relief primarily at

boosting savings and investment, significant declines in the rate

of inflation can be accomplished in future years.

It is important to note that the same claim cannot be made

for some of the more well known proposals for tax relief.

Specifically, plans to cut personal income taxes by 10 percent

per year over the next 3 years, as well as implementing the

"10-5-3" package of depreciation reform, will lead to excessively

large increases in the federal deficit and cause inflation and

interest rates to increase. Many important sectors of the economy,

especially housing, would be more harmed than helped by these

policies.
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The Productivity Problem

One of the major factors behind the increase in the rate

of inflation has been the slow growth in worker productivity in the

United States. The growth rate in average output per worker has

declined from the 3.5 percent per year achieved in the early 1960s

to near zero from 1977-1979. After adjusting for recessions,

productivity growth has slowed considerably since 1975 compared with

the average over the post-war period (see Chart 1).

CHART 1
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Source: U.S. Department of Commerce, Bureau of Econonic Analysis
for historical data; NATIONAL ASSOCIATION OF REACTORS
for forecast data.

A recent study by Data Resources, Inc. indicates that

almost half of the slowdown in productivity growth in the United

States is attributable to slow growth in capital per worker (see

Charts 2 and 3).
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CHART 2
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During the current period of very rapid growth in the labor force,

it is vital that the rate of capital formation be increased in order

to restore the growth in productivity to normal levels and to lower

inflation.

The United States has the lowest rate of capital investment

among the major industrial powers. The United States presently

invests less than 17% of its gross national product in capital

(including housing), whereas West Germany and Japan invest 25 pver-

cent and 35 percent respectively. Growth in capital per worke. has

been high or at least positive among industrialized countries in

recent years, except for the United States (see Chart 4).

CHART 4
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Source: Organization for Economic Cooperation and Development
and NATIONAL ASSOCIATION OF REALTORS0.
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Investment within the United States has been low partly

because after tax profits from current production have fallen to

less than 40 on each sales dollar and are forecast to drop below

30 (see Chart 5), after adjusting for corporate '.axes, inadequate

depreciation and overstatement of profits from inventories. High

Federal taxes are a major cause of this decline in investment

incentive -- Federal taxes will siphon away more than 56 percent

of profits from current production during 1980 (see Chart 6).

CHART 5
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Source: U.S. Department of Commerce, Bureau of Economic Analysis
for historical data; NATIONAL ASSOCIATION OF REALTORSO
for forecast data.
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CHART 6
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Source: U.S. Department of Commerce, Bureau of Economic Analysis
for historical data; NATIONAL ASSOCIATION OF REALTORS®
for forecast data.

Our savings performance ranks the lowest of major indus-

trial countries -- less than 4 percent of personal disposable

income was saved by households in 1979 compared with 13 percent in

West Germany and 20 percent in Japan. Although some modest increase

in the savings rate in the U.S. is expected during 1980 as a result

of the current recession, without effective efforts to boost

personal savings it is unlikely that the savings rate will rise

significantly above 4.5 percent over the-next 5 years.

Increases in the savings rate allow larger increases in

productivity-improving 4 nvestment in new plant and equipment and

housing by:

0 increasing the supply of investable funds to business;

0 putting downward pressure on interest rates and there-

fore business borrowing costs; and

k
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* diverting resources away from personal consumption,

thereby allowing larger increases in investment without

placing inflationary demand pressure on the nation's

capacity to produce.

It is for these reasons that our tax recommendations include

incentives for individual savers. We believe that these tax

incentives offer a fundamentally sound and attractive way to provide

tax relief for individuals that benefits primarily low and middle

income earners and the elderly, which meets the national need for

higher savings, and to provide that relief consistent with the

principle of economic freedom of choice for individuals.

GOVERNMENT SPENDING

Excessive growth in Federal spending is a major cause of

our economic problems. Excessive increase in government spending

not only push up interest rates and inflation directly, diverting

resources away from productive investment in new structures,

equipment and housing, but also effectively reduce the size of any

tax relief which can be directed towards stimulating increased

savings and investment and force the Federal Reserve Board to lean

against inflationary pressures through tight monetary policy.

The Federal government is continuing the trend of federal

spending taking even larger shares of people's income and the

nation's output (see Table 4).
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TABLE 4

FEDERAL SPENDING AS A

* Estimates by the NArIONAL ASSOCIATION OF REALTORS®

Source: The Budget of the U.S. Government, 1981; the Economic
Report of the President, 1980; the Mid-Session Review
of the 1981 Budget.

Federal spending as a percent of Gross National Product

will break peacetime records this year and next year according to

the Administration's Mid-Session Review for 1981, accounting for

23.6 percent of national output in 1980 and 23.9 percent in 1981.

If the FY 1980 pattern of year-around escalation of spending is

repeated for FY 1981, even the 23.9 percent record would be

exceeded.
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After submitting initial budgeted spending targets, the

Administration and Congress have continued excessive spending growth

by repeatedly adding on further increases in expenditure during the

same fiscal year. This tendency is revealed in Table 5, which

shows the history of revisions to the 1980 budget, a process not yet

complete. Based on the Administration's latest estimate, 1980

budget spending will be 17.2 percent above 1979, compared to a 7.7

percent increase originally proposed by the Administration just 18

months ago, with the claim of "lean and austere."

TABLE 5

FY 1980 FEDERAL BUDGET

Budget Increase % Increase
Outlays Over 1979 Over 1979
(Billions) Actual Actual

President's original 1980
Budget (submitted
January 1979) 532 38 7.7

First Budget Resolution
(may 1979) 532 38 7.7

Second Budget Resolution

(November 1979) 548 54 10.9

President's January 1980
estimate 564 70 14.2

Revised Budget Resolution
(June 1980) 573 79 16.0

President's Mid-Session
Review (July 1980) 579 85 17.2

Final ? ? ?

National defense spending has not been the major source of

the current explosion in government spending even though the

Administration and Congress have expressed priority for national

defense -- increasing authority to spend by 12.9 percent and outlays

by 14.7 percent in 1981.
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Growth in non-defense areas will be the main source of

increases in Federal spending over fiscal years 1980 and 1981,

constituting about 70 percent of the total increase over this

period. Income security expenditure, the largest single component

of spending, will grow 15.2 percent in 1981 following a huge 19.2

percent increase in 1980.

To support this excessive spending growth the Federal govern-

ment proposes increasing taxes by more than $529 per household this

year and $917 in 1981, the largest one-year increase in history.

Much of tnis increase in taxes represents unlegislated increases in

effective tax rates (i.e. an increase in the share of people's

incomes going in taxes due to the impact of inflation pushing

individuals nto-higher tax brackets and due to decreases in the

real value of depreciation allowances for business).

The recommendations which this Association has made in the

past and makes again now, is for 2 percent slower growth than the

double-digit growth proposed for next year (1981) -- and 2 percent

slower spending growth than the rate of growth of people's income

in 1982 and subsequent years.

HOUSING

Housing and other investment clearly suffer disproportionately

whenever inflation and excessive growth in Federal sending and

taxes drive up mortgage interest rates (see Chart 7). New housing

starts fell by over 57 percent between November 1978 and May of this

year while sales of existing homes dropped by 43 percent. This is

the worst decline in housing activity in the post war era. Although

housing activity is showing an encouraging upturn this summer, new

I- -
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starts for the year are expected to total only around 1.3 million

units, nearly 1 million homes below the underlying demand for

housing. This shortfall in new housing construction will not be

easily made up in future years -- it will take at least 4 years

under optimistic assumptions, to make up the nearly 1 million units

of lost construction from this year's downturn alone.

The shortage of new housing construction is already showing

up in the form of record low rental vacancy rates. At the national

level, the vacancy rate is currently hovering around 5 percent --

a level traditionally indicating rental housing shortages, while

many areas of the country have even greater shortages. Unless a

substantial impetus is given to housing construction over the next

five years, this housing shortage will get worse and rent increases

and housing prices will accelerate faster than general inflation.

CHART 7
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PROPOSED TAX RELIEF LEGISLATION

The NATIONAL ASSOCIATION OF REALTORS® urges this Committee

to favorably report tax relief legislation at the earliest

opportunity to stimulate savings and investment, to stimulate the

economy and to boost productivity, fight inflation in the long run.

The NATIONAL ASSOCIATION OF REALTORS® proposes that legis-

lation be enacted now to provide around $23 billion in tax relief

in 1981, with $18 billion tax relief for individuals and a $5

billion investment incentive stimulus for investment and with

larger in~ent s -for--i-nv ent in future years. The share of tax

relief directed at stimulating savings and investmeft-sh .Ld _

average over 50 percent during the next five years.

Specifically, the tax relief package, which is discussed in

greater detail below, should include:

* For increased investment,

-- Accelerated depreciation allowance on new equipment

placed in service after January 1, 1981, with tax

lives reduced to 5 years for equipment other than

cars and light trucks and 3 years for cars and

light trucks. These shortened tax lives should be

phased in over 3 years.

-- Accelerated depreciation allowances for new rental

residential and non-residential structures placed in

service after January 1, 1981, with tax lives

reduced to- 15 years with no phase in. Depreciation

on new rental residential and non-residential

structures should be on a straight line basis.
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-- Allow current expensing of construction period

interest and taxes, rather than requiring that

these be amortized over 10 years as under current

law.

-- Eliminate the $10,000 limitation on investment

interest deductability for individuals.

* For personal tax relief,

-- Increase the amount of interest and dividend income

excludable from federal taxable income from the $200

($400 for joint returns) provided under current law

to $500 ($1,000 for joint returns) so as to provide

individuals with tax relief and encourage an increase

in savings and the ~d-ply of-inavestable fAued--

-- Lower nersonal income tax rates so as to provide

individuals with $12 billion in tax relief in 1981

to offset the off-set of "bracket creep" on effective

rates of personal income taxes.

The total cost of this revenue package is given in Table 6

on pages 24 and 25.

While this proposed package provides a simple and effective

means of stimulating savings and investment, fighting inflation and

raising living standards, it must be recognized that many other tax

initiatives will be necessary over the next 5 years to help address

this country's economic problems. We have included as an Appendix

a list of several additional tax policy proposals that we recommend

be considered by this Committee when more time for adequate evalua-

tion of these measures is available.

65-969 0 - 80 - 29 (pt.3)
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TABLE 6

REVENUE CHANGES FROM THE REALTORSO TAX PACKAGE
REDUCTIONS IN FEDERAL RECEIPTS ($ BILLION)

11981 11982 11983 1984 1985

Business Portion of Package

15 Year Straight Line Write-Off
New Non-Residential and Rental
Residential Structures,
excluding feedback effects

Gross Tax Change
(current prices)

Gross Tax Change
(constant 1980 prices)

-CurrentExpensing of Construction
Period Interest, exluIdihg feed- -
back effects

Gross Tax Change
(current prices)

Gross Tax Change
(constant 1980 prices)

5 Year Write-Off of New Equipment
(with Phase in), excluding feed-
back effects

Gross Tax Change
(current prices)

Gross Tax Change
(constant 1980 prices)

1.1

1.0

0.8

0.7

3.2

2.9

2.4

2.1

0.9

0.8

8.9

8.2

4.0

3.2

1.0

0.8

21.6

10 12

5.9

4.3

0.8

0.6

28.2

20.7

0.1

5.5

0.8

0.5

31.4

21.4

Sub Total: Gross Change in Tax
Receipts for Business
Portion Tax Relief
Package, excluding
feedback effects

(current prices) 5.1 12.2 26.6 34.9 40.3

(constant 1980 prices) 4.7 11.1 22.3 25.6 27.5

JLQIJ
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TABLE 6
(Continued)

REVENUE CHANGES FROM THE REALTORS® TAX PACKAGE
REDUCTIONS IN FEDERAL RECEIPTS ($ BILLION)

1981 1982 1983 1984 1985

Individual Portion of Package

Change in Personal Income Tax
Rate, excluding feedback
effects

Current Prices 12.0 13.6 15.2 17.0 18.8

(Constant 1980 Prices)'- 11.0 11.3 11.7 12.1 12.4

Tax Incentive for Savers,
excluding feedback effects

Current Prices 5.5 5.5 5.8 6.0 6.3

(Constant 1980 Prices) 5.1 4.6 4.6 4.4 4.3

Total: Gross Change in Federal
Tax Receipts from
REALTORS@ Tax Relief
Package (Individual and
Business), excluding
feedback effects

Current Prices 22.6 31.3 47.6 57.9 65.4

(Constant 1980 Prices) 20.8 27.0 38.6 42.1 44.2

As a Share of Federal
Tax Receipts 3.7 4.4 6.0 6.4 6.5

Total: Net Change in Revenues
(including feedback
effects)

Current Prices 21.5 24.0 30.3 40.0 50.3

(Constant 1980 Prices) 19.8 20.3 23.8 29.3 34.3

As a Share of Federal
Tax Receipts 3.5 3.4 3.8 4.4 5.0
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Tax Relief for Individuals

The real earnings of wage earners over the recent past

have seriously declined as a result of the high rate of infla-

tion, slow productivity growth and unlegislated increases in

effective tax rates on individuals. Even though wage earners

may have received higher gross incomes, the decline in the value

of the dollar as a result of inflation has caused real incomes

to decline.

To add insult to injury, any wage increases received

to reduce the effects of inflation have forced these workers

into higher tax brackets, resulting in automatic tax increases

despite the fact that real incomes may have declined. In order

to offset these automatic tax increases, we propose that the

tax rate schedule be adjusted so as to prevent inflation from

forcing taxpayers into higher income tax brackets this year.

Specifically, the income tax rates in each bracket should be

adjusted downward so as to reduce Federal personal income tax

receipts by $12 billion in 1981, the first full year of opera-

tion. This tax relief should be made effective October 1, 1980.

In addition to tax rate schedule adjustment, and in

keeping with our view that tax relief must be non-inflationary

and encourage investment and economic growth, we strongly support

legislation that would exclude from gross income the first $500

in interest or dividend income received by a single taxpayer and

$1,000 for taxpayers filing a joint return.

We appreciate the legislation recently passed by the

Congress and signed into law that would exclude the first $200
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($400 for a joint return) of such income from tax for an indivi-

dual. However, the amount of this exclusion is too small to

provide an adequate stimulus to savings. Consequently, a higher

level of exclusion is needed and economic analysis indicates

that the $500/$1,000 level is an appropriate start.

The legislation we propose would encourage savings, and

thus reduce current consumption. Even though this would be tax

relief for individuals, it would not add to aggregate demand or

thereby to inflationary pressures. It would have the opposite

effect of reducing consumption spending and providing funds for

investment in productivity-increasing and inflation-reducing

investment in new structures and equipment and more adequate

housing -- which enhances the quality of life for home dwellers

everywhere.

In addition, while encouraging an increase in-savings,

the legislation we propose would give back to taxpayers a

small portion of the income that inflation has taken away. In

fact, this would be particularly helpful to the elderly, whose

interest income comprises approximately one-quarter of all

income they receive in any given taxable year. Contrary to

popular beLief, tax incentives for savers would also benefit

lower and middle-income earners proportionately more than

upper income levels.

The NATIONAL ASSOCIATION OF REALTORS® also supports an

increased level of tax incentives for savers because of the

beneficial effects such legislation would have on our economy.

Thu increased level of savings brought about by the legislation
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would serve to help control inflation because individuals would

save rather than spend a greater proportion of their disposable

income and would allow larger increases in investment.

Tax Relief for Boosting Investment

The real estate industry has been particularly hard hit

by the current recession. New single-family housing starts this

year will be in the range of only 1.3 million units and the

construction of non-government-assisted multi-family residential

rental units is at a standstill. At the same time, construction

of productivity-increasing factories, warehouses, office

buildings and other commercial realty has fallen off because of

inflation-induced cost increases, high government-induced cost

increases due to straightjacketing regulations and high govern-

ment-induced interest rates. Consequently, unemployment in the

construction industry is rampant while the shortage of additional

housing and commercial realty is becoming more and more acute.

To help counteract the effects of the current recession

and the high rate of inflation, the NATIONAL ASSOCIATION OF

REALTORS® proposes a revision of the current depreciation laws

and repeal of two onerous provisions that deter individuals

from real estate investment: the requirement that construction

period interest and taxes be capitalized and the limitation on

investment indebtedness.

Revision of some of the depreciation laws in the Inter-

nal Revenue Code is long overdue. The "useful life" concept has

been shown to be problematic for a number of reasons, including

inconsistent IRS audit practices, rising interest rates, and
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the high rate of inflation we have experienced over the years.

Double-digit inflation has been especially harmful to capital

formation because new buildings and equipment double or triple

in cost by the time that businesses are able to recover their

investment in older buildings and equipment.

Depreciation revision is desirable to eliminate the

needless complexity Qfthe-present-system and to allow taxpayer

a reasonable measure of certainty in this area. At present,

certainty may never be achieved, even after numerous deprecia-

tion audits with the Internal Revenue Service and the expendi-

tures of time and money required by litigation.

We applaud Senator Harrison Williams (D-NJ) for intro-

ducing a bill, S. 2969, that provides a 20-year straight-line

depreciable life for real property. This bill also contains a

number of other vitally needed real estate tax provisions and

we appreciate the leadership displayed by Senator Williams in

introducing this bill, entitled the "Real Estate Construction

and Rehabilitation Tax Incentives Act of 1980."

The NATIONAL ASSOCIATION OF REALTORSS strongly supports

the stand taken by the Williams bill in recognizing that

depreciation revision must be extended to all real estate and

that the depreciable life must be significantly reduced without

at the same time resulting in excessive revenue impacts. Al-

though S. 2969 would allow a 20-year depreciable life, we

estimate that even if a 15-year straight-line depreciable life

were enacted, the revenue impact would still be only a fraction

of that for the accelerated 10-year depreciation plan currently
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proposed as part of the so-called "10-5-3" proposal. A 15-year

life would lead to increased construction and rehabilitation

activity and ultimately give a much-needed stimulus to our

nation's depressed real estate industry.

Consequently, in order to achieve certainty with respect

to an allowable depreciation period, and, more improtantly, to

help spur construction of housing and productivity-increasing

structures, the NATIONAL ASSOCIATION OF REALTORS( proposes a

15-year straight-line depreciable life for all real estate and

a phase-in 5 year accelerated depreciation period for equipment

(other than light trucks and cars). By eliminating accelerated

depreciation and providing a fixed statutory life, the bill

would simplify the tax laws and ease the burden of tax adminis-

tration. It would do away entirely with the necessity for the

present complicated recapture and minimum tax provisions insofar

as they involve real property. It would also end most audit

disputes between taxpayers and the Internal Revenue Service

conserning useful life. Finally, it would provide for a more

realistic and far less costly 15-year depreciation period for

real estate than the accelerated 10-year depreciation plan cur-

rently proposed as part of 10-5-3.

Despite the general benefits of increased simplicity and

economic effectiveness which would result from the enactment of

10-5-3, the current bills embodying the 10-5-3 approach contain

substantial deficiencies insofar as real estate investment is

concerned. In the first place, they do not apply 10-5-3 to

residential real estate, thereby omitting from the reforms a



1515

substantial and important segment of the economy. Second, in

regard to the real estate they cover, the current bills would

apply depreciation "recapture' rules previously established

for short-lived personal property which are totally inappro-

priate for real estate and which would, in effect, transform

into ordinary income amounts that are treated as capital gains

under current law.

In addition, the 10-5-3 proposal has been subject to

substantial criticism on the ground that a 10-year depreciable

life for real estate would result in too great a revenue loss

to the Treasury in relation to the benefit received.

The accelerated 5-year depreciation period for equipment

is necessary to increase productivity, to establish our competi-

tiveness in the world marketplace and to stimulate the kind of

economic growth that will mas'd large inroads into the high rate

of unemployment. Because of their short period of use, cars and

light trucks would be depreciated over a three-year period.

Currently, American business is at a serious disadvan-

tage when compared with the depreciation laws of most other

industrialized countries because these countries allow equipment

to be depreciated over a far shorter period than is allowed under

U.S. law. This decreases the competitiveness of U.S. goods in

world markets and in the U.S.

The NATIONAL ASSOCIATION OF REALTORSz proposes that the

5-year depreciation period be phased-in over a three-year period

in order to provide an orderly and non-inflationary boost to

investment demand. During the first year after enactment the
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depreciation period would be the lesser of nine years or two

years below the taxpayer's current practice; in the second year,

the lesser of seven years or four years below current practice,

and five years in the third year. In no event during the first

and second years could the depreciation period fall below five

years. We would also anticipate amendments in the investment

tax credit area to reflect these changes and to prevent any

abuses that may arise as a result.

Although the shortened tax lives for equipment are to be

phased in, our calculations show that there will be no adverse

postponement of investment decisions during the phase in period,

a commonly encountered criticism. In an effort to further in-

crease the ability of investors and businesspeople to form

capital, we propose that the Committee repeal two provisions

of the Code that seriously impair capital formation activities

and unjustly discriminate against the small businessperson.

These provisions are the limitation of interest deductions on

investment indebtedness (Code Section 163(d)) and the construc-

tion period interest and tax provision (Code Section 189).

Specifically, the limitation on investment interest

provision provides that an individual is denied a deduction of

more than $10,000 plus the amount of any net investment income

in the case of investment indebtedness. In practical terms

during this time of high interest rates, an individual can

borrow no more than $80,000 for investment purposes without

facing this discriminatory ban on the allowance of any further

deduction. It is discriminatory because no such limitation is

imposed on corporate taxpayers. It is unfair because the wealthy
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investor may in fact have no limit because of other investment

income. This provision seriously impairs the capital formation

activities of the small businessperson. We urge this Committee

to correct this obvious inequity and vote to repeal this limita-

tion.

A similarly onerous provision is the requirement that

construction period interest and taxes be amortized over a 10-

year period instead of being deductible in the year actually

paid and incurred. Interest and taxes are deductible in all

other instances by all other taxpayers. It is only when con-

struction activity is undertaken that these otherwise deductible

expenses somehow lose their deductible status and fall under

this discriminatory rule that is only applicable to the real

estate industry.

Repeal of this provision would equalize the treatment

of interest and taxes between real estate and all other indus-

tries and would also eliminate a disincentive for investors

to construct badly-needed residential housing units and pro-

ductivity-increasing commercial realty. Repeal would also

remove the discrimination against individuals and in favor of

corporations that construct real estate.

Finally, in order to remove a cloud that has been

hanging over the business community and disrupting business

relationships for a number of years, we urge this Committee

to resolve the tax status to independent contractors. Many

groups within the business community, the NATIONAL ASSOCIATION

OF REALTORSeamong them, have worked with the Congress in

attempting to establish reasonable legislation standards for
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determining independent contractor status. Bills have been

introduced in both the House and Senate to provide such stan-

dards and the House bill is presently before the Ways and

Means Committee.

Now is the time to finally resolve the independent

contractor question. The House bill, H.R. 5460, has not been

scheduled for Committee action because of the controversy

concerning a provision in the bill that would impose a with-

holding requirement on independent contractors. Withholding

is neither desirable nor necessary since it would be far more

costly to the real estate industry than any increase in tax

revenues that could be derived as a result of withholding. It

is necessary, however, to focus now on reasonable long-term

legislative standards because the interim relief provision that

has protected workers from unjustified IRS harassment activity

on this issue will expire at the end of this year. We urge

this Committee to resolve the independent contractor issue as

soon as possible this year, whether in the context of a tax

relief bill or other legislation.
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THE ECONOMIC IMPACTS OF THE
REALTORS* TAX RELIEF PACKAGE

The REALTORS* proposal for tax relief offers the prospect

of substantial economic gains over the next 5 years (see Table 7).

If accompanied by a modest slowdown in federal spending and

appropriate monetary policy, our proposed tax relief would result

in a $600 increase in average spendable income per household per

year by 1985 and would cause consumer prices to be nearly 2 percent

lower. About 500,000 additional jobs would be created and an

additional 250,000 new homes built each year. A breakdown of these

economic impacts by state is given in Table B.

TABLE 7

ECONOMIC IMPACTS OF REALTORSO TAX PACKAGE
Changes in Levels

U.S. Billions, 1980 Prices

1981 1982 1983 1984 1985

With Offsetting Reduc-
tion in Federal
Spending Growth 1/

Gross National Product 10.4 21.0 42.0 50.0 65.0
Pt-rcentage Change 0.4 0.8 1.5 1.8 2.3

Personal Disposable
Income per Household ($) 275 320 400 470 600

Employment (New Jobs) 60,000 150,000 450,000 550,000 470,000
Consumer Prices (% Dif-
ference in Level) -0.1 -0.5 -1.1 -1.4 -1.9

Investment in New
Equipment 4.7 12.8 25.3 39.6 48.6
Percentage Change 3.0 8.0 15.0 22.0 25.0

Investment in New Com-
mercial and Industrial
Structures 2.7 6.9 11.2 15.0 16.7
Percentage Change 3.4 9.4 15.2 18.9 18.5

New Housing Starts
('000 Units) 104 250 240 240 254
Percentage Change 6.4 13.0 11.0 10.0 11.0

I/ Includes also modest accommodating changes in monetary policy.

Source: Estimates by Dr. Jack Carlson using model developed by
Data Resources, Inc. and the NATIONAL ASSOCIATION OF
REALTORS6.
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TABLE 8

Impact Of REALTORS tax Package
In 1985 By State

Increase in Increasi
Employment Family I

State (Jobs) ($ 1980 p1

Alabama 6,990 484
Alaska 934 830
Arizona 5,552 565
Arkansas 3,934 468
California 51,623 682
Colorado 7,066 621
Connecticut 7,316 682
Delaware 1,278 653
Florida L9,321 580
Georgia 11,047 519
Hawaii 2,047 648
Idaho 1,892 541
Illinois 24,656 679
Indiana 11,482 590
Iowa 5,894 601
Kansas 5,162 600
Kentucky 6,652 505
Louisiana 7,604 516
Maine 2,133 483
Maryland 8,497 639
Massachusetts 12,936 607
Michigan 18,333 650
Minnesota 9,273 605
Mississippi 4,330 427
Missouri 9,946 558
Montana 1,767 529
Nebraska 3,226 577
Nevada 2,265 718
New Hampshire 2,189 565
New Jersey 15,092 672
New Mexico 2,818 505
New York 33,775 630
North Carolina 12,300 508
North Dakota 1,336 569
Ohio 22,862 601
Oklahoma 6,062 545
Oregon 5,955 618
Pennsylvania 22,955 593
Rhode Island 2,031 570
South Carolina 6,100 482
South Dakota 1,255 504
Tennessee 8,893 502
Texas 32,833 593
Utah 3,270 505
Vermont 1,070 505
Virginia 11,444 591
Washington 9,694 655
West Virginia 3,243 507
Wisconsin 10,342 576
Wyoming 1,329 665

Source: Modelling and Assumptions by
OF REALTORS®.

e in
come
rices)

NATIONAL

Additional New
Housing Starts

4,155
851

6,349
2,820

30,270
5,700
1,870

393
24,384

6,524
1 ,368
2,274
8,701
5,724
2,652
2,742
3,406
4,891
1,372
3,637
2,665
6,727
4,747
2,456
4,380
1,124
1,920
3,524
1,397
3,852
2,009
4,444
8,375
1,172
7,649
4,673
5,417
5,782

681
4,060
1,151
4,946

24,252
3,249
1,087
5,997
9,018

874
5,221
1,068

6 ASSOCIATION
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The need for a slowdown in federal spending growth to

accompany this tax relief is critical. Without a slowdown in

spending growth virtually no improvement in inflation will occur,

despite an increase in investment in new plant and equipment.

Interest rates are also forced up, with particular harm done to

housing and small business. In fact, without an offsetting reduc-

in federal spending growth the impact of rising interest rates on

housing starts will almost entirely negate any p-sitive impact on

housing activity due to accelerated depreciation on rental

residential property, as shown in Table 9. Only when accompanied

by slower spending growth can the full beneficial effects of tax

relief on housing be attained.

TABLE 9

IMPACT OF REALTORS® TAX PACKAGE
ON NEW HOUSING STARTS

(Thousands Units)

1981 1982 1983 1984 1985

With Slowdown in
In Federal
Spending 104 250 237 240 254

Without Slowdown in
Federal Spending 70 200 170 75 40

Difference 34 50 67 165 214

only modest slowdowns in government spending accommodate

the REALTORS® tax relief package so as to avoid these harmful

impacts on housing and small business and allow the full benefits

of increased productivity to be reflected in lower prices. A

slowdown of less than 1 percentage point in federal spending growth

would be sufficient.
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However, the NATIONAL ASSOCIATION OF REALTORS* strongly

urges that federal spending growth be slowed more than this

minimum desirable figure.

Specifically, REALTORS® recommend that Congress:

* reduce planned spending growth by two percentage points

in FY 1981 from the double digit increases currently

proposed by the Administration and Congress; and

* after FY 1981, growth in federal spending be restricted

to 2 percentage points less than the growth in people's

incomes.

Even a modest slowing of spending growth of this size would

make room for even larger tax relief for increased investment and

savings and move the federal budget toward balance. The benefits

to the economy and to Americans in general would then be even

greater than the already significant gains shown in Table 7.
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APPENDIX I

ADDITIONAL TAX POLICY PROPOSALS

A. Mortgage Investment Tax Credit

The NATIONAL ASSOCIATION OF REALTORS® proposes that holders

of mortgage loans, on residential properties be entitled to a

credit against Federal income taxes on a portion of the interest

received from the next increase in such mortgage holdings. The

result would be more available funds for mortgages, with

possibly lower mortgage rates to homebuyers.

Individuals and institutional investors with 20 percent

or less of their assets in 1-4 family mortgages would be entitled

to a tax credit of 5 percent. The credit would increase by 1/10

of a percentage point for each percentage point increase in the

mortgage/assets ratio. Institutions with 70 percent or more of

assets in residential mortgages would qualify for the maximum

tax credit of 10 percent. The credit would apply to interest

paid during the first 10 years of the mortgage. To be eligible

for a tax credit the original amount of the mortgage must be no

greater than one and one-half times the average price of new

homes in the preceding year. Advantages of this proposal are:

1. Provides an inducement for any lender to invest in

residential mortgages.

2. Provides an inducement to savings and loan associa-

tions and mutual savings banks to continue to invest

heavily in mortgage loans. Because only new mort-

gages are covered, previous high investment in

mortgages, while establishing the base, cannot be

65-969 0 - 80 - 30 (pt.3)
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used to guarantee significant credits without con-

tinued investment.

3. Possibly makes mortgage loans available to homebuyers

at interest rates less than the rate would be without

the tax credit, enabling more people to achieve

homeownership.

All residential mortgage loans regardless of when they

were originated would be used to compute the mortgage/asset ratio.

However, the credit would only apply to the interest received

from qualified mortgages.

B. Rental of Property to Relatives as Principal Residence

A technical correction is needed to the Internal

Revenue Code provision meant to place limitations on deductions

relating to vacation homes. This provision inadvertently also

limited deductions on the rental of property to a taxpayer's

relative for use as a principal residence at a fair market

rental. For example, if a taxpayer rents residential property

to a stranger he is entitled to deductions for repairs, depre-

ciation, etc. If he rents this same residence to a relative at

the same rental, he should be entitled to, but is denied under

current law, to the same deductions. If a fair market rental

is paid the same rules should apply.

C. Ordinary and Necessary Business Expenses Paid or Incurred

Prior to Realization of Current Income.

The Internal Revenue Service has adopted the policy, in

the case of real estate activities involving the construction aad

operation of a property, of disallowing the deduction of other-
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wise deductible ordinary and necessary business expenses paid or

incurred by the owner of the property prior to the actual reali-

zation of income. Existing law should be clarified to clearly

provide that these ordinary and necessary business expenses are

currently deductible.

D. Extension of Provision for Rapid Amortization of

Rehabilitation Expenses to All Residential Rental Property.

In order to encourage the maintenance of the nation's

existing housing stock, the current provisions which allow a

60-month amortization of rehabilitation expenses for low-income

housing should be extended to all residential rental property.

In addition, to keep pace with inflation, the maximum amount

of rehabilitation expenditures subject to this amortization

schedule should be increased from $20,000 to $30,000 per unit

and the minimum from $3,000 to $5,000 per unit.

E. Capital Gains Treatment for Gains from Sale to Tenants;

Tax-Deferred Rollover of Reinvested Gain.

Under current law, if a landlord wishes to dispose of

his residential rental property, he is virtually forced to sell

this to an outside professional converter rather than to his

tenants in order to receive capital gains treatment on the

proceeds of the sale. This extra layer of profit drives up

prices for tenants. This proposal would encourage a landlord

to sell directly to tenants and individuals instead of to a

third-party converter by allowing capital gains treatment on

such a sale to these tenants and individuals. Further, to

encourage continued investment in residential rental property
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a landlord-should be allowed tO defer the tax on gain from

the sale of rental property for the portion of the proceeds

which are reinvested in residential rental property.
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National Association of Home Builders
15th and M Streets, N.W., Washington, D.C. 20005

Telex 89-2600 (202) 452-0200

STATEMENT

SENATE FINANCE COMMITTEE

on

ADVISABILITY OF A TAX CUT

July 30, 1980

SUMMARY OF PRINCIPAL POINTS

o N.A.H.B. favors a Targeted Tax Cut, structured to avoid infla-
tionary pressures and directed toward improving productivity
and creating jobs.

" For the housing industry, a tax cut should be structured to
accomplish two results:

(1) Provide a stable source of single family home financing at
interest rates families can afford; and

(2) Stimulate the production of multifamily housing.

o Current Housing Downturn

oo Housing Starts:

78 - June 1978 - 2,093,000
79 - June 1979 - 1,910,000
80 - June 1980 - 1,193,000

oo Unemployment in Construction Trades: 17.5%

oo Impact on economy of loss of 800,000 starts;

- Loss of 1.35 million jobs
- Loss of $23 billion in wages
- Loss of over $4.7 billion in federal tax revenues

o Obstacles housing industry faces

oo Record demand for housing in 80's --

41 million Americans reach prime home buying age,
compared with 31 million in thr 70's
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oo Obstacle to single family housing --

much higher mortgage interest rates in the future

oo Various obstacles to apartment construction

N.A.H.B. RECOMMENDATIONS

Incentives for Single Family Mortgage Finance

o Tax Incentives for Savers

N.A.H.B. supports Senator Nelson's bill (S. 2560) and
Senator Doles's bill (S. 2745).

o Tax-Exempt Revenue Bonds

N.A.H.B. supports Senator Williams bill (S. 2064) with
the Randolph/Byrd amendment and Senator Hart's bill
(S. 2746).

Incentives for Rental Housing

o Depreciation Reform

N.A.H.B. supports the 20 year/15 year straight line
depreciation schedule of Senator Williams bill (S. 2969).

o Construction Period Interest and Taxes

N.A.H.B. urges repeal of I.R.C. S189, so that construction
period interest and taxes can be deducted in the year
payments are made.

o Interest on Investment Indebtedness

N.A.H.B. urges repeal of I.R.C. S163.

o Removal of Existing Expiration Dates for Rehabilitation,
Historic Preservation and Barriers for Handicapped

N.A.H.B. favors making provisions permanent.

o Capital Gains Treatment for Gains from Sale to Tenants

N.A.H.B. favors capital gains treatment for sales to
individual tenants.

Other Tax Proposals

o Withholding on Independent Contractors

N.A.H.B. strongly opposes withholding on independent
contractors.

o Withholding on Interest and Dividends

N.A.H.B. strongly opposes withholding on interest and
dividends.
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15th and M Streets, N.W., Washington, D.C. 20005

Telex 89-2600 (202) 452-0200

STATEMENT OF

THE NATIONAL ASSOCIATION OF HOME AULLDERS

before toe

SENATE FINANCE COMMITTEE

on

Advisability of a Tax Cut in 1980

JULY 30, 1980

Good morning, Mr. Chairman and Members of the Committee.

My name is Herman J. Smith and I am First Vice President of

the National Association of Home Builders, the trade association of

the home building industry. Our association represents over 124,000

members, who in turn employ over 3 million people in the residential

construction industry. Members of NAHB are responsible for over

two-thirds of all residential construction in this country. Accom-

panying me today are Robert D Bannister, Senior Staff Vice President

of Governmental Affairs, Gary Paul Kane, Associate Legislative

Counsel, Leonard Silverstein, of the firm Silverstein & Mullens, and

Michael Sumichrast, NAHB's Chief Economist.

I appreciate the opportunity to appear here today to present

the views of the home building industry on the advisability of a

tax cut to be enacted in 1980. Tax policy has a significant effect
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on the housing sector of the American economy. It provides incen-

tives and disincentives affecting the volume and character of housing

construction and can have a significant impact on the cost and

availability of mortgage funds.

Concerning the idvisability of a tax cut this year, we agree

with the comments Senator Bentsen made on these hearings last

week. Any tax cut must be targeted and structured in a way to

avoid inflationary pressures. The tax cut should be directed

toward improving industrial productivity and creating jobs.

For the housing industry, a tax cut should be struirtured to

accomplish two results: to stimulate the production of multi-

family housing, and to provide a stable source of single family

home financing at interest rates which families can afford.

Accomplishing these objectives will create employment and moderate

inflationary pressures on home prices by allowing the production

of housing to better meet demand.

THE CURRENT HOUSING DOWNTURN

We commend the Chairman and this Committee for its recognition

of the present crisis in the housing industry through the near unani-

mous passage of the Chairman's Resolution (S. Res. 435), that the

Senate would not impose restrictions on the use of revenue bonds

to finance housing through the end of 1980. This should facilitate

the release of mortgage funds at interest rates families can afford,

and help the housing industry get back to building houses and

construction workers get back to their jobs.

There is some evidence which indicates that the housing crisis

may be easing. The Commerce Department reported that housing
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starts in June were up 30% from May's figures. But it would be

erroneous to conclude from this that the housing industry has

recovered. Housing starts in May stood at 920,000, on a seasonally

adjusted annual basis, the third lowest month since World War II.

The 30% improvement only bought starts to 1,190,000. This compares

with starts of 1,910,000 in June of 1979 and starts of 2,093,000

in June of 1978. In that perspective, this June's figures represent

only 62% of June 1979 and 57% of June 1978. If the housing industry

is recovering, we believe that the recovery will be slow, and the

economic effects of the current downturn will continue to be felt

for several years.

Let me briefly summarize the current condition of the housing

industry. We predict housing production for 1980 will not exceed

1.2 million starts. Housing starts for 1981 are only expected to

be 1.55 million. Just two years ago, production was over 2 million

units.

" Housing production nationally is down more than 40%.

o Nationally, unemployment is up to 7.8 percent, with more
than half the recent layoffs concentrated in the housing
and auto industries.

* Unemployment in the construction trades reached 17.5% in
May. NAHB's Economics Division predicts that unemployment
will soar to 22-24 percent in the construction trades by
October 1980.

" Consumer confidence is low because of the recession.
Buyers are likely to remain reluctant to purchase homes
and cars until they perceive that interest rates have
stabilized and the economic recovery is clearly underway.

o The inventory of unsold homes on the market is about
350,000--or about a 8 month's supply at today's sales rate.
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The loss of 800,000 housing units in 1980--the difference

between the NAHB forecast for 1980 and the 2 million starts recorded

annually during 1977 and 1978--would result in a net loss of $95

billion in economic activity. More specifically, this level of

activity is having a catastrophic impact on the national economy.

The aggregate impact will be:

--the loss of 1.35 million jobs;

--the loss of $23 billion in wages;

--the loss of over $4.7 billion in federal tax revenues
and $6.1 billion i combined federal, state, and local
revenues.

This represents the equivalent of letting four Chrysler Corp-

orations go bankrupt.

Rut much more is at stake here. Our inability to produce

housing to meet the demands of the American people could well upset

the social fabric of our country. Without a doubt, the result will

be highly inflated housing costs when this industry recovers during

the early 1980's. Thousands of skilled craftsmen will seek employ-

ment elsewhere and never return. A new work force will have to be

trained when economic conditions improve. Building product manu-

facturers will delay indefinitely plans to expand their production

capacities. Consequently, serious shortages of building materials

will occur when starts rebound during the recovery. This will

make the inflationary increases in housing prices during the mid

70's, after the last housing decline, look mild by comparison.

STRUCTURAL PROBLEMS IN THE HOUSING INDUSTRY

There has been a great deal of discussion at these hearings

about structural weaknesses in the manufacturing and industrial
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sectors of the American economy and about modifying the tax laws to

stimulate correction of some of those deficiencies. In the housing

industry, there are two significant structural weaknesses which

exist now and will continue even beyond housing's recovery from the

current recession. These are the very serious lack of new apartment

construction, and the establishment of long term mortgage interest

rates at levels well above the affordability of millions of American

families.

The Demand for Housing in the Decade of the 80's

The underlying demand for housing--both single family and

apartments--is very strong and will grow substantially through

the decade of the 1980's. Projections indicate that during the

1980's, 41 million Americans will reach the prime home buying age

of 30. This compares with about 31 million who reached the age of

30 during the 1970's. The rate of new household formation will be

25% higher in the 1980's than during the last decade.

This increased rate of family formation is largely the result

of the post-war baby boom and the number of increased single

person households. When combined with the number of families

currently occupying substandard housing and the number of housing

units removed from the market each year by demolition, disaster

or other means, an additional 23 million housing units would be

needed during this decade. This means that there will need to

be at least 2.3 million new housing units constructed during each

year of the decade of the 80's. Any lower production levels will

aln.ast certainly result in increased upward pressure on home prices

due to the simple facts of supply and demand.
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Gap.in Apartment Construction

Apartment vacancy rates in many parts of the country are at

very low levels. According to figures gathered by the National

Association of Realtors from selected HUD area offices, the

following are vacancy rates in several cities (see Table I for a

more complete list):

Chicago, Illinois - 1.0
Raleigh, North Carolina - 2.3
Detroit, Michigan - 8.7
Baltimore, Maryland - 3.3
Los Angeles, California - 1.0
Burlington, Vermont - 0.6
Baton Rouge, Louisiana - 2.87

There are various reasons why new multifamily rental projects

are not being built despite the low vacancy rates and the substan-

tial need for housing. Probably the most important factor is that

it is simply not economically feasible to build apartments anymore.

Rents have not kept pace with rapidly escalating construction costs.

And incentives in the Tax Code to encourage multifamily construction

are no longer sufficient to eliminate the gap. In additionJ, several

provisions added to the 1976 Tax Reform Act are major disincentives

to the development of new multifamily, rental housing.

A substantial number of the new multifamily units which are

being produced are being constructed under the Federal subsidy pro-

grams. This serves the needs of only one small segment of the

income spectrum. Few apartment buildings are being constructed

for individuals and families whose incomes are above the level

required for admission into the federal programs.

Many individuals and families prefer apartments to home owner-

ship. Apartment rents are generally lower than the monthly mortgage
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payments and someone else is responsible for maintaining and caring

for the apartment building. In addition, some people feel the need

for an additional degree of freedom and mobility of not being tied

down to an owned home.

In order to provide flexibility and choice to American families

and to provide units with monthly payments less than monthly mortgage

payments, incentives must be given to encourage the development of

multifamily housing.

Much Higher Mortgage Interest Rates in the Future

The second area where structural change is necessary is the

area of housing finance. Major changes are occuring in the cost

and availability of mortgage finance. In the past, financial

institutions had a pool of 5% and 5-1/4% savings deposits upon

which they could draw to finance mortgage loans. This provided

mortgage financing at the lowest possible interest rates to home

buyers. However, the passage of the Depository Institutions Deregu-

lation and Monetary Control Act of 1980 will bring on a new era in

mortgage finance. Regulation 0, which prescribed the 5% and 5-1/4%

interest rate ceiling is to be phased out within six years. At

that time there will be no ceilings on the interest rates financial

Institutions may pay for their savings deposits. To be competative

and to attract savings, financial institutions will be required to

pay prevailing market interest rates. If market interest rates

are, for example, 9 1/2%, then it will not be possible for financial

institutions to make mortgage loans at interest rates below 11% or

11 1/2%. These will be minimum interest rates. Mortgage rates will

climb from there.



1536

What this means is that despite the overwhelming need and

demand for housing, increasingly fewer families will be able to

afford housing. Table II shows the effects of higher interest

rates on housing affordability. Assuming a $65,000 house, with a

5% down payment, and a 30-year fixed rate mortgage period at 9%

interest, the monthly principal and interest payment would be $497

and the annual income necessary to afford the house would be just

over $34,000. At 12% interest, the principal and interest payment

jumps $138 a month, to $635, and the annual income needed to afford

the house increases to $40,800. Assuming the same $65,000 house

with a 5% down payment, the increase in interest rate from 9% to

12% eliminates more than 4 million households from the ability to

purchase that home.

RECOMMENDED PROVISIONS FOR INCLUSION IN TAX CUT BILL

As I indicated earlier, we believe that a tax cut can and

should be structured as to avoid inflationary pressures on the

economy, and to increase productivity and stimulate the creation

of jobs. A tax cut which accomplishes these objectives could very

well moderate long-term inflationary pressures.

To provide the greatest assistance to the housing industry, a

tax cut program should do two things: (1) provide mortgage financing

at interest rates families can afford; and (2) provide incentives

for the development of apartment projects.

Incentives for Single Family Mortgage Finance

1. Tax Incentives for Savers

NANB strongly supports Senator Nelson's bill, S. 2560, which

provides a tax exemption for interest on savings deposits used
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by financial institutions to make mortgage loans, and Senator

Dole's bill, S. 2745, which establishes tax-exempt Housing

Savings Accounts to encourage families to accumulate funds to

purchase a home.

Much attention has been given to the low savings rates in the

United States and the impact of that rate on capital investment

and productivity. And proposals have come forward to provide

incentives to increase the rate of savings in order to assist

this nation's industrial base. However, as I mentioned, mortgage

finance is presently undergoing a revolution of its own. And

without some incentives to provide mortgage loans at interest

rates families can afford, in the next few years many millions

of American families will be priced out of the housing market

by high interest rates.

The personal savings rate in this country is now below 5% of

aftertax income, the lowest among all industrialized nations.

Since the 1950's, the long run savings rate in this country has

ranged in the area of 6% to 6 1/2%-exceeding 8% in the mid

1960's. However, since the middle cf the 1970's, the savings

rate has declined precipitously. It appears to us that unless

some very firm positive steps are taken immediately, the

savings rate will continue to decline throughout the decade of

the 1980's.

A continued low savings rate is detrimental both to the

nation's economy and to the home building sector of that economy.

Lower savings will mean higher relative interest rates, and

shortage of capital formation, thereby perpetuating the slow
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growth in the U.S. productivity. And shortages of funds will

continue to prevent families from buying homes.

The present income tax structure discourages savings and

encourages consumption. Interest on savings accounts, which

already is significantly below the rate of inflation, is sub-

ject to tax. The aftertax yield on a savings deposit at a

commercial bank or thrift institution may be as little as 3% to

4%. Given the present rate of inflation, this is hardly an

incentive to save.

Mortgage interest rates are beginning to ease up, but we do

not believe they will ever return to the low rates which typified

the 1960's and 70's. For the foreseeable future, without some

incentive such as that contained in Senator Nelson's bill, mort-

gage interest rates should remain at double digit levels, pre-

venting many millions of American families from affording homes.

Senator Dole's bill addresses the problem of families accumu-

lating the downpyment required to make the purchase of a home.

S. 2745 provides both the incentive and the means to accumulate

a sufficient downpayment

2. Tax-Exempt Revenue Bonds

In the lor term, NAHL believes that revenue bonds offer one

of the tools which should be used to provide mortgage financing

at affordable interest rates. Revenue bonds provide cities,

counties and states the opportunity of tailoring mortgage

financing to the needs and demands of those individual juris-

dictions. And we believe no one is in a better position to

assess the needs and demands of local communities than the

state or local government.

We would recommend that a tax cut bill include a provision

permitting the issuance of tax-exempt revenue bonds after Decem-

ber 31, 1980. We would support either Senator Williams' bill
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(S. 2064) with the amendment introduced by Senators Randolph

and Byrd (of West Virginia), or the bill introduced by Senator

Hart (S. 2746). Both the Williams bill and the Hart bill

recognize that state housing finance agencies are responsible

entities, strictly and carefully supervised by their state

legislatures. Both bills recognize that the lending programs

of state housing finance agencies generally are subject to

income and mortgage limits worked out as a compromise among the

competing interests within each state. These limits are care-

fully drawn out to the needs of each state and clearly more

representative of the needs in that state than any restrictions

prescribed by the federal government.

If restrictions are to be placed on cities or counties, then

we would support either the Randolph/Byrd amendment to the

Williams bill or the approach taken in Senator Hart's bill. The

Randolph/ Byrd approach provides that revenue bond financing can

only be provided to families with incomes which do not exceed

45% of the average new one family housing cost for the state

in which the residence is located. The advantage of this

approach is that it ties income levels to the actual cost of

housing within each individual state. It does not set some

arbitrary income level for the entire country which may or may

not work in individual states.

Senator Hart's bill requires that families have an income not

exceeding 150% of the median income for the statistical area in

which the residence is located. If a fixed income limit is to

be used, Senator Hart's approach is a good one. With housing

65-969 0 - 80 - 31 (pt.3)
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costs as high as they now are, this type of income limit permits

the sale of some of the least expensive newly constructed homes,

in addition to existing homes. A lower limit would almost

surely prevent the sale of newly constructed houses.

3. Tax Credits for Purchase of a Home.

NAHB supports a tax credit of 5% of the purchase price of a

newly constructed home, up to the maximum amount of $4000, for

the sales of such a home within twelve months of the effective

date of such legislation. This provision is modeled after the

5% tax credit which helped stimulate sales during the housing

downturn of 1974-75.

Incentives for Rental Housing

I. Depreciation Reform

Accelerated depreciation for business is at the top of many

lists, for necessary tax reform. Various depreciation reform

proposals have been mentioned as a means to stimulate capital

investment and increase productivity in U.S. business.

However, we are very concerned that many of these proposals

overlook the housing industry. The 10-5-3 proposal, for example,

is actually detrimental to the housing sector of the economy.

Multifamily housing is not included in the depreciation reforms

contained in 10-5-3. Thus, the effect of passage of the present

10-5-3 proposal would be a further shift of capital Investment

away from housing and into other sectors of the economy. The

result would be an even greater reduction in the number of

apartments being built and a lower vacancy rate.

NAHB believes that if depreciation reform is to be included

as part of a tax cut proposal, that it should be expanded to
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include multifamily rental housing. We strongly support Senator

Williams bill, S. 2969, which provides twenty-year straight

line depreciation for all Section 1250 property (with 15-year

straight line depreciation for low-income housing). We would

urge that the 20-year/15-year depreciation schedule is a better

approach than the ten-year component of the 10-5-3 proposal.

The adoption of the Williams proposal would greatly simplify

the computation of depreciation. All existing accelerated

depreciation formulas would be eliminated with respect to

Section 1250 property. There would be a certainty in the useful

lives of depreciable real property which would benefit both

the businessman and the IRS auditor. The frequent audits of

apartment properties and the inconsistency in useful lives

prescribed by various I.R.S. auditors discourage builders from

becoming involved in the development of multifamily housing.

And substitution of the 20 year/15 year useful life for the 10

year component of 10-5-3 would involve substantial savings in

revenue to the Federal treasury.

N.A.H.B.'s economists estimate that the 20 year/15 year

depreciation provision will increase multifamily starts by

105,000 units. This in term would generate $1.47 billion in

wages, and $310 million in additional federal personal and

corporate tax.

Finally, I would like to note that as part of the Williams

proposal, the recapture rules presently applicable to Section

1250 property would remain. The recapture rules currently

contained in 10-5-3 proposal establish mass asset accounts,

which are more suitable in manufacturing enterprises where
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the companies own a great many machines or-vehicles and are

acquiring or disposing of them frequently,. Section 1250 pro-

perty generally consists of discreet units of real estate, such

as an apartment building or a shopping center. These items

are developed and sold on an individual basis and do not really

lend themselves to the mass asset type of accounts.

2. Current Deduction of Construction Period Interest and Taxes.

NAHB urges that Section 189 of the Internal Revenue Code be

repealed, and that construction period interest and taxes be

be allowed as deductions in the year in which the payments were

made. Section 189 has been a major impediment to the development

of rental housing.

We can see no justification for capitalizing construction

period interest and taxes. These items are akin to current

expenses. So long as there is no attempt to avoid legitimate

taxes by prepaying interest attributable to other periods,

interest and tax deductions should be allowed in the year in

which payments are made.

Taxes are-a recurrent expense: tax bills come out yearly,

and are paid as they are issued. In other businesses, a deduc-

tion is allowed for taxes in the year in which they are paid.

It is discriminatory to the real estate industry not to allow

the deduction in the year in which construction period tax

payments are made.

A similar argument can be made for construction period

interest payments. Construction interest is attributable to

a construction loan which exists only during the twelve to
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twenty-four month period when a multifamily housing project

is under construction. When construction is complete, the

construction loan is paid off, a new permanent take-out loan

*is issued and a new, recurring interest charge begins. Con-

struction period interest is clearly an expense of the short

construction term, and should be allowed as a deduction during

that period.

3. Interest on Investment Indebtedness.

NAHB urges repeal of the provision in Internal Revenue Code

Section 163 which limits the deduction for investment interest

by non-corporate taxpayers to $10,000 plus net investment

income. This provision was added as part of the 1976 Tax

Reform Act. But its impact is greatest on small taxpayers and

it acts as a further impediment to the development of multi-

family housing.

The taxpayers most affected by this provision are those not

wealthy enough to have other investment income. Taxpayers who

have considerable wealth and considerable other investment

income, find the $10,000 limitation of no significance. Only

those taxpayers without other investment income, the small

investors, are limited by this provision.

With the construction interest rate running 2% over prime, the

interest costs in developing multifamily housing are extremely

high. Thus, a month or so ago when the prime rate was 20%, the

construction interest rate was 22%. On a multifamily apartment

building costing $4 million to $5 million, a 20% or 22% construc-

tion interest rate can mean a substantial cash payout period.

(The construction interest cost for such a building could be



1544

over $1 million at a 20% interest rate.) This is not an insigni-

ficant item. The $10,000 limit is easily reached and surpassed.

The result is the discouragement of the investment by small

and medium sized individuals in multifamily housing.

4. Removal of Existing Expiration Dates for Rehabilitation, Historic
Preservation and Barriers for Handicapped.

NAHB urges that the expiration dates for raid amortization of

expenditures for rehabilitation of low-income housing, historic

preservation, and removal of barriers for the handicapped and

elderly be removed, and those provisions be extended indefinately.

When these provisions were enacted, expiration dates were

included to provide time to see whether or not these tax incen-

tives would actively encourage these three objectives and to

provide time to develop alternative non-tax incentives. The

tax incentives have accomplished their objectives, and there

are no non-tax incentives which now could be used as substitutes.

Removal of the expiration dates for each of these activities

would avoid the uncertainty in the building industry as each

expiration date compes up, and permit better long-term planning.

5. Capital Gains Treatment for Gains from the Sale to Tenants.

Included in Mr. Williams' proposal is a provision which would

permit capital gains treatment to an apartment owner when

individual units are sold to tenants. Under current law, in

order to qualify for capital gains treatment, tne landlord

must sell the entire building either to a tenant's association

or to a condominium convertor. In either case, this sometimes

means an additional layer of profit which must be pi~ssed on in

the form of a higher price to the purchasing tenants. By
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providing the same tax treatment whether the apartments are

sold as a block-or individually, the apartment house owner

would be encouraged to sell individual units to individual

tenants, thereby avoiding an extra layer of profit and passing

the cost savings onto the tenant.

We believe that the provision in S. 2969 requiring approval

of the terms and conditions of sale by a tenant's organization

is unnecessary and may work to the detriment of the tenants.

The reason for allowing capital gains treatment on the sale of

units directly from the apartment owner to individual tenants

is to avoid the extra cost necessitated by negotiation and sale

to a middleman. We believe that if individual tenants can

reach an agreement on price with the landlord, they should be

able to take advantage of that bargain without having the sale

approved or ratified by a tenant's organization. Negotiations

with the tenant's organization, whether for the purpose of sale

to the tenant's organization or for the purpose of agreeing to

terms under which units will be sold to the tenants, is a long

and cumbersome process. It involves a great deal of the apart-

ment owner's time and a great deal of the time of his profes-

sional representatives (accountants, lawyers, and real estate

agents). All of this adds unnecessary cost to the purchase

price of each unit, which must necessarily be born by the pur-

chaser. We believe that the least costly and most efficient

means to get the units to individual tenants at the lowest

possible cost is by simply allowing the direct sale by the

landlord to the tenants and allowing capital gains treatment

on that sale.
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Other Tax Proposals Detrimental to the Housing Industry

1. Withholding on Independent Contractors

NAHB strongly objects to the provision requiring withholding

on independent contractors contained in a House bill, H.R. 5460.

Withholding is simply one more burdensome and costly requirement

which would make it more difficult for-a small businessman or

businesswoman to conduct his or her business. At a time when

there is general recognition that the regulatory requirements

placed on small business already stifle production and inhibit

innovation, this is simply one more major burden to be placed

by government on the oeration of business.

From the perspective of our industry, two-thirds of our single

family builders construct 25 or fewer homes per year. Most of

these builders may employ only 2 or 3 persons but utilize 12 to

15 subcontractors. Requiring withholding for subcontractors

will impact significantly on the small home builders. The

burden is simply unfair and will be reflected in even higher

home prices to the housing consumer.

We do not believe that the Internal Revenue Service should be

allowed to shift its responsibility for enforcing compliance to

the private small businessman or businesswoman. Present law

requires that a general contractor report the income paid to

his subcontractor for the work that person performs. We belive

it is the responsibility of the Internal Revenue Service to

match-that information with information provided by the tax-

payers, and to seek to enforce any discrepancy.
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2. Withholding on Interest and Dividends.

For similar reasons, NAHB also strongly opposes the proposals

in S. 47, S. 1565, and H.R. 1040, which provide for withholding

on interest on savings deposits and dividends from stock.

These proposals fly in the face of action taken by Congress this

year to encourage increased savings and increased investment in

stock. As part of the Windfall Profits Tax Act, beginning in

1981, a single taxpayer will be allowed to exclude $200 ($400

for a married couple) in interest and dividend income on his or

her return. This increased exclusion was intended to encourage

greater savings and greater investment in corporate stock.

Whatever incentive is provided by the increased exclusion, may

be more than offset by the withholding requirements. Instead of

receiving the full return on their savings or corporate stock,

taxpayers will see that return only after withholding has been

taken from it. Lower income taxpayers will not have the use of

the funds to meet current expenses. More affluent taxpayers will

not have the opportunity to reinvest the interest or dividend

income pending final payment of their taxes.

Again, we believe the Internal Revenue Service, is attempting

to shift the burden of compliance from itself to small taxpayers.

We believe that each taxpayer should pay his or her fair amount

of tax. And we believe that all earned income should be reported

to the Internal Revenue Service. But we beleive that the respon-

sibility for enforcing compliance of the existing tax rules is

the responsibility of the Service and not of individual taxpayers

or small businessmen and businesswomen.
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CONCLUSION

N.A.H.B. supports a targeted tax cut, structured to be non-

inflationary. With respect to the housing industry, such a tax cut

should help stimulate apartment development and provide more afford-

able interest rates for single family houses. If properly struc-

tured, we believe a tax cut could moderate long-term inflationary

pressures in home prices.

I appreciate this opportunity to appear before you and I would

be pleased to answer any questions you-may have
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Table I
Selected Vacancy Rates

(In percent]

ILLINIOS

Chicago 1
Rockford 3.6
Springfield - 6.1

N F CARLINA

Raleigh 2.3
Durhain 2.0
Greerboro 2.5
Charlotte 2.5

MICHIGAN

Detroit 8.7
Ann Arbor 1.57
Grand Rapids 3

Baltimore 3.3
Montgomery County 3.1
Annapolis 2.8

Montgomery 2

MkSSACHUSLMrrS

Boston (city; 3.0 area) 5.3
Springfield 3.3

SOUTH CAROLINA

Colurbia 5.1
Charleston 3.5

GEOR IA

Atlanta 3.4

LOUISIANA

Baton Rouge 2.87

NEBRASKA
Linooln 2.1

Omaha 5

Denver 2.3

Corpu Christi 1.7
Houston .- 10.0

Lce Angeles (Cown from 1.8 in Dec. 1979 1
San Prancisco 2
San Diego 2.9

Minmne lis:
Rental housing (dwn from 7 in Dec. 1979) 4.5
All housing 2.0

Burlingtcn (1978) 0.6
Montpelier (1979) 1.6

9OUR-i~ational Association a Pltms. wwvwy of 530 area offices. Most
data is from 04, 1979. atm esash u lees 8ay then that hom above.
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HOUSING AFFORDABILITY

$65,000 house
$61,750 mortgage amount (5% down)
30-year term

Related
Interest Monthly Housing

Rate Payment Expenses
1

7
8
8
9
9

10
10
11
11

12
12
13
13
14

1/2%

1/2Z

2
1/2Z
Z1/2Z

1/2Z
Z

1/2Z
Z
1/2%
Z I

$432
453
475
497
519
542
565
588
612
635
659
683
707
732

$215
215
215
215
215
215
215
215
215
215
215
215
215
215

Annual
Income
Needed

To Afford
2

$31,056
32,064
33,120
34,176
35,232
36,336
37,440
38,544
39,696
40,800
41,952
43,104
44,256
45,456

Number of
Households Who
Can Afford

(in thousands)

13,274
12,645
12,015
11,386
10,756
10,070
9,440
8,754
8,067
7,381
6,694
6,008
5,321
4,577

Percent
of Households

Who Can Afford

23.2%
22.1
21.0
19.9
18.8
17.6
16.5
15.3
14.1
12.9
11.7
10.5

9.3
8.0

Number of
Families
Priced Out

(in.thousands2

629
630
629
630
686
630
686
687
686
687
686
687
744

1. Real estate taxes, hazard insurance, utilities, maintenance and repairs.
2. Assumes one-fourth of income goes to housing expenses and constant underwriting criteria.
Source: National Association of Home Builders
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NATIONAL REALTY COMMITTEE
2033 M STREET, N.W. 9 WASHINGTON, D.C. 20036 * 202/785-0808

STATEMENT OF THE
NATIONAL REALTY COMMITTEE ON
- 1980 TAX CUT PROPOSALS

SUBMITTED TO
SENATE COMMITTEE ON FINANCE

JULY 30, 1980
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NATIONAL REALTY COMMITTEE
2033 M STREET, NW. 0 WASHINGTON, D.C. 20036 @ 202/785-0808

National Realty Committee Statement on
1980 Tax Cut Proposals

SUMMARY

The most widely discussed possibility for encouraging greater productive
investment in real property is depreciation reform. The NRC testimony reviews
various depreciation reform proposals, including S 1435, the Capital Cost Recovery
Act and reaches the following conclusions:

The National Realty Committee Is opposed to any change in the depreciation
rules which would impose full depreciation recapture at ordinary income rates
to real property.

The National Realty Committee Is in favor of:

1. The availability of fixed capital cost recovery periods for real
property investments,

2. Substantially shorter capital cost recovery periods than those
currently available under-Treasury guidelines, and

3. I.cludlng residential rental property in any depreciation reform
ultimately adopted.
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Statement of the National Realty Committee

The National Realty Committee, Inc., a non-profit business league whose

membership includes owners, operators and developers of all types of real estate

throughout the United States, offers the following statement, regarding the

possibility of 1980 tax cut legislation,- for consideration and action by the Senate

Finance Committee.

There are a very large number of tax revisions which could be enacted

which would serve to set the course of tax policy in the right direction.

Among such possible revisions, depreciation reform is certainly a major

concern. Several proposals have been advanced for drastically revising and

improving the present unrealistic depreciation provisions. By comparison with

those provided in virtually every other industrial nation's tax systems, the Federal

income tax laws are obsolete. No other major industrial nation insists

on determining "useful lives" and basing capital recovery on so ambiguous a

notion. Neither should the U.S. tax system. The concern, instead, should be

with making the income tax as neutral as possible with respct to the choice

between consumption, on the one hand, and saving and investment, on the other,

as well as in its effect among differing types of capital.



1554

Among the more widely discussed proposals for depreciation reform is the

so-called 10-5-3 proposal, which would provide, after a phase-in, a 10-year capital

cost recovery period for all real property other than residential rental property.

The exclusion of residential rental property is particularly unfortunate since

residential rental property has grown far more slowly during the period from 1950

through 1979 than any of the other broad types of capital, and in the entire decade

of the 1970s, there has been very little growth at all in residential rental property.

An alternative suggestion for depreciation reform is included in H.R. 7015 introduced

by the Chairman of the House Ways and Means Committee. Under H.R. 7015,

taxpayers could elect to use audit proof class lives for determining depreciation

with respect to all buildings, including residential rental buildings. The class lives

under H R. 7015 would be at least 35% shorter than the applicable useful lives for

buildings under existing Internal Revenue Service guidelines.-

A vital distinction between the 10-5-3 proposal and the proposal contained

in H.R. 7015 is the difference in depreciation recapture rules provided under each

proposal. Presumably as consideration for the very rapid accelerated recovery of

capital cost relating to buildings under the 10-5-3 proposal, that proposal would

change the existing rules relating to depreciation recapture for real property and

would impose full depreciation recapture at ordinary income rates upon all real

property to which the 10-5-3 proposal would be applicable.

On the other hand, under H.R. 7015 the existing depreciation recapture

rules applicable to rel estate, which impose recapture only upon accelerated

depreciation, are retained.
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The National Realty Committee strongly opposes any change in the

depreciation recapture rules which would have the effect of applying full recapture

at ordinary income rates to real property depreciated under the straight-line method.

While we believe that the scheduled lives proposed for real property

under H.R. 7015 do not reflect current actual practices, as contrasted with current

Treasury guidelines, and are therefore too long to accomplish the purpose of

encouraging taxpayers to utilize the system to its fullest extent, our primary

concern is maintaining the viability of the real estate investment market by

preserving the current depreciation recapture rules applicable to real property

irrespective of the capital cost recovery period ultimately chosen.

Full depreciation recapture at ordinary income rates when applied to

indiv:iuals would have the effect of virtually eliminating voluntary sales since

the profits from such sales, even if attributable solely to inflation, would be

subject to Federal income tax rates of up to 70%. While industrial concerns rarely

dispose of depreciable personal property for amounts substantially in excess of

salvage value, the value of real property held for investment over many years may

substantially appreciate due to inflation, changes in interest rates and

Statistics compiled by the Treasury Department's Office of Industrial
Economics indicate that lives claimed by taxpayers with respect to new
buildings average approximately 20% shorter than the Treasury's 1962
Guidelines (Office of Industrial Economics, Department of the Treasury,
Business Building Statistics, GPO, Washington, 1975). As a
consequence, although reducing personal property ADR lives by 35%
results in a real increase in current depreciation allowances, a
commensurate real increase in depreciation allowances accorded to
real property would require lives 35% shorter than the average useful
lives currently in actual use. On this premise, a comparable
reduction in depreciable lives for real property would result in capital
cost recovery periods for real property in the range of 20 to 25 years.

65-969 0 - 80 - 32 (pt.3)
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other miscellaneous factors. Imposing draconian tax penalties upon the sale of

such assets will not produce tax revenue and will not inhibit initial investment

but those penalties will severely limit subsequent voluntary sales. The net

result will inevitably be an increasingly inefficient allocation of capital resources

throughout the real estate sector of the economy.

These results may be illustrated by comparing the following two examples

involving the hypothetical purchase of depreciable real property for $10 million,

$2 million paid in cash and $8 million by execution of a mortgage note bearing

interest at 10% and providing for 1% amortization per annum.

The first example illustrates the effect of a sale at original cost after 5

year under the 10-5-3 proposal. The $4,900,000 in tax liability, resulting from

a sale which produces only $2,400,000 in cash before tax, graphically illustrates the

Impossible market conditions thaLwould result from 10-5-3 with full depreciation

recapture.

The second example assumes a 20-year straight-line depreciable life

with no applicable depreciation recapture. In this example a sale after 5 years at

original cost is eminently viable.
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EXAMPLES

1. Depreciable real property - cost- $10,000,000
10-5-3 depreciation for 5 years 7,000,000
Adjusted basis - 3,000,000
Sales price 10,000,000
Gain 7,000,000
Tax at 70% 4,900,000
Cash from sale before tax 2,400,000
Cash from sale after tax (2,500,000)

2. Depreciable real property - cost $10,000,000
Depreciztion for 5 years 2,500,000
Adjusted Lp'is 7,500,000
Sales price 10,000,000
Gain 2,500,000
Tax'at 28% 700,000
Cash from sale beore tax 2,400,000
Cash from sale after tax 1,700,000

In summary, the National Realty Committee ts opposed to any change in

the depreciation rules which would impose full depreciation recapture at ordinary

income rates to real property.

The National Realty Committee is in favor of:

I. The availability of fixed capital cost recovery periods for real

property investments.

2. Substantially shorter capital cost recovery periods than those

currently available under Treasury guidelines.

3. Including residential rental property in any depreciation reform

ultimately adopted.
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SUMMARY OF STATEMENT

ICSC members believe the most pressing issue facing our nation is the building of
a healthy economy for the 1980s with emphasis on growth and reduced inflation,
interest rates and unemployment. A tax cut is in furtherance of this goal, but it must
provide impetus to increased capital investment and development in the severely
depressed real estate industry to ensure that industry's critical contribution to a healthy
economy. It is time now to provide such an impetus by enacting the following changes:

A. Depreciation reform. The current depreciation rules should be revised to
provide for a set, audit-proof depreciation recovery period of reasonable
length with no change in the current section 1250 depreciation recapture
rule.

B. Current deductibility of constructio, period interest and taxes. The bill
should provide for the current deductibility by individuals of construction
period interest and taxes by repealing present section 189 of the Internal
Revenue Code which requires the amortization over a 10-year period of all
construction period interest and taxes involved in the construction of real
property by individuals.

C. Interest on real estate invetsment indebtedness. Section 163(d) should be
repealed to the extent that it limits the deduction of interest on real estate
investment indebtedness.

D. Ordinary and necessary business expenses paid or incurred prior to
realization of current income. At the present time, the IRS disallows
current deductions for ordinary business expenses incurred prior to
realization of income. The Code should be amended to assure the current
deductibility of these expenses.
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STATEMENT

L INTRODUCTION

My name is Myles H. Tanenbaum of Kravco, Inc., King of Prussia,

Pennsylvania. I am a member of the Tax Subcommittee of the Government Affairs

Committee of the International Council of Shopping Centers (ICSC), and I appear today

on behalf of the members of the International Council of Shopping Centers.

The ICSC is a business association of more than 9,000 members consisting of

shopping center developers, owners, operators, tenants, lenders and related enterprises.

ICSC represents a majority of the shopping centers in the United States.

Shopping center development in the United States involves an annual

Investment of $6.2 to $7.2 billion for structures, fixtures and equipment. It is

estimated that more than 3.5 million people are regularly employed in shopping centers

and that several hundred thousand more are annually engaged in new construction. The

rippling effect of shopping center development on employment In related businesses,

including display advertising, maintenance and cleaning, legal and accounting, and the

manufacture of goods sold in the centers, is considerable.

At one time, retail trade in the United States was concentrated in individual

stores and central business districts. It is estimated that in 1979 shopping centers

accounted for 40.2 percent of total U.S. retail sales. in 1980, the figure is expected to

equal 42.4 percent. By the beginning of the next d,-cade (1990) the shopping center
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share will likely range between 48 percent and 53 percent. In current dollar value,

U.S. shopping center retail sales reached a level of $356.2 billion in 1979, up from an

estimated $305.1 billion in 1978. Because of the uncertainty of consumer expenditure

during the current recessionary period, it is difficult to predict 1980 shopping center

retail sales at this time.

In 1977, an estimated 43.4 percent of all new U.S. retail space construction took

place in planned shopping centers. By 1979, the proportion had risen to 53.9 percent.

The figure is even higher among certain retail sectors. For instance, over the next

three years, an estimated 80 percent to 85 percent of new department store square

footage will form the basis for new or expanded shopping center development space

(ICSC Research Department surveys).

In 1978, retail store (free-standing) and shopping center construction represented

an estimated 21.6 percent of the total U.S. contracts for commercial and industrial

buildings floor space. (F.W. Dodge, Division of McGraw-Hill Information Company). In

1979, retail store (free-standing) and shopping center construction accounted for 21.2

percent of the total U.S. contracts for commercial and industrial buildings' floor space.

(F.W. Dodge, Division of McGraw-Hill Information Company).

In short, the retail store and shopping center industry has a significant

influence on the total United States economy.

It. ECONOMIC ISSUES

The members of ICSC believe that the most pressing domestic issue facing

the United States is the building of a healthy economy for the 1980's: an economy

based on growth, with reduced inflation, interest and unemployment rates. Such a

growing economy is the basis for the fulfillment of all the domestic hopes and plans of

our people, and, indeed, of our strength and reputation around the world. The

achievement of the goal of a healthy, stable and productive economy requires the

enactment of a tax cut this year to be effective January 1, 1981. The adoption of a tax
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cut this year effective on the first of next year will allow individuals and business to

order and plan their economic affairs in a productive manner.

Any tax cut adopted this year must be addressed to reducing the current

high inflation, interest and unemployment rates by increasing investment incentives and

capital for the productive, elements of the economy.

One sector of the economy that should have a high priority in a tax cut is

the real estate industry. Inflation and high interest rates have had a dramatic and

negative effect on employment and activity in this vital industry.

The real estate industry is composed almost totally of small firms. Sixty

percent of all construction firms and eighty percent of all real estate service firms

have four or fewer employees. This makes the industry unusually susceptible to changes

in economic conditions, financial climate, the tax code and other public policies.

During the past, those factors have combined to retard the growth rate of all areas of

real estate.

The recent dismal figures on contruction activity during the first half of

1980 indicates that the decline during this period is much greater than during the 1974-

75 recession. 4.5 to 6 percent of total employment in the U.S. economy is in the real

estate construction and development sector. Currently, unemployment in this sector is

16.5 percent (June 1980, up from 10.0% in June, 1979).

The residential rental housing market has collapsed and new and planned

activity in the single family residential housing and commercial segments of the

industry are down.

Rising interest rates, contractions in the availability of mortgage financing,

falling retail sales, and major reductions in the level of housing starts have resulted in a

significant downturn in the square footage of shopping center construction plans,

clearly influencing the level of starts nine to fourteen months from now.
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Building permits for new stores and other mercantile buildings - affecting

the value of construction in the more immediate future - likewise, have been negatively

affected.

Shopping center construction starts - for the first quarter of 1980 - were at

an annualized level of 91.3 million to 95.6 million square feet, off by nearly one-quarter

of the level recorded in 1979. By year-end, assuming no major change in government

policy toward stimulating the economy, the total square footage of shopping center

construction starts will have likely fallen to a level of 79.1 million.

At this level of starts, the shopping center industry's development sector

will have experienced a contraction equal to a decline of 28.7 percent over the average

level of construction starts during the 1978/79 period. Current projections for 1981,

(again assuming no bold governmental pro-capital investment initiatives) place the level

of shopping center construction starts at 67.1 million square feet, down 39.5 percent

from the 1978/79 average annual level, and off by 15.2 percent from the already

depressed levels expected for 1980.

It appears that the shopping center industry's development sector may be

moving into a protracted period of economic decline.

The decline of construction and planned development in the real estate

industry is not just a temporary problem resulting from the ebb and flow of the

economic cycle. The real estate industry in general is faced with a serious shortage of

investment capital when the futures needs of the American people are considered.

During the decade of the 1980's there will be a dramatic growth in the establishment of

new households and families. According to the Bureau of the Census, during the period

of 1980-1989 there will be created 15.46 million new households, an increase of 19.39

percent over the previous decade.

If these new demands are to be met, the real estate industry will have to

find the capital to finance the construction and rehabilitation of the facilities necessary
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for these new households and families to be housed, to have places to buy goods and

services, and to have office buildings and industrial plants in which to work.

The various sectors of the real estate industry are interrelated and have a

symbiotic relationship with each other. For example, shopping center development and

rehabilitation follow very closely new housing starts and rehabilitation, and the

development and location of housing and job-related real estate such as office buildings,

retail stores, and industrial facilities continually interact with one another. In a recent

study conducted by the ICSC Research Department, total square footage of U.S. annual

shopping center construction starts (1970 to 1979) were correlated with U.S. annual

housing starts (1969 to 1979). Results indicated that 95% of the variation in shopping

center construction starts could be statistically "explained" by changes In the level of

housing starts.

This interrelationship has been recognized in recent federal policy designed

to revitalize and rehabilitate the economically depressed areas in our urban centers.

Thus, the federal government has funded the Urban Development Action Grant,

Community Development Block Grant, and Economic Development Administration

programs which provide funds to assist in the development and rehabilitation of

shopping centers, retail stores, office buildings and other job related facilities in

economically depressed areas.

Also, shopping center developers and retailers recently have begun new

development in urban centers and in-fill locations in areas close to the urban fringe on

their own and without federal assistance. In fact, between 22% to 25% of the ICSC

developer member firms who were actively planning development in 1979 were

projecting shopping center openings at urban in-fill locations, quite near traditional

downtown central business districts.

One lesson that these developer have learned is that such urban development

is expensive, time consuming, and risky. It Is clear that it is not desirable, nor will-It be
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possible, for the federal government directly to provide the capital and incentives

necessary to continue and increase such urban and in-fill development and

redevelopment, and that the necessary capital will have to come from the private

sector.

All the elements of the rea estate industry are suffering from the current

bias, and penalties in the federal tax code. against real estate rehabilitation and

construction which discourage capital formation and investment.

What is needed as a part of this years tax cut is a comprehensive reworking

of the current federal tax policy regarding real estate to eliminate the inhibitions

against capital formation and investment, and to enact provisions that will encourage

and allow all of the sectors of the real estate industry to produce the strutures and

facilities necessary to provide the housing, retail facilities and job sites that will be

needed in the 1980's.

I1. THE CAPITAL DRAIN RESULTING FROM PAST TAX LEGISLATION

Since the health of the real estate industry is predicated upon a delicate

balance of many factors, it is crucial that the Internal Revenue Code contain provisions

which encourage capital investment and productivity in the industry. Unfortunately,

tax laws enacted over the last two decades have had a dampening effect on capital

investment and productivity.

A comparison of the tax provisions in effect seventeen years ago with the

provisions presently in effect will, we believe, dramatically indicate how the tax laws

have both reduced the supply of and increased the demand for investment capital in real

estate.

Seventeen years ago a commercial real estate developer operated under the

following rules: Construction period interest and real estate taxes were currently

deductible in their entirety. Upon completion of the project, all interest and taxes
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continued to be currently deductible. Moreover, a variety of accelerated methods of

depreciation were available including the double declining balance method. Upon the

sale of the project, all gain was taxable at the capital gains rate-which, under the

alternative tax, could not exceed 25 percent. A combination of those provisions gave

developers a positive incentive to construct commercial and other real estate by

reducing the amount of investment capital required and increasing the ability to attract

this capital.

Those provisions, which significantly contributed to the strength of the

commercial and other segments of the real estate industry, have, over the years, been

eliminated or substantially eroded. In addition, new provisions have been enacted which

have increased the drain on investment capital even more.

In stark contrast to the tax provisions described above, the commercial real

estate industry is now faced with the following rules: non-corporate construction period

interest and taxes must be capitalized and amortized over a prescribed number of

years. Also, many shopping center and other real estate owners and developers have

substantial limitations on the amount of mortgage interest that may be currently

deducted once the project is placed in service. Although accelerated depreciation has

not been entirely eliminated, present rules limit the maximum rate to the 150 percent

declining balance method, and the accelerated portion is subject to a tax preference

surtax of 13%. In addition, cumulative depreciation deductions in excess of straight-

line are again taxable upon the sale of the project at the highest ordinary income rates

to the extent of gain, regardless of the holding period. Moreover, the rules regarding

the taxation of capital gains have undergone substantial change, and even with the

recent reduction there has been Ln increase in the effective tax rate.

In addition, capital flow in the real estate industry has suffered from the

unfair and unrealistic treatment by the Treasury and the IRS of the depreciation and

component depreciation lives taken by the Industry, and by the less advantageous



1568

8

depreciation methods made available to real estate as compared to the methods made

available to other kinds of property. For example, investment in personal property is

fostered by the investment tax credit and more rapid depreciation methods. For such

property depreciation lives are more realistically scheduled and the ADR system

provides shorter optional lives which permit rapid write-offs. The law, on the other

hand, provides different standards for real estate.

It is also very disconcerting to note that the depreciation periods for retail

buildings advocated by the Treasury and the IRS significantly exceed the depreciable

lives which have been established by shopping center industry studies. A representative

sample group of 89 shopping centers owned by ICSC members established a median

initial tax life of 26 years and a mean initial tax life of 27 years for shopping centers.-l/

This is significantly lower than the 50 year life which IRS Revenue Procedure 62-21

requires for retail buildings, and the 35 years suggested by the Treasury in 1976 for

retail buildings having 50,000 or more square feet of indoor floor space on contiguous

parcels of land.

By reason of the guidelines for depreciation advocated by the Government,

we find that our members are spending an increasing amount of time and effort fighting

against unreasonable calculations of useful lives in the IRS audit process. This involves

the unnecessary expenditure of great amounts of unproductive time by both taxpayers

and revenue agents. This results in increased costs of operation and lost opportunities

for the taxpayer and inefficient use of IRS personnel.

IV. TAX CUT PROPOSALS AND COMMENTS

Any tax cut legislation enacted this year to eliminate the penalties and bias

against real estate investment and to provide reasonable inducements for investment

!/Touche Ross & Co., DEPRECIABLE LIVES OF SHOPPING CENTERS, The
International Council of Shopping Centers, 1973.
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and capital formation in the real estate industry should contain the following significant

changes in the current tax treatment of real estate:

A. Depreciation reform. The current depreciation rules should be
revised to provide for a set, audit-proof depreciation recovery
period of reasonable length with no change In the current section
1250 depreciation recapture rule.

B. Current deductibility of construction period interest and taxes.
The bill should provide for the current deductibility by
individuals of construction period interest and taxes by repealing
present section 189 of the internal Revenue Code which requires
the amortization over a 10-year period of all construction period
Interest and taxes involved in the construction of real property
by Individuals.

C. Interest on real estate investment indebtedness. Section 163(d)
should be repealed to the extent that it limits the deduction of
interest on real estate investment indebtedness.

D. Ordinary and necessary business expenses paid or incurred prior
to realization of current income. At the present time, the IRS
seeks to disallow current deductions for ordinary business
expenses incurred prior to realization of income. The Code
should be amended to assure the current deductibility of these
expenses.

A. Depreciation Reform

In order to make more equitable the treatment of depreciation for the real

estate industry, we favor a system that would reform the present depreciation system

as follows:

1. Establish a set capital cost recovery period for depreciation for

all real property In place of the current system of requiring the establishment of a

useful life by the facts and circumstances test, except in those cases where the

economic life is obviously shorter than the set life.

2. Set the recovery period for depreciation at a reason le length

which is shorter than currently provided for under Treasury quidelines and currently

established n the industry.

3. Make no change In the current section 1230 recapture rules for

real estate.
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Such a system would simplify the tax code and greatly reduce the costs of

its administration. It would insure consistency and predictability and eliminate audit

disputes between taxpayers and the Internal Revenue Service concerning the useful life

of reat property, except in rare cases of unusually short lives. This would free revenue

agents to work on higher priority matters.

A set recovery period of reasonable length will encourage capital formation

and investment, and create economic growth through enhanced activity and the

modernization of the nations capital plant.

ICSC strongly supports the continuance in the law of the current section

1250 depreciation recapture rules for real estate. Section 1250 provides for the

recapture (the taxation at ordinary, rather than capital gain, rates) of the accelerated

portion of depreciation over straight line on the sale of real estate. Under section

1250, if real estate has been depreciated by the straight-line method it is not subject to

recapture on sale.

The elimination of the present depreciation recapture rules for real estate

and the application of the section 1245 full depreciation recapture rules to real estate

as proposed in the "10-5-3" bill, would have a disastrous effect on development and

sales in the real estate industry.

Since, under full recapture of depreciation, individuals would be faced with

paying ordinary income tax rates of up to 70 percent on the profits realized on the sale

of real property, the number of voluntary sales of real property would fall dramatically.

As real estate sales and development fall, so will the revenues the government realizes

from such activities.

This "lock in" effect will be compounded by inflation, and the efficiency,

growth, and productivity of the economy wil suffer as more and more capital is 'locked

in".

Full recapture of depreciation on the sale of real property would effectively

destroy any incentive for real estate investment that Congress might intend in this
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legislation. Since the tax rates on ordinary income are lower for a corporation than an

individual, this provision would tend to force real estate Investment to the corporate

form, a very substantial change in the real estate industry as it exists in the United

States today.

B. Current Deductions of Construction

Period Interest and Taxes - Section 189

Section 189 of the Internal Revenue Code, enacted by the Tax Reform Act

of 1976, requires that taxpayers other than a corporation which is not a subchapter S

corporation or a personal holding company capitalize real property construction period

interest and taxes. The amount capitalized may be amortized over a period which

began with 4 years in 1976 and will be extended to 10 years when the provision is fully

phased in. Since the amortization is phased in over a 7-year period, the full 10-year

amortization period will not be fully effective in the case of commercial real estate

until 1982, and will not begin to apply to low-income housing until 1982. Thus, although

this provision has already had an adverse effect upon the real estate industry, the full

impact of the provision has not yet been fully felt.

This provision has the effect of draining capital from the real estate

industry since interest and taxes are real, out-of-pocket expenses which have to be paid

whenever due. By forcing individuals who develop real estate to capitalize these costs

rather than allowing them to deduct them currently as others are allowed to do, section

189 diminishes the capital available for the development of real estate.

In light of the adverse consequences which section 189 now has on most real

estate development and will have on low-income housing, we support the repeal of

section 189 retroactive to the its original effective date. Repeal of section 189 will

equalize the treatment of interest and taxes, which are actual out-of-pocket expenses,

between real property construction and othec industries. Repeal also would remove the

discrimination against individuals and in favor of corporations which construct real

property created by the section.

65-969 0 - 80 - 33 (pt.3)
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C. Deductibility of Investment Interest

The Tax Reform Act of 1969 added Section 163(d) to the Internal Revenue

Code which provided an exception to the general rule that a taxpayer itemizing his

deductions may deduct all interest paid or accrued within the taxable year on his

indebtedness. Section 163(d) was amended further by the Tax Reform Act of 1976 to

impose more significant limitations on the deductibility of interest on investment

indebtedness by non-corporate taxpayers by limiting such deductions to $10,000, plus

the amount of net Investment income.

Section 163(d) works harshly in the case of shopping centers since they are

one of the properties as to which the rather contorted rule most often operates to deny

a deduction for a cash outlay for an unquestionably bona fide business expense, i.e.,

interest. Application of this rule, therefore, produces a "paper gain" which is taxed.

Although few really foresaw the effect that the enactment of this section would have

on shopping centers, the fact remains that shopping centers have borne a

disporportionately large share of its brunt. This is one example of how tax legislation,

regardless of intended effect, produces a drain on capital in our industry.

This provision is discriminatory in that it applies to individuals, but not to

corporations, moreover, wealthy individuals who have large amount's of passive income

derived from investments can avoid its impact.

In addition, the investment interest limitation is difficult to understand and

even more difficult to administer.

We believe that this unfair, complicated, and difficult-to-administer rule

should be repealed as it-applies to real estate.

D. Ordinary and Necessary Business Expenses Paid or
Incurred Prior to Realization of C%,rrent Income

It is generally held that trade or business expenses are currently deductible

under section 162 of the Internal Revenue Code only after a business has started to
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perform the ultimate activities for which it was organized. Prior to that time, the

activity or business is not considered a trade or business. With regard to shopping

center and other real estate developers and partnerships, the JRS has taken the unfair

position that the ultimate activities are not begun until the premises are occupied by

retail tenants or otherwise until regular rentals come in.

Therefore, this rule -. - erally precludes the current deductibility of many

otherwise deductible expenses incurred during the investigatory and start-up stages

prior to the commencement of regular rental income.

This rule is patently unfair in that it disregards the most risky business period of

development which is necessarily a major part of the business purpose of a developer of

rental income property. The rule also discriminates in favor of corporations, which are

deemed to commence business upon commencement of corporate activity.

We urge that section 162 be amended to provide that a taxpayer would be

able to deduct currently amounts paid or incurred in connection with, or during the

period of, the acquisition, development, construction or erection of all real property,

unless it should be properly capitalized.

The costs incurred are actual, not paper, expenses and as such should

properly be deductible. The IRS position that a trade or business does not begin until

gross income is realized from the property is particularly harsh with regard to shopping

center developers since much of their activity occurs before rents are received from

center tenants. Clearly, the "trade or business" of a developer begins prior to the time

he realizes income. Indeed, the "trade or business" of a real estate developer is the

development of real estate.

V. The Real Estate Construction and Rehabilitation Tax Incentives Act of 1980
(S. 2969).

There have been numerous proposals advanced by members of Congress, business

groups and individuals regarding changes in the tax laws for real estate. The most

comprehensive attempt to eliminate the penalties and biases against real estate
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investment in the current tax code and to provide reasonable inducements for

investment and capital formation in the real estate industry is the Real Estate

Construction and Rehabilitation Tax Incentives Act of 1980, 5.2969, introduced by

Senator Harrison A. Williams Jr. (D.-N.J.) and Co-sponsored by Senators Donald W.

Steward (D. Ala.) and Thad Cochran (R. Miss.)

As Senator Williams indicated in his statement introducing the bill,

"virtually every group involved in the construction of new realty supports the overall

thrust of this measure, including both private market and subsidized residential rental

property developers, as well as those active in rehabilitation." The International

Council of Shopping Centers agrees with this assessment of the general reaction of the

real estate industry.

The bill addresses in a responsibile way many of the concerns that ICSC has

about current tax policy, and, generally deals with these concerns ir a manner that

ICSC can support.

Thus, of our four proposals for inclusion in a tax cut this year, 5.2969 and

ICSC are in total agreement on two: the complete repeal of section 189 (the

amortization of construction period interest and taxes), and the repeal of section 163(d)

(limitations on the deductability of interest) as it applies to reef estate.

On the other two ICSC proposals - depreciation reform and the allowance of

:rrent deductions for ordinary and necessary business expenses prior to the realization

of income - 5.2969 and ICSC are in basic agreement in principal, if not in total

agreement as to specific details and solutions.

For example, in regard to depreciation, 5.2969 and ICSC are in agreement

on the basic elements of depreciation reform - the establishment of a set recovery

period for depreciation for all real estate of reasonable length and the continuation of

the current section 1250 depreciation recapture rule for real estate. However, ICSC is

continuing to explore with its members additional proposals and/or modifications which
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would improve the depreciation proposals of S.2969 and make this aspect of the

legislation more attractive to those elements of business and industry who believe that

such reform should provic;e greater benefits for real estate.

ICSC is in agreement with the provision in S.2969 which provides for the

current deductions of ordinary and necessary business expenses paid or incurred prior to

the realization of current income, except as it limits such deductions to a period 24

months prior to the receipt of such income. ICSC feels that the 24 month limitation is

arbitrary in light of the long lead times involved in major projects and that all such

proper deductions should be allowed without regard to a time limit.

In addition, 5.2969 contains a number of provisions which deal solely with

rental residential real estate, and we understand from representatives of that important

segment of our industry that many of these provisions will be helpful in solving some of

their problems. Without having expertise in that part of the industry, we urge that the

Committee consider these proposals in a positive manner.

VI. Conclusion

Considering the time and fiscal restraints that Congress currently faces,

ICSC believes that its proposals represent a responsible and modest step toward

improving incentives and capital formation for the total real estate industry, and we

urge that the Committee adopt them as part of a tax cut to be enacted this year

effective January 1, 1981.

Thank you for your consideration.
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SUMMARY

Our nation's current economic problems, especially
recession and unemployment, have a significant effect on the
commercial and residential segments of the real estate industry
which now suffer from reduced capital investment. In turn, the
economic situation worsens when the real estate industry declines.

The office building industry in particular has suffered the
consequences of rising operating costs despite high office
occupancy rates. There will be a continuing increase in the need
for office space in the coming years, particularly in the
government and service sectors of our economy. However, present
provisions in the Internal Revenue code act as a disincentive to
capital investment in the real estate industry.

While a general tax cut would prove beneficial to the
general economic situation, it should be coupled with legislation
that remedies the specific problems of the real estate industry.
S.2969 would accomplish this through four major changes:

1. Depreciation Reform. The bill would replace the
present requirement of establishing, through facts and
circumstances, the real property's useful life with a
set recovery period of 20 years for all real property.
Depreciation would be calculated on a straight-line
basis thereby eliminating any depreciation recapture
on sale. There would be no change in the section 1250
depreciation recapture rule for real estate.

2. Construction Period Deductions. A taxpayer would
not have to capitalize and amortize construction period
interest and taxes over a prescribed number of years as
currently provided, but would be able to deduct them
against current income.

3. Investment Interest. Under present law with
regard to investment interest, an individual may deduct
such interest in the amount of $10,000 plus the amount
of net investment income. The bill would eliminate the
investment interest limitation as it applies to real
estate.

4. Pre-Opening Expenses. At the present time, the
IRS disallows current deductions prior to realization
of income for ordinary and necessary business expenses
incurred in the selection or creation of a rental
income property. The bill would clarify the code to
assure the current deductibility of those expenses.
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In addition, S.2969:

- is reasonable in cost and considerably less expensive
to the Treasury than the other proposals before
Congress;

- enjoys wide support through virtually every group
involved in the construction of new realty; and

- is a modest and realistic proposal that will have a
substantial benefit not only to the U.S. real estate
industry, but to the entire economy.
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STATmEKNT

I. INTRODUCTION

My name is Gardner McBridej I am Executive Vice President of

the Building Owners and Managers Association International (BOMA).

BOMA is an association of owners and managers of commercial office

buildings, comprising nearly one billion square feet of space. In

addition, our members own or manage residential rental property as

well as other types of nonresidential real estate.

I welcome the opportunity to appear before you today to urge

the adoption of an investment oriented tox cut this year to be

effective on January 1, 1981.

II. THE STATE OF THE ECONOMY AND THE OFFICE BUILDING INDUSTRY

The United States is experiencing a period of high inflation

and interest rates along with a deepening recession. This has

produced high unemployment and reduced capital investment in the

commercial and residential segments of the real estate industry.

The office building industry in particular has suffered the

consequences of rising operating costs even though at the present

time, office occupancy rates are high relative to their levels of

pre-1978.
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I should note that about seventy percent of office space in

the United States is concentrated in central cities.e- Office

buildings therefore play a crucial role in the health and vitality

of downtown areas, providing places of employment for central city

residents as well as suburbanites. Therefore, continued

construction of office buildings is vital.

Over the last twenty years, while employment in

manufacturing industries in central cities remained relatively

constant, employment in the government and service sectors

increased dramatically. Government and service workers are office-

space-oriented. Employment growth in the government and service

sectors is a major determinant of office building construction. It

has also been largely responsible for the total growth of new jobs

in central cities.

We project that in the coming years, there will be a

continuing increase in employment in these sectors, and that unless

adequate new office building construction is started soon, there

will be a. lack of adequate office space to accomodate these new

jobs.

BOMA is concerned that unless those provisions in the

Internal Revenue Code which are a disincentive to capital

investment in the real estate industry are repealed and unless new

measures providing for added incentives are enacted, needed

construction of both ne and replacement office buildings will be

retarded.

-Bennett Harrison. Urban Economic Development. Washington, D.
C.: Urban Institute. 1974; p. 13.
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Since much office building construction occurs in the

downtown areas, incentive given to construction will contribute to

the revitalization of our urban cores and work to further some of

this nation's important urban and social goals. If increased

incentives for real estate are not adopted, we are concerned that

new office building construction proposals may be rejected in favor

of competitive investments. This situation takes considerable time

to correct itself in the office building industry since the amount

of new office space proposed is often just a fraction of the total

office space market with only a modest influence on the market

rents for office space services. Eventually, of course, rents will

rise high enough to favor office building investment, but in the

intervening period cities will lose tax revenue and may need to

reduce some vital municipal services. The members of the service-

dependent urban population will pay part of the cost of these

problems.

III. TAX CUT PROPOSALS

It is our opinion that many of the provisions of The Real

Estate Construction and Rehabilitation Incentives Act of 1980, S.

2969, which was introduced by Senator Harrison A. Williams and co-

sponsored by Senator Donald A. Stewart and Senator Thad Cochran,

should be a part of any general tax cut.
I S.2969 will provide needed impetus to investment in the real

estate industry through reform of the outmoded real estate

depreciation rules and other provisions of the tax code. In

addition, the bill will help simplify the Internal Revenue Code,
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one of the goals of tax reform.

The major provisions of the bill will repeal entirely two

very complex provisions, section 189 (Amortization of Real Property

Construction Period Interest and Taxes) and section 163(d),

(Limitation on Interest on Investment Indebtedness) and replace the

present complicated depreciation rules for real property with a

simplified system providing for the establish, ent of a 20 year

straight-line depreciation recovery system for all real property,

except for new low-income housing which would get a 15 year

recovery period. The new system would be less complex and easier

to administer by the IRS.

Not only will S.2969 have a beneficial impact on all

elements of the real estate industry, but it will do so at a

reasonable cost to the Treasury, especially when compared to the

high cost of other proposal before the Congress.

The National Association of Realtors has calculated on a

static and conservative basis that the combined cost to the

Treasury of the 20 year straight-line depreciation recovery period

and the repeal of section 189 (the amortization of construction

period interest and taxes) for all real estate (including rental

housing) would be $2 billion in 1981, $3.3 billion in 1982, $4.8

billion in 1983, and $6.2 billion in 1984. If the feedback effects

of the changes are calculated the cost would be even less.

Also, the National Association of Realtors has calculated

that for nonresidential real estate such changes in the tax code

would result in increases in investment of $5 billion (0.7 percent)

in 1981, $1.9 billion (2.4 percent) in 1982, $2.3 billion (2.7
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percent) in 1983, $2.6 billion (2.8 percent) in 1984, and $3

billion (2.9 percent) in 1985.

For rental residential real estate such changes in the tax

code would result in an increase of 15,000 units in 1981, 35,000

units in 1982, and 60,000 in 1983.

A. General Provisions

The major provisions of S. 2969 will have an impact on

all the aspects of the real estate industry and will

provide:

1. Depreciation Reform. The bill would replace the
present requirement of establishing, through facts and
circumstances, the real property's useful life with a
set recovery period of 20 years for all real property.
Depreciation would be calculated on a straight-line
basis thereby eliminating any depreciation recapture
on salc. There would be no change in the section 1250
depreciation recapture rule for real estate.

2. Construction Period Deductions. A taxpayer would
not have to capitalize and amortize construction period
interest and taxes over a prescribed number of years as
currently provided, but would be able to deduct them
against current income.

3. Investment Interest. Under preserit law with
regard to investment interest, an individual may deduct
such interest in the amount of $10,000 plus the amount
of net investment income. The bill would eliminate the
investment interest limitation as it applies to real
estate.

4. Pre-Opening Expenses. At the present time, the
IRE disallows current deductions prior to realization
of income for ordinary and necessary business expenses
incurred in the selection or creation of a rental
income property. The bill would clarify the code to
assure the current deductibility of those expenses.

1. Depreciation Reform

Under current law, a taxpayer generally must compute
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depreciation on real property over a useful life established by the

facts and circumstances. ThiD complicated method often leads to

disputes and inequities. As a replacement, we favor a system, as

provided by S. 2969, under which a taxpayer would use a set

recovery period for depreciation for real property. The bill

provides for a 20 year recovery period for all real property except

for new low-income housing which is entitled to a 15 year recovery

period. The real property would be depreciated on a straight-line

basis with no depreciation recapture on sale.

In our opinion, the 20 year recovery period proposed in

S. 2969 is justifiable on economic grounds and is a sufficiently

short depreciation period to encourage economic growth and

development. The concept of a set recovery period is superior to

the present depreciation system. It will greatly simplify the

depreciation rules and ease administration of the tax laws by doing

away wl5h the necessity for the present complicated recapture and

minimum tax provisions insofar as they involve real property. It

also would eliminate audit disputes between taxpayers and the

Internal Revenue Service concerning the useful life of real

property.

Because of the restraints on rents in low-income

housing and in order to equalize the rate of return on investment

on this type of housing with that on other types of housing, it is

necessary to have a more advantageous depreciation schedule for

low-income housing. If the rates of return were not equalized,

there would exist a disincentive to production of vitally needed

low-income housing. Therefore, S. 2969 provides a 15 year recovery
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period for low-income housing.

BOMA strongly supports the continuance of the current

depreciation recapture rules contained in section 1250, and

strongly opposes the imposition of full recapture on real estate

contained in the Capital Cost Recovery Act (the 10-5-3 bill).

2. Current Deductions of Construction

Period Interest and Taxes - Section 189

Under section 189, taxpayers other than a corporation

which is not a subchapter S corporation or a personal holding

company are required to capitalize real property construction

period interest and taxes. The amount capitalized may be amortized

over a period which began in 1976 with 4 years, and will be 9 to 10

years when the provision is fully phased in. Since the

amortization is phased in over a 7-year period, the full 10-year

amortization period will not be effective in the case of commercial

real estate until 1982. For low income housing the provision will

not apply until 1982.

This provision discriminates against individuals and in

favor of corporations who develop real estate and draws capital

from real estate investment.

BOMA supports repeal of this section.

3. Deductibility of Investment Interest

Section 163(d) of the Internal Revenue Code as added by

the Tax Reform Act of 1969, provides an exception to the general

rule that *a taxpayer itemizing his deductions may deduct all

interest paid or accrued within the taxable year on his
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indebtedness. Section 163(d) was-amended further by the Tax Reform

Act of 1976 to impose more significant limitations on the

deductibility of interest on investment indebtedness.

Section 163(d) discriminates against individual real

estate developers since they are limited in their deductions for a

legitimate business expense-- interest--while corporate developers

of real estate face no such limitations.

Because of this unfair treatment investment in real estate

is discouraged. BOMA supports the repeal of this section contained

in S.2969.

4. Ordinary and Necessary Business Expenses Paid or

Incurred Prior to Realization of Current Income

The general rule is that trade or business expenses can be

deducted currently under section 162 of the Internal Revenue Code

after a business has started to perform the ultimate activities for

which it was organized, but prior to that time the activity or

business is not considered a trade or business. The Internal

Revenue Service has adopted the policy, in the case of real estate

development and construction, of not allowing the deduction of

otherwise deductible ordinary and necessary business expenses of

the owner of the property until the actual receipt of income.

S. 2969 would amend section 162 tc provide that a taxpayer

could deduct currently amounts paid or incurred in connection with,

or during the period of, the acquisition, development, construction

or erection of all real property unless those expenditures should

properly be capitalized. No amount will be deductible if it is

paid or incurred more than 24 months before the realization of

65-969 0 - 80 - 34 (pt.3)
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gross income from the property, unless a longer period is

appropriate for the particular real estate under development and

such longer period is approved by the Commissioner of the IRS.

We also support the language of S. 2969 which clarifies

existing law.

B. Residential Real Estate Provisions

In addition to the general provisions discussed above which

have an impact on all aspects of real estate construction and

development, The Real Estate Construction and Rehabilitation

Incentives Act of 1980, contains a number of provisions which apply

only to residential rental housing. BOMA members build, own, and

manage residential rental real estate and support many of these

provisions.

However, BOMA is currently studying the provisions dealing

with condominium and cooperative conversion, and has no position on

these sections at this time.

IV. CONCLUSION

BOMA urges the adoption of S. 2969. As part of a tax cut,

this bill would provide much needed assistance to the commercial

and residential segments of the real estate industry and would have

a beneficial effect on the entire economy.
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STATEMENT OF MARSHALL McDONALD, CHAIRMAN OF THE
BOARD AND CHIEF EXECUTIVE OFFICER, FLORIDA POWER &
LIGHT CO., CHAIRMAN OF THE BOARD, EDISON ELECTRIC
INSTITUTE
Mr. McDONALD. Mr. Chairman, and members of the committee. I

am Marshall McDonald, chairman of the Florida Power & Light
Co., and currently serving also as chairman of the Edison Electric
Institute.

EEI is a national association of investor-owned electric power
companies in the United States. Its members serve 77 percent of all
electricity users in this country, and produce 76 percent of the total
generation of electricity. On behalf of our membership, I thank you
for this opportunity to appear before you.

The regulated investor-owned electric utility is a conduit for the
funds of our customers. Benefits or costs all flow to our customers,
ultimately. We are the most capital intensive industry. This ampli-
fies the poblem of having to replace facilities with vastly inflated
dollars. As matters of national policy, we are being forced to incur
huge capital expenditures to convert generation of electricity from
oil and natural gas to coal, to add environmental equipment to coal
fired plants, and to retrofit nuclear plants. These capital require-
ments are in addition to the normal capital expenditures dictated
by growth.

As a result of this recognized need for capital in an unfavorable
regulatory environment, almost all of our members have common
stock selling considerably below book value. Our regulated earn-
ings are insufficient to permit continued issuance of debt capital
without periodic issuance of common stock. Both our customers
and existing stockholders suffer when we have to sell new issues of
common stock below its book value.

The greatest concern of our industry is the generation of capital,
both through generation of new capital and through recovery of
invested capital. In recent years tax law changes have been benefi-
cial with the prior passage of the asset depreciation range and
increases in the rate of investment tax credit.

Nevertheless, the financial markets have been heavily discount-
ing the common stock offerings of most of our members for over 6
years. Currently, electric utilities' common stock averages selling
approximately 20 percent under book value.

As public utilities with an obligation to serve the demand, we
have to make our investment in facilities as needed, not waiting
until the financial climate is favorable. This has resulted in sales of
common stock at a substantial discount to its book value thus
decreasing the value of the investment of previous purchasers of
stock.

Selling stock below book value weakens the financial integrity of
the industry. Those who provide the capital see the weakened
condition and demand a higher return, if they will invest at all.
The higher return requires translates into higher rates for all
customers.

Our recommendations as to the nature of any tax cut fall in
three general areas: providing new sources of capital, accelerating
capital recovery, and lowering of individual tax rates.
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In this area of new capital generation, we first suggest tax de-
ferred dividend reinvestment because this would make equity in-
vestments more attractive in a period when high interest income
has siphoned so much capital out of equities and into debt instru-
ments.

Next, with regard to investment tax credit and TRASOP's, we
recommend: One, increase in rate of either or both; two, make
TASOP's permanent; and three, maintain present normalization
requirements.

Additionally, we suggest that rate relief granted by regulatory
agencies for the costs of spent nuclear fuel and nuclear decommis-
sioning and required to be accounted for by the utility to specifical-
ly meet the obligation not be subject to tax.

In the second area, capital recovery, we recommend accelerated
recovery of invested capital through an increase in depreciation
rates for tax purposes as included in the Capital Cost Recovery Act
or increasing the range under the present asset depreciation range.
We further suggest the maintenance of normalization requirements
on any increase in capital recovery.

In the third area, individual tax reduction, we feel that our
employees are our most valued asset and a vital influence on our
ability to meet our responsibility to provide electric service in an
efficient manner. Increases in salaries over recent years due to
inflation have placed these employees in higher tax brackets, thus
increasing their effective tax rate and reducing their real spend-
able income.

To help provide relief to these workers, we recommend widening
of the individual tax brackets and lowering of the corresponding
rates.

Thank you very much, Mr. Chairman.
Senator BRADLEY. Thank you very much, Mr. McDonald. Mr.

Curtis.

STATEMENT OF JOHN J. CURTIS, DIRECTOR OF TAXES, PACIF-
IC LIGHTING CORP., ON BEHALF OF THE AMERICAN GAS AS-
SOCIATION
Mr. CURTis. Thank you very much, Mr. Chairman. My name is

John Curtis. I am director of taxes for Pacific Lighting Corp., and
chairman of the American Gas Association's Tax Committee.

I am testifying today on behalf of the American Gas Association,
and I hope that our written statement, which I have filed for the
record, will be accepted.

While the nature of these hearings is general, our testimony
addresses four recommendations which I think answer the specific
needs of our industry.

Again, as EEl has stressed, the foremost challenge of our indus-
try is also capital formation. We project over the next 20 years a
tremendous need in this area. Our four reform proposals, we think,
go a long way to achieve this goal.

First AGA believes that the current tax depreciation system
should be liberalized. Two measures now before Congress can ac-
complish this. One is the class life ADR variance change from 20
percent to 35 percent. This would help generate capital through
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more liberal depreciation without abandoning the depreciation
system which has been in place and working for a number of years.

On the other hand the popular 10-5-3 proposal departs from
historical useful life concept, and completely restructures the tax
depreciation system. It, too, would significantly improve internally
generated capital. However, because our industry is regulated, we

ave particular concerns with 10-5-3 which we think should be
addressed.

The 10-5-3 proposal does not incorporate the present normaliza-
tion requirements of section 167 of the code. These requirements
should be incorporated within 10-5-3 for the same policy reasons
they were originally placed in section 167, and that is ensure that
the liberal depreciation allowances are effective as a capital forma-
tion mechanism within the utility industry.

Also 10-5-3 for sound economic reasons provides that a taxpayer
may use less than his maximum allowance in any given tax year.
However, the proposal contains no language prohibiting a State
regulatory commission from imputing in rates more of the allow-
ance than the utility actually obtained on its tax return in a
particular year.

Similar to the normalization issue, this potential imputation
problem could defeat the proposal's capital formation purpose for
regulated utilities. Imputation should, therefore, be specifically ad-
dressed in the proposal.

Second, AGA believes that the double-taxation of dividends
should be eliminated in whole or in part. Relieving the tax burden
on dividends would make equity investment more attractive, there-
by stimulating internally generated capital for American industry.

This can best be accomplished in one of two ways; significantly
increasing the annual exclusion for dividends received by individ-
uals, or providing a tax deferral for dividends reinvested under a
qualified plan.

Third, AGA believes the current deduction should be provided
fcr certain pre-operating expenses for new domestic energy facili-
tes. This would include feasibility and environmental studies, cer-
tification, startup and training expenses. Such a deduction would
go far to encourage the development of necessary new domestic
energy facilities and supplies.

Fourth, AGA believes that the investment tax credit rate should
be permanently increased from 10 percent to 12 percent. Taxpayers
should be permitted to offset 100 percent of their tax liability with
the tax credit, and the credit should become refundable at some
point.

In conclusion, AGA urges this committee to develop effective
capital formation incentives to help American industry, including
the regulated natural gas industry, to meet its tremendous capital
formation requirements over the next 20 years.

Thank you.
Senator BRALzy. Thank you very much, Mr. Curtis.
Let me just ask one question of Mr. McDonald. What was the

point you made about the nuclear waste issue?
Mr. McDONALD. There are State public commissions who are

considering giving rate relief which means some amount of money
to utilities that have nuclear plants at the present time in anticipa-

I
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tion of their decommissioning at some later time. Unless these are
freed from tax, they would have to give us twice the amount in
order to net out the tax.

Senator BRADLEY. How many State commissions are about to do
that?

Mr. MCDONALD. You never can tell.
Senator BRADLEY. Is Florida?
Mr. MCDONALD. Yes. It is one that I know very definitely is.

They talk among themselves, and according to information that I
understand, there are some number who are talking about this.

Senator BaADLEY. I would like to ask each of you a great deal
more questions. Unfortunately, we are in a time bind. Let me just
ask each of you. Have either of you heard of the residential energy
efficiency plan?

Mr. MCDoNALD. There are a number of things that would be
classed under that coming out of the DOE and out of various State
regulatory commissions.

Senator BRADLEY. That is my bill, and it just went through in the
Synthetic Fuel Act. I know that Florida Power and Light has an
interest in that, and I would encourage you to take a look at it, as
an alternate source to these increasing problems that your indus-
try is going to face in the next decade, particularly the capital
requirements that you are trying to address here.

I have talked to a lot of utility executives, and frankly I don't see
the situation getting dramatically better. So I want to help you do
something, and these are interesting suggestions, but I think you
would agree that they are kind of tinkering with some of the
fundamental problems. The tax deferral on dividend reinvestment
is a particularly important concept, I think.

Mr. CURTIS. We will appreciate the opportunity to get back to
you on your bill

Senator BRADLEY. Please do. It is law now.
[The prepared statements of Messrs. McDonald and Curtis

follow:]
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STATEMENT OF MARSHALL MCDONALD, CHAIRMAN OF THE BOARD OF
FLORIDA POWER & LIGHT COMPANY, ON BEHALF OF

EDISON ELECTRIC INSTITUTE REGARDING PROPOSAL FOR TAX CHANGES

(Committee on Ways and Means of the United States and
Committee on Finance of the United States Senate)

These comments are submitted by the Edison Electric In-

stitute (EEl) with respect to tax cut proposals. EEl is the

national association of investor-owned electric power companies

in the United States. Its customers comprise 99 percent of the

customers of the investor-owned segment of the industry and

serve 77 percent of all electricity users in the country.

The electric utility industry today faces the most complex

and critical problems in its history. It is the most capital

intensive, major industry in the nation today and one of the

largest single industry consumers of oil. Thus, it is at present

in the position of no other industry, facing the abnormal effects

of inflation in the -cost of building new generating facilities

with sky high financing costs, while at the same time, trying to

adjust to the tremendous increases in the cost of oil and other

fuels used for the generation of electricity. In the future,

as National policy requires conversion of generating facilities

from oil and gas to coal or other fuel sources; requires multi-

plying the cost of coal fired plants by adding environmental

equipment, and requires extensive retrofitting of nuclear plants,
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we are faced with an even more critical situation because

construction costs are at an all time high and competition

for capital from the financial community is greater than

ever.

We have to be concerned that adequate sources of capi-

tal will be available at any reasonable rate. Most of our

member companies are regulated by both the Federal Energy

Regulatory Commission and state commissions, and lack the

flexibility of other companies in financing. As public

utilities with an obligation to serve the demand, we have to

make our investment in facilities as needed - not waiting

until the financial climate is favorable. The aforementioned

increases in building costs and fuel costs have necessitated

the filing of requests for rate relief from the regulatory

commissions at a record pace since the early 1970's, resulting

in a significant increase in our rates to cover these costs.

Due to these past increases in rates, pressures upon regulatory

commissions to deny or decrease company requests for rate re-

lief have made it harder to achieve the adequate rate relief

so necessary to maintain a financially healthy industry, thus

making acquisition of needed capital more costly and harder to

secure.

Therefore, the greatest concern of our industry today is

the generation of capital, both through generation of new
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capital and through recovery of invested capital. In recent

years, tax law changes have shown that they can be a great

assistance in this area with the prior passage of the Asset

Depreciation Range (ADR) and increases in the rate of invest-

ment tax credit. Nevertheless, the financial markets have

been heavily discounting the common stock of most electric

utilities for over six years.

Our recommendations as to the nature of any tax cut fall

in three general areas: Providing new sources of capital,

accelerating-capital recovery and lowering of individual tax

rates.

New Capital Generation

Tax Deferred Dividend Reinvestment Plans. We recommend

the deferral of tax on any dividends reinvested in the same

corporation until final disposition of the stock. Taxideferred

dividend reinvestment offers an important means of raising

capital by making equity investments inore attractive. With

present individual rates on dividend income as high as 70 per-

cent, deferral of current tax would encourage investment by

individuals in higher brackets, as well as provide more

available funds for reinvestment by existing investors.

Investment Tax Credit. Both the regular investment tax

credit and the TRASOP credit in recent years have provided

much needed capital to the industry, and we recommend the

following in this area:



1596

(a) Make TRASOP credit permanent,

(b) Increase the rate of credit on either or both the
regular or TRASOP credit, and

(c) Maintain present normalization requirem-nts on
this credit for regulated utilities to ensure
capital source is maintained by preventing regu-
latory agencies from forcing immediate transfer
of these amounts generated to the customer with
no benefit to the utility.

Spent Nuclear Fuel and Nuclear Decommissioning Costs.

Our industry today faces the financial obligation to store

spent nuclear fuel and to decommission existing nuclear

plants. In order to better provide for this obligation, we

recommend:

(a) Provide a tax deduction currently for this antici-
pated cost that can reasonably be expected tc bo
incurred, and/or

(b) Provide that rate relief grant-d by regulatory
agencies and required to be accounted for by the
company to specifically meet the obligation not
be subject to tax.

Capital Recovery

Capital Cost Recovery CCRA). We also recommend

accelerated recovery of invested capital through an increase

in depreciation rates for tax purposes as included in the

Capital Cost Recovery Act (CCRA)_ or increasing the range under

the present Asset Depreciation Range (ADR). In thb context of

the recovery of invested capital, adoption of either of these

recommendations would prove to be an important step in provid-

ing replacement capital and improving the overall financial
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condition of America's business in general, and particularly

the electric utility industry.

The electric utility industry supports CCRA, but recom-

mends three modifications to ensure the Act provides the

maximum source of capital to the industry:

(a) Investment tax credit should be applied before the
CCRA allowance so as not to nullify the intended
benefit of investment credit to the industry or
deny the employees the benefit of TRASOP.

(b) If an electric utility company is precluded from
the application of CCRA due to regulatory denial
of normalization accounting, the depreciation de-
duction for tax purposes should be based on the
lives and methods used for rate making purposes.

(c) Any allowance based on "construction expenditures"
should be available only to the degree'these
expenditures are included in rate base for rate
making purposes.

All these modifications help ensure that the benefits of

CCRA provide needed capital for the companies as intended by

the Act and all would reduce the revenue loss estimated by the

Treasury.

Increase in Asset Depreciation Range. We recommend

increasing the life variance permissible under ADR from 20

percent to 35 or 40 percent. Since most EEI member companies

already employ the ADR system, this approach has particular

appeal to our industry. Not only are we familiar with this

system but, more importantly, it has been an effective method

of capital recovery.
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Mandatory Normalization Recovery. Mandatory normali-

zation for regulated companies places these entities on a

basis similar to that required by the accounting profession

for non egulated industries. Normalization, as previously

recognized by the Congress in legislation dealing with

accelerated depreciation, is important because it protects

the ratepayers' interests by ensuring the proper allocation

of tax benefits to the ratepayer using the utility service

and by giving him the better and less costly service that a

financially healthy utility company can provide. Normaliza-

tion contributes to the financial health of a regulated

utility by providing:

1. Improved debt coverage,

2. Improved quality of earnings,

3. Improved cash flow,

4. Reduced external capital requirements, aad

5. Lower costs of financing.

These financial benefits have the ultimate effect of reducing

cost of service and benefiting all ratepayers. Mandatory

normalization should be a feature of any capital recovery

measure that the Congress may consider.

Individual Tax Rates

Just as our member companies have been adversely impacted

by the effects of inflation, so have our employees. Our



employees are one of our most valued assets and a vital in-

fluence on our ability to meet our responsibility to provide

electric service in an efficient manner. Increases in

salaries over recent years due to inflation have placed

these employees in higher tax brackets, thus increasing their

effective tax rates and reducing their real spendable income.

To help provide relief to these workers, we recommend

widening of the individual tax brackets and lowering of the

corresponding rates.
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STATEMENT OF

Marshall McDonald
Chairman of the Board of

Florida Power ard Light Company
on behalf of

The Edison Electric Institute

Committee on Finance
July 30, 1980

These comments are submitted by the Edison Electric In-

stitute (EEI) with respect to tax 'cut proposals. EEI is the

national association of investor-owned electric power companies

in the United States. Its customers comprise 99 percent of the

customers of the investor-owned segment of the industry and

serve 77 percent of all electricity users in the country.

The electric utility industry today faces the most complex

and critical problems in its history. It is the most capital

intensive, major industry in the nation today and one of the

largest single industry consumers of oil. Thus, it is at present

in the position of no other industry, facing the abnormal effects

of inflation in the cost of building new generating facilities

with sky high financing costs, while at the same time, trying to

adjust to the tremendous increases in the cost of oil and other

fuels used for the generation of electricity. In the future,

as National policy requires conversion of generating facilities

from oil and gas to coal or other fuel sources; requires multi-

plying the cost of coal fired plants by adding environmental

equipment and requires extensive retrofitting of nuclear plants,

we are faced with an even more critical situation because

construction costs are at an all time high and competition

for captial from the financial community is greater than

ever.

We have to be concerned that adequate sources of capi-

tal will be available at any reasonable rate. Most of our

member companies are regulated by both the Federal Energy

Regulatory Commission and st'.te commissions, and lack the

flexibility of other companies in financing. As public

utilities with an obligation to serve the demand, we have to

make our investment in facilities as needed - not waiting

until the financial climate is favorable. The aforementioned
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increases in building costs and fuel costs have necessitated

the filing of requests for rate relief from the regulatory

commissions at a record pace since the early 1970's, resulting

in a significant increase in our rates to cover these costs.

Due to these past increases i__rates, pressures upon regulatory

commissions to deny or decrease company requests for rate re-

lief have made it harder to achieve the adequate rate relief

so necessary to maintain a financially healthy industry, thus

making acquisition of needed capital more costly and harder to

secure.

Therefore, the greatest concern of our industry today is

-the generation of capital, both through generation of new

capital and through recovery of invested capital. In recent

years, tax law changes have shown that they can be a great

assistance in this area with the prior passage of the Asset
Depreciation Range (ADR) and increases in the rate of invest-

ment tax credit. Nevertheless, the financial markets have

been heavily discounting the common stock of most electric

utilities for over six years.

Our recommendations as to the nature of any tax cut fall

in three general areas: Providing new sources of capital,

accelerating capital recovery and lowering the individual tax

rates.

New Capital Generation

Tax Deferred Dividend Reinvestment Plans. We recommend

the deferral of tax on any dividends reinvested in the same

corporation until final disposition of the stock. Tax deferred

dividend reinvestment offers an important means of raising

capital by making equity investments more attractive. With

present individual rates on dividend income as high as 70 per-

cent, deferral of current tax would encourage investment by

individuals in higher brackets, as well as provide more

available funds for reinvestment by existing investors.

Investment Tax Credit. Both the regular investment tax

credit and the TRASOP credit in recent years have provided

much needed capital to the industry, and we recommend the

following in this area:
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(a) Make TRASOP credit permanent,

(b) Increase the rate of credit on either or both the
regular or TRASOP credit, and

(c) Maintain present normalization r' quirements on
this credit for regulated utilities to ensure
capital source is maintained by Preventing regu-
latory agencies from forcing immediate transfer
of these amounts generated to the customer with
no benefit to the utility.

Spent Nuclear Fuel and Nuclear Decommissioning Costs.

Our industry today faces the financial obligation to store

spent nuclear fuel and to decommission existing nuclear

plants. In order to better provide for this obligation, we

recommend:

(a) Provide a tax deduction currently for this antici-
pated cost that can reasonably be expected to be
incurred, or

(b) Provide that rate relief granted by regulatory
agencies and required to be accounted for by the
company to specifically meet the obligation not
be subject to tax.

Capital Recovery

Capital Cost Recovery Act (CCRA). We also recommend

accelerated recovery of invested capital through an increase

in depreciation rates for tax purposes as included in the

Capital Cost Recovery Act (CCRA) or increasing the range under

the present Asset Depreciation Range (ADR). In the context of

the recovery of invested capital, adoption of either of these

recommendations would prove to be an important step in provid-
ing replacement capital and improving the overall financial
condition of America's business in general, and particularly
the electric utility industry.

The electric utility industry supports CCRA, but recom-

mends three modifications to ensure the Act provides the

maximum source of capital to the industry:

(a) Investment tax credit should be applied before the
CCRA allowance so as not to nullify the intended
benefit of investment credit to the industry or
deny the employees the benefit of TRASOP.
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(b) If an electric utility company is precluded from
the application of CCRA due to regulatory denial
of normalization accounting, the depreciation de-
duction for tax purposes should be based on the
lives and methods used for rate making purposes.

(c) Any allowance based on "construction expenditures"
should be available only to the degree these
expenditures are included in rate base for rate
making purposes.

All these modifications help ensure that the benefits of

CCRA provide needed capital for the companies as intended by

the Act and all would reduce the revenue loss estimated by the

Treasury.

Increase in Asset Depreciation Range. We recommend

increasing the life variance permissible under ADR from 20

percent to 35 or 40 percent. Since most EEI member companies

already employ the ADR system, this approach has particular
appeal to our industry. Not only are we familiar with this
system but, more importantly, it has been an effective method

of capital recovery.

Mandatory Normalization Recovery. Mandatory normaliza-

tion for regulated companies places these entities on a
basis similar to that required by the accounting profession

for nonregulated industries. Normalization, as previously
recognized by the Congress in legislation dealing with

accelerated depreciation, is important because it protects
the ratepayers' interests by ensuring the proper allocation
of tax benefits to the ratepayers using the utility service
and by giving him the better and less costly service that a

financially healthy utility company can provide. Normaliza-
tion contributes to the financial health of a regulated

utility by providing:

1. Improved debt coverage,

2. Improved quality of earnings,

3. Improved cash flow,

4. Reduced external capital requirements, and

5. Lower costs of financing.

These financial benefits have the ultimate effect of reducing
cost of service and benefiting all ratepayers. Mandatory

normalization should be a feature of any capital recovery

measure that the Congress may consider.

65-969 0 - 80 - 35 (pt.3)

//
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Individual Tax Rates

Just as our member companies have been adversely impacted

by the effects of inflation, so have our employees. Our
employees are one of our most valued assets and a vital in-

fluence on our ability to meet our responsibility to provide

electric service in an efficient manner. Increases in

salaries over recent years due to inflation have placed

these employees in higher tax brackets, thus increasing their

effective tax rates and reducing their real spendable income.

To help provide relief to these workers, we recommend

widening of the individual tax brackets and lowering of the

corresponding rates.
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TESTIMONY

OF

JOHN J. CURTIS,

CHAIRMAN OF THE

TAXATION COMMITTEE

OF THE

AMERICAN GAS ASSOCIATION

AND

DIRECTOR OF TAXES FOR

PACIFIC LIGHTING CORPORATION

ON BEHALF OF

THE AMERICAN GAS ASSOCIATION

BEFORE THE

SENATE COMMITTEE ON FINANCE

ON

1980- TAX CUT PROPOSALS

July 30, 1980
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SUMMARY OF THE PRINCIPAL POINTS
OF TWE

AMERICAN GAS ASSOCIATION
BEFORE THE

SENATE COMMITTEE ON FINANCE
ON

1980 TAX CUT PROPOSALS
July 30, 198C

I. A.G.A. believes that any tax reform proposals should
be designed to encourage capital formation.

II. A.G.A. believes that depreciation reform should take
the form of a capital cost recovery allowance (similar
to the "10-5-30 proposal with certain modifications)
or an increase in the variance under the class life
ADR system.

III. A.G.A. believes that the burden of double taxation of
corporate dividends should be relieved either by a greater
exclusion of a certain amount of dividends from an
individual's gross income, or by a dividend reinvest-
ment program.

IV. A.G.A. believes that a current deduction should be pro-
vided for certain pre-operating expenses associated
with new domestic energy facilities.

V. A.G.A. believes that the investment tax credit should be
increased from 10% to 12% on a permanent basis, should
be permitted to offset 100% of tax liability and should
be refundable.
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Mr. Chairman and Members of the Committee:

My name is John J. Curtis, Director of Taxes for Pacific Lighting

Corporation and Chairman of the American Gas Association Taxation

Committee. I am testifying today on behalf of the American Gas

Association.

The American Gas Association (A.G.A.) is a national trade associ-

ation representing over 300 natural gas transmission and distribution

companies located in all 50 states. A.G.A. member companies serve

over 160 million customers and deliver approximately 85% of all -

natural gas sold by utilities in the nation.

Tax Rate Cut or Reduction

A tax rate cut or reduction per se will not benefit the regulated

gas utility industry except on a temporary basis. However, generally

reducing tax liability through reform of the tax policy regarding

certain other tax provisions would help our industry.

Capital formation Requirements

The foremost concern of the A.G.A. member companies regarding any

tax legislation package is that it include provisions which will have

a significant, positive effect on capital formation and which will go

far to rectify the capital investment dilemma currently facing

American industry. The challenge of forming new capital is particu-

larly acute for capital intensive industries such as the energy

utility industry.

The A.G.A. estimates that the regulated natural gas industry

alone will need additional capital of more than $300 billion through

the year 2000 just to finance and maintain the industry's present

level of supply (stated in terms of 1978 dollars). This $300

billion figure is particularly significant when compared to the
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regulated natural gas industry's total capitalization of less than $60

billion as of December 31, 1978. The $300 billion needed is approxi-

mately five times the industry's current level of capitalization. In

short, over the next two decades, stimulating capital formation may be

the most fundamental challenge facing the regulated natural gas

industry and the nation.

Indeed, the importance of stimulating capital formation cannot be

overemphasized if our nation is to develop our domstic energy sup-

plies in order to reduce our dependence on import, d oil. For this

reason, A.G.A. has set forth several tax reform recommendations which

will stimulate investment in productive assets and improve the tax

code as a capital formation mechanism.

Depreciation System Reform

Under current law, "a reasonable allowance for the exhaustion,

wear and tear (including .. . obsolescence)" of eligible assets is

permitted through a depreciation deduction. This "reasonable allow-

ance" is a deduction determined on the basis of the "facts and circum-

stances" test, the Asset Depreciation Range (ADR) system for certain

assets, or the class life system for pre-1971 profit.

However, without a substantial modification or total reform of

this existing system of depreciation, U.S. industry will simply not

be able to regain a competitive posture in world markets. Moreover,

without such reform U.S. productivity will continue to decline causing

further deterioration of the dollar in world money markets and an

increase in domestic economic problems as our nation imports more and

exports less.
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A.G.A. recognizes two alternatives to achieve the necessary

depreciation reform. The first takes the form of a modification in

the existing class life ADR system. This modification would simply

entail increasing the variance under this system to 35% from the

current 20% variance. This modification is proposed for the treatment

of public utility property in Section 213 of H.R. 7015, introduced by

Congressman bilman (D-OR).

The other alternative is the establishment of a capital cost

recovery allowance (CCRA) mechanism such as that provided by H.R.

4646 and S. 1435. This bill would divorce the capital recovery period

from the concept of the useful life of assets. The amount of the

allowance would vary according to the class of investment. H.R. 4646

creates three such capital investment classes: 10 years depreciation

for buildings; 5 years for equipment; and, 3 years for automobiles

and light trucks. However, for the regulated natural gas utility

industry there are certain problems with this proposal and they would

have to be rectified.

Increasing the ADR variance to 35% would essentially liberalize

depreciation benefits allowable under the current class life depre-

ciation system. This liberalization, while not a total revamping of

the depreciation system, would go far to provide additional capital

to meet the growing requirements of the regulated natural gas utility

industry.

Revision of the existing depreciation system has certain other

benefits. The present ADR system has been in place and working for a

long time, therefore, it is a "known commodity". The variance modifi-

cation could be accomplished simply and become effective immediately
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without engaging a.cumbersome regulatory process to promulgate

numerous complex implementing rules and regulations. Moreover, a

simple ADR variance increase would not have to undergo the "debugging"

which also accompanies a new system.

It must be noted however that any increase in the ADR variance

should be accompanied by a reiteration of the Congressional intent

underlying the modification, that being that the increased deprecia-

tion allowance is meant as a capital formation mechanism for the

industry and should not be used to immediately reduce a utility's

rates set by regulatory commissions. To accomplish this Congressional

intent, the existing normalization features under Section 167 of the

Internal Revenue Code should be continued.

Depreciation system reform can also take the form of providing a

capital cost recovery system with a specified allowance (CCRA) to

replace the current concept of useful lives for determining the

allowable depreciation allowance.

The CCRA is an attempt to stimulate investment and productivity

by modernizing and simplifying the capital cost recovery mechanism.

The proposal should stimulate investment insofar as more capital will

be available for plant modernization and equipment replacement because

of the more rapid recovery of capital invested in productive assets.

Modernization and simplification will be achieved by replacing the

current complex array of depreciation useful life schedules with a

simple set of standardized recovery periods.
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While these characteristics and achievements are desirable,

A.G.A. believes that there are three distinct problems with the CCRA

proposal as introduced which are particularly troublesome for the

regulated natural gas utility industry.

First, the CCRA is an elective deduction and a taxpayer can use

less of the allowance than he is otherwise entitled to. There is no

explicit language in the proposal, however, which would prohibit a

utility's regulatory commission from imputing to that utility in its

cost of service calculation more of the CCRA than the utility actually

utilized.

Specifically, the problem would arise in the following manner.

If a utility chose to use less of the CCRA than was actually allow-

able, a state commission would not be prohibited, under the present

bill's language, from imputing the total amount of the CCRA allowable

to the utility when calculating the utility's tax liability for cost

of service and ratemaking purposes. Subject to such imputation, a

utility therefore would recover less from its ratepayers than it

actually should because the tax liability component of the utility's

cost of service was deemed by the regulatory commission to be lower

than it actually was. A.G.A.. believes that this potential "imputation"

must be removed under any CCRA proposal.

Second, the CCRA proposal creates an entirely new capital cost

recovery system to replace the existing depreciation provisions and,

therfore, also creates the potential for unfavorable Treasury regula-

tions with respect to "normalization" of the CCRA.

The bill establishes no requirements that the "normalization" method

enlisted for CCRA purposes would embrace the same safeguards
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that the present "normalization" provisions provide under Section 167,

L.e., atti-flow through provisions. It is conceivable that the IRS

could develop such unfavorable regulations pursuant to a CCRA proposal.

Therefore, A.G.A. believes that any CCRA proposal must have "normali-

zation" safeguards similar to existing ones.

There is an additional general concern of A.G.A. that no depreci-

ation reform proposal should be accompanied by "trade-offs" in, or the

loss of, any currently available capital formation mechanism such as

the investment tax credit. To create such a "trade-off" would only

operate to frustrate the goal of enhancing capital formation.

Moreover, any depreciation reform proposal should retain as an

alternative the use of the "facts and circumstances" test for deter-

mining what the reasonable depreciation is. This would permit tax-

payers greater flexibility.

Elimination of the Double Taxation

of Corporate Dividends

The double taxation of corporate dividends should be rectified in

whole or in part by providing relief at the shareholder level through

two possible vehicles, the exclusion from gross income of an amount of

corporate dividends received by shareholders or a tax deferral for

reinvested dividends. This relief should be simple, straightforward

and implemented without complex rules and regulations.

One such remedy would simply be to provide an annual exclusion

from the taxpayer's gross income of a selected amount of dividends

received. This ammount could be determined by Congress on the basis

of Treasury statistics.

The second mechanism is incorporated in H.R. 654, introduced by

Congressman Pickle (D-TX) and in S. 1543, introduced by Senator Nelson (D-WI
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This bill provides an exclusion from shareholders' gross income of

dividends reinvested in a qualifying dividend reinvestment program.

Currently, corporate cash and property dividends are taxed

twice, first as part of the corporation's earnings, and then again

when received by the corporate shareholders and included in their

gross income.

This tax policy of double taxation of dividends increases the

cost of capital in three ways. First, it encourages an over-reliance

on debt financing as opposed to equity financing. Second, it weakens

the company's capital structure by raising the debt-equity ratio and

reducing the interest coverage ratio (the ratio of a utility's

earnings to its interest on debt). These two ratios are critical to

the bond rating which the company receives from the bond rating

services. Consequently, the utility's bond rating is lower and its

debt instruments must yield higher interest rates resulting in in-

creased capital costs to both the company and its ratepayers. These

higher interest rates must ultimately be borne by the ratepayer.

Finally, current tax policy raises the cost of equity capital.

The over-reliance on debt financing increases the financial risks

assumed by the equity investor, thus lowering the price he is willing

to pay for common stock.

A.G.A. strongly urges that relief from double taxation be provid-

ed at the shareholder level. If treated otherwise, the benefits

would simply be reflected in a reduction of the utility's cost of

service set by regulatory commissions. Moreover, if relief were

provided at the corporate level', the resulting cost of service reduc-

tion would effectively pass-through the tax benefit to the consumers
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in the form of reduced rates and, therefore, would provide no stimulus

for additional investment. This would impede the formation of equity

capital by, and discriminate against the regulated natural gas utility

industry in favor of other, nonregulated industries. We submit that

this unique problem facing regulated industries must be recognized in

national tax policy which should be formulated to provide relief for

capital intensive industries and their shareholders.

In elaborating on the first alternative, A.G.A. recommends that

shareholders be granted an additional significant exclusion from gross

income of dividends received. With such an. exclusion, equity shares

in general would be perceived by investors as a much more desirable

and attractive investment. This would in turn stimulate equity

capital formation.

With respect to the second alternative, H.R. 654 and S. 1543,

A.G.A. notes that these bills provide that shareholders participating

in a qualified divijand reinvestment plan may elect to receive divi-

dends in the form of common stock of the issuing corporation rather

than in cash. The effect of this election would be to defer the

shareholder's Federal income tax liability on the amount of the

reinvested dividends to the time of disposition of the acquired

stock. The bill would, therefore, effectively convert the tax on the

reinvested dividends from ordinary income to capital gain. The

attractiveness of dividend reinvestment is thereby enhanced which, in

turn, directly stimulates equity capital formation.

In addition to providing a significant stimulus for equity

capital formation, this proposal also provides a more equitable tax
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treatment for shareholders generally. Shareholders who receive

a conventional stock dividend at' present enjoy a tax benefit similar

to that proposed in H.R. 654 and S. 1543 for reinvested dividends,

that being deferral of taxable gain to a later date. The inequity

lies in the fact that when a corporation decides to issue a dividend,

the individual shareholder receives either a conventional stock

dividend, with the accompanying tax deferral benefits, or a cash

dividend with no such-benefits. The shareholder has no control over

the type of dividend distributed and therefore is dependent on corpor-

ate management as to the tax treatment of his dividends. H.R. 654 and

S. 1543 eliminate this inequity by permitting corporations which

adopt a qualified dividend reinvestment plan to provide their share-

holders a choice. Thus, when a dividend is declared, shareholders may

elect to receive a cash dividend, taxed immediately as ordinary

income, or, they may reinvest these cash dividends in common stock in

the same corporation.

A.G.A. believes that as the above two alternatives, the dividend

exclusion and the dividend reinvestment plan, hold many benefits for

the gas utility industry's shareholders, customers and the nation.

However, while the majority of the A.G.A. member companies have

supported H.R. 654 and S. 1543, some division of opinion exists among

A.G.A. member companies as to whether a dividend reinvestment program

should include both original issue stock and that which is acquired in

the open market. Therefore, A.G.A. requests the opportunity to

file a written statement in the future on behalf of the A.G.A., if

necessary, addressing this issue.
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A Current Deduction For Certa'in Pre-Operating Expenses

Because new domestic energy facilities are of crucial importance

to the nation, we recommend a current tax deduction be specifically

provided for feasibility and environmental studies, certification,

start-up programs, and pre-operating expenses (including training

costs) related to their development. 1

Under current law, these types of pre-operating expenses are

often treated by the IRS as an integral part of the energy facility,

to be capitalized over the life of the plant. Such capitalization, of

course, does not afford as rapid a recovery of these costs as would making

them currently deductible. Indeed, current law discurages such

investment.

Liquefied natural gas plants and coal gasification plants can

make valuable contributions toward the prevention of energy supply short-

falls. However, these plants are, like most energy projects, capital-

intensive ventures. The deductibility, as current expenses, of the

costs associated with the establishment of these new domestic energy

facilities would enable companies to internally generate the money for

financing the actual construction of these projects. Without such

a deduction, the gas utility industry must now incur the costs of

increased debt capital in conventional financing markets,

Denying a deduction for these expenses and permitting only

capitalization creates delays in the generation of internal capital

and detracts from the utility's ability to finance further construc-

tion of essential projects.
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On the other hand, expressly permitting the current tax deduction

of pre-operating expenses would promote the development of-supple-

mental gas supply projects, which is entirely consistent with the

recently passed synthetic fuels legislation (The Energy Security Act

of 1980, Pub. L. 96-294) designed to develop domestic unconventional

energy resources, such as coal gasification and liquefaction.

A.G.A. believes that providing a current deduction for these

pre-operating expenses associated with the establishment of new

domestic energy facilities would help provide much-needed internal

financing for the construction of these facilities.

Investment TAx Credit

-The investment tax credit rate should be increased from 10% to

12% on a permanent basis. The investment credit limitation should

be removed so that companies can fully utilize the credit offsetting

100% of their tax liability. A.G.A. also supports any modifications

which broaden the classes of property qualifying for the investment tax

credit.

While Congress has recently enacted appropriately needed tax

credits designed to stimulate specific new energy technologies,

A.G.A. believes that what is urgently needed now is an expansion of

the general investment tax credit to help form new capital in the

regulated utility industry. This expansion cannot be overemphasized

because this industry now has, and will continue to have for a very

long time, the primary responsibility of supplying the energy needs of

our nation's homes and industries.

To this end, A.G.A. urges that the investment tax credit be made

refundable to permit maximum use of this capital formation benefit

within the industry.

VJ
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A refundable investment tax credit would enable a company or

individual to get a cash payment from the Treasury for the amount of

the credit that exceeds the taxpayer's Federal income tax liability.

This excess amount would be treated as an overpayment of tax, and

refunded to the taxpayer.

An essential element of any tax credit, or for that matter any

tax benefit designed to stimulate capital formation, is that Congress

provide that the tax benefits flowing from the U.S. Treasury not be

used to immediately reduce the utility's rates set by regulatory

commissions. Rather, these benefits must be used to achieve Congress'

intended purpose of stimulating capital formation. Indeed, the

incremental sharing provisions under Section 46(f) of the Internal

Revenue Code should be continued to achieve this Congressional intent.

For an increased (from 10 to 12%) refundable investment credit

to achieve maximum effect, it must take on the permanent nature of the

present 10% credit and not be provided as an intermittent incentive

such as we have experienced in the past. A permanent credit will

provide the long-term stability and assurance to the financial commun-

ity and will provide planning apability for the gas industry

to meet the industry's energy requirements.

Also, the limitation must be revised to permit full use of the

credit up to 100% of tax liability. Under current law, the 100%

utilization is not available to gas utilities (distribution or

transmission companies) or to those entities engaged in developing

supplemental gas supply sources, such as synthetic natural

gas or other supply projects including gas from Devonian shale,

occluded coal seams or geopressured brine. These sources hold the
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potential to make significant contributions to our domestic natural

gas supplies. However, these projects will necessarily demand the

great amounts of capital in the very near future.

While most companies within the regulated natural gas utility

industry are generally able to use the full amount of their investment

credits, to the extent that some are unable to, these credits should

be refundable. This will help meet the gas industry's capital require-

ments. Moreover, refundability will accomplish the Congressional

intent underlying the investment tax credit: to provide internally

generated capital for purposes of reinvestment in plant and equipment

with a goal of increasing production capability. It is important to

note, however, that in order to obtain the maximum capital formation

incentive possible, there should be no "trade-offs" in other areas

such as depreciation or corporate tax rates. These "trade-offs" would

counteract any benefits received by investment tax credit reform.

If enacted, the proposed changes in the investment tax credit will

create a stable and positive investment environment for the gas

industry. Such an atmosphere will engender investment decisions by

the financial community to fund supplemental gas supply projects for

the future good of both the gas utility industry's customers and the

nation.

Conclusion

A.G.A. believes for the foregoing reasons that the proposals

outlined above would be effective capital formation incentives. In

particular, these proposals would help the regulated natural gas

utility industry meet its capital requirements over the next two

decades, a task which is essential if this industry is to continue to

provide gas energy to our nation's homes and industries.

65-969 0 - 80 - 35 (pt.3)
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Senator. BRADLEY. Unfortunately, as a junior member of the
Finance Committee, I find myself here at 1:05 with at least five
other panels to give testimony, and no other Senator here to hear
this important testimony. As a freshman Senator, I am also called
upon to preside over the Senate at 1 o'clock. As you can see, I am
delinquent in my prime responsibility to the Senate, although I am
fulfilling my responsibility to the Finance Committee.

With this dilemma in mind, and considering that tomorrow we
have a witness list that is just as auspicious, and important, and
lengthy as this one, I wonder if the witnesses would accept my
apology for not hearing their testimony. I ask them to submit their
testimony in full for the record, so that it will be made a part of
the hearing record. You will simply not have the benefit of my
penetrating questions after the testimony.

If you do not mind, I would like to proceed that way, and I
apologize to you for your having waited around here for 3 hours,
and not getting getting an opportunity to speak. But I assume that
we have Mr. Dempy here, Mr. Ignatius, Mr. Burbage, Mr. Sei-
bert, Mr. Godfrey, Mr. Steenberg, and Mr. Flowers. Am I correct in
that?

All of you will submit your testimony, then, for the record, and I
thank you very much for your patience, and your interest in this
issue, which I think we are all interested in and we are going to
find an answer to.

Thank you very much.
[The following witnesses could not be heard by Senator Bradley

because of time schedule, their prepared statements follow:]
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July 30, 1980

SUMMARY OF TESTIMONY OF
ASSOCIATION OF AMERICAN RAILROADS

BEFORE THE
SENATE FINANCE COMMITTEE

1. The railroad industry supports reform of the
depreciation rules to eliminate the "useful life" concept
of measuring depreciation and the adoption of new proposals
for capital cost recovery over shorter periods of time.

2. In support of national goals of energy conser-
vation and conversion of energy sources from oil to coal,
the railroad industry encourages adoption of energy tax
credits for investment in energy-related railroad transpor-
tation rolling stock and equipment.

3. Railroads have invested heavily in property
eligible for investment credit, but some railroads have been
unable to utilize the credit due to low earnings and, con-
sequently, low or negligible tax liabilities. The incentives
afforded by the tax credit are thus deferred for many years
or extinguished. A "refundable" credit would enable the
marginal railroads to invest in needed equipment in much the
same way as taxpaying railroads.
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STATEMENT OF

THE ASSOCIATION OF AMERICAN RAILROADS
ON PROPOSALS FOR TAX REDUCTION

BEFORE THE

FINANCE COMMITTEE
OF THE UNITED STATES SENATE

July 30. 1980

Mr. Chairman and members of the Committee, I appreciate

this opportunity to present to you the views of the Association

on the need for early action to reduce taxes and stimulate in-

vestment in the American economy. The Association of American

Railroads represents members owning 92% of the line haul mileage

of the Class I Railroads in the United States and 97% of the

freight revenue of all railroads in the United States.

As members of Congress, you have seen that the railroad

industry is presently engaged in a tremendous effort to consoli-

date the nation's railroads into national systems of transprr-

tation to compete and perform effectively for the public benefit.

While our efforts to achieve these important goals must be pur-

sued. the railroad industry continues to suffer from the lack

of adequate capital growth. Compared with the average 117

return on net investment which the Interstate Commerce Commission

has said is necessary to sustain adequate rail service, the

railroad industry earned a return of only 1.61 in 1978 and

2.6 in 1979.

The railroad industry is highly capital intensive,
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requiring three times as much investment per dollar of gross

revenues as the average manufacturing industry We rely heavily

on internally generated capital to meet our needs. In our

view, a continued improvement in the tax laws to stimulate

capital investment by further acceleration of depreciation

allowances, a narrowly defined expansion of the energy tax

credit, and the full utilization of the existing investment

tax credit through refundability is necessary to our continuing

effort to improve our plant and equipment.

As noted, the railroad industry is one of the most

capital intensive industries in the country. It is also an

industry in which the unmet demand for capital is increasing.

The industry, the Interstate Commerce Commission, and the

Department of Transportation have all analyzed the railroad

industry's capital needs and have determined them to be in the

neighborhood of $4 billion per year. Actual investment, however.

has been running about $2.5 to 2.6 billion per year. The re-

sult of these recurring shortfalls has been service inadequacies,

lower productivity, and reduced ability to modernize the industry

to take advantage of its fuel efficiency.

Capital outlays have exceeded internally generated

funds (income plus depreciation) in each of the years 1973

through 1979. The accumulated deficiency in the last three

years alone amounts to $4.5 billion, a pattern that can not

long continue. Since existing railroad mortgages preclude

debt financing for track and most road projects, the industry

has had to rely on its internally generated cash flow or federal
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assistance for these investments.

The railroads presently face two challenges which

intensify the need for capital and demonstrate the public

inLerest in assisting to generate the necessary cash flow.

First, the major thrust of our national energy policy

is to promote the conversion from oil and gas to coal wherever

possible. It has been estimated that coal production in the

next ten years will double. The railroads, which now carry

about 2/3rds of the coal traffic, expect to carry at least that

percentage, and more likely even a greater percentage, of the

incremental coal traffic. A 1977 DOT study estimated that

investments of $4 1/2 to 6 billion will be required over an

eight year period for the railroads to meet the coal production

goal of 1.1 billion tons per year by 1985. We have the basic

facilities and the ability to manufacture the needed new equip-

ment, but the enormous amount of capital required gives the

industry a serious problem.

The second challenge facing the industry that also

requires a large infusion of capital is the need to maintain and

improve existing plant. Railroads, as the only transportation

mode owning their own rights-of-way, must invest very large

amounts to maintain their track and equipment each year. This

maintenance effort is necessary to assure safe and efficient

operation. When capital is insufficient, plant declines, service

deteriorates, hazards and delays increase, and business is lost.

Clearly, railroads must be able to assure the integrity of

their systems in order to operate and compete. Our aim is to
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accelerate the acquisition of new and better equipment and to

maintain and improve our track and bridge structures.

The proposals which have been advanced by Chairman

Ullman and other leaders of both tax-writing committees are

certainly aimed in the direction of stimulation of capital

investment through changes in the depreciation structure of the

tax law, and the railroad industry strongly supports these

efforts. The so-called "10-5-3" bill to restructure the depre-

ciation allowances into a simplified capital cost recovery

allowance has been supported by this Association from the early

days of its announcement in May of 1979. Since that time num-

erous proposals have been advanced by other members of Congress

in reasonable eforts to achieve equity for all businesses.

To the extent that more favorable depreciation allow-

ances are enacted, the cash flow resulting from tax savings

could provide capital to the railroads to rehabilitate and

modernize railway plant and equipment. Added to this, an ex-

pansion of the energy tax credit applicable to qualified energy

transportation property, and provisions for refundability of

the existing investment credit will mean continued improvement

in railroad rights-of-way and equipment. The nation is being

called upon to convert from oil to coal as a primary energy

source. The railroads will play a vital role in this conversion

process. The increased capital provided by favorable depreciation

allowances, expansion of the energy tax credit, and refundability

of the existing investment tax credit will enable the railroads

to fulfill their role.
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Ijpyovements in Accelerated Depreciation

We appear here today to encourage the Congress to

adopt a modern capital cost recovery tax system to meet the

needs of this nation's economy, which is falling far behind its

ability to meet the international challenge in trade and

commerce. As you know, many studies have been presented to

this Committee demonstrating the effect on the economy of our

major world competitors whose present laws provide much more

favorable depreciation allowances than our own system of

taxation. Japan, West Germany, France, Australia, and Canada

provide capital cost allowances permitting the write-off of

investments at a rate 2 to 10 times faster than our present

law. Most of these countries also provide greater flexibility

to industries in the election of timing of these allowances to

coincide with current needs.

The railroad industry is affected dramatically by

the recovery of its investment through accelerated deprecia.

tion. A reform of existing law to eliminate the useful life

concept of measuring depreciation and substituting ;huzt-r

capital recovery periods would be helpful to the railroad in-

dustry. The continued need for heavy investment in modern

railroad rolling stock depends on a healthy cash flow. The

shorter recovery periods envisioned by the "10-5-3" bill or

the four category recovery periods proposed in the Ullman bill

would in different ways provide additional cash flow to aid

the industry in continuing its major investment programs.

As the railroad industry heads into the 1980's with a growing
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demand for major intercity rail service, modernized depre-

ciation laws are necessary.

Since the investment tax credit is such an important

capital formation mechanism, we urge that the availability of

the present 10% investment credit not be jeopardized by a

capital recovery period which is shorter than the useful life

of the asset to the taxpayer.

It would be counter-productive to require that a

taxpayer elect its capital recovery period in the taxable year

in which the asset is placed in service. If the proposed

capital formation changes are indeed effective, a taxpayer in a

marginal or loss situation could find hi3 tax picture substan-

tially changed during the life of the asset. To require an

election of the recovery period in the taxable year it which

the asset is placed in service would prevent such taxpayer

from taking advantage of the shorter recovery period if its

situation warranted such election. To this end we urge that

whatever depreciation reform is adopted, taxpayers be able to

elect appropriate allowances annually without needlessly using

up basis in loss or marginal years.

Additional Ener Credit

During the years of its existence, the investment tax

credit has proven to be an important tool in the railroads'

effort to raise capital for the purchase of rolling stock. In

March of last year. the AAR submitted testimony to the Ways

and Means Oversight Subcommittee showing the effectiveness of

the investment tax credit in encouraging freight car purchases.



1628

Exhibit "A" tracks the history of the credit since

its enactment in 1962, including the six-month suspension in

1966 and 1967 and the two-year repeal in 1970 and 1971. Exhibit

"B" shows the monthly car orders before and during the six-month

suspension. Taken together, these exhibits show the dramatic

drop-off in orders during the period without the credit, and

sharp increases when the credit was reinstated. Not only the

railroad industry, but the entire economy is responsive to the

tax credit as an effective, targeted incentive for investment

in the specific kinds of assets the Congress intended.

To aid the railroad industry and the nation in their

goals of more productive plant and equipment and greater use

of coal, we urge the Committee to consider an additional credit

for investment in railroad transportation property. The addi-

tional credit, up to a maximum of 10%, could be based upon the

percentage of coal carried during the previous year.

The Energy Tax Act of 1978 provided for an additional

10% investment tax credit for energy property as a stimulus for

business to convert from the use of oil and gas to alternate

fuels. Examples of property covered by the 1978 Act included

solar, wind, or geothermal property, ocean thermal property,

hydroelectric electric generating property, qualified intercity

buses, and biomass property. However, during Congressional con-

sideration of the Act, rail transportation was not defined as

"energy property", a serious omission if the national energy

program is to be effective.

The House and Senate reports leading to the 1978 Act

A
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emphasized both conversion and conservation. The energy-

efficient operating characteristics of railroads clearly place

them in a unique position to aid the nation's conversion and

conservation efforts. The emphasis today, however, is on

supply and production, as evidenced by Title I of the Windfall

Profits Tax Act, providing for phased deregulation of oil

prices, and Title II, providing tax credits to promote synthetic

fuels projects. The same can be said for the Energy Security

Corporation legislation (loans and loan guarantees for synthetic

fuels projects). Moreover, this is consistent with the Joint

Economic Committee's 1980 recommendations that a comprehensive

set of policies be designed to enhance the production side,

i.e., the supply side, of the economy.

Although equipment for the transportation of coal was

not made eligible for the additional tax credit in the Energy

Tax Act of 1978, we believe an additional credit for equipment

for the transportation of coal is imperative. Such a credit

would be consistent with the Congress' present interest in

addressing supply side problems and would open the way for the

rai. industry to fulfill its coal transport role -- coal to be

used for direct consumption and as an essential feedstock for

increasing the supply of synthetic fuels transported by the

most energy efficient mode available.

Refundable Investment Tax Credit

One of the weaknesses in the existing law is that the

amount of investment tax credit which may be used is limited

to a percentage of the income tax liability. Thus, new companies
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which are starting up as well as older companies with lower

earnings which do not have sufficient tax liabilities cannot

fully enjoy the benefit of the credit, and for them the intended

inducement to invest is not available. This weakness in the

credit is particularly harmful to the railroad industry because

the earnings of many campanies are meager if not non-existent,

and its capita; needs are great. Marginal companies as well

as those that enjoy moderate earnings get little or no benefit

from the credit. Companies with strong earnings, on the other

hand, may realize the full benefit of the credit.

Congress has recognized this discrimination based

upon earnings and has taken some steps in the past to alleviate

it. The Tax Reform Act of 1976 allowed utilities, airlines,

and railroads to use the credit to the full extent of their

tax liabilities beginning in 1977 (instead of 50% as was the

case with other taxpayers). The increase, however, was for a

limited period (2 years) and was gradually phased back down to

the 50 limitation. In 1978, Congress increased the amount of

credit as measured by tax liability that could be used by all

taxpayers by phasing it in from 50% to 90% over a period of 4

years. These changes, however, were of only limited usefulness

to taxpayers with depressed earnings and limited tax liability.

Even in the case of companies with moderate income, the investment

credit was little inducement because the large amounts of unused

credit built up in years when a more restricted percentage of

tax liability prevailed had to be used before current credit

could be used.

The real solution to the problem is to allow a payment
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of investment tax credit to taxpayers whose tax liability

was not sufficient to use the credit. With such a refundable

tax credit, marginal taxpayers can get a benefit equal to that

of other companies, including competitors that enjoy higher

earnings. In the case of railroads, a refundable credit would

go a long way toward filling the gap between the actual investment

and the investment which is estimated to be necessary to give

the industry and the nation the track system and equipment

fleets it needs to meet the energy challenges of the future.

Marginal railroads now leasing equipment would be better able

to purchase needed equipment and thereby attain equity in these

investments.

Congress is being asked to consider various methods

of encouraging investments. A refundable investment tax credit

is a proper complement to other incentives to investment in

order to reach the taxpayers with reduced earnings. Such

legislation we believe, will go far toward avoiding the necessity

for direct, massive assistance to companies which do fail for

lack of available capital to maintain efficient and competitive

operations. Two recent examples are the failures of the Milwaukee

and Rock Island Railroads, which have required over $200 million

each in Federal assistance so far. This $400 million total

aid for two railroads is equal to a substantial percentage of

the assistance to all railroads that a fully refundable tax

credit would provide.

In summary. we applaud the Members of Congress of

both parties for their recognition of the need for tax reduction
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as a significant incentive to investment to modernize the

American industrial plant and increase productivity. The

Association of American Railroads will be pleased to render

whatever assistance is necessary to achieve these goals.
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Exhibit "A"

NEW & REBUILT
FREIGHT TRAIN CAR ORDERS, DELIVERIES AND BACKLOG

1960-1978

DELIVERED

58,322
34.231
39,822
48,255
83,266
89,653

106,048
100,181
68.836
75,972
75,440
60,918
50,197
59,388
67,649
74.345
53,849
53,907
68,774

ON ORDER 12-31

21,445
16,046
16,568
38,632
39,426
57,249
65,998
33 655
36,359
50,337
29,936
24.007
22.834
67 965
90.876
40,755
24,704
37.186
96,342

Initial year of credit application
Reduction due to suspension of the credit
Increase from reinstatement of the credit
Low orders in '70-'72 reflect bankruptcy of Penn Central
and other Eastern roads
Low orders in '75-'76 reflect natioal economic recession
Increase reflects railroads percentage utilization provided
by 1976 Act, as well as economic turnaround

1960
1961
19621
1963
1964
1965
1966
19672
1968
19693
19704
1971
1972
1973
1974
19755
1976
19776
1978

ORDERED

37,953
33.085
40,054
71 .311
91,403
106,784
112,898

70 551
71 .663
90,151
58.346
57 470
50,379

106,077
99,034
35,370
38,024
68,515
129,341

1.
2.
3.
4.

5.
6.
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Exhibit "B"

FREIGHT TRAIN CAR MONTHLY ORDERS DURING
5-MONTH PERIOD PRIOR TO SUSPENSION OF
CREDIT ANDD DURING THE PERIOD COMMENCING
WITH SUSPENSION AND TERMINATING WITH
ITS RETROACTIVE RESTORATION

Orders During 5-Month
Period Prior to Suspension

June, 1966
July, 1966
August, 1966
September, 1966
October, 1966

7,538
6,353
8,678

13 ,045
6,7201

Orders During Period Commencing
With Suspension and Terminating
With Its Retroactive Restoration

November, 1966
December, 1966
January, 1967
February, 1967
March, 1967
April, 1967
May, 1967
June, 1967

6,258
9,863
4,364
4,041
5 909
1 ,7282
7 677

11 :4493

1. Month suspension effective.

2. Month restoration effective.

3. Month restoration retroactively enacted.
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Summary
Statement of Paul R. Ignatius

President and Chief Executive Officer
Air Transport Association of America

Before the Committee on Finance
United States Senate

July 30, 1980

The airlines of the United States believe that Congress should promptly
enact effective capital recovery and investment incentive legislation to
spur economic activity through greater investment, to increase produc-
tivity, and to create employment.

2. The airlines face an enormous capital investment requirement for new
technology replacement aircraft - demands amounting to $87 billion
during the 1980's. This investment is needed to accommodate growth
and to obtain the essential benefits of more fuel efficient, quieter
aircraft.

3. Airline industry earnings, while expected to improve over their present
depressed state, are dependent upon a turnaround in the national economy.
An effective capital recovery system, such as proposed in S. 1435, is
needed to bring about this turnaround.

4. Enactment of S. 1435 will do much to help solve the serious capital
recovery problems facing all American businesses. However, it does
little to meet the current needs of unprofitable or marginal businesses
having the greatest need for an investment stimulant - businesses
which cannot receive the benefits of the investment tax credit program.

5. A complete and fully effective capital recovery system can only be
achieved by assuring that the benefits of the investment tax credit are
made available to all American businesses. The refundability of earned
but unused credits, as proposed in S. 2157, would provide that assurance.

65-969 0 - 80 - 37 (pt.3)
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STATEMENT OF

PAUL R. IGNATIUS

PRESIDENT AND CHIEF EXECUTIVE OFFICER

AIR TRANSPORT ASSOCIATION OF AMERICA

ON THE NEED FOR CAPITAL RECOVERY AND INVESTMENT INCENTIVE LEGISLATION

BEFORE THE

FINANCE COMMITTEE

UNITED STATES SENATE

JULY 30, 1980
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Statement of Paul R. Ignatius
President and Chief Executive Officer
Air Transport Association of America
Before the Finance Committee
United States Senate
On the Need for Capital Recovery and Investment Incentive Legislation
July 30, 1980

My name is Paul R. Ignatius. I am President and Chief Executive Officer

of the Air Transport Association of America, which represents virtually all of

the scheduled airlines of the United States. These hearings, Mr. Chairman,

are Indeed timely. They are addressing the difficult but important issue of

Federal tax policy at a time of national economic distress. The questions you

are considering - the timing, nature and long-run structuring of tax legislation

- are crucial to the efforts to restore strong economic growth with high

employment and stable prices.

I appear on behalf of our membership to inform the Committee of airline

investment requirements in the 1980's, to discuss the airline industry's difficulties

in meeting those requirements, and to emphasize the importance of, and need

for capital recovery and investment incentive legislation.

Like many other segments of American industry, the airlines believe that

an improved investment climate is essential to increase productivity, create

jobs, improve energy efficiency, reduce inflation, and improve our ability to

compete in the international marketplace.

Air transportation is the predominant mode of intercity public transporta-

tion to, from, and within the United States. Today, 85 percent of all public

travel between U.S. cities in terms of passenger miles is accomplished by air.

Last year, U.S. airlines carried 317 million passengers more than 260 billion

miles, and accommodated 7 billion ton miles of cargo, including 9 out of

every 10 intercity first class letters.
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The U.S. air transportation system interacts with the nation it serves on

several levels: as a supplier of services that reduces production and distribu-

tion costs and stimulates market development; as a supplier of public service

that uniquely meets the requirements of the travel market for expedited and

reliable transportation; and as a market for the products of U.S. high technology

industries, which, in large part, enables the U.S. aircraft industry to maintain

a position of supremacy in the world market. This system produces substantial

benefits - benefits that will be lost if the growth and productivity of air

transportation is curtailed or reversed. The nation more than ever requires a

fast, frequent and reliable air transportation system, and the airlines must

invest many billions of dollars to assure that this national need is met.

AIRLINE INVESTMENT REQUIREMENTS IN THE 1980'S

The airlines of the United States face very heavy aircraft investment

demands during the next 10 years - demands reaching $87 billion.

New technology replacement aircraft for the U.S. airline fleet are urgent-

ly needed throughout the 1980's. Because of the long lead and delivery times

involved, fleet planning decisions should be made now and orders placed as

soon as possible if the important benefits of the new technology are to be

fully realized during this 10 year period of most urgent need. In view of the

huge investment cost and serious questior" about 1he adequacy of available

airline industry resources, fleet planning decisions will be deferred, and the

level of orders will be sharply reduced unless meaningful capital recovery and

investment incentive legislation is enacted soon.

There are four compelling reasons why it is essential for the U.S. airline

industry to make an $87 billion investment in new technology aircraft:
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" Fuel Efficiency - new technology aircraft will be from 20 to 30

percent more fuel efficient. National fuel efficiency improvement

objectives, and the continually increasing price of fuel, give greater

aircraft fuel efficiency an overriding priority.

" Aircraft Replacement - the average age of the airline fleet doubled

a the past decade. The average age today is nearly 10 years,

compared to 5 years in 1970. While the current fleet is completely

reliable, it is significantly more costly to maintain and operate an

aging fleet than would be the case with new technology aircraft.

" Traffic Growth and Productivity -- public demand for air transportation

is expected to grow from a record 317 million passengers last year to

500 million passengers by 1990. More productive new technology

aircraft are necessary to meet this demand.

" Noise Reduction - new technology aircraft will be substantially quieter.

New technology is the only practical way to achieve the meaningful

noise relief sought by airlines, airport operators, public officials and

millions of airport neighbors.

The $87 billion cost of the airline industry's capital investment requirement

during the 1980's involves $80 billion for passenger aircraft, and $7 billion for

freighter aircraft. Of this amount, $22 billion is needed in the 1980-1984

period, and $65 billion for the last half of the decade. The $22 billion needed

during the first half of the 1980's exceeds total airline industry investment

during the entire decade of the 1970's.

Airline industry investment in new technolcgy will contribute significantly

to other essential national policy priorities. It will create thousands of jobs
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in the aircraft and engine manufacturing and supplier industries. And with

enhanced productivity, new technology aircraft will help offset inflationary

pressures on the price of air transportation to the airline passengers and

shippers.

AIRLINE INDUSTRY RESOURCES

During the period 1970-1979, the airline industry earned a profit margin

of only 2.1 cents on each dollar of revenue, compared to 5.1 cents for U.S.

industry in general. The average return on total investment (including long-

term debt) was only 6.3 percent, compared to 10.2 percent for U.S. industry.

In the two most recent years - 1979 and 1980 - the results were particularly

discouraging, with net profits of only $400 million in 1979 on record revenues

of $27 billion. During the first half of this year, industry losses were approx-

imately $375 million, and the outlook for the balance of the year is not encour-

aging.

Airline industry earnings over the past decade have been directly affected

by changing national economic conditions, resulting in ups and downs in traffic

growth, by explosive increases in operating costs, and by an inability to pass

through costs dollar for dollar to consumers in periods of inflation and recession.

New flexibility made possible by the Airline Deregulation Act, tighter cost

controls, and a general industry belt tightening hold the promise for an improve-

ment in the industry's economic posture during the period ahead. However,

attaining an airline industry return on investment high enough, and on a consis-

tent basis, to support an $87 billion investment will be exceedingly difficult,

particularly In view of the continually increasing cost of fu'el.

Airline fuel costs in 1979 amounted to $6.5 billion, compared with $4.2 billion

in 1978, and $1.3 billion in 1973 when the fuel price surge began. In 1980,
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the airline industry fuel bill is expected to be approximately $10 billion. In

short, airline fuel costs have risen nearly 800 percent since 1973 while consump-

tion has remained relatively stable.

With the airline fuel bill increasing this year by over $4 billion for the

same volume, it is easy to see the impact fuel costs have on airline industry

earnings. Now representing over 30 percent of airline cash operating expenses.

fuel price escalation is expected to continue, and will impact heavily on airline

earnings in the decade of the 1980's.

The airline industry would need an average annual corporate return on

investment (ROI) of 13-15 percent to meet the $87 billion in capital require-

ments from 1980 to 1990. Over the past five years, the airline industry ROI

has averaged 8 percent and was only 7 percent last year.

THE NEED FOR EFFECTIVE CAPITAL RECOVERY AND INVESTMENT

INCENTIVE LEGISLATION

Significantly improved airline industry earnings are dependent upon a

healthy and growing national economy, restored consumer confidence, increased

employment and productivity, and lower inflation rates. Immediate, positive

tax policy changes are imperative in attaining these goals. The airlines believe

there is an urgent need for early enactment of effective capital recovery and

investment incentive legislation, both to enhance airline investment Capability

and to stimulate the national economy.

The proposed Capital Cost Recovery Act, S. 1435, represents such a

positive tax policy change. It would provide needed improvements in the

capital cost recovery system. The airline industry of the United States endorses

this legislative proposal.

Enactment of S. 1435 will do much to help solve the serious capital

recovery problems facing all American businesses. However, it does li.tle to
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meet the current needs of many important business enterprises including

marginally profitable companies. companies that intermittently operate at a

loss, or newly developing companies. Nor does it meet the needs of industries,

like the airline industry, that experience wide cyclical variations in profitability

and have very heavy demands for capital investment. An improvement in the

investment tax credit program is urgently needed to deal with the problems of

these companies and industries.

The investment tax credit program was designed to encourage business to

invest in new plant and equipment to enhance productivity and employment.

The credit is earned by making an investment. Credits earned are used to

reduce taxes. Profitable companies have the cash benefit of the credit paid

to them immediately through a current reduction of income tax liabilities.

On the other hand, unprofitable or marginal companies do not receive immediate

benefit of the credit, and may never receive it under existing law. Such

companies need the benefit of the credit to reduce the cost of acquiring

capital equipment ever more than profitable companies do. Thus, the current

investment tax credit program should be modified in order to make it of

greater value to companies who need it most. For example, the airlines stand

to lose some $400 million of earned credits as a result of the current earnings

outlook of the industry. With investment requirements of $87 billion, the

airlines need the ability to use both prior earned credits and new credits as

well.

The solution to this problem is to provide for the refundability of earned,

but unused investment tax credits, as proposed in S. 2157.

In a May 8, 1978 report entitled "Investment Tax Credit: Unresolved

Issues", the Controller General pointed out that the benefits of the credit are

reduced or eliminated for businesses that lack profits or that are operated at
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a loss, and stated that, among other things, the Congress should consider:

"-Making the investment tax credit available to those firms that
are currently making small profits but are growing rapidly. This
would enlarge the base to which the credit is applied and,
therefore, aid those industries more likely to invest in machinery
and equipment. (The administration's proposal to increase the tax
credit limit from 50 to 90 percent goes part of the way, but the
Congress may wish to make the credit refundable.)"

The investment tax credit is an essential and most effective method of

stimulating investment in productive capital assets. But it can, and should be

improved. A complete and fully effective capital recovery system can only

be achieved by assuring that the benefits cf te credit are made availa')le to

all American businesses, including thowe unprofitable or marginal businesses

having the greatest need for an investment stimulant. The refundability of

earned but unused credits, as proposed in S. 2157, would provide that assurance.

The airline industry of the United States strongly endorses S. 2157 and urges

its favorable consideration.

CONCLUSION

The airline industry of the United States faces an $87 billion investment

need in the 1980's. An investment of this magnitude is essential to maintain

an efficient and reliable national air transportation system. Such an investment

is entirely consistent with several important national policy objectives, including

energy efficiency improvements, greater productivity, meeting environmental

concerns, and creating employment. however, the required airline investment

will not be possible in the absence of significant improvements in the national

economy, airline earnings, and investment incentive opportunities.

The airlines believe that Congress should promptly enact effective capital

recovery and investment incentive legislation. S. 1435 represents a substantial

step in the right direction, but a more complete and effective capital recovery

system should incorporate the provisions of S. 2157 providing for the refund of

earned but unused investment tax credits.
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COMMITTEE ON FINANCE.
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July 30, 1980

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

opportunity to appear concerning the advisability of a tax cut and

capital formation; more specifically concerning an aspect of great

importance to the motor carrier industry.

My name is Roger Burbage. I am here today on behalf of the

American Trucking Associations, Inc., (the "ATA1) a national

federation of motor carriers having affiliated associations in

every state and in the District of Columbia. I am also Vice

President, Finance and Administration, O'Boyle Tank Lines, Inc. of

Rockville, Maryland. My company operates in 36 states and has

annual gross revenues of about $25 million.

The motor carrier industry is composed of over 17,000 firms,

13,000 of which have gross revenues of less than $500,000

annually. The industry directly employs over 600,000 persons and

the regulated industry's total estimated revenues for 1979 are

over $40 billion. I request that my full written statement, as

well as my remarks today, be included in the record.

The Motor Carrier Reform Act of 1980 makes substantial

changes in the industry. One aspect of this Act threatens our

financial stability by making the value of operating rights

previously acquired (usually at significant expense) virtually

worthless compared to their previous value. As was suggested by

Congress when the Act was passed, our situation equitably demands

a legislative solution. We support tax relief for the effect of

the 1980 legislation on operating rights held by motor carriers

and others.
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Congress established the previous "rules of the game" when it

passed the Interstate Commerce Act in 1935. For 45 years these

"rules" provided significant protection from entry and excessive

competition. In reliance on these .' les, firms made substantial

capital investments (by purchase or otherwise) for these operating

rights. The 1980 Act, although not totally "deregulating" motor

carrier operations, significantly changes the previous rules by

providing far easier entry into the industry and allowing expanded

authority with far fewer restrictions. The severe reduction in

value of operating rights after the 1980 Act impairs capital

formation by potentially jeopardizing current loans outstanding,

making additional borrowing more difficult, and diminishing access

to equity capital.

Mr. Chairman, the decrease in value is clearly demonstrable.

A 1979 I.C.C. study clearly shows that operating rights were

reflected on the balance sheets as intangible assets and were a

very real asset to a carrier. They were included in the value of

an enterprise, were used as collateral for borrowing, and are

generally similar to a franchise or license values in other -

industries. Under the 1980 Act, however, instead of purchasing

operating rights as before, companies will more than likely go

through the application procedures at the I.C.C. to obtain

identical rights to those purchased or otherwisQ obtained at great

expense by the existing companies. Why would anyone reasonably

buy these rights when the application procedures have been made so

simple and inexpensive? In addition, financial publications such

as Value Line have recognized the severe reduction in value for



1646

operating rights and the accounting profession is considering an

accelerated write-off for accounting purposes.

More importantly, Mr. Chairman, the report that accompanied

the 1980 Act recognized the new legislation might result in the

severe reduction in the value of operating rights and that

appropriate tax relief should be considered as soon as possible.

The ease of getting operating rights under the 1980 Act could

have a severe competitive impact on us if a tax deduction is not

made available. For example, one trucking company has total

assets of about $46 million, of which $18 million are operating

rights, largely debt financed. As a result of the new Act these

assets drop over 1/3 to $28 million. A future competitor, under

the new law, with tangible assets of say, $35 million, without

debt financed operating rights, would compete more economically

against the old company and drive it out of business; and all

because the old rules adopted and encouraged by the U.S.

Government have now been changed.

Under current law, it is arguable that a deduction is already

available in these cases. However, reasonable men differ. Rather

than costly and time consuming litigation with uncertain results,

we are proposing an ordinary deduction for the effect of the 1980

legislation on operating rights. The legislative process provides

the reasoned approach that accounts for industry, public, and

fiscal considerations.

There is ample precedent for this legislative solution.

Congress has often recognized that severe economic hardships can

result when the U.S. Government itself changes the "rules of the
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game" after taxpayers have expended substantial resources in

reliance upon the old rules. In these situations Congress has

provided appropriate tax relief. For example, provisions of the

tax law provide special relief provisions- concerning changes in

policy by the F.C.C., distributions in obedience to orders of the

S.E.C., and persons impacted by the bank holding company

legislation.

In summary Mr. Chairman, the 1980 legislation significantly

reduces the value of operating rights held by various companies.

Congress anticipated that legislative tax relief may be

appropriate. In recognition of this, it is equitable to allow an

ordinary deduction for these operating rights. This deduction is

crucial to the financial stability and capital formation

capability of this vital American industry.

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

opportunity to appear before you concerning the advisability of a

tax cut and capital formation; more specifically concerning an

aspect of great importance to the motor carrier industry.

My name is Roger Burbage. I am here today on behalf of the

American Trucking Associations, Inc., a national federation of

motor carriers, with affiliated associations in every state and

the District of Columbia, plus thirteen affiliated national

conferences. I am also Vice-President, Finance and

Administration, O'Boyle Tank Lines, Inc. of Rockville, Maryland.

My company operates in 36 states and has annual gross revenues of

about $25 million.

The motor carrier industry is composed of over 17,000 firms,

18,000 of which have gross revenues of less than $500,000

annually. The industry directly employs over 600,000 persons and

the regulated industry's total estimated revenues for 1979 are

over $40 billion.

The Motor Carrier Reform Act of 1980 makes substantial

changes in the operation of the motor carrier industry in the

United States. This 1980 Act severely reduces the capital

formation capability of the industry by making the value of

operating rights acquired by motor carriers and others virtually

worthless compared to their previous value. As a result of the

1980 Act, it can legitimately be argued that a deductible loss has

occurred under current law. The possible prolonged litigation and

uncertainty of result from an attempted deduction, without a

legislative mandate, will only further adversely affect the
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industry as well as create administrative problems for the

Internal Revenue Service. As was contemplated at the time of

enactment of the Act, the situation demands a legislative solution

in the interest of sound tax administration. The purpose of this

testimony is to discuss the desirability and necessity of a

proposed income tax provision relating to the effect of that

legislation on operating rights held by firms in various

industries.

In 1935, -President Roosevelt approved Part II of the

Interstate Commerce Act. That legislation provided the basic

regulatory framework for U.S. motor carrier operation for almost

50 years. That Act provided for certification of operating rights

by the Interstate Commerce Commission upon a showing that

additional service is or will be required by the public con-

venience and necessity. Carriers were obligated to offer non-

preferential and nondiscriminatory service at regulated rates.

These "rules of the game" provided significant protection from

open entry and excessive competition at the cost of regulated

rates. Pursuant to these rules and in reliance thereon, companies

have made substantial capital investments in operating rights

(many by outright purchase from others), which are listed as

intangible assets on the balance sheet. Today, more than 17,000

companies hold these operating rights pursuant to the provisions

of the 1935 Act.

The Motor Carrier Reform Act of 1980, signed by President

Carter on July 1, 1980, in effect, renders these operating rights

virtually worthless compared to their previous value. This severe
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reduction in value dramatically affects the financial health of

the motor carrier industry. Current loans may be jeopardized,

additional borrowing will be made more difficult and access to

equity capital is greatly diminished. Let me give you a brief

example. Among the many complex provisions in a typical revolving

credit agreement are many covenants concerning current equity

requirements, working capital requirements, dividend

restrictions, and debt/equity ratios. As will be explained more

fully later, the accounting profession has indicated a write-off

may be appropriate. In such a write-off, the companies would be in

technical default because covenants would be violated.

Legislative relief would provide needed financial stability to be

considered in the renegotiation of the loan provisions.

The 1980 Act, while not totally "deregulating" motor carrier

operations, makes substantia changes in the way the industry will

operate. These changes are designed to substantially increase

competition within the motor carrier industry. Among the many

changes is easier entry into the industry. Applicants will not

longer need to show that service is required under the public

convenience and necessity standard. Existing operators protesting

a new entrant on a route will bear the considerable burden of

showing the proposed service is inconsistent with the public

convenience ana necessity. In addition, there are limitations on

who can oppose applications. The rules for hauling for a

corporation under exclusive contract (contract carriage) are

vastly liberalized. Further, established truckers may obtain

expanded authority with fewer restrictions under the new
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legislation. Many other areas of truck transportation such as

processed foods, agricultural goods, shipments under 100 pounds,

government traffic, etc. may now be conducted by carriers simply

be demonstrating they are fit, willing and able to provide the

service. Finally, certain areas of transportation, for example,

highway transportation incidental to air transportation, are

totally deregulated.

In short, under the new legislation, the previous significant

regulatory restrictions on ent.7y and expansion are almost removed.

As will be discussed infra, the new legislation renders operating

rights pursuant to the 1935 Act virtually worthless compared to

their previous value.

Mr. Chairman, there is uncertainty concerning the proper tax

treatment of operating rights after the 1980 legislation. This

presents the need for a legislative solution as a matter of

fairness, sound and efficient tax administration, and the national

interest with regard to a sound motor carrier system.

From a Federal income tax standpoint, the cost of operating

rights has historically been capitalized. These operating rights

had an indefinite life. However, the 1980 Act has required a

reexamination of this treatment. Events have demonstrated that

the rights which were considered to be "permanent" now have been

eroded by law and in fact, may have a finite life.

There is an old case, decided in 1938, Consolidated Freight

Lines, Inc. v. Commissioner, 37 B.T.A. 576 (1938), in which the

then Board of Tax Appeals denied the taxpayer a deductible loss

where the State of Washington, which had granted a right to a

65-969 0 - 80 - 38 (pt.3)
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trucking company, repealed the monopolistic characteristics of the

law. The Court of Appeals for the Ninth Circuit, 101 F.2d 813,

affirmed the Board's decision in 1939, on the ground that the

monopoly was not part of the certificate under which it had

previously operated. This case has distinguishable features from

the present situation and moreover the issue has not been tested

in other jurisdictions. Therefore, the case is not persuasive as

to the correct treatment following the 1980 legislation.

In other cases involving the proper treatment of intangibles,

such as the grant of a cable television franchise, the courts have

held a deduction depends on the specific facts and circumstances

with regard to whether the life of the rights involved is

determinable or has an indefinite life. In the case of a

determinable life, a deduction is proper. Chronicle Publishing

Co. 67 T.C. 964 (1977); Toledo T.V. Cable Co., 55 T.C. 1107

(1971).

Further, there is authority for the proposition that the

enactment of the Motor Carrier Reform Act of 1980 creates a basis

for determining the useful life of operating rights.

Consequently, deductions based on the determinable life are

proper. Gerrit Van de Steeg, 60 T.C. 17 (1973).

In short, the cases indicate that specific facts and

circumstances are very important to the determination of a fixed

and determinable life that gives rise to a deduction. The facts

and circumstances of this industry after the 1980 Act suggest a

-teteminable life and deductions are proper.



1653

However, the determination involved with respect to the

deduction of the losses suffered by businesses in the motor

carrier industry is a substantial one which, unless another

solution is forthcoming, will necessitate costly and time

consuming litigation in order to protect vital financial

interests. This will create a period of disruption and

uncertainty in the financial status of this vital industry. For

the interests of all concerned, a legislative solution is

advisable. Let me explain why a legislative solution is necessary

and equitable.

As stated, many companies have expended substantial sums, by

purchase or otherwise, to obtain operating rights under the

previous legislation. That legislation better protected these

rights from additional entry and excessive competition on a route.

In some cases, operating rights represent as much as 50% or more of

the total book value of a company. An issue to be considered in a

legislative proposal would be to determine if the old operating

rights have lost value. It is demonstrable that the value of

previous operating rights has been reduced to almost nothing,

indeed rendered virtually worthless compared to their previous

value.

In October, 1979, the Interstate Commerce Commission's Office

of Policy and Anlysis released a study entitled "The Value of

Motor Carrier Operating Rights." The study clearly indicated an

active marketplace for operating rights, under Commission

supervision and with its consent. Of course, prices varied

according to the specific rights bought and sold. The study shows
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that operating rights were a very real asset to a carrier,

functioning much as tangible assets do in other industries. That

is, operating rights were included in the value of an enterprise

and were a source of collateral for borrowing. These operating

rights are generally similar to franchise or license values in

other, comparable, nontransportation industries.

The vast reduction of this previous value in operating rights

by the new legislation severely impairs capital formation. The

decrease may jeopardize current loans outstanding and makes

additional borrowing very difficult.- Because of the decrease in

value, access to equity capital, v.a the stockmarket or otherwise,

will be limited. Overall, the availability of capital for this

industry is imperiled by the new legislation.

As stated, the previous system provided significant

restrictions on the granting of operating rights. These

restrictions are no longer present. Therefore, few

businesspersons will purchase operating rights after the new

legislation. Under the new legislation, entry on or expansion of

a certain route will be more easily obtained from the Interstate

Commerce Commission by simple application. Therefore, the

industry do.. not expect the marketplace for operating rights to

continue after the 1980 legislation.

This ease of obtaining operating rights under the 1980 Act

could have a severe competitive impact on us if tax relief is not

forthcoming. Let me give you an example. One of the companies in

our industry has total assets of around $46 million, of which $18

million is operating rights, largely debt financed. After the
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1980 Act, this company's assets drop over 33% from $46 million to

$28 million. A future competitor with assets of say, $35 million,

without debt financed operating rights, coula come in under the

new easier entry of the new law and compete more effectively

against the old company and drive it out of business. All because

the previous rules adopted and encouraged by the U.S. government

have now been changed by that same government.

Stock market analysts and economic commentators have recog-

nized the substantial reduction in the value of operating rights.

For example, The Value Line Investment Survey of July 11, 1980,

page 306, states in its analysis of the trucking industry:

"Because of previous I.C.C. regulations, almost all trucking com-

panies have a considerable amount -of operating rights, purchased

from other companies that are carried on their balance sheets as

intangible assets. The current regulatory reform render these

rights virtually worthless compared to their previous value."

The legislative history of the Motor Carrier Reform Act of

1980 recognized the new legislation might result in the severe

reduction in the value of operating rights and tax relief should

be considered. "Should it become apparent that the effect of this

legislation has been to substantially erode the value of operating

rights, then appropriate relief for such result should be

considered as early as possible. Preferably it will be considered

by the Committee on Ways and Means." H.R. Rep. No. 96-1069, 96th

Congress, 2d Sess. 4,11 (1980).

Consequently, it is clear that the Motor Carrier Reform Act

of 1980 has significantly reduced the value of existing operating

rights.
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Having determined a severe reduction in value, is the

appropriate relief via an income tax credit or deduction? The

trucking industry-'s situation after the new legislation is most

similar to a loss situation, via expropriation, casualty, or

otherwise. Based on established precedent under § 165 of the

Internal Revenue Code, an ordinary tax deduction is the

appropriate approach. The general concept of § 165 allows an

ordinary tax deduction for losses sustained. Section 165(i),

prior to its deletion by the "deadwood" provisions of the Tax

Reform Act of 1976, provided a special loss deduction for certain

property confiscated by the Government of Cuba. In addition,

§ 165 authorizes a deduction for general casualty losses and other

expropriation type losses have been allowed by the courts,

U.S. v. White Dental Mfg. Co. of Pennsylvania, 274 U.S. 398

(1927).

There is oth.- ample precedent for a reasonable legislative

solution to this problem. In these situations, Congress has

recognized that severe economic hardships can result when the U.S.

government "changes the rules of the game" that were set up by that

same government and after taxpayers have expended substantial

resources in reliance upon the old rules. In these situations,

Congress has provided appropriate tax relief to remedy the

governmental action. For example, § 1071 provides a special

nonrecognition provision concerning the sale or exchange of

property pursuant to a change of policy or a new policy of the

Federal Communications Commission. Likewise, § 1081 provides for
nonrecognition of gain in an exchange or distribution in obedience
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to orders of the Securities and Exchange Commission. Finally,

§S ll01-1103 provide special relief provisions for persons

impacted by the 1956, 1966, and 1970 bank holding company

legislation.

A tax legislative solution providing an ordinary deduction

permits a proper analysis of the economic impact of the 1980

legislation on the motor carrier industry.

The general rule for the amount of loss under § 165 is the

adjusted basis of the property. I.R.C. of 1954 § 165(b). In the

case of any casualty loss, the amount of the loss is the lesser of

(1) the fair market value of property immediately before the

casualty reduced by the fair market value of property immediately

after the casualty or (2) the adjusted basis under J 1011 for

determining loss from the sale or other disposition of the

property. However, if property used in the trade or business or

held for the production of income is totally destroyed by

casualty, and the fair market value of the property immediately

before the casualty is lower than its adjusted basis, the adjusted

basis is treated as the amount of the loss. Treas. Reg. § 1.165-

7(b)(1). Therefore, in accordance with the established § 165

rules, it would be appropriate to base any deduction, arising from

the effects of the new deregulation legislation, on the adjusted

basis of the operating rights.

However, for equitable reasons and due to the unique nature

and origin of the rights involved, it might also be appropriate to

base the deduction 6n the higher of (1) adjusted basis or (2)

$50,000. This solution recognizes that many small firms,
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particularly those using independent contractors, have had their

most valuable asset, the operating rights, severely impacted by

the new legislation. A deduction for only the adjusted basis of

the operating rights in no way recognizes their economic loss.

These small firms, numbering about 16,000, play a vital role in

the trucking industry. These entrepreneurs and smaller business

people are often the first to feel the strong hand of government

policy and any changes in that policy. The individuals involved

in these smaller firms have planned on the value of existing

operating rights being their financial underpinning. For these

individuals, the effect of the 1980 Act is particu. "i.rly harsh.

It should be noted that there are no artificial allocation

problems in the allocation of price between goodwill and operating

rights. Amounts paid for either did not give rise to any tax

deduction for depreciation or amortization under current law.

There may have been minor "write downs" for book purposes on the

operating rights, but there was no significant reason for

misallocating or characterizing these items. These allocations

have already been made and approved by the Interstate Commerce

Commission and are a matter of public record. The amounts paid or

expended for operating rights reflect economic reality and do not

reflect goodwill. This is particularly true in many purchases of

other companies. Many companies purchased were failing or

bankrupt companies. In most of these cases, "goodwill" was

negative in character and the new companies had to immediately

take affirmative action to correct the deficiencies.
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The last aspect of the deduction to be discussed is timing.

The most desirable, least complex, and most accurate recognition

of the effect of the Motor Carrier Reform Act of 1980 would be to

allow an immediate deduction. When President Carter signed this

legislation on July 1, 1980 the existing operating rights were

essentially rendered virtually worthless compared to their

previous value. However, to ameliorate any revenue loss impact

over a period of time, the Congress may want to spread the

deduction over 3 years. Some aspects of the Motor Carrier Reform

Act of 1980 are "phased in" over 3 years and it may be reasonable

to make the tax provision similar.

Before I conclude, let me briefly discuss the accounting

procedures for operating rights and the revenue loss estimates for

our proposal. Motor carriers have accounted for operating rights

in accordance with the procedures promulgated by the Interstate

Commerce Commission under its uniform system of accounts. In

addition those carriers which are publicly held and those whose

books have been audited by independent public accountants have

accounted for operating rights in accordance with generally

accepted accounting principles.

Operating rights have been classified in the intangible

accounts prescribed by the I.C.C. whether such costs arose from

application to the Commission or whether such costs arose as a

result of outright purchase or by merger -or combination of

corporate entities. In all such cases the procedures followed and

classifications used for operating rights were based upon

pronouncements of the I.C.C. or authorizations granted after

proceedings held before the I.C.C.
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Under generally accepted accounting principles, operating

rights acquired after 1970 have been amortized generally over 40

years. The I.C.C. has not permitted amortization or disposition

of carrying costs of operating rights unless there has been

impairment or diminution of value. However, in view of current

developments contained in the Motor Carrier Act of 1980 and recent

Commission decisions, the I.C.C. Bureau of Accounts has approved

the issuance of Accounting Series Circular No. 182, Accounting for

Intangible Assets. The Director of the Bureau of Accounts

indicates that the I.C.C. is now changing its accounting to

conform its practices with generally accepted accounting

principles because such legislative actions and recent Commission

decisions could have impaired or diminished the market value of

carrier operating rights.

The impact of the new legislation and recent I.C.C. decisions

are currently being evaluated by those concerned with the

accounting treatment of operating rights.

Mr. Chairman, the revenue loss for our proposal, assuming

there is no deduction under current law would be about $352

million, based on the latest available data. Of course, if these

rights are deductible after the 1980 Act under current law, there

is no revenue loss.

Based on the latest (1978) I.C.C. figures, the total

operating rights have a book value of $748 million. However,

about $27 million of that is held by smaller companies with book

operating rights of less than $50,000. The effective tax rate for

the larger companies is 30 percent. Consequently, the revenue
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loss for the book value of operating rights for larger companies

is about $216 million ($721 x 30%). For smaller companies, the

lowest federal income tax rate on corporations is 17 percent.

There are about 16,000 smaller companies. Therefore, based on the

best available data, the revenue loss for the smaller companies

would be about $136 million. ($50,000 x 16,000 x 17%).

In summary, the Motor Carrier Reform Act of 1980 has had a

profound, effect on the motor carrier industry. One unfortunate

effect was to significantly reduce the value of operating rights

held by various companies. Congress anticipated that certain tax

problems would arise and should be addressed by the tax writing

committees. Rather than costly and time consuming litigation with

uncertain results to both the industry and government, the proper

solution is legislative. The legislative process provides the

reasoned approach that accounts for industry, public and fiscal

considerations. In recognition of all this, it is appropriate to

allow an immediate ordinary income tax deduction for these

operating rights. This deduction is crucial to the financial

stability and capital formation needs of the industry.

The enactment of the Motor Carrier Reform Act of 1980

anticipated the problem outlined above and invited a legislative

solution such as we are seeking.

Thank you, Mr. Chairman.
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DONALD V. SEIBERT
CHAIRMAN OF THE BOARD

J. C. PENNEY COMPANY, INC.
BEFORE THE

FINANCE COMMITTEE
U. S. SENATE

July 30, 1980

Summary

1. The function of retailing is distribution, just as the function
of manufacturing is production. Both functions are highly inter-
dependent. Inefficiencies in one will offset efficiencies in
the other.

- Retailing seeks a tax cut designed to increase
efficiency, investment and overall output in both
sectors of the economy.

- We are interested in placing the U. S. economy on
a sound long term financial basis.

-- Tax cuts should emphasize productivity, capital
formation and savings in order to be anti-
inflationary.

-- Fiscal restraint in the governmental sector is
essential.

2. Congress should enact substantial business and individual tax
reductions of about $25 billion effective January 1, 1981.

- Congress should act now because

-- Postponement would lead to continued economic
uncertainty.

-- A new Congress could not be expected to act
early enough in 1981 to remove this uncertainty.

-- Industry requires lead time to make plans for
1981 and future years.

3. Individual tax cuts are needed

To offset the effects of increased social security
taxes and higher income taxes (the latter caused
by inflation placing individuals in higher tax
brackets without corresponding gains in disposable
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income). We recommend an across t'ie board tax rate
reduction for individuals, designed to offset, at
least partially, the higher income and social security
taxes of recent years.

-- This would be a step towards restoring the
individual's ability to save and invest.

This would be the least complicated way of
reducing the individual tax burden, as con-
trasted to providing credits for social
security tax, or indexing of individual income
taxes.

Over the long term, Congress should consider adoption
of tax incentives which would encourage individual
savings, including extension of the TRASOP concept to
labor intensive industries.

4. Business tax cuts are needed

- To increase productivity and promote sound new
investment over the long term.

- To provide cash flow for modernization and
expansion programs.

- Business tax cuts should take the form of depre-
ciation reform; i.e., a major increase in capital
cost recovery allowances.

-- Congress should enact the 10-5-3 Capital Cost
Recovery proposal.

These revised depreciation allowances should
be available to all businesses, large and
small, manufacturing and retailing, on an
equal basis to achieve tax neutrality and
equity.

S. Inclusion of the ten-year depreciation period for buildings
is critical.

- Buildings represent a significant portion of fixed
capital investment for retailers (and many other
industries).

- Businesses, in general, consist of a particular mix
of buildings and equipment designed to achieve maximum
productivity. Businesses cannot simply choose to put
money in buildings instead of equipment or vice versa.
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Both types of capital investments are necessary and
the mix is dictated by the requirements of efficiency
in a particular business.

10-year depreciation is necessary to offset implicit
tax increases resulting from depreciation deductions
being limited to original cost, while replacement costs
are measured in inflated dollars.

-- The 1980 Economic Report of the President recognized
that inflation has a much greater adverse effect on
buildings than on equipment, because of the much
longer depreciation lives for buildings. The pre-
sent lives are too long and unrealistic in view of
inflation and obsolescence.

6. Retailers need this help to remain efficient and productive.

- Efficiency in the retail sector is essential for a
healthy manufacturing sector.

- Large numbers of people depend on retailing for
employment.

- Retailing is also important in downtown areas.

10-5-3 will help make urban redevelopment by
retailers more economically feasible.

J. C. Penney's White Plains Galleria is a typical
urban project; but economic considerations cur-
rently limit this type of project.
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PREPARED WRITTEN STATEMENT
OF

DONALD V. SEIBERT
CHAIRMAN OF THE BOARD

J. C. PENNEY COMPANY, INC.
BEFORE THE

FINANCE COMMITTEE
UNITED STATES SENATE

JULY 30, 1980

On Behalf Of American Retail Federation; National
-Retail Merchants Association and the following
companies: Allied Stores Corporation; Associated
Dry Goods Corporation; Carter Hawley Hale Stores
Inc.; Dayton Hudson Corporation; Federated Department
Stores; K mart Corporation; R. H. Macy and Company,
Inc.; The May Department Stores; Montgomery Ward &
Company; J. C. Penney Company, Inc.: Sears, Roebuck
and Co.; and F. W. Woolworth Co.

My name is Donald V. Seibert, and I am Chairman of the

Board of J. C. Penney Company, Inc. Insofar as concerns the

need for a substantial business tax reduction, basically in the

form of the 10-5-3 capital cost recovery proposal, I am also

expressing the views of the American Retail Federation, the

National Retail Merchants Association and twelve of the largest

retail companies. There are nearly 2 million retail establish-

ments throughout the country. Some are large, but most are

small businesses. In fact, about half of all small businesses

are retailers.
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Congress should enact, this year, a substantial business

And individual tax cut for 1981. No purpose is served by post-

ponement of the inevitable necessity to at least partly offset

the enormous implicit increase in tax burdens as the result of

inflation since 1978. Postponing enactment of a tax cut merely

perpetuates uncertainty and delays the intended economic recovery

which will result from new capital investment and increased

output. Business requires a certain amount of lead time to plan

capital investments. If, for example, business leaders knew

this September that beginning January 1, 1981, substantially

increased capital cost recovery allowances would be available,

the planning process could begin and we would have a head start

of 4 to 6 months or even longer. In effect, the process of

economic recovery could begin in 1980, while the tax revenue

cost could be delayed until 1981.

Past experience indicates that, if postponed until next

year, the tax cut might not be finally enacted, and the veil of

uncertainty lifted, until mid-summer of 1981 or later. For more

than a year now, there has been almost incessant talk, inside

and outside the Congress, about a major increase in capital cost

recovery allowances for business. It is time we brought uncer-

tainty to an end.

Postponing enactment of a tax cut until next year could

be justified only if, first, it were thought that the reasons

fgr a substantial tax cut would go away between now and next

January; or second,.it were thought that a tax cut of the type
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being discussed is inflationary or would be more inflationary if

enacted in 1980 to take effect January 1, 1981, than if enacted

next year.

As to the first point, neither the Commerce Department

data released last week, which show a 9.1 percent annual rate of

decline in real output for the second quarter, nor the President's

mid-session review of the FY 1981 budget, gives any encouragement

that our difficulties will cure themselves. Absent any policy

changes, that forecast predicts 8 1/2 percent unemployment and 10

percent inflation in 1981, plus a $30 billion deficit which

reflects increased outlays for unemployment compensation and other

recession-related costs, as well as less-than-expected receipts as

a result of a lower level of economic activity. The compelling

reasons for a major tax reduction for 1981 are not short-term, nor

do they suggest a counter-cyclical tax reduction to stimulate

demand. Rather, the economic trend-reflected by declining rates

of personal savings, declining capital investment and declining

productivity growth rates, both in terms of our own past history

and relative to the experience of other countries, is strong

evidence of the need to enact tax measures that will have a

long-term anti-inflationary effect. These fundamental reasons for

a major reduction in tax burdens will definitely not go away

between now and next January.

As to the second point, an individual tax reduction to

take effect on January 1, 1981, which would offset, in part, the

implicit individual tax increase since 1978, and which would not

65-969 0 - 80 - 39 (pt.3)
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significantly increase spendable income until well into 1981, is

not inflationary whether enacted now or enacted early next year.

These implicit tax increases have, along with monetary policies,

played a role in slowing tle economy and producing the presently

projected $30 billion deficit for 1981. If a continuation of an

already too heavy tax burden merely served to restrain the upward

spiral in price levels, that would be desirable and a tax cut

might be postponed; but if, instead, these continued heavy tax

burdens serve to restrain economic growth, a tax reduction is in

order and the result of that tax reduction will be to decrease,

not to increase, inflation. Inflation-generated tax increases

have pushed personal taxes as a percent of personal income to

record levels. This in turn has fueled the growth of a Federal

sector whose budget outlays are growing at a faster pace than

economic activity generally.

A business tax reduction which increases investment, which

increases efficiency and which increases output is not inflation-

ary. Just the opposite is true. The answer to inflation is to

enlarge the productive capacity of the economy, thus stimulating

economic growth. In that regard, a reduction in presently

inflated individual tax burdens does not merely restore to indi-

viduals some part of their lost consumption power. Indeed, in

current circumstances, that may not even be its principal effect.

Such a tax cut also restores to individuals the power to save and

invest. In addition, the large number of unincorporated small

businesses pay taxes at individual rates, and therefore benefit
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directly from an individual tax reduction. Thus, within reason-

able restraint, an individual income tax cut is very definitely a

part of the "supply side" equation and very much a part of the

effort to enlarge the economy.

We already have a projected deficit for 1981 of $30 bil-

lion due almost entirely to the marked decline in output combined

with increased expenditures. A deficit of that variety, which

represents government spending out of proportion to the size of

the economy, promises only more of our recent experience -- debt

financed demand bidding for a constant or declining amount of

output. A tax cut would temporarily increase the tctal accumu-

lated deficit, but at least a deficit of the tax cut variety can

he expected to increase productivity and to enhance economic

growth over the long term.

In order to enlarge the economy -- more goods and services

with any given amount of capital and labor -- we must both pro-

duce and distribute more efficiently. Distribution is the func-

tion of the retail industry. In effect, production and distri-

bution are the two engines of the economy, at opposite ends of

the stream of commerce, which are highly interdependent. Any

inefficiencies in the distribution function performed by retailing

will impede flows and may offset any efficiencies in the manufac-

turing; and, vice versa, inefficiency in manufacturing puts great

pressure on the retail sector. Therefore, the retail industry is

very interested in, and is very much a part of, any tax cut

designed to increase investment, efficiency and overall output,
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having in mind that the distribution function performed by

retailing accounts for about 10 percent of GNP.

I have no magic number as to the size of the tax cut, but

a total business and individual tax cut for 1981 of about $25

billion as suggested by the recent report of the Joint Economic

Committee would seem appropriate for current circumstances. One

obvious item to consider is the social security tax. The already

heavy burden of payroll taxes on both individuals and businesses

will increase in 1981, but a meaningful reduction in social

security taxes can only be accomplished in connection with basic

structural modifications of the social security system, related

to universal coverage, automatic inflation adjustments, and the

like. Therefore, without regard to what may ultimately be done

to reform the social security system, significant reductions in

individual income taxes would appear to be a necessity. Over the

long term, Congress should consider adoption of tax incentives

which would encourage individual savings, including extension of

the TRASOP concept to labor intensive industries.

The business tax cut should include a major increase in

capital cost recovery allowances and should be extended to all

businesses, large and small, in all sectors of the economy in

order to gain the most immediate and greatest response in terms

of new capital investment and increased economic output. It

would be a mistake to divide the business community into seg-

meyits, and to provide increased cost recovery allowances for
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some businesses and not for others. All businesses are inter-

dependent and all businesses must operate in the most productive

manner in order that gains in one area not be offset by ineffi-

ciencies in another. Also, substantially increased capital cost -

recovery allowances are necessary for all, not just some part,

of every business' fixed capital investments which are required

to produce and distribute the greatest amount of goods and ser-

vices at the lowest cost. From the standpoint of financial

reality, I can assure you that the only significant item to a

business executive is the total increase or decrease in the

after-tax cost of a business' total fixed capital investment; it

is not finely-drawn, meaningless distinctions between the differ-

ent types of capital assets a business may use, and it is not an

adequate cost recovery allowance for one asset that would be

offset by an inadequate cost recovery allowance for another.

Therefore, the retail industry strongly supports S. 1435,

the 10-5-3 capital cost recovery proposal which applies substan-

tially uniform, proportional, cost recovery rates to all types

of business fixed capital in depreciable property and which

applies in a substantially neutral manner to all types of busi-

nesses. Fundamentally, the 10-5-3 proposal will reduce the

overall heavy burden of tax on businesses which is an impediment

to long-term economic growth. In the near term, a substantial

business tax cut will help provide business with the additional

after-tax cash flow to maintain critical investment programs for

modernization and expansion despite the current pressure on earn-

ings. An update of currently outmoded cost recovery allowances
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is also justified by the need to offset the enormous implicit

increase in business taxes which occurs, as the result of infla-

tion, when depreciation deductions are limited to original cost

but income and replacement cost are measured in inflated dollars.

From the standpoint of the retail industry, the 10-year

cost recovery period for buildings is critical. About 46 percent

of the J. C. Penney Company's annual fixed capital investment is

in buildings. Elimination of the 10-year category would reduce

by 59 percent the additional capital cost recovery deductions to

the J. C. Penney Company. While the retail industry's invest-

ments in buildings are unusually large, we are not alone.

Buildings are a significant part of fixed capital investment in

other industries also. In fact, almost every business consists

of a particular mix of buildings and equipment which is designed

to achieve maximum productivity. An operating business cannot

simply choose to put its money in buildings instead of equipment

or vice versa. Both types of capital investments are necessary

and the mix is dictated by the requirements of efficiency in

that particular business. As Chairman of J. C. Penney Company,

I do not tnink in terms of buildings versus equipment; instead,

I think in terms of the total dollar amount of fixed capital

investment which is required. I am sure that my colleagues in

other industries would agree. The only distinction I or any

other business execit'2 c makes is the one the present inadequate

cost recovery rates for buildings force us to make. We must

recognize that inadequate cost recovery allowances for buildings

increase our capital costs, which means that at any given level of
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operation, our companies will have less after-tax cash flow for

investment in modern equipment or for investment in the partic-

ular mix of modern equipment and modern buildings which is most

efficient. This reduced financial capability will, at the mar-

gin, translate directly into reduced capital investment at any

point in time. Some projects, such as a major modernization

of a plant, or the opening of a major new more efficient retail

distribution facility, will still be undertaken, but others,

where gains in efficiency and output could also be achieved,

will be deferred or cancelled.

There is no rational basis for the vast distinction which

present depreciation rules make between buildings and equipment.

Keep in mind that I am talking primarily about buildings that

are used in the active business of producing or distributing

goods, and which are integrally related to the equipment and

labor components of that business. The 10-5-3 proposal also

contains full recapture rules for both buildings and equipment.

There is a definite rationale for the 10-year capital

cost recovery period for business buildings and for the relation-

ship of that period to the proposed 5-year cost recovery period

for business equipment. A bit of history will assist in under-

standing that relationship. Back in 1931, buildings and equip-

ment started out with so-called "facts and circumstance" useful

lives for tax depreciation which were set forth in an IRS publi-

cation called Bulletin F. In Bulletin F, the average deprecia-

tion lives for equipment and buildings were, respectively, about
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25 years and 50 years. Obviously, there have been enormous

structural changes in the economy and in society since that time.

In the post-World War II era, those changes occurred rapidly.

In 1962, by direct intervention of the Treasury, depreciation

lives for equipment were shortened by 40 percent. In 1971, when

ADR depreciation was enacted by Congress, the 1962 guideline lives

for equipment were shortened by 20 percent. But on each occasion,

business buildings were left out of these depreciation reforms.

Today, the 1971 ADR equipment depreciation lives should be

shortened to 5 years as provided under the 10-5-3 proposal, which

means that equipment depreciation lives would now be 80 percent

shorter than the old Bulletin F lives which date back to 1931.

The 10-year capital cost recovery period for buildings

reflects this same 80 percent reduction in the old Bulletin F

lives for buildings. In other words, 10-5-3 would make up the

deficit situation in building depreciation lives as a result of

buildings having been left out of the depreciation reforms in

1962 and 1971. Also, based on TLeasury data, the 10-year period

for buildings and the 5-year period for equipment, respectivly,

bear the same relationship to the so-called "facts and circum-

stance" useful lives of buildings and equipment.

There is no reason to believe that all the economic and

social changes in the post-World War II era that justified

shortening equipment depreciation lives in 1962 and 1971 did not

also affect buildings. Obviously, they did. One need only

compare older factory buildings with newer ones, or consider the
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design, size and construction of more modern retail and wholesale

distribution facilities, to realize that there is just as much

"in place" economic obsolescence with buildings as with equipment.

The fact that a building may still exist many years after being

built is not the significant point. The question is whether it

is wholly or partially obsolete, in the sense that it is a less

efficient tool in the production or distribution of goods, and

ought to be replaced. Depreciation lives for equipment were

shortened in 1962 and 1971 not because the physical lives of that

equipment had somehow become shooter, but -because the equipment

was less efficient and, therefore, obsolete. Some of the less

efficient equipment which was replaced as a result of the depreci-

ation changes in 1962 and 1971 is still in use, in some marginally

economic way by some other business which acquired the ,quipment

in used condition. Other obsolete equipment is sold for scrap.

Buildings, however, cannot readily be converted to scrar. It is

a costly process to demolish a building. Therefore, many older

buildings still exist and are used in some way although they are

in fact obsolete.

There is also no reason to think that buildings Are any

less affected by the rapid changes of the late 1970's, and what

we expect for the 1980's as we continue to adjust to higher

energy costs and the accumulated effects of inflation. In the

retail area, for example, more and more buildings are becoming

obsolete for retail use as the result of new techniques of goods

handling, inventory, storage and display, =s the result of the
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need to conserve energy, and as the result of fundamental changes

in consumer demands and locations.

As recognized in the 1980 Economic Report Of The President,

inflation has a much greater adverse effect on buildings than on

equipment, because of the presently much longer depreciation

lives for buildings. The President's report also notes with

concern that business investment in buildings has continued to

account for a smaller portion of real GNP than it did in every

year between 1947 and 1974. The President's report correctly

attributes this substantial investment distortion to the fact

that buildings have been excluded from the investment tax credit

and have been denied the depreciation benefits extended to

equipment.

As already noted, in order to enlarge the economy we must

both produce and distribute more efficiently. The retail indus-

try has a record of efficiency. Over the past 25 years, the

Consumer Price Index has risen about 170 percent, but the Depart-

ment Stores Inventory Price Index has risen only about 100

percent. While the U. S. retail industry is today thc world's

most efficient distribution system, large and continuing capital

investments are necessary to maintain this efficient distribution

system. However, the retail industry is taxed at one of the

highest effective rates of tax of any sector of the economy.

Moreover, the cost of buildings, one of the * ndustr?'s principal

productive tools, has increased-much more than the GaP deflator.
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Measured in constant 1972 dollars, fixed capital investment in

commercia. buildings (other than office) actually declined 1973-

1979, compared to increases in expenditures for both producers

durable goods and industrial construction. The return on invested

capital in the retail industry has been lower than in the case of

the Fortune 100 companies as a group.

A healthy retail industry is vital to the economy. Instead

of being concentrated in a few regional locations, retailing is

nationwide, located in every village, town and ci-ty. Retailing

has a payroll of about $80 billion and currently employs more

.han 14 million people. One out of every six jobs is in retail-

ing. One out of every fiv new jobs created in the 1970's was

in retailing. A large number of retailing jobs are filled by

less skilled, less experienced workers, as well as by mothers

with young children, by students and by older persons who seek

work but cannot work full-time. In any economic downturn, these

types of workers are, as a group, generally the first to become

unemployed. Even in a period of stong economic activity, they

are a growing portion of the "structurally" unemployed.

The Letail industry also plays an important role in allev-

iating another structural problem; the plight of many down-

town areas and older central cities. Sy definition, retail and

other commercial buildings form the economic framework of a town

or city. As industrial plants tend less and less to be located

in cities because of environmental concerns and other factors,
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the particular suitability of retail businesses becomes increas-

ingly important. This was recognized in a 1978 study by the Con-

gressional Budget Office. Urban redevelopment often starts with

a new, large and modern retail store which serves as the catalyst

and anchor for revitalizing the whole area. The additional

employment and consumer traffic generated by such a new retail

establishment quickly attracts other businesses to the area, and

the process of redevelopment goes on.

In Philadelpnia, Boston, White Plains, Stamford, and else-

where around the country, major retail developments are augmenting

and refurbishing the older business areas as places to shop and

work.

For example, the Galleria of White Plains in White Plains,

New York, is opening this year and will include a large J. C.

Penney Company, Inc. store and a large Abraham & Straus store,

plus 160 other stores, 22 restaurants and a major theatre complex.

This redevelopment, like others, has occurred in an important,

previously blighted, urban area which will now be revitalized.

About 40,000 people will pass through the Galleria daily. It

will employ approximately 2,500 full-time and 1,500 part-time

employees. City planners expect that the Galleria will markedly

increase both sales tax and property tax revenues. In addition,

the catalyst provided by the Galleria has led to additional

proposals for construction of office buildings, a civic center,

and apartments which will further enlarge the economic base of
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the city and increase local tax revenues. City planners are pro-

jecting new parks and a regeneration of surrounding residential

neighborhoods.

Conclusion

In conclusion, from an overall standpoint I believe that

there are compelling reasons for a substantial tax reduction to

take effect January 1, 1981. We in the retail industry believe

that all these sames reasons -- plus the important societal

roles played by retailing, as well as plain equity of treatment

-- more than justify providing tax relief to the retail industry

in the same way provided to oeher businesses. We reiterate our

strong support of the 10-5-3 cost recovery proposal. But we

reemphasize the critical importance of the cost recovery period

for retail buildings.

I thank the Committee for its attention and will be

pleased to answer any questions.
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STATEMENT OF DAVID W. GODFREY

NATIONAL MASS RETAILING INSTITUTE

Summary of Prircipal Points

1. NMRI believes that it i. essential that tax cut
legislation be enacted this year, effective not later than
January 1, 1981, in order to stimulate capital formulation
and increase productivity.

2. NMRI strongly supports S. 1435 , known as the
Jones-Conable bill, because this bill is carefully thought
out comprehensive legislation which should stimulate-major
segments of the American economy.

3. NMRI is particularly concerned that the 10-year
write off for commercial real estate be enacted. This
portion of the Jones-Conable legislation will be of the
greatest benefit to our industry because so much of our
capital must be invested in retail outlets and storage
facilities.

4. NMRI believes that the tax legislation enacted
this year should be part of an overall restructuring of our
tax system. Basically, the tax burden on the supply side
of the economy must be reduced if United States business is
to-be able to meet foreign competition and if the current
high unemployment rate is to be reduced.
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STATEMENT OF DAVID W. GODFREY

My name is David W. Godfrey. I am the Chief Executive
Officer of Hart Stores, Inc. of Columbus, Ohio. I am also
Chairman of the National Mass Retailing Institute, on whose
behalf I am testifying today.

NMRI is a trade association consisting of over 110 major
retail stores operating in 48 of the 50 states. Annual sales
of the member-companies are in excess of $50 billion per
year.

I am here to strongly urge the enactment of tax-cut
legislation which is designed to meet the most critical
problems now facing the American economy. Specifically, I
urge that the Congress enact S. 1435, the Senate version of
the Jones-Conable bill, adopting all features of that
legislation as introduced.

The provision of that bill of greatest importance to

the retail trades is the amendment which would provide a more
realistic 10-year write off for commercial real estate.

As you must know, the American economy is doing badly.
In recent years the United States increase in productivity
has been lower than that of every other major Western economy.
Even Great Britian has averaged an annual productivity growth
rate which is double that of the United States. Investment
rates in the United States are also far lower than those in
almost any other Western democracy. During 1979, personal
savings rates in the United States were so low as to be almost
unprecedented.
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American businessmen fare double-digit inflation and
the capital markets for corporations, particularly the bond
market, are in total chaos. In the second quarter of this
year the nation's economic output plunged 9.1 percent, a
rate of decline as bad as any since World War I.

In a statement made on July 18, 1980, Courtenay Slater,
Chief Economist for the U.S. Department of Commerce, predicted
that unemployment will reach 8.5 or 9 percent. This prediction
is consistent with a recent statement by Charles Schultze,
Chairman of the Council of Economic Advisers;

This high unemployment is occurring at a time when
inflation is still hovering slightly above 10 percent and
prime interest rates are ranging between 11 and 12 percent.

It is obvious that strong measures must be taken to
stimulate.the economy.

It is equally obvious, I hope, that a tax cut must be
structured in such a way as to stimulate the supply side of
the economy and must be accompanied by other measures, most
importantly a reduction in government spending, to prevent
the start of yet another inflationary spiral.

The Jones-Conable bill is certainly a critical step in
helping to turn our economy around. The legislation will
make it possible for many businesses to make investment
which will probably not be possible without this legislation.
I also feel that enactment of the legislation will send a
strong signal to the business community that government is
concerned about the problems of business and is ready to
provide the stimulus that is necessary to place the American
economy on a sound footing once again.

This legislation would greatly simplify the complicated
depreciation rules which all businesses must live with under
present law. The bill will also help businesses to find the
capital necessary to improve and expand their existing
facilities by allowing ccmvani s to write off the cost of
those improvements over a realistic period. One of the
problems which all of us face is that the current allowance
for depreciation is simply inadequate in light of the fact
that the replacement cost of our fixed assets are rising so
rapidly because of inflation. The Jones-Conable bill will
help to correct this situation.

65-969 0 - 80 - 40 (pt.3)
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The Jones-Conable bill will also rectify a situation
which places the United States at a serious competitive
disadvantage as compared to businessmen operating abroad.
The United States has an average business cost recovery
period of about 15 years. Most foreign governments allow
cost recovery of capital assets within a time period of no
more than 10 years.

The part of the legislation which is of the mcst
importance to the retail trades is the provision which will
permit a 10-year write off for commercial real estate. Much
of our investment is in retail outlets, warehouses and
similar facilities. Enactment of the Jones-Conable bill,
including the 10-year write off for commercial real estate,
should make it easier for companies in the retai:. industry
to expand and improve their facilities. without this
provision, retailers would receive significantly less
benefit from the legislation.

The retail industry is a major employer with 14 million
persons on its payroll. It accounts for more than $800
billion in annual sales. Retailers today employ one out of
six American workers. Between 1948 and 1977, employment in
retail and wholesale trade increased 105 percent compared
with 25.8 percent in manufacturing. And between 1965 and
1976, employment in general merchandise retailing increased
by 31.6 percent compared with 23.2 in total U.S. employment.
Retail investment often stimulates employment in the inner
city and elsewhere of many part-time and semi-skilled workers,
including married women returning to the work force, students
and older persons.

Yet according to Treasury Department studies, retailing
pays among the highest effective federal income tax rates of any
major business group, and has done so consistently over a
period of years. This is caused, in large measure, by the
fact that retailing obtains proportionately less benefit than
other industries from such tax incentives as the investment
tax credit and depreciation deductions.

The real estate portion of the Jones-Conable bill would
go far to correct this situation. Because of the highly
competitive nature of retailing, the savings it would enjoy
from these tax reforms would be quickly passed on to the
consumer. Moreover, there might also be benefits in terms
of energy policy. The Jones-Conable bill would encourage
investment in new buildings and experience-has demonstrated

-that new buildings.are more economical to operate than older
-structures and particularly are more energy efficient at a
time when great stress is properly placed on the need to
conserve energy.
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The Treasury Department is opposed to the real extate
provision because of the potential revenue costs which may -
be involved. However, Treasury's own figures indicated that
the revenue cost should not be an issue. In 1979, corporate
income taxes were approximately $70 billion. If no changes
are made in present law, Treasury predicts that corporate
taxes will rise to a staggering $118 billion by 1984. Even
if the JonesTConable bill were to cut corporate taxes by the
approximately $50 billion which Treasury predicts, corporations
would still pay the same amount in taxes in 1984 as they
paid last year. These computations do not even take account
of "feed back" revenues which would be received by Treasury
as a result of the stimulative effect which the Jones-
Conable bill would have on the economy. Even Treasury
concedes that this feed back would wipe out about 30 percent
of the revenue losses.

The real extate provision has also been criticized on
the ground that it might serve as a vehicle for a tax shelter
conferring unintended benefits on persons not using commercial
property for legitimate business purposes. However, there
are ways to prevent this. One device which might be considered
would be to provide in the legislation that the 10-year
write off for real estate would not be available to the
"ron-corporate lessor", thereby making it difficult or
impossible for individuals not engaged in a legitimate trade
or business to use the 10-year write off to shelter non-
business income by leasing their real property to others.

I would like to comment briefly on one issue pending
before the Congress; that of a restructuring of the U.S.
tax system. Specifically, I would like to comment on VAT.

NMRI has not taken a formal position on VAT. We
believe it could be inflationary and possibly inequitable as
well Some of the inequities might be reduced by exempting
critical items such as food, medical supplies and shelter,
but as the tax is made more equitable, it will invariably
become more complex as well.

The VAT cold have m serious adverse impact on the
retail trades. In fact, one stated purpose of the tax is to
discourage cons~miption. This potentially means reduced
sales and fewer Dcbsi'n our industry.

The retail trades are already in trouble. According to
Department of Co-n.merce fiures, the recent combination of
declining real incc-es and a slight rise in personal savings
have led to a big droz in consumer spending. With this in
mind, the Congress shouJ7 look long and hard into any tax
which could exacerbate the problems of an already declining
industry.
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Of course it is to be hoped that American exports will
increase, but in today's highly competitive world economy,
it is unrealistic to expect that an increase in America's
share of world exports will offset any serious decline in
U.S. consumer spending. As Chief Economist Slater pointed
out in her recent remarks, the consumer sector accounts for
two-thirds of the gross national product and that sector
must inevitably "lead everything". A tax, such as VAT,
which causes a decline in the retail sector, will inevitably
"lead" every other sector of the American economy into
decline.

There is a need for a restructuring of the American tax
system and the American economy. But constructive results
will not flow by encouraging a change from consumption to
production. Rather, the need is for a change from "government"
to production. The basic restructuring which should occur
is the reduction of the ratio of taxes to the total gross
national product with a corresponding reduction in government
spending. By this means, and only by this means, can we
have a tax cut which will stimulate the economy and reduce
unemployment, without triggering a potentially ruinous new
round of inflation.
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S AMERICAN PETROLEUM REFINERS ASSOCIATION
607 RING BUILONG 0 WASHINGTON. D C. 20036 e 12021 331-7081

July 15, 1980

APRA TAX PROPOSALS

The American Petroleum Refiners Association represents
64 small and independent refiners. In addition, it has 21
associate members. Also, APRA is the largest trade association
representing small, independent domestic refiners.

APRA ::ecently caused a study to be made of the existing
tax provisions applicable to small refiners and possible
changes in those provisions that might help the small re-
fining industry survive the current turmoil caused by abrupt
decontrol of domestic oil prices, the phase out of entitle-
ments, increasing crude oil costs, changes in the existing
mix of available crude _(from sweet, light crude to more and
more sour crude), and the lack of access by small refiners
to remaining sweet crude supplies.

As a result of that study and preliminary discussions
with others in the industry and persons in Government--both
on and off Capitol Hill, AF.A has developed a number of tax
proposals to provide, during a transition period, a measure
of relief to this industry. This work was done with the
help of APRA's special tax coiinael, Charles M. Bruce of Cole
Corette & Bradfield. We have also developed the necessary
background information and revenue estimates (with the help
of an independent consultant, William K. Hunter, and the
accounting firm of Ernst & Whinney) that will be necessary
for these proposals to be fairly assessed.

These proposals can be viewed as a package or separately.

Underlying these proposals is the recognition that the
small refining industry cannot in the future rely upon
government assistance, but must stand on its own. At the
same time, the industry is faced with the necessity of
financing the conversion of its facilities from refineries
processing principally sweet crude oil to more economical,
more energy efficient refineries capable of running more
readily available crude types.
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APRA's tax proposals are intended to help this industry
through this transition period and to enable it to stand "on
its own two feet."

There are going to be business failures in the small
refining industry as a result of the severe changes and new
conditions. Without some Government recognition of the need
to carefully traverse this transition period, this vital
segment of the refining Lndustry may simply disappear--
leaving only the major oil companies to meet the nation's
needs as they wish. Furthermore, the independent segment
throughout the U.S. energy distribution chain (including
jobbers, marketers, and service station owners) will be in
grave peril as well.

Most objective observers feel that the small refining
industry plays a unique and necessary role, for instance, in
its production of special products, its servicing of re-
latively isolated markets, and its development of new,
innovative processes, products, and marketing techniques.

These proposals, it is hoped, will enable the industry
to continue to help fulfill this country's energy needs.

Laurence R. Steenbeig
Chairman, American Petroleum
Refiners Association
President, Laketon Asphalt
Refining, Inc.
Evansville, Indiana

ery. Gaagher
President, American Petroleum
Refiners Association
President, Asamera Oil (U.S.) Inc.
Denver, Colorado
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IAchand -A. Deal
Executive Vice President,
American Petroleum Refiners
Association
President, Independent
Refining, Inc.
Houston, Texas

John P. Holland
Executive Committee
American Petroleum Refiners
Association
Chairman, Bruin Corp.
Houston, Texas

/ j

mes H. Pitting'er
Executive Committee
American Petroleum Refiners
Association
President, Oklahoma Refining Co.
Oklahoma City, Oklahoma

oh i D. Hemphill
American Petroleum Afiners
Association
Executive Committee
Vice President, E-Z Serve, Inc.
Abilene, Texas

K
( .J</

Ray F. Xragg, Jr.-'(
Executive Director
American Petroleum Refiners
Association
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S - U - M - M - A - R - Y

PROPOSALS FOR SF'\LL AND INDEPENDENT REFINERS

Small and independent refiners in this country face
fierce competitive pressures from the major, integrated oil
companies, on the one side, and erratic marketplace and
regulatory forces on the other.

They and the country together face the need to produce
a wider range of more sophisticated petroleum products at a
lower cost to the consumer, to adjust to a more sour crude
oil supply, and to continue to serve the many diverse--some-
times isolated--domestic markets.

In order to create a stable economic climate, in which
refiners that are willing to adapt to the needs of the
country can survive, the American Petroleum Refiners Asso-
ciation ("APRA") and its member companies are proposing that
new tax and other legislative and-administrative measures be
adopted.

The proposals can be viewed as a package or separately.

A number of the proposed provisions would be temporary.
They would apply only during a transition period lasting a
few years (remembering, however, that delays in obtaining
permits can postpone refinery construction for 5 years or
more).

Given these measures, the small and independent re-
finers will be able to produce the petroleum products that
this society needs and do so in competition with some of the
world's largest corporations.

APRA and its members propose, for small cnd independent
refiners:

-- INCENTIVES TO "FREE-UP" CRUDE OIL SUPPLIES for
small and independent refiners;

-- AN ADDITIONAL 10 PERCENT INVESTMENT TAX CREDIT for
certain investments in new refining equipment that
expands and modernizes existing refinery facili-
ties so -as, for example, to permit the processing
of more sour crude and to conserve energy;

-- BROADENED ASSET DEPRECIATION RANGE (ADR) for this
same type of investment to permit a lower range
life of 7 years;
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-- allowance of an IMMEDIATE WRITE-OFF, OR EXPENSING,
OF POLLUTION CONTROL EQUIPMENT;

-- RAPID WRITE-OFF OF CERTAIN OBSOLETE EQUIPMENT;

-- NONRECOGNITION TREATMENT (tax to be deferred rather
than paid currently) on sale of assets and rein-
vestment, plus RELAXATION OF EXISTING RESTRICTIONS
ON CARRYOVERS OF NET OPERATING LOSSES; and

-- CREATION OF SPECIAL FOREIGN TRADE ZONES for certain
refineries, where their operations would be wholly
or partially exempt from certain Federal, State and
local taxes, duties and fees and from which the
reexport of refined foreign crude oil would be
simplified.

APRA and its members, together with other organizations
and groups, will work with the Legislative and Executive
Branches towards enactment of these proposals.

Also, the Administration is presently formulating its
capital formation proposals. These proposals should take
into account the situation facing domestic small and inde-
pendent refiners.

REVENUE EFFECTS

The revenue effects of the APRA proposals have been
estimated to the extent possible at this time. This work
was performed by the accounting firm of Ernst & Whinney,
based upon information provided by APRA, its independent
consultant, William K. Hunter and its tax counsel, Charles
M. Bruce of Cole Corette & Bradfield.

Revenue estimates for three of the proposals (addi-
tional 10% investment tax credit, broadened asset depre-
ciation range, and immediate write-offs for pollution
control equipment) have been made. One of the proposals
(incentives to "free-up" crude oil supplies) is not suscept-
ible of accurate revenue estimates at this time, due to the
difficulty of estimating the response to such a proposal and
the size of the deduction that would be necessary to create
an effective incentive. The revenue effect of another
proposal (relaxation of existing restrictions on carryovers
of net operating losses) could not be accurately determined
because the NOLs of small refiners cannot be accurately
estimated and, furthermore, no reasonable estimate can be
made of the extent to which such NOLs ultimately would be
utilized. In any event, it is likely that this proposal
would have a negligible revenue effect. One proposal (rapid
write-off of certain obsolete equipment) is thought to be
largely a clarification of existing practice.
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Two remaining proposals (changes in the non-recognition
rules and creation of special foreign trade zones) are
estimated to have only slight revenue effects. For the
three proposals for which revenue effects are available, the
maximum aggregate revenue loss for fiscal year 1980, assum-
ing an effective date for these proposals of January 1,
1980, would be $42.4 million; for fiscal year 1981, $164.5
million; and for fiscal year 1982, $236.9 million.

The revenue effects of the proposals can be sum-
marized as follows:

-- Aggregate Retenue Effects. Taking into considera-
tion the three proposals for which revenue estimates are
available, the maximum aggregate revenue effects for each
year in a 10-year period beginning with 1980 are as follows:

Calendar Year Fiscal Year
M-n millions) (in millions)

1980 ($ 56.6) (S 42.4)
1981 ($ 195.7) ($ 164.5)
1982 ($ 240.2) (S 236.9)
1983 (5 226.9) ($ 231.1)
1984 (S 230.8) (S 228.7)
1985 ($ 204.3) (S 211.5)
1986 ($ 122.9) ($ 141.5)
1987 ($ 46.5) ($ 61.0)
1988 $ 19.0 $ 6.3
1989 $ 68.1 $ 59.1

-- Revenue Effects for Four Hypothetical Refiners.
Revenue estimates were made for four hypothetical refiners.
These estimates show the magnitude of the tax benefits being
proposed in comparison with the expenditures that will
have to be made by small refiners.

A small, sweet crude refiner that finds itself faced
with the necessity of processing sour crude--or going out of
business, will need to spend as much as $140,000,000 in
order to upgrade its facilities. This expenditure will
allow it to operate at a capacity of 30,000 bpd. In the
likely event that it decides at the same time to expand its
capacity, the required expenditure may be twice that amount.
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Fqr purposes of illustration, four hypotheticals were
developed: Refiner A has a Category I refinery and expends
$28,100,000 to expand its facility and move into Category
I. (This development is unlikely to occur since Refiner A
would simply be increasing its capacity and therefore
compounding its marketing problems; it would not be growing
in sophistication of processing or improving the marketabil-
ity of its product slate.) Refiner B has a Category I
refinery and expends $77,500,000 to move into Category III.
Refiner C has a Category I refinery and expends $127,900,000
to move into Category IV. Refiner D has a Category I
refinery and expends $139,100,000 to move into Category
V.

For purposes of these estimates, the small refining
industry is divided into the following five categories:

Category Operation Type Crude Oil Capacity Crude Oil Type

I Topping 8,500 BPD Lt. Crude with 0.5% S
II Topping 30,000 BPD Lt. Crude with 0.5% S

III Hydroskimming 30,000 BPD Lt. Crude with 0.7% S
IV Catalytic Cracking 30,000 BPD Lt.-Crude with 2.0% S
V Hydrocracking 30,000 BPD Lt. Crude with 2.0% S

The total and individual year revenue effects for each
hypothetical refiner are as follows (in thousnds of dollars):

Refiner A 1980 1981 1982 1983 1984

(23.5) (237.2) (517.6) (1,194.0) (1,891.2)

1985 1986 1987 1988 1989

(1,645.6) (1,061.3) (659.8) (310.7) 38.4

Refiner B 1980 1981 1982 1983 1984

(65.0) (654.3) (1,448.5) (3,409.1) (5,398.0)

1985 1986 1987 1988 1989

(4,675.4) (3,009.4) (1,869.7) (879.2) 113.9
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Refiner C 1980 1981 1982 1983 1984

(107.4) (1,079.8) (2,428.7) (5,842.2) (8,607.5)

1985 1986 1987 1988 1989

(6,811.4) (4,269.7) (2,655.3) (1,249.6) 168.7

REFINER D 1980 1981 1982 1983 1984

(116.8) (1,174.3) (2,639.8) (6,345.3) (10,057.5)

1985 1986 1987 1988 1989

(8,687.8) (5,591.5) (3,477.4) (1,639.4) 203.5
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July 15, 1980

BACKGROUND MEMORANDUM
PROPOSALS FOR SMALL AND INDEPENDENT REFINERS

AMERICAN PETROLEUM REFINERS ASSOCIATION

This memorandum discusses tax and other measures
proposed by the American Petroleum Refiners Association and
its members on behalf of domestic small and independent
refiners.

Small refiners range up to 50,000 bpd in capacity.
Independent refiners are generally those refiners that have
less than 30% of their own crude oil supplies and must rely
on others for the remainder. As a group, these refiners are
generally referred to as "small refiners".

The proposals can be viewed as a package or separately.
A number of the proposals might be applied only during
a transition period lasting a few years. It should be
pointed out, however, that due to delays in obtaining
permits, construction and expansion of refining facilities
can be delayed for 5 years or more.

These proposals are intended to allow small and inde-
pendent refiners to effectively compete with the major oil
companies in meeting the needs of consumers for a growing
list of sophisticated petroleum products. At the same time,
they encourage

-- getting the most out of each barrel of crude oli;

-- utilizing the refining capacity and talents of this
country in the most economical fashion;

-- the establishment of a logical and workable national
refining policy.

INCENTIVES TO "FREE-UP" CRUDE OIL SUPPLIES

There are precedents for using tax incentives to
promote certain types of behavior. For example, included in
the Energy Tax Act of 1978 were incentives for conversion to
coal-fired boilers. Also, there is precedent for applying
incentives in order to compel or coax one taxpayer to make
something available to another taxpayer. For example,
Section 1071 of the Code ("Gain From Sale or Exchange to
Effectuate Policies of F.C.C.") provides for'the nonrecogni-
tion of gain or loss when a station owner is forced to sell
his property pursuant to an F.C.C. policy.
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Major, integrated oil companies should be encouraged to
make appropriate quality crude oil supplies available to
small and independent refiners by the application of tax
provisions. This goal can be achieved, for example, by
allowing tax deductions for companies that have these
supplies but that opt to process sour, heavier crudes
instead. The amount of the deduction might be set at a
level sufficient to offset approximately the cost dif-
ferential between sweet and sour crudes, the operating cost
differential between processing sweet and sour crudes (such
as additional costs for hydrogen, chemicals, fuel, etc; but
not capital costs for equipment), and the estimated "market
penalty" for producing a product slate from sour crude
supplies.

Adequate domestic supplies of crude appropriate for
processing by small refiners presently exist. These
supplies should be made available to small refiners during a
transition period (during which these refiners will convert
and retrofit). Certainly, small refiners should not be
subjected to the deliberate withdrawal of these supplies
from the marketplace by the majors.

- INCENTIVES FOR CONVERSION
AND RECONFIGURATION

Tax incentives should be provided for certain types of
qualified expenditures. Qualified expenditures should
include:

-- Expenditures for equipment added to or replacing an
existing petroleum refining facility. The purpose
of this provision is to encourage increased effi-
ciency, reduce operating costs, and improve safety
of operations. The provision is also intended to
encourage small refiners to attain economies of
scale.

--Expenditures for equipment for converting or
modifying existing petroleum refining facilities
from sweet, light crude processing to sour, heavy
crude processing. Specific items of equipment
(such as, equipment specially designed to permit
tha processing of highly-corrosive high sulfur
crude oil, residual oil desulfurization units, and
coking and visbreaking units) should be listed in
the statute. The purpose of this provision is to
facilitate the adaptation of this segment of the
refining industry to changes in the mix of available
crude oil supplies.
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--Expenditures for certain specified equipment that is
added to an existing petroleum refining facility.
This equipment should be listed in the statute.
Examples might include a catalytic cracking unit, a
reformer, and a hydrocracking unit. The purpose of
this provision is to promote the production of
certain products, such as, unleaded gasoline and
petroleum feedstocks, by small and independent
refiners.

-- Expenditures for equipment for conserving energy
where these expenditures do not presently qualify
under the Energy Tax Act of 1978.

The incentives would be in the form of an additional
10% investment tax credit (on top of the existing 10%
investment tax credit and 1 1/2% TRASOP credit) and a
broadened Asset Depreciation Range-(ADR) to permit a lower
range life of 7 years.

The additr' nal investment ta,: credit should be made
refundable if anl when the existing 10% investment tax is
made refundable.

Analogues for each of these forms of incentives cur-
rently exist in the tax law. For example, in the Energy Tax
Act of 1978 (P.L. 95-618), Congress provided an additional
10% investment tax credit for the following types of energy
property: alternative energy property, so-called specially
defined energy property, solar or wind energy property,
recycling equipment, shale oil equipment, and equipment for
producing natural gas from geopressurized brine. Section
48(1), Internal Revenue 'Code of-1954. Other examples are
the 5-year amortization rule for certain pollution control
facilities (section 169) and the additional limited first-
year depreciation allowance for small businesses (section
179). Additional examples were added by the recently
enacted Crude Oil Windfall Profits Tax Act of 1980.

RAPID AMORTIZATION OF
POLLUTION CONTROL FACILITIES

Under existing law, a taxpayer may elect to write-off
over a five-year (60-month) period the cost of certain
certified pollution control equipment. Section 169, In-
ternal Revenue Code. This provision came into the law as
part of the 1969 Tax Reform Act and was made permanent by
the Tax Reform Act of 1976. The 1976 Act also extended the
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provision to cover equipment placed in service after 1975 if
installed in plants that were in operation before 1976. In
order to qualify, the facility must be used in connection
with a plant or other property in operation before 1976.

Petroleum refiners should be allowed to expense Govern-
ment mandated equipment (that is, to write it off in one
year). Proposals along these lines for all industries were
proposed, and have received considerable support, in the
Ninety-Fourth, Ninety-Fifth and Ninety-Sixth Congresses.

TAX WRITE-OFFS FOR
OBSOLETE EQUIPMENT

At present, obsolescence is a factor in computing
depreciation. Thus, if a piece of equipment were suddenly
to become obsolete, depreciation on the remaining depreci-
able basis should be accelerated or that basis should simply
be written-off. In the Revenue Act of 1978, special treat-
ment was provided tor depreciation of a gas or oil-fired
boiler which is retired or replaced before the end of the
originally determined useful life.

A provision should be instituted to clearly designate
certain outmoded refining equipment as obsolete and subject
to an immediate write-off. Much of this equipment can
properly be written off under current rules; as to that type
of equipment, this provision would merely codify existing
practice. Included in the category of "obsolete" equipment
should be equipment with high maintenance costs, a poor
safety record, or high energy/cost inefficiencies. Refinery
equipment that leaves a high percentage of "bottoms" should
be viewed as obsolete in today's economy.

Moreover, the Treasury Department should issue rulings
or regulations permitting a write-off for certain existing
petroleum refining assets on the ground that these assets
have been made obsolete by changes in the mix of available
crude supplies and the prevailing regulatory scheme. This
action can be taken apart from any legislative action.

NONRECOGNITION AND NOL PROVISIONS

In order to attract new equity investment in the
small refining industry, several technical changes should be
enacted with respect to small refiners.

65-969 0 - 80 - 41 (pt.3)
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-- The sale should be treated as a nonrecognition
£ transaction. The sellers should not be taxed on any

gain so long as it is reinvested in another small
business within an 18-month period. Proposals along
these lines have been put forth on several occasions
in the past. There are a number of nonrecognition
provisions in the tax law today.

--Existing restrictions on carryovers of net operating
losses (NOLs) should be relaxed, so that an acquir-
ing corporation can take advantage of the losses
generated prior to sale.

FOREIGN TRADE ZONES FOR REFINING ACTIVITIES

There presently exists the concept of foreign trade
zones. These are areas established under Federal statutes
where goods can enter the country and be worked on --
bulk packages can be broken down and inspected, goods can be
assembled, some manufacturing using imported raw materials
can even take place -- withou.; being subject to customs
entry, payment of duty, certain Federal taxes, some personal
property taxes, or bond. Some States and localities do not
apply their property tax to these foreign trade zones either
by statute or on the ground that Federal law preempts them
from doing so.

Federal statutes should encourage small and indepen-
dent refiners to establish and operate refining facilities
in foreign trade zones.*/ Also, refineries so located,
whether they act only as refiners or also as importers of
foreign crude, should incur import fees only on quantities
of product shipped out of the zone. Also refiners located
in these zones should be permitted to freely reexport
products refined from foreign crude oil pursuant to toll
refining agreements, under a general license for reexport.
Under a toll refining agreement, a domestic refiner acquires
foreign crude oil supplies for a stated per barrel price
plus the commitment to refine and reexport a certain amount
of foreign crude oil.

*/ At least two small refineries at present operate in
foreign trade zones. Any site within the United States,
upon application and authorization, can be designated a
foreign trade zone. A plant or a warehouse or a refinery
need not be moved or relocated.
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Ernst &Whinney 1223 Connecticut Avenue, NW.
Washington, D.C. 20036

July 15, 1980 202/862-6000

Mr. Ray F. Bragg, Jr.
Executive Director
American Petroleum Refiners Association
Washington, D.C. 20036

Dear Mr. Bragg:

At your request we have prepared a report on the revenue effect of seven
legislative proposals designed to help small refiners compete effectively
after the entitlements program is phased out. The legislative proposals
considered were:

* An Additional 10 Percent Investment Tax Credit.

* Broadened Asset Depreciation Range.

* Immediate Write-Off of Pollution Control Equipment.

* Incentives to "Free-Up" Crude Oil Supplies.

* Rapid Write-Off of Certain Obsolete Equipment.

* Rollover Treatment on Sale of Assets Plus Relaxation
of Existing Restrictions on NOL Carryovers.

* Creation of Special Foreign Trade Zones.

In addition to our principal conclusions regarding the estimated revenue
effects of your proposals, we also have set forth our analysis and estimated
revenue effects in respect of four hypothetical cases developed by APRA.
They illustrate the revenue effect of upgrading and expanding certain small
"profile" refining operations. In all cases the projected effects on
revenues are based on the information supplied by you and Mr. William K.
Hunter.

We appreciate the cooperation and information provided by you and
Mr. Hunter. If you have any questions concerning any aspect of our report,
we would be pleased to respond to your inquiry.

Very truly yours,
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AMERICAN PETROLEUM REFINERS ASSOCIATION

REVENUE EFFECT OF LEGISLATIVE PROPOSALS

In General

Pursuant to the request of the American Petroleum Refiners Association

(APRA), the attached estimates have been prepared setting forth the

approximate revenue loss to the U.S. Treasury of certain legislative

proposals recommended by APRA and its membership. These revenue

estimates are based upon assumptions and other information supplied by

Mr. William K. Hunter, special consultant to APRA, and Mr. Ray F. Bragg,

Jr., Executive Director of APRA. (The estimates do not take into

account any possible "feedback" effect.)

The legislative proposals submitted by APRA are as follows:

-- AN ADDITIONAL 10 PERCENT INVESTMENT TAX CREDIT for certain
investments in new refining equipment that expands and
modernizes existing refinery facilities;

- BROADENED ASSET DEPRECIATION RANGE (ADR) for this same type of
investment to permit a lower range life of 7 years;

SI.OEDIATE WRITE-OFF, OR EXPENSING, OF POLLUTION CONTROL
EQUIPMENT;

-- INCENTIVES TO "FREE-UP" CRUDE OIL SUPPLIES for small-and
independent refiners;

-- RAPID WRITE-OFF OF CERTAIN OBSOLETE EQUIPMENT;

- NONRECOGNITION TREATMENT (tax to be deferred rather than
paid currently) on sale of assets and reinvestment plus
RELAXATION OF EXISTING RESTRICTIONS ON CARRYOVERS OF NET
OPERATING LOSSES (NOLe); and

CREATION OF SPECIAL FOREIGN TRADE ZONES.

Based on the information supplied by APRA, the estimated revenue effect

for the period January 1, 1980 through December 31, 1989 of the first
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three proposals -- Additional ITC, Broadened Depreciation Range, and

Immediate Write-Off of Pollution Control Equipment -- would be $1,236.8

million on a calendar year basis. The estimated revenue effect for each

of these years, assuming enactment of all three proposals, is as

follows:

Calendar Year Fiscal Year
(in millions) (in millions)

1980 ($ 56.6) ($ 42.4)
1981 ($ 195.7) ($ 164.5)
1982 ($ 240.2) ($ 236.9)
1983 ($ 226.9) ($ 231.1)
1984 ($ 230.8) ($ 228.7)
1985 ($ 204.3) ($ 211.5)
1986 ($ 122.9) ($ 141.5)
1987 ($ 46.5) ($ 61.0)
1988 $ 19.0 $ 6.3
1989 $ 68.1 $ 59.1

($1,236.8) ($1,252.2)

For the remaining proposals it was determined that the revenue effect of

the proposals to free-up crude oil supplies, to create foreign trade

zones and to relax existing NOL carryover restrictions was not

susceptible to estimation. With regard to the incentive proposal, no

reasonable estimate can be made at this time of the response of

companies holding sweet crude supplies to such a proposal or the amount

of the deduction or credit that would be necessary to effect a crude oil

cost equalization between sweet and sour crude oil stocks. Likewise, it

was not possible to estimate the revenue effect of the proposal to

create foreign trade zones. The revenue effect of the NOL proposal

could not be determined, because the NOLe of small refiners cannot be

estimated and, furthermore, no reasonable estimate can be made of the

extent to which such VOLs ultimately will be utilized.
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The proposal to defer the recognition of gain on the sale of assets by

the small refiners was estimated to have a negligible revenue effect

since we understand, and have been advised, that mot small refiners

would not realize any significant gain on the sale of their equipment

due to the high cost of removing it. The proposal for a rapid write-off

of certain obsolete equipment was determined to have a negligible

effect.

Assumptions and Kethodology

In order to compute the revenue effect of the proposals for Additional

ITC, Immediate Write-Off of Pollution Control Equipment, and Broadened

Depreciation Range, APRA provided the following:

" A list of stall refintre and the estimated expenditures to be

made by each of them.

" A percentage breakdown of the total expenditures that would be

spent on plant equipment, pollution control equipment, and

building and site preparation. These percentages varied

depending on the magnitude of the project to be undertaken.

The list of small refiners consisted of two parts. first, it listed

those refiners that presently are constructing new facilities or are

commtte4 to begin such construction (approximately 44 companion),

estimated the mount of the expenditures to be made, and specified the

year the equipment would be placed In service.
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The estimate of the capital equipment placed in service by year for

these 44 companies is as follows (in millions):

1980 1981 1982

Plant
Equipment $616.9 $1,383.6 $246.1

Pollution
Equipment 34.4 77.5 13.8

Building and Site
Preparation 10.7 29.0 5.1

$662.0 t1,490.1 $265.0

Second, it indicated which of the 162 existing small refiners likely

would make additional expenditures to expand and modernize their

refineries if adequate incentives were offered. Of this group, ft was

estimated that 76 companies would be unable to take advantage of the

proposed legislation because of economic circumstances, or the lack of

an adequate crude oil supply. The remaining 86 companies were

segregated into general expenditure categories of $20 million (69), $100

million (10), and $200 million (7), based on 1979 price levels. In our

analysis we have assumed that the companies projected to spend $20

million began planning for their expansion on July 1, 1980, and will

complete construction by July 1, 1983. For those companies projected to

spend $100 million or $200 million, we have assumed that planning began

on July 1, 1980, and construction would be completed on July 1, 1984.

As noted, APRA also provided an estimate of the breakdown of total

expenditures between plant equipment, pollution control equipment, and

building and site preparation. These percentage breakdowns are as

follows:
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% 2 2
Total Plant Pollution building

Expenditure Equipment Equipment & Site
(in millions)

a

$ 20 94.8 5.2 0
$100 91.8 5.2 3
$200 92.3 5.2 2.5

In addition, APRA provided an estimate of the flow of expenditures that

the refiners would incur. For those mall refiners vith expansion

projects scheduled for Lompletion in 1980-1982, It was assumed that no

revenue effect resulted until the project was completed. For those

companies with estimated expenditures of $20 million, the flow of

expenditures was assumed to be 182, 62%, and 20% for the subsequent 12

month periods beginning July 1, 1980 and ending July 1, 1983, !L., 182

of the total expenditure contemplated would be incurred in the period

beginning July 1, 1980, and ending July 1, 1981.

For the categories of companies spending $100 million or $200 million,

it was assumed that the expenditures would be incurred at the rate of

2%, 161, 622, and 202 for each of the tvelve-month periods beginning

July 1, 1980, and ending July 1, 1984, e.g. for the period beginning

July 1, 1982, and ending July 1, 1983, 62% of the total expenditures

would be incurred by the refiner. In addition It was assumed for this

group that no expenditure for building and site preparation would be

made until the 25th month.

Based upon the above information, we computed the revenue effect on the

U.S. Treasury for calendar years 1980 through 1989. See Exhibit I and

the "Additional Assumptions" which follow:
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ANERICAN PETUKLE RIFIUKRS ASSOCIATION!
Revenue Estimate

tie 6II1I66 af dollars)
Total

1960 1931 1962 1913 1934 1995 1930 1937 1960 0919 1960-1969

Additional 10% Investment
Tom Credit Ill (43.6) (142.31 (1164.5) (135.5) (75.41 (39.3) (20.1 1.4) (30.LS)

Imeedisto Uritooft of Polletion
Control qulpoest 121 (7.41) (15.0) 4.4 (11.2) (36.0) 6.7 17.3 15.0 13.1 11.5 (3.4)

groademed
Depreciation Range 131 (13.0) (52.9) (75.7) (91.4) (155.4) (163.03 (102.4) (36.4) 22.1 64.5 (405.0)

Additiosml 10S Investment

To Credit (43.6) (142.01 (164.5) (155.5) (75.4) (36.3) (20.1) (10.1) (3.1) (.4) (611.6)

Breadesed
Oepreclotlom Range (13.0) (52.9) (75.7) (91.4) (155.4) £160.0) (102.1) (34.41 22.1 45.5 (405.0)

TOTAL III
(56.4) 11951) (240.2) (226.9) (230.3) (204.3) (12Z.9) (46.5) 19.0 .. I (i26.3)

III Proposal IS Net affected *vn If the 121 Assumes that both the adiltlonal 10% 131 Preposel Is not affected ewes if the

immediate writaoff of pollution control ITC proposal mad the broedeoo Imediete write*#ofo pollutlo control

q4alpmost passes. as oitleors Vill opt deproclition renge proposal do not equipment posses. slce wader present Ils

fer the additiosel 105 ITC sice It pass, since each of th .t proposals refiners will iess the current 10% ItC

results In the greeter financial will res.In ina greaetr financial that they ere oetltlod to for pollution control

benefit. benefit to the refiner. expenditures. Thus. the broadened depreciation

range and the ,.rreat 10 ITC roslits In a
greeter fineclal bestit then the Ineedlete

writooff of pollution control qaipeest.
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Additional Assuptions

I

Because total expenditures were based oan 1979 price levels, it was

necessary to adjust them for inflation occurring during the construction

period. For this purpose, we assumed an annual inflation rate of 1O

occurring evenly over the 3 to 4 year period of construction. (For

those companies scheduled to complete projects in 1980, 1981, or 1982,

no inflation rate was applied since the majority of the expenditures

have been incurred or a binding contract in current dollars was assumed

to exist.) During the various 12-uonth periods, the expenditures to be

incurred were allocated to various components based upon the ratios of

component expenditures to total expenditures to be incurred on the

work-in-process during the respective 12-month period. For example,

during the period July 1, 1980, to July 1, 1981, it was assumed that,

for the 10 refiners in the spending category of $100 million, a total of

$20 millionn (2%) would be incurred in this period and 94.64% (91.8 1 97)

would be attributable to plant equipment and 5.36% (5.2 t 97) would be

attributable to pollution control equipment. The expenditures for the

final 12-month period were allocated to the components in the amount

necessary to reflect the appropriate allocations supplied by APRA, i.e.,

for refiners expending $100 million, the expenditures for the period

beginning 37 months after the commencement of the project would be

allocated to the various components to bring the expenditures for plant

equipment, pollution control equipment, and building and site to 91.8%,

5.2% and 3.0%, respectively, of the total expenditures. After those
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amounts were allocated, the assumed inflation rate adjustment was

applied to the various component expenditures.

Once the total expenditure, after adjustment for inflation, was

allocated by period for each of the various components, the amount of

additional investment tax credit was computed on the progress

expenditures as permitted under Section 46(d) of the Internal Revenue

Code of 1954. It was aasumed further that only 90% of the total

allowable ITC would be utilized, with 75%, 10%, 5%, 5% and 5% of this

amount bex,.Z claimed in the 5 successive years beginning with the year

the progress expenditure for the equipment was incurred. We believe

this assumption is coktstent with sound revenue estimating practices.

Depreciation was computed on the plant equipment and pollution control

equipment using both a 13-year life, the lower limit under the Asset

Depreciation Range (ADR) System for Petroleum Refining assets, and a

7-year life under the APRA proposal. For purposes of computing

depreciation it was assumed that all assets were placed in service in

the middle of the year. In addition, it was assumed that the refiners

would maximize depreciation, i.e., adopt the double-declining balance

method and switch to the su-of-the-years-digit method when most

advantageL .. The tax effect of the difference in depreciation was

computed using a 38% effective corporate tax rate which we believe

should be representative of the small refiner's industry as a whole.
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Finally, the revenue effect of the immediate write-off of pollution

control equipment was computed. To compute this amount, the effect of
I

deducting the cost of the p.tl'tiOn control equipment for the year such

equipment was placed in service was compared to foregoing both the

depreciation deduction based on a 13-year life and the current-law l0x

investment tax credit. The difference between the immediate write-off

deduction and depreciation was, once again, tax effected at 38Z. (It

should be noted that a sulfur plant was not treated, for purposes of

this proposal, as an item of pollution control equipment.)

As part of the computation, the impact of the immediate write-off

proposal was compared to the impact of the additional lO ITC proposal

and the broadened depreciation range proposal. Based on a lO discount

rate, we could not identify any instance where it would be more

beneficial for a refiner to elect immediate write-off of the cost of

pollution control equipment if either the additional ITC proposal or the

broadened depreciation range proposal were enacted. In other words, if

all three of APRA's legislative proposals were adopted, the small

refinery would not elect the ismediate write-off of pollution control

equipment. Accordingly, the maximum los to the U.S. Treasury of the

APRA proposals is the sum of the revenue effect of the additional 10%

ITC proposal and the revenue effect of the broadened asset depreciation

range proposal -- a total of $1236.8 million for the period 1980-1989.
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Individual Case Studies

In addition to the revenue effect of the APRA legislative proposals on

the U.S. Treastfry, APRA requested that we compute the revenue effect of

these proposals for certain small refiners for upgrading their present

refinery-capacity. In particular, APRA requested that the revenue

effect be computed for a small refiner for upgrading its operations from

a topping operation with 8,500 barrels per day (BPD) of capacity to the

following:

1. A topping operation with 30,000 BPD capacity on low sulfur

crude oil;

2. A hydroskimming operation with 30,000 BPD capacity on

semi-sour crude oil;

3. A catalytic cracking type operation with 30,000 BPD capacity

on sour crude oil; and

4. A hydrocracking type operation with 30,000 BPD capacIty on

sour crude oil.

For further details regarding these various cases rafer to the

discussion in the APPENDIX hereto which was preptred by Kr. Hunter.
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Mr. Hunter supplied a breakdown of the potential cost to a small refiner

for each type of expansion proposal allocated among the components of
I

the proposed facility. In tabular form, the breakdown of the estimated

costs is as follows (in thousands):

Hypothetical Hypothetical Hypothetical Hypothetical
1 2 3 4

Plant
Equipment

Pollution
Equipment

Building &
Site Prepara-
tion

TOTAL

$22,810

2,000

3,290

$28 100

$65,050

5,400

7,050

$77 500

$106,630 $116,090

13,400

7,870

$127,900

14,300

8,710

$139, 100

In order to compute the revenue e-4fect under each hypothetical case, it

was necessary to modify certain of the underlying assumptions made with

respect to the computation of the aggregate revenue effect. In

particular, it was assumed that the marginal tax rate would be 46% and

that the refiner would he able to utilize 100% of the ITC earned for the

year, assuming that the payments were qualified progress expenditures

under Section 46(d) of the Code. As a result of the different

allocations in the APRA assumptions and our modified assumptions, the

individual cases do not have a direct correlation to the aggregate

revenue effect.
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Based upon the information supplied, the maximum revenue loss per

refiner for hypotheticals one through four would be as follows (in
8

thousands of dollars):

Hypothetical One - ($ 7,502.5)
Hypothetical Two - ($21,294.7)
Hypothetical Three - ($32,882.9)
Hypothetcial Four - ($39,526.3)

Detailed schedules by proposal for each hypothetical are attached as

Exhibits II, III, IV, and V.



EXHIBIT II

AUlICAN PETUOLEW aViUts ASSOCSATIOU
Roveses etlnote Sypetol toel so

(Sm thesaeds of doler*)

- Total
Il0 lot 1962 I91l 194 1985 1966 I9e7 1966 1969 t960-1919

Addltioeel I0 Invoot.ont
Te Credit ill (23.5) (237.2) (517.6) ( 194.0) (1096.5) (206.71) (2.)

I amodlee Writeotf of Polletion
Ceetrel Equipment 121 I.4 19.1 41.7 96.3 (116.S) (69.5) . 140.9 6 114.7 (179.9)

Irodmod
Deproletion Raege 1 (194.1) 11430.9) (1 O.) 1659.1) (310,1) 30.4 (4.u )

Addltional 105 Investment
To Credit (23.5) (ZS7.2) (517.6) (1194.0) (1096.5) (2061.) / (3.27.5)

Ereedee4
Deprecletlee Reeve- (194.7) (1410.9) (1041j) (659.6) 01 (4.t2O)

TOTAL I1I
(23.5) (231.2) (531.6) (394.0) 41691.2) £3645.6) (300.3) (69.61 (330.1) 36.4 (1.502.5J

III Proposel Is At affected ovee If the 21 Assam*$ that both the addltioeel t0 £31 Proposal Im met effected ovee If the
Imedlt erltooff .5 pollution control ITC proposal ead the hroedeed emediete arlttff of pollution control
equipment posses, es reflnerm wll opt deprecletlon rege proposal do cOt equlpent peses. siace weder proseot low
for the addltlonl 30% ITC &fce St poge since each of those proposal refimre l loe the current 10% ITC
results Is the greeter fiesclol will result In e greeter flnncile theta they re en titled to for Pollutlin control
benefit. beeflt to the refleer. expendlturoe. Them. fte brodened deprecltion

range sod the cerreet 10% ItC results Is a
reeoter tlieocial benefit thee the Immed1ato

wrlteoff of poiletlee ooctrol equipment.

I-'
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IIEIICA PTiROigM ufIIUis AS60IATIO1l
evoeaso hf01608 llypobotlol Two

($a fltleso+ of 41olflerS)

Total
1910 161 102 1913 1904 19115 i9" Its7 l966 1969 190-1969

A4ll'4!vls 10% lvsltost
Ton Credit 111 (5.6) (n654.3) (1445.3) 13409.1) (3142.0) 0 ) i I

IeidltPo Vrittff o atollution
Costrel 14vl06ftt 121 0. 36.? 111.0 . (2 ) 1)7.7) 420.9

flroodomod

opreciatin mase 131 (2253.4) (0 ) 130.4) (169.1) (2.) ( )

Addltleol 10% tlveatomt
Tea Credit (65.0) (634.3) (14409) (3409.1) (3142.6) (592.7) 19.312.2)

droood
oopreile-lo I0 (ong) (42.) 4009 .) (1969.7) (679.2) 11 59 (ti.901.)

TOTAL III
113.0) (*34.3) (1446.3) (3409.1) (9396.0) (4673.4) 30.4) 16097) (6_79) . ( )

III Proposal is met effected even If the 121 AIeeIt that both the additional 10% 151 Proposal o sot affected evin It 9.e
Immedialte riteeff of pellutle control ITC proposal and the hroodeaed Immediate riteooff of poIlutlo aoetrol
equlpent posses, s refiners will opt 4epreclatlo raoge proposal do not oqipslmt poses. &lkes under prosnt low
for the addifieml 10% ITC &laeo It pans, ilace eath of thael prepolls Tefler. mill lole the current 10S ITC
result. is the greaemr flaoelm *ii rMeeit IN * greater financial that they ore ontitied t. for Peollution etro
benefit. boosf# to the recliner. OnpoPdltmre. fthu. the breedened deprecitlio

range mad the correct lOS OTC reeclit In a
greater fnliele; hes119 ft t he Im odleto
writeeft of pllutioa eontrel equipment.

--



AIIKICAII PITROLE40 [IFlR ASOCOATI"
eveso latimoto UypolotleOl Three

(so tbossedo of dollars)

1900 tool 962 11143 1904 loss 1910 191 9ts0 9ogo 1960-1969

Additional lOS Investet
Tom Credit I1 (107.4) (1079.6) (2424.1) (9042.2) (5400.2) l020.2) 2_ )

laisdlt* Writeoff of Pollution
Control Equipment 128 12.0 120. 271.1 652.2 (3420.4) (465.6) 1045.7 940.7 058.2 770.1 (1.09.5)

Broadened
Oepreclatloe Ronge 1|1 (3201.3) (5791.2) (4209.7) ) (1249.) 166.7 ___

Additieeol 10S Iavostomt
Tax Credit (107.4) (1079.8) (2420.7) (5842.2) (5406.2) (1020.2) (15.04.5)

Broaden*#
Depreclatle Real* ( 021.5) (5791.2) (42#9,7) (1.05.) (1249.6) 148,7 (1,996.4)

TOTAL III
______-4 (1079.0) (2426. 7) (5642.2) (0607.5) 01.4 949.7 (20551.5) (1249.0) 16. GiS 241162.9)

III Proposal Is sot effected even It the 121 Assumee that both the oddltloail 0% 1I1 proposal i set affected owes If tho
lImediate wrlteoff o pgilities control ITC proposal sod the bredsod Imediate erItoeff of polletleo control
equipment passes. s refiners "ill opt deprecistlo raege proposal do not equipment poes, since under present low
for the eddilosol 1O ITC sice It pass, sloce each of these proposals refleers will lose the curreet 10% ITC
results Is the greeter flaclal will result isa greater flinncll that th er eoatltled to for polletlee oetrol
boeefit. besef#t to the refiner. expenditures. Thus. the broadened depreciation

range end the estreat 100 ITC results Is a
greater financial hesoflt this the Immedlte
uriteoff of polletSo. control eqelpemt.

I-'



EXHIBIT IF
ANRIlCA PITUOLt.N mgFIs S ASOCIATION

Res. 1St1et Hypetbetleol Foar
(is toesede of 601e4e)

Addltgoqel 105 levooteost
Tex Credit ill

I emedleto Vritooff of Pflation
Control Eqelpmet 121

Sreed01%6d
Depreclatloe nege 131

Addiltoenl 101 leveetmet
Te Credit

l3r.edesed
Depreclale Range

TOTAL III

Ill Proposal Is not affected eves If the
lejlete writeeff of poIlitle control
iqlesent passes, as rotleers wii opt
for the odditios* 10 ITC sle* It
readits Ii the greater fiaclil
IecetIt.

190 To** I1*01 1902 1963 1964 1905 19414' 1967 less 1969 49410-19419

-111) 41174.3) (2639.5) (6343.. 1 (5070.1) (1107.9)

12.3 128.8 239.5 693.9 (5754.3) (49.31
1115.9 1010.3.-1 . (1,9111, )

(1153) 117431 t2639.61 (6345.3) (5570.8) (1107.9)11.249

- - ~~~(4100.7) (7579.9,_g 15 3474 (16)9.4) 233 (27.4

(16. 1743 23.5 64 )(300_57.5) (8447_8 1121___t 9147. I___ 4cc~~~~~~~~~mc~~~_t ____ (6.) (3957 (47) 13.) 235 (32 .3

I| ASSNEoG that both the idlteasel 10%
ITC proposal *ed tho broeodsed
doprecltlie rnago proposal do mot
pass, *lace ech of these proposals
wiii result In a greeter 9laoiclol
hieeflt to the ref leer.

131 Proposal to let affected ove it the
Imedliate erlteetf of pollatIoe control
equlpueat pOsses, sligoe wder proseet lee
rfitlers fil1 ios the current 109 ITC
thet heel ore eetitled to for poletlo. vetrel
eepeiditcres. Ti$, the 1woedosed deproclatle
reoe eed the cerreet 10% ITC roselts Is a
greater flnolul benefit thee the lamedlete

vriteoff of pollttoi control aqllspmst.

-A

-v-

i (XNtalT t
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UPGRADING OF SMALL REFINERIES
William K. Hunter

Mr. Hunter has been associated with the
petroleum refining industry for over 33
years. He has performed services directly in
more than 107 refineries and has been in-
%folved with or in charge of activities with
many others. He was associated in various
capacities for 23 years with UOP, Inc.,
a prominent developer and licensor of petro-
leum processes. He subsequently founded Air
Resources, Inc., an energy and environmental
conservation firm serving the petroleum and
chemical industries. Since January of 1979,
Mr. Hunter has served as an independent
consultant to the petroleum industry.
Mr. Hunter is a graduate of the Colorado
School of Mines and holds a degree in petro-
leum engineering.

INTRODUCTION

Presented herein is an abbreviated analysis of the
complexity and cost factors which would be involved in
the upgrading of a small, low capacity refinery of the
topping variety which currently operates on low sulfur crude
(0.5 wgt. % sulfur or less).

Small refiners can conduct marginal operations at small
capacity on low sulfur content crude oil. Their operations,
however, are limited in capacity primarily because of the
marginal nature of the products produced and their ability
to market those products. An increase in the sulfur content
of crude oil supplies available to these refiners forces
them to consider upgrading both the capacity and the com-
plexity of their facilities.

As a basis for providing a meaningful comparison of
different approaches to upgrading, with a minimum of
technical language, the following cases can be compared:

Crude Oil
Category No. Operation Type Capacity Crude Oil Type

I Topping 8,500 BPD Lt. Crude with 0.5% S
II Topping 30,000 BPD Lt. Crude with 0.5% S

III Hydroskimming 30,000 BPD Lt. Crude with 0.5% S
IV Catalytic Cracking 30,000 BPD Lt. Crude with 2.0% S
V Hydrocracking 30,000 BPD Lt. Crude with 2.0% S

It should be noted that the maximum capacity con-
templated for purposes of this comparison is 30,000 bpd. It
might be argued that economies of scale are achieved at a
higher capacity level (perhaps approximately 50,000 bpd).
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The operations of refineries in Categories I and II
are based on the process.ng of light sweet crude oil where
the sulfur content is in the range of 0.5 weight per cent.
Refineries in Category III operate on liqht semi-sour crude
oil where the sulfur content is in the range of 0.7 weight
per cent. Finally, refineries in Categories IV and -V
operate are on light sour crude oil with sulfur content in
the range of 2.0 weight per cent. In order to simplify
comparison, bases have been selected which are well recog-
nized in the industry and have been utilized in a number of
studies and articles presented to define the small refiners'
situation under current and future market conditions.*/

The primary bases for cost estimation are the Nelson
Indices and Complexity Factors.

DESCRIPTION OF REFINERY PROCESSES

Category I represents a topping operation at 8,500 bp3
capacity on low sulfur (0.5%) crude. This category repre-
sents a petroleum refinery in its simplest form. Such a
refinery is dependent on the availability of low sulfur
crude oil in order to produce salable products and is
restricted in its marketing capabilities. The refinery ca
produce salable distillate and residual fuel only to the
extent that the sulfur content of these products falls irt
marketable ranges. The refinery can also produce jet fuel
such as Type JP-4 and/or sell its naphtha to other refiners
for upgrading or blending. A typical flow scheme for a
Topping Refinery is shown in ATTACHMENT 1.

*/ See, for example, Nelson, W. L., "The Concept of Refinery
complexity", The Oil and Gas J. (September 13, 1979);
Nelson, W. L., "Cost Indexes", The Oil and Gas J. (May 5,
1980); Bonner & Moore Associates, Inc., "Analysis of Recent
Financial and Operating Data for Segments of the U.S.
Domestic Petroleum Industry" (Mar. 31, 1978) (unpublished
report by industry consultants); National Petroleum Council,
"Refinery Flexibility - An Interim Report" (Dec., 1979);
Purvin & Gertz, Inc., "An Analysis of Potential for Upgrad-
ing Domestic Refining Capacity" (Mar., 1980) (unpublished
report for the American Gas Association by industry consul-
tants)i Office of Regulations & Emergency Planning, Economic
Regulatory Administration of the U.S. Department of Energy,
incentivess for Small Refiners to Utilize Sour Crude and/or
Produce Higher Octane Clear Pool Gasoline" (unpublished
paper at DOE Public Affairs Office); and Office of Regula-
tions, Economic Regulation Administration of the U.S.
Department of Energy, "Small Refiner Bias Analysis" (Jan.,
1978) (unpublished paper at DOE Public Affairs Office).
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Category II represents a larger-size version of
Ca.e I (30,000 bpd capacity). This case is considered for
ccmparlson purposes only. The high volume of marginal
products produced by it would simply create a greater
marketing problem for the small refiner.

Category III represents a hydroskimming operation
of 30,000 bpd capacity on semi-sour (0.7%S) crude oil. This
is the type of operation that might be seriously considered
by a Category I small refiner faced with increased crude oil
sulfur levels. Such a refiner would consider adding
Catalytic Reforming to upgrade his naphtha to motor fur:
and also distillate desulfurization to reduce sulfur content
in his distillate fuels. Some lower sulfur content dis-
tillate product might be blended with residual fuel to
reduce its sulfur content and improve its marketability.
A typical flow scheme is shown in ATTACHMENT 2.

Category IV represents a catalytic cracking type
operation with a 30,000 bpd capacity, on sour (2.0%S) crude
oil. This type of operation would be considered by a
Category I refiner faced with a conversion to sour crude
oil. The operation essentially requires the addition of a
Catalytic Cracking Unit to the Category III or Hydroskimming
operation. Such a configuration permits the upgrading of
the gas oil portions of residual oil or topped crude to more
salable and valuable products. A typical flow scheme for a
Catalytic Cracking operation is shown in ATTACHMENT 3.

Category V represents a hydrocracking type opera-
tion with a 30,000 bpd capacity, on sour (2.0%S) crude oil.
Such an operation is an alternative which might be con-
sidered by a small refiner faced with the conversion to high
sulfur crude. This operation consists of the addition of a
Hydrocracking Unit to the Hydroskimming or Category III
operation. Such an addition permits the vacuum gas oil
portion of the residual oil or topped crude to be converted
to more marketable products which are, generally speaking,
desulfurized. The Hydrocracking operation offers improved
operating flexibility in that it can be operated to produce
a variable range of products from motor fuel to light fuel
oils. It can also be operated with lighter feedstock than
gas oil. A typical flow scheme for a Hydrocracking type
operation is shown in ATTACHMENT 4.

The presentations in ATTACHMENTS 1-4 offer a simpli-
fied version of each of the categories described above.
In addition to the major process units shown, each catalytic
reformer, where indicated, would almost certainly have a
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combined catalytic desulfurization unit to pretreat its
feedstck. Also, facilities would be included to process
and/or desulfurize gases as well as to provide environmental
control.

REFINERY COMPLEXITY

Refining complexity factors (as developed, for ex-
ample, by W. L. Nelson) represent an effort to describe the
investment cost of a refinery in terms of the operations
which are to be conducted.*/ Such complexity can vary with
the type of crude oil being processed as well as with its
sulfur content. For estimation purposes, a typical light
crude production distribution was estimated along with a
typical distribution of sulfur content among the various
fractions. ATTACHMENT 5 presents a listing of the estimated
capacities f£F Ee process units involved in each scheme
along with a calculated complexity factor.

REFINERY COSTS

Refinery investment costs were estimated based upon the
Nelson Complexity Factor data and related Unit and Offsite
Costs. The Losts estimated are based upon Gulf Coast erec-
tion and are adjusted to reflect the Nelson Refinery Cost
Index for Decmeber 1979.

The overall costs for a new refinery in each of the
Categories has been estimated and is presented in ATTACHMENT
6. A net additional investment is also reflected for the
Category I refiner to expand and upgrade into each of the
alternative categories. Also presented in ATTACHMENT 6 is a
breakout of the investment for environmental control items.
This includes, where involved, the sulfur plant, the desul-
furization of gas, environmental controls, and the ecology
items if subsumed within offsite costs.

CONCLUSIONS

The investment costs shown herein will vary with loca-
tion, the specific crude oils involved, and the process
selection and product mix desired. A more detailed study
might result in only slightly different cost figures.
In any event, type and range of investments are believed
to be reasonable for the conditions selected. A small
refiner faced with the need to convert to semi-sour crude

*/ The Nelson factors are widely used, both by government
agencies and industry members.
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would likely be faced with an expenditure of approximately
$7a million in order to take the first steps toward upgrad-
ing both its products and its capacity. In order to incor-
porate the next gradations of sophistication in its fac-
ilities and be able to process crude oil with a still higher
sulfur content, this same small refiner would have to spend
an additional $50-62 million, for a total of $128-140
million; and to make these modifications at a somewhat
higher capacity level (50,000 bpd rather than 30,000 bpd)
would require substantially greater expenditures--perhaps
twice as large as these amounts.
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ATTACIIMENT 4

SULFUR I

HYDROCRACKING REFINEPY

-S

CATEGORY V



CrUde Unit 1.0
vacuum unit 2.0

Desulfurizer 3.0

spiter 0.3
1iformar 5.0
Distillate
Desulfurizr 3.0
Hydzocracker 10.
Hydrogent Plant (6)
Catalytic Cracker 6.0Alkylation Unit 11.0(3)
Gas Pro sing i.0(2)
LPG Gas Plant 3.0
Dowlfurization
of Gases 0.7(2)
Distillate Product 0.5
Eating an Handing
Su1pftW Plant 85.0(4)

16. MwArcra1 5.3%(5)
controls of above

TOTAL

I& II

com1e~ty OCOED)
Factor. (1) MB) cowlexity

AMCBI 5

IVIII V

GUCD) DIM) OOD)
_____ OzzMLe~dt B1D 22Ig!S~dt BPDR3 ~ d

8,500/30,000 1.0 30,000 1.0 30,000 1.0 30,000 1.0
- - - 11,670 0.8 11,670 0.8

- - 7,800 0.8 7,800 0.8 7,800 0.8

- - 7,800 0.1 7,800 0.1 7,800 0.1
- - 6,000 1.0 6,000 1.0 7,590 1.3

1.
2.
3.

4.

5.
6.

7.
8.
9.

10.
11.
12.
13.

14.
15.

0.6 10,500 1.1 10,500
- - 7,200

7,200 1.4
1,620 0.6
(2.8) 0.1 (2.8)

576 0.1 576

1.1
2.4

0.1
0.1

- (3.1) 0.1 (3.1) 0.30.3 18,300 0.3 18,300 o.3

5 LT/D NIL 25 LT/D 0. 1 40 LT/b 0.1

1.3

0.1

1.4

3.8

0.2

4.0

7.5 8.2

0.4

7.9

0.4

8.6

(1) Compldty adj ted by EO t x Fept i e rtha.
(2) Baed on 7/t. .
(3) Basned on BMS/Dy of product.
(4) Daed on laon tomn/d&y.
(5) Note tht i of g:ome and the sulfur plant am also

,nviraumital cotrols. Also the ecology Provisicns in the offsites
would be oonudered as a part of the eniromental package.

(6) Inclidx with hydrocracer -ot in Category V.

- -- 6,000

5,185/18,300 0.3 18,300
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ATTACHMENT 6

Category

Process Unit Costs

Offsite Costs

TOTAL REFINERY COST

Net Additional
Investment(2)

Environmental Invest-
ment

Net Additional
Environment Invest-
ment

REFINERY COSTS(l)
(in millions)

I II III IV V

4.2 11.8 33.6 66.4 72.2

10.-5(a) 29.5(b) 57.1(c) 73.7(d) 80.1(e)

14.7 41.3 90.7 140.1 152.3

-- 28.1 77.5 127.9 139.1

1.0 2.9 6.3 14.3 15.2

2.0 5.4 13.4 14.3

(1) Assumes that original investment is 90% recovered in
the expansion; offsite multipliers based on complexity: (a)
350% (b) 350% (c) 70% (d) 211% (e) 211%.

(2) The costs used herein are based on December 1979 with
Gulf Coast erection.
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APPA Mcnibcrship by Slatc

ALABAMA

CORAL PETROLEUM, INC.
Refinery: Cordova, Alabama

MARION CORPOJIATION
Mobile, Alabama
Refinery: Theodore, Alabama

MOBILE BAY REFINING COMPANY
Chickasaw, Alabama
Refinery Chickasaw, Alabama

ARIZONA

LA JET, INC.
Phoenix, Arizona

CALIFORNIA
GOLDEN EAGLE REFINING COMPANY,

INC.
Los Angeles, California
Refinery: Carson. California

GULF STATES OIL & REFINING
COMPANY

Beverly Hills. California

LAJET, INC.
Los Angeles, California

LUNDAY-THAGARO OIL COMPANY
South Gate, California
Refinery: South Gate. California

POWERINE OIL COMPANY
Santa Fe Spring. California.
Refinery: Santa Fe Springs, California

COLORADO

ASAMERA OIL (U.S.) INC.
Denver, Colorado
Refinery: Commerce City, Coloralo

WYOMING RS iJNG COMPANY
Denver, Coora Jo-.

GEORGIA
YOUNG REFINING CORPORATION

Douglasville. Georgia
Refinery: Douglaville, Georgia

IDAHO

UNITED INDEPENDENT OIL COMPANY
Boise, Idaho

ILLINOIS

CALUMET INDUSTRIES. INC.
Chicago, Illinois

INDIANA

GLADIEUX REFINERY, INC.
Fort Wayne, Indiana
Refinery: Fort Wayne, Indian

INDIANA FARM BUREAU COOP ASSN.,
INC.

Mount Vernon. Indiana
Refinery: Mt. Vernon. Indiana

INDUSTRIAL FUEL AND ASPHALT
OF INDIANA. INC.

Hammond, Indiana
Refinery: Hammond, Indiana

LAKETON ASPHALT REFINING, INC.
Evansville, Indiana
Refinery: Laketon, Indiana

IOWA

PESTER REFINING COMPANY
Des Moines, Iowa

KANSAS

E-Z SERVE, INC.
Rtnery: Shallow Water, Kansas

HUDSON OIL COMPANY, INC
Kansas City, Kansas

PESTER REFINING COMPANY
El Dorado, Kansas
Refinery: El Dorado, Xanas

PIONEER REFINING, LTD.
Wichita, Kanus

LOUISIANA

BRUIN REFINING INC.
Refinery: St. James, Louisiana

CALUMET INDUSTRIES. INC.
Refinery: Princeton, Louisiana

CANAL REFINING COMPANY
Church Point. Louisiana

CLAIBORNE GASOLINE COMPANY
Refinery: Lisbon, Lnuisiana

CONSOLIDATED PETROLEUM
INDUSTRIES, INC.

Refinery: Lake Charles, Louisiana

ERGON REFINING, INC.
Monroe, Louisiana
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EVANGELINE REFINING COMPANY,
INC.

Jennings, Louisiana
Refinery: Jennings, Louisiana

HILL PETROLEUM COMPANY
Refinery: Krotz Springs, Louisiana

INTERNATIONAL PROCESSORS
New Orleans. Louisiana
Refinery: SI. Rose, Louisiana

LA JET, INC.
Refinery: St. James, Louisiana

MT. AIRY REFINING COMPANY
Refinery: Mt. Airy, Louisiana

PLACID REFINING COMPANY
Refinery. Port Allen, Louisiana

SOUTH LOUISIANA PRODUCTION CO.,
INC.

Lafayette, Louisiana
Refinery: Mermentau, Louisiana

T & S REFINING CO., INC.
Pefinery: Jennings, Louisiana

MICHIGAN
FLINT CHEMICAL COMPANY
Detroit, Michigan

INDUSTRIAL FUEL AND ASPHALT
OF INDIANA, INC.

Grand Rapids, Michigan

LAKESIDE REFINING COMPANY
Sou thfield, Michigan
Refinery. Kalamazoo, Michigan

TEXAS AMERICAN PETROCHEMICALS,
INC.

Refrmery: West Branch, Michigan

MISSISSIPPI

ERGON REFINING, INC.
Jackson, Mislissippi
Refinery: Vicksburg, Mississippi

SOUTHLAND OIL COMPANY
Jackson, Mississippi
Refineries:

Yazoo City
Sanderville
Lumberton

NEW JERSEY

SEAVIEW PETROLEUM COMPANY
Refinery: Pa-Isboro, New Jersey

NEW MEXICO

NAVAJO REFINING CO.
Artesia, New Mexico
Refinery: Artesia, New Mexico

TONKAWA REFINING COMPANY
Roswell, New Mexico

NEW YORK

GULF STATES OIL & REFINING
COMPANY

New York, New York

OH ["

Ms. AIRY REFINING COMPANY
Cincinnati, Ohio -

OKLAHOMA

ALLIED MATERIALS CORPORATION
Oklahoma City, Oklahoma
Refinery: Stroud. Oklahorsa

CANAL REFINING COMPANt'
Tulsa, Oklahoma

E-Z SERVE, INC.
Oklahoma City, Oklahoma

GULF STATES OIL & REFINING
COMPANY

Tulsa, Oklahoma

HUDSON OIL CO.. INC.
Refinery: Cushing, Oklahoma

OKC REFINING, INC.
Refinery- Okmulgee, Oklahoma

OKLAHOMA REFINING COMPANY
Oklahoma City, Oklahoma
Refinery: Cyril. Oklahoma

TONKAWA REFINING COMPANY
Oklahoma City, Oklahoma
Refinery: Amett, Oklahoma

PENNSYLVANIA

SEAVIEW PETROLEUM COMPANY
Blue Bell, Pennsylvania

SOUTH DAKOTA

WYOMING REFINING COMPANY
Rapid City, Sotch Dakota

TEXAS

BRUIN REFINING. INC.
Houston, rexas

CARBONIT REFINERY, INC
Houston, Texas
Refinery: Heame, Texas

CLAIBORNE GASOLINE COMPANY
Dallas, Texas

COPANO REFINING, INC
San Antonio, Texas
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CORAL PETROLEUM. INC.
Houston, Texas

CONSOLIDATED PETROLEUM
INDUSTRIES, INC.

Abilene. Texas
Midland, Texas

1lZ SERVE. INC.
Abiene, Texas *
FLINT INK CORPORATION
Refinery: San Antonio, Texas

FRIENDSWOOD REFINING CORP.
Houston. Texas
Refinery: Friendswood, Texas

GUAM OIL AND REFINING, INC.
Dallas, Texas

GULF ENERGY REFINING
CORPORATION

San Antonio, Texas
Refinery; Brownsville, Texas

GULF STATES OIL & REFINING CO.
Houston, Texas
Refinery: Corpus Christi, Texas

HILL PETROLEUM COMPANY
Houston, Texas

HOWELL CORPORATION
Houston, Texas
Refineries- Corpus Christi, Texas

San Antonio, Texas

INDEPENDENT REFINING CORPORATION
Houston. Texas
Refinery: Winnie, Texas

LA JET, INC.
Abilene. Texas
Dallas, Texas
Houston, Texas

MARION CORPORATION
Houston, Texas

MT. AIRY REFINING COMPANY
Houston, Texas

NAVAJO REFINING COMPANY
Dallas, Texas
Houston, Texas

OKC REFINING, INC.
Dalas, Texas

PETRACO-VALLEY OIL &
REFINING COMPANY

Houston, Texas
Refinery: Brownsvile, Texas

PIONEER REFINING, LTD.
San Antonio, Texas
Refinery: Nixon, Texas

PLACID REFINING COMPANY
Dallas, Texas

QUINTANA REFINERY COMPANY
Houston, Texas
Refinery: Corpus Christi, Texas

QUITMAN REFINING COMPANY
Houston, Texas
Refinery: QuitmanTexas

RANCHO REFINING COMPANY OF
TEXAS

Houston, Texas
Refinery: Donna, Texas

SABER REFINING COMPANY
Houston, Texas
Refinery: Corpus Christ, Texas

SECTOR REFINING INC.
Houston, Texas
Refinery: Palestine, Texas

SIGMOR CORPORATION
San Antonio, Texas
Refineries:

Three Rivers, Texas
Corpus Christi, Texas

SOUTH HAMPTON REFINING CO.
Silsbee, Texas
Refinery: Silsbee, Texas
T & S REFINING CO., INC.
Houston, Texas

TEXAS AMERICAN PETROCHEMICALS,
INC.

Midland, Texas

TEXAS ARMADA REFINING CO.
culess, Texas
Refinery: Fort Worth, Texas

TIPPERARY REFINING CORPORATION
Midland, Texas
Refinery: Ingleside. Texas

WYOMING REFINING COMPANY
Houston, Texas

UTAH

LITTLE AMERICA REFINING COMPANY
Salt Lake City, Utah

WASHINGTON

UNITED INDEPENDENT REFINING
CORPORATION

Refinery: Tacoma, Washington

WYOMING

JOHNSON OIL CO.. INC.
Ls Barge. Wyoming
Refinery: La Barge, Wyoming

UTTLE AMERICA REFINING CO.
Refinery: Eansvilil, Wyoming
Cheyenne, Wyoming

WYOMING REFINING COMPANY
Refinery: Newcastle, Wyoming

65-969 0 - 80 - 43 (pt.3)



1732

A&mocac Mtc-mbcrs
ALEXANDER I %LEXAND;R, INC

DALCO PETROLEUM CoRPORATION

E. I. DUPONT DE NEMOURS &
COMPANY

ENGLEHARD MINERALS & CHEMICALS
CORPORATION

ETHYL CORPORATION

FEDCO OIL COMPANY

FIELDS ENERGY RESOUPCES, INC.

FIRST CITY NATIONAL BANK OF
HOUSTON

HOWE-BAKER ENGINEERS, INC.

MELLON ENERGY PRODUCTS COMPANY

MINRO OIL, INC.

NALCO CHEMICAL COMPANY

THE ORTLOFF CORPORATION

OXIRANE CORPORATION

PPG INDUSTRIES, INC.

THE QUARLES AGENCY. INC.

STATIO TERMINALS, N.Y.

WEST TEXAS MARKETING
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VICE-PRESIDENT
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JULY 30, 1980

S PRODUCTION



1734

1 INTRODUCTION

The National Council on Synthetic Fuels Production was formed March 7, 1980 to

bring potential synthetic fuels producers and others Interested in the commercial produc-

tion of synthetic fuels together in an associatiot devoted exclusively to advancing the

commercial production of synthetic fuels from domestic resources. The Council pres-

ently consists of 40 members involved In every type of synthetic fuels production and

technology. Our members are at the forefront of current federal efforts to construct

commercial demonstration plants for direct coal liquefaction and high Btu coal

gasification. Council members will probably participate in the first commercial oil shale

demonstration and also are Involved in the production of energy from tar sands and

blomau. Additionally, many Council members are conducting research and development

into advanced synthetic fuels production processes.

IL CAPITAL FORMATION

The Councfl commends the Committee and the Congress for the tremendou;

efforts which already have been devoted to providing financial incentives for synthetic

fuels production in the Energy Security Act I/and the Windfall Profit Tax Act. / We

strongly endorse the dual approach (i.e., the approach of direct federal incentives pro-

vided through the Energy Security Corporation and indirect Incentives provided through

the Internal Revenue Code) which you have adopted for the development of a domestic

synthetic fuels Industry. These Incentives will be critical to the development of our

industry. The creation of a synthetic fuels industry, however, will Involve the additional

Investment of billions of dollars in private capital over the next several years to develop

new technologies and to plan, design and construct commercial scale synthetic fuels

I/ Pub. L. No. 96-294, 94 Stat. 611 (1980).

/ Pub. L No. 96-223, 94 Stat. 229 (1980).
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production facilities. V As a representative of the emerging synthetic fuels industry,

the Counil Joins other industries which have testified before this Committee in support

of a major improvement in capital formation incentives.

A. Capital Cost Recovery

The Council advocates restructuring the current depreciation system as best

exemplified by "10-5-3." 41 Because it eliminates the useful life concept associated with

traditional theories of cost accounting, "10-5-3" will allow a firm making the commit-

mert to commercial production of synthetic fuels to recover the large capital costs

required for such a facility In a time frame sufficient to prevent it from having to make

a choice between commitment of its financial resources to synthetic fuels production or

to a more customary business alternative with a near term return.-

Without "10-5-3" virtually the entire synthetic fuels industry will be forced to rely

on "facts and circumstances" depreciation. V_ At the present time only one Asset Guide-

line Class dealing with an existing synthetic fuels technology has been created under the

Asset Depreciation Range system. 7

Due to the exceptionally long lead time involved In the planning, design and con-

struction of a commercial synthetic fNels facility, the "payment" rule of "10-5-3" will be

3/ The Congressional Budget Office estimated the total capital cost of a synthetic fuels
Industry capable of meeting a production target of 2 million barrels per day by 1995 to be
$188 billion. Congressional Budget Office, Synthetic Fuel Production in the United
States, A Preliminary Overview of the Major Legislative Issues 418 (1979).

/ H.R. 4646, 96th Cong., Isi Sess., 125 Cong. Rec. 5279(1979); S. 1435, 96th Cong., 1st
Ses, 125 Cong. Rec. 8665(1979).

With regard to the inclusion of public utility property (within the meaning of I.R.C.
S167(IX3XA)) as "recovery property" under "10-5-3" or similar legislation, the Council
recommends that present rules regarding "normalization" should be retained. These rules
have been in effect for a considerable period, have been the subject of numerous rulings
arJ are relatively well understood by the IRS, the regulatory bodies and taxpayers.

6/ Tress. Reg. S1.167(a)-l(b).

7/ Rev. Proc. 77-14, 1977-1 C.B. 571. This Revenue Procedurp applies only to assets
used in the production of pipeline quality gas from coal using the Lurgi process with
advanced mettmation.
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of major benefit to the synthetic fuels industry. 81 The "payment" rule allows

depreciation for payments on capital recovery property to begin in the year in which

payment b made even though the property actually may not be placed in service for

many years. A conforming muhge i also made to the investment credit, allowing a

credit for advance payments. We believe the inclusion of such a "payment" rule in any

version of a capital cost recovery proposal is essential to the development of a national

synthetic fuels industry.

While the Council suggests that a range of financial Incentives must be made

available to stimulate production of synthetic fuels, it Is not our objective to "double up"

on the direct federal assist nce programs provided by the Synthetic Fuels Corporation.

The Windfall Profit Tax Act Includes provisions applicable to the energy investment

credit which prohibit "double dipping" with respect to projects-which are benefitting

from direct federal assistance. V A similar provision is Included in the Energy Security

Act which requires the direct ors of the Corporation to consider tax incentives and other

benefits available to a project in evaluating the need for assLstance from the Corpora-

ton. LO/

B. Extension of the Energy Investment Credit

The Council recommends that the Committee review the 1982 expiration date for

the energy investment credit. Few commercial scale synthetic fuels demonstration

plants will be completed by the December 31, 1982 expiration date. LI/ If the objective

1/ Proposed J.R.C. S168(dX2) H.R. 4646 53(b).

9/ Pub. L. No. 98-223, 5223(c), 94 Stat. 266(1980).

LO/ Pub. L. No. 96-294, S131(t), 94 Stat. 658 (1980).
11/ Senate Committees on Banidng, Housing, and Urban Affairs and Energy and Natural

- sourcese, Extending the Defense Production Act of 1950, as Amended, S. Doc. No. 387,
96th Cong., 1st Sess. 135-141 (1979).
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of the energy investment credit is to provide an Incentive to private firms to invest in

synthetic fuels plants, the credit must be extended at least through 1990.

The Council believes that the "affirmative commitment" rule added by section 221

of the Windfall Profit Tax Act will aid only a few of the most advanced commercial and

demonstration projects. AI_ For example, it is our asessment that many of the Eastern

coal projects will not be able to meet the January 1, 1983 and 1986 threshold dates.

Moreover, the rule fails to take Int account the fact that many of the synthetic fuels

projects which May meet the t.Teshold dates involve large amounts of direct federal

funding. While the extension offered by the rule will aid these projects to the extent

private funds are Involved, the benefits will be insignificant compared tp the relief which

will be required for a project not involving direct federal funding.

C. Research Development and Pre-operatng Expens.es

The Council also suggests that the Committee explore additional tax incentives to

encourage further research and development of synthetic fuels technologies. There are

presently a number of technologies available for the production of synthetic fuels.

However, this Is a new industry in the United States, and it is expected that a commit-

ment to expanded synthetic fuels research and development by American industry will

reap substantial dividends by improving the efficiency of existing technologies and caus-

ing the development of new processes and technologies.

The Council notes that expenditures for research and development in the United

States have declined from over three percent of our gross &iiional product in the mid-

1960's to slightly over two percent in 1979. This is a bleak trend, particularly when

12/ Section 221 extends the energy investment credit through 1990 for companies which
have completed all er4gineering studies necessary to begin construction and filed
applications for all federal, state and local environmental and construction permits
necessary to begin construction by December 31, 1982. In addition a firm must have
entered into binding contracts for acquisition and construction involving at least 50
percent of the cost of all specially designed equipment by December 31, 1985.
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related to our substantial trade deficit and decline In industrial productivity. We are

aware tit many members of Congress share this concern as reflected by the large

number of legislative proposals which have been introduced to promote additional

research and development. For example, the Council would support those proposals

which would use existing statutory provisions to provide an additional tax incentive for

research and development costs through allowing the 10-percent investment credit for

research and experimental expenditures, as defined in Code section 174.

We also support legislation which would allow the cost of start-up programs,

training, feasibility and environmental studies for new projects to be deducted as

ordinary business expenses rather than requiring them to be capitalized and written off

with the physical assets of the enterprise.

M. CLARIFYING CHANGES TO ENERGY TAX INCENTIVE PROVISIONS

The Council also would like to direct the attention of the Committee to several

aspects of the present law concerning energy tax incentives, which were enacted under

the Energy Tax Act of 1978 and the Windfall Profit Tax Act of 1980. It is necessary to

clarify or redefine several of the existing provisions so that the entrepreneurial

development of synthetic fuels is encouraged. Also, this will complete the Congressional

commitment to synthetic fuels development reflected by enactment of S.932, the Energy

Security Act, earlier this year. The Council believes that these changes will complement

the various forms of direct financial assistance available from the Synthetic Fuels

Corporation under the provisions of the Energy Security Act. Therefore, we believe the

following problem areas should be addressed.

A. Shale Oil Equipment

The definition of shale oil equipment eligible for the 10-percent energy invest-

ment credit under Code section 48(IX7) excludes expenditures for equipment for hydro-



1739 -

genation or other processes subsequent to retorting. Kerogen, the thick, tar-like

substance which is covered from the oil shale, cannot be refined or even put into

pipelines until It is treated or upgraded by hydrogenation or a similar process. The cost

of hydrogenation or upgrading before refining adds several dollars to the coat of a barrel

of shale oil which then must compete economically with conventional oil and gas.

The Council believes that It was the original intent of Congress, when this provi-

sion was enacted in 1978, to allow the energy credit for shale oil equipment to the point

where the substance produced is the equivalent of petroleum and can be refined or pro-

cessed like petroleum. Since the kerogen recovered from oil shale cannot be piped or

refined like petroleum until it has been treated by hydrogenation or a similar process, the

present statutory rules should be clarified to reflect this intent. Legislation has already

been Introduced in the Senate (S. 2783) which would allow the energy credit for equip-

ment used in hydrogenation or similar upgrading processes prior to refining, but it does

not include fining equipment. The arr endment carries out Congressional intent,

removes atn inequity in current law, and t eats oil shale investment the same as other

alternative energy investments. It would provide certainty and stability in planning long

lead-time shale oil projects.

B. Petroleum Coke Or Pitch As a Fuel or Feedstock

Under Code section 48(0X3) the 10-percent energy tax credit is available for

equipment to burn an "alternate substance" as a primary fuel or to convert an "alternate

substance" into a synthetic fueL In addition, the credit is avanable for equipment to

convert coal into a substitute for an oil or natural gas derived feedstock or into meth-

anol, ammonia, or a hydroprocessed coal liquid or solid. An "alternate substance" is

defined as a substance other than oil, natural gas, or a product of oil or natural gas.-As a

result of this latter limitation, the energy credit is not available where oil refinery

products, including by-products such as petroleum coke and petroleum pitch, are used as
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a primary fuel or as a basic feedsto-.k to produce methanol, a substitute feedstock, or a

synthetic fueL The bottom-of-the-barrel by-products of petroleum refining which are

not readily marketable, such as petroleum coke and petroleum pitch, have high Btu

contents like coal, but also, like coal, contain concentrations of sulphur and other pol-

lutants which dicourage their use as a fuel or as a raw material for the production of

synthetic fuels or feedstocks. Large quantities of these substances are either exported

or dumped because there are insufficient incentives for their domestic use in comparison

with those provided for other fuels or feedstocks, such as coal or biomass. It Is proposed

that the statutory provisions be amended so that the energy credit is not denied where

not readily marketable by-products of petroleum refining, such as petroleum coke and

petroleum pitch, are used as a primary fuel or as a raw material to produce methanol, a

substitute feedstock, or a synthetic fuel

C. Off-Stream Property in Synthetic Fuel and Substitute Feedstock Plants

The statutory rules for synthetic fuels and substitute feedstock equipment eligible

for the 10-percent energy investment credit under clauses (iii) and (v) of Code section

48(IX3XA) define such equipment by using the phrases "equipment for converting" and

"equipment to convert." The literal language of these two statutory phrases may cause

other equipment at a synthetic fuel or substitute feedstock plant to be excluded from

eligibility for the energy credit where the equipment is not in the conversion stream.

For example, the Conference Report on the Windfall Profit Tax Act of 1980 states that

equipment not directly involved in a coal conversion process (but which produces a

feedstock or catalyst for the process) will not qualify for the energy credit.

Examples of property, at a synthetic fuel or substitute feedstock plant, which may

not be eligible for the energy credit under this interpretation include an oxygen or

hydrogen plant, equipment to recover by-products, equipment to treat or recover water,

catalysts or other reactants used in the process, equipment to store and transfer by-
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products or end-produets after they have been produced or recovered, structures to

support and house qualifying equipment, and equipment to transmit process heat to the

on-stream equipment or to generate and transmit electricity to the on-stream equip-

ment.

These categories of property are necessary and integral parts of a synthetic fuel

or substitute feedstock pIanttand comprise a substantial part of the significant invest-

ment in these plants. The Council believes that it was the original intent of the Congress

to make eligible for the energy investment credit all equipment in a synthetic fuel or

substitute feedstock plant, such as those categories of equipment described above, which

are Integrally related to the functioning of the plant. It is, therefore, proposed that the

provisions of clauses (iii) and (v) in Code section 48(IX3XA) be clarified to reflect this

intent.

D. Production Incentives For Coal-Derived Alcohol

Under the provisions of Code sections 4081 and 4041, gasohol, a motor fuel which

is a blend of gasoline or another motor fuel and at least 10-percent alcohol, is exempted

from the 4-cents-per-gallon federal excise tax on motor fuels. However, gasohol which-

contains alcohol derived from oil, natural gas or coal is not eligible for this exemption.

Under Code section 44E, added by the 1980 Act, a complementary income tax credit for

the production of alcohol fuels was enacted for situations where the excise tax exemp-

tion did not apply or where more than 10-percent alcohol was used in a motor fuel. This

credit is equal to 40-cents-per-gallon of alcohol As is the case with the excise tax

exemption, the production credit is not provided for alcohol produced from oil, natural

gas or coal

The denial of a level of parallel treatment under the excise tax exemption and

alcohol fuel production credit provisions for alcohol produced from coal, while providing

these tax incentives for alcohol produced from biomass, is discriminatory and discourages
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the development of this alternative fuel resource since the same public policy, that of

encouraging production of alternative liquid fuels from indigenous resources, Is equally

applileable to coal-derived alcohol (methanol). Further, the substantial investment and

long lead-time associated with the construction of methanol plants, along with other

contingencles, create real risks concerning such investments. These risks can be

ameliorated by extending the tax incentives for biomass-derived alcohol to coal-derived

alcohol

E. Extension of Energy Credit to Integrated Facilities
Which Produce Chemicals From Alternate Substances

The provisions of Code section 48(1X3XAXv) appear to extend the energy Invest-

ment credit on a project only so far as the equipment used in obtaining a feedstock such

as methanol for the manufacture of other chemicals. The Conference Report on the

1980 Act interprets these provisions by stating that equipment would generally qualify

for the energy tax credit "only to the point whe-- either a marketable substance or a

substitute for a petroleum or natural gas derived feedstock is produced." This limitation,

similar to those noted in issue C above, severely restricts the incentive to produce

chemicals from coal

It is proposed that the provisions of Code section 48(IX3XAXv) be amended to

provide that when a manufacturer builds an integrated facility to produce a chemical

using coal as a raw material, the energy investment credit is available for the entire

process, even though methanol or some other intermediate is produced in the stream, so

long as this methanol or other intermediate is not marketed by the manufacturer.

[Whereupon, at 1:10 p.m., the committee recessed, to reconvene
at 10 a.m., Thursday, July 31, 1980.]



TAX CUT PROPOSALS

THURSDAY, JULY 31, 1980

U.S. SENATE,
COMMITrEE ON FINANCE,

Washington, D.C.
The committee met pursuant to notice at 10 a.m., in room 2221,

Dirksen Senate Office Building, the Honorable Bill Bradley (acting
chairman) presiding.

Present: Senators Bradley, Nelson, Heinz, Danforth and Chafee.
Senator BRADLEY. The committee will come to order.
We are involved in hearings on the tax cut proposals that are

before the Senate.
We have a list this morning of very distinguished guests who will

make their presentations.
Our first guest is our colleague, Senator Schweiker from Penn-

sylvania.
I would like to welcome you, Senator Schweiker: You may pro-

ceed with your testimony.

STATEMENT OF HON. RICHARD S. SCHWEIKER, U.S. SENATOR
FROM THE STATE OF PENNSYLVANIA

Senator SCHWEIKER. Thank you very much, Mr. Chairman.
I am glad to see this committee being chaired by my good friend,

colleague and neighbor this morning. I appreciate the opportunity
to be heard. I know you have a busy schedule, and I will try to be
concise.

Mr. Chairman and members of the Finance Committee, I appre-
ciate this opportunity to testify in support of S. 2983, the "Venture
and Capital Revitalization Act of 1980," which I introduced July 28
to raise the Federal tax exemption on long-term capital gains
income from 60 to 75 percent.

Two years ago during consideration of the Revenue Act the
Senate approved an increase in the exemption from individual
capital gains to 70 percent. In conference with the House this level
was lowered to 60 percent. Increasing the exemption was an eco-
nomic success; I believe that we should follow up by increasing the
exemption on capital gains to 75 percent.

I am pleased to announce this morning that since introduction of
the bill on Monday, 14 of our colleagues hive already joined as
cosponsors-Senator Henry Bellmon, Senator Thad Cochran, Sena-
tor Robert Dole, Senator Jake Garn, Senator Orin Hatch, Senator
Hayakawa, Senator Helms, Senator Jepsen, Senator Laxalt, Sena-
tor Lugar, Senator McClure, Senator Roth, Senator Stevens, and
Senator Wallop.

(1743)
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The ability to raise capital has never been more important. Stat-
isticians who monitor our economy have documented a continued
reduction in productivity. The economy has sagged into stagflation.
We suffer not only inflation from excessive Government spending
and the accommodative monetary policy of the Federal Reserve
System but also high levels of unemployment and underutilization
of productive capacity.

One solution to these joint problems of inflation and unemploy-
ment, is to increase through Government action the productive
capacity of the economy. Yet, this increase cannot take place with-
out raising total investment.

Government action to bring this about is very important. We
have observed over the last 15 years a decline in the capability of
the economy to recover from the type of cyclical recession we are
now experiencing. The "+,ate sector has less capability to snap
back now than before, so Federal responsibility to manage the
recovery has grown.

For example, a recent study by Salomon Bros., the investment
banking firm, points to a "picture of impaired financial sound-
ness." Their study cites the difficulty firms have in raising long-
term capital, especially equity capital, as one of the critical reasons
for impaired financial soundness. Without a firm foundation new
investments prove difficult to finance.

Mr. Chairman, in 1978 Congress accepted the concept that lower
capital gains taxes will increase the sales of holdings and improve
the mobility of equity capital stimulating investment. It was pre-
dicted then that an overall increase in economic activity would
result. Moreover, Congress estimated that the increase in economic
activity with its resultant expanded tax revenues would go a long
way toward offsetting Federal revenues foregone by the tax rate
reduction.

These predictions have turned out to be correct. Lower capital
gains tax rates brought new funds to the venture capital market, a
critical source of funds for small high-technology firms. Small firms
increased their capitalization by making public stock offerings; and
after the 1978 change in the tax law equity capital raised jumped
63 percent to $250 million from a 1977 level of $153 million. Con-
tinuing this trend, new stock offerings yielded $506 million in 1979.

To document the significance of this development, I would like to
remind the committee of a 1979 Commerce Department report
which showed that most new jobs are created by small firms.

These new jobs cost the Federal Government very little in the
short run. Information released by the Treasury Department indi-
cates that over 75 percent of the revenue foregone by lowering the
exemption in 1978 was made up by an increase in the dollar size of
investor capital gains. The $1.25 billion reduction originally pre-
dicted for increasing the capital gains exemption for individuals is
now expected to amount to only $250 million.

In the long run, the 1978 changes will likely mean an increase in
Federal revenue. It takes just one major new discovery from one
small firm to raise the tax base enough to pay the Government
back. On balance, increasing the exemption in 1978 worked well. I
believe this favorable outcome justifies continuation of the experi-
ment through adoption of S. 2983 to boost the exemption from 60 to
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75 percent and thereby encourage additional jobs creating invest-
ment.

If the United States is going to recover fully and quickly from
the present recession, we must take advantage of the stimulative
effects of a further reduction in the long-term capital gains tax
rate.

By increasing the tax exemption from 60 percent to 75 percent,
we can provide our nation with an opportunity to maintain its
competitive position admidst the economic powers of the world. I
might add, Mr. Chairman, that two of our most effective economic
competitors, Japan and West Germany, for all intents and pur-
poses, do not tax individual capital gains. It would be appropriate
for the U.S. tax law to move in this direction now to improve our
competitiveness with these nations.

In order to recreate the vigorous economy this Nation has known
for most of its 204 years, we must provide greater incentives for
individuals to invest, particularly in risky new ventures which
provide the cutting edge for economic growth and new jobs. Unfor-
tunately, capital gains taxes reduce very substantially the incen-
tive to invest in such ventures.

In addition, many investments are held by those who would
rather sell them and redeploy their funds in more valuable roles.
The release of these holdings is prevented by present law which
taxes what are in many cases fictitious gains caused by inflation.
Whether the gains are fictitious or real, however, is not the most
important issue. The real issue is whether our tax laws encourage
investment and the release of existing economic resources to their
most efficient use.

Mr. Chairman, I thank you for this opportunity to testify before
the committee in behalf of S. 2983, the Venture and Equity Capital
Revitalization Act of 1980 and I respectfully urge that you incorpo-
rate its provisions into your tax change recommendations this year.

Senator BRADLEY. Thank you, Senator Schweiker.
Let me just ask one question: Why is this exemption preferable

to a decline in the capital gains rate itself?
Senator SCHWEIKER. Well, in essence that would be the effect of

it. By exempting 75 percent, only 25 percent of the gain is subject
to federal income tax. If for example you are in the 70-percent tax
bracket, that 25-percent taxable gain would imply an effective rate
of 17.5 percent.

Senator BRADLEY. Thank you very much.
Senator SCHWEIKER. Thank you.
Senator BRADLEY. Our next witness is Congressman Richard Gep-

hardt from the State of Missouri.
I would like to welcome Congressman Gephardt to the commit-

tee. We are interested to hear your testimony, and I am particular-
ly interested to hear your testimony.

Please proceed.

STATEMENT OF HON. RICHARD A. GEPHARDT, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF MISSOURI

Mr. GEPHARDT. Thank you, Mr. Chairman. Thank you very much
for the opportunity to come here today to testify with regard to
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these hearings on tax reduction, and to particularly advocate to the
committee, S. 2920, which was introduced by yourself, Senator
Bradley. I think tax is one of the major problems that we face as
we begin to look at the alternative ways to effect tax reduction in
1981 and 1982.

I would note that Senator Eagleton of my State presented a bill
for a 20-percent income tax credit against payroll taxes a year or so
ago and, of course, the bill that you presented, S. 2920, is much like
the bill I presented on the House side, which calls for a refundable
credit against income taxes equal to 10 percent of payroll taxes.

As you know, it provides a credit to employers, employees and
the self-employed and is authorized for a period of 2 years

I would point out that one of the benefits of this proposal is that
it provides income tax reduction immediately if it were enacted
before January of 1981. The reduction would be reflected in the
paychecks of workers because we plan to offer an amendment on
the House side, which could be offered, which calls for the reflec-
tion of the credit in the income tax withheld from workers begin-
ning as soon as the credit would be effective.
- At the back of my testimony we have two charts which I think
are important in understanding the proposal. The first chart shows
two things: First, the revenue loss from this proposal by fiscal and
calendar years 1981 to 1985. It of course shows for fiscal 1981 the
revenue loss would be estimated to be $10.3 billion; for 1982 the
revenue loss would be $16.9 billion; and at the lower part of the
page you can see the benefits from this proposal by income level.

You will note that the majority of the benefit goes to those in the
income level of between $20,000 and $30,000. However, a fairly
large proportion of the cut goes into the lower income level, the
smaller reduction for the upper income levels.

The second chart shows the actual dollar effect of the reduction
for workers in different categories. The worker making $5,000 a
year, a one-earner family, would get a $33 reduction; an earner
making $30,000 a year, a one-earner family, would get a reduction
of $190.

I think that this reduction does not completely offset the in-
creases called for in January of 1981, but for many, many workers
it does completely offset the increase. Only for the workers at the
higher end of income is there not a total reduction or a total offset.

I would point out that there are a number of arguments that can
be made for this kind of reduction. I would like to go through them
very quickly.

First, I think we are all aware of the increases that were called
for in the 1977 act. In 1981, as you are all well aware, the rate on
the social security payroll tax goes from 6.13 percent to 6.65 per-
cent, and the base goes from $25,900 to $29,700, and, of course, the
rate for self-employed goes to 8.1 percent.

In 1982 the rate goes from 6.65 to 6.70 for employees and the
wage base goes to $32,400 and the rate for self-employed goes to a
very high 9.3 percent.

I think that it is obvious that we need to address the question of
offering relief to workers who are going to pay these very high
levels of payroll taxes.
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Let me talk about what I think the economic effects of such a
proposal would be, which I think are very important. It is obvious
to me that if we pass tax-cut legislation we are offering to offer
relief on the business side, the industrial side, and then on the
individual side.

I would strongly advocate that we effect the reduction on the
individual side with a cut of this kind. I say that for two reasons:
The normal- reason we try to effect tax cuts is to stimulate the
economy in a time of recession. This kind of social security tax
credit would do that. -

CBO estimates it would reduce unemployment by approximately
200,000 jobs; it would increase the GNP by $8 billion in calendar
year 1981, raising it approximately five-tenths of 1 percent, which I
think is an impressive statistic. But while it would stimulate the
economy-and this is very, very important-it would reduce infla-
tion; it would reduce the consumer price index by two-tenths of 1
percent.

I think the greatest argument that we can make and the thing
we ought to be most concerned about in effecting tax-cut legislation
in the economic atmosphere we are in, is that that tax-cut legisla-
tion should not further aggrevate and incite inflation. We are
living now with an underlying inflation rate of 10 percent or more,
and I don't think anybody believes, any economists believe, that
inflation rate is going to go down very quickly. In fact, most would
say that it is going to take from 5 to 10 years to have a significant
reduction in that underlying inflation rate.

If that is the kind of atmosphere we are in, it seems to me it is
incumbent upon us to effect tax cuts to stimulate the economy that
are at the same time not inflationary; and this kind of a tax cut
certainly meets those criteria.

Let me talk about the social security system for a moment,
because I know there is a lot of concern about entering into legisla-
tion that would have a long-term effect on the viability and the
philosophy of the social security system.

I have put a 2-year sunset or a 2-year termination on my propos-
al in the House, and I believe, Senator Bradley, your proposal has
a similar termination. I feel very strongly that termination date
should be retained in the legislation. I serve on the Social Security
Subcommittee of the Ways and Means Committee. I was present
during the debate and discussion over the 1977 amendments. I
voted for those amendments. I believed then and I believe now that
there is a great deal more reform that must go on in the social
security system.

I have my agenda for reform. I am sure that most of you have
your agendas for reform. None of us know how that is going to
come out or the exact specifics of that second wave of reform of
social security. I can assure you that we need to make that reform.
I am sure you believe that, too.

I don't think we prejudge the specifics of that reform by enacting
a social security tax credit in 1981. I think we may make it more
important that the reform take place. I hope that is the case. But I
don't think we prejudge it.

I, for instance, believe that we need to reexamine the benefit
structure. I think we need to reexamine the supply level benefit. I

65-969 0 - 80 - 44 (pt.3)
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think we need to reexamine the use of the CPI in adjusting bene-
fits after they are given. I think we need to reexamine the retire-
ment age. I think we need to reexamine the funding of what some
call the transfer aspects of social security by the payroll tax, as
opposed to general revenue.

I think we need to examine universal coverage and the issue of
the treatment of females. I hope all of these things are done, but I
don't think that in any way we prejudge those issues. In fact, I
think we emphasize the need for reform by passing a credit, by
saying that it is an interim solution, and by emphasizing the need
over the next 2 years to address the urgent issues of reform that
are before thi Congress and before the country.

To sum up then, I think that es we approach the individual side
of this tax cut that we do need to address the serious problem of
the level of social security taxation. We need to address the prob-
lem of how we can enact a tax cut that does not further incite
inflation. We need to address the questi-o-iof how we can do that
without making perhaps a permanent step in the social security
system. So, I would urge the committee to consider the proposal

at has been made by the Senator from New Jersey.
I thank you very much for the time to be here.
Senator BRADLEY. Thank you very much, Congressman Gephardt.
I think that you have done an outstanding job in talking about

the bill that is before the Senate at the moment.
I would like to ask you just a few questions.
Before the Finance Committee in the last 1 weeks we have had

a great number of economists and businessmen, and I would say
one of the areas of consensus is that there should be some tax cut.
When we get to an individual tax cut there is a dispute. They find
our approach interesting because it is not a $36 billion revenue loss
in the next year, but they are concerned about the integrity of the
social security trust fund.

I think that you have addressed that issue, but you might take
another crack at it beca ise I don't understand this. I wasn't here
at the time in 1977, but it is as if you begin to open the door and
suddenly the deluge comes through, and people treat this more as
tampering with the social security trust fund than they do with the
tax cut aspects and the beneficial macroeconomic aspects to this
approach.Mr. GPHARIYr. Let's be very clear about it. This is indirect,

general revenue financing in the social security system, even
though it doesn't happen directly, because we are not allocating or
appropriating general revenue into the social security trust fund.

Ail of the tax called for in the 1977 amendments, the payroll tax
going to the social security trust fund, if this proposal were passed,
would continue to go to those trust funds. The level of funding in
the trust funds would not be injured or changed or modified in any
way; but clearly by inference this does allow general revenue to be
used to offset taxes that are being paid by taxpayers to the social
security trust fund, and so the argument can be made that we have
partially opened the door or cracked the door toward the introduc-
tion of general revenue into the social security system. It does not,
however, prejudge that issue, and I would refute the argument that
we have made the judgment, the judgment that general revenue
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should be used in the system or by doing this we will lose the
discipline of the social security system, or that we somehow have
started a trend that is irreversible and can't be stopped.

I would be very, very much against-and F think many, many
other members would be, too-simply rolling back the social secu-
rity tax and throwing general revenue into the social security
system without making some other very important reforms in
social security.

I am sure we have many differences of opinion on those issues.
My hope is that we get into those issues. I sense that if we don't do
something now about the social security tax, that is, as inflation
goes on and as we rock along, in 2 years we will continue to hear
the argument that we shouldn't touch social security, that we
shouldn't do anything about it, that we shouldn't worry about it,
we shouldn't harm it, and certainly th-re are a lot of groups in the
country that would argue should never get to those questions, and
we will sweep under the rug for another year, or perhaps for
another 10 years the questions that have to be answered, in my
view, with regard to social security.

We are going to wake up in this country 10 or 20 or 30 or 40 or
50 years from now and find out there are no answers to the social
security problem. We have either got to find ways to increase
revenues or we have got to do something about the benefit struc-
ture; and I would suggest to you that the way we put the emphasis
on the need to answer those questions is to do something today to
enact a credit with regard to the income tax system that will make
it necessary in the next 2 years to get on with that reform.

Senator BRADLEY. Why, if we want to give tax relief of approxi-
mately this level, the $10 billion to $16 billion level of income tax
relief, and if we want to direct it at people of $20,000 to $30,000 in
income primarily, but also with some effect below and above, why
is this income tax credit approach better than simply targeting a
rate adjustment or a bracket adjustment?

Mr. GEPHAzrDr. Because doing that would be inflationary because
it would be all on the individual side. I am sure you understand
that a credit for the income tax that is geared and related to the
payment of a payroll tax, goes half to business or somewhat half to
business, because we have an offset on the deduction to reflect
credit, but almost half of it goes to business and the other half goes
to individuals.

The reason this proposal has an anti-inflationary effect is be-
cause of the amount of the cut that goes to the employers. Econo-
mists believe that at least half of that reduction will be passed
along to consumers in the form of reduced commodity prices, or at
least will result in the holding down of commodity price increases.
It also has a direct, I think, impact on their willingness to employ
people, because they realize that the credit is related to employ-
ment costs.

So, I think the real benefits of this proposal come from the fact
that it is an income tax reduction that is clearly and directly
related to the payroll tax, which is paid by employers and employ-
ees.

If you simply geared this individual reduction to individuals and
you give a cut, even if it is somehow loosely related to the payment
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of payroll taxes, you will lose those anti-inflationary and, I think,
those proemployment features.

Senator BRADLEY. Thank you very much.
Senator Dole?
Senator DoLE. Well, I appreciate the testimony. I think one area

of concern you have touched on is that this is in effect going to
open the door to funding the social security program, the OASI,
and El benefits from general revenues.

You may put a 2-year sunset provision on it, but once you estab-
lish that program, I suggest it is going to be very difficult to end. If
it were coupled with some reforms in the program, then I think it
might have more legitimacy, but as it is, it would seem to me it
might be a band-aid approach, but not one that would have any
lasting impact. Plus, as I look at it, the 10-percent tax credit will
give more to individuals than their increase in tax, but will give
less to the self-employed.

Is that an accurate statement?
Mr. GEPHARDT. Because the level of taxation for self-employed is

so much greater than people who are not self-employed, I think
that would be the case.

This is not a total offset, therefore, of the increase.
Senator DoLE. In fact, I think it is more than the increase for

many millions of ir lividuals.
Mr. GEPHARD'r. It is in the lower salaried categories; but as you

get into the upper salaried categories-I forget the break point-
and probably for the self-employed it is not a total offset. We look
at a 20-percent credit which would affect that.

In my view the revenue loss was greater than we really want in
this tax cut at this time. Obviously, you can adjust the credit at
any level you want, but indeed that is the case.

If I can respond, Senator, briefly, I appreciate your disagreement,
and obviously that is a major point of disagreement.

I would simply say to you that I have a lot of reforms for social
security, and I am sure you do, too. I believe strongly that we need
to adjust the benefit structure. I feel strongly that parts of social
security could and should be funded by general revenue, but they
should be brought out of the social security system in order to
achieve that.

Obviously, it was not the time to effect the kind of long-term
reform that I think we all think is necessary. We struggled mightly
to get the 1977 bill passed. We have not been, on the House side,
able to come to a consensus or, social security reform for a variety
of reasons.

I would just suggest to you that I think the desire, the possibility,
that we will do nothing in 2 years if we can suffer along with the
system is greater than that we will do something; and I would
suggest to you that this will force reform rather than put reform
under the rug.

Senator DOLE. That may be true, but having viewed it from this
side, as you viewed it from that side, everybody has a list of
reforms but nobody wants to vote on them; and it is nice to talk as
long as you don't have to vote on the reforms, because there are a
lot of people who receive social security benefits.
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You particularly wouldn't want to vote on them in September
and October of any even-numbered year. So I understand all the
politics of it, not partisan but just the straight politics of it.

On the other hand, once we start down the benefit trail, it is
going to be very easy to extend the tax credit for 2 more years. It
may be that we will finally come up with some combination of
what has been suggested by you and Senator Bradley or what has
been suggested by others on the committees on both sides; but it is
certainly one toconsider.

I appreciate your views.
Mr. GEPHARDT. Thank you.
Senator BRADLEY. Senator Danforth?
Senator DANFORTH. I appreciate your testimony very much. I

think that the idea itself is certainly worth thinking about and is
characteristic of the type of input that Congressman Gephardt
typically has in the field of taxation and generally the matters of
jurisdiction that are shared by the Ways and Means Committee
and the Finance Committee.

If we have a tax bill this year, a portion of that bill will be for
business and a portion will be for individuals, and traditionally the
break for the portion of it that is for business is about one-third.
Some people are saying now that it should be more like one-half in
this particular bill, and the business portion should be a so-called
supply side tax cut, that is, it should be for depreciation, maybe
something for research and development.

How willing would you be to modify your proposal so that it
would take care of only the individual side of social security and
provide only a credit for individuals? It would seem that the por-
tion which would reduce the business share of social security tax in
any tax bill would have to come out of something else, and what it
would most likely come out of would be depreciation.

Mr. GEPHARDT. I appreciate those concerns, and I think we are
all now worried about the size of this tax cut, especially in light of
the fact that it is now estimated the deficit for fiscal 1981 will be
larger than any of us thought it would be. In fact, there are
respected economists who believe it will be even higher then that.
So we all have to be worried about the level.

I would be most willing to address changes that would fit thi& tax
cut into our fiscal needs and our economic policy. Obviously, one of
the important features of the bill as presented is that the part of
the cut that goes to employers has a good anti-inflationary effect;
but I can understand your argument that it would detract from the
depreciation part or the investment supply side part of the tax cut;
and, therefore, if we are going to keep within a reasonable overall
figure that we have got to adjust the cost of this proposal.

I would be more than willing to explore those possibilities.
Senator DANFORTH. Now, another variation of offsetting the

social security tax would be to finance the medicare portion of
social security out of general revenue and just use what would
otherwise be the medicare portion of the tax for old age and
survivors' insurance.

What would be the wisdom of doing that? Is that a reasonable
variation on your theme?
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Mr. GEPHpAYr. I don't think so. I voted for that in the Ways and
Means Committee 2 years ago, in 1977, but I don't think that it is
possible to move to that radical a reform at this point. There are a
couple of reasons for that:

One, to totally pay for medicare, the cost for fiscal 1981 would be,
I think, greater. than the cost of the Bradley proposal. Further than
that, I don't sense in the House at least any willingness to enact
such a major reform in social security in this short time period.

Our subcommittee is going to go into a full set of hearings and,
hopefully, markup next year on further reform of social security. I
don't sense any desire to take such an important and significant
step.

So, I think this kind of a proposal is the only thing we can
address in this time period.

Thank you.
Senator BRADLEY. Thank you, Congressman.
I know that Senator Nelson wanted to have the opportunity to

question you. He has gone to vote. We are in a situation now where
we have three back-to-back votes, so for the other people who are
waiting, I think that the way we will proceed is that Senator
Nelson will come back and take the chair while Sentor Danforth
and I go and vote; and then probably from about 10:30 to 11 we will
probably recess the committee because it doesn't make much sense
to sit here 4 minutes and hear American Express or whoever is the
next witness. So I think that what we want to do is to keep you
here until Senator Nelson returns, and I might do that by asking a
few more questions myself.

One of the things that we have considered in the committee is a
general rate reduction, and I would like to know your views on the
general rate reduction, not the targeted but the Kemp-Roth ap-
proach to individual tax cuts.

Mr. GEPHARDT. Well, I would be opposed to that kind of a propos-
al, for a couple of primary reasons:

First, I think that the amount as suggested in the Roth-Kemp
proposal is far too great for the economic situation which we find
ourselves in. I am very concerned about the amount of the deficit
foi 1981. I think to move to a tax cut that would have that revenue
impact would be a fiscal and economic error of major proportions.

I realize-the feedback argument. I realize there may well be
substance to those arguments. I don't discount the fact that there
could be more feedback than some economists say. But I don't
think you can leap into a radical approach, hoping that the feed-
back will be much greater than most economists say, and I don't
think that is the kind of risk we want to take in this economic
atmosphere.

I further believe that not only will the tax cut of that kind have
a revenue impact, and therefore, a deficit impact that has an
inflation impact, but also that the very idea of simply using the-
traditional kind of tax cut that we have used for individuals is
simply not appropriate for these economic times.

As I said earlier in my statement, I think we now understand
that inflation is imbedded in our economy. It is going to be imbed-
ded in our economy for some time to come, and we have got to
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come up with some innovative ways to offer stimulation that does
not increase inflation.I am afraid for those two reasons the Roth-Kemp proposal is
deficient.

Senator BRADLEY. Could you explain for the committee why the
income tax credit against social security is a progressive relief from
a regressive tax?

Mr. GEPHARIYr.- Well, I think it is a well-known fact that the
payroll tax is a -regressive tax. It is a flat percentage on all income
groups. Right now it is 6.13 percent of payroll whether you make

5,000 a year or $500,000 a year, and therefore unlike the income
tax it is not progressive, in the sense that it is not a greater
percentage if you make a greater amount of money. Therefore, a
credit against the income tax would provide progressive relief from
a regressive tax.

If you are making $5,000 a year and you have a 10-percent credit
on your income tax against that regressive tax, your relief is going
to be greater in percentage than the fellow making $500,000 or
$50,000 a year.

I believe that is a good result; it is one that offers more percent-
age of the tax cut to the economic groups in the middle and the
lower than it does at the upper end. If you look at the economic
distribution of the Roth-Kemp tax cut, a greater proportion of that
benefit goes to the higher middle and higher income groups, and
from my vantage point I think that the proposal you offered has a
better economic effect and economic distribution.

Senator BRADLEY. You know everyone is talking about a tax cut,
which came up like a Missouri tomato in the middle of the
summer, and it seems to be gathering speed. The fear, of course, is
that once we begin a tax cut we are going to have a Christmas tree
here and everybody is going to have their own little thing to put on
the tax cut.

As the chairman of this committee has said a number of times in
these hearings, he doesn't know of any tax cut that didn't have
that propensity. But it seems to me that if we are looking at why
the need for a tax cut came up, namely, the macroeconomic cir-
cumstances the country finds itself in going into a recession, and if
we look at a surgical approach to that, that is, what kind of tax cut
to meet the -macroeconomic needs of the country-that when you
get into a debate weighing the potential damage to the social
security trust fund versus the benefits from this kind of an ap-
proach, in my view the benefits far outweight the threat to the
social security trust fund.

Again, you might for the committee's edification say why you
believe that this tax cut meets the precise needs of the economy of
the next 6 months to 1 year to 2 years.

Mr. GEPHARDT. Well, before I do that, let me also comment on
timing, because I think that is an important issue.

It is my view that our ability to limit and moderate the amount
of the tax cut is greater now at the end of this Congress than it
will be in the middle of the next Congress or in the first few
months of the next Congress. Any tax cut, as your chairman has
said, has the propensity to become a Christmas tree. I think that
propensity will be greater next year.
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I think the issue now should be, do we need a tax cut or don't we
at the beginning of January 1981. If we conclude we need it, I
think we can do it better now than next spring, that we can limit it
better now than next spring, and we ought to do that.

I also believe that in the economic circumstances in which we
find ourselves, we have got to enact a tax cut that fits our econom-
ic circumstances. I think that the social security tax credit unique-
ly does that, as opposed to an across-the-board individual tax cut,
for all the reasons I have given; and I strongly believe that that
benefit far outweighs the risks that we run that we are going to do
something untoward to the social security system.

If there is not a majority in Congress to simply swap general
revenue into social security, that majority is going to be here 6
months or even 1 year from now just as much as it is here now.

I would suggest we move ahead. I further think it will greatly
emphasize the need for reform in the social security system.

Thank you.
Senator BRADLEY. I am sorry we got interrupted by a rollcall.
We appreciate your taking the time to testify.
Mr. dXptRDT. I appreciate it. The Senator thought you might

have some questions about this approach. I would be happy to
respond. The gentleman is obviously an expert on social security
and is well respected.

Senator NELSON. Thank you.
[The prepared statement of Mr. Gephardt follows:]

- STATEMENT or REPRESENTATIVE RICHARD A. GEPHARDT

Mr. Chairman, I appreciate your allowing me to testify on behalf of Senator
Bradley's bill, S. 2920, the Social Security Payroll Credit Act. As you may know, my
distinguished colleague from Missouri, Senator Eagleton, introduced a similar bill at
a 20 percent credit rate. Senator Bradley's bill is identical to mine at 10 percent.

Although the Nation's unemployment rate remained steady in June at 7.7 per-
cent, the Consumer Price Index rose one percent, up 14.4 percent from last year.
American productivity fell at an annual rate of 3.1 percent in the second quarter,
the sixth straight quarter of decline. If these trends continue, some remedy for our
economic woes must be enacted.

The rise in the Social Security tax rate to 6.65 percent and the expansion of the
taxable ware base to $29,700 in January are likely to produce further adverse
economic effects-nomely higher inflation and higher unemployment. As an em-
ployer's payroll tax contributions rise so do labor costs; these higher costs will in
turn be passed on in the form of increased prices and increased unemployment. As
employees' contributions to Social Security increase, disposable income goes down,
resulting in lowerlevels of aggregate demand.

S. 2920, the Social Security Payroll Credit Act of 1980, provides a remedy to the
scheduled increase in the Social Security tax and taxable wage base while solving
many of our current economic problems. Under the legislation, employees, employ-
ers, and the self-employed alike will receive a credit equal to 10 percent of Social
Security taxes paid in 1981 and 1982. In its present form, the bill provides a
refundable credit against income taxes. Senator Bradley and I have had an amend-
ment drafted by the Joint Committee on Taxation and the Office of the Legislative
Counsel to provide a mechanism so that the credit will be worked into the withhold-
ing schedule. As you know, by providing this mechanism, the benefits of the bill are
substantially increased as it will put money in the hands of business and labor
immediately.

Considerable attention has been given to the concept of S. 2920 since its introduc-
tion as a method to provide relief to the burden of increasing Social Security taxes.
By reducing business labor costs, the Congressional Budget Office estimates that
enactment of the bill will result in a decrease in the unemployment rolls by 200,000
jobs or 0.2-percent. CBO has also indicated that enactment of the bill will lower the
Consumer Price Index by 0.2 percent and will increase the real Gross National
Product by $8 million or 0.5 percent. I should point out that under the legislation,
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employees will receive a larger benefit than employers. This results from the credit
reducing the payroll deduction afforded to business, and thereby raising taxable
income by the amount of the credit. As their taxable income is taxed at an average
rate of 40 percent, businesses will benefit by only 60 percent of the credit.

The Joint Tax Committee has estimated that the revenue loss resulting from the
enactment of this proposal, including any offsets, would be $10.3 billion in Fiscal
Year 1981 and $16.9 billion in Fiscal Year 1982. The Joint Tax Committee, in
compiling these revenue loss figures, has estimated that the revenue loss offset will
be approximately 10 percent in Fiscal Year 1981 and between 3 and 5 percent in
Fiscal Year 1982. These figures are based on the premise that in the first year, 45
percent of the employers' credit will go towards higher corporate profits and the
other 55 percent towards reducing prices. In the second year, most of the credit will
be directed at reducing prices. As 200,000 jobs will be created by the credit, the
government's burden of transfer payments will also be reduced.

We are faced with the fact, as a result of the recession, that the deficit for Fiscal
Year 1981 may run as high as $60 billion. According to the Congressional Budget
Office, balancing the Budget for Fiscal 1981 was expected to decrease the inflation
rate by 0.2 percent. By reducing the inflation rate by 0.2 percent, S. 2920 will have
as great an impact on inflation as balancing the Budget.

There are other tax cut proposals before the Committee that will aid individuals.
However, as compared to an across-the-board tax cut, S. 2920 is far more preferable.
Any tax cut passed by the Congress this year would not take effect until next year.
By that time, the Nation will be in the midst of a recovery. A tax cut must not only
be countercyclical, as is an across-the-board tax cut, but it must also have other
redeeming qualities as well. S. 2920 is endowed with these redeeming qualities with
its job creating and anti-inflationary features most prominent.

While the concept of Social Security receives virtually unanimous support from
the American people, critics claim that its main drawback is that it is funded by a
regressive tax. The Social Security tax rate is the same for all employees, however,
it will only be applied to the first $29,700 a worker earns beginning in January.
Those fortunate enough to earn larger salaries have no further Social Security
liability and thus pay a smaller tax per dollar of aggregate earnings than those
wage earners below the wage base. S. 2920 reduces the effective Social Security tax
rate for all employees. Thus, those employees who earn an income below the wage
base receive a larger per dollar benefit than those over the wage base. At a time
when the incomes of un-skilled and semi-skilled workers are ravaged by inflation-
at a time when the jobs of these workers are so severely threatened-a progressive
tax cut is the only form of tax relief that should be considered.

As I have said, this proposal will benefit employees, employers, and the self-
employed. This is a refundable tax credit-if a person incurs no tax liability, he or
she may file for a refund at the end of the year. Additionally, if an individual has
more than one job or should over-withhold his or her tax payments, the credit at
the end of the year would not be greater than anyone else's earning 'a similar
income.

A family of four, with one wage earner and an income of $12,500, would benefit
by a reduction in tax liability of $83; if a wage earner grossed $25,000 annually, the
reduction would be $166. Anyone earning over the wage base of $29,700, with a
family of four, would receive $198.

Business would benefit from this proposal through a reduction in its payroll costs.
Of those industries comprising the business sector, this bill will benefit labor-
intensive industries most of all. As I stated earlier, the Congressional Budget Office
has estimated that 45 percent of the credit to employers will go toward increased
corporate profits in the first year. These higher profits will in turn stimulate
investment and productivity.

According to the general formula applied to any across-the-board cuts in the
Social Security pay11 tax, employers and employees will each receive 48 percent of
the total credit. Self-employed individuals ffill receive the remaining 4 percent.
Therefore, employers and employees each stand to benefit by $5.424 billion, and the
self-employed will receive $425 million. Corporate profits in the first year should
increase by $2.712 billion.

Finally, I would like to stress that the integrity of the Social Security Trust Funds
will not be compromised by the enactment of this bill. As the credit will be funded
out of General Revenues, there will be no reduction in Trust Fund tax receipts. The
legislation would-only be authorized for two years; enactment of the proposal should
not influence or preclude any future action which the Congress might deem neces-
sary to maintain the financial viability of the System. We can ill-afford to tamper
with the Trust Funds at this time; S. 2920 recognizes this fact.
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Mr. Chairman, I appreciate your -llowing me to comment on Senator Bradley's
proposal. I believe that his credit shcald be the nucleus of any tax cut legislation
the Congress adopts for 1981, but whatever the outcome of these hearings, I am
certain that if the Committee determines a tax cut is indeed appropriate, the model
it adopts will be fair and equitable for all Americans.

GEPHARDT 10 PERCENT SOCIAL SECURITY CREDIT FOR A FAMILY OF 4 WITH 1 OR 2 EARNERS IN
1981

Social security Iaoibty Income tax Sowal security ikatlity " Income tax
Income reductO 1981 - reduction

One ear 1990 One earner 1981 One earner Two earners 1980 Two earners 1981 Two earres

$5,000 $306.50 $332.50 $33 $306.50 $332.50 $33
7,500 459.75 498.75 40 459.75 498.75 50

10,000 613.00 665.00 67 613.00 665.00 67
12,500 766.25 831,25 83 766.25 831.25 83
15,000 919.50 997.50 100 919.50 997.50 100
17,500 1,072.75 1,163.75 116 1,072.75 1,163.75 116
20,000 1,226.00 1,330.00 133 1,226.00 1,330.00 133
25,000 1,532.50 1,662.50 166 1,532.50 1,662.50 166
30,000 1,587.67 1,975.05 198 1,839.00 J,995.00 200
40,000 1,587.67 1,975.05 198 2,452.00 2,660.00 266
50,000 1,587.67 1,975.05 198 3,065.00 3,325.00 333

'Assumed to wage and salary income subject to sowl security
Assuming eac spouse earns hall the income,

Source. Joint Committee on Taxatie

REVENUE LOSS BY FISCAL AND CALENDAR YEARS 1981-85
[In billiils of dolars]

Revenue Revenuescalyearss Calendar year joss

1 9 8 1 ............................................. ........................... .. .. 10 .3 1 9 8 1 .. . .............. ........... ...... ....... .. ........ .. .......... ...... 1 3 .7
1982 ............ ................. .............. ............................ 16.9 1982 .... . ........... ............. . . . ............................... .. 17.4
1983 ....................................... . .................................... 19.3 1983 ... ........................... ..................... . . . . . ... 19.8
19 8 4 ....................................................................... _... - 2 1.8 19 8 4 ................ ............... ... ....... ............... ........... . . . 2 2 .4
19 8 5 ................ .............................................................. 2 5 .4 19 8 5 .................. ......................... ...................... ........ 2 6 .3

Includes the revenue offset as compl ed by the lent Co rilltee on Taxatson (10 percent the 1st year and between 3 and 5 percent the 2d
year)

Source: Joint Committee on Taxato.

Benefits by income level by percent of tax cut

Income levels:
S $0 to $ 10,000 ............................................................................................................. 14.6

$10,000 to $ 15,000 ..................................................................................................... 13.6
$15,000 to $20,000 ..................................................................................................... 16.1
$20,000 to $30,000 ..................................................................................................... 30.2
$30,000 to $50,000 .......................................... 19.8
$50 ,000 to $100,000 .................................................................................................. 4.6
$100,000 an d over ..................................................................................................... 1,0

Source: Joint Committee on Taxation.

Senator NELSON. We will now hear from a panel consisting of
Peter Evenson of the Paul Howard Construction Co. on behalf of
the Associated General Contractors of America; Norma Pace, vice
president, American Paper Institute; William J. DeLancey, chair-
man of the American Iron & Steel Institute; and Mr. William
Penick, managing director, tax policy, Arthur Andersen & Co.
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If you would be kind enough to identify yourself for the reporter
starting at my far right.

Mr. PENICK. I am William Penick with Arthur Andersen & Co.
Ms. PACE. I am Norma Pace of the American Paper Institute.
Mr. EvENSON. My name is Peter Evenson with Paul N. Howard

Construction Co.
Mr. DELANCEY. I am William DeLancey, chairman of the Ameri-

can Iron & Steel Institute.
Mr. ROOT. I am Thomas Root, AGC staff.
Mr. STOCKTON. George Stockton, AGC staff.
Senator NELSON. All right, go ahead and proceed however you

desire.

STATEMENT OF NORMA PACE, SENIOR VICE PRESIDENT,
AMERICAN PAPER INSTITUTE

Ms'. PACE. Shall I start?
My name is Norma Pace. I am senior vice president and chief

economist of the American Paper Institute.
The members of the American Paper Institute and the National

Forest Products Association whom I represent today are grateful
for this opportunity to present our views on the tax policy at this
critical-time.

In formulating our policies we were mindful of the need to
develop a responsible position in view of the dangerous and con-
flicting forces operating in the economy today. We know we have
recession. We have inflation. We have rapidly rising taxes and tax
increases scheduled for 1981, and despite all of this we continue to
have large Federal deficits.

After giving careful attention to the nature and severity of these
problems, we support a broad based program-of phased-in tax cuts
that will minimize the impact on revenues and speed up growth
and productivity in the United States.

A tax cut of about $25 billion split evenly between business and
individuals should be enacted now to take effect on January 1,
1981. It should be the first phase of a longer range program.

Considering the current problems that the economy faces, the
only real response that business can make that is logical and
helpful is to increase its investment. What we must do right now
is to prevent the downturn in consumer spending from spreading
to business investment next year.

So, it seems that the key ingredient in this phased-in tax pro-
gram should be faster capital recovery. Increased investments that
will moderate inflation, increase supply, improve worker productiv-
ity, and encourage faster economic growth are needed now.

And if I may, I would like to take a few minutes just to illustrate
this with the problems of the paper industry.

In 1979 our industry experienced shortages in some grades of
paper and tight supply in others. And as the result of this, we
increased imports of grades of paper above normal import levels.

Now why has this happened? Have we failed to invest? No, that
is not the answer. In 1979 and again in 1980 we are going to spend
more than $6 billion a year on plant and equipment. And that is
twice what we spent only 3 years ago. But that simply is not
enough.
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If you look at the investments in energy conservation, in pollu-
tion abatement, in reforestation, in the replacement of obsolete and
worn out equipment that we will need as well as the additional
capacity in the next 5 years, our average annual outlays will
increase to $8 billion a year. Even under the best operating condi-
tions we are going to fall short of those requirements by close to $3
billion a year.

Now the result of all of this is that we will experience 6 lag in
investment that could reduce growth in the industry and the econ-
omy. It will reduce the potential for job creation. The paper indus-
try wants to invest. It needs to invest.

But present depreciation allowances fall far short of replacement
needs alone in this inflationary period. And yet across the border
our biggest and nearest competitor, Canada, permits a 2-year
writeoff for machinery and equipment.

We made some estimates of 10-5-3 to determine its impact on
our industry and on Treasury receipts. When 10-5-3 is fully imple-
mented after a 5-year period, we expect our cash flow to be $900
million higher than it would have been otherwise. This $900 mil-
lion would finance 1 million more tons of capacity for the paper
industry, and this added capacity will generate cumulative tax-
revenues of over $1 billion after only 3 years.

So what we are saying is that $900 million in tax reductions will
increase activity in our own industry and in our customer and
supplier industries enough to generate $1 billion in tax receipts
after 3 years. And that qualifies as a sound investment in produc-
tivity, growth and lessened inflation in the United States.

But even as we recognize the great importance of increasing
depreciation allowances or allowing faster capital recovery, we ad-
mit that there are other problems in the tax structure. And that is
why we believe a broad-based program. is needed. We have just
listened to a discussion of payroll tax increases. We agree that those
are a problem but we are concerned about the particular proposal
that was just described because we feel it would involve general
revenue financing.

So we are proposing the remission of half the increase in the rate
as well as the taxable wage base that is scheduled to take effect in
1981.

We think there is room also for a phased in program of corporate
and personal tax reductions. And we certainly think that risk taking
and entrepreneurship are greatly affected by our tax structure, and
those proposals that would encourage new ventures should be consid-
ered. Experience with the recent reduction in the capital gains tax
rate is encouraging, and we think that should receive the attention
of Congress in this consideration of appropriate tax action.

We hope that the capital gains liberalization would apply to
corporations as well as individual tax rates. So what I have described
is what I think is a responsible tax position that borders on structur-
al reform, that is equitable and will still move the economy quickly
into balanced recovery with higher productivity and real increases in
revenues.

Thank you.
Senator NELSON. Thank you. Who is next?
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STATEMENT OF WILLIAM C. PENICK, MANAGING DIRECTOR,
TAX POLICY, ARTHUR ANDERSEN & CO.

Mr. PENICK. I will go next. My name is William Penick and I am
the managing director for tax policy with Arthur Andersen.

We are delighted to have a chance today to present our views on
this very important set of hearings.

In our view the impact of our current rate of inflation on both
taxes and capital is a primary concern in considering tax reduc-
tions at this time.

First, by taxing inflated business profits, industry is in effect
being decapitalized.

Second, by pushing individuals into higher tax brackets, a sub-
stantial tax increase is being imposed.

Third, at current inflation rates our present tax laws are destroy-
ing incentives to work, save and invest. -

The term "tax reduction" is a misnomer. If Congress does not act
to reduce tax burdens, it is implicitly approving substantial tax
increases caused by inflation.

A recent joint committee estimate of the amount of individual
"bracket creep," assuming relatively modest inflation rates that
were the basis for the first concurrent budget resolution, suggests
accumulated inflation induced increases in individual taxes exceed-
ing $380 billion in the next 5 years.

Senator NELSON. Is this bracket at an assumed inflation rate?
Mr. PENICK. The same rates of inflation that were in the first

concurrent budget resolution. It starts out for next year at a little
over 13 percent and scales down I believe in 1985 to a little over 8
percent.

Senator NELSON. You are not counting increased taxes, social
security or windfall profits?

Mr. PENICK. This is purely the individual bracket creep by push-
ing people to higher brackets.

Senator NELSON. Five years equal to---
Mr. PENICK. Roughly $380 billion. If you would like the details on

that for the record, I would submit those.
Senator NELSON. Yes.
[The information to be supplied for the record is as follows:]

INFLATION TAX WINDFALL TO FEDERAL GOVERNMENT I INCREMENTAL AND CJMLATIVE
[Dollars in Nlions]

Assmed
inflate 1981 1982 1983 1984 1985 198145Yer actor, in tota

1981 .............................................................. 13.3 $23.4 $26.2 $29.3 $32.9 $36.8 $148.6
1982 ............................................................... 10.0 ... . . .... 19.7 2T1 24.7 27.7 94.2
1983 ............................................................... 9.7 ... . . . . . .... .......... 21.4 24.0 26.8 72.2
1984 ................................................................ 8 .7 ...................................................... 2 1.5 24 .1 4 5.6
198 5 ................................................................ 8 .3 ................. .... ................................... 23 .0 23 .0

Qimtiw total ....................... 23.4 45.9 72.8 103.1 138.4 383.6

E Fstim W byn the rate brt ft m z brxW,, amu perat exM W~ "A ex eled row M lor te irease in te
Unm har rincla of Bhe yean in th Ow quiare' of IhN Ir Wonr rates a h azro i- n th Frs Coeetfor h isw 1981 Wad o~t t 1985. Aso assumed r _ r in

yer 1982,34 o fiscal year 1983,38 perca nt fr fiscal year 1984 and 3.8 prcnt 1 W yew 1985.
Sourca Joint Conmait on txaion.
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Mr. PENICK. We are not suggesting that Congress would permit
increases of this size to become effective but it does indicate the
magnitude of the problem.

Current problems of our economy are well-documented. Many
businesses are experiencing reduced profits and increased unem-
ployment. Real corporate profits are off significantly. Our produc-
tivity growth rate, savings, and investments are lagging behind
most of our major competitors. -

Tuesday's Wall Street Journal reported a 12.5 percent decline in
output of goods and services during the second quarter: The sharp-
est decrease in the 33 years such data has been compiled. For the
first 6 months of this year the GNP decreased.

We are not suggesting that changes in tax policy will solve all
the problems facing our economy, but the right kinds of changes
could contributesignificantly to their solutions.

A key factor in encouraging productive investment is a more
effective cost recovery system. This seems the appropriate time for
Congress to revise our tax depreciation system to provide: One, a
much greater incentive to invest; two, increased protection against
the erosion of invested capital caused by inflation; three, creation
of a simplified tax depreciation system that will benefit all taxpay-
ers, both large and small. And we certainly commend you, Mr.
Chairman, for your efforts toward this kind of objective for smaller
businesses.

Our written statement contains a number of comparisons of the
capital cost recovery system, the so-called 10-5-3 approach con-
tained in S. 1435, with the simplified cost recovery system, included
as part of Ways and Means Chairman Ullman's Tax Restructuring
Act of 1980, H.R. 7015.

Based on that analysis as indicated in our written statement, the
10-5-3 approach provides greater investment incentive and greater
protection from inflation, particularly for longer lived assets, than
the simplified cost recovery approach.

However, the simplified recovery system through its pooled asset
account approach provides much greater simplicity. Changes could
be made in that system that would provide greater stimulus.

A- central theme of these hearings is whether or not tax reduc-
tion should be enacted at this time. While a number of changes
may be appropriate in our tax system affecting both individual and
business taxpayers, we believe that action on cost recovery propos-
als should be given top priority, even though they might not be
effective until 1981.

Major capital investment projects require certainty as to tax
consequences since taxes are often a critical factor in determining
the rate of return on an investment and deciding whether or not to
invest. Delay in action may mean delay in investment at a time
when our economy badly needs productive investment.

Our overall Federal tax system badly needs major reexamina-
tion. By relying heavily on progressive income taxes, we have
created a bias against work, savings, and investment, and favoring
consumption.

Among the changes in our present system that should be consid-
ered are in our view the integration of corporate shareholder taxes,
increased incentives for savings, dividend reinvestment plans, tax-
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ation of Americans working abroad, tax deferred rollovers, and so-
called marriage penalty tax.

There are many other things we could talk about. I -know our
time is short. It is a real privilege to have a chance to present our
views to this committee. Thank you.

Senator NELSON. Thank you.

STATEMENT OF PETER 0. iVENSON, PAUL N. HOWARD CON-
STRUCTION CO., ON BEHALF OF ASSOCIATED GENERAL CON-
TRACTORS OF AMERICA
Mr. EVENSON. Mr. Chairman, my name is Peter Evenson. I am

assistant to-the president of Paul N. Howard Co., Greensboro, N.C.
I appear here today as a member- of the Tax and Fiscal Affairs
Committee of the Associated General Contractors of America. Ap-
pearing with me are Thomas L. Root and George Stockton of AGC's
national staff.

I understand that the written statement will be incorporated in
the record, so I will be brief and to the point.

AGC is firmly behind the Capital Cost Recovery Act of 1980 as
the best available means of providing a stimulus to the economy
without fueling the flames of inflation. One of the concerns we
have heard expressed is that small business is not behind the 10-5-
3 legislation.

AGC consists of almost 90 percent small businesses. We are very
much behind this legislation.

The two previous speakers have done an excellent job in terms of
summarizing their support of 10-5-3. I can only add that AGC
shares their support of this measure.

Senator NELSON. Well, let's see. The real estate, the people in the
field of real estate oppose it?

Mr. EVENSON. Yes, but in the construction industry, AGC in
particular, we do support it fully. We look upon it as a means of
stimulating basic industry, and it provides advantages to the con-
struction industry as well.

Senator NELSON. Well, is there any validity to making a distinc-
tion between apartment houses and so forth and, say, retail serv-
ices or manufacturing industries?

Mr. EVENSON. In terms of manufacturing, we are also looking
primarily at the productivity side by giving incentive to accelerated
writeoff of capital equipment. A building is just as much a produc-
tive capital asset as the equipment in it.

And, for example, in Canada there are writeoffs as short as 1 to 2
years on capital investment.

Senator NELSON. Does that apply to buildings in Canada? I think
that is productive equipment. I know they adopted about 7 years
ago a 2-year straight-line depreciation as to productive machinery
equipment. I was under the impression--

Mr. EVENSON. Not to buildings, no. The point is that we are
concerned with the overall eroding productivity in the United
States. In construction, we are concerned with regard to dealing
with unemployment, to dealing with inflation, and we see the
Capital Cost Recovery Act as offering a broad and a strong basis
for dealing with these problems.
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Mr. Chairman, if I may, I would like to comment further on
construction productivity with regard to sections 911 and 913.

Sections 911 and 913 tax burdens have undermined the competi-
tive posture of the U.S. construction industry in the international
markets. This is particularly true in the Near East market where
we have gone from dominance in 1975 to 12th place recently. In
1975, in the Near East, we held 10 percent of the market as a
country. This is down now to 1.7 percent, which is even behind the
U.S.S.R. The AGC gives full support to either the Chafee-Bentsen or
Jepsen bills which would eliminate the noncompetitive aspects of
the current law and would remove major obstacles to the exporting
of U.S. construction and engineering services. We urge the commit-
tee to consider the inclusion of either of these proposals in the 1980
tax cut package.

I appreciate the opportunity to deliver these remarks. I welcome
any questions.

Senator NELSON. Thank you very much.

STATEMENT OF WILLIAM J. DE LANCEY, CHAIRMAN,
AMERICAN IRON & STEEL INSTITUTE

Mr. DE LANCEY. I am William De Lancey. As I said, I am chair-
man of the American Iron and Steel Institute.

Currently employment in the steel industry is at the lowest level
in 47 years. We estimate that over 80,000 employees are laid iff
and an additional 30,000 are on reduced working schedules. The
operating rate of the industry is approximately 55 percent.

Shipments of finished steel this year could be as low as 80
million tons, as compared to 100.3 million tons in 1979. As a result,
the cash flow urgently needed to maintain investment in our indus-
try could decline $2 billion or more from the 1979 level. Although
our business is projected to improve in 1981, the advance overall is
expected to be modest. In short, we are looking at 2 very weak
years in a row.

This outlook underscores the importance of acting promptly to
approve the two tax measures which I am pleased to have this
opportunity to recommend to the committee today.

The first measure arises from the fact that the tax laws have
played a significant role in constricting the funds needed for invest-
ment in new steel plants and facilities.

Over the past 10 years the steel industry's capital investment
has averaged about $2.1 billion per year, far less than what was
needed. In our view, the rate of industry investment must be more
than doubled in this decade in order to maximize productivity,
provide job security, and decrease energy usage.

A study jointly prepared by the Treasury Department and the
steel industry issued this month by the Steel Tripartite Committee
confirms a shortfall in the industry's capital requirements of $1.7
to $2 billion annually over the next 5 years.

U.S. tax depreciation policy has overemphasized the physical life
of steel-plant facilities and along with governmental policies in
other areas has seriously impeded the industry's ability to take
advantage of advancing technology.

Depreciation regulations reflect the so-called useful-life concept
and ignore the devastating effect of inflation on an industry whose
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inherent capital intensity has been aggravated by heavy environ-
mental requirements.

Senator NELSON. Is there an average useful life of the productive
machinery and equipment in the steel industry, that is to say,
what is the average useful life of the major capital investments in
productive machinery in the steel industry?

Mr. DE LANCEY. Well, under the statute the lowest number is
now 12, but the problem is that the philosophy of the law has
reflected the fact that in steel, where we have these very heavy
tonnages of large quantities of equipment to be processed, the
facilities necessarily have to be strong and durable. They have to
last a long time, and the problem has been that their very duration
has worked against moving into newer and better technologies
such as continuous casting, which we ought to have done and are
restrained from doing because we don't have the cash to do it.

Senator NELSON. Well, do you mean under the IRS' useful life
interpretation, the average is 12 years for equipment in the steel
productivity industry?

Mr. DE LANCEY. That is the number we are constrained to recog-
nize now, and as has been noted, in Canada overall it is about 2.5
years. We are very much aware of the fact that the Steel Co. of
Canada is just now bringing onstream a brandnew steel plant, a
very modern and very efficient one, while across the lake, about 50
miles across the lake, United States Steel is unable to find justifica-
tion to build its new plant at Conneaut, which has been highly
publicized; and this is representative of the lack of competitiveness
which the industry faces from a tax standpoint, sir.

Senator NELSON. And your position is that the useful life con-
cept, in view of the kind of modern inflation rates we are dealing
with, is obsolete?

Mr. DE LANCEY. It really is a deterrrent in our case to making
the moves that we need to make and to be competitive and to just
maintain our capacity.

Senator NELSON. The economists historically believe, and the
conventional wisdom has been, that useful life the concept of a was
the appropriate way to allow for depreciation, the argument being
made anything more rapid than that somehow or other was a gift
to business or industry. Isn't there a compelling argument for the
other side of the coin-it seems to me, anyway-and that is to say
that the useful-life concept is outmoded in any event, that we have
had 1.5- to 2-percent inflation rates which existed most of the time
from 1950 to 1970 and, back in the 1950's, of course, much lower
than that, but that the concept is outmoded because of inflation?
But even laying that apart, isn't there a compelling argument for
the concept of simply saying there is no relationship, there should
be no relationship, with your depreciation schedule and the useful
life of the property, because if you allow a depreciation rate such
as allowed in Canada of 2 years that when it is written off, if the
company is profitable they would be paying taxes anyway; and if
they are not profitable they haven't anything to write off.

In any event, your objective is to maintain modern and produc-
tive machinery in a modern, productive industry, and you get it by
allowing recapture of capital very quickly; and as I say, it comes
out awash, does it not, in the long haul, since if you write it off in 3

65-969 0 - 80 - 45 (pt.3)
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years and you use it fo.' 9, you have nothing to write off for the last
6 years?

Is that concept good? Has that holes in it?
Mr. PACE. There is also obsolescence, Senator. It. doesn't permit

you to move quickly into new technology.
Senator NELSON. I looked at a piece of equipment in a papermill

in Wisconsin a couple of times just a couple of weeks ago. It was 2
years old. They were rebuilding on it. Replacement costs, $82 mil-
lion, and the piece of equipment is a half a city block long, as you
well know, representing the industry; and I am told in Germany
they will turn that kind of equipment over in 7 or 8 years or
something like that.

So, whereas it has a useful life standing alone, and it is a
productive piece of machinery, it is obsolete compared to the tech-
nology that has been developed in the past 22 years, since this
company bought the plants; is that correct?

Mr. PACE. Yes.
Mr. DE LANCEY. Mr. Chairman, the prime example in the steel

industry of this situation relates to continuous casters. This is a
much more efficient method of creating slabs of steel than are now
produced under the orthodox system, which calls for the production
of ingots which are then cooled down, they then have to be brought
up to temperature again in soaking pits and put through a slabbing
mill.

Now, these slabbing mills have to be built to last a very long
time, just because of the very large job they do; but so far as the
tax law is concerned, they have a useful life that is extensive, and
this blocks our being able to get into the continuous casters the
way the Japanese have been doing.

Senator NELSON. I see there is another rollcall coming along
here. Go ahead and complete your statement.

Mr. DE LANCEY. I will move ahead rapidly.
I think we recognize that no other major industrial nation has a

longer capital recovery period than the United States and most
countries have a shorter period.

Without substantial additional investment for modernization and
replacement of existing facilities, steel capacity in this country will
decline significantly.

The shrinkage of the U.S. steel industry should be assessed in
terms of its adverse effects in various areas, on declining employ-
ment in steel and related industries, on customers forced to become
heavily dependent on foreign sources and the premium prices they
would exact in tight markets, on the economy of the Nation as
inflated by monstrous trade deficits in steel, on-local communities
suffering plant shutdowns, and on national defense.

The steel industry strongly supports S. 1435, which would open a
new era of governmental cooperation- with industry, with special
recognition of the need to improve productivity; indeed, the ve
enactment of this legislation would be an encouraging signal which
would be of great benefit to the steel industry at this time in lifting
business confidence from its low recessionary level.

Over time this legislation would, of course, help the steel indus-
try generate the cash flow L needs for the facilities which ought to
be installed to prevent the L.'tacity decline to which I referred.
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S. 1435, however, does not provide near-term tax benefits for the
steel industry and hence does not address the fact that the decline
in cash flow during the recession threatens the cancellation or
deferment of the installation of facilities needed by steel companies
to advance productivity and to comply with environmental require-
ments.

Accordingly, we recommend that Congress provide for the re-
fundability of investment tax credits to help forestall such a set-
back.

Substantial investment in recent low steel profit years has re-
sulted in the accumulation of unused tax credits estimated at about
$600 million. Legislative action to authorize the accelerated use of
unutilized investment tax credits through refundability would pro-
vide immediate cash to most steel companies.

Regrettably, the net effect of the investment tax credit in times
like these is that it discriminates against capital-intensive indus-
tries with low earnings, such as steel. The credit should not be
more beneficial to higher profit, less capital-intensive industries
than to those industries which have made the capital expenditures
but which are without current tax liability.

In terms of the realization of benefits for the steel industry and
all those dependent on it, refundability will be immeasurably more
advantageous than if there must be-a delay until the return of our
industry to the requisite profitability.

Although the steel industry has been hit hard by the recession,
at the core it is still strong and can and will build for the future if
governmental policies will shift to take better advantage of the
dynamics of the private enterprise system. The benefits of such a
move would be those accruing- from a vibrant and healthy steel
industry and should be contrasted with the adverse consequences
resulting from a shrinkage in steel capacity.

The tax measures we recommend would help significantly to
achieve the desired objective. It is not inappropriate in these cir-
cumstances to talk in terms of a return on investment, and I would
suggest that the return to the Nation would overwhelmingly justify
this tax investment.

Our request is that the committee approve these two measures,
to be effective in January 1981.

Thank you, sir.
Senator NELSON. Thank you very much.
The Comr.'ttee appreciates you all taking the time to testify.
I thank you all.
[The prepared statements of the preceding panel follow:]

TESTIMONY OF THE AMERICAN PAPER INSTITUTE AND THE NATIONAL FOREST
PRODUCTS ASSOCIATION

My name is Norma Pace. I am Senior Vice President and Chief Economist of the
American Paper Institute. I represent the Institute and the National Forest Prod-
ucts Association.

The American Paper Institute has over 175 members which provide over 90% of
the pulp and paper manufactured in this country. It ranks among the ten largest
industries in the United States. The National Forest Products Association is a
federation of associations representing 2500 timber growers, manufacturers and
wholesale distributors of solid wood products throughout the United States. Nation-
wide, these groups provide employment for over 1,365,000 people.

The U.S. economy has moved into a deep recession that has affected all major
industries, including the paper industry. Despite the recession, individuals and
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business will pay higher payroll taxes, more "windfall profits" taxes and other
legislated increases. Inflation has moderated but still remains at levels that are
harmful to both long-term growth and political stability. All U.S. taxpayers are hurt
by inflation and taxes which rise faster than income; yet the large and continuing
deficits in the federal budget raise serious questions about the advisability of a tax
cut now.

After careful consideration to the nature and severity of current U.S. economic
problems, the American Paper Institute supports a broad-based program of phased-
in tax cuts that can have a moderate effect on tax revenues and a positive effect
upon growth. A tax cut of about $25 billion, enacted now but to take effect on
January 1, 1981 is the first phase- of such a program. This cut should include faster
capital recovery and personal income tax cuts which encourage savings and invest-
ment. Serious attention must also be given to the negative impact of the current tax
structure on productive innovation and entrepreneurship. The steep advance in
payroll taxes is also a matter that requires the attention of Congress.

Why legislate it now? The answer is that both individuals and business must have
a firm planning base for making their spending, savings and investment decisions in
this uncertain climate-without that knowledge the U.S. economy could drift into
worse conditions. Enactment of specific tax changes now will restore confidence and
a steady flow of decisions that will still not uncork new inflationary pressure.

THE DEFICIT PROBLEM

The growing federal deficit is clearly a matter of alarm for investors at home and
abroad. We must recognize the serious consequences of continued neglect of govern-
ment deficits on our economic viability and the moral fibre of the nation. A
balanced budget is a goal we must attain and sustain over time, but balancing the
budget in time of recession cannot be accomplished; it must be approached in a
longer range perspective. Furthermore we must recognize that it is not merely
today's problem but must remain a focus of attention for a long time.
Deficits and inflation

The historical, as well as country-by-country compari..;ns between government
deficits and inflation rates clearly show that deficits alone are not responsible for
inflation. Deficits financed out of savings have no real effect on inflation but
persistent deficits financed out of new money creation will indeed inflame inflation.

Closing the deficit is a necessary step in removing one contributor to inflation.
Other steps are also needed, including tax cuts that stimulate savings and invest-
ments and a halt to the proliferation in regulatory agency activities and outlays.
The steps recently made toward formulating an energy policy that restores incen-
tives to the private sector are encouraging, but more needs to be done. Balancing
the budget is not the panacea for inflation, but it is a necessary part of the cure.
The root of the government deficit problem lies in rapidly escalating government
outlays which seem to have no bounds. Government spending during the past ten
years has advanced 193% while private GNP grew 158% and federal tax receipts
advanced 171%. This performance persists despite unquestioned evidence that it is
debilitating the economy.

Even as it considers an appropriate tax program for 1980 and 1981, Congress must
make a determined effort to curtail the rate of expansion in government spending
in the future. In addition to the inability of taxpayers to finance such rapid growth,
increases in federal outlays have other consequences. The rapid growth in federal
outlays, for example, prevents the normal market adjustment mechanisms from
working properly. Credit restraints imposed by the Federal Reserve are meant to
curtail all spending rates. But these credit restraints have absolutely no effect upon
government outlays which increase despite their harmful effect upon inflation and
balanced growth. The result is that the private sector always bears an inordinate
share of a credit restraint program which in turn reduces tax revenues and in-
creases the deficit. That self-defeating process has never been more evident than in
the present dismal situation.

A BALANCED GOVERNMENT PROGRAM IS NEEDED

The thrust of government spending for 1980 and 1981 and the reduced revenues
stemming from the recession make sizeable deficits unavoidable in these years. The
problem of escalating budget deficits can best be solved with a planned reduction in

-the growth of government spending and a program that increases tax revenues
through healthy growth in the economy.

1. Taxes must be reduced to encourage consumption, savings and investment. The
three are closely linked; one should not gain at the expense of the other.
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2. Government spending must be curtailed and its growth rate reduced over time
so that spending in real terms gradually declines. This will have many beneficial
effects:

(a) the tax burden will be eased and tax rates can fall below the inflation rate,
without the need for indexing;

(b) government Will )eTorced to establish priorities, just as the private sector does
in times of stress;

(c) regulatory bodies will have to increase their efficiencies as budgets become a
controlling factor in prioritizing their activities;

(d) the spirit of self-reliance and initiative which has served this country so well
will be restored.

TAX CHANGES NEEDED NOW

The need for major structural tax reform is evident; but the present economic
situation is such that the long lead time needed for the design and adequate testing
of a major tax reform simply does not exist.

There is merit in A simple, easy-to-understand balanced tax program. The combi-
nation of recession and inflation calls for tax action that will have a slow but steady
and favorable impact on both the economy and federal revenues over time. The
greatest stability would be provided by a broad program of phased-in tax cuts that
address most of the major problems created by the present structure. It borders on
reform.

These tax cuts should include:
1. faster capital recovery phas'd-in over a 5-year period.
2. reduction in corporate and individual tax rates also phased-in.
3. removal of tax dis-incentives that inhibit risk-taking and entrepreneurship.

Liberalization of capital gains tax treatment and tax reduction for smaller business-
es, particularly new ventures, should be included. The costs are small and the
benefits high.

4. the problem of a steep escalation in payroll taxes is real and Congress could
include a temporary cut in the proposed increases in the taxable wage base and tax
rates for 1981.

SPECIFIC PROPOSALS FOR 1981

The two most urgent needs at present are some relief from the steep advance in
taxes scheduled for 1981 and the need to encourage savings and investment.
Capital cost recovery

The need to encourage more investment in efficient and new production facilities
is large. Faster capital recovery will moderate inflation, increase supply, improve
worker productivity and encourage faster economic growth. Furthermore, it brings
our capital recovery-system-closer to that of other countries which complete with us
in domestic and foreign markets.

The U.S. paper industry has many advantages over its foreign competitors. We
are presently blessed with ample trees, fairly efficient mills, economies of scale
which result from heavy investment, and a willingness to invest in our future. The
industry's capital expenditures this year will total $6 billion, almost twice the
amount spent only three years ago. But even this high level is not enough to sustain
our growth and advantages in the future. Investments in energy conservation,
pollution abatement, reforestation, replacement of obsolete and worn-out equipment,
as well as needed additional capacity will require at least $8 billion a year during
the next five years. Cash flow under existing depreciation schedules-and given fullcapacity operations in the industry-will provide only 67 percent of these needed
capital outlays. Clearly, investment will lag requirements and inflationary pressures
will be heightened.

The U.S. is behind other industrial countries in this matter of tax incentives for
investment. The American Paper Institute examined the depreciation allowances
for the paper industry in five nations that compete with us in international pulp,
paper and paperboard markets; namely, Canada, Mexico, Brazil, Sweden, and Fin-
land. All had far more liberal policies than the United States. Canada, our nearest
competitor, for example, has a two-year write-off for machinery and equipment.
How can the U.S. persist in this lag when its productivity is falling behind that of
competitor nations.

In evaluating the tax revenue impact of S. 1435, the so-called 10-5-3, the Ameri-
can Paper Institute estimated that it would add $900 million a year to the indus-
try's cash flow when fully implemented over a five-year period, enough to buy
almost a million tons of additional capacity. API further estimates that the imple-
mentation and operation of 1 million tons of new mill capacity would generate total

9
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cumulative tax revenues of over $1.2 billion after only three years of operation.
That qualifies as a sound investment in productivity, growth and lessened inflation
in the United States. The cost in 1981 of this program for all industry is only $5
billion.
Corporate rate tax cuts

While faster capital recovery will assist the capital intensive industries whose
asset values have been seriously eroded by inflation, there is also a need to encour-
age investment in manpower intensive industries as well. A cut of 2 percentage
points in the corporate tax rate would increase cash flow by $4 billion and provide
more savings and investment. Adjustments in the rates for smaller business should
be part of this tax cut.

INNOVATION AND ENTREPRENEURSHIP

Risk-taking in the U.S. is now penalized by the tax structure as well as the
mountain of paper work and regulations which inhibit the business outlet for
creativity. We would suggest that Congess review various proposals that have been
made for encouraging new ventures. The experience with the recent reduction in
tax rates for capital gains shows that it has lost no revenue for the government and
may have even increased such revenue. A costless tax change that encourages
investment has got to be good for the country and we encourage additional liberal-
ization in the tax treatment of capital gains. This liberalization should apply to
corporate as well as individual capital gains.

THE PROBLEM OF PAYROLL TAXES

Payroll tax increases have been among the fastest growing costs for the wage
earner. In 1981 these taxes will increase sharply, adding about $1 billion to the trust
fund revenues. While some of these additional revenues may be needed to help
support the steep advances in benefits which are tied to the Consumer Price Index,
these trust funds have some flexibility which can help over the short run, even if
Congress were to enact only part of the legislated increase. We would not propose a
total remission of the increase but only half. This could be accomplished by legislat-
ing an increase of only half the tax rate and taxable wage rate change. The
additional tax revenues from the increase in payroll taxes in 1981 would be $7.5
billion instead of the estimated $15 billion.

Funding of the Old Age and Survivors Insurance should continue to be divided
evenly between employers and employees and should be on a sound fiscal basis. The
government is in the process of re-assessing the composition of the Social Security
Trust Fund as well as its financial needs in view of the current steep indexing of old
age benefit payments to the Consumer Price Index. A careful analysis of the
proposals of the various committees and the National Commission should be a high
priority for the next session of Congress. A long range solution is urgently needed.
The proposed remission of half the increase is a temporary adjustment which would
restore $7 billion of the buying power to the private sector and would further
moderate the rise in unit labor costs, an important contributor to inflation.

In summary, a phased-in tax program with an initial cut of $25 billion, taking
effect on January 1, 1981 split evenly between business and individuals will move
the economy closer to balanced recovery in 1981. This will increase real revenues
and the productivity base of the nation. It should be enacted now.

SUMMARY OF TESTIMONY, AMERICAN PAPER INSTITUTE AND NATIONAL FOREST
PRODUCTS ASSOCIATION

After careful consideration to the nature and severity of current U.S. economic
problems, the American Paper Institute supports a broad-based program of phased-
in tax cuts that can have a moderate effect on tax revenues and a positive effect
upon growth. A tax cut of about $25 billion, enacted now but to take effect on
January 1, 1981 is the first phase of such a program. Coupled with a planned
reduction in the growth of government spending, the tax cut should include:

(1) faster capital recovery phased-in over a 5-year period
(2) reduction in corporate and individual tax rates also phased-in
(3) removal of tax disincentives that inhibit risk-taking and entrepreneurship

including liberalization of capital gains tax treatment and tax reduction for smaller
businesses

(4) a temporary tax cut in the proposed increases in the taxable wage base and
tax rates of payroll taxes for 1981.
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ARTHUR ANDERSEN & CO.
STATEMENT OF WILLIAM C. PENICK

SUMMARY OF POINTS

I. Impact of inflation on taxes and capital is of
primary concern in considering tax reductions.

a. By taxing inflated business profits, industry is
being decapitalized.

b. By pushing individuals into higher tax brackets,
a tax increase is being imposed.

c. Present tax law at current inflation rates is
destroying the incentive to work, save, and
invest.

II. "Tax Reduction" is a misnomer. If Congress does not act
to reduce tax burdens, it is implicitly sanctioning
unlegislated tnx increases. Recent Joint Committee
estimates of individual "bracket creep", assuming modest
inflation rates, suggests inflation induced increases
in individual taxation of over $380 billion in the next
five years.

III. Importance of capital recovery system in encouraging
productive investment.

a. Need for an incentive to invest.

b. Minimize erosion of capital caused by inflation.

c. Need for simplified tax system to benefit all tax-
payers.

IV. Comparison of capital cost recovery system (HR 4646),
and simplified cost recovery system, (HR 7015).

a. CCRA provides more incentive and protection from
inflation.

b. SCR provides greater simplicity.

c. SCR could be modified to provide greater stimulus.
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V. Congress should commence a major reexamination of our
Federal tax system as soon as time permits. However,
current economic conditions require immediate attention
to our inadequate level of investment in productive
assets.

VI. Action on cost recovery proposals should be taken now
even though not effective until later. Capital invest-
ment programs require certainty as to tax rules since
taxes are often a critical factor in determining the
rate of return on an investment, and in deciding
whether to invest.
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My name is William C. Penick, and I am Managing
Director for Tax Policy for Arthur Andersen & Co. We welcome
the opportunity to testify before this committee today on the
subject of tax reductions, and commend the Chairman for sche-
duling these hearings.

Ours is an international accounting firm, with offices
in major parts of the world. While we have many clients who
would be affected by tax reduction proposals that will be con-
sidered, we do not represent them in this testimony and the
views expressed are those of the Firm itself.

INTRODUCTION

Inflation is clearly one of the major problems facing
our country today and its impact on our tax system and on the
pool of capital available to meet tremendous needs in the next
few years is of great concern. We believe that (1) reductions
in the Federal income tax burden on individual and business
taxpayers are needed, (2) such reductions should be considered
this year, even though not effective until 1981, and (3) the
reductions should fbcus on the creation of incentives, or the
elimination of disincentives, for much needed capital investment
to improve productivity and to stimulate our economic system.

Other witnesses at hearings this year, as well as
in previous years, have noted some of the fundamental problems
facing our economy. For many businesses, profits are down and
unemployment is up. Productivity growth rate is down and lags
significantly behind our major competitors. For the first six
months of this year, in real dollar terms, our gross national
product is down. Savings and productive investment are lagging
considerably behind our competitors. Tax policies alone will
not correct all of these problems. However, the appropriate
kind of tax policies can contribute a great deal to their
solution.

Aside from problems created primarily by inflation,
our Federal tax system badly needs major reexamination. Our
heavy reliance on income taxes, particularly high marginal
tax rates, has created a clear bias against savings and toward
consumption. The Tax Restructuring Act of 1980 (HR 7015),
introduced by Chairman Al Ullman, suggests such a rexamination,
and your Chairman has suggested such a review of fundamental
tax concepts. This Conoress may not have the time to make
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the kind of in-depth study that might lead toward restructuring
the system, but subsequent Congresses should undertake this
project.

Many areas should be explored. These could include
such things as the (1) integration of corporate-shareholder
taxes, (2) greater flexibility in tax deferred rollovers of
investments, (3) increased incentives for savings, (4) divi-
dend reinvestment plans, (5) the fundamental question of
wfiether or not there should be greater reliance on a consump-
tion tax, (6) the so-called marriage peiralty tax, and (7) the
the taxation of Americans working abroad.

The White House Conference on Small Business adopted
several important recommendations for tax changes that require
early consideration. If time permits, they should be reviewed
as part of this year's legislative process.

In considering the need for tax reduction we must
recognize that, unless such reduction is enacted, Congress will
in effect be imposing large unlegislated tax increases on tne
American taxpaying public. By taxing inflated earnings at
progressively higher individual rates as well as overstated
business profits caused by inflation, a major tax increase is
being imposed on the U.S. economy. The magnitude of this prot-
lem is discussed later in this testimony.

In this statement, we are directing our attention
to critical areas that we think demand immediate consideration
by this Congress.

IMPACT OF INFLATION

Tax reductions adopted this year should provide a
stimulus for new investment and should also overcome, or at
least mitigate, some of the inadequacies of our present methods
for accounting for profits and taxes. The calculation of pro-
fits and, to some extent, of taxes using "generally accepted
accounting principles" may be accurate in a stable, non-
inflationary economy, but there is a substantial overstatement
of profits in an inflationary environment where the dollar is
declining in value.

- This overstatement of business profits has been well
documented. Studies made by Martin Feldstein and Lawrence
Summers of the National Bureau of Economic Research, and by the
Machinery and Allied Products Institute, have documented the
substantial overstatement of profits because of the understate-
ment of depreciation allowances and inventory costs.
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Perhaps the most dramatic of the analyses of the
erosion of profits caused by the understatement of costs is
provided in information disclosed in the 1979 financial state-
ments of many of America's largest corporations. The Financial
Accounting Standards Board requires, under its Statement No.
33, larger enterprises to disclose the effects of inflation on
their profits.

SEC Chairman Harold Williams summarized the results
of a recent analysis of this inflation data by Price Waterhouse
& Co. in his testimony before the Joint Economic Committee.
While some perceive that corporations are taxed at an effective
rate of less than 40% rather than the statutory rate of 46%,
the real effective rate for the industrial corporations studied
was 53%. Some industries are paying rates as high as 625
(utilities), 61% (petroleum) and 55% (automotive). Dividends,
rather than representing the traditional ratio of one third
of corporate after-tax income, were really about two-thirds
of inflation-adjusted income.

Finally, the aggregate of taxes and dividends
approaches and in some industries exceeds total corporate income
as adjusted. Chairman Williams' conclusion is ii.escapable;
some portions of the industrial sector are paying their taxes
and dividends out of capital resources. It is no wonder, then,
that we are experiencing a plummeting productivity rate. The
demands of the government for high taxes an d the demands of
investors for good returns in the form of dividend payrenrs are
met at the price of partially liquidating capital. Obviously,
the internal capital needs of an entity cannot be met if capital
is liquidated in real dollar terms. The Inevitable impact of
liquidated capital investment is a decline in productivity.

Significance of Cost Recovery

One of the primary reasons for the overstatement of
profits and resulting high taxation is the method-used for
recovering the costs of wasting assets. Presently, depreciation
deductions are based on the historical cost of assets, and not
on the true cost of replacing those assets. A system is
needed which would provide more rapid recovery of capital costs
to mitigate the impact of inflation, and to allow companies to
retain more of their earnings and provide the capital needed
to finance growth and productivity gains.

We concur with the conclusions of Treasury Secretary
Miller who, when testifying before the Senate Finance
Committee in his capacity as Chairman of the Federal Reserve
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Board, indicated that the most efficient form -vi tax bene-
fit for stimulating business investment would be a system of
rapidly accelerated depreciation. He suggested in 1978 a
scheme that would allow a write-off of buildings in ten years,
equipment in five, and mandated pollution control equipment
in one year.

INFLATION APPROACHES IN OTHER COUNTRIES

Attached as Appendix A is a summa-ry of some of the
approaches followed by other countries to deal with problems
created by inflatio in their tax systems. While some coun-
tries use indexation extensively (i.e., Brazil), other countries
follow different approaches. A central theme, however, is
concern over adequate capital investment in productive assets.
Not only are accelerated cost recovery techniques used, but
other nations provide incentives such as:

- Grants or low interest financing
- Tax abatement for distressed regions
- Tax and investment credits
- Allowances in excess of cost
- Tax deductible provisions to investment

reserves
- Deferral of gains "rolled over" into

subsequent investment
- Indexation or inflation adjustments

Comparisons among countries can be misleading, unless
the entire tax system Is studied and other incentive programs
to stimulate investments are considered. There are many
techniques for accomplishing investment stimulus, but the
important factor is that the countries that are our major
competitors around the world have as a matter of public policy
taken steps to stimulate capital investment in productive assets.
In many cases, this has contributed to significant productivity
gains.

CAPITAL COST RECOVERY PROPOSALS

We come, then, to a discussion of the principal
alternatives now under consideration. While many capital
formation and-antl-inflation proposals are pending, we shall
limit our attention to the Capital Cost Recovory Act (CCRA)
embodied in HR 4646 and S. 1435, and the simplified cost
recovery plan of the Tax Restructuring Act of 1980, found in
HR 7015.
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Capital Cost Recovery Act

CFA is a natural outgrowth of the Revenue Act of
1978. During the consideration of that legislation, Congress
evaluated several depreciation proposals, but enacted none of
them, choosing rather to signal its recognition of our capital
formation needs by reducing capital gains taxes. A growing
body of data suggests that this bold action has had important
beneficial effects, particularly in venture capital markets.

Just as the benefit conferred by reduced capital
gains flows only to those who have made an investment, so
also the benefits of enhanced capital cost recovery require
that an investment be made. As a result, enhanced cost
recovery is generally believed to create the greatest amount
of investment per dollar of tax reduction.

The features of CCRA are generally well known.
Assets are assigned to one of three classes, without regard to
actual useful life. Class I applies to investments in
buildings and structural components and has a ten year life.
Class II applies to all tangible personal property not included
in Class I or III, and has a 5-year life. Class III applies
to the first $1uu,000 invested annually in automobiles and
light duty trucks, and has a 3-year life. The system doe-s
not apply to land, Intangible property, or residential rental
property- The cost recovery allowance Is computed using the
principles of accelerated depreciation.

When fully phased in, the following percentages
will apply to the basis of assets to determine the cost
recovery allowance:

Ownership Class of Investment
Year I II III

1 10% 20% 33%
2 18 32 45
3 16 24 22
4 14 16
5 12 8
6 10
7 8
8 6
9 4

10 2

Total 100% 100% 100%
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In addition, investment credit rules would be
changed to permit a full 10% credit on Class II and Class I
property to the extent such property presently qualifies as
Section 38 property. A 6% investment tax credit is permitted
on Class III property.

The CCRA system supplants the present ADR and facts
and circumstances depreciation rules. Among its important
features is an election whereby taxpayers may choose to deduct
all or a-ny portion of the capital cost recovery allowance in
any year. Any unclaimed allowance can be carried over to
future years. This "portability" feature is particularly useful
to companies with losses in some years and to new companies
with substantial start-up costs.

Ordinary income recapture on disposition or retire-
ment of an asset is required, and used property is eligible
for the benefits of the CCRA allowances. The placed-in-
service rule is modified to allow a deduction in the year in
which funds are expended to acquire property.

To reduce immediate Treasury revenue shortfalls,
the proposed CCRA would generally be phased in over 5 years
(Classes I and I) and immediately on Class III.

Simplified Cost Recovery

A second proosal presently warranting consideration
is the simplified cost recovery system (SCR) found In Chai-man
Al Ullman's Tax Restructuring Act of 1980 (HR 7015). Under
this proposal, the cost of most depreciable tangible personal
property would be classified into four recovery accounts,
with specified recovery periods of three, six, nine or 12 years.
The Treasury Department would be directed to assign specific
assets to each of these classes to reflect at least a 355
reduction from present ADR lives. An annual election to use
200%, 150% or 100% of the equivalent straight line rate
would afford some flexibility for calculations of cost recovery
for each class.

Assets included in this system would be accounted
for under the pooled account theory, somewhat like that used
successfully in Canada. In essence, all assets for a partic-
ular class, regardless of when required, would go into a
single account, and the percentage elected for each year
would be applied to the ending balance in that accoun-t. The
calculations are similar to those for the declining balance
method now permitted by the U.S. tax system. Because of
the declining balance method, however, the total asset
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investment is never fully recovered until all assets in an
account are disposed of. For example, even after 12 years,
the cost of assets in the six-year class will not have been
fully recovered.

The SCR system makes changes in the investment tax
credit rules somewhat similar to CCRA. A 6% credit would be
allowed for assets in the three year class, while a 10%
credit would be allowed for assets in the six-year or longer
classes.

Under the pooled asset account concept, gains and
losses on the disposition of assets would be deferred. The
proceeds of sales of assets would be credited to the account
and would reduce the balance used to determine the cost
recovery deduction.

The SCR system produces significant simplification
because of the accounting techniques employed. Furthermore,
taxpayers who now hold assets with relatively short ADR lives
would receive benefits under this system roughly comparable .o
those under CCRA. For longer lived assets, however, CCRA
offers greater incentives and more protection against infla-
tion than does the Ullman plan.

For depreciable real estate, the new system would
provide "audit proof" lives - 15 years for farm buildings,
30 years for buildings that currently have a useful life uf
more than 45 years, end 25 years for buildings with a
present life of 45 years or les:.

For real estate, present depreciation methods, such
as the 150% declining-balance method, would still be available
and current depreciation recapture rules (IRC Sec. 1250)
would continue to apply. Furthermore, public utility property
would remain under present tax depreciation rules but utili-
ties could elect a 35% variance from current ADR lives.

Policy Considerations and Comparisons

An effective capital cost recovery system should
meet four principal objectives. It should (1) provide a
stimulus for investment, (2) mitigate the erosive effects cf
inflation, (3) simplify accounting and reporting, and (4) be
accessible to both large and small businesses. Both CCRA
and SCR achieve these ends to some degree.



1779

The importance of investment incentives and the
need to mitigate inflation have hten treated elsewhere !n this
testimony. The simplification aspects of these proposals
are significant. The adoption of a single system would elim-
inate the need to choose among ADR and facts and circums-ances
tests, and the need for choosing among straight line,
declining balance and sum-of-the-years digits methods of com-
puting depreciation. Moreover, establishment of a limited
set of classes with specified lives and eliminating the
concept of useful life removes an area from the tax system
which has always been fraught with controversy between
taxpayers and the IRS.

Small business especially stands to benefit from
adoption of a simple, certain system. Much has been said and
written in the months before and since the White House
Conference on Small Business. The record of that conference
was overwhelming in its consensus that capital formation is
crucial, and a most important aspect of capital formation for
small business is a revised and simple cost recovery system.
The conference endorsed the concept of CCRA, and included it
as its second top priority recommendation.

CCRA and SCR differ somewhat, however, in the
degree to which they achieve these policy objectives. CCRA
provides the greater investment stimulus and hedge against
inflation. SCR is more limited because assets are generally
assigned longer lives than under CORA. In addition, the cost
of assets is recovered more slowly under the Ullman plan.

The declining balance method used under SCR causes
this slower recovery for two reasons. First, under that
method, depreciation is computed by applying a factor to the
balance in an account, i.e., a smaller and smaller increment
of cost, whereas the CCRA method applies a factor to the
entire cost of an asset each year.

Second, at the end of a class life under SCR, there
will still be an increment of cost, or balance, in the account.
At the end of a class life under CCRA, however, there will be
no balance in the account. Thus, for example, it will take
more than 9 years to recover the full cost of an asset in a
9-year SCR account, but it will take just 5 years to recover
the full cost of an asset in a 5-year CCRA account.

6g-969 0 - 80 - 46 (pt.3)
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SC? achieves greater simplicity. Although this
plan has a greater number of classes (7 as opposed to 3),
the taxpayer simply pools all of his investments in the
appropriate account and then applies the proper factor to
the balance in that account. CCRA, on the other hand,
requires the maintaining of separate yearly accounts. While
the computations and the assignment to classes are simple
under CCRA. the yearly accounLs, over time, could become
burdensome.

While the portability feature of CCRA and the
flexibility under SCR are helpful, especially for small and
new businesses, they will require careful recordkeeping.
Small businesses nay need instruction in vintage accounting
methods under CCRA and carryover computations as well as carry-
over planning.

The following charts compare some features of the
CCRA and SCR proposals.

Chart I compares the cost recovery allowances under
CCRA for assets in the five-year category with the maximum
allowances under SCR for similar types of assets falling in
the three, six, nine or 12-year classes. For simplicity in
presentation, all of the allowances have been calculated on -
t'he basis of an asset with an original cost of $1,000.
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Chart I: CCRA and the Ulhnan Plan Systems Compared
CCRA

(H.R. 4646)
Year S-jr.

200
320
240
160
80

rs. 1,000

3-yr.
333
444
149
49
17

992
5
2
1

1
23
4
5

Total
Recovered
in Five Yr

6
7
8
9

i0
Total
Recovered
in 10 Yrs.
II
12
Total
Recovered
in 12 Yrs. 1,000 I000

The amount recovered in five years is considerably
less under SCR for the six, nine, and 12-year categories
than under CCRA. For assets that fall within the three-year
class for SCR, the recovery for the first three years would
be $926, as compared with $760 for the five-year CCRA class.
However, SCR would provide only a 6% investment credit, while
CCRA would permit a 10% credit.

Chart II compares the major provisions of CCPA
and the Ullman plan..

Uflrnan Plan (H.R. 7015)

,00 1,000

6-r.
167
278
185
123
82

835
55
37
24
16
II

978
7
5

990

12-r.
83

153
127
106
89

558
74
61
51
43
36

9.jr.

198
154
119
93

675
72
56
44
34
26

907
21
16

94-4

823
30
25

878

Ullman Plan (H.R. "/015)
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Chart H: Comparison of Cost Recovery Proposals-H. R. 4646 and H. R. 7015
Jones/Coamble

H. R. 4646
1I2iman

H. R. 7015

General applicability Mandatory Generally mandatory, but some provisions
electii.

Recovery periods:

Tangible personal Three years (autos and light duty trucks) Three, s;x, nine or 12 )ears Treasury to
properly or five years (machinery and equipment) assign assets to specific classes, using as

guideline reduction of life of at least 35%
from present midpoint class lives

Real estate 10 years 15 years for agricultural buildings; 25 years
if Rev, Proc, 62-21 life is 45 years or less;
30 yeais if Rev, Proc. 62-21 life is over
45 years

Recovery method:
Tangible personal Accelerated writeoff built into tables Taxpayer may elect 100%, 150% or 200%
property declinrng-balance percentage, or annual

basis

Real estate Same Same as present law, generally limited to
1507 declining balance

Asset accounting

General Each year's additions accounted for sepa- Pooled account approach imiar to Cana-
rarely (vintage accounting) dian system) for tangible personal prop-

erty; vintage accounts for real estate
First year Half-year convention Half-year convention

Recapture provisions:
Tangible personal Ordinary income recapture on dispositions No recapture until pooled account fully
property written off

Real estate Same Present law (Sec 1250)

Investment tax credit 6% for three-year class and 10% for 6% for three-year class and 10% for six-
five-year year or longer

Preference tax treatment Accelerated writeoff element subject to Noncorporate lessors generally not eligible
preference tax for noncorporate lessors

Public utilities Included in CCRA system with normaliza- Shortens ADR hes by 35%
tion provision

Existing assets Not eligible Eligible at taxpayer's election after 1984

Effective date Property acquired or placed in service after Property placed in service in taxable years
12-31-79 beginning after 12-3 1-80

Flexibility Taxpayer can claim as little of CCRA as Taxpayer must claim amount determined
he wishes, v. ith balance available as carry-
over

under cost recovery procedures, with elec-
tion as to 100%, 150% or 200% per-
centages (see third item, page 3)
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Mathematical Comparisons

An accepted method for comparing alternative cost
recovery proposals is to discount to present value the
future tax benefits from each proposal. The following tables
show the present Nalue of tax benefits from cost recovery
and the investment tax credit for a $10,000 asset investment
under present law: SCR, and CCRA. These calculations assume
present value discount factors of 13% and 17%. The calcula-
tions reflect four types of assets with different lives.

This analysis is extracted from Tax Policy State-
ment 7, to be issued by the American Institute of Certified
Public Accountants in the very near future, analyzing capital
cost recovery proposals.

CAPITAL RECOVERY CO TmAJRISONS
TAX BENEFIT OF DEPRECIATION/INVES.NmT TAX CREDIT

SU, ARY OF PRESENT VALUES

DISCOUNT FACTOR -- 13%
TAX RATE -- 46% LE1hOOC

Present
Lower Limit Current SCR CCRA

AIR Life ADR (H.R. 7015) (10-5-3)

VEHICLE 3 yrs. 4,453 4,700 4,742
HEAVY MACHINERY 10 yrs. 4,161 4,564 4,823
INDUSTRIAL PLANT 20 yrs. 3,339 3,745 4,823
OFFICE BUILDING 40 yrs. 1,128 1,633 3,19

CAPITAL RECOVERY COMPARISONS
TAX BENEFIT OF DEPRECIATION/INVESSS NT TAX CREDIT

SUIM ARY OF PRESENT VALUES

DISCOUNT FACTOR -- 17%
TAX RATE -- 46% VZTHODS

Present
Lower Limit Current SCR CCRA
!LR Life ADR (H.R. 7015) (10-5-3)

VEHICLE 3 yrs. 4,333 4,576 4,627
HEAVY MACHINERY 10 yrs. 3,883 4,304 4,641
INDUSTRIAL PLANT 20 yrs. 3,021 3,467 4,641
OFFICE BUILDING 40 yrs. 916 1,353 2,922
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For vehicles or other assets with relatively short
lives, there is not a great deal of difference between SCR
and CCRA. Assuming a 13% discount factor, the present value
of the future tax benefits is $4,700, compared with $4,742
under CORA. At a 17% discount factor, again the results are
fairly close.

However, as longer lived property is considered,
such as an industrial plant with a 20-year life under present
law, the differences between SCR and CCRA become more signifi-
cant. Using a 13% discount factor, SCR provides discounted tax
benefits of $3,745, but CCRA is $4,823, about 30% greater.

For an office building, the difference in treatment
is dramatic. Using a 13% discount factor, the discounted
value of tax benefits for a building with a 40-year life under
present law is around $1,633 under SCR, but nearly twice that
($3,198) under CCRA.

There appears no inherent reason why the economic
stimulus and benefits under the SOR system cannot be brought
closer to CCRA. Among changes that might be considered are
widening the annual elective write-off percentage to 300% of
the straight line rate rather than 200%, permitting a full year
convention for annual additions rather than a half-year conven-
tion, and shortening the lives in the 6, 9, or 12-year catego-
ries.

As noted earlier, the SCR system has considerable
appeal because of the pooled account approach inherent in it.
It should be attractive to both large and small business enti-
ties. At a time when we need to encourage productive invest-
ment, we believe that the stimulus provided by the cost recovery
method chosen is extremely important in the choice among the
alternatives available.

If a 300% of straight line elective write-off were
permitted under SCR, the benefits under that method would be
greater than CCRA for 3 and 6-year categories. The following
table shows this comparison, assuming a 13% discount factor
and the same approach followed in the earlier examples.
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CAPITAL RECOVERY COMPARISONS
TAX BENEFIT OF DEPRECIATION/INVESTMENT TAX CREDIT

SUMMARY OF PRESENT VALUES

DISCOUNT FACTOR - 13%
TAX RATE - 46%

METHODS

Present
Lower Limit Current SCR* CCPA
ADR Life ADR (H.R. 7015) (10-5-3)

VEHICLE 3 yrs. 4,453 4,936 4,742
HEAVY MACHINERY 10 yrs. 4,161 4,894 4,823
INDUSTRIAL PLANT 20 yrs. 3,339 4,218 4,823
OFFICE BUILDING 40 yrs. 1,128 1,633 3,19S

*Assuming 3001 option for all
classes except building

INFLATION'S EFFECT ON INDIVIDUAL TAXPAYERS

No discussion of tax reduction this year would ,e
complete without considering the impact of inflation on
individual taxpayers. Just as corporations have been to some
extent decapitalized in recent years by a combination of
inflation and taxation, so also have individuals been penalized
by inflation.

The problems of so-called "bracket creep" affecting
individuals subject to progressive tax rates have been widely
discussed and well documented. As reported by the Tax
Foundation, recent estimates by the Joint Committee on Taxation
demonstrate the magnitude of the problem. Based on inflation
rates assumed in the First Concurrent Budget Resolution for
fiscal 1981 (13.3%), and extending to 1985 (8.3%), an indivi-
dual inflation tax windfall to the U.S. Treasury of over $20
billion is projected for 1981. Assuming no changes in present
tax brackets, exemption levels, and the like, by 19F5, the
inflation windfall will approximate $140 billion for that year
alone. For the five-year period from 1981 through 1935, the
total inflation windfall could exceed $38' billion.

Clearly, the impact of inflation on taxation of
individual taxpayers is a major policy issue to be considered
by Congress. Individual tax reduction, particularly in middle
income brackets, is imperative if we are to restore incentive
in our economy ror people to work and save.
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CONCLUSION

A fundamental question in deciding whether or not
tax reductions should be enacted at this time is what happens
if Congress does not act. As indicated earlier, inaction will
in essence sanction a very substantial tax increase on both
business and individual taxpayers. The key question is not
whether tax reduction should be enacted, but whether a substantial
tax increase should be permitted to become effective.

We believe that tax legislation should be enacted
in 1980 that would adopt a simplified and much more effective
capital cost recovery system. Consideration should be given to
revising the individual tax structure to reduce the increase in
individual taxes caused by inflation. These actions should be
considered now, so that both business and individual taxpayers
can plan investments and savings with some certainty in the
ensuing months.

This is particularly true for major capital investment
projects. If action on major depreciation reform is deferred
until 1981, capital investment programs will also be deferred.
The benefits from those investments in improved productivity
and stimulus to the economy will also have been deferred or
perhaps lost at a time when our economy badly needs them.

We appreciate the opportunity to present our views to
your committee on the important issues now under consideration.

7-31-80
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APPENDIX A

INFLATION RELATED ADJUSTMENTS IN

SELECTED COUNTRIES

BRAZIL

Introduction Since 1974, a comprehensive indexing
system known as Monetary Correction has.

been used for both business and tax purposes. The Monetary
Correction adjustment is applied to financial statements
using the O.R.T.N. index which is based on changes in the
nominal value of one Readjustable National Treasury Bond
(Obrigacao Reajustavel do Tesouro Nacional). (These bonds
have a fixed value, causing them to be purchased at larger
and larger discounts during periods of inflation.)

To record the Monetary Correction on their financial state-
ments, corporations and other legal entities having a net
equity of 195,000,000 cruzeiros must maintain a subsidiary
ledger, in O.R.T.N., in which the nominal value of one
O.R.T.N. is considered a unit of account.

The adjustment is made to net worth and permanent assets.
The Monetary Correction of permanent assets such as fixed
assets, depreciation, investments and corresponding provi-
sions for losses, deferred assets and amortization is
credited to the profit and loss account. The adjustment to
net worth is debited to the same account. A net debit
balance is deductible for tax purposes.

Any inflationary income realized (a net credit balance) can
be deferred until the realization of the permanent assets
that generate the income (i.e., depreciation ard amortiza-
tion expense). The includable portion of such income is
determined by a special computation involving current year's
inflationary income, realization of fixed assets, and gross
permanent assets (at the beginning of the period).

The inflationary income which is deferred is not recorded
for the accounting records, but is maintained in the Regis-
ter for the Computation of Taxable Income (a separate infor-
mation ledger maintained by each enterprise), which contains
a reconciliation between book and taxable profit on an
annual basis.
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Individual Provisions

Indexing of In the case of personal exemptions,
Tax Rates and allowances, and tax brackets, annual
Allowances adjustments are determined by the Minister

of Finance. The amount is reasonably
predictable since it has generally followed the percentage
change in the C.R.T.N. index for the calendar year. In some
years, a greater change has been made to lower tax brackets
in order to ease the tax burden for individuals with lower
incomes.

Indexing of Balances due when tax returns are filed
Unpaid Taxes are normally paid in installments with
and Refunds no monetary correction. Adjuitrents

are made to underpayments o: tax and
penalties (interest is ignored) using Monetary Correction.
The amount is based on changes in the O.R.T.N. Index which
are published monthly, from the date the tax was due until
paid. Income taxes withheld at the source are also adjusted
based on a co-efficient determined by the Minister of Finance.
The co-efftcient used is approximately the same as the one
used for idexing tax rates, exemptions, and allowances.

Business axes

Inventory There is no Monetary Correction made
Adjustments directly to inventories. Inventory

valuation adjustments are made indi-
rectly through the Monetary Correction of net worth.

Fixed Asset Fixed assets are revalued in the sense
Revaluation that they are subject to Monetary Correc-

tion via the O.R-.T.N. index. Taxable
income 1iill increase as a result of the adjustment.

Depreciation No special provisions exist regarding
Provisions depreciation other than depreciation

expense which is subject to Monetary
Correc-;ion.

Other Monetary Correction (via the C.R.T.N.
Unusual index) made to the value of bank deposit
Adjustments certificates, savings accounts, etc. is

treated as either taxable income or
deductible expenses.
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An adjustment is also made to the tax loss carryforwards of
a business enterprise. The amount is the product of-the -loss -
at the beginning of the year and the percentage change in the
O.R.TrN. index.

CANADA

Individual Provisions

Indexing of Graduated tax rates are indexed each year
Tax Rates and on the basis of changes in the Consumer
Allowances Price Index since the year ending Septem-

ber 30, 1972 (the base year).

Personal exemptions and allowances (marriage allowance, -

dependents' allowances and old age allowances) are also
indexed in a similar manner. To facilitate compliance with
the law, the adjustments are automatically incorporated
into each year's tax forms.

Business Taxes

Inventory - A special provision is allowed to offset

Adjustments the effect on taxable income of rising
purchase prices. -Both retailing and

manufacturing concerns may claim a deduction equal to 3% of
their opening inventories. The deduction is not recorded
as a bookkeeping entry in financial statements or on a tax
balance sheet, and is taken in the tax return only as an ad-
justment to book income. Accordingly, it does not have any
impact on the cost of sales deduction or the determination
of ending inventory for the year.

Depreciation Depreciable assets are divided into
Provisions different classes; a capital cost

allowance is then computed by applying
a maximum percentage rate to the undepreciated capita-l cost
for each asset class. As examples, machinery and equipment
are in a single class which is depreciated at a maximum rate
of 20% per year; the rates for automotive equipment and
advertising signs are 30% and 35%, respectively. In addition,
a special acceleration provision allows a two-year write-off
for most machinery and equipment used in manufacturing.
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A taxpayer may elect not to take any depreciation deduction
in any or all classes in any year or may take any amount up
to the maximum allowance for each class. The depreciation
base for each class is reduced only for amounts claimed and
by proceeds of sale received upon the ultimate disposition
of the asset.

FRANCE

Individual Provisions

Indexing of No special tax measures have been
Tax Rates and introduced regarding indexing.
Allowances

Business Taxes

Inventory Since World War II, commercial and
Adjustments industrial enterprises have been allowed

deductions for amounts deemed to
represent the additional cost of replacing inventories,
through ;he allowance of special inventory revaluation
reserves computed on a product-by-product basis.

The reserve is computed by multiplying the number of units
in the year-end inventory by the difference between the unit
value of th . ending inventory and 110% of the unit value of
the beginning inventory. Additions to the reserve for b
particular class of goods are, however, limited to the
extent that price increases for that class exceed 10% over
a two-year period. Therefore, the deduction is equal to
the total computed reserve less the prior year's reserve.

In the financial statements, the reserve must be stated as a
separate item rather than as a reduction in the carrying
value of the inventories. The provision is added back to
the taxable income of the seventh fiscal year following the
year of the deduction thus resulting in a deferral of taxes.

Also allowed as a deduction is a reserve for price variations
to cover increases in the price of base inventories which are
determined or influenced by world market price fluctuations.
The reserve may be established for basic raw materials acquired
in international markets, such as silk, lead and copper. The
amount of the reserve is determined by a complex formula which
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compares changes in assigned inventory values between current
and prior years (1945, 1946, and 1947) as well as changes in
average market prices for the same period.

Asset In recent years companies have been allowed
Revaluation to revalue assets according to either

their own estimate or an expert appraisal
of current value. Two types of asset revaluation can occur,
the "legal" revaluation applying only to depreciable assets
and the "free" revaluation applying to both depreciable
assets and nondepreciable assets.

The "legal" revaluation is compulsory for companies quoted
on the stock exchange and applies to tax years closing
before December 31, 1980. Here, taxable income is recognized
to the extent of the revaluation and can be offset against
loss carryovers.

The "free" revaluation is optional and has no expiration date.
There would be no reason to elect the "free" revaluation
unless large loss carryovers exist, which would otherwise
not be utilized, to offset the taxable income realized.
Both types of revaluation result in an increased tax bazis
for depreciation.

Depreciation Depreciation is computed on the basis
Provisions of historical cost increased by any

revaluation and decreased by any value-
added tax paid. Deductions are allowed in excess of the
normal straight-line rates for certain classes of property.
These classes include but are not limited to equipment and
tools used in manufacturing or transportation, water or air
purifying installations, and hotel buildings and equipment.
Rates range from 150% of the straight-line rate for assets
with a useful life of three to four years to 250% of the
straight-line rate where the asset's useful life is greater
than six years. The minimum depreciation requirement on
these classes of assets is the straight-line depreciation
amount.

GERMANY

Individual Provisions

Indexing of No special measures have-been introduced
Tax Rates and regarding indexing.
Allowance
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Business Taxes

Inventory Special provisions exist for special
Adjustments inventory reserves when the replacement

cost of inventory items increases by a
substantial amount (more than 10%) during the course of the
taxable year. The ratio of the replacement cost of each
category of ending inventory (such as raw materials or
finished goods) over 110% of the replacement cost of begin-
ning inventory is multiplied by the historical cost of
ending inventory to arrive at the maximum allowable reserve.
Reserves of lesser amounts are allowed at the taxpayer's
discretion.

The reserves result in a deferral-rather than a permanent
tax savings since they oust be recaptured as taxable income
by the end of the sixth year after the year in which they
are established.

Depreciation Generally, either straight-line or
Provisions declining-balance depreciation is

allowed for depreciable personal prop-
erty. Declining-balance rates ma not exceed two and one-
half times the straight-line rates which range from 2% for
commercial buildings to 33-1/3% for trucks.

Special accelerated depreciation provisions apply to certain,
types of assets. Here, 30% to 50% of the cost of an asset
can be depreciated during the initial years in addition to a
regular deduction computed at the straight-line rate.
Qualifying assets include, but are not limited to, research
and development facilities, new commercial ships and air-
crafts, and installations designed to purify air or water.

Other Gain realized on some business property
Unusual may be deferred by replacing certain
Adjustments types of fixed assets which are sold

with other qualifying assets within a
limited period of time. For example, land, buildings, and
such depreciable assets as machinery and equipment qualify
as replacement assets. The depreciable cost of the replace-
ment asset is reduced by the amount of gain deferred.
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JAPAN

Individual Provisions

Indexing of - No provision exists for automatic-indexing
Tax Rates and of tax rates and allowances. Adjustments
Allowances have, however, been made by the govern-

ment periodically to offset the effects
of inflation.

The amounts of the increases in allowances and decreases in
rates have been determined by considering not only the
change in the Consumer Price Index and/or Wholesale Price
Index but also the effect of the revision on the total
economy. However, no revision of the progressive tax rates
has been made since 1973.

Business Taxes

Inventory LIFO is an accepted inventory method,
Adjustments although certain forms of LIFO such as

dollar-value LIFO are not acceptable
unless specifically approved by the tax authority.

Additional deductions to establish certain reserves for
inventory price fluctuations are also allowed under the
"blue return" system (i.e., special return filing pe.ivileges
ere granted to taxpayers who observe proper bookkeeping and
honest self-tax assessment). The reserve provides for
possible future declines in inventory value and is not to
adjust specifically for the effects of Inflation. The
provision is currently being phased out and will be essentially
abolished by April 1985, except for a few inventory items
which will remain subject to the provision. Amounts set
aside in reserve accounts may be deducted currently, but in
some instances are required to be taken back into income in
subsequent years.

Fixed Asset - No special tax measures have been intro-
Revaluation duced regarding revaluation in recent

years. During the period from 1950
through 1958, business firms were allowed to revalue fixed
assets four times to provide a more reasonable basis for tax
depreciation.
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Depreciation Normal depreciation deductions are allowed
Provisions using both straight-line and declining-

balance methods. Two additional deduc-
tions, increased initial depreciation and an accelerated
write-off, are also available (under the "blue return"
system) for certain assets.

Increased initial depreciation allows a special deduction
for a portion of the costs of certain assets in the year in
which they are acquired, and applies tr the first year only.
As examples, an initial depreciation allowance of 25%
applies on qualified plant and equipment used for the pre-
vention of air and sea pollution, 20% applies to equipment
which improves the effective utilization of energy, and 15%
applies to qualified steel vessels.

Accelerated write-offs are available for certain other
assets. Under this "special additional depreciation" method,
a corporation may deduct during each year an additional per-
centage of the ordinary depreciation taken for that year.
The special percentage ranges from 50-150% of ordinary
depreciation.

Both these methods reduce the depreciable base of the assets.
No depreciation deductions in excess of cost are allowed.

Other A reserve is presently allowed for the
Unusual price fluctuations of securities. The
Adjustments reserve is limited to the book value of

a security less 95% of the market value
for listed stocks and 99.2% of the fair value for nonlisted
stocks. Amounts set aside in these reserves must be taken
back into income in the immediately suceeding year. The
allowable reserve is scheduled to be reduced year by year
until it is finally eliminated in April 1990.

Preferential treatment exists with regard to intangible
assets even though the treatment is not specifically designed
to counter the effects of inflation. The items can be
expensed in the year incurred or, if capitalized, can be
totally or partially expensed, usually within 5 years.
Goodwill, expenditures for research and development of
patents, costs of issuing stocks and bonds, and organiza-
tional costs are examples of the types of intangible assets
which qualify.
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UNITED KINGDOM

Individual Provisions

Indexing of Since the fiscal year 1978/1979, personal
Tax Rates & allowances (exemptions) must be changed
Allowances by an amount at least as large as the

increase in the retail price index of the
previous calendar year. The index used measures the monthly
change in the average level of prices of goods and services
purchased. This approach allows the Treasury more flexi-
bility than a system of automatic Indexation.

Business Taxes

Inventory Stock appreciation relief is the single
Adjustments most significant provision directed

towards accounting for the effects of
inflation. The law attempts to deal with the liquidity
problem which occurs when closing inventories have. a much
larger cost than opening inventories due to replacement of
inventory at higher and higher prices. The stock relief
deduction is computed as an amount equal to the increase in
the value of inventories (raw material and work in process)
between the opening and closing date of the accounting
period less 15% of the taxable profits for the period.
Recapture provisions apply to the extent of previous stock
relief when inventories decrease in value in a later year.
Any stock relief which has not been recaptured within six
years of the original deduction is permanently free of any
potential recapture.

Depreciation Three types of depreciation deductions
Provisions are allowed for tax purposes. The

"first year allowance" applies only to
machinery and equipment and allows a deduction of up to 100%
of the cost during the year. The second type of deduction
is known as the "initial allowance" and is available at the
time the asset is purchased. Rates range from a low of 15%
for dredging equipment to 50% for new industrial buildings
and 100% for scientific research. Finally, "writing down
allowances" are allowed for any remaining basis after the
first year and initial allowances are ded ted. "Writing
down allowances" range from 4% of the re;#ning basis of new
industrial buildings to 25% for machinery and equipment.

Other A rollover is allowed for gain realized
Unusual on the disposition of land, buildings,
Adjustments ships, aircraft and hovercraft, and good-

will. The effect of the rollover is to
treat gain arising from the disposition as a deduction from
the basis of new assets. The new assets must be used in the
business, but are not required to be of the same class as the
old assets.

65-969 0 - 80 - 47 (pt.3)
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TEsTiMONY OF P. 0. EvNsoN, THE AssOCIATED GENERAL CONTRACTORS OF
AMERICA

Mr. Chairman, in interests of time I will refrain from reading my written state-
ment and instead present a synopsis of my written comments. I request my com-
plete statement be printed in the record.

I am P. 0. Evenson, and I am assistant to the president of Paul N. Howard Co.,
Greensboro, North Carolina. I appear here today as a member of the Tax & Fiscal
Affairs Committee of the Associated General Contractors of America, Inc. Appear-
ing with me are Thomas L. Root and George Stockton of AGC's National Staff.

There are two matters of interest to your Committee that are of vital concern to
the tens of thousands of construction firms across the country and the millions of
jobs and billions of dollars they represent. Those are adequate capital formation and
retention, and an international taxation policy which does not cripple American
firms' ability to compete overseas.

I. CAPITAL FORMATION AND RETENTION

AGC firmly supports the Capital Cost Recovery Act of 1979, the so-called 10-5-3
proposal, embo in S. 1435 and H.R. 4646. I do not intend to explain the mecha-
nism by which these measures will operate; the Committee has already become
acquainted with the proposals. I do, however, wish to explain to you why construc-
tion contractors believe the measure should be adopted and explain our sense of
dismay at the lame arguments being advanced by those persons who oppose the
measure.

I do not need to cite the litany of well-established facts which demonstrate the
decline of this nation's productivity. Our output-per-worker is well behind our
industrialized neighbors, and falling further behind the leaders all the time. Ameri-
ca's gross national product and productivity are slumping, workers are out of jobs,
and the recession-which some declared -'half over" in the spring of 1979-deepens
monthly.

AGC agrees with responsible legislators on both sides of the aisle who declare that
a tax cut must make more than only short-term political sense. The cut must
stimulate growth, renew increased employment, improve productivity and enhance
our ability to compete. It must not merely provide a few dollars for each taxpayer to
stimulate demand without aiding supply. Inflation continues to be among our most
serious problems, and it is a problem which AGC believes is inextricably interwoven
with problems of productivity, employment and gross national product.

Edward Deming, the American student of industry to whom goes considerable
credit for Japan's industrial prowess, has stated that American workers do not need
to work harder, they need to work smarter. With a decaying physical plant at the
base of this nation's most important industries, working "smarter," that is, using
improved processes and methods to produce more, better quality products, is simply
beyond the abilities of our most talented workers and businesspeople.

The 10-5-3 measure will enable business to recover the costs of new investment
in structures, physical plant, equipment and other tangible assets more quickly and
easily than is possible under the current Asset Depreciation Range system. With an
incentive to invest-as in the liberalization of depreciation-modernization will
occur in industries quickly. A new steel plant in Nebraska is currently considered
the most productive in the world; the manager of the plant frankly admits that his
prospective customers are those American businesses now buying foreign steel,
because he can match and even beat his foreign competitors' prices. This Nebraska
firm proers while American steel industry languishes because of the new, modern
plant used for steel production. This example belies the suggestion by some futurists
that America leave basic industries to those foreign countries which seem to have a
comparative advantage over us.

The Department of Commerce itself has noted that both the quality and quantity
of capital have effects on productivity. The Commerce Department explained that
the decline in productivity in the construction industry, a decline which increases
the cost of buildings, is directly related to the ever-increasing age of the capital in
construction as well as ever-decreasing ratio of capital invested per employee. Even
the Honorable G. William Miller, Secretary of the Treasury, who has endorsed only
an as-yet undefined depreciation liberalization plan to be proposed at some as-yet
unannounced time in the future, testified before the Senate Subcommittee on Tax-
ation and Debt Managmement on October 22, 1979, that ". . . the construction
industries have suffered declines in productivity in absolute terms since the late
sixties, particularly over the most recent years."

The average AG contractor in 1977 had an investment in capital assets of
approximately five times annual profit With slim profit ma (an average of
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$115,000 after-tax profit on receipts of $12 million gives a return on gross sales of
under 1.0 percent), the averge contractor will be able to afford to invest additional
capital in tangible capital assets only if capital so invested can be recovered in a
reasonable time.

In addressing the opponents of 10-5-3, AGC first wishes to note that to refer to
enactment of the Capital Cost Recovery Act of 1979 as a "tax cut" is in error. New
Year's Day, 1981, will bring a staggering increase in taxes for all Americans. The
Treasury will collect $50 billion more in 1981 than it did in 1980. Decreasing the
additional "take" by $5 billion should hardly been seen as government beneficence.
The 10-5-3 proposal is more correctly termed a "tax offset."

Opponents first claim that there is too little time to deal with the range of issues
which should be considered in a comprehensive tax package. This is probably true.
However, that is not to say that 10-5-3 cannot be enacted. This legislation has a life
of its own, it has been around for more than year, and has been studied, pro and
con, at length. This nation is competing with countries which have capital write-off
periods of 1-2 years. We continue to suffer staggering balance-of-trade deficits.
Contrary to opponents who claim that speedy enactment of 10-5-3 is a luxury this
nation can ill afford, we suggest that procrastination to await a promised but
unseen "liberalized depreciation" proposal a year, or two years, or more in the
future is a luxury we cannot afford if we wish to rem.-In an industrial power in this
country.

The effects on the budget of 10-5-3 is often cited as q reason to shy away from its
enactment. Most agree that the first-year costs will be approximately $5 billion in
lost revenues, but proponents estimate a "raw" cost of $39 billion in five years,
while opponents predict costs of up to $60 and $70 billion in five years. When the
effects of additional jobs, more ,productivity and greater profit are considered, even
opponents estimate that the 'raw" costs may be decreased by 50 percent. Theimminent collapse of the State of California predicted by foes of Proposition 13
sounded strikingly similar to the fears of the opponents of 10-5-3. Asa study
inserted in the Congressional Record by the Honorable Newt Gingrich on July 23,
1980, found-to paraphrase Mark Twain-the reports of California's death were
greatly exaggerated. Unemployment dropped, personal income increased, and state
services suffered minimally or not at all.

A recession exists, inflation continues, and America's biggest industries as well as
innumerable small businesses, show losses and, in some cases, are going out of
business altogether. The American economy is in a relatively unhealthy state, the
predicted balanced budget forgotten now, and the expected defict is now higher than
ever as the recession slashes revenue projections. For the Treasury to complain at
this time about a revenue shortfall of $30 billion at worst in 1986 is akin to fretting
over the arrangement of the deck chairs on the "Titanic." This nation's problems
are more immediate.

Opponents have suggested that 10-5-3 may create "tax shelters," may harm some
industries-including small business in general-and, in the words of a Deputy
Assistant Secretary of Treasury, may be "too generous." The quick answer to the
"tax shelters" is that this is entirely possible. 'Tax shelter" has become perjorative
shorthand for "investment incentive, which is the object of the legislation. Those
industries which may be harmed by 10-5-3, by finding assets which now can be
depreciated in under 5 years extended to artificially longer lives, have not been
quick to testify in opposition to 10-5-3. AGC suggests that they do not see them-
selves to be as injured as opponents of 10-5-3 believe them to be.

Small business, a category to which at least 90 percent of AGC's members belong,
has testified on this proposal, and-as the National Federation of Independent
Business has made clear to the House Ways and Means Committee-small business
fully supports 10-5-3 for the effects it will have on small businesses.

Finally, AGC's response to those who suggest that 10-5-3 is "too generous": we
ask to whom? Will it be too generous to the workers who again have jobs in a
growing economy, or to the shareholders-including pension funds for American
citizens of all professions and vocations-who find their investments appreciating,
or to all citizens who benefit from an increased standard of living, that is, an
increase in real income made possible by increased productivity?

The 10-5-3 proposal must be enacted immediately as a supply-side tax "offset"
measure which will spur the economy without fanning the flames of inflation. The
perfect depreciation legislation has yet to be introduced, and promises of better
measures to come if only Congress delays on 10-5-3 do nothing to attack our
problems of recession, inflation and unemployment. AGC asks that this Committee
expedite consideration of the Capital Cost Recovery Act of 1979, and recommend
favorable-floor action on the proposal.
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U. TAXATION OF FOREIGN INCOME OF U.S. CITIZENS

Mr. Chairman, AGC has been working on the issue of taxation of foreign source
income since the initial consideration of the amendments to Section 911 contemplat-
ed in the Tax Reform Act of 1976 (TRA). During this same period, we were also hit
by Tax Court decisions, which pertained to the tax status of employer paid
alowances of the excess living costs of overseas personnel. At that time our indus-
try was enjoying an unprecedented level of demand for our services in the overseas
markets, primarily in the newly-rich oil producing nations of the middle east and
North Africa. After we became fully aware of the magnitude of the TRA and the
Tax Court decisions, we endeavored to illustrate the n, native impact that these
changes would bring about on the competitive position of U.S. firms operating in
these markets. We also pointed out that this competitive disadvantage would even-
tually cause a decline in U.S. export sales.

As you know, the changes included in the TRA never went into effect, and after
nearly two years of study and consideration the Foreign Earned Income Act of 1978
(FEIA) was passed by Congress and signed into law. This adopted version of the
FEIA represented a tremendous compromise from the House version supported by
the industry, and therefore its passage was not interpreted as a victory. On the
contrary, the new law and the regulations promulgated under it introduced the
most complex filing procedures ever contemplated in a personal income tax meas-
ure. Moreover, the FEIA did not restore the competitiveness of U.S. firms operating
overseas.

Recent market share studies of the middle east construction market substantiate
this fact. In 1975 the U.S. enjoyed a market share of approximately 10.3 percent in
the middle east and expectations were very high for the four years to follow.
However, our expectations were not met, and as of June 1979, our share had not
increased but slipped dramatically to only 1.6 percent of the market. We are
presently ranked 12th behind the USSR in the race for contracts in the middle east.
U.S. exports to the region have also sffered as a result of this decline, for example,
U.S. exports to Saudi Arabia increased by 11 percent from 1978 to 1979, while the
French enjoyed an increase of 22 percent during the same period. It is worth noting
that the French are presently ranked 4th in the contract competition in the region.

Of course, our competitive problems are not solely attributable to taxation; our
government has created innumerable export disincentive measures which apply
exclusively to U.S. firms. However, our current tax policies carry the greatest cost
and are therefore the most formidable obstacle we face in the export of our services.

Under the current law, the costs of maintaining a U.S. engineer, project manager
or lead trade foreman on a foreign project are roughly two times the cost of staffing
the same job with a tax-free Canadian or Western European. Our own studies
indicate that approximately 75 percent of this increased cost is solely attributable to
the difference between the U.S. and Canadian and Western European tax policies.
Due to the labor-intensive nature of the typical overseas project, the employment of
higher-cost Americans is both uneconomic and noncompetitive. We are therefore
forced to rely on foreign nationals in the staffing of these projects.

These staffing decisions translate into a direct loss of export saies for the U.S.
This is due to the fact that U.S. fnms are forced to employ Europeans in key
engineering and procurement positions and, as a result, a significant amount of the
imported equipment and material that goes into a typical project is purchased in
Europe. This European preference is due to the familiarity of these employees with
European vs. American specifications and product lines.

In the broader trade context, a recent study undertaken by Chase Econometrics
reveals that the taxation of Americans working overseas is responsible for a 5
percent drop in real exports. This lost business resulted in loss of 80,000 jobs, in the
U.S. and cost the Treasury more than $6 billion in corporate and personal income
tax revenues. This $6 billion revenue loss compares to only a $500 million revenue
loss if all income overseas were to be excluded from tax. The Administration has
repeatedly denied any linkage between overseas taxation and lost exports, and it
continue to site tax equity as the primary consideration in structuring Section 911/
913 tax relief. Mr. Chairman, we submit that time is running out on this approach,
and that the time has come for the U.S. to follow the example set by the leading
trading nations of the world, which is to exempt the earned income of U.S. citizens
working abroad. Three measures which have been introduced in this session of
Congress would accomplish this goal. They include: the Frenzel/Jones and Alexan-
der bills in the House, and the Jepsen bill in the Senate. We recognize however, the
negative political implications of an unlimited income exclusion and we are there-
fore favorably disposed to a fall-back position along the lines of the Bentsen or
Chaffee bills.
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Mr. Chairman, in closing I would like to point out that the tax cut legislation
under consideration here today is perhaps the last chance for meaningful Section
911/913 relief. We understand and appreciate the need to focus these tax cuts on
the supply side rather than the demand side of the economy, and we are confident
that this issue meets these requirements. As the figures and studies presented in my
testimony verify, Section 911/913 relief would stimulate investment, output, employ-
ment, strengthen the dollar and will also combat inflation by reducing our nation s
massive trade deficits. We would therefore encourage this committee during its
consideration of the various tax cut proposals to include provision on Section 911/
913 which will restore the competitiveness of the U.S. construction industry over-
seas.

Thank you very much for this opportunity to appear here today and now I would
be happy to answer any questions.
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The Steel Industry's Capital Sources and Uses:
Summary of the Assessments of the Working Group on

Modernization and Capital Formation of the
Steel Tripartite Committee

The Steel Tripartite Committee asked this Working Group to

assess the current status of the U.S. steel industry in the area

of modernization and capital formation. This is a summary of the

Group's assessments which are contained in four staff reports.

Those reports reflect a consensus of the Group's industry, labor

and government members, and are based on an analysis of the industry's

"Orange Book", updated to reflect 1980 dollars and current shipment

levels.

Uses

Assuming a 4 percent annual replacement rat4 and a replacement

cost of $1,130 per shipped ton, the industry will require annually

over the period 1980-1984 an average of $4.7 billion to modernize

its existing steel capacity and $870 million to retrofit that

capacity to meet environmental and safety and health requirements.

With an annual increase of $100 million for working capital, and

dividends based on 1979 levels, $450 million per year, the industry's

total annual capital uses over the five-year period would average

approximately $6.1 billion.

Sources

Assuming industry shipments at current industry estimates of

85 million tons (76 percent utilization) in 1980 and 1981-1984

shipment levels which result in an average 90 percent capacity

'1
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utilization, the total steel capital sources of the industry -- both

internal (after-tax profits'and noncash expenses) and external

(net new debt, additions to stock, asset sales) -- available for

its steel segment would average between $4.1 and $4.4 billion

annually over the five-year period. The range represents an unre-

solved difference within the Group on the amount of the industry's

nonsteel cash flows which would be available for steel capital

uses. Net new debt was assumed at levels wbich would mainta.n the

industry's current debt/equity ratio of 50 percent. Revenues and

costs per ton of shipments were assumed at 1980 levels except for

the effect of the capital expenditures on operating costs.

Shortfall

Based on the foregoing analysis, the industry's capital uses

to modernize its existing steel capacity and retrofit that capacity

to meet environment and safety and health requirements would

exceed the capital sources available to the industry for those

purposes by an average of approximately $1.7 to $2 billion annually

over the period 1980-1984.

Impact of Tax Proposals and Real Revenue Increases on the Shortfall

The Group examined the effects on the shortfall identified of

various changes in current tax law and of an increase in real

revenues. That examination indicates that, because of the current

low profitability of the steel segment of the industry, and con-

sequent low tax liabilities, any tax proposal which merely reduces

or eliminates the tax liability, including "10-5-3" or an increase

in the investment tax credit, would have no significant effect on
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:,e shortfall during the five-year period. A real revenue increase

of $16.50 per shipped ton would be necessary under current tax law

to reduce the annual shortfall to between $.4 and $.l billion.

1th same real revenue increase with the proposed "10-5-3" would

eliminate the shortfall. A 10 percent refundable investment tax

credit would reduce the annual shortfall during the period to

between n $1. and $1.3 billion.

The following points should be considered in connection with

the above assessments:

" The Group's analysis in the four staff reports was for

industry as a whole, based on average data and an assumed

replacement rate required for a competitive industry.

Individual companies within the industry may have very

different investment requirements, sources of capital,

degrees of diversification, and tax positions (e.g., carry-

back tax refunds).

* The Group divided the industry into steel and nonsteel

segments and only the steel segment was analyzed. Faster

capital recovery in the steel segment could provide some

additional cash for the industry by reducing the taxes on

any nonsteel-segment profits.

* The Group's analysis includes neither capital for steel

capacity expansion nor capital requirement reductions result-

ing from a cutback in capacity. The Group has not made a

judgment as to the "appropriate" size of the U.S. steel

industry over the long term.
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* The tax proposals and real revenue increases identified

were considered by the Group for analysis purposes only --

they do not represent the policy recommendations of the

Group or, necessarily, any individual members of the Group.

* The size of the shortfall is very sensitive to shipment

levels and the length of the period over which the short-

fall is averaged. For example, if the industry can

actually make the modernization expenditures identified for

the 1980-1984 period and average 90 percent capacity

utilization during the 1981-1989 period, the estimated

annual shortfall over this ten-year period would be between

$.5 and $.7 billion. On the other hand, the annual shortfall

for 1980-1981, because of the depressed levels of shipments,

would average $3.1 to $3.3 billion.

* Some form of taster capital recovery would significantly

benefit steel after the first five years of the moderniza-

tfon program because of the increased profits which would

result from modernization.

• Faster capital recovery for all industries would presumably

result in additional steel shipments which would have an

immediate and favorable impact on the industry's steel

segment profits. The Group did not attempt to quantify

thia impact.

* Faster capital recovery would increase the long-term rate

of return in steel which would presumably affect the

industry's ability to secure debt or equity financing for

modernization.
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Initial Report to thc Working Group on
Modernization and Capital Formation on
the American Iron and Steel Institute
Paper: Steel at the Crossroads: The
American Steel Industry in the 1980s

Submitted by: Government

Department of the Treasury
Brian Freeman
Lawrence Blume
Leslie Spero

Department of Commerce
Al Brueckmann
Jeffrey Mayer

Environmental Protection Agency
Gail Updegraff

Industry

Donald F. Barnett
Assistant Vice President
American Iron & Steel Institute

B.D. Smith
Vice President-Comptroller
U.S. Steel Corporation

Theodore Myers
Assistant Vice President-Finance
Inland Steel Company

Robert Jacobs
Executive Vice President-Finance & Planning
Interlake Incorporated

Labor

John Sheehan
Legislative Director & Asst. to the President
United Steelworkers of America

Edmund Ayoub
Asst. to the President & Chief Economist
United Steelworkers of America
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SUMARY

The Steel Tripartite Committee asked this Working Group

to assess the American steel industry's current status in the

area of modernization and capital formation. The Group desig-

nated a tripartite staff to analyze the American Iron and Steel

Institute's Orange Book and assess:

1. how it compares with the 1977 Solomon Report, and

2. its adequacy for the Group's discussions and the

need for a separate independent study for that

purpose.

The staff has completed an initial analysis of tie Orange

Book's assessment of the industry's capital requirements, and

has begun an analysis of the Orange Book's assessment of the

industry's capital availability. Although not all the differ-

ences of opinion between, and unresolved questions of, the

industry, government, and labor staff members have been resolved,

the staff has been able to reach certain preliminary conclusions

and recommendations:

1. Based on the Orange Book's methodology and data,

the capital required by the industry in the next several

years to modernize its existing steel capacity and meet

safety and health and environmental standards is approxi-

mately $4.6-4.9 billion (1978$). These amounts do not

reflect the availability of financing for those needs.
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2. Public comment on the assumptions and analyses of the

Orange Book should be requested.

3. Until the staff analysis of the Orange Book is completed,

no decision for an independent study should be made, and

the Group. should use the $4.6 - $4.9 billion figures as a

basis for internal discussion.

This staff review does not necessarily reflect an adoption by

the nonindustry staff of the Orange Book's analysis, assumptions

or conclusions, nor the industry staff opinion on the appropriate

scope of the Group's inquiry. Rather, it is an attempt, in the

spirit of cooperation and progress, to reach some conclusion for

the Group's use on the industry's capital requirements for moderniza-

tion and to define areas of difference and further review.

A comparison of the conclusions of the Solomon Report, the

Orange Book and the staff indicates that, once the differences in

scope, time frame, and cost escalation due to inflation are reconciled,

there is substantial agreement between the three:
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Annual Capital Requirements Reconciliation

Orange Book
(1978$)

average annual
needs 1979-1988

(billions)

Staff Report on
the Orange Book
(1978$) for

1979 &
near term
(billions)

Solomon Report
(1977$) for

1978 &
near term

(billions)-

Modernization and
Replacement of
Steel Capacity

Environmental Exoendi-
tures for Existing
Steel Capacity

Safety and Health Expendi-
tures for Existing
Steel Capacity

Steel Capacity Ex-
pansion

Nonsteel

Debt Repayment

Increases in
Working Capital

$3.8-$4. 1$4.4

.7

$3.0

.7 1.0

.1.1

.5

.8

.4

.1

A staff review of the Orange Book's conclusions on the magnitude
of capital available to the industry, and the potential sources of
such capital, will be presented at the next Group meeting.

* Apparently not included within the $4.0 billion estimate.

* Either not examined or to be examined in the capital
availability analysis
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IN PRODUCTION

The Steel Tripartite Committee (the "Committee") has undertaken

an assessment of the current state of the American steel industry

(the "industry").

To assist in.that assessment, the Committee established five

working groups to "develop a clear, tripartite picture of the indus-

try's present status" in five areas, one of which was: modernization

and capital formation. The Committee directed its Working Group on

Modernization and Capital Formation (the "Group") to:

1. Rev.ew the progress and problems of the U.S. steel

industry in raising capital for future modernization

and investment.

2. Evaluate existing or proposed research on capital

formation and modernization relating to the U.S.

steel industry.

3t Provide policy input on the modernization and capital

formation aspects of the proposed assessment of the

U.S. steel industry and labor.

At its organizational meeting on November 16, 1979, the Group

considered how it should proceed in meeting its responsibilities

and whether a new independent study of the industry's capital

needs and sources was necessary. An industry representative on

the Group, Mr. Roderick, proposed that the Group use as a

basis for analysis the forthcoming American Iron and Steel Institute

(the "AISI') study, the so-called "Orange Book", and commission an
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independent study only if it found the Orange Book was inadequate.

He offered to provide the relevant chapters in draft form prior to

its public release to expedite the process. The Group designated

a staff (the "staff") comprised of industry, labor and government

representatives to analyze the relevant chapters of the Orange

Book.

Mr. Roderick reported that the study would basically confirm

the capital requirement conclusions of the 1977 study of the

industry's problems, the so-called "Solomon Report". The Solomon

Report concluded that the industry's annual capital requirements

would be $4.0 billion for the next several years: its annual

cash flows would not exceed $2.2 billion: and a $1.8 billion

shortfall existed. Mr. Roderick stated that the Orange Book

would conclude that, in 1978 dollars, the requirement for modernizing

existing capacity and for meeting environmental standards would be

$5.2 billion and a capital shortfall approximating $2-$2.2 billion

existed.

On December 12, AISI provided to the staff on a confidential

basis in draft form the chapters of the Orange Book that dealt

with capital requirements. The Orange Book, entitled "Steel at the

Crossroads: The American Steel Industry in the 1980's," was released

to the public on January 31, 1980.

The staff met on January 2 and 29, February 11, March 6, and

March 10. At the January 2 meeting, the staff concluded that the

nature of the Orange Book's analysis rendered it necessary to
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segment its efforts into several steps.. It determined that the

first two steps should focus on the Orange Book's analysis of the

industry's capital requirements and its capital availability;

other aspects of the analysis in those areas would be addressed

afterward. At that meeting, as well as at two subsequent meetings,

the labor and government staff raised, and the industry staff

responded to, questions concerning the Orange Book's capital require-

ments conclusions. At he March 6 meeting, the staff, to the

extent practicable, achieved consensus on the Orange Book's analysis

of the capital requirements issue and began its analysis of the

capital availability issue.

SCOPE OF REPORT

This paper reflects that staff consensus on the Orange Book's

assessment of the capital required to modernize existing steel

capacity and meet environmental and health standards, and relates

several of the issues about which consensus was not achieved. It

also briefly discusses the Orange Book's analysis of the capital

availability issue. A staff report on the latter issue will be

provided at the next Group meeting.

The Orange Book, using 1978 dollars and based on data through

1978, concludes that the industry's total annual capital requirements

will average $7.0 billion between 1979-1998:
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Orange Book Analysis Capital Required
U billions)

Replacement and modernization of
steel capacity $4.4

Environmental expenditures for
existing steel capacity .7

Safety & health expenditures for
existing steel capacity .1

Nonsteel .8

Additional steel capacity .5 -

Debt repayment .4

Increases in working capital .1

$7.0

This paper focuses on the Orange Book's analysis of the capital

required for modernization, environmental, and safety and health

standards: $5.2 billion ($4.4 billion, $.7 billion and $.I billion,

respectively). The staff group concluded that its role was to

review only these three elements at the present tine since it is

the unCerstanding of the staff that the primary function and

responsibility of the Group and the Committee was assessing the

amounts of capital (i) required by the industry to modernize

its existing steelmaking capacity, and (ii) currently

available to the industry for that task. Included in the Orange

Book, but not addressed in this report are:

The elements of appropriate industry debt and working capital

levels. These will be addressed by the staff in the context

of the capital availability issue.

65-969 0-- 80 - 48 (pt.3)
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* The appropriate level of capacity expansion and nonsteel

investment. This is not to suggest a Judgment by the staff

that the industry should not diversify or expand, or nonsteel

cash flows should be devoted solely or proportionately to

steel or nonsteel expenditures. Rather, it was decided

that ,ince these issues may be beyond the Group's mandate,

and we:,i likely to raise questions the resolution of which

would significantly delay the analysis, they could, if at

all, be addressed at a later stage.

In this regard, it should be noted that the industry staff

argued that these additional elements of capital requirements

should be analyzed by the staff and the results of this

analysis included in this paper. The position of the govern-

ment staff was: (ii) the focus of the Solomon Report,

the Committee, and the first meeting of the Group was on

modernizing existing steelmaking capacity: (ii) the industry

would devote available resources to modernization

before expansion; and (iii) the decision to diversify

was one to be made by individual companies based on relative

investment returns and could not be adequately analyzed on

an industry-wide basis.

The Orange Boo% does not discuss how much of the amount

allocated to "nonsteelm is steel-related and whether this

amount would be used for expansion or modernization.

According to the industry staff, approximately one-half of
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theseexpenditures would be steel-related (e.g.. warehousing

and fabrication). Whether this element was included In the

Solomon Report's analysis is also unclear.

ANALYSIS

In reaching its conclusions, the staff addressed the following

basic elements of the Orange Book analysis:

-- The assumptions and methodology that underlie its computation

of capital required for modernization

-- Its assumptions for environment, and safety and health expendi-

tures.

MODERNIZATION OF EXISTING CAPACITY

The Orange Book's computations of the industry's gross need for

modernization are based on several assumptions concerning the following:

-- Method of modernization

-- Replacement costs

-- Replacement cycle

-- Use of average data.

Method of modernization

The Orange Book analysis assumes that the sole method of

modernization will be the replacement of existing capacity

with state-of-the-art equipment at existing "brownfield" sites.

It assumns no replacement by new "greenfield" facilities. It assumes
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only minimum opportunities for "low-cost roundout"* albeit it does

recognize that a modernization program will produce roundout

opportunities which would reduce the cost of a capacity expansion.

Staff Discussion. The conclusion that few low-cost roundout

opportunities currently exist is verifiable only by a detailed

examination of the facilities and modernization plans of representative

companies. This has not been done by the staff.

Replacement Costs

The Orange Book computations and analysis assume a replacement

cost of $1,175 for each finished ton of capacity at an integrated

facility, and $500 per finished ton at an electric furnace facility.

* The $1,175 includes $225 for the mining, preparation, and

transportation of raw materials.

* The $500 electric furnace cost is a weighted average of

replacing all existing electric furnace facilities. No

direct reduction is assumed.

The analysis computes a composite replacement cost of $1,000

per finished ton on the assumption that replacement would occur

* The industry staff provided this explanation: "Pure roundout
refers to increases in shipments resulting from the addition of
one or a few pieces of equipment to a plant with current imbal-
ances in the capacities of its various facilities. Little improve-
ment in efficiency results from pure roundout. In the industry,
roundout is unlikely to take place independent of modernlzataion
because of the need to improve efficiency to make any increase in
shipments profitable. The $1,000 per ton modernization cost reflects
this reality." -
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at the current 75/25 integrated/electric furnace production ratio.*

The $1,000 figure includes any costs associated with meeting safety,

and health, and environmental standards.

Staff Discussion. The $1,175 per finished ton replacement cost

for integrated facilities is roughly comparable to other available

estimates on the cost of replacing integrated capacity reviewed by

the staff. However, these estimates varied by as much as 10 percent

from the Orange Book's estimates.

The $500 per finished ton replacement cost for electric furnaces

is less clear. It is a weighted average of the cost of replacing

existing facilities which vary from mini-mills to maxi-mills. The

staff has confirmed that replacement cost for these facilities can

vary enormously. A review of annual reports of and discussions

with several mini-mill steel companies indicate that a mini-mill could

be built for $100 per ton. The industry staff indicated that some

maxi-mills cost up to $800 per ton. Because of this wide disparity,

the staff was unable to confirm the $500 per ton estimate. The

Government staff also raised the point that the conversion of some

existing integrated facilities to electric furnaces would con-

tinue.

Assuming the current 75/25 integrated/electric furnace production

mix, and $1,175/ $500 integrated/electric furnace replacement

The Orange Book assumes that there will be expansion of which
50 percent will be electric furnace, so that by 1988, the production
ratio would be 68/32 integrated/electric furnaces.
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costs, a $1,000 per ton replacement cost would be appropriate. If

one assumed an approximate 72/28 integrated/electric furnace mix

could be obtainable in the next several years, and $1,100/$450

integrated/electric furnace replacement costs, the replacement cost

per ton would be approximately $920.

Replacement Cycle'

The Orange Book assumes that the industry must replace 4

percent of its steel capacity each year, i.e., a 25-year replacement

cycle. With additional capacity and higher yields and capacity

utilization, the Orange book assumes J01.6 million tons of shipments

in 1979 and 116.9 million tons of shipments by 1988. Four percent

of the average annual shipments during the 1979-1988 period would

equal 4.4 million tons of capacity. At $1,000 per finished ton,

the average annual expenditure required to modernize the capacity

existing within that period would be $4.4 billion.

Staff Discussion. The Orange Book does not explain its use

of a 25-year replacement cycle and a 4 percent replacement rate.

Other than coke ovens, steelmaking equipment is fairly long-lived

(with continuous maintenance) although it can become obsolete

much earlier as technology advances. The staff is in agreement

that the industry has not invested in new technologies to the same

extent or as rapidly as some of its foreign competitors. However,-

no consensus was reached on the appropriate replacement rate for

the near or long term to enable the industry to incorporate existing

and prospective technological advances without retiring profitable

equipment, or whether the replacement cycle methodology was the
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way to determine modernization requirements. In this regard, key

issues included the following:

* The 4 percent rate is considerably higher than the industry's

replacement rate for any previous consecutive 10-year period

in the history of the industry. In the 1960's. when the

industry was relatively more profitable and in the midst

of a modernization program, its replacement rate was

only 3.4 percent. However, the Canadian and Japanese industries

maintained a 5 percent rate over the past decade.

* To justify the 4 percent rate, the industry staff described

technological advances in the previous 25 years, e.g., contin-

uous casters, larger blast and basic oxygen furnaces, and

suggested that similar advances will occur at the same rate

in the next 25 years. They also provided data which indicated

that by 1988 at a 4 percent rate, versus a 5 percent rate

in Japan, average industry operating costs could decline

appreciably relative to those in Japan, so that the industry

would be more competitive with the Japanese in the U.S.

market (at given exchange rates and normal capacity utilization

rates). However, this data also Indicates that even with a

3.3 percent replacement rate, the industry's competitiveness

in the U.S. market would improve significantly. The impact

on operating costs of a 4 percent and a 3.3 percent replacement

rate does not become significant until after the first ten

years of any modernization program.
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Average Data

A basic issue that arose throughout the analysis was the

Orange Book's use of average operating cost and replacement data

The use of average costs obscures the strengths and problems of

the industry, individual firms, plants and regions, and presents

problems for analysis.

Observations

Replacement Cycle Methodology. The accuracy of the replacement

cycle methodology and the replacement rate required might be further

assessed by a detailed examination of all, or at least some represen-

tative, steel plants to determine the nature and degree of moderniza-

tion necessary. The actual modernization plans of some steel companies

were used as background in arriving at the 4 percent replacement

rate used in the Orange Book. However, this information was not

available to the staff. The staff did examine the annual reports

and 10-k's of several steel companies. These reports suggest that

only the most profitable steel companies have approached a 4 percent

replacement rate, while less profitable companies have replaced

at much lower rates.

Modernization Conclusions

The $4.4 billion calculation in the Orange Book is an average

cost of modernizing 4 percent of estimated annual shipments over a

ten-year period, during which some capacity expansion was assumed.

Using the Orange Book's methodology and the 4 percent replacement

rate assumption, but focusing on existing capacity and the moderniza-

tion requirements for the next several years, the annual replacement
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cost in the next several years would be between approximately $3.8

billion ($973 per finished ton replacement) and $4.1 billion ($1,000

per ton replacement cost). These figures are derived by using

actual 1978 capacity and yields and assuming a 90 percent capacity

utilization rate (101.6 million tons of shipments).

It should also be pointed out that the Industry's capacity

was 158 million raw tons in 1978. Its current capacity is estimated

at 153 million raw tons and some further capacity rationaliation

may occur. However, even at a 150 million ton raw-steel capacity,

the industry would still have the ability to surpass the shipment

levels achieved in 1978.

ENVIRONMENTAL CONTROL

The Orange Book estimates the industry's retrofit capital expendi-

tures to meet EPA environmental control standards over the period

1979 to 1988 will be $7 billion, or $.7 billion per year.

This estimate is partially supported by detailed study. In a

May 1978, report,* Arthur D. Little Co., acting as consultants for

AISI, projected that compliance with EPA regulations through 1985

would require the industry to spend $4 billion. This estimate did

not include the cost of satisfying post-1985 water and air stan-

dards and achieving zero discharge of water pollutants." The

latter are estimated by AISI at order of magnitude of $3 billion

through 1988.

V"Steel and the Environment: A Cost Impact Analysis--1978"

*This is currently a statutory goal, but not a requirement.
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Discussion. EPA and its contractors, Temple, Barker & Sloane,

believe that AISI's estimates concerning the requirements of environ-

mental control are reasonable based on the Scenario I assumptions

of the Orange Book. However, of crucial importance in this Scenario

are the assumptions as to market growth and the share of the market

the American industry could supply.

SAFETY AND HEALTH STANDARDS

The Orange Book estimates that the annual capital expenditures

required to meet safety and health standards for existing steel

capacity would be $.1 billion. The staff was unable to obtain any

alternative estimates.

STAFF CONCLUSIONS AND RECOMMENDATIONS

i. Based on the Orange Book's methodology and data, the capital

required in the next several years to modernize the Industry's 1978

steel capacity would be between $3.8-$4.1 billion (1978$). Annual

capital expenditures to meet environmental and safety and health

standards would be $.8 billion (1978$).

2. Public comment on the Orange Book's treatment of the moderni-

zation and capital formation issues should be requested for receipt

prior to the next Group meeting.

3. Until any public comment has been considered, and the staff

has completed its analysis of the Orange Book:

a. No decision should be made on the need for an

independent study of the Industry's capital requirements

and sources.
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b. As a basis for critical discussion, the Group

assumes $4.6-$4.9* billion (1978$) as the annual capital

requirement of the industry to modernize existing steel

capacity and meet environmental and safety and health standards.

CAPITAL AVAILABILITY

It is contemplated that the next Group meeting will focus on the

capital available to the industry to finance its gross requirements for

modernization. The basic sources of capital are after-tax profits,

depreciation, debt and new equity issues. The uses of capital

other than capital expenditures are repayment of debt, increase in

working capital, and dividends. The Orange Book assumes that the

industry cannot borrow additional funds and its debt level should

be reduced by $400 million annually. It further assumes that no

additional capital stock will be sold but dividends will remain at

current levels, approximately 45 percent of net income.

The staff is reviewing the following issues among others as part

of its study of capital availability:

1. Appropriate debt and working capital levels for the

industry during the industry's modernization program.

2. Dividend levels in total and as a percentage of net income.

3. The ability of some steel companies to issue new equity.

4. The availability of additional capital through alternative

*Using the estimated GNP implicit price deflator for fixed non-
residential investment, this would be $4.9-$5.3 billion in 1979$.
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debt financing methods (eg., leasing, pollution control bonds).

5. A return on investment analysis.

6. The phaseLin of a moderniracion program given capital and

construction constraints.

7. A proposal by the Treasury staff for a case study of the

actual returns on investment from, and capital available

for, a moder, ization program, using two representative

integrated companies at opposite ends of the profitability

scale. If practicable, this would also test the Orange

Book's average assumptions for the capital requirements,

by reference to those firms.
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SUMMARY

To provide the Steel Tripartite Committee with the assessment
of the U.S. steel industry requested by the Corrnittee, the Working
Group on Modernization and Capital Formation designated a joint
staff to analyze the steel industry's "Orange Book". In its first
report, the staff concluded that the industry's average annual capital
requirements in 1979 an] the next several years to modernize and
meet environmental requirements on its existing capacity would
be $4.6 - 4.9 billion (1978 $). In this second report, the staff
presents its conclusions on the amount of capita] available to the
industry to meet those requirements, and on whether this modernization
program wili provide an adequate return on investment.

The staff's availa -ility analysis examined the period 1979 -
1983, using 1978 data and profits, assumed shipments at the 90% capacity
utilization rate used in the Orange Book, and certain other agreed-on
assumptions concerning profits, external financing, dividends, and
operating costs.

lne staff concluded that the industry's planned capital uses
under the modernization program would exceed its planned sources by
an average of approximately $i - 1.2 billion (1978 $) annually over
the period 1979 - 1983.

Based on {idustry cost estimates accepted by the staff, it
appears that a 25-year modernization investment would earn annual
returns of approximately 12 1/2% on investment, and over 17% on the
incremental investment above a base maintaining level.

These general conclusions carry several q , liications:

-- shipments in 1979 and probably in 1980 will be sub-
stantially less than assumed in the analysis; this would
increase the annual shortfall for the five-year period by
approximately $300 million.

-- the shortfall identifies d es no, include the cost of
funding that shortfall.

-- if the annua' andlvsis waF, extended over a ten-year
period, th' average ,hortfall cuIfld be as small as $200 million,
indicating an industry "hump" problem in the early years of the
program.

-- the analysis examines the industry as a whole and uses
average data, which may distort the actual problems or circum-
stances of specific firms.

-- the analysis assumed that inflation would impact revenues
and costs equally.
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The first two staff reports leave unresolved several issues
which the Group or Committee may wish to pursue:

the industry's financing of steel investment from
non-steel-operations

the effect of "10-5-3" or other depreciation proposals
on the industry

future U.S. and world steel supply and demand and its
implications on the future adequacy of steel supply
in the U.S.

* Given U.S. labor and environmental costs, the future
competitive position of the U.S. in steelmaking, both
with and without the proposed modernization program

* the effect of technology advances on capital requirements
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INTRODUCTION

The Steel Tripartite Committee (the "Committee") established
a working Group on Modernization and Capital Formation (the fGroup")
to develop an assessment of the current status of the U.S. steel
industry/ in these-areas. At the Group's organizational meeting
on November 16 1979, the Group decided initially to review the
"Orange Book",/ the industry's analysis of its capital needs
and sources, rather than conducting its own de novo analysis.
It adopted this approach as the most efficient way to define the
issues and reach consensus within the Group. The Group, without
concurring with the policy recommendations contained in the Orange
Book, nevertheless used some of the Orange Book assumptions to
examine the issues.

The 1977 Solomon Report stated that the industry's annual
capital requirements in the next several years should average
$4 billion (1977 $) and that with 1977 cash flows of no more
than $2.2 billion there was a gap of $1.8 billion between the
industry's cash flow and investment requirements.

For its analysis, the staff developed a three-step process.
The first step would assess the Orange Book's treatment of industry's
capital requirements; the second--step would assess the capital
available to the industry to meet the requirements identified
in the first step; and the third step could analyze issues raised
but not resolved in the first two steps and any other issues
identified by the Group or Committee.

This is the second report of the joint industry, labor and
government staff design atel by the Group to analyze the Orange Book.

First Report

The staff presented its report on the first step (the "First
Report") to the Group at the Group's March 14 meeting. The
Orange Book identified the annual capital requirements of the
industry as $7.0 billion. This aggregate amount was comprised of
$.4 b illion for debt reduction, $.I billion for additional working
capital, $.5 billion for expansion, $.8 billion for nonsteel,
$.8 billion for environmental, and $4.4 billion for modernizing
expanded capacity. The First Report covered only the capital

1/ "Industry" as used throughout refers to U.S. companies
for w ich a majority of revenues come from the manufacture of
carbon, alloy and stainless steel products.

2/ Steel at the Crossroads: The American Steel Industry in the
1980s, American Iron and Steel Institute ("AISI"), January, 1980.
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required for modernization And environmental expenditures and concluded
that the annual capital expenditures required by the industry in the
next several years would be $3.8 billion to $4.1 billion to modernize
existing steel capacity and $.8 billion to retrofit that capacity to
meet environmental L/ requirements. The $4.6 - 4.9 billion (1978$)
staff estimate corresponds to a $4.0 (1977$) estimate in the Solomon
Report. The First Report identified a number of issues on which the
staff either could not reach complete agreement or did not analyze.
The principal of these unresolved issues were:

-- future U.S. steel demand and supply, and the need, if any,
for U.S. capacity expansion.

-- the appropriate industry debt and working

capital levels.

-- the capital required for the industry's nonsteel operations.

-- the appropriate annual replacement rate for steel capacity.

These issues are important to the ultimate assessment of the
industry's capital needs and any policy decisions which may be made

by the Group or Committee.

Second Report

This Second Report reviews the Orange Book's treatment of the
capital availability question, and the staff's assessment of the
amount of capital which the industry should be able to raise to
carry out the modernization program described in the Orange Book.

The Orange Book describes a twenty-five year modernization
program. The First Report focused only on the modernization
requirements in the next several years. This report will assess
the capital available during a five-year period 1979-1983, and
briefly comment on the subsequent five-year period. As in the
Orange Book, 1978 dollars are used throughout.

The Orange Book's Scenario I assumed circumstances in which
the industry could attain an average 90% capacity utilization
over a twenty-five year period, although capacity utilization
over the ten-year peiod 1969-1978 averaged only 85.0% (83.0% over
five-year period 1974-1978). This Second Report projected year-to-
year shipments and capital availability using 1978 as a data base,
an assumption of a 90% capacity utilization, and industry estimates
of the impact of the modernization program on operating costs.

1/ As used throughout this report, "environmental requirements"
includes safety and health requirements.

65-969 0 - 80 - 49 (pt.3)
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In reality, 1980 shipments are not expected to be the 102
million tons projected but are expected to be 85 million tons or
less. Demand for steel is highly cyclical (with sizable peak to
trough amplitudes), and, in the longer term, such cycles may even
out. However, a downturn at the beginning of the modernization
program can pose special problems by severely constraining
capital availability and may suggest a need to reassess the
amount of capacity which could or should be replaced in any
modernization program.

Third Report

In this report and the First Report, the staff identified
a number of issues on which it was unable to reach any conclusions.
Some or all of these issues could be the subject of a third-
stage analysis and report by the staff. The more important of
these issues are identified in the last section of this report:
UNRESOLVED ISSUES.

The first two reports adopted~many assumptions for analytical
purposes, with express reservations. How these assumptions are
actually dealt with will significantly affect the size of the
industry's shortfall.
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METHODOLOGY

The First Report represented primarily the staff's analysis of
the Orange Book's data, assumptions, methodology and conclusions
regarding the industry's capital requirements. The staff did not
undertake an independent examination of the industry's capital re-
quirement because of the time and resources required, and because
the basic information source for such analysis would have been the
same am the Orange Book's - AISI's member companies.

The availability analysis in this Second Report, however, involves
an independent assessment of the industry's capital sources and uses.
The independent assessment was necessary for several reasons.

4 First, the Orange Book does not contain annual estimates
of capital sources available during its proposed modernization
program., and does not identify a capital "shortfall" susceptible
to analysis. The shortfall defined in the Orange Book is the
difference between real capital recovery and capital expen-
ditures under current tax rules, as compared to the proposed
Capital Cost Recovery Actl/, if the $6.5 billion annual capital
expenditures recommended in the Orange Book were made. The
Orange Book does not define a total shortfall of capital
required versus that available from all other sources. The
Orange Book does discuss various other sources of capital,
including debt and reinvested earnings, but there are no
detailed estimates of annual profits, dividends, and rein-
vested earnings if the modernization program is undertaken.

* Second, unlike the Orange Book, the First Report did not
include an estimate for expansion or non-steel expenditures,
and used a five-year period for the analysis rather the twenty-
five-year period used in the Orange Book. Differences in
the timing, anunt and purpose of expenditures affect the capital
available for subsequent expenditures. Therefore, a separate
analysis-based upon the adjusted needs of the First Report was
necessary.

0 Third, in the First Report, the staff relied to a great
extent on the industry's estimates of its modernization needs
*and costs in the capital requirements analysis. In assessing
the industry's financial resources, however, the staff, because
of its collective expertise in this area, was better able to
make independent assumptions anA estimates.

1/ The so-called "10-5-3" proposal, which would allow, after a five-
year phase-in period, depreciation of buildings, ejuipment and
vehicles over 10, 5 and 3 years, respectively, without regard
to the useful lives of these assets.
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ANALYSIS

To assess the capital available to the industry, the staff
looked into the following key areas:

Return on investment: Whether the cost savings from the
modernization program would justify the proposed investment.

-- Capital sources and uses: The key assumptions to be
used to estimate available capital during the proposed
modernization program.

-- Cash flows from the industry's nonsteel operations: To what
extent can they be considered as a source of capital for
steel modernization expenditures.



1831

RETURN ON INVESTMENT

To analyze the reasonableness of the proposed modernization pro-
gram, the staff assumed that the industry would only modernize if the
return on investment ("ROI") was favorable. To do this, two sets
of assumptions were considered: one based on the total investment
of $960 per finished ton and the other based on incremental investment
beyond a base maintaining level. $960 is the average of the $920
to $1000 per ton replacement cost range identified in the First
Report.

The total modernization program assumed a $960 per ton
investment spread over four years to reflect the standard steel plant
construction cycle. The cost savings from the investment were based
on the Orange Book estimates, assuming the minimum sized efficient
plants (three to four million tons for integrated plants). Current
profitability pl-us the cost savings due to modernization represent
the cash inflows from the investment. Depreciation was taken over
a 12-year life on an accelerated basis/ and coordinated with the
investment tax credit to maximize tax reductions.

The analysis indicated a return on investment from the complete
modernization program of 12.4% (Attachment A)±/. The increased returns
from modernization reflect the substantial changes in technology that
have occurred in the steelmaking process in the last twenty-five years.
Furthermore, substantial increases in energy costs in this energy-
intensive industry, and the higher absolute and relative wages of the
U.S. steel industry encourages companies to adopt new labor-and energy-
saving technology as rapidly as possible.

The second analysis (Attachment B) examined the returns to the
industry from pursuing incremental modernization beyond a base
maintaining investment strategy. Based on industry estimates, the
staff assumed that $560 per ton was required to maintain base op-
erations, $400 per ton represented the incremental modernization
investment, and the incremental investment results in 80% of the cost
savings. The return on this incremental investment was 17.1% after
tax. Furthermore, some individual modernization projects, such as
coke ovens, blast furnaces, continuous casters, and plate and bar mills
may have returns greater than 17%.

1, Double-declining balance changing to sum-of-the-years digits
after 1.5 years.

2/ The 12.4% assumes 100% equity financing and no working capital.
However, if one assumes additional investment of $100 perton
for working capital and that 30% of the total capital required
is borrowed at 10%, the 12.4% ROI becomes a 14.1% discounted
cash-flow return on equity investment.



1832

Discussion

The additional return from modernization is primarily due to
two factors. First, a decrease in man hours per ton from the
current 9 hours to a projected 5 hours, reducing labor costs from
the approximate 1978 level of $129 per tin, to a projected $71 per
ton. Labor savings are critical because labor costs represent
approximately one-third of total 1978 production costs. Second,
an improvement in energy efficiency of approximately 35%. Energy
savings are critical because of rapidly increasing energy costs.

The staff discussed cost savings estimates with some U.S. steel
company executives and attempted to compare these estimates to those
of Canadian producers. Based on these discussions, these cost savings
appear to be attainable; however, there is some disagreement among
industry experts as to their precise magnitude. This is one area
which the Committee may wish to pursue.

The above ROI analyses do not take into account future market
conditions which could increase or reduce the ROI from the rates
suggested by the above estimates. For example, a downturn in steel
sales could idle the modernized plant, reducing the ROI; an increase
in real revenues would result in a higher ROI.

The analysis assumed a $960"per ton modernization investment
and current average industry operating costs. If a particular plant
has higher-than-average operating costs, or the modernization cost
is less than $960 per ton, the ROI would be higher.
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KEY ASSUMPTIONS

To determine the capital available to the industry, the staff
divided the industry into steel and non-steel segments and analyzed
the industry's sources and uses of funds in each of these two segments
for each year, 1979 - 1983. l/ The analyses used 1978 industry
profits and taxes, adjusted for each year based on certain assumptions
with respect to the following: shipments, profits, taxes, external
financing, dividends, asset sales and working capital. The assump-
tions were, for the most part, agreed to by the staff. The following
discussion includes any unresolved disagreements and concerns by staff
members with these assumptions.

USES

CAPITAL EXPENDITURES

Foy this report, it was'assumed that the average annual capital
expenditures during the period would be $4.755 billion, the mid-
point cf the $4.6 - 4.9 billion range identified in the First
Report $.8 billion to meet environmental requirements, and
between $3.8 billion and $4.1 billion to modernize existing steel
capacity. These expenditures were assumed to be phased-in, beginning
with $4.678 billion in 1979 and increasing to $4.832 billion by 1983.

Discussion

The First Report did not identify a specific annual replace-
ment rate necessary to preserve a modern, competitive steel
industry, although a 4 percent rate was adopted as a construct
to compute the annual modernization requirement. The $3.8 billion
and $4.1 billion figures reflect the staff's use of a range for
estimating the costs of replacing a ton of finished steel capacity.
Finally, the figures identified in the First Report were based on
1978 capacity, and to the extent that that capacity has been reduced
through the plant closings -- which, presumably, were the least
efficient plants with the highest modernization costs -- the
modernization requirements, would also be reduced. On the other
hand, the Orange Book estimate of environmental expenditures,
accepted in the First Report, does not include the possibly sub-
stantial capital expenditures necessary to meet solid waste disposal
requirements, which were only recently issued by EPA.

1/ The basic sources of funds are profits, non-cash expenses (depre-
ciation and deferred taxes), net borrowing, and sales of assets
and equity. The uses of funds are net working capital, dividends,
and capital expenditures. A "shortfall" results if planned
uses exceed planned sources.
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DIVIDENDS

The analysis assumed that dividends each year will be either
the 1978 level for the industry, $56 million, or 35% of after-tax
profits, whichever is greater. 67% of this amount was allocated
to steel operations , and 33% to nonsteel operations.

Discussion

The industry staff believes that despite the industry's poor
profitability, the industry has a duty to maintain a consistent and
reasonable level of dividends. Steel shareholders tend to minimize
risk and rely on dividends. Dividends for the industry have eroded
steadily since 1974 and the industry believes it cannot penalize
its shareholders any more than has already been the case.

The Treasury staff believes that this undertaking of a major
modernization program would require that the industry's historical
dividend payout ratio, approximately 45% of after-tax profits,
be reduced. Furthermore, this relatively high payout has not
enabled the industry to issue any substantial amounts of new equity.
The low ratio of stock prices to book value within the ndustry
reflects the market's reaction to the industry's low profit levels
despite the high payout ratio.. A. reduction in dividends, at least
by some of the less profitable ccwpanies, will help finance the

modernization program, which should result in increased profitability
and increased value for steel equites. Front the stockholders'
point of view, capital gains from an increase in stock value may
be more desirable than the ordinary income of stock dividends.

WORKING CAPITAL

The analysis assumes that the industry would nee! $.I billion
in additional working capital for steel operations each year.
This is the figure identified in the Orange Book.

Discussion

The industry's current assets in 1978 were $18 billion, which
includes $2 billion in cash and marketable securities and inventories
on a current value basis; current liabilities were $10 billion,
leaving $10 billion in net working capital or roughly $100 per
finished ton. The staff believes $.l billion is a reasonable
estimate of the incremental working capital needed, given the
increased volume projected. However, if the long-term shipment
levels assumed do not materialize, working capital could be reduced
to fund modernization expenditures.
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SOURCES

PROFITS

The Second Report assumes profiEts each year to be equal to
the 1978 profit, adjusted for increased shipments, the effects of the

capital expenditure, and additional interest, depreciation and tax
expenses. Revenues and costs (other than depreciation) were assumed
constant, i.e., the inflation rate would be the same for all costs and
revenues. Depreciation expense was deflated to compensate for the
decreased value of historical cost depreciation due to inflation.

DDED VOLUME

Steel shipments were assumed at the levels projected in the

Orange Book, which assumed 90% capacity utilization: 101 million
tons in 1979, increasing by I million tons each year thereafter.
Each additional shipped ton above 1978 levels was assumed to provide

an $80 variable profit.

REDUCED OPERATING COSTS

The assu;.-ed cost reduction front modernization was S113 per

finished ton. Cost reductions were phased in with a two-year lag,
with 4% of the total operating cost savings occurring by 1981, 10%

by 1982, and 16% by 1923.

Discussion

The 6% annual increases in cost savings after 1911 are greater than

the 4% replacement rate used in the Orange Book since it was assumed

that the most cost-effective projects would be done first.

As previously indicated, the cost reduction and operating profit
estimates were provided by AISI based on the industry average. These

figures may vary considerably between individual firms. The lack of

cost reductions during the first two years is the primary reason for

the large capital shortfall in those ycars.

INCREASED ENVIRONMFKZITAL COSTS

Operating costs increases were assumed to occur each year

because of environmental requirements. Annual increases used were
provided by AISI, based on a 1980 study being prepares for AISI by

Arthur D. Little Inc. By 1983, additional operating costs over

1978 levels were estimated to be $690 million. These estimates
do not include the possibly substantial additional operating costs
associated with meeting solid waste disposal requirements.
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Discussion

The EPA representative on the staff advised that the AISI esti-
mates were approximately the same au EPA's preliminary estimates and
-that EPA estimates should be forthcoming inAugust, 1980. The staff
believes that if market conditions prevent the industry from passing
on these additional operating costs through higher prices, these
costs, together with the higher U.S. labor costs, may result in a
gradual shift of carbon steel production to less developed countries
which impose less strict environmental standards; and such a loss
of comparative advantage will have an impact on the industry's
future capacity and capital requirements.

TAXES

The analysis assumes an effective Federal and State
increased tax rate for the industry of 32%. The assumption was
based on an effective industry tax rate in 1978 of 34%, reduced by
th-e-2r-eduction in the Federal corporate tax a for beginning
after January 1, 1979. The analysis also assumed a Federal invest --
tax credit of 10% of 90% of capital expenditures. The credit is
available only for equipment, which the analysis assumed to be 90%
of the modernization expenditures.

Discussion

The analysis was made on an actual tax basis and then con-
verted to book basis. The results indicate that, other than a
minimum tax liability of approximately $50 million per year, the
industry's steel segment will pay no Federal taxes during the
first five years of the modernization program.

BORROWINGS

The analysis assumed new borrowings at a rate of 49.5% of
new equity (stock sales and reinvested steel earnings). This was
the approximate debt/equity ratio of the industry at the end of
1978. It was assumed that new debt would be issued at a 9% interest
rate, a composite corporate and tax-exempt rate based on 1978 interest
rates and reflecting the relatively high level of pollution control
financing by some of the larger integrated companies.

Also included as a source was an additional $300 million, an
estimate of the amount of unexpended proceeds from pollution control
debt issued prior to 1979.

Discussion

Because of low interest/earnings coverage ani the cyclical
nature of the industry, this could be viewed as a high level of debt.
Nevertheless, it is believed that the industry can maintain this
level during the early years of the modernization program. h"is
debt level need not be permanent and could be reduced with the
additional profits in the liter years of the modernization program.
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The industry staff argued that current debt rAtios would be
difficult to maintain unless there were a much higher degree of
certainty introduced into the economy in general and the steel
market specifically. High debt ratios are extremely risky for an
industry with low profit rates -- such as is the case with steel.
Even assuming 90% utilization is maintained, profit rates for the
industry as a whole will not improve significantly during the initial
years of the industry's modernization program. If 90% utilization
is not maintained, profit rates in some years will be quite low.

ASSET SALES

$.I billion per year was assumed to be available from
the after-tax proceeds from the scrapping or sale of excess
industry property. $81 million was allocated to steel operations.

Discussion

The estimate is based on historical data from the firms'
annual reports and does not include sales of profitable non-steel
-operations

PROJECT AND LEASE FINANCING

$.l billion per year was'inclurled as an estimate of the
additional financing for raw materials available through leasing,
project financing and long-term guaranteed purchase contracts.

Discussion

Approximately $500 million of the annual capital expenditures
identified is for raw materials development. The staff believes
that at least $.l billion of this could be financed through off-balance
sheet financing.

Industry staff noted that approximately 20% of current
financing is off-balance sheet and argued that additional use of
this source is severely limited especially since use of off-balance
sheet financing constrains on-balance sheet financing. The industry
staff notes that sales of raw material properties with a guaranteed
(take or pay) raw material buy-back provision are usually economically
unsound -- steel companies assume all the risk, and sacrifice long
term profits for current cash and the uncertainty associated with
any capital investment. However, assuming conditions which reduce
market uncertainty during the modernization program, the industry
would agree that approximately $.l billion per year could be
available from this source.



1838

NEW EQUITY

Stock sales were assumed to be $.l billion annually. $67 million
was allocated to steel operations, and $33 million to non-steel
operations.

Discussion

The $.I billion estimate is roughly equivalent to the new
stock issued by the industry in recent years, chiefly through dividend
reinvestment and employee stock purchase plans. The last major
equity sale by a steel company in the market was a $71.3 million
issue of common stock by Inland Steel in 1976. The modernization
program should increase industry profits and make industry stock
issues more attractive, so that new equity should become a much
larger source of capital during the modernization program. However,
at the current time, few companies can issue new equity and the small
amount assumed reflects this reality.
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NON-STEEL CASH FLOW

The First Report analyzed only the capital required to modernize
the industry's steeloperations.

For this analysis, the industry's steel and non-steel operations
were analyzed separately. Cash from steel operations, and from non-
steel operations in excess of that needed to maintain existing oper-
ations, was considered an "available" source of capital for steel
operations.

Based on an AISl special survey of 12 member companies covering
the years 1975 - 1978, it was assumed that 33% of the industry's gross
income and dividends, and 19% of its depreciation, investment tax
credits and interest expense was attributable to non-steel operations,
and annual capital expenditures of $.5 billion would be necessary
to maintain these operations assuming no expansion. The analysis of
non-steel sources indicated that an average of approximately $400
million in non-steel cash could be available from non-steel sources
for capital expenditures each year during the 1979 - 1984 period.
This $400 million includes $250 million in non-steel reinvested
earnings, and an additional $125 million nonsteel debt (assuming an
unchanged debt/equity ratio) and $33 million in stock sales -- both
made possible by the non-steel earnings.

The Treasury staff's view was that $400 million should be con-
sidered available for steel capital expenditures. The industry
staff's view was that, given returns in steel equivalent to non-steel,
possibly $200 million could be made available for steel.

Discussion

In developing the First Report, there was disagreement among
the staff over whether non-steel expenditures should be included.
Because of the Group'-s primary concern with steel plant modernization,
non-steel expenditures were excluded.

The Treasury staff's view is that since the Group is attempting
to assess whether the industry has sufficient financial resources of
its own any capital "available" to the industry should be considered,
regardless of the source. Therefore, any cash from non-steel in excess
of that necessary to maintain those operations would be available for
the modernization program. Whether these funds will be spent to modern-
ize steelmaking facilities, expand steel-related operations to process
steel made by itself or others, or diversify, is a decision to be made
by each individual company, project-by-project, based on the relative
investment returns available to that company. Any diversion of non-
steel cash flows need only be temporary - to enable the industry to
fund any capital shortfall in the early years of the modernization
program; in later years, the large cost reductions identified by the
industry in-the ROX analysis will eliminate the need for non-steel
cash. If, as the industry has indicated, as much as one-half of
these "non-steel" operations are dependent on steel operations,
some diversion must occur merely to preserve the non-steel profits.
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Treasury staff also noted that the staff's separate analyses of
steel and non-steel operations may understate and perhaps mischaracterize
the excess non-steel cash flows, since tax losses from steel operations
in the early years of the modernization program would be available
to shelter non-steel projects.

Industry staff disagreed with splitting steel from non-steel
in the First Report. Given this division, however, industry staff
argued that it is unreasonable to expect the industry to divert funds
from profitable non-steel operations 4o less profitable steel operations.
The net effect of this would be to make the industry less profitable
and thus doom the modernization program and insure greater cuts in steel
operations. For some years non-steel cash flow has been supporting
investment in steel in the amount of approximately $200 million per
year, and this has permitted little expansion of non-steel activities.
Unless conditions are forthcoming which improve rates of return for
steel versus non-steel, and reduce the risk of investing in steel, the
steel companies could not justify to their shareholders or employees
continuation of such a policy.

Industry staff also noted that approximately one-half of the
so-called non-steel activities are steel-related and include steel
construction, fabrication, and steel service centers. The expansion
of these steel-related "non-steel" activities is essential to the
industry's modernization program. Thus, the industry staff believes
the most that could be made available for steel from non-steel sources
in a modernization program, even given ideal circumstances, would
be $200 million per year. Assuming circumstances that reduce
the risks of market volatility during the modernization program
and provide rates of return for steel equivalent to those in non-
steel, the industry staff agrees that possibly one-half of the
"available" non-steel cash flow per year ($200 million) could be
invested in steel.
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SOURCES AND USES

Based on the foregoing assumptions,.the staff's estimate of the
industry's steel segment capital sources and uses for the 1979 - 1983
period is as follows. -

Table I

Sources and Uses for Steel Segment
($ Millions, 1978 $)

1979 198o 1981 1982 1983 Average

Shipments

Uses
--pital Expenditures
Change in-Working Capital
Dividends

Total

101 102 103 104 105

4678 4717 4755 4794 4832
100 100 100 100 100
357 35- 357 357 357

5135 5174 5212 5251 5289

irces
rofit After Taxes 1021 862 978

Non-rash Expenses 1654 1673 1876
Net New Debt 383 308 -1G-5-
Use of Env. Borrowing 100 100
Asset Sales 81 81 81
Addition to Stock 67 67 67
Off Balance Sheet 100 100 10lo

1175 1418
2221 2543

--- 462--583-
100

81 81
67 67
100 100

Subtotal

Surplus from non-steel
Treasury
Industry

Total

With $400 Nob-steel
With $200 Non-steel

Shortfall

ith $400 Non-steel
With $200 Non-steel

3306 3191 3567 4206 4792

387 398 407 '413 426
194 199 204 207 213

3693 3589 3974 4610 5218 421q
3500 3390 3771 4413 5005 4016

(1442) (1585) (1230)
(1635) (1784) (1441)

(632) (71)
(838) (284)

5212

(994)
(1196)
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Extending the analysis over a 10-year period (1979-198a)
(Attachment C) indicates that the average annual shortfall could

-be as small as $200 million/ and there would be no shortfall in the
later years.I/ When viewed ;ith the staff's incremental ROI analysis,
this suggests two conclusions: substantial cost reductions will occur
only with sustained modernization expenditures in excess of those
required for base maintaining; and the industry must overcome a "hump"
problem, i.e., obtain the additional capital in the early years to
produce the-cost savings necessary to continue the program.

1/ This assumes existing environmental requirements. The industry's
operating costs and capital requirements would increase if the goals
in the Clean Air Act and Clean Water Act become requirements:
based on a forthcoming A.D. Little Inc. study for AISI, the staff
estimates that the industry's annual average shortfall over the
10-year period would increase by $350 million.

2/ The Orange Book's Scenario I assumed rates of modernization between
the fifth and tenth years in excess of 4% per year. The staff
assured a constant 4% during this period. The Orange Book approach
would mean larger capital requirements in the fifth through the
tenth years than the st3ff approach and would thus lead to a larger
"shortfall", but also a faster rate of return improvement. Both
approaches would arrive at a competitive, profitable industry before
the end of a 25-year modernization program.
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CONCLUSIONS

The staff estimates that the industry would have had a capital
shortfall' averaging approximately $1 - 1.2 billion (1978 $) annually

during the period 1979 - 1983 if it had undertaken the modernization
program identified in the Orange Book and shipments were at the
levels assumed in Table .1/

Based on cost savings estimates provided by the industry and ac-
cepted by the staff, it appears that the modernation program should,
in the longer terni provide adequate returns on investment.

Several qualifications must be made with respect to these general
conclusions.

The funding of any shortfall involves costs, regardless of the
sources used. Assuming the shortfall were to cost the equivalent of
a 10% interest rate per year, the shortfall range would be
$1.25 to 1.5 billion annually.

This analysis looked at the industry as a single entity,
using average or composite data which may not completely reflect
the circumstances or problems of individual companies. Profit
levels, management strategies, financing capabilities, modernization
requirements, and degrees of diversification vary considerably
among companies within the industry and even within the large
integrated-producer segment of thd industry.-

Finally, this analysis assumed that a modernization program
would begin in 1979, and that shipments would be 101 million tons
in 1979, increasing 1 million tons cch year until 1983. This
did not happen. Shipments were 100 million tons in 1979 and are
likely to be 85 million tons or less in 1980. If the 1979 and 1980
shipment projections were revised to reflect actual circumstances,
the average unfunded shortfall would increase to $1.3 - $1.5 billion
annually (see Attachnent D), demonstrating the problem posed by
cyclical downturns during the early years of any modernization
program.

/ The 1977 Solomon Report identified a $1.8 billion (1977 $)
"gap":

"Assuming that the industry spends $2.5 billion
per year on maintenance and replacement, $1 billion
on pollution control projects, and $0.5 on additional
modernization projects, its annual capital require-
ments should average $4.0 billion (in 1977 dollars)
over the next several years. Given that 1977 cash
flow is likely to be no higher than $2.2 billion,
there is a $1.8 billion gap between industry cash
flow and investment requirements."

65-969 0 - 80 - 50 (pt.3)
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UNRESOLVED ISSUES

The staff believes that a separate complete study by the Group
of the capital needs and sources of the industry is unnecessary at
the present time. The Orange Book and the two staff reports to date
should provide the Group with an adequate basis for the current
assessment of the industry in the area of modernization and capital
formation requested by the Committee.

The staff discussions in preparation of these reports brought
to light several related issues which were never fully resolved
or analyzed. Their resolution could substantially affect the
capital needs and sources identified, and therefore may need to be
addressed by the Group or Committee.-

Industry Profitability. Every company should and
probably will invest where it believes it can, in
the long run, obtain the highest returns. Available
capital will flow to the most profitable companies and
industries. Perhaps more important questions than
the extent of the industry's capital shortfall are: whether
the relative profits in steel in the long term justify
additional investments; what management actions other
than additional investment can or should be taken to increase
those profits; and at what point, if any, will the lack of
investment in domestic steelmaking present a problem which
the government must address.

" The effect on the industry of the proposed Capital Cost
Recovery Act or other liberalization of tax depreciation.

" Future U.S. and world steel demand and supply and their impli-
cations on the future adequacy'or steel supply in the U.S.

" The future competitive position of the U.S. in steelmaking

given U.S. lahor and environmental costs.

" The effect of possible technology advances on estimated
capital requirements.



ATTACHMENT A

CAS! rLOW FOR HODERNIZING PLANT- CURRENT TAX LAW
(Comsdant 14711i 17' Ann~uiiig No 1titItii)

Investment

Operating Cost
Savings (Before tax)

Revenue- Operating
Cost* (before tax)

Deprec. (12-yr
write-off but.used
when possible)

Taxable Income

Tax Due ('5l)

ITC (10% but used
as soon as possible)

Cash Recovery -
After tax

Not Cash Flow

Internal Rate of
Return (after tax)

1st Yr 2nd Yr 3rd Yr 4th Yr

Out In Out In Out In Out In

200 260 300 200

7th'-
Sth Yr 6th Yr lth Yr 13th Yr

Out I" Out In Out Tn Out In

l4th Yr 15th Yr 16th Yr 27th Yr Total

Out In Out In Out In Out In

4O 0 121 121 121 121 121 121 121 121 2903

80 120 161 161 161 161 161 161 161 161 3903

0

O 120

36 S4.

147 Itl8 , 94

14 13 67

6 6 30

64

97

44

42

119

S4

S - - 960

156 161 161 2943

70 72 72 1314

36 54 6

00

96

80 120 161 155 131 117 107 91 69 89 2685

-200 -260 -300 8O -?nO 120 161 155 131 117 107 91 e9 89 1725

12.41

Revenue- Cost includes 1970 Industry margins of 40 per ton ($435 revenue - $39S costs) and the operating cost savings.



ATTACIIHENT B

INCREM NTAL CASH FLOW FOR MODCRNXZATION CURRENT TAX LAW
(Consdnt 1978 $, As-uming No Infiftion)

1st Yr 2nd Yr 3rd Yr
gil tIn Ou-t n Ou=t In

Investment

Incremental Cost
Savings (Before tax)

Deprec. (12-yr
write-off but used
uhen possible

Taxable Income

Tax Due (4S5%)

ITC (101 hut used
as soon as possible)

Cash Recovery-
After tax

Net Cash Flow

Internal Rate of
Return (after tax)

7th- 10th-
4th Yr Sth Yr 6th Yr gth Yr 12th Yr

TiW-M-, Out 'FTi Out In Ou-t In UtiTn

75 125 125 75

15th-
13th Yr 14th Yr 27th Yr Total

Out =n Out =n but In

1400

32 64 97 97 97 97 97 97 97 2327

97 97 39 22 . 11

32 58

P1i 26

14 26

400

s5 75 66 90 97 1927

26 34 39 41 44 1872
0

- 40

32 64 97 97 71 C3 58 S6 53 11495

-75 -125 -125 32 -75 64

It is aSSumed that S560/ton shipment (this excludes any retro
m4iiitain existing plants and exinting revenue-operating cost
to revitalize the American steel plants, $100/ton shipments is
operating cost improvements noted.

97 07 71 63 so 56 53 109S

17.11

fit environmental or non-steel expenditures) must be spent to
taps. Therefore, of the total $960/ton shipments required
s the incremental investment needed to make possible the



Attachment C

Sources and Uses for St.. Segment, 1979 to 1988;
Assuming No Environmental Requirements Beyond Those Currently Mandated

1979 1980 1901 1982 1983 1984 1985 1986 1987 1988

Shipments (90?) 101 102 103 104 105 106 107 108 109 110

Uses

Capital Expenditures 4678 4717 4755 4794 4832 4870 4209 4247 4286 4324
Change in Working Cap. 100 100 100 100 100 100 100 100 100 100
Dividends 357 357 357 357 357 357 357 500 725 1015

Total

Sources

Profit After Taxes
Non-cash Expenses
Not New Debt
Use of Env. Borrowing
,Assot Sales
Addition to Stock
Off Balance Sheet

Subtotal

Non-steel Sources
Treasury
Industry

Total Sources (unfunded
Treasury
Industry

5h(tfnll (unfunded)
Treasury
Industry

5135 5174 5212 5251 5289 5327 4666 4847 5111 5439

1021 802 978 - 1175 1418 1643 1945 2265 2570 2875
1654 1673 1876 2221 2543 2904 3375 3075 2830 2880
383 308 365 462 503 . 650 242 319 388 352

- 100 100 100 - - - - - -
61 81 B1 81 81 81 81 81 81 8l
67 67 67 67 67 67

100 100 100 100 100 - - - - -

3306 3191 3567 4206 4792 5345 5643 5740 5869 6188

307 398 407
194 199 204

413 426
207 213

3693 3589 3974 4619 5218 5345 5643 5740 5869 6188
3500 3390 3771 4413 5005 5345 5643 5740 5869 6188

(1442) (1585) (1238) (632) (71)
(1635) (1784) (1441) (838) (284)

18 977 913 758 749
18 977 913 758 749

Average

5145

0-A
00

4785

203
102

4988
4887

(157)
(258)

d)
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Attachment D

Sources and Uses for Steel Segment Only:
Below 90% Utilization 1979 and 1980, 90% Utilization Thereafter

($ millions, 1978 $)

1979 1980 1981 1982 1983

Shipments 100 85 103 104 105

Uses
Capital Expenditures
Change in Working Capital
Dividends

Total

Sources

Profit After Taxes
Non-cash Expenses
Net New Debt
Use of Env. Borrowing
Asset Sales
Addition to Stock
Off Balance Sheet

Subtotal

Surplus from non-steel
Treasury
Industry

Total Sources (Unfunded)
With $400 non-steel
With $200 non-steel

Shortfall (unfunded)
With $400 non-steel
With $200 non-steel

4678 4717 4755 4794 4832
100 100 100 100 100
357 357 357 357 357

5135 5171, 5212 5251 5289

981 185 994 1190 1433
1615 1022 1891 2236 2557
364 -28 373 470 591

100 100 100
81 81 81 81 81
67 "67 67 67 67
100 100, 100 100 100

3208 1577 3606 4244 4829

387 598 407 413 426
194 199 204 207 213

3595 1975 4013 4657 5255
3402 1776 3810 4451 5042

(1540) (3199) (1199) (594) (34)
(1733) (3398) (1402) (800) (247)

Average

5212

3493

3899
3696

(1313)
(1516)
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On June 18, 1980, the Tripartite Committee Working Group on

.!kernization and Capital Formation outlined directions in which

staff work should proceed. In the two prior staff reports, the

.ff used the 90 percent capacity utilization figure and 1978

dollars identified in the Orange Book. The staff was instructed

to update the capital availability and capital requirement estimates

iv>.eed upon on June 18 to 1980 dollars using *realistic" levels of

projected shipments.

In its June 18 report on capital availability, the staff

emphasized capital uses and sources in terms of the shipments

levels which would exist assuming 90 percent capability utilization

.ery year, and identified a shortfall of $1.0-$1.2 billion annually

(jses: $5.2 billion; sources: $4.0 to $4.2 billion) for 1979-1983.

The staff diC, however, make an initial attempt to look at capital

.-ses and sources taking into account current depressed market condi-

tions by using more "realistic" levels of projected shipments. On

this latter basis, the staff identified a shortfall of between $1.3

and $1.5 billion annually (uses: $5.2 billion; sources: $3.7 to $3.9

million) , for 1979-1983.

The simplest way to update the capital uses, sources and short-

fall to 1980 dollars, would be to adjust the sources and uses for

,nflation. Using 8.5 percent inflation 19781979 and 9 percent

. .tion 1979-1980 (1980 data preliminary) 1 the capital uses

would then be $6.1 billion per year while capital sources, recog-

nizing current depressed market conditions, would then be between

1 G.N.P. Implicit Price Deflator, Nonresidential Investment
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:4.1 and $4.4 billion (part of the capital sources -- depreciation

of existing assets -- was not inflated), leaving an annual short-

fall for the five-year period of between $1.7 and $2.0 billion.

The above approach to updating has the advantage of simplicity,

but left the staff in the uncomfortable position of predicting the

past. For this reason, the staff, based on the Group's instructions,

decided to move the whole capital uses and sources analysis forward

one year, using 1979 (rather than 1978) data as the base, and

taking into account a more "realistic" assessment of shipments.

The basic methodology is unchanged from that outlined in the June

18 capital availability paper. There are some minor changes in

sources components -- largely because inflation impacts different

sources unevenly. The analysis recognized that 1980 and 1981

shipments would be depressed but that within the five-year period,

1980-1984, market conditions could improve -- the year in which

this would be most evident is uncertain, but 1983 was chosen to

represent the likelihood of a good market year. The new estimates

are based on 1979 financial data and all sources and uses were

estimated in 1979 dollars -- see Attachment A. Aggregate sources

and uses were then inflated to 1980 dollars (assuming 9 percent

inflation for all categories subject to change with inflation) as

illustrated in Attachment C.

Tfl results of the above analysis are basically the same as

were derived using the simple updating procedure, but cover the

1980-1984 period rather than 1979-1984 period. Based on projected

shipments for 1980-1984, average projected annual capital uses for

the five-year period are anticipated to be $6.1 billion while
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average annual capital sources range from $4.1 to $4.3 billion,

leaving an average annual shortfall of between $1.7 and $2.0 bil-

lion (1980 dollars).

To some extent the shortfall estimates reflect the current

cyclical downturn in steel demand. For example, were shipments over

the next five years assumed at 90 percent utilization every year, the

shortfall would be between $1,.4 and $1.7 billion per year in 1980

dollars (see Attachments B and C).

For the ten-year period.1980-1989, capital uses (1980 dollars)

would average $6.1 billion per year (assuming no additional capital

requirements or increases in operating costs for environmental or

health standards beyond those currently mandated). With projected

shipments 1980-1984 and assuming 90 percent utilization thereafter,

sources would average between $5.4 and $5.6 billion per year over

the ten-year period, leaving an annual shortfall of between $.5

and $.7 billion (in 1980 dollars).

Capital Uses

The capital use estimates are for steel operations only. These

estimates include meeting existing environmental and OSHA mandates,-

as well as -requirements for modernizing 1979 raw steel capacity of

155.3 million tons at 4 percent per year and paying dividends. The

modernization cost was estimated at $1,130.00 per ton of shipments

(in 1980 dollars) by inflating the $960 per ton (1978) dollars)

replacement cost estimate used in earlier reports to the Group.

The capital uses exclude any expenditures for capacity expansion.
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Annual, 1980-1984, capital uses are as follows%

Year $ Millions (1980)

1980 $6,000

1981 6,045

1982 6,090

1983 6,135

1984 6,180

Average $6,090

These 1980 results were calculated from Attachment A data

(1979 dollars) assuming a 9 percent inflation factor.

Capital Sources

Capital sources estimates include cash flow from steel opera-

tions, with some transfer of funds from nonsteel as in the June 18

availability report to the Group. Detailed estimates were made

using a 1979 data base (see Attachments A and B).

Based on projected 1980 shipments (85 million net tons respec-

tively), and an average 90 percent utiliza-tion thereafter, annual

capital sources are summarized ar follows:

Year $ Millions (1980 $)

1980 $2,373 - 2,617

1981 3,077 - 3,334

1982 4,175 - 4,427

1983 5,535 - 5,785

1984 5,490 - 5,745

Average $4,130 - 4,382
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The above 1980 dollars results were calculated from Attach-

ment h data (1979 dollars), assuming a 9 percent inflation factor.

The range reflects opinion difference on surplus funds available

from nonsteel activities.

Shortfall

The resultant annual

Year

1980

1981

1982

1983

1984

Average

shortfall range is as follows:

$ Millions (1980)

$3,383 - 3,627

2,711 - 2,968

1,663 - 1,915

350 - 600

435 - 690

$1,708 - 1,960
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Attachment A

Sources and Uses for Steel Segment: Projected Shipments

(Millions of 1979 $)

Shipants

Uses
Capital Ependitures
Change in Working Capital
Dividends

Total

Sources
Profit After Thxes
Non-cash iZpenses
Net New Debt
Use of inv. Bomwing
Asset Sales
Addition to Stock

SBalance Sheet

Subtotal

Surplus from non-steel
Treasury
Industry

Total
With $470 Non-steel
With $235 Ion-steel

Shortfall

With $470 Nwr-steel
With $235 Non-steel

Yearly
1980 1981 1982 1983 1984

85 95 103 111 105

5002 5043 5084 5126 5168
100 100 100 100 100
409 409 409 409 409

5511 5552 5594 5635 5677

408 585 938 1459 1386
1178 1541 2053 2650 2737

54 147 323 540 500
100 100 100

81 81 81 81 81
67 67 67 67 67

140 140 140 140 140
2028 2661 3702 4937 4911

464 484 474 477 461
232 242 237 239 231

2492 3145 4176 5414 5372
2260 2903 3939 5176 5142

(3019) (2407) (1418) (221) (305)
(3251) (2649) (1655) (459) (535)

5-Year
Avera e

5594

4120
3884

(1474)
(1710)
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Attachment B

Sources and Uses for Steel Semnent: 90% Utilization

Shipments

Uses

Capital Expenditures
Change in Working Capital
Dividends

Total

Sources
Profits After Taxes
Non-cash Expenses
Net New Debt
Use of Env. Borrowing
Asset Sales
Addition to STock
QJf Balance Sheet

Subtotal

Surplus from non-steel
Treasury
Industry

Total

With $470 Non-steel
With $235 Non-steel

Shortfall

With $470 Non-steel
With $235 lon-steel

(Millions of 1979 $)

Yearly
1980 1981 1982 1983 1984

101 102 103 104 105

5002 5043 5085 5126 5168
100 100 100 100 100
409 409 409 409 0 .

5511 5551 5594 5635 5677

1047 850 938 1158 1370
1791 1796 2034 2362 2722

373 279 313 426 495
100 100 100
81 81 81 81 81
67 67 67 67 67

140 140 140 140 140

3599 3313 3653 4234 4875

464 484 474 - 477
232 242 237 234

4063 3797 4127 4711 5336
3831 3555 3890 4468 5106

(1448) (1755) (1467) (924) (341)
(1680) (1997) (1230) (1167) (571)

5-Yr.
Average

5594

461
231

4407
4170

(1187)
(1424)
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Attachment C

"Shortfall" in Millions of 1980 Dollars

A. Based on Projected Shipments

Projected

Year Shipments Uses Sources Shortfall

1980 85 6000 2373-2617 3383-3627

1981 95 6045 3077-3334 2711-2968

1982 103 6090 4175-4427 1663-1915

1983 111 6135 5535-5785 350- 600

1984 105 6180 5490-5745 435- 690

Average 6090 4130-4382 1708-1960

B. Based on 90 Percent Utilization Every Year

Projected

Year Shipments Uses Sources Shortfall

1980 101 6000 4023n4266 1734-1977

1981 102 6045 3768-4025 2020-2277

1982 103 6090 4123-4375 1715-1967

1983 104 6135 4781-5041 1094-1354

1984 105 6180 5463-5710 470- 717

Average 6090 4432-4683 1407-1658
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The earlier reports to the Working Group on Modernization and

capital Formation identified a five-year shortfall of between $1.7

hnd $2.0 bil-lion (1980 dollars) per year. These results are premised

on a projection of 85 million tons of shipments (76 percent utiliza-

tion) in 1980 and shipment levels which average 90 percent of

city utilization 1981-1984. This brief paper analyzes the

impact on the shortfall of policy alternatives selected to represent

a wide range of possibilities (other possibilities are being consid-

ered by other working groups). The setting forth of these alterna-

tives does not represent the policy positions of any of the parties

in the working group.

The Analytical Method

The impact of the various alternatives selected, on the steel

segment, is illustrated in Table 1. This table shows uses of funds

(for modernization, environmental, working capital and dividends),

sources of funds (internal to steel segment, borrowing and nonsteel),

the shortfall, and changes in the shortfall from the base case --

current tax law (A-l). Also shown in Table 1 (as capital recovery/

capital expenditures) is the percentage of capital expended covered

(i.e., funded) by capital recovered (depreciation, deferred taxes)

.n each period. In all cases the uses exclude any funds for expan-

"',- or for any changes in environmental standard above those

stated in the current law, and assumes dividends of $450 million

per year, 1980-1984, and 35 percent of profits thereafter. Annual

average data for three five-year periods have been used to demon-

strate the impact of the policy alternatives.

65-969 0 - 50 - 51 (pt.3)
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A. Impact of Changes in Depreciation Schedules

The base case (A-I) demonstrates that given projected ship-

ments, an annual cash flow shortfall exists 1980 and 1984 but that

a small cash flow surplus exists 1985 to 1989 and a larger cash flow

surplus 1990 to 1994. The first group of policy alternataives (A)

illustrates the impact of changes in depreciation rates (depreciable

lives) for the steel segment. For example, the proposed 10-5-3

(A-2) is contrasted to the current tax law and, as shown, results

in significant improvements in capital recovery after 1985. How-

ever, industry profit rates are currently low, and will not improve

under the modernization program for at least the first five years.

Hence, 10-5-3 will not reduce the first five-year shortfall but

does significantly improve cash flow after the first five years.

Steel industry assets are 85 to 90 percent equipment and 10

to 15 percent buildings. The changes to a three-year life for some

assets and the ten-year life for buildings has little impact on

cash flow. For this reason, 35-year building lives were assumed

in combination with alternative equipment lives (A-3 to A-5). A

nine-year life for equipment (A-3) versus the current 12 (A-l)

improves cash flow slightly after 1984. A seven-year life for

equipment (A-4) has still greater impact on past-1984 cash flow,

and a five-year life (A-5) generates significantly more cash flow

after 1984 and gives results not unlike that with 10-5-3. Faster

capital recovery for equipment significantly improves steel segment

cash flow and industry capital recovery ratios after the first

five years of the modernization program.
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Inadequate profitability during the first five years of the

modernization program precludes the steel segment of the industry

from utilizing improved capital recovery allowances during this

period. Faster capital recovery allowances improve cash flow after

the first five years and also improves longer-term rates of return.

None of the faster capital recovery alternatives reduce the

shortfall in the initial five-year period. However, the faster

capital recovery does improve return on investment for new facilities.

This is demonstrated in Attachments A and B. Where the current tax

law gives a 12.65 percent rate of return over a 25-year period,

10-5-3 would result in a 14.58 percent rate of return for the same

facilities over the same period. Attachments A and B were cal-

culated in 1979 dollars (not 1980 dollars) but this should not

affect the rates of return derived.

Faster capital recovery for all industries would result in

additional steel shipments, especially since steel consumers are

largely capital intensive. These increased shipments would have

an immediate and favorable impact on the industry's steel segment

profits. No attempt was made in this paper to quantify these effects.

However, the question remains -- what policy alternatives will

offset the initial five-year shortfall?

B. Elimination of Minimum Taxes

One alternative in the above regard is elimination of the

minimum tax (B). This generates an additional $50 million per year

and while not significant, has a positive effect on cash flow.
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C. Impact of Changes in the ITC

Other policy alternatives considered were changes in the

Investment Tax Credit (C). The alternatives illustrated are 20 per-

cent ITC on all new investment (C-1), and a 10 percent ITC on

nonenvironmental investment combined with a 25 percent ITC on

*-%rcnrmental capital expenditures (C-2). There are many other

.nvestment tax credit alternatives that could have been considered.

The range of alternatives varies depending upon: the rate selected

ke.g., 10 to 50 percent ITC); whether or not rates differ between

types of investment; whether or not the ITC is only on new invest-

ment or is retroactive; the length of carryforward and carryback,

..

For purposes of estimating the impact of the two ITC alterna-

tives selected, it was assumed that unlimited ITC carryforward

was possible. If the current five-year ITC carryforward had been

assumed, the cash flow increases from improved ITC rates would

have been very much smaller than those indicated for C-i and C-2,

since most of the ITC would have been lost. Current limits not

only on ITC carryforwards, but on loss carryforwards, could sub-

stantially reduce cash flow in an industry undergoing a long and

c. stly modernization in which increased profits result only after

z long period of time.

The two alternatives illustrated improve cash flow 1985-1989 --

indeed the 20 percent ITC alternative is similar to 10-5-3 in the

1985 to 1989 period. The 20 percent ITC alternative (C-1) has a

greater impact on cash flow than the combined 10 percent ITC and
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25 percent environmental ITC alternative (C-2). 1 Both alternatives

have less impact on cash flow after 1990 than in the 1985 to 1989

period. Neither C-i nor C-2 reduces the 3980-1984 shortfall.

Because of low profitability 1980-1984, changes in the investment

tax credit will not reduce the shortfall.

D. Impact of Refundability Options

The above demonstrates that tax polices can be of little

benefit in the short run unless some form of refundability is con-

sidered. Refundability in this context refers to a payment by the

Government to a company equivalent to its unused investment tax

credit. D-1 and D-2 illustrate two short-term refundability alterna-

tives. Refundability is most advantageous for an industry which is

not paying an taxes. During the initial years of the moderniza-

tion program (e.g., five to eight years), the steel segment will

be paying minimum taxes only. Ten percent refundability for five

years was assumed. This would substantially increase cash -flow

for the industry 1980-1984. Refundability would generate an

average of approximately $670 million per year over the five-year

period ($550 million per year from new investments and, in addi-

tion, approximately $120 million per year for five years from out-

standing unused credits as of the beginning of 1980). Ten percent

ITC, with refundability for five years, combined with current tax

law would decrease the shortfall only in 1980-1984 (by approximately

In calculating the 25 percent ITC environmental alternatives,
capital expenditures of $870 million per year for environmental
retrofit (1980-1984) were used plus an estimated additional
$500 million per year of environmental costs included in the
modernization expenditures.
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1/3, see D-1). The 10 percent five-year refundable ITC combined

with 10-5-3 improves cash flow in all three periods and significantly

reduces the capital shortfall 1980-1984.

E. Impact of Real Revenue Changes

The staff also analyzed the effect of real revenue increases. 1

Two alternatives were considered: real revenue increases to bal-

ance increased environmental operating costs (B-1); and $16.50 per

ton real revenue increase for the first five years only (E-2).

Alternative E-1 shows the impact on the shortfall and cash flow of

the environmental cost offset. As illustrated, with both current

tax law and 10-5-3, net cash improves and the 1980-84 shortfall is

reduced. 10-5-3 provides much faster capital recovery after 1984.

A $16.50 per ton real revenue increase for five years only

with current tax law (E-3) largely offsets the 1980-1984 shortfall,

by making it possible to utilize available capital recovery provi-

sions earlier. This is demonstrated by the improvements in the

capital recovery/capital expenditure ratio from 36 percent (A-I)

to 44.5 percent (E-3) 1980-1984, with a $16.50 revenue increase.

The $16.50 real revenue increase for five years combined with

10-5-3 (E-4) eliminates the 1980-1984 shortfall, while also sig-

nificantly improving capital recovery after 1984. The elimination

of the shortfall in part reflects the ability, with increased real

revenue, to utilize 10-5-3 earlier -- the capital recovery/capital

expenditure ratio improved from 36 percent (A-2) to 49.5 percent

(E-4) 1980-1984.

1 Increases in real revenue refer, in this paper, to increases in
the pre-tax margin between revenues and costs.
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Conclusions

Alternative E-4 ($16.80 per ton real revenue increase combined

.;ith 10-5-31 is the only alternative which eliminates the 1980-

1984 shortfall and also provides long-term improved cash flow for

steel. Alternative D-2 (10 percent ITC refundability combined

).h 10-5-3) reduces the 1980-1984 shortfall bV about 1/3 (to

$1.0 to $1.3 billion) while also improving longer term cash flow

ori steel,

It should be noted that while the conclusions herein are genL

erally consistent with those in other studies by the Treasury

"partment, the numbers identified herein may differ from those

generated by the Department. This is because this analysis was

based on the constructs in the earlier staff reports and on public

accounting data collected by AISI, rather than on the actual tax

position of individual firms within the industry.



TABLE 1

Impact of Policy Alternatives on Cash Flow
In the American Steel Industry

Five-Year Comparisons of Annual Averages

(Billions of 1980 $)

Changes In Capital
Shortfall fran Recovered/

Uses (a) Sources Shortfall Current Law (b) Capital Expemded (c)

A. Impact of Changes in Depreciation
Schedules Only:

Based on 1979 profitability

1. Current Tax Law (35-12)

1980-84 6.1 4.1 to 4.4 -2.0 to -1.7 36.0%
1985-89 6.0 6.7 +.7 70.5%
1990-94 6.7 8.4 +1.7 64.0%

2. 10-5-3

1980-84 6.1 4.1 to 4.4 -2.0 to -1.7 36.0%
198S-89 6.0 7.5 +1.5 + .8 86.0%
1990-94 6.7 9.1 +2.4 + .7 77.0%

3. 35-9

1980-84 6.1 4.1 to 4.4 -2.0 to -1.7 36.0%
1985-89 6.0 7.0 +1.0 + .3 78.0%
1990-94 6.7 8.5 +1.8 + .1 66.0%

4. 35-7

1980-84 6.1 4.1 to 4.4 -2.0 to -1.7 36.0%
1985-89 6.0 7.3 +1.3 + .6 83.0%
1990-94 6.7 8.6 +1.9 + .2 68.0%

5. 35-5

1980-84 6.1 4.1 to 4.4 -2.0 to -1.7 36.0%
1985-89 6.0 7.5 +1.5 + .8 86.0%
1990-94 6.7 8.9 +2.2 + .5 74.0%



charges In Capital
Shortfall in Reoavnd/

Uses (a) Sources Shortfall Current Law (b) Capital TcEd (c)

B. Elimination of Minimum Tax
in Current Tax Law

1980-84 6.1 4.15 to 4.45 -1.95 to -1.65 + .05 36.0%
1985-89 6.0 6.72 + .72 + .02 70.5%
1990-94 6.7 8.4 +1.7 64.0%

C. Impact of C.'anges in the ITC

1. 20% ITC (unlimited carry
forward assumed)

1980-84 6.1 4.1 to 4.4 -2.0 to -1.7 36.0%
1985-89 6.0 7.5 +1.5 + .8 86.5%
1990-94 6.7 8.9 +2.2 +..5 73.0%

2. 10% and 25% (Environmental)
ITC on New Investment (un- I-'
limited carry forward assumed)

1980-84 6.1 4.1 to 4.4 -2.0 to -1.7 36.0%
1985-89 6.0 7.05 +1.05 + .35 78.5%
1990-94 6.7 8.55 +I.85 + .15 67.5%

D. Impact of Refundability Options

1. 10% S-yr. ITC Refundability
(including outstanding un-
used) and Current Tax law

1980-84 6.1 4.77 to 5.07 -1.33 to -1.03 + .67 49.5%
1985-89 6.0 6.35 + .35 - .35 62.5%
1990-94 6.7 8.4 +1.7 64.0%

2. 10% 5-yr. IC Refundability
(including outstanding un-
used) and 10-5-3

1980-84 6.1 4.77 to 5.07 -1.33 to -1.03 + .67 49.5%
1985-89 6.0 8.4 +1.4 + .7 64.5%
1990-94 6.7 8.8 +2.1 + .4 72.6%



Changes In Capital
Shortfall fram Reovered/

Uses (a) Sources Shortfall Current Law (b) Capital Epended (c)

E. Impact of Real Revenue Changes

1. Environmental Operating Cost
Offset and Current Tax Law

1980-84
1985-89
1990-94

2. Environmental Operatipg Cost
Offset and 10-5-3 .

1980-84
1985-89
1990-94

3. $16.50/ton Real Revenue In-
crease for 5 yrs. Only and.
Current Tax Law

1980-84
1985-89
1990-94

4. $16.50/ton Real Revenue In-
crease for 5 yrs. Only and
10-5-3

1980-84
1985-89
1990-94

6.1
6.0
6.7

6.1
6.0
6.7

6.1
6.0
6.7

6.1
6.0
6.7

4.9 to 5.2
7.1
8.9

4.9 to 5.2
8.2
9.4

5.7 to 6.0
6.2
8.2

5.9 to 6.2
7.1
8.7

-1.2 to - .9
+1.1
+2.2

-1.2 to - .9
+2.2
+2.7

- .4 to- .1
+..2

- .2 to + .1
+1.1
+2.0

+ .8
+ .4
+ .5

+ .8
+1.5
+1.0

+1.6
-. 5
-. 2

+1.8
+ .4
+ .3

42.0%
66.5%
64.0%

42.9%
88.5%
73.0%

44.5%
64.0%
64.0%

49.5%
82.0%
73.0%

(a) Modernization and currently mandated environmental only (excludes expansion, solid waste requirements, etc.)
plus dividends (at 35% of profits after 1984) and working capital of approximately $100 million per year.

(b) A "+" represents an increase in cash flow.

(c) Percentage of average annual capital expended covered (funded) by capital recovered (depreciation, deferred
taxes) during the respective periods.
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Definitions of Policy Alternatives in Table 1

A-i Current Tax Law:

A-2 10-5-3t

A-3 35-9:

A-4 35-7:

A-5 35-5:

B Minimum Tax:

C-I 20% ITC:

C-2 10% and 25% ITC:

D-1 10% 5-Year ITC
Refundability and
Current Tax Law:

D-2 10% 5-Year ITC
Refundable'and
ITC

E-1 Environmental
Opeatin Cost

Offset and Cur-
rent Tax Law:

35 years for buildings, 12 years (with 20%
ADR for steel equipment and 10% ITC.

10-year life for buildings, 5-year life for
most equipment, 3-year life for mobile
equipment.

Current life for buildings, 9-year life
(e.g., 40% ADR) for equipment.

Current life for buildings, 7-year life
(e.g., 53% ADR) for equipment.

Current life for building, 5-year life
(e.g., 67% ADR) for equipment.

Applicable when no or little tax is paid
and employed as an offset against items
of tax preference (depletion allowances).

20 percent Investment Tax Credit with an
assumed unlimited carryforward (rather
than the current 5-year limitation).

10 percent ITC on nonenvironmental expend-
itures, 25 percent on new environmental
expenditures, with an assumed unlimited
carryforward (rather than the current
5-year limitation).

10 percent iTC, with refundability
terminating after 5 years, including
refundability on outstanding ITC. Steel
companies have $600 million in outstanding
unused ITC which was used within 5 years
(for an average of $120 million per year),
$550 million is the refundable ITC on new
capital expenditures.

10 percent ITC with refundability for
5 years combined with 10-5-3.

Real revenue increases assumed to balance
operating cost increases (for 15 years)
resulting from environmental expenditures,
combined with current tax law.
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Definitions of Policy Alternatives in Table 1

E-2 Environmental Op-
eratin Cost Off-
set and 10-5-3:

E-3 $16.50 -per ton
real revenue in-
creases for 5
years only and
current tax laws

E-4 $16.50 per ton
real revenue in-
crease for 5
years and 10-5-3:

Real revenue increase assumed to balance
operating cost increases (for 15 years)
resulting from environmental expendi-
tures, combined with 10-5-3.

Once and for all real revenue increase for
5 years followed by a reversal, combined
with current tax law.

Once and for all real revenue increase
for 5 years followed by a reversal, com-
bined with 10-5-3.



Attachmmt A

Cash TlM for ?odernizins Plant: Current Tax law*
(Constant 1979 dollars pr ton, Aosuming No, Inflation)

t4 stYr. Yr. Yr. yr. Yr. Yr. yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Five
1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 '21 22 Yrs. Total

Investment

Total Benefits*

Depreciation

Taxable Incose

Tax (at '19%)

Investment Tax Credit (10%)

Net Cash Flow

218 280 325 217 1040

82 126 170 170 170 170 170 170 170 170 170 170 170 170 170 170 170 170 170 170 850 4110

87 159 138 125 112 98 85 72 59 46 33 20 6 1040

(5) (33) 32 4S 58 72 85 98 111 124 137 150 164 170 170 170 170 170 170 170 850 3078

(2) (16) 16 22 28 25 42 48 54 61 67 74 80 83 83 83 84 83 83 83 417 1508

22 28 32 22 104

(196) (252)(209) (53) 154 148 142 135 128 122 1.16 109 103 96 90 87 87 87 86 87 87 87 433 1674

Internal Rate of Return (after tax) , 12.651

Negative taxes in this plant assumed offset against taxes due in other plants of the samo enterprise. Data not updatod to 1980 dollars -- this will not
affect the rate of return.

A Cost reductions plus $40 per net ton industry mrgin.



InvesbTent

Total Benefits**
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Investment Tax Credit
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(Constant 1979 dollar. per ton, Assmiing No Inflation)

lastYr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Yr. Five1 2 3 4 s 6 7 a 9 10 11 12 13 1,1 1S 16 17 I8 19 20 21 72 Yrs. Total
218 280 325 217 ,k

1040
82 126 170 170 170 170 170 170 170 170 170 170 170 170 170 170 170 170 170 170 850 4118

208 333 250 166 83 1040-

(126)(207) (80) 4 87 170 170 170 170 170 170 170 170 170 170 170 170 170 170 170 850 3078

(62) (101) (39) 2 43 83 83 83 84 83 83 83 84 83 83 83 84 83 83 83 417 1508

22 28 32 22 
104

(196)(252)(149) 32 209 168 127 07 87 87 86 87 87 87 86 87 87 87 86 87 87 87 433 1674

Internal Rate of Return Cafter tax)
14.58%

Negative taxes in this plant assumed offset Against taxes due in other plants of the same enterprise. Data not updated to 1980 dollars -- this wil not
affect the rate of return.

"Cost reductions plus $40 per net ton industry margin.
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TESTMONY OF WrUAM J. Dx LAczx. C!IumAN, AMmuCAN IRON AND STE
INnTrTT

I am William De Lancey and am appearing before the Committee in my capacity
as chairman of American Iron and Steel Institute, whose member companies ac-
counted for 93 percent of U.S. raw steel production in 1979 and employed 453,000
people in various steel activities.

Currently, employment in the steel industry is at the lowest level in 47 years. We
estimate that over 80,000 employees are laid off and an additional 30,000 are on
reduced working schedules. The operating rate of the industry is approximately 55
percent.

Shipments of finished steel this year could be as low as 80 million tons as
compared to 100.3 million tons in 1979. As a resa.lt, the cash flow urgently needed to
maintain investment in our industry could decline $2 billion or more from the 1979
level. Although our business is projected to improve in 1981, the advance overall is
expected to be modest. In short, we are looking at two very weak years in a row.

This outlook underscores the importance of acting promptly to approve the two
tax measures which I am pleased to have this opportunity to recommend to the
Committee today. I have filed a more detailed written statement with the Commit-
tee staff which I would like included in the official record of these hearings.

The first measure arises from the fact that the tax laws have played a significant
role in constructing the funds needed for investment in new steel plants and
facilities.

Over the past 10 years the steel industry's capital investment has averaged about
$2.1 billion per year, far less than what was needed. In our view the rate of industry
investment must be more than doubled in this decade in order to maximize produc-
tivity, provide job security and decrease energy usage. A study jointly prepared by
the Treasury Department and the steel industry issued this month by the Steel
Tripartite Committee confirms a shortfall in the industry's capital requirements of
$1.7 to $2 billion annually over the next 5 years.

U.S. tax depreciation policy has over-emphasized the physical life of steel plant
facilities and along with governmental policies in other areas has seriously impeded
the industry's ability to take advantage of advancing technology. Depreciation regu-
lations reflect the so-called "useful life" concept and ignore the devastating effect of
inflation on an industry whose inherent capital intensity has been aggravated by
heavy environmental requirements.

The steel industry is required to write off the original cost of its plants and
equipment over a pee'iod which is far too long. Prior to 1979 the industry had to
write off facilities for tax purposes over 15 years on average. This was reduced to 12
years in 1979 but, even so, steel was left with one of the longest capital recovery
periods in American industry.

No other major industrialized nation has a longer capital recovery period; most
countries permit a shorter cost recovery. We are very much aware of the contrast.
ing effect of Canadian versus U.S. tax policy. In Canada full capital recovery is
permitted in 2Yh years, and was undoubtedly a significant factor in permitting the
largest Canadian steel company to bring on stream this year an ultra-modern and
highly efficient steel plant on the north shore of Lake Erie, while United States
Steel Corporation cannot justify expenditures to undertake its highly publicized
proposed plant on the south shore of Lake Erie, some 50 miles away.

Without substantial additional investment for modernization and replacement of
existing facilities, steel capacity in this country will decline significantly. This was
documented in the recent steel industry study entitled "Steel At The Crossroads."
The shrinkage of the U.S. steel industry should be assessed in terms of its adverse
effects in various areas:

On declining employment in steel and related industries,
On customers forced to become heavily dependent on foreign sources and the

premium prices they would exact in tight markets,
On the economy of the nation as inflated by monstrous trade deficits in steel,
On local communities suffering plant shutdowns, and
On national defense.
The steel industry strongly supports S. 1435 (the Capital Cost Recovery Act),

which would open a new era of governmental cooperation with industry with special
recognition of the need to improve productivity. Indeed the very enactment of this
legislation would be an encouraging signal which would be of great benefit to the
steel industry at this time in lifting business confidence from its low recessionary
level. Over time this legislation would of course help the steel industry generate the
cash flow it needs for the facilities which ought to be installed to prevent the
capacity decline to which I referred.
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S. 1435 does not, however, provide near-term tax benefits for the steel industry
and hence does not address the fact that the decline in cash flow during the
recession threatens the cancellation or deferment of the installation of facilities
needed by steel companies to advance productivity and to comply with environmen-
tal requirements. Accordingly, we recommend that Congress provide for the refund-
ability of investment tax credits to help forestall such a setback.

Substantial investment in recent low steel profit years has resulted in the accu-
mulation of unused tax credits estimated at about $600 million. Legislative action to
authorize the accelerated use of urnutilized investment tax credits through refunda-
bility would provide immediate cash to most steel companies.

Regrettably, the net effect of the investment tax credit in times like these is that
it discriminates against capital-intensive industries with low earnings, such as steel.
The credit should not be more beneficial to higher profit, less capital-intensive
industries than to those industries which have made the capital expenditures but
which are without current tax liability. In terms of the realization of benefits for
the steel industry and all those dependent on it, refundability will be immeasurably
more advantageous than if there must be a delay until the return of our industry to
the requisite profitability.

Although the steel industry has been hit hard by the recession, at the core it is
still strong and can and will build for the future if governmental policies will shift
to take better advantage of the dynamics of the private enterprise system. The
benefits of such a move would be those accruing from a vibrant and healthy steel
industry and should be contrasted with the adverse consequences resulting from a
shrinkage in steel capacity.

The tax measures we recommend would help significantly to achieve the desired
objective. It is not inappropriate in these circumstances to talk in terms of a return
on investment, and I would suggest that the return to the nation would overwhelm-
ingly justify this tax investment. Our request is that the Committee approve these
two measures to be effective in January 1981.

WRrrraN STATEMENT SUBMITTED BY AMERICAN IRON AND STEEL INSTITUTE

Mr. Chairman and members of the Committee on Finarvce, I am William De
Lancey, cLairman of Republic Steel Corporation. I am appearing before the Commit-
tee in my capacity as chairman of American Iron and Steel Institute. The 64
member companies of the Institute accounted for 93 percent of U.S. raw steel
production in 1979 and employed 453,000 men and women in various steel activities.

In order to provide perspective for the views of the Institute, I should add these
facts ... currently employment in the nation's steel industry is at the lowest level
since we began keeping detailed statistics on employment in 1933. We estimate that
over 80,000 employees are laid off and an additional 30,000 are on reduced working
schedules. The operating rate of the industry is approximately 55 percent of capac-
ity.

Shipments of finished steel this year could be as low as 80 million tons as
compared to 100.3 million tons in 1979. We estimate that for every million tons of
shipments which are lost, we experience a decline of at least $100 million in
industry cash flow. Accordingly, in 1980 the cash flow which we need so urgently to
maintain investment in our industry could decline $2 billion or more from the 1979
level. Although we expect that our business will be improving in 1981, the advance
overall is expected to be modest. In short, we are looking at two very weak years in
a row.

This outlook underscores the importance of acting promptly to appr(,ve the two
tax measures which I am pleased to have this opportunity to recommend tv the
Committee today.

The first measure arises from the fact that the tax laws have played a significant
role in corstricting the funds needed -for investment in new steel plants and facili-
ties.

Over the past 10 years, the domestic steel industry's investment for productive
facilities has averaged about $2.2 billion per year. In the light of declining produc-
tivity and advancing technology, it is clear that level is inadequate. It is also clear
to us that the rate of industry investment must be more than doubled in this decade
ia order to maximize productivity, provide job security and decrease energy usage.

A study jointly prepared by the Treasury Department and the steel industry,
issued this month by the Steel Tripartite Committee, confirms and shortfall in the
industry's capital requirements of $1.7 to $2 billion annually over the next 5 years.
This study is included for the record of this hearing.

In our opinion U.S. tax policy relating to depreciation in steel has overemphasized
the physical life of steel plant facilities and, along with governmental policies in
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other areas, has seriously impeded the industry's ability to take advantage of
advancing technology. In order to achieve optimum productivity and competitive-
ness with the most efficient foreign producers, U.S. steel companies must replace
some existing facilities before they are worn out (e.g., some primary mills should be
replaced with slab casters even though the primary mills can still be used).

Steel mill facilities must be built to handle large tonnages of heavy materials and
by necessity these facilities must be durable and long lasting. regrettably this
characteristic has unduly distorted tax policy, and the steel industry has been
heavily penalized as a result. Depreciation regulations reflect the so-called "useful
life" concept and ignore the devastating effect of inflation on an industry whose
inherent capital intensity has been aggravated by heavy environmental require-
ments.

Facilities in the industry prior to 1979 had to be written off over 15 years on
average. In 1979 this was reduced to 12 years, but even so steel was left with one of
the longest capital recovery periods in American industry. For example, 12 years for
steel compares with 6.5 years for electronic equipment, 7.5 years for chemicals, 8
years for wood products and 9.5 years for fabricated metal products.

No other major industrialized nation has a longer capital recovery period; most
other countries permit shorter cost recovery. In Canada, for example, full capital
recovery is permitted in two-and-a-half years. It has been estimated that Canada's
more rapid capital recovery would lead to a return on investment for a new steel
plant at least one-third higher than for a similar steel plant built in the U.S.

We are very much aware of the contrasting effect between Canadian versus U.S.
tax policy. This shorter capital recovery period was undoubtedly a significant factor
in permitting the largest Canadian steel company to bring on stream an ultra-
modern and highly-efficient steel plant on the north shore of Lake Erie while
United States Steel Corporation cannot justify expenditures to undertake its highly-
publicized proposed plant on the south shore of Lake Erie, some 50 miles away.

The adverse consequences of the Federal tax depreciation policy are magnified
and aggravaed by three other factors:

The very fact that steelplants must handle large quantities of heavy materials
means that individual facilities must be well built and will of course be costly.

Environmental requirements tremendously increase the base cost of replacing
vital facilities such as coke batteries.

Heavy inflation has factored up the current day cost of all these facilities to the
point where the companies are no longer able to justify investments needed to
maintain existing capacity.

Without substantial additional investment for modernization and replacement of
existing facilities steel capacity in this country will decline significantly. This was
documented in the recent steel industry study entitled "Steel At The Crossroads."
This shrinkage of the U.S. steel industry should be assessed in terms of its adverse
effects in various areas:

On declining employment in steel and related industries,
On customers forced to become heavily dependent on foreign sources and the

premium prices they would exact in tight markets,
On the economy of the nation as inflated by monstrous trade deficits in steel,
On local communities suffering plant shutdowns and,
On national defense.
We believe this outlook mandates adoption now of governmental policies which

will permit our industry to invest adequately to meet this nation's steel needs now
and in the future. Enactment S. 1435 (the Capital Cost Recovery Act) is urgently
needed. This measure would stimulate capital formation and investment, protect
and create jobs for American men and women ovet wide areas of the country,
improve productivity and thus lower costs which should help mitigate future in-
creases in inflation.

Enactment of S. 1435 would signal the opening of a new era of governmental
recognition of the importance of improving productivity. This act would be of great
benefit to the steel industry for it would strengthen business confidence and busi-
ness investment in these difficult times.

The steel industry strongly supports S. 1435 (the Capital Cost Recovery Act) which
would open a new era of government cooperation with industry with special recogni-
tion of the need to improve productivity. Indeed, the very enactment of this legisla-
tion would be an encouraging signal which would be of great benefit to the steel
industry at this time in lifting business confidence from its low recessionary level.
Over time this legislation would, of course, help the steel industry generate the cash
flow it needs for the facilities which ought to be installed to prevent the capacity
decline to which I referred.

65-969 0 - 80 - 52 (pt.3)
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S. 1435 does not, however, provide near-term tax benefits for the steel industry
and hence does not address the fact that the decline in cash flow during, the
recession threatens the cancellation or deferment of the installation of facilities
needed by steel companies to advance productivity and to comply with environinen-
tal requirements. Accordingly, we recommend that Congress provide for the refun-
dability of investment tax credits to help forestall such a setback.

This severe recession constricts cash flow from steel operations and this tends to
force the suspension of steps which should be taken to install facilities needed for
the future viability of the industry. The recession highlights the debilitating process
which has been going on for an extended period of time and forces us to also give
special attention to short-term remedies to stop the current erosion of the steel
industry. Accordingly, we urge this Committee to approve a provision authorizing
refundability of the investment tax credit, as a companion proposal, supplementing
the longer-term objectives of S. 1435. Legislative action to authorize the accelerated
use of current as well as unutilized investment tax credit carryovers through
refundability would provide immediate cash to most steel companies.

Because of low profits in recent years, large unused investment tax credits have
been accumulated by many steel companies. The refundability of the unused credits
would make cash available for investment in productive facilities during the interim
period when the Capital Cost Recovery Act, if enacted, would have little direct
benefit for the steel industry. A recent AISI study estimates that the steel industry
has approximately $600 million of unused credits as of December 31, 1979.

Obviously, full refundability of investment tax credits involves certain costs. We
believe, however, that these costs are far outweighed by the benefits which would
accrue to the steel industry and the nation.

The ITC discriminates against capital intensive industries with low earnings such
as steel. Investment tax credits are generated by expenditutes for capital goods.
Similar-expenditures by corporations without current tax liabilities equally create
capital formation, as much as to those with higher incomes and tax liabilities. The
credit should not be more beneficial to higher profit, less capital-intensive industries
than to those industries that have the greatest need for the ITC. Providing invest-
ment tax credit refundability will permit the steel industry to obtain tax benefits
from its capital expenditures in parity with those other corporations currently able
to utilize the investment tax credit. The availability of immediate cash is critical to
the American steel industry, and the refundability of investment tax credits would
substantially benefit the steel industry now at a most crucial time.

Although the steel industry has been hit hard by the recession, at the core it is
still strong and can and will build for the future if governmental policies will shift
to take better advantage of the dynamics of the private enterprise system. The
benefits of such a move would be those accruing from a vibrant and healthy steel
industry and should be contrasted with the adverse consequences resulting from a
shrinkage in steel capacity.

The tax measures we recommend would help significantly to achieve the desired
objective. It is not inappropriate in these circumstances to talk in terms of a return
on investment, and I would suggest that the return to the nation would overwhelm-
ingly justify this tax investment. Our request is that the Committee approve these
two measure to be effective in January 1981.

Mr. NELSON. We will start then with the next panel, consisting of
Mr. Hugh Smith, American Express Co., on behalf of the Ad Hoc
Service Group; Mr. James Dale Davidson, chairman of the National
Taxpayers Union; Mr. William Shaker, executive vice president,
National Tax Limitation Committee.

Senator BRADLEY. Do we have Mr. Hugh Smith, Mr. James
Davidson, and William Shaker present?

Voicz FROM THE FLOOR. Mr. Shaker appears to be missing.
Senator BRADLEY. OK, Mr. Smith.

STATEMENT OF HUGH H. SMITH, WASHINGTON, D.C., REPRE-
SENTATIVE, THE AMERICAN EXPRESS CO., ON BEHALF OF
THE AD HOC SERVICE GROUP
Mr. SmITH. Thank you, Mr. Chairman. I am Hugh H. Smith,

Washington representative of the American Express Co. I am ap-
pearing today, however, on behalf of the Ad Hoc Service Group. It
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is a diversee group of companies whose common denominator is that
all are members of the service sector of the economy.

While the service sector has become the largest sector of the
economy since the mid-1950's, we find that in many instances
Government policy ignores its size and overall importance. One of
the objectives of the group is to find ways to alleviate this both
within and without Government.

Another objective is to assure that the debate on tax policy
includes discussion of measures which take into account the rela-
tive importance of the service sector.

Thus, Mr. Chairman, we appreciate very much the opportunity
to appear before you. You and the members of this committee
know the nature and severity of the problems confronting our
economy.

Productivity is declining, unemployment is rising, and we have
both double-digit interest rates and inflation. In my remarks today
I would like to focus on a policy proposal that we believe can
contribute to the solution of these problems; that is, the Bradley-
Gephardt proposal.

I want to make clear, however, that in discussing its merits we
do not reject other meritorious types of remedial action. Our view
is that no single action is going to solve all the prevailing economic
maladies. We do believe that the Bradley-Gephardt social security
tax cut plan possesses some very attractive features that make it
especially well-suited for the problems of the day, but certainly
other types of action may also be warranted.

I would like to begin by describing what the Bradley-Gephardt
proposal is, and by so doing correct what I believe is a common
misconception.

It would provide income tax credits with the amount of the tax
reductions keyed to the size of worker or business contributions to
social security. It does not call for reductions in contributions to
the social security system. The social security system would itself
be unaffected by enactment of the proposal.

The integrity of the social security- system is, of course, very
important. As the U.S. population grows relatively older, the
number of people drawing social security benefits is increasing
relative to the number making contributions. Social security fund-
ing is, therefore, becoming an increasingly difficult matter for poli-
cymakers and many people are already upset that amounts they
contribute for social security are growing so rapidly.

There is widespread recognition that Congress is soon going to
have to address this problem.

One benefit of the Bradley-Gephardt plan is that it would take
some of the pressure off workers and businesses faced with rapidly
rising payroll taxes. As you know, another increase in payroll taxes
is scheduled for January 1, 1981.

For the 2 years Bradley-Gephardt would be in effect, increases in
social security contributions would be offset somewhat by decreases
in Federal income taxes. It would provide some immediate tax
relief without threatening the integrity of the social security
system. It would provide some breathing room so that Congress can
focus on the longer term problems faced by the social security
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program and carefully consider structural changes that will be
required.

We are in the midst of a severe recession, while inflation contin-
ues at unacceptably high rates. I believe the Bradley-Gephardt
proposal provides a way to reduce unemployment and minimize the
human and monetary costs of the recession, while simultaneously
reducing the rate of inflation. Since this seems to be aruging that
we can actually "have our cake and eat it," let me spell out the
reasoning that leads to this conclusion: Like other types of tax cuts,
the Bradley-Gephardtproposal will stimulate aggregate demand by
increasing the after-tax income of individuals and businesses. As
aggregate demand grows, more jobs will be created. The proposal
is, however, superior to other types of tax cuts in this respect since
it directly reduces the cost of employing workers.

Business treats social security taxes as a cost. In recent years
social security taxes have been rising rapidly and, as I mentioned
previously, a substantial new increase is slated for January 1, 1981.
At that point social security taxes will be increased from 6.13 to
6.65 percent for both employers and employees and workers will be
taxed on the first $29,700 of income instead of the present $25,900.

The Bradley-Gephardt proposal grants a 10 percent income tax
credit against such payments so that a very significant labor cost
will be reduced. The Bradley-Gephardt proposal will, therefore,
stimulate job creation directly since it reduces the cost of employ-
ing workers. Businessmen will be immediately encouraged to uti-
lize more labor resources because of reduced labor costs.

An income tax cut keyed to social security contributions will
generate additional jobs not only by stimulating aggregate demand
but also by reducing the cost of employment.

This is a key point, since it explains why this kind of tax cut can
be expansionary without being inflationary. Unlike other tax cut
proposals, the Bradley-Gephardt proposal would immediately
reduce the cost of producing goods and services by an amount
equal to the size of social security credits earned by American
businesses.

The feature of the proposal that gives it an advantage over other
tax cut proposals in terms of expanding employment opportunities
is precisely what makes it noninflationary. It lowers the cost of
producing goods and services by lowering the cost of employing
labor. By lowering the cost of employing workers, Bradley-
Gephardt encourages businesses to increase employment. In a period
of inflation and recession this proposal strikes me as a very appropri-
ate policy prescription.

Let me point out some additional advantages of the plan. Unlike
some other proposals for tax relief, Bradley-Gephardt would offer
benefits to businesses operating in ai. sectors of the economy. Our
economy is increasingly oriented toward the production of services.
Since the mid-1950's the service sector has been larger than the
manufacturing sector and the gap between these two segments of
our economy has been growing. The service sector currently em-
ploys about one-half of all American nonagricultural workers and
is composed of many industries that are quite labor intensive.

While manufacturing has become increasingly automated and
capital intensive, the service sector has played an important role in
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keeping American workers employed. Many jobs in the service
sector require only minimal training and education. More ad-
vanced skills are acquired on the job. These service businesses have
had an enviable record in terms of employing women, teenagers
and members of minority groups.

A recent analysis of employment patterns within the service
sector reveals that 12 percent of its employees are members of
racial minorities. Forty-seven percent of the service sector's em-
ployees are women, and women's participation in service sector
employment has been rapidly increasing. Because of the nature of
the service sector, the Bradley-Gephardt proposal will have more
impact on creating jobs in that area than in others.

Bradley-Gephardt will stimulate the service sector most because
an increase in sector revenues of only $20,000 to $40,000 will create
an additional job.

To create a job in manufacturing requires on average new rev-
enues in excess of $100,000.

Enactment of the Bradley-Gephardt proposal will, therefore,
create jobs for many and, significantly, for those who have the
most tenuous grip on employment because they have to battle
against discrimination in order to participate in America's work
force.

The Bradley-Gephardt proposal is a progressive tax cut because
its benefits represent a larger fraction of the incomes of the poor
and middle class and a smaller fraction of the incomes of those
with larger salaries. The social security tax rate is the same for all
employees but it only applies to the first $25,900 of annual income.

Those fortunate enough to earn larger salaries have no further
tax liability and pay a smaller payroll tax per dollar on income
than those below the social security ceiling.

Senator BRADLEY. Excuse me. Although I would like to hear the
rest of your testimony, from the standpoint of time I think we
should move on. So, do you have any summarizing comments?

Mr. SMI. In summary, my view is that the Bradley-Gephardt
proposal represents a responsible approach for dealing with a
number of serious problems that confront our economy at this
time. By reducing the cost of labor to employers, it would have a
significant favorable impact on the unemployment rate as well as
the rate of inflation.

It is a progressive tax cut that offers benefits to workers and
businesses in all sectors of the economy. It would help offset the
large payroll tax increases scheduled for 1981, while maintaining
the integrity of the social security system. It would give Congress
additional time to focus on the longer term problems faced by the
social security program.

It is, in short, a plan for tax relief that is especially well suited
for the problems of today. Thus, Mr. Chairman, should the commit-
tee decide to recommend a tax cut, we strongly urge the inclusion
of the Bradley-Gephardt proposal as part of that cut.

STATEMENT OF JAMES DALE DAVIDSON, CHAIRMAN,
NATIONAL TAXPAYERS UNION

Mr. DAvWDON. Thank you very much.
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I appreciate the opportunity to discuss the advisability of a re-
duction of the increase in Federal taxes. I assume the remarks will
be put in the record as is the usual case, so I don't have to speak
like an auctioneer in a tobacco auction.

Senator BRDLEY. Well, if you do that, you can have that option.
Mr. DAVIDSON. I appear representing 450,000 family members of

the National Taxpayers Union in all 50 States.
These citizens, like most Americans, are anxious to see America's

economy strengthened. If higher taxes truly contributed to the goal
of a stronger economy, I believe that most taxpayers would be
willing to fork over ever-larger shares of their incomes for Govern-
ment to spend.

However, higher taxes are not the basis of a higher standard of
living; indeed, the deterioration of our competitive position in
world markets, the decline of the dollar and inflationary recession
at home are all in some measure consequences of rising taxes.

To put our economy on sound footing we must develop a long-
tc.rn strategy to encourage the growth of productive capacity in
America.

A key element of such strategy must be to make it rational once
again for Americans to produce, save, and invest to the degree to
which they are capable. That means reducing the harsh disincen-
tives which now characterize our tax laws. It also means institut-
ing stringent controls on Federal spending, through a constitution-
al amendment, which will help Congress resist pressures to main-
tain full employment by expanding Federal spending.

A constitutional amendment mandating a balanced budget also
would relieve mu~h of the pressure on the dollar in world money
markets and thus reduce interest rates by establishing clearly that
our future fiscal policy will be one of restraint.

In such a context, any revenue loss from slowing the rate of tax
increases would be interpreted in light of a perception of a stronger
American economy and a stronger dollar in the future.

The many foreign holders of dollar claims would then have a
reason to invest those dollars in America rather than dumping
them for gold or trading them for claims on assets in better man-
aged economies.

To put our current tax picture in proper perspective, we must
recognize that most of the proposals before Congress to cut taxes
will not really cut taxes. They will, at most, reduce the increase in
Federal taxes.

From fiscal year 1977 to fiscal year 1981 individual income and
social security tax collections have increased in real terms by more
than 25 percent.

Another feature of this picture which bears notice is the fact
that Federal spending is claiming an increasing share of the gross
national product. Just before the last recession, Federal spending
amounted to 19.9 percent of the GNP. As we entered the current
recession, Federal spending reached 23 percent of GNP.

The National Taxpayers Union feels that the most urgent tax
reform is a reduction of the distortions of the tax system caused by
inflation. As noted economist Michael J. Boskin has written, "The
economic and political harm done by an unindexed tax system
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which continually accrues revenues which are in excess of real
income growth cannot be overestimated."

These destructive effects of inflation can be alleviated in two
ways short of basic reform of the system: One, either taxes should
be indexed or a series of future tax reductions should be imple-
mented now.

Yearly discretionary tax cuts will not suffice. This is because
good economic decisions by individuals on their choice of jobs,
savings and investment cannot be made without a full knowledge
of future tax rates.

Fortunately, the Congress has begun to realize this. Well over
half of the Congress has sponsored the 10-5-3 plan for liberalizing
depreciation allowances. Clearly, depreciation reform is needed and
the National Taxpayers Union fully supports such reform, with the
reservations noted in my prepared text.

Although the consensus seems to be clear for reducing the distor-
tions caused by inflation for business depreciation, there is an
unexplained reluctance on the part of some for reducing the distor-
tions caused by inflation in the personal income tax.

Clearly, the proposals for liberalization of the depreciation
allowances are nothing more than indexing. Likewise, it is just as
necessary to immediately index the personal income tax system.

The National Taxpayers Union strongly supports S. 12 and S.
211; both bills would adjust the personal income tax rates to infla-
tion by indexing the bracket amounts and the personal exemptions
to the Consumer Price Index.

We believe any tax bill passed by Congress this year should
include a provision for indexing.

There is another--
Senator BRADLEY. Can you summarize at this point?
Mr. DAvIDSON. This will be like Mr. Fuller's one sentence biogra-

phy in "Who's Who," if I do that.
Senator BRADLEY. Welcome to the Finance Committee.
Mr. DAvWDSON. I would like to say there are a number of other

points that bear notice here. One, I think, is quite important, in
addition to the fact that we make specific recommendations which
are in ihe text of my remarks, and that is the fact that indexing
will both reduce the incentives which Government has to cause
inflation, which I think are considerable, and also that it reintro-
duces something which you should be appreciative of, given your
stint at Oxford where the curriculum always considered such con-
stitutional questions as accountability in Government, and that is,
under the current system of tax increases, caused automatically by
inflation, the entire political process is put in a different context
than it ought to be. -

Taxes are automatically raised each year with no legislative
action or public debate. There is no congressional hearing; no re-
corded votes come on the issue either in the committee or on the
floor. Those of us who believe that the budget should be balanced
through higher taxes, if thee are such, rather than tighter stew-
ardship on spending, should be willing to vote openly for such tax
increases, rather than allowing them to be made in effect in the
board rooms -of the Federal Reserve System down the street.
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I believe that this is a matter which is not attributable to consid-
eration and that if we have a concern for the constitutional varities
which have been given to us, that we ought to be willing to say,
yes, we will index the tax system, which does not reduce tax
revenues whatever to the Federal Government, but merely elimi-
nates the unscheduled increases which haven't been voted on, and
then let those members who believe taxes should be increased come
out of the closet, as it were, and vote openly for these propositions.

Senator BRDLEY. Thank you very much, Mr. Davidson.
I think you have given us a lot of food for thought. I appreciate

your testimony very much.
And let me also express to Mr. Smith how much I appreciate his

testimony. I suppose that there have been few people who have
appeared before the committee with whom I agree more fully.

I would like to thank both of you for your testimony. Your
complete statements will appear in the record. I think that we are
now at a circumstance where I have 4 minutes to get over and
vote. I have less than that, so we will stand in recess until Senator
Neson returns.

[The prepared statements of Messrs. Smith and Davidson follow:]
STATEMENT OF HUGH H. SMITH, AMEmCAN EXPRESS Co.

SUMMARY

The Bradley-Gephardt proposal represents a responsible approach for dealing
with a number of serious problems that confront our economy at this time. By
reducing the cost of labor to employers, it wjuld have a significant, favorable
impact on the unemployment rate as well as the rate of inflation. It is a progressive
tax cut that offers benefits to workers and businesses in all sectors of the economy.
It would help offset the large paol tax increases scheduled for 1981, while main.
gaining the integrity of the Social Security system. It would give Congress additional
time to focus on the longer-term problems faced by the Social Security program. It
is, in short, a plan for tax relief that is especially well-suited for the problems of
today. Thus, should the Committee decide to recommend a tax cut, we strongly urge
the inclusion of the Bradley-Gephardt proposal as part of that cut.

Thank you, Mr. Chairman. I am Hugh H. Smith, Washington Representative of
the American Express Company. I am appearing today, however, on behalf of the
Ad Hoc Service Group. It is a diverse group of companies whose common denomina-
tor is that all are members of the service sector of the economy.

While the service sector has become the largest sector of the economy since the
mid-1950's we find that in many instances, government policy ignores its size and
overall importance. One of the objectives of the group is to fnd ways to alleviate
this both within and without government. Another objective is to assure that the
debate on tax policy includes discussion of measures which take into account the
relative importance of the service sector.

Thus, Mr. Chairman, we appreciate very much the opportunity to appear before
you. You and the members of this Committee know the nature and severity of the
problems confronting our economy. Productivity is declining, unemployment is
rising and we have both double-digit interest rates and inflation. In my remarks
today I would like to focus on a policy proposal that we believe can contribute to the
solution, of these problems-that is the Bradley-Gephardt proposal. I want to make
clear, however, that in discussing its merits we do not reject other meritorious types
of remedial action. Our-view is that no single action is going to solve all the
prevailing economic maladies. We do believe, however, that the Bradley-Gephardt
Social Securiy tax cut plan p some very attractive features that make it
especially wel -suited for the problems of the day, but certainly other types of action
may also be warranted.

I would like to begin by describing what the Bradley-Gephard -proposal is, and by
so doing, correct what I believe is a common misconception. I would provide income
tax credits with the amount of the tax reductions keyed to the size of worker or-
business contributions to Social Security. It does not call for reductions in contribu-
tions to the Social Security system. The Social Security system would itself be
unaffected by enactment of the proposal.
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The integrity of the Social Security system is, of course, very important. As the
U.S. population grows relatively older, the number of people drawing Social Secu-
rity benefits is increasing relative to the number making contributions. Social
Security funding is, therefore, becoming an increasingly difficult matter for policy
makers, and many people are already upset that amounts they contribute for Social
Security are growing so rapidly. There is widespread recognition that Congress is
soon going to have to address this problem. One benefit of the Bradley-Gephardt
plan is that it would take some of the pressure off workers and businesses faced
with rapidly rising payroll taxes. As you know, another increase in payroll taxes is
scheduled for January 1, 1981. -

For the two years Bradley-Gephardt would be in effect, increases in Social Secu-
rity contributions would be offset somewhat by decreases in Federal income taxes. It
would provide some immediate tax relief without threatening the integrity of the
Social Security system. It would provide some breathing room so that Congress can
focus on the longer-term problems faced by the Social Security program and careful-
ly consider structural changes that will be required.

We are in the midst of a severe recession, while inflation continues at unaccepta-
bly high rates. I believe the Bradley-Glephardt proposal provides a way to reduce
unemployment and minimize the human and monetary costs of the recession, while
simultaneously reducing the rate of inflation. Since this seems to be arguing that
we can actually "have our cake and eat it," let me spell out the reasoning that leads
to this conclusion.

Like other types of tax cuts, the Bradley-Gephardt proposal will stimulate aggre-
gate demand by increasing the after-tax income of individuals and businesses. As
aggregate demand grows, more jobs will be created. The proposal is, however,
superior to other types of tax cuts in this respect since it directly reduces the cost of
employing workers. Business treats Social Security taxes as a cost. In recent years
Social Security taxes have been rising rapidly and, as I mentioned previously, a
substantial new increase is slated for January 1, 1981. At that point Social Security
taxes will be increased from 6.13 to 6.65 percent for both employers and employees,
and workers will be taxed on the first $29,700 of income instead of the present
$25,900.

The Bradley-Gephardt proposal grants a 10 percent incorne tax credit against
such payments so that a very significant labor cost will be reduced. The Badley-
Gephardt proposal will, therefore, stimulate job creation directly since it reduces
the cost of employing workers. Businessmen will be immediately encouraged to
utilize more labor resources because of reduced labor costs. An income tax cut keyed
to Social Security'contributions will generate additional jobs not only by stimulating
aggregate demand, but also by reducing the cost of employment.

This is a key point since it explains why this kind of tax cut can be expansionary
without being inflationary. Unlike other tax cut proposals, the Bradley-Gephardt
proposal would immediately reduce the cost of producing goods and services by an
amount equal to the size of Social Security credits earned by American businesses.
The feature of the proposal that gives it an advantage over other tax cut proposals
in terms of expanding employment opportunities is precisely what makes it nonin-
flationary. It lowers the cost of producing goods and services by lowering the cost of
employing labor. By lowering the cost of employing workers, Bradley-Gephardt
encourages businesses to increase employment. In a period of inflation and reces-
sion, this proposal strikes me as a very appropriate policy prescription.

Let me point out some additional advantages of the plan. Unlike some other
proposals for tax relief, Bradley-Gephardt would offer benefits to businesses operat-
ing in all sectors of the economy. Our economy is increasingly oriented toward the
production of services. Since the mid-1950's the service sector has been larger than
the manufacturing sector, and the gap between these two segments of our economy
has been growing. The service sector currently employs about one-half of all Ameri-
can non-agricultural workers and is composed o many industries that are quite
labor intensive. While manufacturing has become increasingly automated and capi-
tal intensive, the service sector has played an important role in keeping American
workers employed. Many jobs in the service sector require only minimal training
and education. More advanced skills are acquired on the job.

These service businesses have had an enviable record in terms of employing
women, teenagers and members of minority groups. A recent analysis of employ-
ment patterns within the service sector reveals that twelve percent of its employees
are members of racial minorities. Forty-seven percent of the service sector's employ-
ees are women, and women's participation in service sector employment has been
r apidy increasing.

Because of the nature of the service sector the Bradley-Gephardt proposal will
have more impact on creating jobs in that area than in others. Bradley-Gephardt
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will stimulate the service sector most because an increase in sector revenues of only
$20,000 to $40,000 will create an additional job. To create a job in manufacturing
requires, on average, new revenues in excess of $100,000. Enactment of the Bradley-
Gephardt proposal will, therefore, create jobs for many and, significantly, for those
who have thi most tenuous grip on employment because they have to battle against
discrimination in order to participate in America's work force.

The Bradiey-Gephardt proposal is a "progressive" tax cut because its benefits
represent a larger fraction of the incomes of the poor and middle class and a
smaller fraction of the incomes of those with larger salaries. The Social Security tax
rate is the same for all employees, but it only applies to the first $25,900 of annual
income. Those fortunate enough to earn larger salaries have no further tax liability
and pay a smaller payro.1 tax per dollar on income than those below the Social
Security ceiling. The Bradley-Gephardt proposal reduces the effective Social Secu-
rity tax rate or lower income and middle class workers whose incomes do not
exceed $25,900. Although higher paid employees also gain, their benefits are smaller
per dollar of income because much of their income is not subject to payroll tax. At a
time when the incomes of unskilled and-semiskilled workers are ravaged by infla-
tion and at a time when the jobs of those workers are threatened, a progressive tax
cut represents wise and humane public policy.

Finally, I think it is important to note that while the Bradley-Gephardt proposal
helps both business and labor, its benefits flow more to workers than their employ-
ers. Workers receive a dollar for dollar reduction in income taxes equal to l0
percent of their annual payroll taxes. Businesses also receive a 10 percent tax
credit, but since their tax deductible expenses are also reduced, about 46 percent of
the benefit is offset. This reflects the fact that taxable profits rise as tax expenses
are reduced.

In summary, my view is that the Bradley-Gephardt proposal represents a respon-
sible approach for dealing with a number of serious problems that confront our
economy at this time. By reducing the cost of labor to employers, it would have a
significant, favorable impact on the unemployment rate as well as the rate of
inflation. It is a progressive tax cut that offers benefits to workers and businesses in
all sectors of the economy. It would help offset the large payroll tax increases
scheduled for 1981, while maintaining the integrity of the Social Security system. It
would give Congress additional time to focus on the longer-term problems faced by
the Social Security program. It is, in short, a plan for tax relief that is especially
well-suited for the problems of today. Thus, Mr. Chairman, should the Committee
decide to recommend a tax cut, we strongly urge the inclusion of the Bradley-
Gephardt proposal as part of that cut.

Mr. Chairman, I would like to submit to the Committee as an appendix to my
statement additional statistical materials from a variety of governmental sources.
These materials show the growing importance of the service sector and suggest that
job stimulation in service industries would represent a wise application of govern-
mental policy.

TABLE I.-Cost per additional job, service-producing industries versus goods-
producing industries

Service producing:
H otels and m otels ......................................................................................... $20,26 1
Personal services ........................................................................................... 22,333
M otion pictures ............................................................................................. 32,062
Automotive services ................ 47,654
Telephone and telegraph services .............................................................. 51,654
R etail trade .................................................................................................... 54,204
TV and radio broadcasting ......................................................................... 57,206
Average service and producing .................................................................. 40,768

Goods producing:
Computing and calculating equipment ..................................................... 69,600
Building m aterials....................................................................................... 72,600
General industrial equipm ent .................................................................... 74,300
S teel ................................................................................................................. 95,000
Prim ary m etals ............................................................................................. 105,600
Plastics m aterials and resins ...................................................................... 196,900
M otor vehicles ............................................................................................... 239,000

Source: "1979 U.S. Industrial Outlook," Industry and Trade Administration, U.S. Department
of Commerce.

1'



TABLE II.

ANNUAL AVERAGE NUMBER OF EMPLOYEES IN
SERVICE-PRODUCING INDUSTRIES vs. GOODS-PRODUCING INDUSTRIES: 1959, 1969, 1976-1979

IN PERCENTS

SERVICE-PRODUCING
GOODS-

PRODUCING 3/

Tourist
Year - Industry 1/

1959 5.1

1969

1976

6.0

7.5

1977 7.5

1978 8.0

1979
(Jan-Aug)

8.0o1

Transpor-
tation and
Public
Utilities

8.9

Finance,
Insurance
and
Real
Estate

Retail Wholesale
Services Trade Trade Total 2/

5.6 15.7 17.8 6.8 54.8 45.2

41.97.6 6.0 19.2 18.6 6.7 58.1

7.1 6.6 22.6 20.5 7.0 63.8

7.0 6.6 22.7 20.5 7.0 63.8

6.9 6.7 22.7 20.6 7.0 63.9

6.9 6.7 22.9 20.4 7.0 63.9

100.0

100.0

36.2 100.0

36.2 100.0

36.1 100.0

36.1 100.0

1/ Includes: Interhighway Transportation and Transporation by Air data which is included in Transportation and Public
- Utilities- Eating and Drinking Places data which is included in Retail Trade; and Hotels, Tourist Courts and Motels

data whicA is included in Services.
2/ Excludes: Government.
3/ Includes: Mining. Construction and Manufacturing.
4/ Excludes: Agriculture, Forestry and Fisheries.

5/ Average of January - June.

Sources: Employment and Earnings, Bureau of Labor Statistics, U.S. Dept. of Labor: Table "B-1: Employees on Non-
Agricultural Payrolls by Industry Division. 1919 to Date". 9/79, Vol. 26 #9; Table "B-2: Employees on
Non-Agricultural Payrolls by Industry". 9/79, Vol. 26 #9; 8/79. Vol. 26 #8: 7/79. Vol. 26 #7; 6/79,
Vol. 26 #6; 5/79, Vol. 26 #5; 4/79, Vol. 26 #4; 3/79, Vol. 26 #3.

I00
00
Cn
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TABLE III.

COMPENSATION OF EMPLOYEES AND
AVERAGE PER CAPITA COMPENSATION OF EMPLOYEES IN

SERVICE-PRODUCING INDUSTRIES vs. GOODS-PRODUCING INDUSThiES:
1959, 1969, 1976-1978

SERVICE-PRODJZING

HOTELS & OTHER
LODGINGS I/

Compensation ($ Mil)
Avg. Per Capita ($)

TRANSPORTATION &
PUBLIC UTILITIES

Compensation ($ Mil)
Avg. Per Capita ($)

FIN\NCF, INSURANCE
& REAL ESTATE

Compensation ($ Mil)
Avg. Per Capita ($)

SERVICES
Compensation ($ Mil)
Ave. Per Capita ($)

1959 1969 1976 1977 1978

1,595 3,538 6,398 6,998 8,120
3,253 5,251 7,407 8,097 8,888

24,161 42,280 81,434 91,384 103,672
6,024 9,518 17,773 19,460 21,336

12,905 27,985 55,072 61,813 70,866
5,063 7,968 12,894 13,884 15,155

27,983
3,948

RETAIL TRADE
Compensation ($ Mil) 28,161 55,562
Avg. Per Capita ($) 3,500 5,146

WHOLESALE TRADE
Compensation ($ Mil) 17,017 33,603
Avg. Per Capita (5) 5,521 8,601

TOTAL/
Compensation ($ Mil) 110,227 226,575
Avg. Per Capita (5) 4,449 6,698

GOODS-PRODUCING
2
'

Compensation ($ Hill) 116,402 219,222
Avg. Per Capita (5) 5,703 8,999

TOTAL4/

Compensation ($ Mil) 226,629 445,797
Avg. Per Capita ($) 5,016 7,661

67,145 147,988 167,435 191,759
6,012 10,170 10,980 12,001

102,282
7,743

113,131 127,434
8,201 8,791

68,132 75,720 86,050
14,987 16,121 17,568

454,908 509,483 579,781
11,052 11,879 12,910

355,752 401,427
15,234 16,528

456,512
17,986

810,660 910,910 1,036,293
12,566 13,560 14,743



1887

FOOTNOTES TO TABLE III.

Y/ Hotels and Other Lodgings data is included in Services.

2/ Excludes Government.

3/ Includes: Mining, Construction and Manufacturing.

4/ Excludes: Agriculture, Forestry and Fisheries.

Sources: Table "6.1: Compensation of Employees by Industry",
The National Income and Product Accounts of the U.S
1929-1974, Bureau of Economic Analysis, U.S. Dept: t
Commerce. Table "6.5: Compensation of Employees by
Industry", Survey of Current Business, 7/79, Vol. 59
#7, Bureau of Economic Analysis, U.S. Dept. of Commerce.
Employment and Earnings, Bureau of Labor Statistics,
Dept. of Labor. Table "B-I: Employees on Non-Agricultural
Payrolls, by Industry Division, 1919 to Date", 9/79,
Vol. 26 #9.
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TABLE IV.

NUMBER OF BLACKS AND OTHERS AND THEIR PERCENT OF TOTAL EMPLOYED IN
SERVICE-PRODUCING INDUSTRIES vs. GOODS-PRODUCING INDUSTRIES:

1977 - 1978

SERVICE-PRODUCING

TOURIST INDUSTRY
% of Total Employed
0 Blacks and Others (000)

TRANSPORTATION & PUBLIC UTILITIES
% of Total Employed
# Blacks *nd Others (000)

FINANCE, INSURANCE & REAL ESTATE
% of Total Employed
# Blacks and Others (000)

SERVICES
7 of Total Employed
# Blacks and Others (000)

RETAIL TRADE
% of Total Employed
# Blacks and Others (000)

WHOLESALE TRADE

7 of Total Employed
# Blacks and Others (000)

TOTAL 21
% of Total Employed
# Blacks and Others (000)

GOODS-PRODUCING3/
% of Total Employed
# Blacks and Others (000)

TOTAL 4-/
% of Total Employed
# Blacks and Others (000)

19/7

13.0
693

12.0
700

1978

13.5
767

12.3

8.0 9.0
403 487

14.0
42R8

14.1
4467

7.7 8.4
1163 1313

7.2 7.2
259 260

11.3 11.7
6813 7283

10.2 10.3
2737 2930

11.0 11.2
9550 10,213

l/ Includes: Interhighway Transportation and Tran3portation by Air
- data which is included in Transportation and Public Utilities;

Eating and Drinking Places data which is included in Retail Trade;
and Hotels, Tourist Courts and Motels data which is included in
Services.

2/ Excludes: Government

3/ Includes: Mining, Construction and Manufacturing.

4/ Excludes: Agriculture, Forestry and Fisheries.

Source: Table "30: Employed Persons by Detailed Industry, Sex and
Race," EVoyent and Earnings_1/78 & 1/79, Vols. 25 & 26
#t, Bureau o--aror a sttics, Department of Labor.



T.*BLE V.
ANNUAL AVERAGE NUMBER 3F WOFN EMPLOYEES IN -

SERVICE-PRODUCING INDUSTRIES vs. GOODS-?RODUCING INDUSTRIAL: 1969, 1976-1979
IN PERCENTS

SERVICE-PRODUCING

Tourist 1/
Industry-"

8.9

10.5

10.5

10.8

10.8

Transpor-
tation and
Public
Utilities

4.5

4.0

4.0

4.0

4.1

Finance,
Insurance
and
Real
Estate

9.0

9.6

9.7

9.7'

9.7

Services

29.3

32.9

33.2

33.2

33.4

Retail
Trade

24.2

25.6

25.3

25.1

24.8

Wholesale
Trade

4.3

4.2

4.1

4.4

4.4

Total2/

71.3

76.3

76.4

76.4

76.5

GOODS ,,
upyoDUCNG't M0AO,

28.7

23.7

23.6

23.6

23.5

100.0
100.0
100.0

100.0
100.0

1/ Includes: Interhighway Transportation and Transportation by Air data which is included in Transportation and
Public Utilities; Eating and Drinking Places data which is included in Retail Trade; and Hotels. Tourist Courts
and Motels data which is included in Services.

2/ Excludes Government.

Includes: Mining, Construction and Manufacturing

/ Excludes: Agriculture, Forestry and Fisheries.

Sources: Employment and Earnings, Bureau of Labor Statistics, U.S. Dept. of Labor: Tables: "B-3: Women Employees
on Non-Agricultural Payrolls, by Industry", 3/70. Vol. 16 #9; 3/78. Vol. 25 #3; 3/79, Vol. 26 #3.
6/79, Vol. 26 #6; 7/79. Vol. 26 #7; 8/79. Vol. 26 #8; 9/79, Vol. 26 #9; 3/77. Vol. 24 #3.

Year

1969

1976

1977

1978

1979
(Jan-June)



TABLE VI.

WOMEN IN SERVICE-PRODUCING INDUSTRIES and GOODS-PRODUCING INDUSTRIES
AS A PERCENT OF

TOTAL NUMBER OF EMPLOYEES IN SERVICE-PRODUCING INDUSTRIES and GOODS-PRODUCING INDUSTRIES: 1969, 1976-1979

GOODS-
PRODUCING 3/SERVICE-PRODUCING TOTAL 4/

Finance,
Transpor- Insurance
station and and

Tourist Public Real
Year Industry I/ Utilities Estate Services

Retail Wholesale
Trade Trade

1969 52.0

1976 54.0

20.6 52.2 53.5 45,8 22.2 43.0

21.5 55.7 56.2 48.2 22.9 46.0

1977 54.2 22.1 56.7 56.7 47.8 23.0 46.4

1978 53.5

1979
(Jan-June)

54.1

23.0

23.9

--5 57.8 48.3 24.8 47.4

58.1 58.3 48.7 25.2 47.9

24.0 35.0

25.2 38.5

25.3 38.8

25.9 39.6

26.1 40.0

I/ Includes: Interhighway Transportation and Transportation by Air data which is included in Transportation and
Public Utilities; Eating and Drirnking Places data which is included in Retail Trade; and Hotels. Tourist Courts
and Motels data which is included in Services.

2/ Excludes: Government.

3/ Includes: Mining. Construction and Manufacturing.

4/ Excludes: Agriculture, Forestry and Fisheries.

Source: Employment and Earnings. Bureau of Labor Statistics, U.S. Dept. of Labor.

Table "B-1: Employees on Non-Agricultural Payrolls by Industry Division, 1919 to Date," 9/79, Vol. 26 #9.
Table "B-2: Employees on Non-Agricultural Payrolls by Industry," 9/79, Vol. 26 #9; 8/79, Vol. 26 #8;

7/79, VoT. 26 #7. 6/79. Vol. 26 #6; 5/79. Vol. 26 #5; 4/79, Vol. 26 #4; 3/79, Vol. 26 #3.
Table "B-3: Women Employees on Non-Agricultural Payrolls. by Industry," 3/70. Vol. 16 #9; 3/78. Vol. 25 #3;

3/79. Vol. 26 #3; 6/79, Vol. 26 #6; 7/79, Vol. 26 #7. 8/79. Vol. 26 #8; 9/79, Vol. 26 #9; 3/77.
Vol. 24 #3.

Total 2/

0



1891

STATEMENT OF JAMES DALE DAVIDSON, CHAIRMAN, NATIONAL TAXPAYERS UNION

SUMMARY

1. Urges a long term strategy to encourage economic growth. Such a strategy
should include real tax cuts to reduce harsh tax disincentives to produce, save, and
invest. Federal spending should also be controlled through enactment of a constitu-
tional amendment.

2. Shows that tax cuts under consideration will probably only partially offset tax
increases and that federal spending has continued to rise.

3. Urges immediate adoption of indexation of personal income tax rates. Also
supports further reduction of capital gains tax, reform of business depreciation
allowances, reduction of taxes on savings and repeal of the "marriage tax.'

4. Concludes that if a constitutional amendment to balance the budget or limit
spending was in effect, enactment of genuine tax cuts would not cause inflationary
fears because federal spending would be controlled.

Mr. Chairman and distinguished Members of the Committee, thank you for the
opportunity to discuss a reduction of the increase in federal taxes.

I appear representing 450,000 family members of the National Taxpayers Union
in all 50 states.

These citizens, like most Americans, are anxious to see America's economy
strengthened. If higher taxes truly contributed to the goal of a stronger economy, I
believe that most taxpayers would be willing to fork over ever-larger shares of their
incomes for government to spend. However, higher taxes are not the basis of a
higher standard of living. Indeed, the deterioration of our competitive position in
world markets, the decline of the dollar and inflationary recession at home are all,
in some measure, consequences of rising taxes. To put our economy on sound
footing, we must develop a long-term strategy to encourage the growth of productive
capacity in America.

A key element of such strategy must be to make it rational once again for
Americans to produce, save and invest to the degree to which they are capable. That
means reducing the harsh disincentives which now characterize our tax laws. It also
means instituting stringent controls on federal spending, through a constitutional
amendment, which will help Congress resist pressures to maintain full employment
by expanding federal spending. A constitutional amendment mandating a balanced
budget also would relieve much of the pressure on the dollar in world money
markets, and thus reduce interest rates, by establishing clearly that our future
fiscal policy will be one of restraint. In such a context, any revenue loss from
slowing the rate of tax increases would be interpreted in light of a perception of a
stronger American economy and a stronger dollar in the future. The many foreign
holders of dollar claims would then have a reason to invest those dollars in America
rather than dumping them for gold or trading them for claims on assets in better
managed economies.

To put our current tax picture in proper perspective, we must recognize that most
of the proposals before Congress to 'cut" taxes will not really cut taxes. They will,
at most, reduce the increase in federal taxes. From fiscal year 1977 to fiscal year
1981 Individual Income and Social Security tax collections have increased, in real
terms, by more than 25 percent. Expressed in another way, Individual Income and
Social Security taxes have increa d from 12.4 percent of gross personal income in
1975 to an estimated 15.2 percent in 1981.

Taxes are scheduled to increase by another $86 billion in fiscal year 1981, includ-
ing $50 billion of new taxes. This is the largest peacetime tax increase in the
nation's history. We doubt the wisdom of enacting such massive tax increases in the
face of a recession.

New taxes scheduled for fiscal year 1981 in billions of dollars

Income tax increase (caused by inflation bumping people into higher tax
brackets) .................................................. $15

Social security tax increases scheduled for 1981 ...................................................... 11
W indfall profi t tax ........................................................................................................... 18
M iscellaneous tax increases . ..................................................................................... . 6

T o ta l ............................................................................................................................ 50
Clearly, any tax cut for 1981 will only partially offset the tax increases due to

occur in 1981 and the tax increases that have already occurred in the last 4 years.
Despite claims of fiscal austerity, federal spending is still outpacin the rate of

inflation. Federal spending is also claiming an increasing share of the Gross Nation-
al Product (GNP).

65-969 0 - 80 - 53 (pt.3)
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Just before the last recession, federal spending amounted to 19.9 percent of GNP.
As we entered the current recession federal spending amounted to approximately 23
percent of GNP.

FEDERAL SPENDING

Fical year-
1980(estl 1981 (esb-1978 1919 mate) mate)

Outlays (bill ns) ..................................................................................................... $461.2 $506.1 $594.9 $655.5
O A1 ,,, percentage increase ................................................................................... 12.1 9.7 17.5 10.2
CPI percentage increase .......................................................................................... 9.0 12.8 12.0 9.8
GNP deflator percentage increase ........................................................................... 8.2 9.0 10.1 9.7
Outlays as percentage of GNP .............................................. ............................. 21.7 21.4 23.3 23.2

Budget deficits should be reduced through reductions in spending, not massive tax
increases.

Taxpayers still clearly want lower taxes. This November, taxpayer initiatives will
be on the ballot to limit and reduce taxes in at least 8 states. The amount of effort
involved in qualifying these initiatives is hard to underestimate. Countless hours of
planning and organizing were involved and millions of signatures were gathered.

The Congress has a unique opportunity to revitalize America's economic growth.
For too long, tak experts have been pre-occupied with the incidence of taxation
rather than considering how tax policies and the tax burden stifles economic
growth. The current high marginal tax rates stifle incentives to work, to save, and
invest.

The National Taxpayers Union feels that the most urgent tax reform is a reduc-
tion of the distortions of the tax system caused by inflation. As noted economist
Michael J. Boskin has written, "the economic and political harm done by an
unindexed tax system which continually accrues revenues which are in excess of
real income growth cannot be ovei estimated."

Inflation causes the following distortions and hidden tax increases:
1. Inflation automatically increases personal income tax rates by bumping people

into higher tax brackets even though their real income has not increased.
2. It erodes the value of depreciation deductions for business equipment and

buildings. These inadequate depreciation deductions have resulted in an increase in
the effective tax rate on businesses during periods of high inflation.

3. Inflation causes taxation of fictitious capital gains. Many capital gains are
really losses. Investors who lose purchasing power still have to pay capital gains
tax.

4. Inflation causes over taxation of interest income. Interest income from personal
savings is largely a reflection of the inflation rate. But since the tax system treats
all interest income as real income, the result is that it is nearly impossible to
achieve a positive real rate of return on personal savings after taxes.

The distinctive effects of inflation on the tax system can be alleviated two ways,
short of basic reform of the system. Either taxes could be indexed, or a series of
future tax reductions could be implemented now.

Yearly discretionary tax "cuts' will not suffice. This is because good economic
decisions by individuals on their choice of jnhs, savings and investment cannot be
made without knowledge of future tax rates.

Fortunately, the Congress has begun to realize this. Well over half of the Con-
gress has sponsored the i0-5-3 plan for liberalizing depreciation allowances. Clearly
depreciation reform is needed and the National Taxpayers Union fully supports
such reform. (3) We are concerned, however, that the 10-5-3 proposal may introduce
a distortion in the tax law by favorin# structures over equipment. Although it is
impossible to design a simple depreciation system that is not distorted by inflation,
we feel that it is desirable to make depreciation allowances as neutral as possible.

Ideally, the best system would be present value replacement cost depreciation.
Under this system, the annual depreciation deductions would vary with the interest
rate to ensure that the present value of deductions equalled the real cost of the
investment.

The proposal by Alan J. Auerbach and Dale W. Jorgenson for a first year capital
cost remove system has merits. It would reduce the distortions of inflation by
allowing deduction of the full present value of depreciation in one year. Since the
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depreciation allowance could be deducted immediately, inflation could not erode its
value. It also avoids the distortions of 10-5-3.

Although the consensus seems to be clear for reducing the distortions caused by
inflation for business depreciation, there is an unexplained reluctance on the part of
some for reducing the distortion caused by inflation in the personal income tax.
Clearly, the proposals for liberalization of depreciation allowances are nothing more
than indexing. Likewise, it's just as necessary to immediately index the personal
income tax system.

As a worker's income increases in an attempt to keep up with inflation, he is
forced into higher tax brackets-whether or not his real income has increased. The
result is that the taxpayer pays a larger percentage of his income in taxes-without
an increase in real-buying power. This is known as '"racket creep" or "taxflation."

Indexing the personal income tax system would solve this problem. It is simple to
do and it will not make it more difficult for taxpayers to fill out their tax forms.

The National Taxpayers Union strongly supports S. 12 by Senator Robert Dole
and S. 211 by Senator Gary Hart. Both bills would adjust the personal income tax
rates to inflation by indexing the bracket amounts and the personal exemption to
the Consumer Price Index. We feel that any tax cut bill passed by Congress this
year should include a provision for indexing.

The chart compares tax liabilities under indexed and unindexed tax systems over
a five year period where inflation averages 9 percent.

EFFECT OF INFLATION ON INDIVIDUAL INCOME TAX LIABILITY
[Constant 1979 dollars)

Income 1979 tax 1984 tax 1984 taxindexed unindexed

Family of 4, j nt return:
10 ,00 0 ................................................... ............... ..................................... ...................... 3 7 8 3 78 8 4 0
14 ,00 0 ........ ........................................................................................ ............................ 106 7 10 6 7 14 69
18,000 ....................................................................... ......... . . . . . . . . . ...... 1693 1693 2223
25,000 ............................................................. .. ........ .... ............... 2895 2895 3848
3 5,000 .................................................... ............................................... .................. ... 50 5 7 50 57 66 8 4

Sine taxpayer:
6 ,000 ........................................................................ ................................................... 4 2 7 4 27 6 63
10,000 ..................................... ...... . . . . . . . . ............. 1182 1182 1562
14,000 ............................................................... .... ...................................... . . . ..... 2092 2092 2488
18 ,000 ................................................................................................................................ 29 8 8 2 98 8 3 54 5
2 5,00 0 ...................................................................... . .......................................... ........ 50 7 8 5 0 78 57 51
35,000 ......................................................................................... ........... ...... .... .... 8850 88 50 990 7

Alternatively, Congress could enact a series of future tax cuts which reduce the
marginal personal income tax rates and then later index the individual income tax.
Either way, individuals could better plan for the future.

Indexing would help curtail inflationary pressures.-One of the recognized causes
of increased costs is the expectation that the cost of living will increase. Once it is
made clear that taxes will not continue to rise automatically labor could afford to
moderate wage demands. A factor of the "inflationary psychology"-the assumption
of ever rising taxes-would be eliminated.

In addition, indexing would moderate the government's vested interest in main-
taining inflation. Currently, the federal government receives a tax windfall during
inflationary periods. For every 10 percent of inflation, personal income taxes rise 16
percent. It makes sense that we should remove the incentives the federal govern-
ment has to cause inflation.

Indexing would help slow the growth of government spending.-By removing the
ability to raise effective tax rates without an explicit vote, indexing would provide
an incentive to discipline spending. Funds for expanded programs would have to
come from increased efficiency, cutbacks in ineffective programs, or real economic
growth, not unlegislated tax increases.

Indexing will reduce fiscal drag.-The continued effects of bracket creep and
reducing incentives for people to work, save and invest. Not only does inflation
undermine the value of each dollar earned, but a larger portion of these earnings is
being taxed away. Savings and investment also decrease because taxflation causes
expectations of rising future marginal tax rates. A study published by the Joint
Economic Committee agrees, stating that the lack of indexing "is likely to produce
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stagflation." The study also concluded that "indexed taxes would have moderated
the (economic) collapse of 1974."

Indexing will increase government accountability.--Currently, the entire political
process is sidetracked. Taxes are now raised automatically each year with no
legislative action or public debate. There are no Congressional hearings and no
recorded votes on the issue, either in committee or on the floor of Congress.

Opponents claim that the current method of periodic tax cuts have succeeded in
offsetting inflation. Although discretionary tax cuts have partially adjusted the
system for inflation, they are not the answer. Tax cuts made in the last two decades
have not been able to keep up with inflation. According to a study by Rudolph
Penner, Director of Tax Policy Studies at the American Enterprise Institute, all
wage earners with taxable incomes from $12,500 to $150,000 (1979 dollars) have
experienced actual increases in marginal tax rates since 1960.

An extensive study completed for the Brookings Institution revealed that the
actual income tax burden in 1975 was over 13 percent higher than it would have
been if indexing had been adopted in 1965, even though several tax "cuts" had been
adopted. Despite three more cuts, income taxes have continued to increase in every
year since 1975. Income tax totalled 9.6 percent of personal income in 1975, but over
10.6 percent in 1979. This figure will jump to 11.8 percent in 1981. Clearly, discre-
tionary cuts have not offset the effects of inflation.

One of the most common myths about indexing is that it cuts taxes. The truth is
that indexing does not cut one penny off federal revenue. All it does is prevent
unlegislated increases in taxes. Revenues would not decrease at all. In fact, if the
economy grows, revenues would still rise faster than the rate of inflation. For
instance, if real income increased by 10% during the next five years, income taxes
would grow 16%. This is in addition to proportionate growth caused by inflation.
Rather than cutting revenue, indexing would allow for increased revenues-but
only due to an actual increase in the standard of living, not inflation.

Indexing does not restrict Congress' power to increase taxes. The difference is that
this would be done through positive action by Congress, not automatically by
"taxflation."

It is also frequently argued that automatic tax increases should-be retained, as
they act as an automatic stabilizer in times of inflation. The "automatic stabilizer"
view holds that increasing taxes in times of inflation is necessary to cool off the
economy. Several recent studies have shown the weakness of this approach. A study
published by the Brookings Institution put simulated indexed and non-indexed
economies through various shocks. They concluded that "there is simply no evidence
that indexing the tax system would be harmful to economic stability. . . In light of
the undesirable effects that inflation has on the tax system, it would appear from
our results that indexing should be adopted."

Not only will indexing not cause instability, it may help stabilize the economy.
One of the least convincing arguments against indexing is that if it is adopted we

may weaken the desire to bring inflation under control., This argument assumes
that indexing would somehow insulate taxpayers from inflation. The truth is that
indexing taxes will not guarantee that wages or salaries keep up with inflation. All
it does is assure that wage earners will not lose even more ground to inflation due
to automatic tax increases. It is ridiculous to say that this will make people apathet-
ic about inflation. People would still feel inflation every day in their food bills, in
their gas bills, and in their rent payments. They don't need another reminder
through a hidden tax hike.

CAPITAL GAINS TAXES SHOULD BE RKDUCRD

Gains from capital are now simply measured as the difference between the
original price of an asset and the nominal price at which it is sold. The problem is
that the "gain" may have been partly, if not wholly, due to inflation, and not an
increase in purchasing power.

For example, imagine a person who buys a stock in 1967 at $100. In 1978, after a
period where p rices doubled, the stock is sold for $200. Under the current system, a
capital gain of $100 is recognized. However, there is no real gain. The $200 received
in 1978 could buy only as much as the $100 could in 1967. The investor is taxed for
breaking even.

This is not a problem that only affects the rich. It would affect anyone who sells
an asset or receives capital gains.

Extensive research on inflation and capital gains has been conducted by Martin
Feldstein and Joel Slemrod. According to their calculations, the national total of
$4.6 billion in capital gains reported on corporate stock in 1973 represented a real
capital loss of $0.9 billon. Yet in that year, Americans paid $1.138 billion of capital
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ga7i tax on corporate stock. Had capital gains been measured in real terms, the tax
ability would only have been $661 million.
This problem can be alleviated by further reducing capital gains taxes and ex-

tending a rollover provision--such as that which applies for housing. It should
completely exempt all gains from taxation so long as they are reinvested in produc-
tive enterprise. At the same time, the distinction between short and long term gains
should be eliminated. There is not one substantive reason for the distinction be-
tween short and long term rates. The effect of this provision is to lock capital into
current uses and hinder the efficient operation of markets. This protects dominant
corporations from competition and depress the stock market. I personally have
never been able to understand why anyone, excepting perhaps the managers of the
largest, least efficient business concerns, would want to create incentive to immobi-
lize capital. Nonetheless, that is what the current laws do.

To reduce -the tax bias against personal savings, tax rates should be reduced here
as well. There are several alternatives to reducing taxes on savings that we would
support. We would support a larger exclusion of interest and dividend income.
Alternatively a tax free rollover of interest and dividend income would address the
problem as well. Yet another possibility is to have a tax table for non-wage income.
In that way, marginal tax rates on interest and dividend income would not start at
high marginal tax rates. Instead, after a certain exclusion, there would be a sepa-
rate schedule of tax rates for interest and dividend income.

REPEAL THE MARRIAGE TAX

The marriage tax penalty affects couples in which both husband and wife work.
Contrary to popular perception, two earner couples today now outnumber one
earner couples. But the tax laws still reflect the old-fashioned view of a married
couple were the husband worked and the wife stayed at home. It has been estimat-
ed that as many as 38 million individuals pay a marriage tax.

The "marriage tax" exists because of our progressive income tax. When a two-
earner couple's income is combined it reaches into higher tax brackets that it would
if they were single and paying taxes separately.

The NatioanlTaxpayers Union supports S. 336, by Senator Charles McC. Mathias.
It would eliminate the marriage tax by allowing married couples to file returns as if
they were single.

We have long urged that Congress enact measures for increased federal fiscal
responsibility. A strongly worded statute, followed by passage of a Constitutiona,
Amendment, to balance the budget and limit federal taxes and spending would put
to rest the fears of inflationary fiscal policies.

Instead of hesitating whether or not to pass tax "cuts" to merely partially offset
tax increases, we could really cut taxes without fear of inflation.

If such measures were enacted now, it would immediately improve the prospects
for our economy. Everyone at home and abroad, would know that spending would be
reduced and that our budget would be balanced over the years to come. People could
be confident that the government was going to bring inflation under control. And
there would be more confidence than is possible today that tax rates would be lower
in the future.

If we had an amendment to balance the budget or limit federal spending, our
economy could afford real and substantial tax cuts to restore the incentives to work,
save and invest. These genuine tax cuts would not fuel inflation because Congress
would be unable to let spending run out of control.

Brief recess.]
senator NELSON. Given the legislative situation near the end of

the session, there is no way to avoid these rollcalls during the
hearings, so we regret that.

You may proceed in any manner that you desire. There will
continue to be votes, so if you can summarize your main points,
your full statement will be printed in the record. Also, if you could
avoid repeating points that have already been made, it would be
helpful in moving along since we have a total of 23 witnesses.

STATEMENT OF RICHARD V. MINCK, EXECUTIVE VICE
PRESIDENT, AMERICAN COUNCIL OF LIFE INSURANCE

Mr. MINCK. I am Richard Minck, executive vice president of the
American Council of Life Insurance. Our 504 member companies



1896

write virtually all the life insurance and insured pension plans in
force in the United States.

Thank you for the opportunity to present the views of the coun-
cil. We are vitally concerned with the proper functioning of the
economy, and we are especially concerned about the adverse
impact that inflation is having on the lives of all Americans.

Our prepared statement contains a number of specific com-
ments-some of which I would like to highlight. We would also
appreciate having our full statement included in the record.

The first priority among economic objectives should be given to
reducing the inflation rate which threatens the economic well-
being of the entire Nation. Earlier this year, inflation reached an
annual rate of 18 percent. The consequences included reduced pur-
chasing power for the American people, major disruptions in finan-
cial markets and widespread alarm among foreign holders of U.S.
dollars.

The program of correctives introduced in mid-March by the Fed-
eral Reserve helped to offset some of the inflationary forces, and
subsequent trends have allowed these special measures to be lifted
in recent weeks. However, the battle against inflation is far from
over, with the current inflation rate running around 10 percent.

It is against this background that we oppose passage of a tax cut
this year. Such action would be widely interpreted as a signal that
the battle against inflation has been relegated to a secondary posi-
tion. This signal could have severe adverse effects in foreign ex-
crhange markets, on decisions of consumers, and on pricing deci-
sions of producers.

Of course, we don't oppose tax reductions as such. We do oppose
tax reductions at this time, in the present inflationary situation.
Our testimony emphasizes the pressing need at an appropriate
time to restructure our tax system to encourage greater capital
investment in order to modernize plant and equipment and to
reverse the declining trend of productivity.

It also emphasizes the fact that the effective tax rate on individ-
uals has increased because inflation has pushed wage earners into
higher tax brackets, without gains in real purchasing power. How-
ever, legislation dealing with these problems should be deferred
until we are moving toward a better balance in the Federal budget
and until inflation has subsided to much lower levels.

Our statement also presents our views regarding social security.
We oppose any proposal to reduce social security payroll taxes

and to use, instead, general revenues to finance a substantial part
of the cost of the social security system.

In the present setting of economic recession, a reduction in social
security taxes is being urged to stimulate the economy. Putting
aside the question of whether this is or is not the right time to cut
taxes, we have several objections to the reduction of social security
taxes for economic purposes. These taxes have always had the clear
single purpose of financial social security. If Congress were to
adjust them for countercyclical economic purposes, it would create
uncertainties about the system, particularly if the adjustment in-
volves payroll tax reductions that cannot be justified on the basis
of the costs of the program.
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We think that -it might also give a signal that we are not willing
at this time to face up to the hard issues involved in putting social
security on a sound financial footing.

Our third point, and this is the most important, is to urge that
employee retirement savings contributions be made deductible for
tax purposes. We think that it is important to maintain a favorable
environment for the growth of pension plans and other private
savings for retirement. If you do that, you will at the same time, I
think, reduce the pressures to increase the burdens on social secu-

Tiherefore, we urge that when tax reduction legislation becomes

appropriate, as we think it will in the future, it include incentives
for increased employee retirement savings. This would have a
double benefit for the economy. First, it would increase the retire-
ment income security program of the country, at the same time it
would provide a pool of long-term capital for investment in the
economy.

Specifically, we urge the adoption of an employee retirement
savings deduction program under which employee contributions to
qualified pension plans would be treated as tax deferred income up
topresent individual retirement account limits.

The key reasons for including that in a tax reduction program
are:

First, it would result in increased savings; second, it would result
in increased capital formation; third, it would be an efficient sort of
tax cut, because a tax cut that encourages savings and contributes
to capital resources of the Nation, will generate much less infla-
tionary pressures than other tpes of individual tax cuts which
might create greater consumption.

Finally, we think that it has broad support among the people in
the pension business, employers, and the eventual recipients.

We have previously testified in favor of, and we continue to
support S. 557, a bill introduced by Senator Bentsen. We think it
needs some technical and mechanical changes to improve its oper-
ation, and would be happy to work with the committee and staff in
the development of appropriate provisions.

Thank you, sir. I will be happy to answer any questions.
Senator NELSON. Thank you, sir.
[The prepared statement of Mr. Minck follows:)
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Summary of Principal Points

Statement by Richard V. Minck,
On Behalf of American Council of Life Insurance

Before Senate Finance Committee
on Tax Reduction Legislation

July 31, 1980

--In view of the continuing high rate of inflation through-

out the U.S. economy, the American Council of Life Insurance is

strongly opposed to the enactment of a substantial cut in income

taxes at the present time, even if the effective date of such

legislation were delayed. We believe such a cut will be perce-ved

as a relaxation of the battle against inflation.

--The Council is opposed to proposals to reduce the scheduled

Social Security payroll taxes and to use general revenues to fi-

nance the Social Security system.

--When tax reduction legislation is appropriate, the Council

urges the inclusion of an employee retirement savings deduction

to encourage people to save for their retirement. This proposal

has the dual objective of providing a meaningful supplement to the

Nation's retirement security program and of providing, in a real

way, new long-term capital, one of the necessities for economic

growth.
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STATEMENT BY RICHARD V. MINCK ON BEHALF OF THE AMERICAN
COUNCIL OF LIFE INSURANCE BEFORE THE SENATE FINANCE

COMMITTEE ON THE SUBJECT OF TAX REDUCTION LEGISLATION
July 31, 1980

I am Richard V. Minck, Fxecutive Vice President of the

American Council of Life Insurance. The-Couancil has a membership

of 504 life insurance companies which, in the aggregate, have 95

percent of the life insurance in force in the United States and

hold 99 percent of the a' sets of insured pension plans and 97

percent of the assets of all United States life insurance com-

panies.

Summary of Position

I am pleased to have the opportunity to present the views

of the Council because the life insurance business is vitally

concerned with the proper functioning of the economy and the

tremendous adverse impact the current high rate of inflation is

having on the lives of all Americans. Let me summarize our

position:

-- In view of the continuing high rate of inflation

throughout the U.S. economy, we are strongly opposed to the en-

actment of a substantial cut in income taxes at the present time,

even if the effective date of such legislation were delayed. We

believe such a cut will be perceived as a relaxation of the battle

against inflation.

-- We are opposed to reductions in the scheduled Social

Security payroll taxes and to the use of general revenues to fi-

nance the Social Security system.
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-- When tax reduction legislation is appropriate, we urge

the inclusion of an employee retirement savings deduction to en-

courage people to save for their retirement. This proposal has

the objective of providing a meaningful supplement to the Nation's

retirement security program and of providing, in a real way, new

long-term capital, one of the necessities for economic growth.

Specific Comments

Legislation Should Not Be Enacted Now To Reduce Corporate and
Individual Income Taxes

In our view, the first priority among economic objectives

must be given to bringing down the current high inflation rate

which threatens the economic well-being of the entire Nation.

Earlier this year, inflation soared to an 18 percent annual rate,

eroding the purchasing power of the American people, triggering

major disruptions in financial markets, producing widespread alarm

among foreign holders of U.S. dollars, and arousing concern over

our ability to manage domestic economic policies. The program of

correctives that was introduced in mid-March by the Federal Re-

serve helped to overcome some of these inflationary forces, and

subsequent trends have allowed these special measures to be lifted

in recent weeks. However, the battle against inflation is far from

over, with the current inflation rate hovering around the 10 per-

cent level even today.

Our opposition to enactment of a tax cut at this time

arises from a deeply felt concern that such an action would serve

to worsen our inflationary psychology. If there is a widespread

expectation that spending power in the domestic economy is soon

to be pumped up by a major tax cut, this prospect will thwart thr
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tendency on the part of producers to reduce prices in the face of

weaker demand in a time of recession. Moreover, passage of a tax

cut this year would be widely interpreted as a signal that the

battle against inflation has been abandoned, or at least relegated

to a secondary position. This signal could have severe adverse

effects in our foreign exchange markets, as well as on decisions

of consumers to spend or to save.

It should be understood that the life insurance business

is not opposed to tax reduction as such, but rather is against

tax reductions at this time, in the present inflationary environ-

ment. We recognize clearly the genuine need to restructure our

tax system in a way that will encourage greater capital invest-

ment to modernize plant and equipment and to reverse the declining

trend of productivity. We further recognize that the effective

tax rate on individuals has increased because inflation has

pushed wage earners into higher tax brackets, without gains in

real purchasing power. However, correction of these problems

must be deferred until the time when w9 are moving toward a better

balance in the federal budget and inflation has subsided to more

tolerable levels.

Finally, we are concerned that the political pressures of

an election year do not provide the proper environment in which

tax revisions can be properly considered as to their long-term

validity and their consequences for broader economic objectives.

Let me now turn to a brief discussion of our views regarding

Social Security.
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Social Security Taxes Should Not Be Reduced

The life insurance business has supported the Social Secu-

rity program ever since the inception of this program in 1935.

We firmly believe that Social Security performs a vital and indis-

pensable function in providing income for retired or disabled

workers and for the survivors of deceased workers.

We therefore believe it is especially important that the

Social Security system function properly and be financed ade-

quately. Our long-standing position has been that the system

should be financed solely through payroll taxes paid by covered

workers and employers. Such payroll taxes enable covered workers

and employers to share the cost of the program in a responsible

fashion. Payroll taxes have the capability of producing the large

sums necessary to finance Social Security. Moreover, payroll taxes

have the virtue of being highly visible, which helps to maintain

the vital link between an employee's benefits and his contri-

butions.

We are concerned about proposals being made to provide a

tax cut through reducing Social Security payroll taxes and using

general revenues to finance a substantial part of the cost of the

Social Security system. Some of the proposals would do this

directly by providing for outright reductions in payroll taxes

from levels scheduled under present law and for the infusion of

general revenues into the Social Security system. Others would

produce the same result indirectly by granting an income tax credit

for Social Security tax payments--for example, by allowing tax-

payers to credit a specified percentage of their Social Security
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taxes aqainst their income taxes. Since such tax credits re-

imburse er.ch taxpayer precisely--dollar for dollar--for the spec-

ified portion of Social Security taxes, the Federal government

rather than the taxpayer pays the cost, and the net result is

the same as if Social Security taxes were reduced and the cor-

responding amount of Social Security costs were paid directly out

of general revenues.

We believe that the infusion of general revenues into

Social Security would be extremely undesirable, and we strongl"

recommend that the Congress reject the proposals to provide such

general revenue financing. The use of general revenues to finance

Social Security would weaken the link between Social Security

benefits and costs.

We realize, of course, that higher taxes are never popular

and that, at the present time, some taxpayers are reacting ad-

versely to the prospect of increased Social Security taxes. How-

ever, the Social Security tax increases imposed by the 1977 law-

are considerably smaller than is generally assumed. For example,

the $227 billion tax increase said to represent the additional

Social Security taxes imposed by the 1977 legislation over the

10 years following its adoption is, in the aggregate, only about

a 14 percent increase in the taxes that would have been paid

under prior law.

Moreover, while the Social Security taxes of individuals

with high earnings will generally be substantially increased under

the new law, the worker with average earnings, or even somewhat

above average earnings, will pay only about 6.5 percent more In

taxes over the next decade than under previous law.
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In the present setting of economic recession, a reduction

in SocLal Security tax burdens is being urged to stimulate the

economy. However, such proposals are inconsistent with the

historic role of Social Security as a separate, self-financed

program which concentrates on the objective of provding income

needed by the retired, the disabled, and the families of deceased

workers and which avoids extraneous considerations. Putting

aside the question of whether this is or is not the right time

to cut taxes, it would be wrong to reduce Social Security taxes

for counter-cycli il economic purposes. The purpose of these

taxes is to finance Social Security and any attempt to use them

to reduce economic fluctuations would interfere with this ob-

jective. In fact, adjusting Social Security taxes for counter-

cyclical economic purposes would be likely to reduce confidence

in the Social Security system since it involves reducing payroll

tax burdens at times when such reductions cannot be justified on

the bAsis of Social Security costs.

Perhaps most disturbing of all, a reduction in Social Secu-

rity tax burdens now, whether provided directly by reducing Social

Security taxes or indirectly through income tax credits, would be

widely construed as a sign that we are not willing to face up to

the hard issues involved in placing Social Security on a sound

financial footing. Social Security has financial problems which

have made it necessary for the Senate to pass legislation pro-

viding for a reallocation of tax rates between the OASI and DI

funds for 1980 and 1981. As the next step toward placing Social

Security on a sound financial basis, the payroll tax rates scheduled
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under present law for future years should be allowed to qo into

effect. This includes rejecting proposals which indirectly re-

duce Social Security tax burdens by providing income tax credits

for specified portions of Social Security tax payments.

Ez .!oyee Retirement Savings Contributions Should Be Deductible
For Tax Purposes

As an essential element in placing the Social Security

system on a long-range stable financial foundation, it is extremely

important to maintain a favorable environment for the growth of

pension plans and other private savings for retirement because

these savings will reduce the pressures for placing increased bur-

dens on Social Security. To this end, we urge that, when tax re-

duction legislation becomes appropriate, it include incentives for

increased employee retirement savings. As I previously mentioned,

such a savings incentive would have a double benefit to our

economy; it would significantly increase the retirement income

security program of this Nation and at the same time provide a

pool of long-term capital for investment in our economy.

Specifically, we urge adoption of an Employee Retirement

Savings Deduction program under which employee contributions to

qualified pension plans would be treated as tax deferred income up

to present Individual Retirement Account limits. In other words,

such employee pension plan contributions would be deductible for

federal income tax purposes when made, and retirement income flow-

inm from these contributions would be taxable when received. If

an employer does not elect to provide for employee contributions

to his qualified plan, then his employees would, under the proposal,

be permitted to make the tax deductible contributions to an IRA.
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There are several key features to the Employee Retirement

Savings Deduction which argue strongly for its inclusion in any

tax reduction program.

Increased Savings. Preliminary estimates for 1979 indicate

that personal savings by U. S. citizens as a percentage of dis-

posable income was only 4.5 percent, which is lower than the raze

in other major industrial countries. The evidence of the last

three decades is that an increase in pension fund savings--the

goal of the Employee Retirement Savings Deduction--will result in

a net increase in the total volume of individual savings rather

than a mere shifting of savings from one form to another.

Increased Capital Formation. Retirement savings are an

important source of long-term investment capital for the capital

goods so essential for a growing and dynamic economy. At present,

$363 billion in pension investments are at work in the Nation's

economy, helping to create jobs and improve productivity--the

Employee Retirement Savings Deduction would increase this pool of

capital. A broad segment of the economy would be aided as retire-

ment savings are managed and invested by all major financial in-

stitutions including life insurance companies, commercial banks,

mutual funds and savings and loans.

Reduced Pressures on Social Security. By stimulating

persons to save more for their retirement and encouraging employers

to establish qualified pension plans, the Employee Retirement

Savings Deduction will alleviate the escalating pressures on the

Social Security system. The pressures will otherwise become very
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burdensome on workers as the ratio of workers to retirees drops

in the future.

Efficient Tax Cut. By encouraging savings and thus con-

tributing to the capital resources of the Nation, the Employee

Retirement Savings Deduction would create less inflationary pres-

sures than would other types of individual tax cuts. Moreover,

the proposal will be of particular benefit to middle-income

workers where inflation and higher taxes have had a significant

impact; and where the potential for increased savings is sub-

stantial.

Broad Support. The Employee Retirement Savings Deduction

has the support of not only the life insurance business, but also

commercial banks, pension consultants, administrators and actuaries,

large and small employers, retired persons and others.

I would no.4 like to briefly discuss some of the details of

the proposed Employee Retirement Savings Deduction.

Limits Should Be Uniform andSimple. Under the program,

employees would be permitted to deduct their contributions to

qualified pension plans (or to an IRA where the plan does not pro-

vide for contributions) subject to the same limits that apply to

IRAs, e.g., 15 percent of compensation uo to a maximum annual de-

duction of $1,500. Present law grants no tax allowances for em-

ployee pension contributions to qualified plans.

Maximum Flexibiliyt Should Be Provided. The deduction would

be available, regardless of whether the employee contributions are

voluntary or mandatory under the plan. A dEduction for mandatory

65-969 0 - 80 - 54 (pt.3)
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contributions would make it feasible for many employers, especially

small ones, to establish plans they could not otherwise afford by

having their employees share in the costs of their retirement pro-

gram, or make it possible for them to improve benefits in situa-

tions where the employers would, themselves, be unable to pay the

full cost of the benefit improvement.

The Employee Retirement Savings Deduction Should Be Available

To All Employees. The deduction should not be phased out at a

specified income levil or completely denied to a specified grcup.

Such a phase-out or other limitation would impact hardest on middle

income employees, a group that should clearly be encouraged to

provide for their retirement. Moreover, if the decision to es-

tablish a plan is in the hands of an individual who would not

qualify for the incentive, one of the our.oses of allowing the

deduction would be lost on the very person who has the power to

establish a plan. In this regard, it is important to note that

tne raximur. annual tax s3vinas to anv one individual is only S750.

We have previously testified in favor of, and continue to

support, S. 557, a bill introduced by Senator Bentsen. However,

we believe it needs additional technical and mechanical provisions

which will insure its efficient operation. We would be happy to

work with the Committee and its staff in developing these provisions.

Conclusion

I appreciate having the opportunity to present the views of

the American Council of Life Insurance. I would like to m-phasize

again that in view of the continuing high rate of inflation, we
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oppose the enactment of a substantial reduction in income taxes at

this time, even if the effective date of such action is delayed

until next ytar. However, when a tax reduction bill becomes appro-

priate, I would also reiterate the importance of creating a favor-

able environment for additional retirement savings in order to

strengthen the Nation's retirement security, supply the capital

needed for a dynamic economy and reduce the pressures on the

Social Security system. The proposal I have just outlined would

make an important contribution toward these vital objectives.

Lastly, I would again stress our opposition to any reduction in

Social Security taxes, either directly or through a tax credit.

I would be happy to attempt to answer any questions the

Committee might have and to furnish any additional information

the Committee might desire.

Senator NELSON. We will recess for 10 minutes.
[Recess.]
Senator BRADLEY [presiding]. I understand we were in the middle

of this panel.
Given the parliamentary circumstances on the floor, there is

going to be fractured attendance here. So if you could be brief and
summarize your statements, they will be placed in the record in
full. Let's just go down the row.

STATEMENT OF RICHARD B. TAYLOR, ASSOCIATION OF
PRIVATE PENSION AND WELFARE PLANS

Mr. TAYLOR. Mr. Chairman, I am Richard B. Taylor. I am a
member of the board of directors of the Association of Private
Pension and Welfare Plans, and chairman of the Small Employer
Plans Committee. I am pleaed to have this opportunity to repre-
sent APP's views today to this committee on what we consider to
be one of the highest priorities in any tax cut proposal, and that is
a deduction for employee contributions for retirement savings to
company-sponsored plans.

Our association feels strongly that people will save if they can
achieve a goal. The savings goal which is clearly understood by the
people of this country is the need to save for their retirement
security.

A study conducted by Johnson & Higgins leaves no doubt about
the concern of our citizens. Pension plans are high on their list of
priorities. Today our older citizens would advise younger people to
commence retirement planning early, and save for retirement, and
urge that they seek employers who have pension plans.

The survey shows that our fellow citizens are concerned about
inflation impact on retirement. Most significantly, over two-thirds
of those interviewed would be willing to contribute to a plan if
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such contributions would increase the benefits, and they would
receive a tax deduction.

This study also demonstrates that there are grave doubts among
many people that the Social Security system will provide the bene-
fits currently promised. The vast majority of those interviewed
favored a retirement system outside of Social Security.

With these attitudes, and the record of the private pension
sector, we believe that the creation of capital will occur more
rapidly, grow larger, encompass more economic segments of our
population, accomplish more societal goals and produce an everex-
panding capital source, if this committee recognizes the retirement
aspirations and expectations of our people by providing for a deduc-
tion for retirement savings.

Today, the private retirement system covers approximately one-
half of the Nation's work force. Each year, contributions to the
system have exceeded disbursements. This creates an everexpand-
ing pool of capital. According to a 1977 report by the SEC, the total
private pension assets of insured and noninsured plans have grown
dramatically.

The updated data demonstrates as of 1978 that there are $320
billion in assets held by pension plans of private employers. It
constitutes the Nation's largest institutional pool of long-term capi-
tal for industry and commerce.

The private pension system provides the single most important
and reliable mechanism for the growth of savings available for
long-term investment because of the long-term nature of pension
plans. We need to expand this essential capital pool by covering
employees currently participating in the private retirement system
and encourage the improvement of their coverage.

Your committee can provide the means to accomplish this by
permitting active partipants in qualified plans to make tax deduct-
ible contribution to the plans or to IRA's. This necessary but miss-
ing element is acceptable to the citizens of our country, as shown
in the Johnson & Higgins report.

The essential concept is also acceptable to Congress. The House
of Representatives in 1976 passed a provision which would allow
deductible contributions as part of that Tax Reform Act. The
Senate also voted to adopt the concept in the Revenue Act in 1978.
Numerous bills are pending now in the Congress on this very
subject.

This concept has been studied for several years, and has been
endorsed by numerous organizations, including the U.S. Chamber
of Commerce, the ERISA Industry Committee, American Council of
Life Insurance, American Society of Pension Actuaries, American
Association of Life Underwriters, American Association of Retired
Persons, the National Automobile Dealers Association, the Invest-
ment Company Institute, and many other companies and organiza-
tions.

In designing a tax proposal to create an incentive for retirement
savings, we suggest the following items be included:

The deduction should be simple, equitable, easily administerable;
There should be no discrimination standards because qualified

plans properly must meet such standards;
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Employee contributions should be treated the same as employee
voluntary, and a tax credit for retirement savings should at most
be an alternative to the limited deduction;

The employer must be permitted to decide whether to accept the
contribution, and the amount deductible should be the same as
that for IRA's.

In summary, we pointed out a number of reasons why we sup-
port legislation. We believe the present bills pending before Con-
gress, particularly S.557 of Senator Bentsen, incorporate the proper
policy to achieve the goals. We also support many of the aspects of

nator Dole's bill, S.75. We believe that these bills could be com-
bined, and we would bc happy to provide assistance in doing that.

Adoption of such a bill by the committee will, among other
things, encourage the development of new plans, and increase the
capital base.

Will be happy to answer any questions you mght have.
Senator BRADLEY. Thank you very much.
[The prepared statement of Mr. Taylor follows:]

STATEMENT OF THE ASSOCIATION OF PRIVATE PENSION AND WELFARE PLANS, INC.

SUMMARY

One of the highest priorities in any tax cut proposal should be a deduction for
employee retirement savings.

Such a deduction is consistent with the desire of most employees to save for their
retirement security.

Moreover, contributions for retirement savings will enhance the Nation's pool of
long-term capital for industry and commerce.

The deduction for retirement sa is desired by the public and has been
embraced by many organizations and other groups.

Congress has previously considered and accepted a deduction for employee contri-
butions.

Our Association strongly urges the adoption of a provision permitting deductible
employee contributions which is single, equitable andeasily administrable.

STATEMENT

Mr. Chairman and members of the committee, my name is Richard B. Taylor. I
am a member of the Board of Directors of the Association of Private Pension and
Welfare Plans and serve as the Chairman of the Committee on Small Employer
Plans.

The Association of Private Pension and Welfare Plans is a non-profit organization
which was founded in 1967. The Association's approximately 600 members represent
the full spectrum of employers, unions, plan sponsors and professionals involved
with the maintenance and continued well-being of every type of private pension or
welfare plan being maintained in America today. Our nationwide membership
includes employers, unions, accounting firms, attorneys, banks, insurance compa-
nies, investment firms and counselors, and pension and welfare plan administrators
and consultants.

I am pleased to have this opportunity to appear before you today to present
APPWP's views on what the Association believes should be one of the highest
priorities in any tax cut proposal-a deduction for employee retirement savings.

Our Association feels strongly that people will save if they can achieve a goal.
The savings goal which is clearly understood by the people of this country is the
need to save for their retirement security.

A study, commissioned in 1979 by Johnson & Higgins and conducted by Louis
Harris and Associates, leaves no doubt about the concern of our citizens. Pension
plans are high on their list of priorities. Today our older citizens would advise the
younger people to commence retirement planning early, save for retirement and
urge that they seek employers with a good pension plan. The survey shows that our
fellow citizens are concerned about inflation's impact on their retirement. Most
significantly, over two-thirds of those interviewed would be willing to contribute to a
pension plan if such contributions would increase their benefits. This study also
demonstrates there are grave doubts that the social security system will provide the
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benefits currently promised. A vast majority of those interviewed favored a retire-
ment system outside of Social Security.

With these attitudes and the record of the private pension sector we believe that
the creation of capital will occur more rapidly, grow larger, encompass more eco-
nomic segments of our population, accomplish more societal goals and produce an
ever-expanding capital source, if this Committee recognizes the retirement aspira-
tions and expectations of our people by providing for a deduction for retirement

Today, the private retirement system covers approximately one-half of the Na-
tion's work force. Each year, contributions to the system have exceeded disburse-
ments. This creates an ever expandin# pool of capital. According to a 1977 report of
the Securities and Exchange Commission the total private pension assets (both
insured and non-insured) have grown dramatically.

The up-dated data demonstrates that $320 billion in assets are held by pension
plans of private employers at the end of 1978 and this constitutes the nation's

est institutional pool of long-term capital for industry and commerce.
e private pension system provided the single most important and reliable

mechanism for the growth of savings available for long-term investment because of
the long-term nature of pension plans. We need to expand this essential capital pool
by covering employees currently participating in the private retirement system and
encourage the improvement of their coverage. Your Committee can provide the
means to accomplish this by permitting active participants in qualified retirement
plans to make tax deductible contributions to employer sponsored plans or IRAs.
This necessary, but missing, element is acceptable to the citizens of our country as
shown in the Johnson & Higgin Report. The essential concept is also acceptable to
Congress and its members. he House of Representatives passed a provision which
permitted deductible contributions in the Tax Reform Act of 1976. The Senate also
voted to adopt the concept in the Revenue Act of 1978. Numerous bills are now
pending in this Congress which would give a deduction to the employee for his
contributions toward his retirement savings. This is the concept that has been
studied for several years. It has been endorsed by numerous organizations, including
the U.S. Chamber of Commerce, ERISA Industry Committee (ERIC), American
Council of Life Insurance, American Society of Pension Actuaries, American Associ-
ation of Life Underwriters, American Association of Retired Persons, the National
Automobile Dealers Association, the Investment Company Institute, and many
other companies and organizations and as noted previously has in different Con-
gresses been adopted by both the Senate and the House.

The need for such legislation is basic and its justification simple. As shown by the
statistics on current private retirement plans, the system works. However, stronger
and better pension programs can be provided if the employee and employer partici-
pate together to fund the benefit. As the cost of pensions continue to escalate, it
becomes ever clearer that the employee's retirement security must depend on a
cooperative effort of the employer, the employee and the Government.

In this regard it is interesting to note the factors which decide whether a particu-
lar dollar of compensation will be devoted to pensions, immediate wages or some
other alternative. It is important ot understand that the choice of providing pen-
sions or the amount thereof is not exclusively an employer's decision. Quite often
the amount devoted to pensions is left strictly to the employees (perhaps through
their union).

In determining how resources are allocated whether for pensions or current
compensation, one employee's motives will be different than his fellow employee.
The older employee will be concerned about his retirement security, but the
younger employee will want a larger portion of the employer's compensation costs
allocated to immediate cash payments which are available for the needs of his
young and growing family. If the employees must collectively determine to allocate
the proposed wage increase either to current compensation or the pension plan,
then either the young or older employee is going to be disadvantaged. However, the
contributory pension plan can accommodate these different needs by permitting the
employee to vary his contributions-to contribute a lesser amount in his early years
and more as he grows older.

In reality, the only distinctions between the contributory and non-contr.butory
plans are the immediate tax effect and the fact that in some contributory plans
employees have a degree of choice (precluded by IRS rules from being discriminato-
ry in favor of the highly paid) as to how much of their income to alocate to their
future retirement.

Recognizing that the importance of pension benefits to a particular individual
varies through his lifetime and may conflict with individual desires of his fellow
employees, the tax considerations relative to funding should be neutral. The Presi-
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dent's Commission on Pension Policy in its Interim Report, recognized that the tax
treatment of employee and employer contributions to pension plans and earnings
should be the same. At the present time, however, this is not the case, because
employer contributions are made on a pre-tax basis for the employee while employ-
ee contributions must be made on an after-tax basis. In fact, the recent changes in
the law such as the introduction of the IRA, although good in themselves, have had
adverse effects on pension coverage because individuals who are not covered by
employer sponsored plans are given the opportunity to adopt an individual retire-
ment account (IRA), on a pre-tax basis. The effects of this change have been: (1) to
encourage employees to cease participation in contributory qualified pension plans;
(2) to attract employees to IRAs for the benefit of an immediate available tax
deduction, but resulting in the employee's loss of: (a) vesting in the employer funded
portion; (b) disability and life insurance benefits provided in the pension plan; (c)
participation in any future grants of additional retirement credit for prior years of
plan participation; and (3) to threaten the qualification and loss of the benefits of
the qualified plan to employees participating therein, thereby accelerating their
taxation and essentially defeating their retirement expectations.

The main purpose of the foregoing has been to point out the conflicts fellow
employees experience in allocating the comp.nsatory dollar, the important role
employee contributions to pension plans can play, and the problem created by the
current tax discrimination against them. Elimination of that discrimination would
encourage further use of this valuable benefit structuring tool.

While the current tax law has produced factors negative to the further develop-
ment and maintenance of qualified plans, perhaps even more important is the
financial impact of inflation in escalating the costs of pensions. For instance, if an
employer instituted a fmal pay plan expecting 3 percent inflation and the economy
experienced 7 percent, the original costs the employer expected would increase 159
percent in a final pay plan. If he had instituted even a career average plan, his
expected cost would have increased by 73 percent.

Can the employer bear the entire cost of a final pay plan? The answer to that
question will vary with employers. Some already do. For others, it would be rman-aiy impossible particularly the majority of small employers. However, the number
who would undertake final pay plans would increase significantly if the employees
also contributed to fund the pension benefits.

For example, assume a 40 year-old individual initially making $15,000 works until
retirement in 25 years. His salary increases follow the assumed inflation. His
pension is 2 percent of pay for each particular year of service in the career average
plan and 2 percent of final pay for each year of service in the final pay plan. His
annual pension at different assumed inflation rates would be:d

rww noe

3 percet 6 percent 7 percn

Ca average plan ..................................................................................................................... $10,938 $16,459 $18,975
Final pay p n ............................................................................................................................. 15,7 03 3 2,189 40,706

Upon retirement the individual would be making approximately $71,000 if infla-
tion had been 7 percent. The final pay plan would provide 57.3 percent of pre-
retirement income as opposed to only 26.7 percent for the career average plan.

Employers, however, are hard pressed to adopt final average pay plans or improve
such plans because of the recent years of heavy inflation. One way to encourage
adoption of this type of plan or to provide for additional benefits in these plans
would be to allow for contributory supplements by employees. Such supplements
would, of course, be much more practical if employee contributions could be made
on a tax-deferred basis. By providing this attraction, Congress would be encouraging
the growth of the private pensin system and thereby alleviating some of the
pressure on public pension programs (Social Security in particular).

It should also be stressed at this point that the kind of supplementation we are
referring to here does not imply that the cost of existing benefits would be shifted
back to employees. What we mean here by supplements are provisions to allow
employees to increase their existing retirement package without foregoing other
employer planned compensation increases. In many cases, such supplementation
would be voluntary, thus allowing the employees most desirous of and in need of
additional pension benefits to elect to purchase them.
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Another interesting and important feature of the employee purchased portion of a
pension plan is that under ERISA rules these benefits are fully and immediately
vested in the employee. If the employee accounts were made totally tax deductible,
these accounts could be rolled over into an IRA or a successor employer's plan upon
an employee's termination, thus providing a totally portable pension.

Thus the frequent complaints relative to vesting would be minimized. If an
employee expected that he would frequently rotate jobs he could emphasize his own
deductible contributions for retirement purposes and the employer could still pro-
vide adquate pensions for his long-term employees by p roper structuring of the
pension plan. Deductibility of employee contributions would help resolve te conflict
between the short-term employees desire for immediate compensation and the long-
term employees desire to maximize retirement income.

In designing the tax proposal to create the incentive for retirement savings we
suggest that the following items be included:

(i) The deduction should be simple, equitable and easily administrable.
(ii) There should be no discrimination standards because qualified plans presently

must meet such standards.
(iii) Employee mandatory contributions should be treated the same as employee

voluntary contributions.
(iv) A tax credit for retirement savings should, at most, be an alternative to the

limited deduction. The primary problem with a tax credit is the complexity of
taxing distributions.

(v) The employer must be permitted to decide whether to accept employee contri-
butions.

(vi) The amount deductible should be the same as the limits for individual retire-
ment accounts.

In summary, we have pointed out a number of reasons why we support legislation
to end tax discrimination against employee contributions to pension plans. We
believe of the present bills pending before Congress, that S. 557, which was intro-
duced by Senator Bentsen, incorporates the proper policy to achieve our goals.
Furthermore, we also support many of the aspects of the bill introduced by Senator
Dole (S. 75). We believe that these bills may be combined and we would be happy to
provide assistance in this regard. Adoption of such a bill by the Committee will,
among other things, encourage the development of new qualified plans which is
necessary to the health of the private pension system.

Senator BRADLEY. The next witness.

STATEMENT OF JERRY I. OPPENHEIMER, ERISA INDUSTRY
COMMITTEE

Mr. OPPENHEIMER. Mr. Chairman, I am Jerry L. Oppenheimer, a
member of the law firm of Mayer, Brown & Platt, here in Washing-
ton. I am pleased to appear today on behalf of the ERISA Industry
Committee, whose 100 members include half the Nation's 50 larg-
est industrial companies, and represent a broad cross section of the
Nation's largest retailers, utilities, banks, and insurers.

As the two previous witnesses have suggested, and I am sure you
well know, Mr. Chairman, under existing law, if an employee is
covered by a qualified retirement plan, he cannot contribute to an
IRA, and no employee contributions to a qualified plan are deduct-
ible. ERIC strongly urges that any tax reduction allow employees
to deduct retirement savings contributions to qualified plans or to
IRA's.

Deductible retirement savings contributions would enhance capi-
tal formation, increase employees' retirement security, foster the
growth and improvement of private plans, encourage self-reliance
through private savings, and relieve pressure on social security.

We believe that by encouraging longer term individual savings
this proposal would be less inflationary than other proposed forms
of individual tax reduction. In addition, unlike other propos. to
encourage capital formation, the amounts deducted plus all invest-
ment income earned on them would be taxed when distributed.
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Hence the Treasury will be compensated for the present drop in
tax receipts by larger collections in later years, without regard to
the favorable economic effects of adding to the country's capital
base. In the long run, therefore, this proposal is not a true tax cut,
but a deferral of the time of tax collection.

Mr. Taylor, the prior witness, has reminded the committee that a
similar proposal was passed by the Senate in 1978, and that a more
restricted proposal was passed by the House in 1976. Neither was
enacted, principally because of the then anticipated short-term
revenue consequences. But if there is now to be tax reduction, we
believe it should include deductions for retirement savings contri-
butions.

Of the many bills now pending, we prefer Senator Bentsen's
proposal, S. 557. It would encourage the broadest possible participa-
tion by private sector employees and employers. We believe that it
would be the simplest to administer and would avoid the unneces-
sary costly and counterproductive complexity unfortunately pre-
sented by some of the other proposals.

We note with satisfaction that Senator Dole's bill, which was
cosponsored by Senator Nelson, S. 75, is appropriately more de-
tailed than the Bentsen proposal, but is very similar in concept. It
does, however, in our view contain some features which we think
are undesirable.

We would really like to see the best of these two bills combined,
and obviously we would be pleased to have an opportunity to assist
in that regard.

The Bentsen proposal would allow an employee in a qualified
Ul,~n to deduct the same amount that can be contributed to an IRA.

niform limits would be simplest for the public to comprehend and
easiest for the Internal Revenue Service to administer. For exam-
ple, the service would not have to question whether persons who
claim a deduction participate in qualified plans, or in IRA's to
which different limits may apply.

Uniform limits would also avoid problems for persons who are
covered under a qualified plan for only part of a year. If different
limits were adopted, refunds and adjustments of previous contribu-
tions might have to be made. Ready comprehension by employees
is, of course, an important aspect of any voluntary contribution
program.

Unfortunately, Senator Dole's bill would limit deductions to a
lesser amount than that applicable to IRA's, thus it would fail to
provide the very desirable simplicity which flows from uniform
imitations. I must also note that, unfortunately, Senator Dole's bill

would impose additional discrimination tests which we strongly
believe are unnecessary, costly, and perhaps most importantly,
counterproductive.

Our detailed reasons for opposing those tests were presented in
April 3, 1979, testimony before Senator Bentsen's subcommittee,
and I will not take the committee's time to repeat those arguments
today.

Let me also note with strong approval that neither of these bills
would require an employer to do anything. This is very important.
Some employers will not wish to assume the responsibility for
administering or investing employee contributions. Although we
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expect that many employers would decide to accommodate deduct-
ible employee contributions in their plans, this would not be neces-
sary, and the employee would always have the option to contribute
to his own IRA. We believe this flexibility is important and appro-
priate.

Senator BRADLE. Excuse me, Mr. Oppenheimer, we have to be
fairly rigid here, and we must move on.

[Te prepared statement of Mr. Oppenheimer follows:]

STATEMENT OF JERRY L. OPPENHEIMER ON BEMALF OF THE ERISA INDUSTRY
CoMMrrrEE
SUMMARY

Any tax cut legislation should allow workers to make deductible contributions for
retirement savings to Individual Retirement Accounts (IRAs) or, if the individual
participates in a qualified retirement plan that accepts deductible contributions, to
that plan.

By deferring tax, deductible retirement savings contributions would foster capital
formation, enhance retirement security, encourage self-reliance through long-term
personal savings, and relieve pressures on Social Security.

By encouraging individuals to save, deductible retirement savings contributions
would be less inflationary than other individual tax cut proposals that would
significantly add to funds available for current consumption.

By deferring tax rather than forgiving tax on contributions, and by taxing ulti-
mately all investment income derived from deductible retirement savings contribu-
tions, the principal effect would be less tax now and more tax later, with little long-
term revenue effect, without regard to the stinaulative effect on the economy.

By being optional, deductible retirement savings contributions would not force
burdens on employers or employees.

By being consistent with the IRA limits on deductions, deductible- retirement
savings contributions would be simple to understand and to administer.

Mr. Chairman, I am Jerry L. Oppenheimer, a member of the law firm of Mayer,
Brown & Platt, here in Washington. I appear today on behalf of The ERISA
Industry Committee (ERIC). ERIC s some 100 members include half of the nations'
fifty largest industrial companies and represent a broad cross-section of the nation's
largest retailers, utilities, banks and insurers. Participants in pension plans spon-
sored by ERIC members represent about 20 percent of all participants in private
pension plans.

As you well know, Mr. Chairman, under existing law, if an employee is covered by
a qualified pension plan, he cannot contribute to an IRA, and no employee contribu-
tions to a qualified plan are deductible. ERIC strongly urges that any tax reduction
allow employees to deduct retirement savings contributions to qualified plans or to
IRAs.

Deductible retirement savings contributions would enhance capital formation,
increase employees' retirement security, foster the growth and improvement of
private plans, encourage self-reliance through private savings, and relieve pressure
on Social Security.

We believe that, by encouraging longer-term individual savings, this proposal
would be less inflationary than other proposed forms of individual tax reduction. In
addition, unlike other proposals to encourage capital formation, the amounts de-
ducted, plus all investment income earned on them, would be taxed when distribut-
ed. Hence, the Treasury will be compensated for the present drop in tax receipts by
larger collections in later years, without regard to economic considerations of the
favorable effects of adding to the country's capital base. In the long run, therefore,
this measure is not a true tax cut but a deferral of the time of tax collection.

Mr. Chairman, you will remember that a similar proposal was passed by the
Senate in 1978 and that a more restrictive proposal was passed by the House in
1976. Neither was enacted, principally because of the anticipated short-term reve-
nue cost. If there is to be tax reduction, we believe it should include deductions for
retirement savings contributions.

Employees and employers-large and small--support the concept. It is supported
by a broad group which includes small businesses, large employers, banks, retired
persons, insurance companies, automobile dealers, retailers, manufacturers, and
pension consultants, administrators and actuaries.

Personal savings are disturbingly low, whether judged by historical American
levels or by current levels in other industrialized countries. this is particularly so
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among 'siddle-income Americans who are hard pressed by high inflation, higher
Social Security taxes, and higher taxation due to "bracket-creep". By deferring
taxes, this proposal would encourage employees to save for longer periods and to
help themselves to provide a more secure retirement.

Of the several bills now pending, we prefer Senator Bentsen's proposal (S. 557). It
would encourage the broadest possible participation by private sector employees and
employers, would be the simplest to administer, and would avoid the unnecessary,
costly, and counterproductive complexity unfortunately presented by some of the
other proposals. We note with satisfaction that Senator Dole's bill (S. 75) is appro-
priately more detailed and is very similar in concept, but it contains some undesira-
ble features. We would like to see the best of the two bills combined and would be
pleased to have the opportunity to assist in this regard.

Senator Bentsen's bill wouldallow an employee in a qualified plan to deduct the
same amount that can be contributed to an IRA. Uniform limits would be simplest
for the public to comprehend and easiest for the Internal Revenue Service to
administer. For example, the Service would not have to question whether persons
who claim a deduction participate in qualified plans or in IRAs to which different
limits may apply.

Uniform limits would also avoid problems for persons who are covered under a
qualified plan for only part of a year. If different limits were adopted, refunds and
adjustments of previous contributions might have to be made. Ready comprehension
by employees is, of course, an important aspect of any voluntary contributory
program. Unfortunately, Senator Dole's bill would limit deductions to a lesser
amount than that applicable to IRAs; thus, it would fail to provide the very
desirable simplicity which flows from uniform limitations.

We note with approval that Senator Bentsen's bill would cover all workers,
including self-employed individuals. A major criticism of the current tax treatment
of private plans is the different treatment of the self-employed. Covering the broad-
est possible range of individuals avoids any increased disparity and should result in
greater capital formation and savings.

It is also appropriate that both bills would permit deductions for employee contri-
butions that are mandatory under a qualified plan. This will assist in both the
creation of new plans and the improvement of inadequate benefits in existing plans.

Mr. Chairman, I must also note that, unfortunately, Senator Dole's bill would
impose additional discrimination tests which ERIC believes are unnecessary, costly,
and counterproductive. ERIC's detailed reasons for opposing these tests were pre-
sented in its April 3, 1979, testimony before the Subcommittee on Private Pension
Plans and Employee Fringe Benefits, and I will not take the Committee's time to
repeat them here.

Let me also note with strong approval that neither Senator Bentsen's bill nor
senator Dole's would require an employer to do anything. Some employers will not
vish to assume the responsibility of administering or investing employee contribu-
tions. Although we expect that many employers would decide to accommodate
deductible employee contributions in their plans, this would not be necessary, and
the employee would always have the option to contribute to his own IRA. We
believe this flexibility is important and appropriate.

Similarly, in order to achieve maximum voluntary participation, it is important to
keep the system as simple as possible and administrative burdens at a minimum.
Accordingly, we antiticpate that the legislation would contemplate very simple
reports by employers and employees.

I will be happy to try to answer any questions you may have.

Senator BRADLY. We will go to the next witness. In case you do
not know, you have 5 minutes to present your statement.

STATEMENT OF RONALD BEAN, PRESIDENT, COUNCIL OF
POLLUTION CONTROL FINANCING AGENCIES

Mr. BEAN. I am Ronald Bean, president of the Council of Pollu-
tion Control Financing Agencies, and director of the Illinois Envi-
ronmental Facilities Financing Authority. With me here today is
H. Lawrence Fox, who is a member of the council's board of direc-
tors.

M t tod iy concerns the failure of the Department of
the Teasury to im' !ement the provisions of section 103(bX4) of the
Internal Revenue Code which provides for taxes on bonds issued to
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finance pollution control facilities. Restrictive policies and the re-
sulting IRS regulations have severely crippled the usefulness of
what our member agencies feel is an important element in any
present day economic development efforts in this age of increased
environmental consciousness.

Because our appeals to the Treasury have failed to produce any
response, we turn to the Congress to reassert its original intent.
We think that this can be done by technical amendments which
adopt provisions already elsewhere in the law.

First let me discuss what we call the realized pollution test,
whereby the Treasury, in its proposed regulations, fails to recog-
nize the eligibility of equipment which can prevent pollution, in-
stead of merely controlling it. The Treasury thus skewers invest-
ment decisions toward the end of the pipe control and away from
preventative measures for process changes, even when these are
the remedies prescribed by environmental regulatory agencies.

The most important single effect of this policy is to deny eligibil-
ity to coal-washing facilities. While a precipitator to capture sulfur
dioxide as it leaves the smokestack is eligible, the more sophisticat-
ed approach of prior removal of sulfur from coal is not eligible.

In Ohio, where a statewide coal-washing proposal is being consid-
ered, the ineligibility of this form of pretreatment is a serious
barrier to small producers or consumers of coal. Increasingly, pre-
treatment and process change are the more environmentally sound
alternatives, while public policy provides disincentives for them
due to the restrictive implementation of the law.

The council urges the Congress to make clear in the law that
facilities for air and water pollution control mean facilities for
prevention as well as the black boxes at the end of the pipe.

From a public policy point of view, the question of hazardous
waste is the most pressing and most frightening issue. We are
about to find out that facilities simply do not exist to adequately
store and treat the volume of toxic and hazardous materials which
until now have been quietly hidden in the "Love Canals," or "Val-
leys of the Drums."

Yet the Treasury refuses to recognize that the latest amendment
to the Solid Waste Disposal Act passed in 1976 added an entire title
to deal with hazardous waste. Instead, their definition of a solid
waste facility cleaves to the previous act, and disqualifies liquid,
semisolid, and other toxic wastes which the 1976 act was meant to
encompass.

The council urges the Congress to make clear in the law that
solid waste facilities are facilities for the collection, storage, trans-
portation, treatment, et cetera, of solid waste as defined in the
current law. The exclusion of hazardous waste and other restric-
tions has already thrown up major barriers to implementation of
State or metropolitan areawide plans for handling such waste.

In conclusion, I wish to emphasize a most important characteris-
tic of this provision for tax exemption of pollution control financ-
ing, which is the proportionately greater advantage to smaller
businesses.

Industries without access to capital at the prime, and hard
pressed to meet the goals of the ambitious national environmental
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agenda, are going to find that this provision makes the difference
between staying in business, and closing up shop.

Public authorities trying to establish regional treatment facilities
face their own stumbling through Treasury's unwillingness to
permit financing of intermediary equipment such as the pipes to
transport waste water to the public treatment facility, or special
vehicles for hazardous waste transportation.

The Environmental Protection Agency has recognized these same
problems, and last September EPA sent a detailed critique of
Treasury regulations to the Commissioner of the IRS. A copy of
this accompanies our written statement. To date he has not an-
swered back.

Compared to the hundreds of millions under the oil backout bill
targeted to pollution control for a handful of firms, or compared to
the billions being spent for municipal waste water treatment, this
incentive is powerful, efficient, and cost effective.

We urge the committee to assure that in the future the intent of
the Congress is reflected in the administration of this provision, so
that it may equally apply to the full range of relevant pollution
control needs.

Thank you.
Senator NELSON. Thank you very much.
[The prepared statement of Mr. Bean follows:]
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Summary

1. Sections 103(b)(4)(E) and (F) of the Internal Revenue Code
provide the only meaningful tax incentive in the Code for the
acquisition of solid waste disposal or air or water pollution
control facilities. Unfortunately the availability of tax
exempt financing is restricted under proposed Treasury regula-
tions which, notwithstanding EPA's objections, define pollution
control facilities as only those devices that operate at the
end of the production process. The rule is that any system
that eliminates the creation of pollution is not for air or
water pollution control. This "realized pollution" test dis-
regards the fact that state or local governmental units and
corporate citizens are designing nonproductive pollution con-
trol facilities pursuant to EPA mandate and modern technology.
Further the regulations are contrary to the standards required
for treating hazardous waste under RCRA.

2. The Council of Pollution Control Financing Agencies, as
well as EPA, has concluded that the Service's interpretations
are counter productive to the nation's environmental and energy
policies. Since Treasury and the Service have ignored cll
requests for change, Congress must enact technical amendments
to Section 103(b) that will insure tax exempt financing for
companies and local government units which acquire pollution
control and/or solid waste disposal facilities.

3. Since 1970, governmental units and corporations, in an
effort to support the nation's environmental and energy goals
have spent billions of dollars for air and water pollution con-
trol and the treatment of solid wastes. These expenses will
continue into the 1980's, particularly because of the treatment
of hazardous wastes required under RCRA.

4. Since the Treasury regulations do not recognize the
treatment of hazardous waste as being for the control of air or
water pollution or solid waste, such expenditures are denied,
arbitrarily, -he benefits of tax exempt financing. Further,
since all potential polluters are adopting technology for elim-
inating pollution rather than designing facilities that operate
on pollutants at the end of a pipe, they are precluded from
fully utilizing Section 103(b)(4)(F). This denial is unfair --
the tax incentive already exists -- and adds to the cost!.y bur-
den of acquiring nonproductive assets.

5. The proposed regulations penalize governmental units and
corporations for being -nod citizens.
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6. Congress should enact technical amendments to Sections
103(b)(4)(E) and (F) to guarantee that those who comply with
the nation's environmental and energy standards will obtain the
existing statutory tax incentives.

Introduction

The Council of Pollution Control Financing Agencies is a
Section 501(c)(3) organization devoted toward the education of
the public through an annual symposium, workshop programs and
publications of the nation's environmental standards including
analyses of regulatory actions. Its voting members are state
or local government agencies charged with aiding either state
or local government units or companies in financing their envi-
ronmental compliance programs. Attached hereto as Exhibit A is
a more complete description of the Council.

Its non-voting members consist of public members such as
investment bankers, law firms and companies. This broad based
membership has allowed the Council to establish a liaison with
officials with policy responsibilities affecting pollution con-
trol financing at the Environmental Protection Agency, Council
on Environmental Quality, Treasury Department, Securities and
Exchange Commission, and Small Business Administration.

The combination of Council policy and membership affords
the Council a unique position within our system. It is from
this broad base of experience that the Council has learned of a
serious problem relating to pollution control financing caused
by the Internal Revenue Service and proposed Treasury
Regulations. Further, the Council believes the harmful effects
of the regulations will be exacerbated by reason of the need
for compliance under RCRA. Accordingly, the Council appears
before this Committee to suggest that it act immediately to
clarify Sections 103(b)(4}(E) and (F) as discussed below. Since
the Service and Treasury have ignored both EPA and the
Council's comments that the regulations are contrary to
Congressional intent, inconsistent with national environmental
and energy policies and detrimental to both state and local
governmental agencies charged with financing environmental pro-
tection systems and companies efforts to finance nonproductive
facilities, Congress must intervene.
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Present Law

Industrial development bonds, i.e., bonds defined in

Section 103(b) of the Code as being issued by or on behalf of

states or their political subdivisions for the benefit of

private businesses, generally do not bear tax exempt interest

under Section 203(a). However, where the proceeds of the bonds

will be used for certain "exempt activities (e..j., air or

water pollution control facilities, solid waste disposal facil-

ities, etc.) the bonds will bear tax exempt interest.

Realized Pollution Test

The Treasury and the Internal Revenue Service have promul-

gated and proposed various definitions of the types of facil-

ities that may be regarded as being pollution control and solid

waste disposal facilities. Many of these rules so narrowly

restrict the types of facilities qualifying for tax exempt bond

financing that they are contrary to the underlying statute and

to some of the policies of the EPA.

In particular, Proposed Reg.SSI.103-8(g)(2)(ii), (iii) and

(iv) adopt a "realized pollution' test. This test holds that

facilities which prevent pollution are not for the control of

pollution. Thus only "end of pipe devices' qualify for tax

exempt financing. Excluded by the regulatory definition of air

65-969 0 - 80 - 55 (pt.3)
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or water pollution control are such facilities, even if

acquired pursuant to EPA mandate under the Clean Air Act, the

Federal Water Pollution Control Act, or RCRA, that treat hazar-

dous waste, eliminate the creation of a pollutant through

process changes, control a "nuisance', or are used "tradi-

tionally or customarily' by an industry. This interpretation

belies Congressional intent and is at odds with the modern

methods of pollution control which are being developed by

industry in cooperation with the EPA.

The exceptions permitting tax exempt financing of pollu-

tion control and solid waste disposal facilities were enacted

in 1968 to continue a tax incentive for installing them. Such

equipment is frequently placed in service because public policy

demands that the environment be protected even though this may

require investment that either is unprofitable for a producer

or involves a high degree of financial risK. These provisions

have been administered by the Internal Revenue Service since

its enactment. The Service's failure to recognize these facts

is philosophically unfair an3 st3tutorily i4%toper.

Gross Savings Test

Assuming the facility meets the so-called "realized pollu-

tion test", the position Af the internal Revonue Service is

that the allowable amount of financing for a pollution control
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facility is its cost reduced by the value of any recovered

useful by-product, or the value of any form of "gross' economic

benefit to the manufacturer.

Proposed Reg 51.103-8(g)(3) guarantees a reduction in al-

lowable financing even where off-setting costs of operation

associated with a pollution control devise equal or exceed the

alleged benefits. This formula is inconsistent with EPA

guidelines, contrary to standard accounting methods, and

legally arbitrary.

Hazardous Waste

As stated earlier, facilities which treat hazardous wastes

fail to meet the realized pollution test and accordingly do not

qualify as an air or waste pollution control facility under

Secticn 103(b)(4)(F). Even if such devises are acquired pursu-

ant to the Solid Waste Disposal Act, the Treasury regulations

deny tax exempt financing under Section 103(b)(4)(E).

In the case of the exemption for solid waste disposal

facilities, the term "solid waste* has been administratively

defined to mean solid waste within the meaning of the Solid

Waste Disposal Act as it existed in 1968, despite the fact that

the Act has been amended to modernize the government's response

to the problem of solid waste disposal.
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Solid waste disposal facilities under Section 103

reflect changing environmental policy. Thus, for example, the

bill should include hazardous waste within the definition of

solid waste.

Conclusion

The Council of Pollution Control Financing Agencies, as

well as many taxpayers, and the EPA have advised the Treasury

and Internal Revenue Service that its regulations are legally

arbitrary and inconsistent with the Nation's environmental and

energy goals. Since these comments have not been repudiated

i.e., they have been totally ignored, Congress must amend

Sections 103(b)(4)(E) & (F) to guarantee that environmental

judgments can be made by those entities capable of ascertaining

most intelligent environmental policy without prejudicing

governmental units or companies tax rights.

Exhibits

Attached, for the record, is a copy of the detailed sub-

missions to the Treasury as Exhibit B and Exhibit C is a memo-

randum more fully explaining the problems discussed herein con-

cerning hazardous waste.
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EXHIBIT A

COUNCIL OF
n POLLUTION CONTROL FINANCING AGENCIES

The Council is a national non-profit organization of state and local
public agencies which issue pollution control revenue bonds and provide
economic assistance to industry for financing pollution abatement
facilities. It was formed in 1978, with the following objectives:

o To encourage and facilitate capital financing for environmental
improvement and energy conservation.

o To support and further the interests of local and state agencies
in assisting industry in achieving environmental quality goals.

o To aid and assist in the development of financial and economi&
incentives for environmental improvement.

o To support research and provide information about the needs,
purposes and benefits of pollution control financing.

o To promote better coordination of federal, state and local
policies and regulations for the compatibility of environmental
improvement, efficient energy use and economic growth.

The Council provides technical assistance for its members' services for
their communities. Among these are meetings and publications, sponsoring
consultation among members, and program evaluation and recommendations.
Council functions are designed to inform and educate the business,
governmental and financial communities about the issues, developments
and -opportunities for more economical and equitable means of financing
environmental improvement.

The Council's members are comprised solely of state and local units of
government and their officials, and its Associates include banking, law,
engineering and industrial firms.
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DIRECTORY

OFFICERS and DIRECTORS

President: Ronald Bean
executive Director
Illinois Environmental Facilities

Financing Authority
100 N. LaSalle Street
Suite 1903
Chicago, Illinois 60602
(312) 793-5586

Vice President: Steven Barrouk
Executive Director
Allegheny County Industrial

Development Authority
100 Fort Pitt Commons
445 Fort Pitt Blvd.
Pittsburgh, Pennsylvania 15219
(412) 355-7274

Secretary/Treasurer: Tom McKewen
Director
Maryland Environmental Service
Tawes State Office Building
60 West Street
Annaolis Maryland 21401
(301 269-3351

Walter D'Alessio
Philadelphia's Economic Development

Corporation
Suite 1800
One East Penn Square
Philadelphia, Pennsylvania 19107
(215) 568-8370

STAFF and COUNSEL

National Office

1015 18th Street, N.W.
Suite 200
Washington, D.C. 20036
(202) 659-8696

Corporate Counsel: Robert P. Feyer
Partner
Orrick, Herrington, Rowley & Sutcliffe
600 Montgomery Street
San Francisco, California 94111
(415) 392-1122

L. Jack Davis,, General Manager
Gulf Coast Waste Disposal Authority
910 Bay Area Blvd.
Houston, Texas 77058
(713)'488-0077

James A. Davis, Chairman
Missouri State Environmental

Improvement Authority
330 E. High Street
Jefferson City, Missouri 65101
(314) 751-4919

H. Lawrence Fox
Dawson, Riddell, Fox, Holroyd & Wilson
Suite 723, Washington Building
Washington, D.C. 20005
(202) 393-6900

Dorsey Lynch
First Boston Corporation
20 Exchange Place
New York, flew York 10005
(212) 825-2325

Robert B. Moran
Atlantic Richfield Company
Box 2679, Terminal Annex
Los Angeles, California 90051
(213) 486-1402

Washington Counsel: Lee C. White
Partner
White, Fine & VervIlle
1156 - 15th Street, N.W.
Washington, D.C. 20005
(202) 659-2900
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i i COUNCIL OF
POLLUTION CONTROL FINANCING AGENCIES

HICRS

Allegheny County Industrial Development Authority. Pittsburgh, PA
California Department of Economic and Busine%s Development, Sacramento, CA
Erie County Industrial Development Authority, Buffalo, NY
Gulf Coast Waste Disposal Authority, Houston, TX
Illinois Enviromental Facilities Financing Authority. Chicago, IL
Maryland Environmental Service, Annapolis, MD
Massachusetts Industrial Finance Authority, Boston, MA
Missouri State Environmental Improvement Authority, Jefferson City, MO
New York State Environmental Facilities Corporation, Albany, NY
North Carolfna Department of Conmerce, Raleigh, NC
Ohio Air Quality Development Authority, Columbus, OH
Ohio Water Qulity Development Authority. Colusbus, O
Phhlidelp'lA's Economic Development Corporation, Philadelphia. PA
Puerto Rico Industrial Medical and Environmental/Pollution Control Financing

Authority. San Juan, PR

SUSTAINING ASSOCIATES

Atlantic Richfield Company, Los Angeles, CA
Bache Halsey Stuart Shields, Mew York, NY
Blythe Eastian Paine Webber, New York, NY
The First Boston Corporation, New York, NY
Goldman, Sachs & Co., New York, NY
E.F. Hutton and Company. Inc., New York, NY
Kidder, Peabody & Company, Inc., New York, NY
Merrill Lynch White Weld Capital Markets Group, New York, NY
Salomon Brothers, New York. NY

SENIOR ASSOCIATES

Anheuser-Busch Companies, Inc., St. Louis, MO
Armco, Inc., Niddletown, OH
First Southwest Company, Inc., Dallas, TX
Fullbright 6 Jaworski. Houston, TX
Kellogg Company. Battle Creek, MI
McCall, Parkhurst & Horton, Dallas, TX
Miller & Schroeder Municipals. Inc., La Jolla, CA
O'Malveny 6 Myers. Los Angeles, CA
Orrick, Herrington, Rowley & Sutcliffe. San Francisco. CA
Rots & His Company, Philadelphia, PA
L.F. Rothschild, Unterberg, Towbin, New York, NY
Sun Oil Company, Radnor. PA
Underwood, Neuhaus A Co., Inc., Houston, TX

ASSOCIATES

Ballard, Spahr, Andrews S Ingerscl1, Washington, DC
Bevill, Bresler & Schulnan, Inc., Newark, NJ
Dawson, Riddell, Fox, Holroyd & '1ilson, Washington, DC
Dawson, Nagel, Sherman and Howard, Denver, CO
Ehrlich-Bober S Coempany, Inc., New York, NY
First National Bank of Chicago, Chicago. IL
Great Lakes Carbon Corporation, New York, NY
Interlake, Inc., Chicago, IL
The Mead Corporation, Dayton. OH
PFO Financial Corporation, Los Angeles, CA
Pillisbury, Madison & Sutro, San Francisco, CA
Republic Steel Corporation, Cleveland, OH
Squire, Sanders i Dempsey, Cleveland. OH
Tosco Corporation, Los Angeles, CA
Utah Pow & Light Company, Salt Like City, UT
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EXHIBIT C

PMAAMM AM NN

SUWEC?: PTOposd ReIutations for Section 103(b)(4)(Z) and ()
of the Zaternal Revenue Code

FROM: William Drayton
Assistant Mainistratoc

Planning and Managezent 1;h'

TO: JeCose lurt2
Comissioner
Internal Revenue Service

The r.nviconmental P.otection Agency is very interested In.
the interpretation given to Sections 103(b)(4)(E) and (F) of the
Internal Rovenue Code (Industrial Development 3onds). So long
as Concerns mandates subsidies, we would like to ensure that
the interpcetation of these statutes (1) conforms with Congression
intent and (2) does not. increase pollution control costs by
discrliiinating- against some low-cost means of corpliance.

Aany oC the restrictions imposed by the proposed :egulations
could be eLiminated by substituting a definition of pollution
cuhtrol equipment that relates to the Clean Air Act and the Fede:a
Water Pallution Control Act. A positive definition linked to the.
statutes may eliminate the need for some of the restrictions 2S
has proposed.

With there principles in mind, we of-er the following comment
on the pcpo,d regulations. EPA's Office of General Counsel ant
my statE woul.1 be happy to vork with you in your. attempts to roes:
t!he problems we have raised and to develop raeulationsthat will
etCectively implement these sections of the Internal Revenue Code

PROL0ji??J S IqJ-83r)(ii) - .40 FURTHER MQEUCMU 1N SM2...

Pv.ulrt.y is not described in the preced-ing
•o nteot-" unless it.. .cannot be further
r"tuc,,. in Iize without losing one of such.1
characteristic.

wo hae .vveral concerns about this provision. It appears
to ;rohibtz Sc:tion 103 financing for facilities built to anti-
c-.a:.ae eitier uapacity ex;anson or stZi:c:e regulations. 3o.
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of tnese restrictions seem tmneces: ,ry and unwise. .. ere is no
reason to expect firms to invest it. unne*Cssary pollution cont-ol
equipment even if funded under Sect ion 10J. f they do invest
na facility which does not satisfy yl,,ur proposed Section 1.103 -

8(g) (ii) language, it i, because to do otherwise would result in
a facility that wfs either uneconomical or technically inadequate.
(rirms mi tt also conceivably do nore than is required because
they have a LGaI interest in cleaning up the environmental but it
seems unreasonable to penalize them goc this.) Tus, it vould
appear that if the provision is effective in limiting the si:
of facilities, it can only result in unnecessary aste.

From i tax-revenue perspective, this provision may also be
bad policy. If the first pollution control facility financed
under Section 103 becomes obsolete, the.ovner may claim a one-time
loss on the remaiAing-depreciable value, 17ess any salvage value.
In present value terms, this process results in a greater tx-
revenue loss than would a ful depreciation period. Furthermore,
the owner will have to install new equipment, which may then be
financed under Section 103, resulting in an additional tax-revenue
loss, as resources are diverted from productive capital investment

O(Which is not permitted Section 103 financing) to pollution control
investment= ich is permitted Sectiovy 103 financing).

In short, this appears to be a provision which will provide
fev if any benefits in restricting the use of Section 103 financ-
Ing, and creates potential economic and budgeting costs. Since
thece seams to be no legislative history supporting such a re-
striction, and the provision is likely to have a not negative im-
pact, we strongly recommend deleting it.

P.OPOSMf 513-8(o)(Z)rii) and (iv) - POLLOION P .qR E'..IOQN
A PR PaOCESS CHANGES

P.opeity is not describeidin the preceding sentence
unless it is a unit which is discrete...

Property Is not described in this subdivision to
the extent that such property avoids the creation
of pollutants...

.:.oert! is not a pollution ccno -l !acility to the
exten: t Oat such property. tzeats-or processes
a material Ln such a xanner as to prevent the
discharge o release of pollutants when such
material is subsequently used.
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A acilit that removes *le''ants at compounds from
fuel.whicb Vould be released as pollutants when
0 uh CuelJ at burned is not a pollution Control

* ,cilLty whether or not such facility is used
in connection wit a plant i r property where such
Cua t ay @ b rned...

!?A i3' ixtroroely concerned about the implications oa! thoe
Ltations o, the financing of pollution prevention equipmen:
/or p:zcess chances. Although bilizing process changes and
Venting pollution may be cheaper heaore :axes, the 7roposed
ulaions may provide an incentive to utilize less efician,

-o-ppes:a~elies.

Furthermore, the legislative history associated w-Ii
103c lO3 c((4) (F) clearly does 'lot di.saiJOv 1 tanc -!:Sef

:cL'1q o! zc -'-tioa prevention ac:-'Vit.ls. The con!S:.no
tm-.:tea peort'statas that this provision appliedg iz respect

.- Z'ica-,-*cs issued to: provide al.- or water ;clluiioi, r:;:c:
tie: such as, !or example, hvos; describe--d insupraMa~

J ') and 'C)(4) a., section 48(h)(112) 0! thef Code., 1either o!
rov-sn WOQld apruar to disqua&iidv inveszeri: that i'S

!d Ao>l' :c:ion 1 ntrol, but :onr: o-s ne .roolem

n act, '- ngtiss an.d E\cloea.tly consider =rozcess changes
n.*, ~..~ciei~o~nacesza:y or ;:raola

:!ar finance, r ~ es to rcssane
Qxtara..o:edad dead:.ine.;i caspis wrere i-:

, - , - a c . =:nanc. ein ord&r %c cc=.y

." : h :- .*. -: : - i ;t.... -.". ';:.:' .h -: : e . .v .
,,*- serv

Ae : . Clar, ci"l:nas scnn as nt vi:C= ZZc

* ;.e ;..cc:. .: r a~v or:: aune adc'
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For process changis where there tz a true *joLnt product*
3bies, (i.e., pollation control ant' increased production or re-
:ed costs., we recommend the adoption of th. following provisions:

*roL:rty is described it this subsection when
such property avoids the creation of polltants;
Iowevor the following limitations apply to
this section:

(a) To the extant t.at the process change
replaces an existing process by making
existing equipment obsolete, the follow-
ing formula shall be useod-to determine
the *cost* of the process change for
purposes of this section:

Cost (N - S - R) 4 - (4 - S - PA z (Cn-COe)

where-

Ca Capacity of tte new process
* Ce - Capacity of* the existing

process
- Cost of installing the new

process x CO/Ca.
(i.e. holding capacity
c n stant)

S Salvage value of any obsolete
equipment

a cost of original equi-ent, at.
today's prices

./ .4ote that this !*rmmla easily reduces to:

Cost a (.-5-) x (Cn/Ca)

./ Thi, Cariula assumes th4at the existing equi-ment has '=eon
fuLy dopr'.iated. newever, 'whn thc ezis:tnj equi-Ment

"* has nMt yet been f14.Ly depreciated, the variable "30 should
W be added to the equation, as follows:

Czst a (3-3-S-) 2 (Ca/C*)

*.here:. 3 a U.maLn~nq !3ock value of exist'LaS
equipment now obsolete, at tday s
,pces iAUe s any tax teneite !.
unrea.11:ad* deqreciazicn.
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b) To tho extent thiM, a process change produces
an economic benelit, such benefit should be
subtracted Irao tile cost of the process
chatne (as define in section (a) above)
an provided for in 11.103-4(9)(3) to determine
the eligible financing portion at the
process change. For purposes of this
subsection, any increased revenue due to
xp"s.on of capacity should =3 be treated as

an economic benefit.

The formula-in subsection (a) permits Section 103 financing
for only the increment spent to abate pollution. The first half
of the formula JM-S-RI accounts for the additional expendtture -
requLr-d for pollution abatement, holding existing capacity
constant. The second half of the equation .{ I.-$R] x (Cm-Ce)]

accounts for any additional, pollution control expenditures used for
new capacity ex;;asion.

Subsection (b) accounts f or any economic benefit that may
result frolm the process change. Since the formula uzsed in
subsection (a) calculates cost on the basis of the existing
capacity, a capacity expansion is not treated as an economic
benefit for purposes of subsection (b).

The suggested language would prohibit a firm from using
Section 103 financing fo pollution prevention or process
change except for that portion of the investment that is
for pollution abatement.

flCP~EDfl.03-~gU)(Li)() -PXVM3 A MA.0R AC=D-M.?
Property is not used for the control of pollution to
the extent that it . . . is designed to prevent the
release of pollutants iAn a major accident.

:he 4arz umajor accident" is undefined and raises uansezed
questions as to Section 103 eligibility. we sugest.'tht h this
term be more clearly defined or illustratadvitb a few examples.
Pollution control equipment that helps to eliminate polluting
effluents may also help prevent a major discharge of ha-rdous
materials, thus preventiq a major accident. Zn this instance,
would be unreasonable to disallow Section 103 financing.
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PRO POSED (l138o)l(if0) - MnI~OYEZ SAM."Y

Propacty is not used for the control of pollution to t e
extent that it . prevent the release of materials o
heat which would endanger the employees of the trade or
business in which such property is used (as determined
for example by Federal, State or local employee occupa-
tional health or safety standards).

Although we agree in principle that employee safety equipment
should not be financed with tax free municipal bonds, one clarifi-
cation is suggested, given the statutory authority. Some substances
that are detrimental to the health and safety of the workers inside
the plant are also regulated by EPA as a threat to the public health
and safety. Thus, we suggest thit In cases where the pollutant is
regulated by EPA, State or local environmental agencies (whether or
nor it is detrimental to the workers inside'the plant), Section 103
financizg should be permitted.

PROPOSED Si.103-8(c)[2CiiiflC) - CONTROL OF A NUISANCE

Property is not used for the control of pollution to
the extent that it...is used to control materials
ot heat that traditionally have been controlled
because their release would constitut a nuisance.

This provision raises more questions than it answers. No
consistent deCinition of a public "nuisance" in the legal sense
exists. Moreover, courts have found that pollution, as normally
defined in the Clean Air Act and Federal Water Pollution Cont:ol
Act is a *nuisance." (See, for example, Renken T. Harvev Aluminum,
ZZ6 P. Supp. 169 (0. Ore. 1963) and Soner v. Atlantic CeMen: Co.,
26 RY. 2d Z19 H.. 2d 870, 309 S.?.S. 24 312 (1;70).)

Zt appears to be more reasonable to lImit Section 103 !i-
nancing :o those pollutants regulated by the Foeoral or State
governments, as was cleatly the legislative intent, than to
a tempt to develop a new and arbitrary distinction between pollu-
tans and nuisances. we therefore recommend this provision be
deleted.

.__ PCSZ Sl.i03-8 () (Zfili~i - 3AZAf~lCCS .t7.A'ALS

povertyy is not sed for the control-of pollution to
the extent tbat it. .cont:ols thae release o! hazardous
mate:ials or heat =at would cause an i=mediate
risk of substantial damage or ,inju:y to proper y
or persons.
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ALthougli we understand the orLgq;nl impetus behind this
provision, we are concerned that it rocludes the use of Sec-
tion 103 financing to control ha:ard,,us and toxic chemical sub-
stances which are becoming am increa:wtngly serious public health

problem. These substances have created some o the worst pollu-
n problems the Nation faces, both froem a public health and
econoLc standpoint.

Several possible alternatives exist that would preserve your
intent and offer Section 103 financing for the control of hazardous
and toxic pollutants. You may want to exclude from this re-
.lori.tion any pollution control mandated by the Clean Air Act
and federal Water Pollution Control Act. By referring to the
control and not the pollutant, you way be able to exclude nu-
clea* containment vessels, yet'permit Section 103 financing
!or any future controls on nuclear power plants specifically
required by EPA. This would easo permit Section 103 financing
for the control of hazardous and toxic pollutants.

Anot er possibility is to specifically exclude Section 103
!1nancing for controls mandated by the Nuclear RegulatoryZCmmLssion.

14POSED 5L.103-8fc)Ciii1lj - CUST'OMARY PRACTICE

Property is not used for the control of pollution to
the extent that it...controlsmaterials or heat in
essentially the same manner as the user of such pro-
perty has previously controlled such materiAl or beat
as a customary practice for reasons other t ham com-
pltance with pollution control requlireaents. :1 such.
user previously has not generated such material or
heat at the location where such material or heat is
controlled, such customary practice shall be de:tesr-ned
by reference to the use of siLlar property by similarly
situated users.

Tht: re.'trictton has no basis in the legislative history.
V.ia Con~rrcnuo Committee cited Section 48(h)(11) of tho Tax Code
as a standard Lor definiag air and water pollution control equip-

n t. This section requires only that a facility be certified
a State or Federal Agency as beiq in ccnfority with pollution



1937

Intr] requtir:enents, and that the c l ty's primary purpose be
31lution control. For purposes of actionn 48(h), whether a pa:-
.cular Industry priviously Installe- a facility as a customary
:actice was irrelevant.

There are also some serious pubLic policy issues involved
the provision. The first problem is that this provision

o, altzes CoQPonLos that had bea4itionally spent moe because
hey bad taken more socially responsible actions In attempting
z reduce pollution. ?izms that had acted in a less socially
asponsLble manner are rewarded. Another problem is that
etermining he amount of traditional control, and carrying out
he studies and analyses required to implement this section,
a very e;e sive. it would appear as L the additional cost
nd delay that this provision imposes on the applicant far
xcetd revenu-, savings to the government. Th e ore, we
:troaqly prefer that this sectioa be eliminated.

Zf, however, you, believe that it is necessary for there
: *.e some such provision, then we would strongly recommend
un approach which wouLd not. depend on such a baseline being

statedd for each cvipany independently. Instead, we would
:acommend that the ZUS establish fixed basalines either for
i business investment or on an industry-by-indust:y basis.

quh we would ;refer eli.Liating the baseline altogether,
4e believe that Uhis alternative approach would also alleviate
some, uf the administrative burdens imposed under the proposed
regulation .

~l.O38c~r2iii)- opnarozi or soLzo WAST! D:UICSAL ?AC:.TY

since :.s has publicly stated that they are reconsidering
the regulatory delinition of a solid waste disposal facility
for purposes of Sec"-on L0?, we would like to comment on this
;rovision i-i advance of its proposal. Cur comments on this
provision are necessarily of a general natui;*, as we do not
have access to proposed or draft, langage.

?:m an t.V.cincy and equity stand;oLn:, the current. regu-
latins apear adequate. :e.inin solid waste is di.lic'alt, and

tneno 7a.1'44e concept seems reasonable. ?urtherzorr, suz-
'2.cn C dots noat projaibir Section ja lr..anc!Lng for :ecy.c 12 iq

t'.iss in general. =us, the c.r.ent rSlamtions rlvidae no
Lcenti.e or disincentite for either scl.d Waste disrosal or :a-
CIc'l ng. G:en the stat-tzrv authority which a;pLtes

-so! id waise d.spasaZ. faclies s;cz a ;e~l~o~'.s
reasoaclea.
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Reseatch is currently underway tit develop techniques to re-
cyce wates into energy sources. G<.vernaent policy has consist-
ently approved of these developments. we would strongly oppose,
therefore, any provision that results in a disincentive to re-
cycle instead of dispose of a waste. Thus, in accordance with
Wyornsont po icy and to avoid taiefictiencies in the market

tem, any restriction that- IRS proposes should apply to bot
sposal and recycling.

ht tho very least, any newly proposed regulatory change
should permit fin anc ing of disposal and recycling facilities
for traditional governmental wastes, such as'garbaqe and
sewage. many municipalities are experieenting with private
sector dispoca.l and recycling arrangement . We would str-onqly
oppose any move to restrict this practice..

Senator NELSON. Next -we will hear from Mr. Gants, vice presi-
dent of National Constructors Association.

STATEMENT OF RONALD M. GANTS, VICE PRESIDENT,
NATIONAL CONSTRUCTORS ASSOCIATION

Mr. GANTrS. Thank you, Mr. Chairman.
My name is Robert Gants, and I am vice president of the Nation-

al Constructors Association, and also executive vice president of
the U.S. and Overseas Tax Fairness Committee. I have a member-
ship list here, which I would like to submit for the record.

Senator CHAFEE. The National Constructors Association?
Mr. GAN rS. Yes, sir.
Senator CHAFER. With what are they involved overseas?
Mr. GANTS. They are large, heavy industrial construction firms.

They design and build process facilities such as powerplants, steel
mills, et cetera. They are for the most part engaged in both domes-
tic and international work.

Senator CHAFEE. How many members?
Mr. GANiM. The Constructors Association has 55 members. The

Tax Fairness Committee has 60 members. The Tax Fairness Com-
mittee comprises also manufacturing concerns and individuals, all
of whom are engaged in international work.

Senator CHAFEE. The big contractors, such as Bechtel, Brown,
and Root, and people like that?

Mr. GANT. That is correct, Senator.
Senator CHAMP. Any from Wisconsin?
Mr. GANT. As a matter of fact, Senator, we have several supply

organizations that supply goods, equipment, and material that is
used in our projects from Wisconsin, everything from orange juice
manufacturers, can manufacturers, to travel homes, and things
like that.

Senator NELSON. Senator Chafee, that was the most penetrating
question asked all day. [Laughter.]

Mr. GANT. Senators, my sole purpose here is to talk about the
need in any tax legislation that emanates from the Congress this
year to consider and to try to remedy the situation with which we
are faced in the international marketplace that has resulted in a
tremendous deficit in the balance of trade in this country, losses of
jobs both here and abroad, and a loss of marketshare worldwide. I
am talking about sections 911 and 913 of the Income Tax Code.
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This is a trade issue as well as a tax issue, and it is of great
concern to American business both here at home, and American
business trying to compete in the competitive international mar-
ketplace. Being competitive is what I am talking about.

In order W be competitive you have got to be there. You have to
have on-the-scene knowledge, a knowledge of the marketplace. You
have to have contacts, and you have to have credibility where you
are trying to sell American goods and products. As I say, that
depends on whether you are there. You have to be there.

You cannot maintain your place in the international market-
place by reducing your presence abroad. Yet, this is exactly what
this nation has done over the past 10 years. We have dropped from
23 percent of the world market share to less than 14 percent in a
decade.

The stark fact is that the United States is the only nation that
taxes solely on the basis of citizenship. Among the industrializednations in the world co peting in the international marketplace,
we are the only nation that effectively taxes its citizens working
abroad. Because of that added tax premium it costs substantially
more to employ Americans overseas than it does to employ people
from other industrialized nations. Let me give you somc: brief ex-
amples here.

One engineering and construction company reported on March
27, 1980, that it now only employs 103 Americans overseas, down
from 2,200 in 1977. Sheik Ashemimry of Saudi Arabia was recently
reported as saying, and I want to read this for the record:

It is unfortunate for both the United States and Saudi Arabia that a trend is
developing to cut down on the materials, technology, and expertise being exported
from the United States to Saudi Arabia.

Many bright, highly educated American technical experts have left Saudi Arabia
because of America's foreign tax laws. We can attract experts from England,
France, Germany, Korea, Japan, and so on, for much less money because their
countries do not tax their citizens working abroad. They encourage them to work
abroad. They know that their citizens will return, and spend the bulk of their
money in their motherland. Since the U.S. foreign taxes, no longer encourage the
American citizen to work abroad, America is suffering the additional loss of having
a people to people contact which is the basis of most friendships between countries.

Senator Chafee. Mr. Gants, some people suggest that this may be
kind of a good thing, to reduce the Americans, and yoa hire the
natives. Thus, we are bringing along these third world nationals. Is
that the way it works out?

Mr. GANTS. That is exacly what is happening, and it is not a good
thing. For instance, if you have a French procurement agent pro-
curing the goods and equipment for the job, he tends to specify

ods and equipment with which he is familiar. They tend to come
m his motherland.

Senator CHAiRE. I meant that the employees that you replace the
Americans with, do they come from that country, like Saudi
Arabia where they are working, or do they come from some other
third nation like Great Britain, or West Germany?

Mr. GANrs. They tend to come from third countries like West
Germany, Great Britain, and Canada.

In short, what is happening is that Americans are being replaced
on these jobs overseas, and that is cutting down on American jobs,
and it iB increasing unemployment back here in the United States.
In addition, those goods and equipment that would have been

65-969 0 - 80 - 56 (pt.3)
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manufactured for those jobs back here in the United States are not
being ordered from the United States, increasing unemployment
further.

We have been challenged on this. We have been asked to prove
that there is some linkage between Americans working abroad and
U.S. exports. So we asked Chase Econometrics, the subsidiary of
the Chase Manhattan Bank, to make a study for us to find out: No.
1, if there is any linkage between Americans abroad and exports;
No. 2, if there is an impact on business and unemployment; and
No. 3, is there any impact on tax receipts to the U.S. Treasury.

I have the report here, and I will submit that for the record.1
Sure enough, Chase found a 10 percent drop in Americans over-

seas equates, at a minimum, to a 5 percent drop in U.S. exports. It
reduces Federal, personal, and corporate income taxes by $6 billion.
It increases domestic unemployment by 80,000. It reduces State,
local, and corporate profit taxes in the first-year by $700,000, and it
reduces local personal tax by at least $100 million.

So what I am saying, Senators, is-this is not a tax cut proposal
we are advocating. We are advocating a tax gain proposal. Reduce
taxes on Americans working abroad, so that they can compete in
the international marketplace, and maintain our fair share. We
will return money to the U.S. Treasury far in excess of the so-
called tax cut.

Senator NELSON. We will have additional questions, which will
be submitted in writing, to which I hope you will respond.

Mr. GANTS. We will be happy to.
Senator NELSON. Thank you very much.
[The prepared statement of Mr. Gants follows:]

'The report was made a part of the official committee file.
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U.S. & OVERSEAS TAX FAIRNESS COMMITTEE, INC.

STATEMENT FOR THE RECORD

THE UNITED STATES SENATE
SENATE FINANCE COMMITTEE

July 31, 1980

SUBJECT: U.S. TAXATION OF AMERICANS WORKING OVERSEAS:
A MAJOR BARRIER TO U.S. EXPORTS

OUTLINE

1. U.S. taxation of Americans Overseas operates as "tariff" on the export
of U.S. goods and services.

A. The solution is to put Americans oversees on the same tax footing
as citizens of the competing industrial nations.

1. No other industrial nation taxes foreign earned income.

2. The other industrial nations are therefore more competitive
overseas.

B. U.S. presence in overseas markets is vital to exports.

I. If we want people overseas to buy our goods and services,
we've got to have a significant presence in the marketplace,
and we've got to be competitive.

2. We can't maintain our share of exports by reducing our presence.

C. U.S. tax policies are forcing Americans to abandon overseas markets
and return home as our case histories and data prove.



1942

Il. We commissioned Chase Econometrics to perform an independent study
assessing the value of on American presence overseas.

A. The Chose study determined:

I. The linkage between the presence of Americans overseas and
U.S. export performance.

2. The impact of the downward trends in the employment of
Americans overseas on U.S. exports and on U.S. business revenues.

3. The impact on U.S. tax receipts.

4. The overall benefit to our economy.

B. The testimony presents the Chase findings with corroborating data
from other studies. In summary:

I. U.S. export loss is about 5% for 1980 because of current
tax practices.

2. Tax revenue loss is about $6 billion.

3. Job loss is easily 80,000 in first year, much more later-perhaps
one million (according to corroborating study by Georgetown
Center for Strategic and International Studies.)

Ill. Action is needed in 1980

A. Americans must have an incentive to go overseas.

B. The incentive--though it involves elimination of taxes on foreign
earned incore-will not cost government real tax revenues; on
the contrary, the government will gain upwards of $6 billion in
revenues.
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U.S. & OVERSEAS TAX FAIRNESS COMMITTEE, INC.

STATEMENT FOR THE RECORD
THE UNITED STATES SENATE
SENATE FINANCE COMMITTEE

July 31, 1980

SUBJECT- U.S. TAXATION OF AMERICANS WORKING OVERSEAS:

A MAJOR BARRIER TO U.S. EXPORTS

Mr. Chairman and Members of the Committee:

The purpose of this statement is to present a review of the case-as

supported by recent studies, c se histories and trade flow trends-for new tax
laws designed to put Americans at work overseas on the same tax footing as the

citizens from the other industrial countries with which we must be competitive
in worldwide markets.

Few trade lssues-and this ;s a trade issue first and foremost-are of as

much concern to American businesses and American citizens attempting to
compete in overseas markets than problems created by the U.S. insistance on

taxing foreign earned income.°

Two years ago, in material we presented to the Senate Finance Com-
mittee, we observed that the continued U.S. taxation of foreign earned income

was, for all Practical purposes, operating as "huge tariffs" imposed by our own
government "on the export of certain goods and services that originate in our

own country." We went on to observe of the "tariff" that, "It's pricing us out
of competition. It's helping the industrial nations with which we must compete
increase their share of the international market at our expense."
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Tax Fairness Committee
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The basic problem remains the same today. Despite passage of remedial
legislation in l78-4egistation we all hoped would work--the tax burden on

overseas Americans continues to remove them from competition. In fact, in

some cases, the 1978 legislation is proving even more onerous than the disastrous

1976 changes.

The only workable solution, as 3ll of the following material demonstrates,

is to put American citizens working overseas on the same tax footing as citizens

from all of the other nations competing in international markets.

To do less is to deny Americans at home jobs that flow from exports

cre-ted by the presence of Americans in overseas markets. In the final analysis,
the data simply document, in no uncertain terms, what anyone with experience

in foreign markets knows as a matter of experience and just plain business sense:

If you want people to buy your goods and services, you've got to have a

significant presence in the marketplace, and you've got to be competitive.

Trade is a highly social process and depends on our on-the-scene know-
ledge of the marketplace, our contacts and visibility and o'jr credibility. In

today's international economy--a system our notion substantially created-we
can't maintain our place in the market by reducing our presence. On the
contrary, we should be doing everything we can do to increase it--and by a very

considerable percentage. Yet, after all of the data and studies and case
histories are assessed, it will be obvious that we've been reducing our presence
in recent years--and have dropped from over 23% of worldwide market share tc

less than 14% in a decade largely as a consequence.

Discriminatory Taxation of Americans

The U.S. is the only nation that taxes solely on the basis of citizenship.

Among the industrial nations only the U.S. taxes the incomes earned by its own

citizens at work in foreign countries.

Because of the added tax premium on Americans overseas, it costs

substantially more to employ Americans overseas than it does to employ citizens

of other nations. Our data and case histories show the resulting cost of one

American in low tax countries can be as much as twice the cost of equally

qualified citizens from other nations.
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In effect U.S. tax policies discriminate against the employment of

Americans in- overseas markets. •

Here ore some examples of the results of the discriminatory tax practices:

* One engineering and construction company reported on March 27,

1980 that it now employs 103 Americans overseas, down from

2200 in 1977.

* Teleconsult reports that, on a small job in Jordan, "We have had

to replace all but 2 of the 14 American engineers with foreign

engineers."

" Berger International reports that on a project in Nigeria it has

been forced to cut its staff of 35 Americans in 1977 to i in 1980.

Tne firm further reDorts that, before 197;, 40% of its sloiting

overseas was America, and that by late 1977 thu percentage had

been cut to [7%.

* Others report similar experiences:

. "Our mcnoowe:-commitments Gre increasingly ueing net

bv suoplving persone1 from. our affiliates in L I.. Italy,

France, and Spain. In ac maor conltccl ir. Soui Arabi,,.

5 percent of the 300 exDalriate supervisors, including

those at top level, are supplied by our l atfilicte. This

work force mix has obvious -amificoticns as far as

purchasing policies are concerned."

. "This is to advise that we currently nave 3 key positions

on a highway construction management project in Kuwait

which we have been unable to fill with Americans because

of the potential tax liabilities. Over the past several

months we have filled 6 key positions with Englishmen and

Europeans because of our inability to recruit American

staff."
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Aramco notes in a survey completed in February 1980 that, "In

1970, 50 percent, of Aramco's expatriate (non-Soud workforce of

1,725 employees was American.' In c-ntrast, because of U.S. tax

practices, Aramco's report continues, "Americans ore now only 23

percent of the 16,500 employee expatriate workforce and number

some 3,800 rather than the 8,200 as would have been the case if

U.S. expatriates hod remained at the 50 percent level.

, The Associated General Contractors noted a recent trend for

construction contracts on U.S. military, U.S. taxpayer- funded

projects abroad to be awarded foreign construction firms because

"our government after materially increasing our prices [through

taxes on foreign earned income]" finds that we are no longer price

competitive!

° Abdullah Dobbagh, a Saudi diplomat, said two months ago in New

York that, "Americans ore still being taxed out of competition in

overseas markets." He notes that in 1976, 65% of employees in

U.S. firms operating in Saudi Arabia were Americans. The figure

is now down to 35%.

A study by Jennifer D. Milre, M.A. of the U.S. tax impacts on the

presence of Americans in England, points to a 20% decline since

1975 despite the fact that England is a high tax country where the

impact of U.S. taxes would not be as great.

On the basis of data we've recently compiled _and which we're currently

evaluating it appears that, as compared to four years ago, we'll shortly have

about haft the number of Americans overseas largely because the cost of

maintaining U.S. workers overseas has risen prohibitively because of U.S. tax

practices.
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* No Clear Evidence

As recently as February 1980, in a covering letter for a U.S. government
report entitled Equitable Tax Treatment of United States Citizens Living Abroad,
the observation was made that, "The various studies undertaken on the tax of
Americans living abroad do not yet provide clear evidence of the competitive
disadvantage and its impact." The report went on to question the merits of an
American presence overseas observing at one point that:

"Employment of Americans abroad may or may not generate goodwill.
It would be inaccurate to generalize. In some environments, the
presence of Americans abroad has favcrable impact; in other
environments the impacts may be negative."

Finally, the report goes on to assert that, "Most U.S. export activities take
place in the United States," the point apparently being that foreigners who want
what we have to offer will come to us; we need not go among them to push our
wares.

Given that kind of thinking, which leaves a great deal to be desired just
on the face of it, we set about to document the value of "an American presence
overseas."

Specifically, we asked Chase Econometrics to undertake an independent
study of the impacts of current U.S. tax practices on the capacity of Americans
to compete overseas. We asked Chase then to determine the extent to which
Americans employed overseas were being replaced by non-Americans. The task

for Chase was then to determine:

• The linkage, if any, between the presence of Americans overseas
and export performance.

0 The impact, if any, of the downward trends in the employment of
Americans overseas on U.S. exports and on U.S. business revenues.

* The impact, if any, on U.S. tax receipts.

* The overall benefit to our economy.
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What follows are the findings to date of the Case study as augmented by

case histories, examples and data collected by our own staff and by our member

firms.

Linkage

Chase, in its preliminary finding, concludes that:

"The increased cost of employing U.S. workers overseas and the

reduction in the number of U.S. workers overseas reduces the

competitiveness of U.S. goods and services abroad and results in a

substantial drop in exports."

Additionally, with substantial data to back it up, Chose notes that:

"The return of American workers from overseas will increase the

domestic labor force but will not increase the number of domestic

jobs. Therefore, domestic unemployment increases."

Perhaps most significantly, Chase concludes, after thorough examination of

prior studies on the subject, and evaluations using its own well established

macroeconomic model of the domestic economy, that there is a direct, causal

linkage between the presence of Americans ., overseas markets and the sale of

U.S. goods and services.

Although there are a number of variables, depending upon market sector

and various market biases on a country-by-country basis, Chase concludes that

it is generally the case that a 10% drop in Americans overseas leads to a 5%
drop in U.S. exports. Chase concludes that that is a conservative general ratio.

The 5% trade loss estimate is not, as has been suggested, based on a
single source. It is based on many sources and indicatorsr- They include findings

and data from the General Accounting Office, the Treasury and Commerce

Departments, 156 respondents from the overseas American Chambers of

Commerce at last count, McGraw-Hill and others. They include original data
generated by the Chase surveys. All point to 5% as a reasonable -- and
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probably conservative -- estimate, In fact, the Chase survey findings, to date,

indicate in their own right that the 5% figure is understated. It is what it is

represented to be --- a cautious a6d reasoned estimate.

On the basis of the data collected from the overseas American Chambers

of Commerce (AmChams) as just one example, Chase notes that the 5%
estimate is well within the safe range. In a progress report to the Tax Fairness

Committee, Chase says:

"AmCham respondents estimated thit reduction in the number of

U.S. workers in their firms would, on average, reduce exports by about
the same percentage (i.e., an elasticity of about 1.0). As in other areas,

there is a wide dispersion in responses; but the average is quite credible.

While it is somewhat higher than the 0.5 elasticity computed by Treasury

(OTA study #33), it is not greatly different. If we apply the lower

elasticity of 0.5 to the 10 percent existing decline in employment, the

implied reduction in exports is 5 percent. If we were to take the higher

elasticity and expected 1980 decline in employment, we would obtain an

estimated reduction in exports of 10 percent or higher.

It should be noted that Chase does not say that exports will decrease in

absolute terms by 5%. Chase says that because of current U.S. taxes on

Americans overseas the level or trajectory of exports will be about 5% less

than it would otherwise have been. The distinction is considerable. If the
momentum of exports, for other reasons, increases in absolute terms, then the

5% loss or reduction in -potential volume becomes correspondingly greater.

Obviously, 5% of a larger number is . . . a larger number.

The estimate was therefore used with complete confidence in the highly

regarded Chase model of the domestic economy for purposes of assessing both

business and tax revenue impacts. The Chase model has 10 years of application

behind it. And it is of course widely used by U.S. businesses and many agencies

of government.
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Significantly, no one has really challenged Chose on the more substantive

points of the study. They are the points orv which its value- really rises or fats.
Those points are that there is a direct causal link between the presence of
Americans overseas and U.S. exports and that current U.S. tax policies are

choking off that presence. The supporting data ore extensive. It follows the

basic points that the result is a very real loss in business and attributable tax
revenues. The question is, "How much?" "'hose says about S% with ample

evidence to support it.

Independent of other data that point to the same general conclusion, Chase

finds that current tax policies have forced U.S. engineering and construction
firms to reduce overseas employment of Americans by about 56% and the

aggregate employment of Americans overseas by U.S. firms by 9% to 11%. The

trend is accelerating.

If, however, you choke off part or all of the exports attributable to a
direct American presence overseas by writing tax laws that force Americans to
return home, you deny yourself the business and the jobs and all of the
revenues--corporate and tax--that woutd flow with it.

* Jobs Abroad, Jobs At Home

The general finding of Chase as corroborated is no surprise to us, though
the supporting data, combined with the testing of the data in the Chase model

of the domestic economy, add substantial support to our basic thesis. The
findings and all of the case histories and corroborating evidence cannot be

dismissed as insufficient.

Treasury's counter is that it has no data of its own to support that finding.

Attempting to dismiss the voluminous Chase data as merely "anecdotal--even
though all compiled data are inherently based on anecdote or specific

instances--Treasury urges that no remedial action be taken now. Treasury
essentially wants everyone to wait until it can catch up with Chose. That hardly

constitutes a reasoned challenge to the overwhelming weight of the Chose
findings. If Treasury proposes to rely on returns filed by Americans working

overseas to verify the Chose findings, its data will not be complete until 1982
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tax returns ore filed and evaluated. Given the full weight of the Chase study

and the unrelenting trade deficits of the last* four years, it is questionabte that

our economy should be required to tolerate two more years of inaction while we

"wait and see."

Even if Chase were to concede for the sake of discussion that it has

overestimated the impact by 500%, the business and attributable tax revenue

losses still far exceed all revenues Treasury may hope to collect by keeping

current tax practices in place. That holds true even if the Treasury Depart-

ment's own demonstrably highly inflated static tax cost estimates are used. But

of course such a concession by Chose is not warranted by the facts.

That Americans at work overseas create new markets for U.S. goods and

services and generate new jobs for our domestic economy are reflected, further,

in a large number of case histories, a sampling of which we present below:

A member of the U.S. & Overseas Tax Fairness Committee, (TFC)

which represents 60 large firms attempting to do business

overseas, performed an analysis of a loss of 25 contracts in one

year with a total value of $1.3 billion and found that:

* The losses cost 598 potential U.S. engineering and construction

supervisors jobs overseas;

* The losses cost conservatively 1800 jobs in the U.S. for

engineering support;

* The losses cost $637,594,000.00 worth of goods and services

that were to have been purchased in the U.S. or about 13,000

jobs associated with those lost export sales

by conservative estimate.
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" Other engineering and construction firms report that, though

judged technically best- qualified on the short lists, they-Ave been
disqualified on the basis of costs attributable to U.S. tax policies.

For 1978, a sampling of major losses to U.S, firms included

documented contract losses of $4.157 billion for one, $4.076
billion for another, and $1.4 billion for a third.

" Berger InternationG reports that it is in trouble in Nigeria (which

has a $5 billion surplus position with the U.S.) on a sewage
infrastructure project for Abujc, a new city for 3 million people
with 5 new satellites of 100,000 to 200,000 people because of its

inability to staff with Americans--and faces diversion of equip-
ment sales from the U.S. to the U.K. v,lied at $36 million for the

first phase (or approximately 5% of the total amount).

" Tippetts-Abbett-McCarthy-Stratton (TAMS) notes that its "only

product is professional services" and that "75% of our revenues

are generated from overseas contracts." TAMS says that "30% of
our professional staff is stationed overseas and 60% of our home
office man-power concerns projects overseas."

* Loss In International Market Share

We're finding that, since 1976 when Congress reversed long-standing tax

exemptions on foreign earned income, our worst fears and projections have

proved modest. For example, in that time:

* The U.S. engineering and construction industry share of the Middle

East market has dropped from over 10% to less than 1.5%.

• Worldwide, we've dropped from first place in- contract awards

among the competing industrial nations in 1976 to seventh place
as of the quarter ending in March 1980 for a 4.9% share of

worldwide construction in 1979 as compared with 16% in 1976.
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Tax Cost That Is Not A Tax Cost

The Chose study estimates a loss of at least 5% in exports in 1980 as a

result of current tax practices and notes that:

"The drop in U.S. income due to a 5 percent drop-+ real exports will

raise domestic unemployment [by 80.000] and reduce federal receipts

from personal and corporate income taxes by more than $6 billion,

mov time,, the value of increased taxes on overseas workers."

Clearly, reductions in the numbers ot Americans at work overseas mean

fewer Americans overseas to pay taes. Fewer American taxpayers overseas

means a smaller tax b:se overseas. If current trends continue based on available

case samplings and correspondirg conclusions rea:med by Chase. the number of

Americans working overseas, as ccmporad wit- earlv l76, wil! .--on be cut by

half. Likely, seventy-five percent or nore of potentic , now pasitions that would

normally be staffed Dy Anuricons will go to non- Americans.

T]:e fcci 7 tat the Treosur! ,s'nrns of the "tax cost:" or "revenue loss"

of subetantioly rumnOJ'f,9 ll5 an', forein earn ed income ore comoletelv stzo ic

end assume ron qe I: rax'ar bera,'ior. That ossurnoticr., as has been

shnr, runs cc',nior TO hnc t'aclS.

The fact is 'hat there Is no actual lax cost ii tnere is no actual tax source.

You can't tax people who aren't there.

Using our own datc and the data being deveiced tar us 0y Chase, we find

that the maximum real world tax co-t :a the Treosu;y, assuming complete

eliminoion of UZI. taxes or. foreign 0corned income, would not exceed $215

million, cs compcred to figures currently being floated by Treasury that range

from $49.5 to over $700 million.

in contrast, as ncs already been noted, a complete reversal of current tax

practices which would effectively eliminate U.S. taxes on most Americans

overseas would over a twelve monlh period result in an increase of at least 5%

in U.S. exports or more than $6 billion in real net tax revenues. More sales and

more jobs mean more tax revenues. Lost sales mean no tax revenues.



1954

Tax Fairness Committee
July 21, 1980
Page Eleven

It should be noted that if the U.S. were to recapture the market share it
has lost since 1969 its trade flow accounts would once again be in surplus on the
export side. As matters now stand, due to the taxation of Americans overseas,

we face an additional loss of over $16 billion in trade in 1980, and likely more
than that each year following.

It is also noted by Chase that if Americans are not overseas generating
new jobs, then they're back home absorbing existing jobs at a time when there

aren't enough jobs in the domestic economy to go around. They're swelling the
welfare rolls--and therefore tax costs--not the tax rolls. Chase estimates that
the added welfare costs may be at least $200 million.

The proposal to put Americans working overseas on the some tax
footing as citizens from all of the other competing industrial notions-at work in
foreign countries-what we call competitive tax equity--does not involve a real
tax or revenue cost. On the contrary, it will produce a very large net tax

revenue gain-and it will do so very rapidly.

The assertion is sometimes made that the Chase study is invalid because
it is too early to judge the export effects of current tax practices andthat there

were, in any case, no effects from the Tax Reform Act of 1976 because it never

took force.

That assertion is wrong.

In 1976 Congress made a basic change in the tax treatment of Americans

working overseas. It eliminated the traditional $20,000 exclusion off-the-top

and replaced it with a $15,000 exclusion off-the-bottom (which resulted in an

actual maximum tax benefit of less than $3005).

The fact is that by 1976, the $20,000 exclusion off-the-top was already
woefully inadequate. Its effect had virtually been nullified by rampant inflation

overseas. In that light, the effect of the 1976 action cannot be overstated. The

action had a deep psychological effect. And because it was seen as a major shift
in traditional export policies, it caused considerable changes in corporate
overseas marketing strategies and commitments.
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Despite the fact that implementation of the low was twice delayed, the

fact cannot be ignored that it was the law: All business and personal decisions
hod to be made on the assumption that the 1976 action would sooner or later
take force. It had, as Chase verifies, profound effect.

At least as profound was the impact of two -Tax Court Rulings in 1976.

Those rulings, for the first time as a matter of actual tax practice, made oil

employer "keep whole" contributions to the employee taxable as income to the

employee. The practice took force from the date of the rulings in 1976. The
rulings remained fully in force until the provisions of I.R.C. Section 913

provided some relief late in 1978. Even then, relief was clouded in an
eighteen-month effort-on the port of The Treasury Department to write highly

restrictive regulations that would virtually wipe out the effects of Secton 913.
For the interim period every American overseas hod to proceed in his or her
personal planning on the basis of the court rulings as did any U.S. company
hiring Americans for overseas assignments.

The impacts of the 1976 and 1978 actions were immediate, real and

sustained. They set in motion momentum which continues--the forced return of
Americans from overseas markets.

Chase was asked to document the effects, which it has done and which

it is continuing to do even more fully. What Chose is reporting -- and what the
data irrefutably show--is what has been happening since 1976 and even more

specifically since 1978. And it is showing what is happening right now. There's
nothing hypothetical about it.

Chase reports that:

"While the GAO study addressed the expected impact of the 1976
law, our survey of AmCham and NCA firms concentrated on the actual
impact of the changes which have-occurred, especially since the 1978 law.

Treasury estimated that the impact of the 1978 law is much lower than
1976 law, yet our survey results indicate that firms have actually incurred
incremental costs due to the 1978 law that are very similar to the

incremental costs which they anticipated from the 1976 law."

65-969 0 - 80 - 57 (pt.3)
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Quite simply, Chose shows that the result is that the rate of employment of
Americans overseas is in a very steep decline, more so in some sectors--
especially in manpower intensive service industries--than in others.

* Action This Year

The question is, Where do we go from he re?

The answer is not easy, we know. The causes of the imbalances in the
trade accounts are many and complex. No one seriously suggests that there is
a single cause. Our government has created many export disincentives at a time
when it should be creating incentives. We must reverse course.

We suggest that of all the trade disincentives currently in operation, none
can be reversed as readily or produce more immediate positive results than the
current U.S. practice of taxing the incomes earned by Americars abroad.

Action this year-within the next few months--can effectively slow the
momentum toward further trade flow deficits and get the flow headed in the
other direction. If we do not get action in the next few months, we'll likely be
meeting at about this tme next year-many more billions of dollars in the hale
and with a needless toll in additional U.S. unemployment, as the Chase and other

studies show.

We'd like to make the point that this country's trade policies must also
take into account the many non-trade benefits of an American presence

overseas-benefits that are, or should be, obvious. It takes little imagination to
realize the potential damage to our future influence in the Middle East that
stems from the fact that, due almost entirely to U.S. tax policies, the
percentage of Americans on the faculty at the University of Petroleum and
Minerals in Dharcn Saudi Arabia, has dropped from 89% in the early 1970's to
less than 15% today. That's where many of the future leaders in the Middle East
are now in training. Think what that shift will cost our nation-its vital
interests, influence and security--in the years ahead. It is symptomatic of a

process that is in full flood around the world.
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It must be stopped.

Our current tax practices- wholly ignore the value to the U.S., in the

international marketplace, of American dedication, drive, energy and resource-

fulness--things we take for granted here at home and that are built into our

culture and'work ethic. But anyone with experience knows that they give us a

substantial advantage in overseas markets--an enormous appeal--if we can afford

to keep Americans in the international marketplace. And that, of course, goes

to the issue.

Americans must have incentives to work overseas. They must at least be

on the some tax footing as the citizens from the competing industrial nations.

And we're showing you today that the incentives we need will cost the

Government nothing. It will net the government billions of dollars in added real

tax revenues.

We thank you for your interest and hope with your help we'll start to

move back toward our proper share of overseas markets this year.

Senator NELSON. We will take the two members of the last panel
first because one of them has a travel problem. So I would proceed
now and call upon Mr. Max Karl, chairman of the board, Mortgage
Guaranty Insurance Co.; and Mr. W. C. Smith, president, Franklin
Towne Realty, Inc.

I have a statement that I will not read at this time, but I would
ask that it be printed in the appropriate place in the record.

[The prepared statement of Senator Nelson follows:]
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STATE TIjfIqO

TODAY THE FINANCE COfMITEE CONCLUDES 1 DAYS OF HEARINGS ON PRO?"OSALS FOR

INDIVIDUAL AND BUSINESS TAX REDUCTIONS

IT I S IMPORTANT THAT ANY TAX CUT MUST BE TARGETED TO HELP THE ENtrAND

IMPROVE PRODUCTIVITY WITHOUT IN ANY WAY REFUELING ANOTHER INFLATIONARY

EXPLOSION.

YESTERDAY, I INTRODUCED THE SwLL BUSINESS INVESTMENT kT CF 1980. IT

REPRESENTS A TAX REDUCTION PROGRAM MICH CONGRESS AND THE NATION CAN AFFORD,

THE PROGRAM IS NON-INFLATIONARY, INEXPENSIVE AND TARGETED AT INCREASING

PRODUCTIVITY IN THE MOST IMPORTANT SEGMENT OF OUR ECONOMY - THE SMALL BUSINESS

CGT-NITY. SMALL BUSINESSES WHICH ACCOUNT FOR A SIGNIFICANT PERCENTAGE OF OUR

GROSS NATIONAL PRODUCT AND PROVIDE MORE THAN HALF OF THE JOBS AND TECHNOLOGICAL

ADVANCEMENTS IN THE PRIVATE SECTOR ARE IN DESPERATE NEED OF INVESTMENT CAPITAL

NOT ONLY TO EXPAND AND GROW BUT MERELY TO SURVIVE,

THIS PROPOSAL WILL PROVIDE SIGNIFICANT RELIEF TO NOT ONLY SMALL BUSINESSES

BUT ALL BUSINESS IN MEETING THEIR CAPITAL FORMATION REQUIREMENTS.

THE STUDY OF THE PROBLEMS RELATED TO CAPITAL FORMATION BEGAN SOCI FIVE

YEARS AGO UNDER THE AUSPICES OF THE SENATE SELECT CkTIlTTEE ON SmvL BUSINESS,

THE COMMITTEE INITIATED A SERIES OF HEARINGS BEGINNING IN 1975, SIGNIFICANT

LEGISLATIVE PROPOSALS WERE DEVELOPED BASED ON INFORMATION GATHERED AT THOSE

HEARINGS. iANY OF THESE PROPOSALS HAVE ALREADY BEEN ENACTED INTO LAW. MNG

THEM, A SUBSTANTIAL REFORM OF THE FEDERAL ESTATE AND GIFT TAX LAWS AFFECTING

THE INHERITANCE OF FARMS AND SMALL BUSINESSES; AN INCREASE IN THE AMUXT OF

USED MACHINERY AND EQUIPMENT ELIGIBLE FOR THE 10 PERCENT INVESTMENT TAX CREDIT

FROM $50,0W0 TO $100,000; AN INCREASE IN THE CORPORATE SURTAX EXCEPTION FROM

$25,O00 TO $100,00; AND ENACTMENT OF THE MOST EXTENSIVE GRADUATED TAX RATE

STRUCTURE SINCE THE INCEPTION OF THE FEDERAL CORPORATE TAX IN 199.

THESE CHANGES HAVE HAD A SIGNIFICANT IMPACT ON EASING THE CAPITAL FORMATION

PROBLEMS OF SMALL BUSINESS. BUT ICH MORE NEEDS TO BE -DONE IF CJUR NATION'S

INNOVATIVE AND INDEPENDENT BUSINESS COMITY IS TO PROSPER AND PROVIDE MORE

JOBS AND INCREASED PRODUCTIVITY, INDEED, IN THE PRESENT ECONOMIC CLIMATE, MiCH

MORE NEEDS TO BE DONE TO INSLRE THE VERY SURVIVAL OF THESE BUSINESSES,
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EARLIER THIS YEAR, THE FIRST WHITE HOUSE CONFERENCE ON SMALL BUSINESS

WAS HELD, THIS CONFERENCE FOCUSED NOT ONLY ON THE CAPITAL FORMATION REQUIRE-

MENT'S OF SMALL BUSINESS, BUT ON SUCH DIVERSE PROBLEMS AS REGULATORY REFORM., PATENT

POLICY, INFLATION, INNOVATION AND THE DEVELOPMENT OF A SMALL BUSINESS EXPORT

POLICY, THE DELEGATES TO THE CONFERENCE CAM FROM EVERY STATE IN THE NATION,

A) THEY PRODUCED A SERIES OF LEGISLATIVE RECOU4ENDATIONS WHICH REPRESENT

AN ATTEMPT TO INJECT NEW CAPITAL INTO THE NATION'S CASH-STARVED SMALL BUSINESSES,

As CHAIRMAN OF THE SENATE SMALL BUSINESS TASK FORCE, I HAVE JOINED WITH

MEMBERS OF THIS CO(-IITTEE IN INTRODUCING AND ENDORSiNG MANY OF THE WHITE HOUSE

CONFERENCE RECOMMENDATIONS IN THE CAPITAL FORMATION AREA. MANY OF THESE PRO-

POSALS ARE CURRENTLY PENDING BEFORE THE FINANCE C Ol-ITTEE AND HAVE BEEN

THE SUBJECT OF HEARINGS BEFORE THE SUBCOFt,'IT-EE ON TAXATION AND DEBT t4AAGEMENT,

THIS MEASURE REPRESENTS A RESPONSIBLE APPROACH TO A PRODUCTIVITY RELATED

TAX CUT. IT CONSISTS OF A SERIES OF PROPOSALS V*IICH EM ODY THE WHITE HOUSE

CONFERENCE RECOMMENDATIONS FOR INCREASING CAPITAL FORMATION FOR SMALL BUSINESS.

THEY ARE PROPERLY STRUCTURED, CAREFULLY PHASED-IN, AND WILL NOT COST MUCH MONEY,

INDEED, THE FY 1981 REVENUE LOSS WILL BE APPROXIMATELY $75 MILLION, IN THE LONG

RUN THE PROPOSALS MAY ACTUALLY INCREASE FEDERAL REVENUES AS A RESULT OF THE NEW

JOBS AND ENHANCED PRODUCTIVITY THEY WILL CREATE,

TODAY'S PA;,EL OF EXPERT WITNESSES SHOULD PROVIDE THE NECESSARY INFORMATIC'

FOR THE DEVELOPMENT AND IMPROVEMENT OF THIS PROGRAM. I LOOK FORVRD TO

REVIEWING THEIR TESTIMONY,

(UR NEXT PANEL OF WITNESSES CONSISTS OF IR. MAX KARL AND MR. W.C, SMITH,

MR, PlAx KARL IS CHAIRMAN OF THE BOARD AND CHIEF EXECUTIVE OFFICER OF

EIC INVESTMENT CORPORATION, FIR. KARL'S COV-PANY 7S PRIMARILY ENGAGED IN THE

BUSINESS OF PROVIDING MORTCAGE INSURANCE FOR RESIDENTIAL HOUSING LOANS. HE HAS

FIRST HAND KNOWLEDGE OF THE MANY ECONOMIC DIFFICULTIES OF THE HOt BUILDING

INDUSTRY AND HE IS IN A UNIQUE POSITION TO UNDERSTAND THE CONCERNS OF THE

NATION'S POTENTIAL HOME BUYERS.

[MR. W.C. SMITH IS A PITSBURGH BUILDER, DEVELOPER AND REALTOR WHO HAS LONG

BEEN ACTIVE IN MAKING MIORE HOJSING AVAILABLE AT A LOWER COST TO OUR NATION'S

YOUG HOMEF BUYERS.
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THIS PAST A'RIL I INTRODUW THE HOM rIR.TGAGE ASSISTANCE ACT OF 1980,

S. 2560, THIS MEASURE M)ULD PROVIDE AN EXCLUSION FROM GROSS INCOME FOR

INTEREST AN DIVIDENDS EARNED ON SAVINGS DEPOSITS WH1ICH ARE USED BY THE DEPOSIT

INSTITUTION FOR RESIDENTIAL MORTGAGE LENDING PURPOSES,

[I' KARL AND R, SMITH WiLL BE ADDRESSING THEIR REMARKS TO THIS PROPOSAL.
Tm-y WILL BE FOLLOWED BY A PANEL OF WITNESSES REPRESENTING THE SMLL

BJSINFSS CCMiTY W-HO WILL BE TESTIFYING ON THE CAPITAL FORWATION PROBLEMS

FACM BY tL &JSINESSES.

Senator NELSON. I will ask you to identify yourself for the report-
er, and proceed.

STATEMENT OF MAX KARL, CHAIRMAN OF THE BOARD,
MORTGAGE GUARANTY INSURANCE CORP.

Mr. KARL. Mr. Chairman, and members of the committee, my
name is Max H. Karl. I am a native of Milwaukee, Wis., and I am
chairman of MGIC Investment Corp. of that city.

Twenty-three years ago I founded Mortgage Guaranty Insurance
Corp., the principal subsidiary of MGIC Investment Corp. and the
Nation's first and largest private mortgage insurer of this modern
era.

I realize that this committee is working to find the best ways to
reduce the overall burden of individual and business taxation in
ways that will provide jobs, encourage capital formation, improve
productivity, minimize inflationary pressures, and generally stabi-
lize our volatile economy.

I genuinely believe that the single most important and direct
path toward those objectives lies in addressing the problems in the
housing sector of the economy, since it is problems in that sector
that have both triggered and borne the brunt of our last two
painful recessions.

I have been a long-time student of thrift and home ownership in
the United States and throughout the world. What I see today
distresses me greatly. The Nation and the world face a debilitating
capital shortage. A decade of rapid growth in many nations and
accelerating inflation has reduced savings flows greviously. No-
where is this more evident than in the United States.

After averaging over 6 percent of disposable income during most
of the post World War II period, personal saving have declined
dramatically in the last 5 years, from 7.5 percent to 3.5 percent.
The U.S. record compares poorly with that of other Western na-
tions, many of which have provided tax incentives for savings. The
latest data show a 9 percent savings rate in Canada, 17 percent in
France, 14 percent in Germany, 25percent in Japan, and 17 per-
cent in the United Kingdom.

The decline in personal savings rate holds dire consequences for
virtually every aspect and segment of our economy, but no sectors
are hit harder than housing and the financial intermediaries that
provide residential mortgage finance.
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An increase in the levels of savings and investment are critical
to controlling the inflationary forces which grip this nation, pollute
the national currency and wealth, and endanger our competitive-
ness in world markets. S. 2560, the bill introduced by you, Senator
Nelson, recognizes the fact this fact and provides incentives for
thrift, which in my judgment will work to permanently increase
the rate of personal savings.

S. 2560, the Home Mortgage Assistance Act, would channel these
new savings funds toward the housing industry. This is important
both in the short run and the long run. Housing today is in
desperate straits. Housing starts recently dipped below the million
unit annual rate and now stand at roughly half the annual rate
needed to meet the housing needs of the 1980's.

Unemployment in residential construction and related trades
stood at 16.5 percent in June. Even with mortgage interest rates
falling back to the 12-percent level, we find few buyers.

Senator NELSON. Mr. Karl, I am going to have to go and answer
that rollcall. So you will have to wait 5 minutes. I apologize.

[Recess.]
Senator NELSON. You may go ahead, sir. This is one of those very

bad days.
Mr. KARL. I poir Lenutthat unemployment in residential con-

struction and related trades had reached 16.5 percent last June.
Even with mortgage interest rates falling back to the 12-percent
level, we find relatively few buyers.

Potential homeowners are understandably reluctant to take on
the big monthly payments associated with these interest rates.
Unprecedented numbers of loan applicants are finding they cannot
qualify for a mortgage loan at current interest rates.

The twin problems of mortgage money availability and affordabi-
lity are long term in nature and need to be addressed with long-
term solutions. We need to face these problems now before they are
further aggravated by demographic forces. The greatest concentra-
tion of first time homebuyers today is between the ages of 25 and
34. Americans in that age bracket will grow from 36 million this
year to over 41 million in 1990.

The effect of higher interest rates on monthly mortgage pay-
ments and the annual income requirement for homeownership is
dramatic. Purchase of the average home, $69,400 as of March 1980,
at a 12-percent interest rate would require an income of $30,864 to
carry a $643 monthly payment, but at 8 percent the monthly
payment would be $458 and would take an annual income of only
$21,984 for the same house.

Senator NELSON. There is a reduction from $31,000 to $21,000. Is
that what you are saying?

Mr. KARL. That is right. The median Lousehold income in the
United States is presently $21,350. So we have to make it possible
for the median income buyer to purchase a home. The higher
interest rate excludes 15 million households from homeownership.

Prominent housing economists agree that the Nation needs 2.2
million new housing units per year throughout the decade of the
1980's to meet housing demand. To the extent that the housing
finance infrastructure is unable to support that level of construc-
tion, scarcity will prevail in both ownership and rental units.
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Any shortfall of supply can cause inordinate housing price in-
creases, as was the case in the late 1970's. Since S. 2560 would raise
new funds and stabilize housing output, it clearly has the potential
to keep demand and supply in better balance and hold down price
rises.

Some critics may view this plan as inflationary. In reality the
opposite is true. While it is granted that new housing can have
some inflationary impact in the year of construction, it should be
noted that it has a dampening effect for many years afterward.
Building equity in a home is anti-inflationary as it diverts funds
from the spending system.

The extremely low level of personal savings today is both a cause
and a result of inflation. To the extent that the plan proposed here
is successful in increasing the rate of personal savings, it would
draw funds away from personal consumption, and have a decidedly
deflationary impact.

The first question that most people ask almost instinctively is:
What will this plan cost the Treasury? Authoritative estimate-s
will, of course, have to come from the Office of Tax Analysis. If we
instantaneously converted the entire home mortgage system in
America and funded it with tax free savings, the revenue loss
would be very significant. No one, however, is advocating such a
precipitous move.

You, Senator Nelson, you would be the first to agree with me
that we have to develop and mold a program that addresses the
problems of mortgage money availability and affordability, and
bring some desperately needed stability to the housing market. We
want to do this without any stress on the Treasury.

In pursuance of these objectives we may well need to place
limitations on the concept embodied in S. 2560. State and munici-
pal housing finance agencies have clearly demonstrated the viabil-
ity and effectiveness of utilizing tax exempt instruments to assist
modest income homebuyers. I have done considerable analysis on
ways -of making those mechanisms work in the private sector.

Details of this work are contained in a separate document that is
part of my statement for the record. To illustrate briefly, if we
work with 3- or 5-year certificates of deposit with an administra-
tively controlled tax exempt rate, the flow of funds into this type of
account can be held within acceptable boundaries, as well as al-
tered to complement broader economic and monetary policies.

Parameters would also be established for the families applying
for preferred rate loans under this program, probably based on
household income. If we assume that the program is controlled in
these ways and accounts for 20 percent of mortgage-originations, I
estimate that the cost to the Treasury would start out in the first
year at $330 million, rising to $970 million by the third year.

A tax-exempt savings program administered at such a level could
support affordable mortgages for an additional 600,000 homes. The
numbers are very rough, but the point they make is an extremely
important one. The total cost to the Treasury can be very modest if
the program is within reasonable limits, the impact on housing can
be significant.

The principal benefits offered t e h economy by the proposed
plan are an increased level of savings and added stability in the
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housing sector. During recent recessions, housing has been highly
volatile. The valleys have been 50 percent below the peaks, and the
related unemployment has been massive, 25 percent, as a matter of
fact, in 1975.

Even a slight moderation of the cycles can bring enormous rev-
enues to the Treasury. The National Association of Home Builders
estimates that 1.4 million jobs will be lost this year in residential
construction and related trade when compared to the normal em-
ployment of 1978. Such housing unemployment adds 1.3 percentage
points to the national total.

A recent study published by the Congressional Budget Office
concludes that a 1-percentage point increase in unemployment will
create a Treasury revenue loss of $20 to $22 billion, plus increased
unemployment benefits of $5 to $7 billion. A 1.3 point increase
translates into a deficit increase of more than $35 billion, a figure
which dwarfs by far the potential cost of the tax incentive
program.

Faced with problems so deep and far reaching as the availability
and affordability of mortgage funds in the 1980's, some may seek a
quick fix. More fundamental approaches are advised. Senator
Nelson, your proposal links savings incentives to the challenge of
providing affordable mortgage funds to homebuyers.

Adoption of the fundamental concept embodied in S. 2560 could
have a significant stabilizing effect on housing cycles, employment,
and prices. And it would efficiently accomplish its ends in the
private sector, substantially reducing the need for Government
subsidies in housing, and reversing the trend toward socialization
of housing finance.

Summing up, Mr. Chairman, the need for fresh approaches to
stimulate more savings in this Nation is an imperative in the
1980's. It is also critical that a fair share of such funds be chan-
neled into housing. Without this effort, the dream of a home of
one's own will be simply that-a dream for growing numbers of
A-mericans.

The adoption of the principles in S. 2560 could help turn that
dream into a reality for growing numbers of families and do it
without new Government programs or agencies.

Senator Nelson, you are to be commended for your initiatives in
this critical area.

Senator NELSoN. Thank you very much, Mr. Karl.
I have to go vote, and Senator Bradley did not get back yet. If

you need to leave to meet you- schedule, you go ahead. We may
ave some questions to submit to you, which you can answer in

writing, or if you have the time, you may wait.
[Recess.]
Senator C AF. Mr. Smith, it is a pleasure to see you here

again, and I have an idea what you will be testifying to, and look
forward to hearing you.

STATEMENT OF W. C. SMITH, PRESIDENT, FRANKLIN TOWNE
REALTY, INC.

Mr. SMrrH. My name is W. C. Smith, and I am a homebuilder,
developer, and realtor from Pittsburgh, Pa. I appreciate the oppor-
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tunity to appear today and express my opinion and offer proposals
for future tax cuts.

Tax free treatment of savings deposits used for residential mort-
gage purposes, as proposed in S. 2560, and H.R. 6907, introduced by
Mr. Archer on the Ways and Means Committee, would achieve the
following results.

One, I suggest, an increase in revenue of $44 billion, a reduction
of expenditures related to unemployment of $14 billion, and a
positive budget impact of $48 to $50 billion.

Two, it would restore employment to more than 1 million per-
sons in the housing and related industries and create new addition-
al employment of approximately 1 million.

Three, it would produce today a residential mortgage rate of 5.5
to 6 percent. You might be interested in the mechanics of how this
would occur, along with the other benefits.

The first thing is that the cost of the mortgage is directly attrib-
utable to the cost of money. Tax free treatment used for residential
mortgages would produce a cost of money today of approximately.4
percent: The normal markup on money is 1.5 to 2 percent. This
would produce I jday a residential mortgage rate of approximately
4.5 to 5 percent.

The reason that occurs is because of the tax free treatment. If
you were to look for a benchmark, you will find that housing
authority constructior notes which are issued by HUD had a cost
last month of about 3.8 to 4 percent. That was because they are tax
free, and they are short term.

In this instance, a deposit in S. & L., a bank, a commercial
savings bank, would produce the same result because it would be
insured by the Federal Government, that is, the FDIC up to
$10,O00, and it would be short term, and should produce the same
effect a cost of money approximating 4 percent.

What impact does this have on housing affordability? The first
thing is, on an average price home, or a $50,000 mortgage, it would
reduce the cost to the average person by $200 a month. To say the
least, this is deflationary. You are not going to have cost price
pressures for more wages in the employment area, when you can
reduce the actual cost of producing housing. The same goes as far
as the CPI index is concerned.

Obviously, all the time, someone says: What is the cost to the
Treasury? The cost to the Treasury, as calculated by the people on
the Joint Tax Committee, for all savings used for residential mort-
gage purposes is $13.5 billion.

The Bentsen bill has already been passed, and it has a value of
$1.5 or $1.6, and this gets it down to about $12 billion. Under the
House passed mortgage revenue bond bill, there would be about $2
billion in lost revenue. But this actually displaces funds that other-
wise would have come from savings to help housing.

So you are at a number that is around $10 billion. This is
without any benefits. When you realize that 1 percent unemploy-
ment represents $22 billion m lost revenue, and $7 billion in ex-
penditures for unemployment, that is $29 billion, and we have over
1 million people unemployed in the housing industry today.

We have a shortfall annually of almost 1 million units for the
1980's, and that represents a duplicate. So if this bill were passed,
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your positive budget impact would be an increase in revenue by
$44 billion by putting people back to work, and meeting the hous-ing needs. It would reduce direct expenditures attributable to un-
employment by $14 billion. So now you are at $58 billion-plus. If
you deduct the direct revenue loss of $10 billion, you still have a
positive budget impact of $48 billion.

Now, we always think about revenue loss, and nobody ever
thinks of the reciprocal. If you look at the study of the Congression-
al Budget Office, and convert that unemployment and employment
into those numbers, and revenues and expenditures, you will see
that that works.

In addition to that, now you are going to desocialize, or
defederalize the housing industry. The programs that you have
that require direct expenditures to subsidize 7.5 percent interest
rates, and people who can no longer afford housing, can be elimi-
nated. They will actually atrophy because the private sector now,
for the first time, will be able to produce rental housing, and
single-family housing without direct Federal subsidies.

Until we do that, and unless we do it, the only alternative is
growing Federal subsidy. I would suggest to you, gentlemen, that
this type of a tax cut, which enables the private sector to function,
creates employment, has a, positive budget impact, is one that
should seriously be consider at this time.

Thank you.
Senator BRADLEY. Thank you, Mr. Smith, for your testimony.
I would just like to ask you one question. If we did this, and cut

out all the Federal assisted housing, interest rates, subsidies, and
so forth, is it your belief that the market would allocate housing to
all levels of income?

Mr. SMrTH. Yes, it would, because you will that in the recent
proposals there is a suggestion by Mr. Landrow that you take the
limit off income for reiital housing. The reason you don't have
rental housing today is because you cannot make a profit produc-
ing it. You can't make a profit producing it because the-interest
rate is too high.

This is the same reason you have to give a person of a $21,000
median income a subsidy, ft is because the interest rate that he has
to pay on his monthly payment is too high. If you reduce that, you
reduce his cost of buying a house by $200 a month. Once you do
that, you don't need the direct subsidy.

What happens, over the years we have had to build up a substi-
tute program of direct subsidies because the interest rates have
been so high. Once you do At effectively by giving a tax break to the
depositor, the consumer gets the benefit in the lower cost housing,
and the Government reduces its direct expenditures for housing.

Senator BRADLEY. Tell me, how do you think this would affect
residential housing in urban areas where the housing is obviously
deteriorating and has to be replaced in some form?

Mr. SMrrH. It will be a great impact because the first that will
happen, again you have lower cost rehabilitation, you have people
who will be able to afford the housing within the city. The natural
trend of housing within the city is because of problems of the cost
of transportation, but now you have it at a point where without the
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Government subsidy and administrative programs, you can do it
more rapidly.

I believe that some of the States have contended, if they have
revenue bonds, they can move their programs through faster. This
would be cheaper than revenue bonds by 1 percentage point, and
you don't have to get the approval of all the Federal agencies and
local agencies. You could go ahead.

I could go ahead with rehabilitation of low income housing and
make a profit at it, and introduce it to the consumer at a one
percentage point interest lower than any of the existing programs.

Senator BRADLEY. Thank you very much.
Senator CHAFE. Mr. Smith, two questions.
One, we had very substantial Federal subsidies for housing when

the interest rates were low. An interest rate of 5 or-6 percent looks
low now, whereas once upon a time it was not terribly low, let us
say, 7 years ago. Yet, the Federal Government was already into the
subsidies.

Mr. SMITH. Sir, the greatest production of housing in the United
States occurred after World War II when interest rates were 4.5 to
5.5 percent. It was only approximately 10 to 12 years ago when
interest rates started going up because of actions of the Federal
Reserve Board that it became necessary to create the type of direct
subsidies that we have.

They continued to grow in intensity and amount each year. We
had subsidy programs before, but generally back after World War
HI the only programs you had were those which actually helped the
indigents with public authority housing. Since that time, because of
the increase in the cost of money and interest rates, we have had
to build other programs.

I would suggest that if you can return to a private sector solution
at this 6 percent rate, most of the direct subsidy programs will
cease to exist.

Mr. KARL. Senator Chafee, might I add that there is a -hard core
of homebuyeis that can never afford even reasonable interest rates.
They could not afford a 4 or 5 percent interest rate, and they have
had to be subsidized in the past through Government programs.

I am convinced that the level affordability would increase sub-
stantially once we had this tax incentive program because the
difference in 8 percent, and 12 percent means that 80 percent of
the potential homebuyers would qualify as against the 20 percent
that qualify today.

Senator CHAFxA. We have had revenue bonds in many States. In
my State 70 percent of the houses are built from mortgage revenue
bonds, and at the same time there is a continued rise of section 8
and other forms of Government subsidized housing.

Mr. SMrTH. The reason that is, Senator, is because that type of
housing is such that people are at that stage able to make a higher
profit on that type of subsidy. The mortgage revenue bonds still
have an inefficiency depending of about 1.0 to 1.5 percent.

If you have a mortgage revenue bond payable in 1984, the first
term, at 6 percent, there is a inefficiency factor of about 1 percent,
You could actually be down at 5 percent for that same type of
money if you did it directly.
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Senator CHAE. The point we make is that people can borrow
money now under those bonds at relatively low rates of interest. I
think that the problem in the housing market is not entirely
directly related to mortgage rates, I think there are a lot of other
problems.

Let me ask you another question. In your proposal, Mr. Smith,
you also allow the deductibility of the mortgage interest that the
mortgagee pays?

Mr. SMrrh. Yes, Senator, and the reason is this. It is obvious that
even with that deductibility today, we have been unable to meet
the housing needs of the country. What has happened is that that
deductibility is already factor into the cost of housing. If you
take it away, you are going to have to replace it with something
else.

The cost of housing has gotten to the point today, at today's
rates, only 14 percent of the people can buy a house even with that
deductibility. So we have to maintain whatever that factor is plus
introduce whatever new factors are necessary to make it afforda-
ble. If you take it away, you have to compensate in some other
fashion.

Senator NELSON. Thank you very much, gentlemen, for taking
the time.

Senator DURENBERGER. May I ask a question or two.
I apologize to both of you for not hearing your full statement&,

but let me suggest to you that maybe the problem is not affordabi-
lity, but cost. I think we ought to make a distinction between that.
It is not the cost of money. It is the cost of housing.

I think the answer to Bill Bradley's question here is, it is not just
lowering interest rates and making housing more attractive, it is
somehow getting control over the inflationary part of the cost of
housing.

If people can move in and out of housing as easily as they have
in the last 10 years in this country, every 2 or 3 years taking the
inflationary gain and using that as the downpayment on another
home, we are creating a problem that does not get solved by some
form of tax incentives for investment or by a larger capital pool
from which to draw mortgage money.

I am wondering if either of you has an opiition on how tax policy
in this country ought to be changed beyond what you have suggeet-
ed to somehow get control of that huge inflationary factor.

One of the things that has been suggested by Senator Chafee's
question is the deductibility of interest, and I have heard at least
one comment on that.

Mr. SMrrH. The one major problem that we have is this. The tax
policy of the United States right now, along with regulatory policy,
is creating synthetic shortages of housing, and aggravating infla-
tion. I am an investor in real estate, and many of us are. We would
not get the return on the real estate that we invest in if there were
an adequate supply.

The tax policies are creating the shortfall. They are creating a
situation in which each year we have a million shortfall, and
because of the recession we have 2.5 million shortfall. The only
way you are going to solve the inflation in housing is by production
of housing.
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The other thing related to that is this, you might be surprised
that in the last 5 weeks we have had increases in our price of
lumber, 10 percent. This is just within 5 weeks. The reason for
much of that is not merely because the plants have shut down, but
because Federal regulations have so restricted the cutting of
lumber that the Federal regulations have created the synthetic
shortgage of the commodities that we purchase.

To solve the problems of housing, and the cost of housing, we
have to do two things. We have to be able to supply the quantities
which go into housing by reducing Federal regulation, and let the
suppliers of those commodities produce them. Then we have to
produce an adequate housing base so that there is not a shortage.

So it is the shortage that creates inflation. What is occurring in
producing that housing, you have to have customers that can
afford it, and affordability becomes the key there. If you have
people who can afford to purchase a product, the product will be
reduced. You will increase your total housing supply each year,
and ultimately you will balance the supply of housing required by
the demographics each year.

Until you produce an adequate supply of housing, you are inevi-
tably being condemned to inflation in housing.

Senator DURENBERGER. Thank you.
Mr. KARL. I just wanted to add that housing is a labor intensive

process. It is inevitable that labor costs are going to inch up. I don't
know how you can stop that.

The other thing I want to mention is the Minnesota plan which
has been advocated, and that is on the mortgage side, where you
try to get a tax exempt mortgage instrument. One thing that it
does not do that the 2560 does, and that is to stimulate savings. We
are talking about a plan here that starts with the stimulation of
savings to increase this horrible personal savings rate that we are
at. To me 2560 combines both. It creates cheaper housing. It in-
creases the savings rate in this country.

Senator DURENBERGER. Thank you very much.
Senator NELsoN. Thank you very much, gentlemen.
[The prepared statement of Mr. Karl follows:]
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SUMMARY OF PRINCIPAL POINTS
FROM STATEMENT OF MAX H. KARL, CHAIRMAN

SENATE FINANCE COMMITTEE
S.2560, THE HOME MORTGAGE ASSISTANCE ACT

- The steep decline in the rate of personal saving from

7.5% in the 4th quarter of 1974 to 3.5% at the end of

1979 is damaging our whole economy and particularly

the housing sector.

- The low personal saving rate is a major factor contri-

buting to the current severe housing slump. Housing

starts are at an annual rate of 1.1 million compared to

the 2.2 million "normal" annual rate for the 1980's.

- Millions of potential homeowners, particularly first time

buyers, are unable to qualify for mortgages due to high

interest rates.

- The twin problems of the availability and affordability of

mortgage money will persist through the 1980's.

- The concepts underlying S.2560 would work to permanently

increase personal saving and channel the funds into housing.

- The plan would be anti-infldtionary because it would draw

funds away from consumption and into savings.

- Housing downturns can be extremely costly to the Treasury.

The Congressional Budget Office says that one percentage

point of unemployment increases the deficit by $25-29

billion. If the housing recession results in 1.3 million

jobs lost, as projected, the Treasury will lose about

$35 billion, far more than the cost of S.2560.

- The concepts of S.2560 can be shaped and structured in ways

that will limit the scope of the program and hold Treasury

losses under $1 billion annually.
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STATEMENT OF MAX H. KARL, CHAIRMAN
MGIC INVESTMENT CORPORATION

SENATE FINANCE COMMITTEE
S.2560, THE HOME MORTGAGE ASSISTANCE ACT

Mr. Chairman, Members of the Committee - my name is Max H. Karl.

I am a native of Milwaukee, Wisconsin, and am Chairman of MGIC Invest-

ment Corporation of that city. Twenty-three years ago I founded

Mortgage Guaranty Insurance Corporation, the principal subsidiary of

MGIC Investment Corporation and the nation's first and largest private

mortgage insurer of this modern era.

I realize that this committee is working to find the best ways

to reduce the overall burden of individual and business taxation in

ways that will provide jobs, encourage capital formation, improve

productivity, minimize inflationary pressures, and generally stabilize

our volatile economy. I genuinely believe that the single most important

and direct path toward those objectives lies in addressing the problems

in the housing sector of our economy, since it is problems in that

sector that have both triggered and borne the brunt of our last two

painful recessions.

I have been a long-time student of thrift and home ownership in

the United States and throughout the world. What I see today distresses

me greatly. The nation and the world face a debilitating capital

shortage. A decade of rapid growth in many nations and accelerating

inflation has reduced saving flows greviously. Nowhere is this more

evident than in the United States. After averaging over 6% of disposable

income during most of the post World War II priod, personal saving

has declined dramatically in the last five years, from 7.5% to 3.5%.

The U.S. record compares poorly with that of other western nations,

many of which have provided tax incentives for savings. The latest

data show a 9% savings rate in Canada, 17% in France, 14% in Germany,

25% in Japan, and 17% in the United Kingdom.
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The decline in the personal saving rate holds dire consequences

for virtually every aspect and segment of our economy, but no sectors

are hit harder than housing and the financial intermediaries that

provide residential mortgage finance.

An increase in the levels of savings and investment are critical

to controlling the inflationary forces which grip this nation, pollute

the national currency and wealth, and endanger our competitiveness in

world markets. S.2560, the bill introduced by Senator Gaylord Nelson,

recognizes this fact tnd provides incentives for thrift which, in my

judgment, will work to permanently increase the rate of personal saving.

S.2560, The Home Mortgage Assistance Act, would channel these new

savings funds towards the housing industry. This is important both

in the short run ard the long run. Housing today is in desperate

straits. Housing starts recently dipped below'the 1,000,000 unit

annual rate and now stcr& at roughly half the 2.2 million unit annual

rate needed to meet the housing needs of the 1980's. Unemployment in

residential construction and related trades stood at 16.5% in June.

Even with mortgage interest rates falling back to the 12% level, we

find few buyers. Potential homeowners are understandably reluctant

to take on the big monthly payments associated with these interest

rates. Unprecedented numbers of loan applicants are finding they

cannot qualify for a mortgage loan at current interest rates.

The twin problems of mortgage money availability and affordability

are long term in nature and need to be addressed with long-term

solutions. We need to face these problems now before they are further

aggravated by demographic forces. The greatest concentration of

first time homebuyers today is between the ages of 25 and 34. Americans

in that age bracket will grow from 36 million this year to over 41

million in 1990.

-2-
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The effect of higher interest rates on monthly mortgage payments

and the annual income requirements for home ownership is dramatic.

Purchase of the average home, $69,400 as of March 1980, at a 12% interest

rate would require an income of $30,864 to carry a $643 monthly payment,

but at 8% the monthly payment would be $458 and wouid take an annual

income of only $21,984 for the same house. Median household income in

the U.S. is presently $21,350 according to the Conference Board. The

higher interest rate excludes 15 million households from home ownership.

Prominent housing economists agree that the nation needs 2.2

million new housing units per year throughout the decade of the 1980's

to meet housing demand. To the extent that the housing finance infra-

structure is unable to support that level of construction, scarcity

will prevail in both ownership arid rental units. Any shortfall of

supply can cause inordinate housing price increases, as was the case

in the late 1970's. Since S.2560 would raise new funds and stabilize

housing output, it clearly has the potential to keep demand and supply

in better balance and hold down price rises.

Some critics mav vicw this plan as inflationary. In reality the

opposite is true. While it is granted nat new housing can have

some inflationary impact in the year of construction, it should be

noted that it has a dampening effect for many years afterward. Building

equity in a home is anti-inflationary, as it diverts funds from the

spending system.

The extremely low level of personal savings today is both- a cause

and a result of inflation. To the extent that the plan proposed here

is successful in increasing the rate of personal saving, it will draw

funds away from personal consumption and have a decidedly deflationary

impact.

-3-
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The first question that most people ask almost instinctively is:

"What will this plan cost the Treasury?" Authoritative estimates will,

of course, have to come from the Office of Tax Analysis. If we instant-

aneously converted the entire home mortgage system in America and funded

it with tax free savings, the revenue loss would be very significant.

No one, however, is advocating such a precipitous move. I think Senator

Nelson would be among the first to agree with me that we need to develop

and mold a program that addresses the problems of mortgage money avail-

ability and affordability, and brings some desperately needed stability

to the housing market, all without undue stress on the Treasury. In

pursuit of those objectives, we may well need to place limitations on

the concept embodied in S.2560. State and municipal housing finance

agencies have clearly demonstrated the viability and effectiveness of

utilizing tax exempt instruments to assist modest income homebuyers. I

have done considerable analysis on ways of making those mechanisms

work in the private sector. Details of this work are contained in a

separate document that is part of my sLatement for the record. To

illustrate briefly, if we work with a three or five year certificate

of deposit with an administratively controlled tax exempt rate, the

flow of funds into this- type of account can be held within acceptable

boundaries, as well as altered to complement broader economic and

monetary policies. Parameters would also be established for the

families applying for preferred rate loans under this program, probably

based on household income. If we assume that the program is controlled

in these ways and accounts for 20% of mortgage originations, I estimate

that the cost to the Treasury would start out in the first year at

$330 million, rising to $970 million by the third year. A tax exempt

savings program administered at such a level could support affordable

mortgages for an additional 600,000 homes. The numbers are very rough,

but the point they make is an extremely important one: The total cost

-4-
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to the Treasury can be very modest if the program is kept within

sensible boundaries, and the impact on housing can be significant.

The principal benefits offered to the economy by the proposed

plan are an increased level of savings and added stability in the

housing sector. During recent recessions, housing has been highly

volatile. The valleys have been 50% below the peaks, and the related

unemployment has been massive (25% in 1975). Even a slight moderation

of the cycles can bring enormous revenues to the Treasury. The

National Association of Home Builders estimates that 1.4 million jobs

will be lost this year in residential construction and related trades,

when compared to the normal employment of 1978. Such housing unemploy-

ment adds 1.3 percentage points to the national total. A recent study

published by the Congressional Budget Office concludes that a one

percentage point increase in unemployment will'create a Treasury revenue

loss of $20-$22 billion plus increased unemployment costs of $5-$7

billion. A 1.3 point increase translates into a deficit increase of

more than $35 billion, a figure which dwarfs the potential costs of

the tax incentive program.

Faced with problems so deep and far-reaching as the availability

and affordability of mortgage funds in the 1980's, some may seek a

"quick fix". More fundamental approaches are advised. Senator Nelson's

proposal links savings incentives to the challenge of providing afford-

able mortgage funds to homebuyers. Adoption of the fundamental concept

embodied in S.2560 could have a significant stabilizing effect on

housing cycles, employment and prices. And it would efficiently

accomplish its ends in the private sector, substantially reducing the

need for government subsidies in housing, aid reversing the trend

toward socialization of housing finance.

-5-
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Summing up, Mr. Chairman, the need tor tresh approaches to stimulate

more savings in thr-ration-is an imperative in the 1980's. It is

also critical that a fair share of such funds be channeled into housing.

Without this effort the dream of a home of one's own will be simply

that - a dream for growing numbers of Americans. The adoption of the

principles in S.2560 could help turn that dream into a reality for

growing numbers of families and do it without new government programs

or agencies. Senator Nelson is to be commended for his initiatives

in this critical area.

-6-
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Exhibit A

U.S. PERSONAL SAVING RATE

4th Quarter
Personal Savin Rate

1974 7.5%

1975 6.7%

1976 5.2%

1977 5.1%

1978 4.7%

1979 3.5%

Source: Federal Reserve Bulletin
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EXHIBIT B

EFFECT OF VARIOUS INTEREST RATES ON MONTHLY
PAYMENT AND ANNUAL INCOME REQUIREMENTS FOR

HOME MORTGAGE LOANS

8% Interest
Needed

Monthly Annual
House Price Payment Salary

10% Interest
Needed

Monthly Annual
Payment Salary

12% Interest
Needed

Monthly Annual
Payment Salary

14% Interest
Needed

Monthly Annual
PaEyent Salary

$297 $14,256
363 17,424
429 20,592
495 23,760
562 26,976

Avg. Exist-
ing House
$69,400
(March 1980) $458 $21,984

Avg. New
House:
$72,400
(March 1980) 478 22,944

$548 $26,304 $643 $30,864 $740 $35,520

572 27,456 670 32,160 772 37,056

Assumptions: 10% Downpayment
25% Gross Monthly Income
30 Year Mortgage Term

to Housing (P&I Only)

Existing Price Per NAR; New Price Per NAHB

$45,000
55,000
65,000
75,000
85,000

$356
435
514
593
672

$17,088
20,880
24,672
28,464
32,256

$417
509
602
695
787

$20,016
24,432
28,896
33,360
37,776

$480
587
693
800
907

$23,040
28,176
33,264
38,400
43,536
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A Plan For Tax Exempt Housing Savings Certificates (HSC)

Summary

Purposes

* To stimulate greater consumer savings and reduce inflationar consumption
" To increase production of needed housing at affordable terms for average American families

* To strengthen financial institutions' a ilhties to provide affordable mortgage funds for home buyers

Elements

1 Maturity - Maturities of three years and five years would be offered

2 Amount of Certificales - For each taxpayer, the maximum amount of such certificate could not
exceed $100,000 (FSLICIFDIC insured maximum) There would be no legally prescribed minimum
amount

3 Interest Rate - Rates would be fixed for the term of the-certificate, but initial offering rates would
vary monthly Rates would be set at three-fourth's of the yields for Treasury Bills and Notes of like
maturities, but could be varied to fall within 6 to 9 of Treasury yields

4 Offering Institutions- Certificates would be sold at financial institutions having federal insurance on
deposits, or which are otherwise insured in accordance with the requirements of State law

5 Use of Proceeds - All deposits in such certificates would be subject to the following guidelines

a Residential mortgages would be originated or purchased at yields not greater than 2% oser the
average cost of such certificates in any quarter A 1% origination fee would also be aliosed
Renegotiated rate, graduated payment and fixed rate mortgages would be eligible investments

b Such mortgages could only be made on single-family, owner-occupied primary residences

c Ceilings would be imposed for borrower income, mortgage amount, and/or sales price

d An initial transaction period would allow a one year interval before mortgage originations or
purchases ,vould be required

e Lenders' short term investment of certificate funds would be required to be in U S Treasury
obligations

7, au
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A Plan To Encourage Personal Savings,
Stabilize Housing and Combat Inflation

The average American family today cannot allord the average American home. That is the stark realtv
being faced today by millions of young Americans The post-war baby boom of the 1950's and early 1960s
produced a generation of young people who are now reaching the normal age for household formation
and home buying Demographers project 8 5 million household formations for the period 1980-1984. up
significantly from a decade earlier

To comprehend the pight of the pote-ntial first-time home buyer, consider these facts purchase of a
home with a 10% down payment (typical for .a first-time home buyer] on a 30 year mortgage of $60,000 at
13% interest would require a monthly payment of $831 including normal taxes and insurance Based on
traditional underwriting guidelines, the people buying that average home would need to have gross
household income in excess of $39,000 Wih median household earnings today slightlN under $20,000. the
average family is clearly priced out of the market

The inability of mortgage lenders to qualify potential home buyers is a problem with complex roots The
basic inflationary psychology of our country is one of the malor causes Equally fundamental and inter-
twined is our declining rate of personal sa,ing According to Stanford University economics Professor
Michael Boskin

"There is no greater problem facing the U S economy today than our extremely
low rate of saving and closets related low rate of investment "

After averaging oNer 6% of disposable income during most of the post World War II period, personal
saving has declined dramatically in recent years

Personal Saving Rate

4th Quarter 1974 7 5%
4th Quarter 1975 67%
4th Quarter 197b 5 2%
4th Quarter 1977 51%
4th Quarter 1978 4 7%
4th Quarter 1979 3 5%

The U S record contrasts with that of other western nations, many of which have provided tax tncentises
for savings The latest data show a 9% savings rate in Canada. 17% in France. 14% in Cermans, 25% in
Japan, and 17% in the U K

The decline in the personal saving rate holds dire consequences for virtually every aspect and segment of
our economy,. but no sectors are hit harder than housing and the financial intermediaries that provide
residential mortgage finance Approximately 60% of U S home purchases are financed by savings and
loan associations and mutual savings bonks For those institutions the problems inherent in the lower per.
sonal saving rate have been multiplied by the concomitant changes in the structure and cost of saving,
accounts Competition for individual savings funds increased sharply beginning in the late 1970's

The increased competition for scarce savings dollars raised rates and sent the cost of residential mortgage,
funds to unprecedented I,vels The forces behind today's high interest rates are not all cyclical Much or
the change has been institutionalized, i e , the creation of money market funds, the establishment of, six
month and thirty month money market certificates and the phase out of Regulation Q The change'
described are long-term and far-reaching, and they will not go away with the current economic cycle Thc
affordability of homeownership has become a major and growing social issue
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Faced with a problem so deep an far-reaching, some may seek a "quick fix". More fundamental
approaches are advised. Congress has recently taken an important first step in the direction which
appears to hold the greatest potential for stimulating savings and stabilizing housing More than 70 bills
were introduced in the 96th Congress offering income tax exemptions for savers. The legislation passed, as
part of the Windfall Profits Tax Bill. exempts the first $200 of interest and/or dividends from an individual
return, or $400 from a joint return. More needs to be done An appropriate second step would be to link
incentives to saving to the challenges of providing affordable home ownership to first time homebuyers

The Proposal

The proposal calls for cr.!'tz. of 'ousing Savings Certificates (HSC) to be offered at any financial insti-
tution having federal insurance on deposits or which are otherwise insured in accordance with the re-
quirements of the law of the State in which the institution is located and offering residential mortgage
loans Interest earned on these certificates would be exempt from federal income taxation For each tax-
payer the maximum amount of HSC holdings could not exceed S100M. the FSLICIFDIC insured maximum
There would be no legally prescribed minimum certificate amount

Two maturities would be offered, three years and five years, corresponding to the possible "rolt-over"
period for renegotiable rate mortgages. Thus, the historical thrift institution Problem of financing longer-
term assets (mortgages) with short-term liabilities (savings) could be substantially alleviated

Interest rates would be fixed for the term of the certificate, but initial offering rates would change
monthly Rates would be set at approximatey three-fourth's of the yield levels for Treasury obligations of
the same maturity, but could be modified from time to time by the federal Depository Institutions
Deregulation Committee to fall within the range of .6 to .9 of Treasury yields

All deposits in HSC accounts would be earmarked for investment in mortgages on single family, owner-
occupied primary residences Mortgages originated or purchased with these funds would be at yields not
greater than 2% above the average cost of HSCs in any quarter An additional origination fee of 1%
would be allowed in order to cover up-front expenses.

The preferred mortgage funds available under the HSC program would be available to households with
income not greater than 125% of the median household income as estimated by the Department of
Commerce

Cost To The Treasury

It is assumed that the HSC program might attract S50 billion of savings in the first year, of which 50%
would be new savings and the other 50% would be transferred from other savings plans On that basis the
annual rate of revenue loss for the Treasury would be $700 million That figure would rise for at least the
second and third years, reaching perhaps S1 billion in the third year

Offsets To The Cost

The principal benefits offered to the economy by the HSC plan are an increased level of savings and add-
ed stability in the housing sector. During recent recessions, housing has been among the most volatile sec-
tors. The valleys can be 50% below the peaks and the related unemployment can be massive (25% in
1975). Even a slight moderation of the cycles can bring enormous savings to the Treasury. The National
'Association of Home Builders estimates that 1.4 million jobs will be lost this year in single family con-
struction, when compared to normal employment of 1978 If accurate, housing unemployment translates
into 1.6 percentage points of increased unemployment A study published by the Congressional Budget
Office in February, 1980 concludes that a one percentage point increase in unemployment will create a
Treasury revenue loss of at least $20 billion and increased unemployment costs of at least $5 billion
Together, these factors suggest that one percentage point of unemployment translates into $25 billion in
total deficits and a 1.6 point increase translates into a deficit increase of $40 billion The moderation of
housing cycles, therefore, offers a potential to pay back the Treasury a great deal more than the cost of

2
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the HSC program. There are also other offsets to make the plan even more attractive from the standpoint
of the Treasury:

1. Because the HSC money will go into lower rate loans, the amount of itemized interest deductions
will be diminished If $50 billion of mortgages were originated at rates averaging 3% undeLnormal
market rates, the Treasury wouid save an additional 5500 million in tax revenues.

2. The lower mortgage rates afforded under the program will tend to reduce the housing component of
the CPI and therefore limit COLA adjustments

3. The HSC program in many areas of the country would fill in for and replace the %.x exempt mortgage
financing being done by state and municipal agencies To the degree that this occurred there is not
an incremental drain on Treasury revenues The same is true of any funds that might be attracted
away from other forms of tax exempt municipal financing

4. Increased activity in housing related industries, such as appliances and furniture, wil! also produce
tax revenues to offset initial losses

Non-Inflatlonary Impact On Koutg

Prominent housing economists agree that the nation needs 2.2 million new housing units per year
throughout the decade of the 1960's to meet housing demand To the extent that the housibig finance
infra-structure is unable to support that level of construction, scarcity will prevail in both ownership and
rental units. Any imbalance of demand and supply will cause inordinate housing pr'ce increases, as was
the case in the late 1970's Since the HSC plan would support and stabilize housing output, it clearly has
the potential to keep demand and supply in better balance and hold down price rises

While it is granted that new housing does have some inflationary impact in the year of construction, it
should be noted that it has a dampening effect after completion Once completed, sold and mortgaged,
home expenses limit discretionary income Housing-related expenses normally can draw off 40% of
household income, thus reducing the funds otherwise available to create inflationary pressures in the con-
sumer economy. Building equity in a home is anti-inflationary, as it diverts funds from the spending
stream

The extremely low level of personal savings today is both a cause and a result of inflation To the extent
that the plan proposed here in successful in increasing the rate of personal savings, it will draw funds
away from personal consumption and have a decidedly deflationary impact When financial
intermediaries funnel those savings back into housing, there will be some offsetting inflationary
pressures The alternative, as noted above, is to permit a housing shortage to conspire with a shortgage
of lendable mortgage funds The result can only be very strong rises in the housing expense comcsnnent of
the consumer price index Therefore, the plan to channel affordable funds into housing shoul'; not be ,cn-
sidered inflationary when compared with the alternative of scarce housing and scarce m,#rtgage funds

Summary

The HSC plan would create tax exempt housing savings certificates of three and five year maturities to be
offered through mortgage originating financial institutions having federal insurance on their deposits The
plan could substantially increase the rate of personal saving and focus stable incremental funds on the
most volatile sector of our economy, single family housing The HSC plan is not a short-term "quick-fix"
for a cyclical problem. Rather it is a permanent means of creating a stable and affordable source of funds
to finance the housing needs of American families. The plan retains the basic structure that has worked
for over a century and made Americans among the best housed people in the world: Personal thrift sup-
porting home mortgages. Both the American economy and the average American family need this plan

3
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Senator NELSON. Next we will hear from a panel consisting of
Mr. William Barth, senior partner and director of Small Business
Practices, Arthur Anderson & Co. on behalf of the Small Business
Legislative Council; Mr. Arthur D. Little, president, National Asso-
ciation of Small Business Investment Cos.; Mr. James D. McKevitt,
National Federation of Independent Business; Normal R. Sherlock,
executive vice president, American Bus Association; Bruce H.
Hahn, National Tooling & Machining Association; Philip Ranno,
president, National Association of Metal Finishers; Sidney Lieber--
stein, vice president, Machinery Dealers National Association, and
Mr. J. Stephen Putnam, president of F. L. Putnam & Co., on behalf
of the National Association of Securities Dealers.

Mr. Barth, if you would begin.

STATEMENT OF WILLIAM BARTH, SENIOR PARTNER AND DI.
RECTOR OF SMALL BUSINESS PRACTICES, ARTHUR ANDER-
SEN & CO., ON BEHALF OF SMALL BUSINESS LEGISLATIVE
COUNCIL
Mr. BARTH. Thank you, Mr. Chairman.
My name is William Barth. I am director of the small business

practices of Arthur Andersen & Co. Today I am appearing on
behalf of the Small Business Legislative Council-SBLC-an orga-
nization of 81 national trade and professional associations whose
membership consists largely of small businesses. The SBLC mem-
bership and their affiliates represent over 4.5 million small busi-
nes3 firms throughout the Nation.

Accompanying me is Jerome Gulan, SBLC's legislative director
and vice president of the National Small Business Association.

Over the years a written record of statements made in support of
small business could easily fill a smalltown library. Literally thou-
sands of articulate, knowledgeable, and responsible individuals
have espoused the cause of small business. However, the record of
accomplishment is remarkably short.

In some instances no one bothered to follow up on an idea. In
other instances small business was simply pushed aside so that the
Congress could deal with priorities that seemed more important at
that time. This year we are told that history will not repeat itself. I
sincerely hope that this year will be different.

Now to illustrate my concern about the difference between
thought and action, let me briefly present five examples.

First, it is presumed that the current tax structure should en-
courage the development and growth of small business. To that end
a graduated corporate tax structure was created. It begins today at
17 percent, and then goes to 20, 30, 40, and finally to 46. The
thought is that these reduced rates allow small- and medium-size
companies to plow back a greater portion of earnings into their
businesses.

One might think, from looking at the graduated tax rates that
the small businesses, therefore, pay out a smaller percentage of
their income in taxes than do businesses in, say, the $10 million
range. In fact, the opposite is quite true.

Many small businesses pay effective rates that are higher than
their larger competitors. The reasons for this are many, but among
others the nature of operations of many large companies provides
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above average benefits of certain credits and other incentives, and
small businesses sometimes find that the process of claiming a
deduction is so burdensome that they simply forego the oppor-
tunity.

The SBLC endorses the recommendation of the White House
Conference that calls for replacing the corporate tax rate schedule
with more graduated rates covering the first $500,000 of income.

Second, since 1971, all businesses have been granted the option of
taking faster writeoff of depreciation under the ADR system. How-
ever, because of its complexity, the ADR system is used by less
than one-half of 1 percent of the small businesses in the Nation.

The SBLC endorses the second priority of the White I-ouse Con-
ference that calls for the adoption of a simplified and accelerated
capital cost recovery system that would give small businesses more
equitable depreciation deductions.

There are alternative capital cost recovery methods that are now
under consideration that in varying degrees result in a higher
percentage of benefits accruing to large companies. The SBLC is
deeply concerned that such method as might be chosen will not be
so costly as to preclude small business from receiving equitable
benefits from programs most important to it.

The White House Conference identified lack of available capital
as the foremost concern of the delegates. In this respect, two op-
tions are currently under review:

First, a deferral of taxes for rollovers of investments affecting
small business. Under the present law, the owner of a small busi-
ness who wishes to sell his company has the option of selling for
cash and immediately paying a tax, or exchanging ownership of his
small business for stock in a larger company. This swap of stock for
stwL does not trigger an immediate capital gains tax. The result is
that an increasing number of small businesses are being bought
out by larger businesses. The SBLC believes that taxes should be
deferred upon the sale of a closely held company.

Second, SBLC favors the deferral of taxes attributable to the sale
of any investment assets provided the funds are timely invested in
a qualifying small business. A new proposal now before Congress
calls for the creation of a new financial instrument called, a small
business participating debenture.

I commend you, Mr. Chairman, for your leadership in bringing
forth Senate bill 2981, and I must also recognize the efforts of
Senator Weicker during a long period of incubation.

SBPD legislation represents a breakthrough in business financ-
ing concepts. There are yet ways to be devised using this concept to
help businesses.

Senator NELSON. You are going to have to stop at this point,
otherwise we will never make it through the panel. I don't like to
do this, but you can see our problem.

Let me say, on the corporate tax side, I was involved in that, we
started the hearings back in 1974 or 1975, and regardless of the
fact that you no doubt can demonstrate that very large corpora-
tions with various kinds of writeoffs are showing an effective rate
lower than many small businesses, the fact is that the amendment
that was adopted in 1976, and the further amendment in 1978
increasing the progressivity to $100,000, does save the small corpo-
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ration with a taxable income of $100,000 a total of $14,700 a year,
which is a very, very dramatic reduction in taxes over what that
corporation paid in 1975.

On the ADR question, I certainly agree with you. We had a big
fight in the Finance Committee that only about, as I recall it,
somewhere around five-tenths or five-tenths of 1 percent of the
corporations in America use ADR. It is for very large corporations.
It is very complicated.

In committee I was defeated on the proposition that we have a 3-
year straightline depreciation on the first $25,000 of capital invest-
ment which was targeted to small businesses. However, we offered
that as a substitute on the floor, and defeated the position of the
Finance Committee.

The reason the Finance Committee's position was defeated,
which would not have occurred 3 years, or 4 years earlier, is that
small business groups around this country were finally getting
organized enough to be effective so that their voice was heard.
That is a very encouraging sign. We would never have won that a
few years earlier.

I would say, on the White House Conference, we had hearings
and drafted bills, introduced probably two-thirds or three-quarters
of all the major provisions recommended by the White House Con-
ference prior to the White Hoiue Conference, and we have intro-
duced others s"_ce then.

The point -I want to make is, I don't think that it is a discourag-
ing scene in terms of small business in this country because it has
only been in the last 3 or 4 years that small business groups all
over this country have become organized enough to have an effec-
tive voice so that their interests and concerns are heard and are
being considered.

I think that you will see an increase in that impact very rapidly
in the next 2, 3, 4 years. My guess is that within a 2-year period of
the 15 top recommendations of the White House Conference-at
least 12 of them will be adopted. I don't think that there is any
doubt about it.

We have a number of them pending right now and we may get
some of them adopted this year-whether it is capital gains roll-
over, expansion of subchapter-S, an expansion in the graduated
corporate tax, an increase in the heritance tax exemption, which I
think is ver, important for maintenance of farms and small busi-
ness in the families.

I just want to say to you, from my perspective, looking at where
we were half a dozen years ago, I think the small business groups
around this country have done a tremendous job. Since they repre-
sent people, and lots of people, you can be sure that you have a
sustaining force in the representative kind of government that will
be heard once its voice is expressed on the issues.

So I just wanted to say, don't be discouraged about the way we
are moving. I have been on this committee for the last 16 years,
and more legislation has moved in the last 4 than it did in the
previous 12.

Mr. BARTH. You are correct. I would also applaud you on behalf
of SCLC for Senate bill 2998, which you introduced yesterday, that
parallels a good many of our priority items.

[The prepared statement of Mr. Barth follows:]
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The Small Business Legislative Council (SBLC), whose 81 member associ-

ations and their affiliates represent more than 4 million small business en-

terprises, urges that tax reduction proposals being considered provide equity

for small business, increase productive capacity, and, to whatever extent

possible, assist in lessening current inflation.

To this end, the SBLC specifically endorses the following provisions:

1. Broadening of the current graduated tax rate structure and

raising the limit to $500,000.

2. Depreciation acceleration and simplification proposals which

will provide equity to small business.

3. Capital formation proposals providing for:

a. Tax deferral for rollovers of investments affecting

small business.

b. Tax deferral on sale of assets provided the funds

are re-invested in qualifying small business.

c. Creation of new financial instruments such as Small

Business Participating Debentures.

*Of fe Naions Snai tess Assodaion
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Summtary -2 -

4. Investment tax credits:

a. Elimination of the limit on used equipment.

b. Replacing the current targeted jobs tax credit with

a general jobs tax credit.

5. Estate tax treatment revisions for family-owned fims in

order to avoid job losses, plant abandonment or business

mergers caused by excessive tax liabilities.

In addition to the specific points listed above, the SBLC supports,

generally, the package of tax bills relating to Capital Formation Incentives

for Small Business now pending before the Subcommittee on Taxation and Debt

Management Generally.

65-969 0 - 80 - 59 (pt.3)
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STATEMENT OF WILLIAM D. BATH
ON BEHALF OF THE SMALL BUSINESS LEGISLATIVE COUNCIL

BEFORE THE SENATE FINANCE COMMITTEE
HOLDING HEARINGS ON PROPOSED TAX CUTS

JULY 31, 1980

Mr. Chairman and Hemters of the Committee:

My name is William D. Barth. I am Director of Small Business Practice

of Arthur Andersen & Co. Today I am appearing on behalf of the Small Business

Legislative Council (SBLC), an organization of 81 national trade and professional

associations whose membership consists largely of small businesses. The SBLC

membership and their affiliates represent over four and one-half million small

business firms nationwide. Accomparying me is Herbert Liebenson, SBLC's Executive

Director and President of the National Small Business Association.

Although I am speaking on behalf of the Small Business Legislative Council,

my training and past 32 years of experience Is in the accounting and auditing

profession. Accountants are trained to give a cold, objective look at the facts

of a situation. That training and experience were applied In preparatioi for my

comments this afternoon.

I began by looking at the record of statements made in support of American

small business. I assure you this was not an easy task. Over the years a written

record of these statements could easily fill a small town library. Literally

thousands upon thousands of articulate, knowledgeable and responsible individuals

have espoused the cause of small business. Their ideas were sound, their proposals

all within the realm of possibility and the support for their suggestions seemed

overwhelming.

Then I began looking a, what actually came )f those ideas and proposals. If

one believes that small business is one of the most important elements of our eco-

nomic system -- and I hold that belief -- then a comparison of thoughts and actions

is discouraging.
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I found the record of accomplishments to be remarkably short. In most cases

sound ideas -- that would have helped our nation's small businesses -- have

simply been discarded even though they would not have impacted the U.S. Treasury

or structure of our economy. These ideas were discarded for a variety of reasons.

In some instances, no one bothered to follow-up on an idea. In other instances,

small business was simply pushed aside so that Congress could deal with priorities

that seemed more important at the time. In still other instances, Congress was

presented with a number of porposals that seemed to conflict with one another

and, instead of resolving the dispute, it simply waited until the proposals died a

natural death due to inattention.

This year we are told that history will not repeat itself. This year we are

told that from the thoughts that are voiced here and in other forums, there will be

action. Although experience leads me to think otherwise, I sincerely hope that

this year will be different and that something will be accomplished.

To illustrate my concern about the difference between thought and action, let

me briefly present five exampl s that quickly came to the surface during my preqara-

tions for today. I
I. The first impact that government has upon business, large or small, Is

through taxation. It is presumed that the current tax structure should encourage

the development and growth of small t, siness. To that end a graduated corporate

tax rate was created. It begins at 17 percent for the first $25,000 of corporate

income. 20 percent for the next $25,000 of income, 30 percent for the following

$25,000 and then goes to 40 percent for incomes of from $75,000 to $100,000.

Beyond that the tax rate is 46 percent.

The thought is that these reduced rates allow small and medium-sized companies

to plow back a greater portion of earnings into their businesses. This then would

allow the small businesses to expand, improve their operations and become more

competitive. Small and medium-sized businesses -- which make up 97 percent of
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American enterprises -- should thus retain more profits and fuel their own growth.

And, one might think from looking at the graduated tax rate that small

businesses pay out a smaller percentage of their income in taxes than do businesses

in the, say, $100 million range.

In fact, the opposite is often true. Many small businesses pay effective

rates that are higher than their larger competitors. The reasons for this are

many: large companies have the In-house expertise to identify and claim their

rightful tax deductions, the nature of operations of many large companies provide

above average benefits of certain credits and other Incentives, and small

businesses sometimes find that the process of claiming a tax deduction is so

burdensome that they simply forego the opportunity.

Please do not infer from my comments that I am In any way opposed to the

tax structure available to large business. I am not arguing against anything;

I am arguing for small business.

The Small Business Legislative Council endorses the recommendation of tht

White House Conference on Small Business that calls for replacing the corporate

tax rate schedule with more graduated rates covering the first $500,000 of income,

not the first $100,000. I will confess that there are many that can find ample

reason to argue against this revision of the corporate rate schedule. (ATTACHMENT A)

But, as a practical matter, this is the best solution that has come along to

date. It is relatively easy to implement and, just as important, it is relatively

easy for small businesses to understand and apply.

More complicated solutions, I fear, will collapse under their own weight,

and the result will again be much verbal support for small business and no action.

I urge you not to let that happen again.

2. Since 1971 all businesses have been granted the option of taking faster

write-offs of depreciable assets under an Accelerated Depreciation Range system.
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This system is sometimes known by the shorthana tern "ADR.0 However, because

of its complexity the ADR system is used by less than one-half of one percent

of the small businesses in the nation.

The Small Business Legisaltive Council endorses the second priority of the

White House Conference that calls for the adoption of a simplified and accelerated

capital cost recovery system that would give small businesses more equitable depre-

ciation deductions. (ATTA(HMENT 8)

There are alternative capital cost recovery methods now under consideration

that in varying degrees provide for substantially higher depreciation deductions

however they would result in a higher percentage of benefits accruing to large

companies.

The Small Business Legislative Council is deeply concerned that such

method -- as might be chosen -- will provide equity to small companies. Simply

stated, small business is concerned that no single modification of existing tax

rules produces such significantly higher deductions for any segment of the

business community as to pre-empt those several programs of high priority to

small companies.

Even the Treasury has acknowledged that the present ADR system is burdensome

to calculate for both the taxpayer and the Internal Revenue Service.

3. The White House Conference on Small Business identified lack of available

capital as the foremost concern of the delegates. Again, this is an area where

numerous proposals have been presented to bring new funds to small businesses.

To date, few if any have been approved. Two options, however, are under current

consideration:

A. A deferral of taxes for rollovers of investments affecting

small business. Under the present law, the owner of a small

business who is retiring, or for some other reason wishes to

sell his company, has the option of selling for cash and
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immediately paying a capital gains tax or, as is common,

exchanging ownership of his small business for stock in a

large company. This swap of stock-for-stock does not trigger

an immediate capital gains tax. Small business owners, being

astute, often execute a swap rather than sell for cash. The

result is that an increasing number of small businesses are

being bought out by larger businesses.

The Small Business Legislative Council is among the advocates who

argue that taxes should be deferred upon the sale of a closely-

held small business.

Secondly, the ABLC favors the deferral of taxes attributable

to the sale of any investment asset provided the funds are

timely invested In a qualifying small business. The acute and

increasing capital shortage experienced by small business

necessitates that some plan be adopted to provide encouragement

to investors to put new funds Into the small business sector.

This is a simple, straight-forward proposal.

B. A new proposal, now before Congress, calls for the creation

of a new financial instrument called a Small Business Partici-

pating Debenture. This would encourage investments in small

enterprises on terms attractive to an investor and acceptable

to the borrower. For a pre-established period, the holder of

a Small Business Participating Debenture would share in the

profits of a business much as a traditional stockholder and

would receive favorable tax treatment on the receipt of his

share of the earnings. The uniqueness of the small business

capital formation problem calls for a unique new investment.
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The Small Business Legislative Council endorses the Small

Business Participating Debenture as a solution that is easily

within reach. (ATTACNPNT C)

4. A fourth example of the difference between thought and action -- as they

Impact small business -- relates to allowances for investment tax credits.

Prior to 1979 there were two sources of credits -- Investments in productive /

assets and investments in people. Both were designed to stimulate and encourage

business growth and development.

Though the tax credits for investments i, productive assets have been

significant to many small companies, the aggregate impact upon large companies

has been of far greater importance. The reason is simple. Large businesses

are typically capital and asset intensive. In contrast, small businesses ire

labor intensive.

Not surprising then is the recent statistic that 94 percent of all invest-

ment tax credits go to companies with assets of more than $1 million.

In contrast to the tax credit arising from the investment in assets, thi,

credit for investment in people (known as the jobs credit) was severly limited as

of January 1, 1979. Today we have a "targeted jobs credit" which is of very

minor consequence.

Again, small business was the loser, as small business provides jobs. It

is important to note that small business not only provides 55 percent of the

private sector jobs in our economy, but also has provided 87 percent of the

new Jobs in the private sector in the past decade.

According to current estimates, the cost of one unemployed person -- in
terms of lost revenues and actual social benefits paid -- exceeds T21,000.

Simply stated, for every one million unemployed people in the nation, the

cost to the taxpayers exceeds $21 billion annually.
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We believe that implementation of a meaningful jobs credit would constitute

fiscal responsibility on the part of government and we so urge you to act In

that area. (ATTADIENT D and ATTACHMENT E)

5. The fifth example is in the area of estate tax laws. It is often said

that the purpose of estate taxes is to discourage the long-term (say more than 100

years) ownership of assets by a succession of heirs of an individual. Presumably,

such taxes would alleviate the abuses that the fourders of our nation saw under

the old English land title system. Perhaps the concept was valid when estate

tax laws were enacted.

Today, however, we need a reexamination of that concept as it applies to

small business. A we know, large businesses are owned by a large number of

shareholders and the existence of these businesses goes on generation after

generation.

The opposite is true of small businesses. Often they are merged or dissolved

upon the death of the owner and the result is a loss of jobs, abandoned plants,

and devastating economic effects upon the entire community.

The Small Business Legislative Council encourages you to ease the burden

imposed upon the heirs who are faced with the problem of survival upon the

death of the owner of a small business.

In summary, small business has, over the years, experienced a disheartening

and demoralizing series of events in which Its expectations were raised and

then abruptly dashed to the ground. This has led many small business leaders to

believe that nothing can or will be done on their behalf. In a very real sense,

they are victims of "the system."

In the past we have heard the comment that small business was not able to

- articulate its viewpoint, that it was "unable to get its act together and that,

because of this, nothing came out of the hundreds of creative ideas that would
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have helped our nation's small businesses survive and prosper.

We believe, as do you, that this time something can be done for small

business. We believe that this can be the year for both thought and action.

We believe that our political system is effective and responsive to the ends

and the needs of all its constituents, including small business.

Thank you for the opportunity to appear before the Committee. We urge

your consideration of the ideas presented.
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ATTACHMENT A

GRADUATED BUSINESS TAX SYSTEM

The graduated corporate income tax originally advanced by SBLC was enacted
In 1978. It provides for a tax on the first $100,003 of taxable income according
to the following schedule:

$0 - $ 25,000 -- 17%
$25,001 - 50,000 -- 20%
$50,000 - 75,000 -- 30%
$75,000 - 100,000 -- 40%

Over - 100.000 -- 46%

This was an historic step. Given the difficulty small businesses face in
raising capital for investment (compared to the ready access to the capital
markets enjoyed by the largest corporations), these lower tax rates will make
it easier for small companies to re-invest more of their earnings into
expansion and improvement.

Small business still faces many tax law obstacles. Estate and gift taxes
are particularly burdensome; businesses shouldn't be forced into the arms of
corporate takeover or driven out of business entirely due to excessively heavy
taxes at the time of transfer of assets within an estate or family business.
Among the most afflicted groups of small business falling into this category
are farms -- truly small, family owned businesses.

Depreciation simplification is also backed by the small business community.
The current ADR (Asset Depreciation Range) system is far too complex to be
effectively utilized by most small businesses. The need for a simplified,
straight-line depreciation system has long been recognized by the small busi-
ness community, and was supported in the 95th Congress. The need persists, and
small business must continue to back the needed changes.

RESOLVED

The Small Business Legislative Council continues to urge expansion and
further simplification of the graduated business tax system, including invest-
ment tax credits, capital gains taxes, estate and gift taxes, and depreciation
allowances. The SBLC, recognizing the gains made in the 95th Congress in the
adoption of the graduated business tax system, continues to urge further
reduction of the minimum rate of corporate taxation to 12 percent, as well as a
widening of the brackets to which the graduated rates apply. At a minimum the
present $100,000 cut-off point should be increased as a first step to $250,000.
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July 31, 1980

The position paper -- Graduated Business Tax System --
is supported, as of this date, by 57 embers of the Small
Business Legislative Council:

American Assn. of Nurserymen
Washington, DC

American Textile Machinery Assn.
Washington, DC C

Amusement A Music Operators Assn.
Chicago, IL

Assn, of Diesel Specialists
Kansas City, MO

Assn. of Indep. Corrugated Converters
Washington, DC

Assn. of Physical Fitness Centers
Bethesda, MD

Automotive Warehouse Distribs. Assn.
Kansas City, MO

Bldg. Service Contractors Assn. Intl.
Vienna, VA

Business Advertising Council
Cincinnati, OH

Christian Booksellers Assn.
Colorado Springs, CO

Direct Selling Assn.
Washington, DC

Eastern Manufs. & Importers Exhibit
New York, NY

Electronic Reps. Assn.
Chicago, IL

Furniture Rental Assn. of America
Washington, DC

Independent Bakers Assn.
Washington, OC

Indep. Business Assn. of Michglan
Kalamazoo, MI

Indep. Business Assn. of Washington
Bellevue, WA

Indep. Sewing Machine Dealers of America
Hililard, OH

Inst. of Certified Business Counselors
Lafayette, CA

-Intl. Franchise Assn.
Washington, DC

Local and Short Haul Carriers Natl Conf.
Washington, DC
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Machinery Dealers Nati. Assn.
Silver Spring, MD

.Manufacturers Agents Nati. Assn.
Irvine, CA

Marking Device Assn.
Evanston, IL

Menswear Retailers of America
Washington, DC

MN Assn. of Commerce & Industry Small
Business Council, St. Paul, MN

Natl. Assn. for Child Devel. & Ed.
Washington, DC

Natl. Assn. of Brick Distributors
McLean, VA

Natl. Assn. of Floor Covering Distribs
Chicago, IL

Natl. Assn. of Plastic Fabricators
Washington, DC

Natl. Assn. of Retail Druggists
Washington, DC

Natl. Burglar & Fire Alarm Assn.
Washington, DC

Natl. Candy Wholesalers Assn.
Washington, DC

Natl. Coffee Service Assn.
Chicago, IL

Natl. Concrete Masonry Assn.
Herndon, VA

Natl. Electrical Contractors Assn.
Bethesda, MD

Natl. Family Business Council
West Bloomfield, MI

Natl. Home Furnishings Assn.
Washington, DC

Natl. Home Improvement Council
New York, NY

Natl. Independent Dairies Assn.
Washington, DC

Natl. Insulation Contractors Assn.
Washington, DC

Natl. Meat Assn.
Washington, DC

Natl. Office Machine Dealers Assn.
Des Plaines, IL

Nat]. Office Products Assn.
Alexandria, VA

Nrtl. Paper Box Assn.
Haddonfield, NJ

Natl. Paper Trade Assn.
New York, NY

Natl. Parking Assn.
Washington, DC

Natl. Patent Council
Arlington, VA

Natl. Pe9 Control Assn.
Vienna, VA

Natl. Precast Concrete Assn.
Indianapolis, IN

Natl. Small Business Assn.
Washington, DC

Natl. Society of Public Accounta ;s
Washington, D.C.

Natl. Tire Dealers & Retreade s Assn.
Washington, DC

Natl. Tooling and Mach. Asn.
Washington, DC

Natl. Wine Distrib. Assn.
Chicago, IL

Power & Comm. Contractors Assn.
Washington, DC

Sheet Metal & Air Cond. Contrs.
Natl. Assn., Vienna, VA
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ATTACHMENT B

CAPITAL INVESTMENT RECOVERY

Small business has seen its role in the U.S. economy dwindle for
decades. Much of the reason for its decline lies in its inability to get
the capital to be able to compete with large business in this country.
The corporate giants, meanwhile, have access to the capital they need at
the lowest available rates. They continue to increase their share of the
Gross National Product at the expense of small business.

This competitive country must redirect Its economic structure to return
to the principles of private enterprise upon which it was founded. At the
rate we are going there will soon be no small business in America. The
American dream of starting one's own business and making it a success will
be nothing more than a dream. No one man or woman will be able to come close
to competing with the major corporations.

The U.S. Congress can help restor, the American dream by passing legis-
lation facilitating the recovery of capital. But it must be of genuine help
for the small business and not a tool for big business to continue to take
over and freeze out small business as it has been doing for years. The
corporate giants, with their easy access to capital at the lowest rates,
would use any legislation to accelerate expansion to the disadvantage of
small business if there is not a ceiling on the benefits. The small retailer
would get little joy from his newly won benefits if he found a major corporate
chain was using them to open a store next door. This would happen without a
ceiling. The small manufacturer would find the same thing. Whatever he was
able to Invest in new productive equipment would-be more than matched by the
well-heeled giant that had been running him out of business anyway. In some
Industries, major corporations who presently subcontract would find it a
greater advantage to manufacture themselves should legislation without a
ceiling be passed.

Any tax bill accelerating depreciation should provide a 10% investment
tax credit for all equipment, machinery, and furnishings. It-would allow
them to be depreciated over Jour years. This type of capital investment
could be depreciated as much as four or five times faster than presently
allowed. These breaks would be targeted to small business by limiting to
$1 million the amount of total investment in equipment, machinery and
furnishings upon which accelerated depreciation would be allowed.

Buildings and fixtures would also be depreciated much faster. These
types of investments coiTrbe written off in 10 Years. This type of invest-
ment could be depreciated as much as six times faster than under present
rules. This break would also be targeted to small business by limiting to
$1 million per year the amount of investment in buildings and fixtures upon
which accelerated depreciation would be allowed.
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Over 97-1/2% of all U.S. companies would be able to use this legis-
lation to full advantage. Most of the remaining 2-1/2 of companies,
which account for 79% of the investment in this country, could use it up
to the ceiling amounts. Thus this bill both would help small business
and significantly reduce the revenue loss that would occur if there were no
ceilings on benefits.

RESOLVED

Increased capital investment by small business Is essential if this
basic American institution Is to survive and prosper. SBLC endorses
legislation that will encourage increased capital investment by small busi-
nesses. The combined effect of more rapid depreciation and increased Invest-
ment tax credit will assure small business a greater return on its investment
in such capital, thereby making small business more profitable, and better
able to compete in all markets.
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July 31, 1980

The position paper -- Capital Investment Reovery -- is supported,
as of this date, by 51 members of the SmallVBuifhness Legislative
Council:

American Assn. of MESBICs Direct Selling Association
Washington, DC Washington, DC

American Assn. of Nurserymen Eastern Manufs. & Importers Exhibit
Washington, DC New York, NY

American Textile Machinery Assn. Electronic Reps. Assn.
Washington, DC Chicago, IL

Amusement & Music Operators Assn. Indep. Business Assn. of Michgian
Chicago, IL Kalamazoo, MI

Assn. of Indep. Corrugated Converters Indep. Business Assn. of Washington
Washington, DC Bellevue, WA -

Assn. of Physical Fitness Centers Indep. Sewing Machine Dealers of America
Bethesda, MD Hilliard, OH -

Automotive Warehouse Distribs. Assn. Inst. of Certified Business Counselors
Kansas City, MO Lafayette, CA

Building Service Contractors Assn. Intl. Franchise Assn.
Intl., McLean, VA Washington, DC

Business Advertising Council Local and Short Haul Carriers Natl Conf.
Cincinnati, OH Washington, DC

Christian Booksellers Assn. Machinery Dealers Natl. Assn.
Colorado Springs, CO Silver Spring, MD
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Manufacturers Agents Nati. Assn.
Irvine, CA

Menswear Retailers of America
Washington, DC

Nati. Assn. of Brick Distributors
McLean, VA

Natl. Assn. of Floor Covering Distribs.
Chicago, IL

Natl. Assn. of Plastic Fabricators
Washington, DC

Natl. Assn. of Plastics Distribs.
Jaffrey, NH

Natl. Assn. of Retail Druggists
Washington, DC

Natl. Beer Wholesalers Assn. of Am.
Falls Church, VA

NatI. Burglar & Fire Alarm Assn.
Washington, DC

Natl. Candy Wholesalers Assn.
Washington, DC

Natl. Coffee Service Assn.
Chicago, IL

Nati. Concrete Masonry Assn.
Herndon, VA

Nat1. Electrical Contractors Assn.
Bethesda, MD

Natl. Family Business Council
West Bloomfield, NI

Nat]. Home Furnishings Assn.
Washington, DC

Natl. Home Improvement Council
New York, NY

Nati. Independent Dairies Assn.
Washington, DC

Natl. Office Machine Dealers Assn.
Des Plaines, IL

Natl. Office Products Assn.
Alexandria, VA

Nat]. Parking Assn.
Washington, DC

Natl. Patent Council
Arlington, VA

Natl. Pest Control Assn.
Vienna, VA

Nat]. Precast-Concrete Assn.
Indianapolis, IN

Nati. Small Business Assn.
Washington, DC

Natl. Society of Public Accountants
Washington, D.C.

Natl. Tire Dealers & Retreaders Assn.
Washi ngton, DC

Natl. Tooling and Machining Assn.
Washington, DC

Nati. Tour Brokers Assn.
Lexington, KY

Natl. Wine Distrib, Assn.
Chicago, IL

Power & Conn.. Contractors Assn.
Washington, DC

Sheet Metal & Air Cond. Contrs.
Natl. Assn., Vienna, VA
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ATTACHMENT C

SMALL BUSINESS PARTICIPATING DEBENTURE

The lack of available debt or equity capital has been Identified as a
universal concern of small businesses. Historically, commercial banks have
supplied the most significant amounts of outside capital to the small business
community and it is expected that this trend will continue in the future. How-
ever, it has often been said that this source of capital is not adequate for
the long-term needs of smaller firms.

Additionally, there are other roadblocks for a firm seeking capital. For
example, direct investments by employees or others in small independent busi-
nesses are difficult to attract as the rewards associated with these invest-
ments are rarely equal to the related risks. The small business owner is
hesitant to sell an equity interest in the business because of the desire to
maintain independence and the competitive advantage of confidentiality. More-
over, an equity interest in a small business is often difficult to liquidate
for the intenmediate-tern investor.

A partial solution is a new, hybrid security for use by small businesses
who need capital but in amounts less than those generally provided by venture
capital companies. The new hybrid security is called a Small Business Parti-
cipating Debenture (SBPD). It would combine certain debt characteristics
(such as an interest rate and a maturity date) with existing equity charac-
teristics (such as a share in the net profits of the issuing enterprise). The
significant characteristics of the SBPD concept are its tax consequences. The
total interest paid by the SBPD issuer would be treated as an interest expense
and deductible by the cc.npany. This would include the interest due through
the stated rate and any "premium" interest payments made that represent a share
of net income.

The tax benefits and incentives to the investor in SBPD's include taxing
premium" interest earned as if it were a long-term capital gain. In the

event that the investor does not recover his full investment, SBPD legislation
would allow him an ordinary loss deduction.

In summary:

Advantages to Snall - -Advantages to SBPD
Business Borrowers Investors

Entire cost of borrowing is tax Receives tax credits as incentive
deductible. for making investment.

Avoids giving up equity. Portion of interest (share of
profits) is taxable as a capital

No necessity for additional gain.
bureaucratic controls.

Losses on SBPD investments
Potentially, the total of would be offset by ordinary
borrowing could be reduced as income.
a result of tax benefits of the
investors.

65-969 0 - 80 - 60 (pt.3)
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The administration of the S8POs would be relatively Inexpensive as
no government involvment Is required nor is there any risk of loss to the
government. Unlike several pieces of legislation aimed at small business,
this one has only a nominal cost to the Treasury; accordingly, this solution
is a practical one.

This new hybrid security has been discussed extensively and has received
widespread support. In July 1980, Senators Lowell P. Weicker (R.Conn.),
Gaylord Nelson (D.Wisc.) and others introduced a bill before the U.S. Senate
(S. 2981) to amend the Internal Revenue Code to create SBPDs.

RESOLVED

The Small Business Legislative Council supports the concept of the Small
Business Participating Debenture and urges passage of S. 2981 or similar
legislation by Congress as quickly as possible.
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et Osiiess July 31, 19

C Legislative
Concil'

The position paper -- Small Business Participatir
Debenture -- is supported, as of this date, by 45
members of the Small Business Legislative Council.

American Assn. of MES8ICs Direct Selling Association
Washington. DC Washington, DC

American Assn. of Nurserymen Eastern Manufs. & Importers Exhibit
Washington, DC New York, MY

American Metal Stamping Assn. Electronic Representatives Assn.
Richmond Heights, OH Chicago, IL

American Textile Machinery Assn. Furniture Rental Assn. of America
Washington, DC Washington, DC

Amusement & Music Operators Assn. Indep. Business Assn. of Michigan
Chicago, IL Kalamazoo, MI

Assn. of Indep. Corrugated Converters Indep. Sewing Machine Dealers of America
Washington, DC Hilliard, OH

Assn. of Physical Fitness Centers inst. of Certified Business Counselors
Bethesda, MI) Lafayette, CA

Automotive Affiliated Representative. International Franchise Association
Palm Beach Gardens, FL Washington, DC

Automotive Warehouse Distribs. Asrn. Local and Short Haul Carriers atl. Conf.
Kansas City, MO Washington, DC

Bldg. Service Contrs. Assn. Intl. Machinery Dealers Nat]. Assn.
McLean, VA Silver Spring, N

Business Advertising Council Kanufacturers Agents Natl. Assn.
Cincinnati, OH Irvine, CA

Christian Booksellers Assn. Marking Device Association
Colorado Springs, CO Evanston, IL
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Menswear Retailers of America
Washington, DC

Natl. Assn. of Catalog Showroom Nerchs.
New York, NY

Natl. Assn. of Floor Covering Distribs.
Chicago, IL

Natl. Assn. of Plastic Fabricators
Washington, DC

Natl. Assn. of Plastics Distribs.
Jaffrey, NH

Natl. Assn. of Retail Druggists
Washington, DC

Natl. Burglar A Fire Alarm Assn.
Washington, DC

Natl. Candy Wholesalers Assn.
Washington, DC

Nat]. Coffee Service Association
Chicago, IL

Nat?. Electrical Contractors Assn.
Bethesda, ID

Natl. Family Business Council
West Bloomfield, NI

Natl. Home Furnishings Assn.
Washington, K

Natl. Home Improvement Council
New York, NY

Natl. Indep. Dairies Association
Washington, DC

Natl. Office Products Association
Alexandria, VA

National Paper Box Association
Haddonfield, NJ

Natl. Patent Council
Arlington, VA

Natl. Pest Control Assn.
Vienna, VA

Nati. Precast Concrete Assn.
Indianapolis, IN

Nati. Small Business Assn.
Washington, DC

Natl. Society of Public Accountants
Washington, DC

NatI. Tire Dealers & Retreaders Assn.
Washington, DC

Natl. Tooling and Machining Assn.
Washington, DC

Natl. Wine Distributors Assn.
Chicago, IL

40
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ATTACHMENT )

JOB CREATION

The 95th Congress refused to extend or expand a job creation tax credit
which allowed a business to take a tax credit of 50 percent of the cost of
hiring up to two new employees with a maximum credit of $20,000. Instead,
Congress created a new targeted jobs credit and extended and expanded the Work
Incentive (WIN) program.

Under the new targeted credit, a tax credit of 50 percent of the first
$6,000 of wages per employee in a trade or business for the first year of
employment, and 25 percent of such wages for the second year of employment,
would be provided for hiring members of seven specific groups that have
unemployment rates above the national average. The ordinary tax deduction for
wages would be reduced by the amount of the credit. Wages eligible for the
credit would be limited to 30 percent of the total FUTA wages paid by an employer.

The current WIN tax credit for hiring welfare recipients would be increased
so that rates for hiring a business employee are the same as for the targeted
jobs credit. The rate for hiring a non-business employee would be 35 percent
of the first $6,000 of wages for the first year of employment.

As signed, H.R. 50, the Humiphrey-Hawkins bill was a far cry from the
massive federal jobs and economic planning bill introduced by the late
Senator Humphrey and Rep. Hawkins during the mid-1970s recession. But it
retained the central goal of reduction of the unemployment rate to 4 percent
by 1983. In addition, the, final version tied a new national goal, a reduction
of the inflation rate to 3 percent by 1983 and zero percent by 1988, to its
unemployment goal.

RESOLVED

In the elimination of current high unemployment, the small business sector
should be the employer of the first resort, with the incentive being provided
by a Job creation tax credit without regard to the status of the individual.
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The position paper -- Job Creation -- is supported,
as of this date, by 61 members of the Small Business
Legislative Council and other associations.

American Assn. of MESBICs Direct Selling Association
Washington, DC Washington, DC

American Assn. of Nurserymen Furniture Rental Assn. of America
Washington, DC Washington, DC

American Metal Stamping Assn. Independent Bakers Assn.
Richmond Heights, OH Washington, DC

American Pulpwood Assn. Indep. Business Assn. of Michigan
Washington, DC Kalawazoo, MI

American Textile Machinery Assn. Indep. Business Assn. of Washington
Washington, DC Bellevue, WA

Assn. of Diesel Specialists Indep. Sewing Machine Dealers of America
Kansas City, MO Hi liard, OH

Assn. of Indep. Corrugated Converters International Franchise Association
Washington, DC Washington, DC

Assn. of Physical Fitness Centers Inst. of Certified Business Counselors
Bethesda, MD Lafayette, CA

Automotive Engine Rebuilders Assn. Local and Short Haul Carriers Natl. Conf.
Glenview, IL Washington, DC

Automotive Warehouse Distribs. Assn. Manufacturers Agents Nati. Assn.
Kansas City, MO Irvine, CA

Bldg. Service Contractors Assn. Intl. Marking Device Association
Vienna, VA Evanston, IL

Christian Booksellers Association Menswear Retailers of America
Colorado Springs, CO Washington, DC

Nainnj
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MN Assn. of Comerce & Industry Small
Business Council, St. Paul, MN

Natl. Appliance Service Assn.
Kansas City, MO

Kati. Assn. for Child Devel. & Educ.
Washington, DC

Natl. Assn. of Brick Distributors
McLean, VA

Natl. Assn. of Plastics Distribs.
Jeffrey, NH

Natl. Assn. of Retail Druggists
Washington, DC

Natl. Burglar & Fire Alarm Assn.
Washington, DC

Natl. Candy Wholesalers Assn.
Washington, D.C.

Natl. Campground Owners Assn.
Wheaton, MD

atl. Coffee Serviie Assn.
Chicago, IL

Natl. Concrete Masonry Assn.
Herndon, VA

Natl. Electrical Contractors Assn.
Bethesda, MD

Natl. Family Business Council
West Bloomfield, MI

Natl. Glass Dealers Assn.
Washington, DC

Natl. Home Improvement Council
New York, NY

Natl. Indep. Dairies Assn.
Washington, DC

Natl. Insulation Contractors Assn.
Washington, DC

Natl. Office Machine Dealers Assn.
Des Plaines, IL

Mati. Office Products Assn.
Alexandria, VA

Nati. Paper Box Association
Haddonfield, NJ

Kati. Paper Trade Association
New York, NY

Kati. Parking Association
Washington, DC

Kati. Patent Council
Arlington, VA

National Peach Council
Martinsburg, W

Nati. Pest Control Association
Vienna, VA

"e&t Precast Concrete Association
Indianapolis, IN

Kati. Small Business Association
Washington, DC

ati. Society of Public Accountants
Washington, DC

Natl. Tire Dealers & Retreaders Assn.
Washington, DC

Katl. Tooling & Machining Assn.
Washington. DC

Natl. Truck Equipment Association
Oak Park, MI

Nati. Utility Contractors Assn.
Washington, DC

Natl. Woodwork Manufacturers Assn.
Chicago, IL

Oregon Feed, Seed and Suppliers Assn.
Portland, OR

Printing Industries of America
Arlington, VA

Retail Bakers of America
Washington, D.C.

Sheet Metal & Air Cond. Contrs. Natl.
Assn., Vienna, VA
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ATTAOMNT E

INVESTMENT TAX CREDIT

,-The decline in our productivity is caused by several conditions. For
the first time in twenty years, the Joint Economic Committee Annual Report
of 1979 unanimously concluded that an increase in productivity is vital to
the improvement of our economic standard of living and to the reduction of
inflation. A partial cause of this situation is the antiquated production
facilities of many American manufacturers. Another partial cause Is the
utilization of inefficient equipment; and yet another partial cause is the
overall age of our country's industrial machinery. The most recent U.S.
survey of machine tools shows only 11% of the Industrial machinery in use today
is less than five years old: 76% is at least ten years old. Equipment renewal
and upgrading are necessary in both large and small manufacturing companies.
Increasing productivity through equipment renewal Is best achieved for smallbusiness through the purchase of affordable used machinery and equipment.

Under present law there Is a $100,000 limitation on the amount of used
equipment eligible for investment tax credit, but there Is no limitation on
the investment credit available for new equipment. This discriminatory tax
treatment impacts directly and primarily on small business which is already
hindered by its Inability to externally or internally generate capital
necessary to buy new equipment.

In order to increase productivity and competition, the discriminatory
ceiling on the amount of used property eligible for a tax credit must be
eliminated; and, the carryover provisions available for new property must also
be available for similarly situated used property. Traditionally, small busi-
nesses purchase used capital equipment; large businesses basically purchase
newly manufactured capital equipment. The cost of obtaining capital for
production equipment is high for everyone, especially those who cannot borrow
at the prime rate. Firms purchasing used capital equipment do not have a
chance to offset some of their costs through this tax credit. Confining theinvestment credit to only equipment with the latest technology helps primarily
the largest enterprises and basically ignores the numerically greater smallbusiness segment of our econoqy which needs this tax credit the most. Because
the small business sector offers the greatest potential for increasing employ-
ment, there is normally a direct relationship between increased Installation
of used machinery and Increased employment.

RESOLVED

Small Business Legislative Council urges and supports changes in
the IRS Code to allow a full investment tax credit for used machinery and
equipment. This full investment tax credit will allow small businesses to
receive the same tax incentive provided to big businesses and would allow
small businesses to compete, to maintain their current market share, and to
hopefully expand output and productivity.
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ATTACHMENT E

INVESTMENT TAX CREDIT

The decline in our productivity Is caused by several conditions. For
the first time in twenty years, the Joint Economic Committee Annual Report
of 1979 unanimously concluded that an increase in productivity is vital to
the improvement of our economic standard of living and to the reduction of
inflation. A partial cause of this situation is the antiquated production
facilities of many American manufacturers. Another partial cause Is the
utilization of inefficient equipment; and yet another partial cause is the
overall age of our country's industrial machinery. The most recent U.S.
survey of machine tools shows only 111 of the industrial machinery in use today
is less than five years old; 761 Is at least ten years old. Equipment renewal
and upgrading are necessary in both large and small manufacturing companies.
Increasing productivity through equipment renewal is best achieved for small
business through the purchase of affordable used machinery and equipment.

Under present law there is a $100,000 limitation on the amount of used
equipment eligible for investment tax credit, but there is no limitation onthe investment credit available for new equipment. This discriminatory tax
treatment impacts directly and primarily on small business which is alreadyhindered by its inability to externally or Internally generate capital
necessary to buy new equipment.

In order to increase productivity and competition, the discriminatory
ceiling on the amount of used property eligible for a tax credit must be
eliminated; and, the carryover provisions available for new property must alsobe available for similarly situated used property. Traditionally, small busi.
nesses purchase used capital equipment; large businesses basically purchase
newly manufactured capital equipment. The cost of obtaining capital for
production equipment is high for everyone, especially those who cannot borrow
at the prime rate. Firms purchasing used capital equipment do not have a
chance to offset some of their costs through this tax credit. Confining theinvestment credit to only equipment with the latest technology helps primarily
the largest enterprises and basically ignores the numerically greater small
business segment of our economy which needs this tax credit the most. Because
the small business sector offers the greatest potential for increasing employ.
ment, there is normally a direct relationship between increased installation
of used machinery and increased employment.

RESOLVED

Small Business Legislative Council urges and supports changes in
the IRS Code to allow a full investment tax credit for used machinery and
equipment. This full investment tax credit will allow small businesses to
receive the same tax incentive provided to big businesses and would allow
small businesses to compete, to maintain their current market share, and to
hopefully expand output and productivity.
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The position paper -- Investment Tax Credit -- is supported,
as of this date, by 51 nmeeers of the Sm al Business Legislative
Council 1:

American Assn. of MESBICs Direct Selling Association

Washington, DC Washington, D.C.

American Assn. of Nurserymen Eastern Manufs. & Importers Exhibit
Washington, DC New York, NY

American Metal Stamping Assn. Electronic Reps. Assn.
Richmond Heights, OH Chicago, IL

Assn. of Diesel Specialists Independent Bakers Assn.
Kansas City. MO Washington, DC

Assn. o Indep. Corrugated Converters Indep. Business Assn. of Michigan
Washington, DC Kalamazoo, MI

Assn. of Physical Fitness Centers Indep. Sewing Machine Dealers of America
Bethesda, HD Hilliard, OH

AutomotiVe Warehouse Distribs. Assn. Intl. Franchise Assn.
Kansas City, HO Washington, DC

Bldg. Service Contractors Assn. Intl. Local and Short Haul Carriers Natl Conf.
Vienna. VA Washington, C

Business Advertising Council Machinery Dealers Natl. Assn.
Cincinnati, OH Silver Spring, MlD

Christian Booksellers Assn. Manufacturers Agents Natl.
Colorado Springs, CO Irvine. CA
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Harking Device Assn.
Evanston, I%

Menswear Retailers of Paerica
Washington, DC

MN Assn. of Commerce A Industry Small
Business Council, St. Paul, IhN

Narrow Fabrics Institute
New Rochelle, NY

Notl. Assn. of Catalog Showroom Merchs.
.New York, NY

Nati. Assn. of Floor Covering Distribs.
Chicago, IL

Natl. Assn. of Plastic Fabricators
Washington, DC

Nati. Assn. of Plastics Distribs.
Jaffrey, NH

Natl. Assn. of Retail Druggists
Washington, DC

Nati. Candy Wholesalers Assn.
Washington, DC

Nati. Coffee Service Assn.
Chicago, IL

Natl. Electrical Contractors Assn.
Bethesda, MD

Natl. Family Business Council
West Bloomfield, MI

Natl. Home Improvement Council
New York, NY

Nati. Independent Dairies Assn.
Washington, DC

Natl. Insulation Contractors Assn.
Washington, DC

Natl. meat Assn.
Washington, OC

Natl. Office Machine Dealers Assn.
Des Plaines, IL

N10t1. Paper Box Assn.
Haddonfield, K)

Kati. Paper Trade Assn.
New York, NY

Natl. Parking Assn.
Washington, DC

Natl. Patent Council
Arlington, VA

Nati. Pest Control Assn.
Vienna, VA

Natl. Small Business Assn.
Washington, DC

-N . Society of Public Accountants
Washington, DC

Natl. Tire Dealers & Retreaders Assn.
Washington, DC

Katl. Tooling and Machining Assn.
Washington, DC

Natl. Tour Brokers Assn.
Lexington, KY

Power & Coa. Contractors Assn.
Washington, DC

Printing Industries of America
Arlington, VA

Sheet Metal & Air Cond. Contrs.
Natl. Assn., Vienna, VA
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STATEMENT OF ARTHUR D. LITTLE, PRESIDENT, NATIONAL AS-
SOCIATION OF SMALL BUSINESS INVESTMENT COMPANIES
Mr. Lrrri. My name is Arthur Little. I am chairman of Narra-

gansett Capital Corp. of Providence, R.I., and President of
N4ASBIC-the National Association of Small Business Investment
Companies this year.

Senator NmiaON. Welcome back to the committee.
Mr. LrrrL. You have already summarized most of my testimony.

I will try to be as brief as possible.
Senator NELSON. I remember you testifying the last time, and I

think that we agreed on about 95 percent. The other 5 percent was
wrong, but that is a whale of a record to have anyway.

Mr. Lrrri. I don't have to tell you, of course, the importance of
small business in our economy, and also that the current economic
crisis particularly severe on small businesses.

We happen to feel that the Federal policies which have encour-
aged consumption rather than savings and investment are largely
responsible for the inflation rate and unemployment. Perhaps more
importantly, from our point of view, they have contributed to the
decline of entrepreneurism and innovation. We feel that tax policy
should and can be directed toward the revitalization of the business
sector.

NASBIC supports all of the capital formation recommendations
of the White House Conference, particularly the further graduation
of corporate income tax rates, and basically the 10-5-3 depreciation
proposal.

In addition, we support a number of measures which will in-
crease the ability of businesses to raise capital, and get credit from
external investors and lenders. Most important of these from our
point of view is embodied in your S. 653, the capital gains rollover
provisions.

There are a number of other recommendations which we would
like to make. Senator Cranston has recently introduced Senate
2923, which would lower the effective capital gains rates even
further. We think that that is a good step.

Senate 298l, the small business participating debenture, again I
really would like to congratulate the work of the people of Arthur
Andersen in pioneering this concept, and Senator Weicker in spon-
soring it. I think that it is a terrific concept, and one that should
be heartily supported.

We also support tax credits for investments in small business,
your Senate bill 487, restoration of restricted stock options, and the
proposals that you have made on subchapter S corporations.

There are a couple of other items. One in particular that is of
interest to us, which is a support for a change in subchapter M of
the Tax Code which would enable all SBIC's to qualify for pass-
through tax treatment under section 851, providing that they com-
plied with the various diversification requirements.

That really concludes what I have to say on those particular tax
measures. There is one very, very important that is happening
now, and it is coming forth from the Treasury Department and the
Internal Revenue Service, and that is their recent proposal relative
to debt and equity, and how those two things would be regarded by
our tax authorities.
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What they have suggested, frankly, will be an absolute disaster
for the small business community. We are working as well as we
can with the Treasury people at the moment to get them to under-
stand that point of view. We rather suspect that we will have to
come back to this committee and ask for your help in that matter
as well. I hope that your committee is fully aware of the danger
posed by these new regulations.

Senator NmOsON. We are aware of that, and we share your con-
cerns. It is vital to small business, and I suspect that that aspect of
.he problem has not been very carefully evaluated, and your small
business input, I would hope, would cause them to modify it.

Mr. Lrrni. We are working as hard as we can, sir.
[The prepared statement of Mr. Little follows:]
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Sumary of Statement of Arthur 0. Little, President,

National Association of Small Business Investment Companies

Committee on Finance
United States Senate

1. The importance of small business to our economy is well documented.
Not only are 97% of all businesses in the country considered small, but
studies have proven these firms to be our leading job creators and indus-
trial innovators.

2. The current economic crisis is especially severe for small firms,which are less able to absorb the impact of inflation. Federal policies
which have encouraged consumption rather than savings and investment are
largely responsible for our alarming inflation and unemployment, and have... * -V contributed to the decline in entrepreneurs and innovation.

3. Tax policy can and should be directed towards the rtqitalization of
the business sector. NASBIC supports all of the capital formation recom-

.mendtions of the delegates to the White House Conference on Small Business,
particularly a further graduation of corporate tax rates and a system of
of simplified and accelerated depreciation (such as "10-5-30).

4. In addition, NASBIC supports changes in the tax code which will increase
the ability of businesses to raise capital and attract credit from external
investors and lenders. The most important of these is the capital gains
rollover, as embodied in S. 653, Introduced by Senator Nelson. A capital
gains rollover would greatly stimulate the flow of venture capital to small
firms and would discourage economic concentration by rectifying an existing

2 tax code bias which enables an entrepreneur to defer taxer only by selling
out to another corporation in a stock transaction.

5. Additional tax changes to stimulate investment which are supported by
NASBIC include a further reduction of individual and corporate gains tax
rates (S. 2923, Cranston); the creation of the small business participating
debenture (S. 2981, Weicker); tax credits for investment in small ventures
(S. 487 Nelson), th restoration of restricted stock options (S. 2239,
Packwood); and changes in Subchapter S which would enable SBCs to own
stock in Sub S companies and be exempt from the passive income test.

6. Finally, NASSIC supports a change In Subchapter H of the tax code which
would enable all SBICs to qualify for pass-through tax treatment under
Section 851, provided they comply with the diversification requirements
of the Section.
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Good morning Mr. Chairman and Committee Members.

I am Arthur D. Little, Chairman of Narragansett Capital

Corporation, the nation's largest publicly held small

business investment company. I am also serving this

year as President of the National Association of Small

Business Investmnt Companies and I am pleased and honored

to have the opportunity to present my remarks before this

distinguished Committee on behalf of the Association.

Before -etting into the substance of my remarks, I

would like to conment briefly on SBICs and small business.

I will follow with reconinendations for specific legislative

changes.
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SBICs and Small Business

Small' business investment companies are privately-organized,

privately-capitalized, and privately-managed venture capital firms.

They are licensed and regulated by the Small Business Administration

pursuant to the Small Business Investment Act of 1958, and serve as

sources of long-term debt and equity capital for small and indepen-

dent companies. SBICs are entitled to borrow funds from the Federal

Financing Bank up to a maximum leverage rate of 4-to-I, but all of

the company's private capital is subordinated to the government

leverage (i.e. all private money in an SBIC is lost before the govern-

ment funds are reached). In the 21-year history of the program, SB1Cs

have provided over $3 billion to more than 40,000 firms.

The importance of small business to our economy is well documented.

Not only are 97% of all business enterprises in the country considered

small, but studies have proven these firms to be our leading job creators

and Industrial innovators. Sixty-six percent of all met new jobs between

1969 and 1976 were created by firms with fewer than 20 employees, and

over half of the innovations introduced into industry since World War II

originated in small companies.

The current economic crisis affects all business, but it is

particularly severe for small firms, which are less able to absorb the

impacts of inflation. Many economists believe that federal policies

which have encouraged consumption rather than savings and investment are

largely responsible for our declining productivity and high rate of

inflation. Businesses are finding it impossible to accumulate the

capital necessary to invest in new equipment and ideas and as a result

research and development has declined, fewer innovations are incorporated

into our industrial system, and our productive capacity has slowed.
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TAX RECOMMENDATIONS

Tax policy can dnd should be directed toward the revitalization

of the business sector. The Internal Revenue Code must be changed to

emphasize capital formation and reinvestment of gain, rather than to

reward consumption as it has in the past. Only through substantial

,ax relief can small business, the most productive segment of our

economy, fulfill its potential andhelp to alleviate the existing

economic malaise.

At the White House Conference on Small Business, over 1,600

delUyates voted capital formation the biggest problem facing small

finis today. "Capital formation" is a broad term, but it comprises

three distinct elements: 1) the capacity of a business to generate

and retain inernal funds; 2) the ability of a business to raise capital

and attract credit from external investors and lenders; and 3) business

continuity -- the ability of an entrepreneur to pass along d business

to his heirs without subjecting them to excessive estate taxes. With-

out question, the factor which most affects a company's capital formation

capabilities is the Internal Revenue Code.

As outside investors, SBICs are immediately affected by tax

policies which shape the prevailing investment climate, such as treatment

of capital gains. However, the SBIC program can only prosper to the

extent that the small business sector does, therefore; we are strong

advucates of all proposals that will provide tax relief to independent

business owners.

65-969 0 - 80 - 61 (pt.3)
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Let me begin by addressing some of the tax policies which

determine the ability of a business to retain internally generated

capital. This is an area of crucial importance to small firms

because they generally lack the access to long-term debt instruments

available to larger companies. The top priority of the delegates

to the White House Conference was a change in income tax schedules.

They advocated further graduating the corporate tax rates so that

the maximum rate would not become effective until a company had

earned $500,000. Such a tax reduction is imperative if small businesses

are to survive this period of high inflation.

In addition, independent firms desperately need tax relief in

the area of depreciation. The current Asset Depreciation Range is too

complex to be a viable option for small business people, and NASBIC

supports a simple, accelerated system of depreciation such as that

contained in the "10-5-3" bills.

Small, growth-oriented companies must receive additional financing

from outside sources to capitalize improvements and expansions, especially

in their early stages. Equity capital and long-term loans are provided

by investors who hope to be rewarded for their risks with capital gains.

The importance of venture capital was illustrated by a survey done by the

American Electronics Association in 1978 which showed that young, high-

technology electronics firms looked to outside investors for approximately

70% of the capital they needed to finance growth. Congress should encourage

investment in these innovative high-growth companies by providing tax

incentives and removing existing obstacles.
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Capital Gains Tax Rollover: NASBIC's top priority at this time is

a capital gains rollover -- a deferral of taxes on the nain from an

investment which is reinvested within a specified period of time in

a qualifying small business or SBIC. Specifically, we support S. 653,

introduced by Senator Nelson, which we feel would provide a -

substantial portion of needed new venture and equity dollars, would

have a minor revenue impact, and could be easily and fairly administered.

This is essentially the rollover proposal which was endorsed by delegates

to the White House Conference. In addition to stimulating the flow of

venture capital, such a rollover'would work to discourage economic

concentration by rectifying an existing tax code bias. Currently, an

entrepreneur can defer taxes only by selling out to another corporation

in a stock transaction. Were a capital gains rollover to be adopted,

a business owner could sell one business and go into another without

a major tax impact. Additionally, the capital gains rollover could be

utilized by corporate investors as well as individuals. This would be

extremely helpful since approximately 50% of the professionally managed

venture capital in the country is in corporate form.

The rollover concept exists in different forms and our organi-

zation feels that the Nelson bill Is most responsive to the needs of

small businesses. Another type of rollover is that embodied in S. 1964

introduced by Senator Heinz. S. 1964 would introduce Into the Tax Code

an "investment account" rollover mechanism. Under the proposal, all

funds placed in such account would be allow to earn interest, dividend

"', 6
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or capital gain income, all of which for tax purposes would not be

recognized until withdrawn from the account. As funds are withdrawn,

all ordinary income would be taxed first with any capital gains tax

applied, if earned, to the final dollars withdrawn from the account.
capital

The investment account approach is an innovative and creative/formation

idea. From the standpoint of small business investment companies,

however, it is not very attractive.

Additional Tax Recommendations: The Revenue Act of 1978 reduced

the maximum capital tax from 49% to 28%, and the result has been an unpre-

cedented amount of new venture capital flowing into the system.

Commitments to venture capital companies increased from $39 million in

1977 to $570 million in 1978 and $319 million in 1979, and'actual venture

capital disbursements leapt from $400 million to $1 billion. The tax

reduction applied only to individuals, however, and further relief is

necessary for corporations. Senator Cranston recently introduced

S. 2923, which would effectively reduce both individual and corporate

tax rates from 28% to 21%. Action by Congress to further reduce the

capital gains tax, especially for corporate investors, would be extremely

helpful. While NASBIC's top priority is the capital gains rollover, our

association would enthusiastically support a further reduction in the

capital gains tax rate If corporate investors are included.

There are a number of additional revenue measures currently pending

before the Congress which would encourage external investments in business

without causing major revenue losses to the Treasury. S. 2981, a bill
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introduced by Senator Weicker, would create the small business

participating debenture, or SBPD. The SBPD is a hybrid security

which would have the status of a debt security (a stated redemp-

tion date and rate of interest to be determined by the market

for the security) but which also would return to the lender a

share of the company's profits, if earned, over a fixed period

of time, taxable at capital gains rates. The SBPD is a totally

new concept in small business financing, and one which could do

a great deal to stimulate investment in small firms. It would

be especially attractive to companies who do not want to give up

equity but wish nonetheless to attract outside investors. It

would also be attractive to the investor since it would provide

him with the potential for capital gain. Our association strongly

urges the Congress to consider the enactment o, a sl1l business

participating debenture provision.

Several bills introduced in Congress, including S. 487,

sponsored by Senator Nelson, would provide investment tax

credits for investments in small ventures. Such a provision

would certainly help increase the flow of funds to small

businesses and our Association favors any provision which will

stimulate small business investment. However, we feel that it

is better to reward success than to provide incentives at the

front end. The capital gains tax rollover or a reduction in

the capital gains tax rewards a successful investor because it

is only the success story which will result in a capital gain.

The investment tax credit, howeve-, cani be viewed as a gimmick

which may be used to promote poor investments. NASBIC therefore

feels that the investment tax credit should be given a lower

priority in the small business capital formation area.
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The restoration of pre-1964 stock options would be extremely

helpful to venture capital companies and other small businesses.

Recently the Democratic Task Force on the Economy expressed its

support for reinstituting the restricted options, and NASBIC supports

S. 2239, introduced by Senator Packwood and cosponsored by Senators

Nelson and Cranston, which would accomplish this goal. Since smaller

firms can seldom provide the high salaries and fringe benefits of

larger corporations,, they must have other incentives to offer their

management. Restricted stock options allow employees to share in the

appreciation of the company for which they work.

I wish to digress from the pending tax legislation for just

a moment to mention a proposed IRS regulation which would absolutely

devastate the small business community. On March 24, IRS published

a proposed Section 1.385 covering the treatment of certain interests

in corporations as stock or indebtedness; in taking that action, the

Service was following a mandate given it by Congress in the Tax

Reform Act of 1969. In essence, the proposed rule woulo force the

reclassification of many business loans into stock. In such a case,

the business would lose the deductibility of interest payments for

tax purposes.

NASBIC and other organizations have strongl\ped this

proposal. IRS held a public hearing on the question on July.23 and

indicated some willingness to try to limit the adverse impact of -he

proposal on small business. Naturally, we hope that it will follow

through on that promise, but I did want to make this brief report to

the Finance Committee, because small business may be coming to you for

legislative relief next year if IRS is unable or unwilling to mitigate

the enormous ham its proposal would wreak on smaller firms.
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Finally, I would like to briefly mentionn two areas in which

changes could be made in the tax law to strengthen the venture capital

industry and thereby increase the amount of long-term debt and equity

capital flowing into small businesses. The first is Subchapter S.

Under present law, only individuals are permitted to own stock in a

corporation organized under Subchapter S of the Internal Revenue Code.

We feel that the Sub S rules should be liberalized to enable SBICs to

own stock in this type of company, and also that SBICs be exempt from

the passive income test of Subchapter S should they choose to elect

Sub S status.

Last but not least, we recommend that a change be enacted in

Subchapter M of the Code which would enable all SBICs to qualify for

pass-through tax treatment under Section 851, provided they comply with

the diversification requirements of the Section. The Senate Banking

Committee and the House Consumer Protection and Finance Subcommittee

are marking up bills this week which would exempt SBICs from the

Investment Company Act of 1940 -- an act which was passed to regulate

mutual funds before professionally managed venture capital companies

came into existence. Should this legislation become law, my company

could get out from under the-debilitating 1940 Act.

Under present law, however, we would lose our Sub M pass-through

if we de-registered from the 1940 Act. The absurd result of that action

would be to cause Narragansett Capital to pay over $1 million per year in

taxes. We hope that Congress does not consciously want to offer us that

difficult choice and we anticipate that legislation will soon be intro-

duced to rectify that tax problem.
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CONCLUS ION

In summary, our Association strongly supports the five

capital formation proposals of the White House Conference on

Small Business as well as certain other legislative proposals

which would increase the amount of venture capital flowing to

small business. We specifically support the Jones-Conable

capital cost recovery bill and the Nelson rollover

bill and we feel that Congress, in order to provide incentives

for corporate venture capitalists to finance more small businesses,

would be both wise and prudent to promptly enact a small business

rollover provision. '

STATEMENT OF JAMES McKEVITT, NATIONAL FEDERATION OF
INDEPENDENT BUSINESS

Mr. McKzwrrr. Thank you, Senator Nelson, and Senator Duren-
berger. I will just read extracts, and keep this under 5 minutes.

I would like to point out that the combined effect of high infla-
tion and interest rates, slumping sales, and worst earnings levels
we have seen since we began collecting this data in 1973 has
caused NFIB's index of small business optimism to reach its histor-
ic low in April of this year.

Five of the ten index components reached all-time lows. To what
extent that has changed over the succeeding 3 months will .,ot be
known until early August. Still, the membership has made it clear,
particularly in the Midwest, that many are struggling.We are in the midst of a serious situation. Even though current
economic indicators provide relief in the rate of inflation and inter-
est rates, basic structural problems remain in the Nation's econo-
my. These structural problems must be addressed if we are to
achieve a steady noninflationary growth for the future.

NFIB's members have consistently voiced their views on overall
economic policy. Inflation is their principal problem, and has been
for the last 5 years. Regulation and paperwork burden has come in
second, and tax relief and simplification has come in third.

By 3 to 1 they favor balancing the Federal budget, if possible,
before cutting taxes, and by 4 to 1 for a constitutional amendmentlimiting Federal spending. They understand that the most impor-
tant ingredient in our long-range planning is slowing the growth of
Federal spending.

When a tax cut occurs is not crucial. That it does occur is more
important. The manner in which it occurs is even more important.
But that it is done in the context of restricting Federal spending is
of greatest importance. It is paramount that we adopt sound fiscal
and tax policy designed for long-term economic growth rather than
preoccupying ourselves with immediate, less critical objectives.
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Inflation has badly damaged cash flow, forcing more and more
businesses to borrow for operating purposes. Inflation has created
uncertainty, giving those with the best planning departments and
forecasting services, certainly not small business, competitive ad-
vantages. Inflation has pushed small business into hher tax
brackets, caused an overvaluation of inventories, and has increased
replacement costs.

Finally, because small businesses operate in a highly competitive
environment, they are unable to fully pass on their inflated costs,
creating more borrowing, less investment, lower productivity, and
less jobs.

Should you decide to enact a tax cut this year, NFIB has these
thoughts.

Social security-payroll taxes are more costly for more small
businesses than any other kind of tax including the income tax.
The largest of these payrolls taxes is, of course FICA.

Over the past several years, we have witnessed substantial in-
creases in both the social security tax rate and wage base. That
will continue. Large increases over the next few years are already
programed in order to fund legislated benefits. Unfortunately, even
those tax increases will be woefully insufficient. It has been esti-
mated that without reform of our social security system, payroll
tax rates will need to reach 22 to 24 percent in the next 20 years.
That is the comment of Mr. Robinson, former chief actuary for the
Social Security Administration.

Little in the way of tax policy could create greater havoc in
small business' ability to function as an integral part of the Ameri-
can economy thn should such rates be realized. This is especially
true for starting small businesses, a traditional avenue for social
mobility, innovative ideas, and economic decentralization.

These payroll taxes which serve to fund both annuity and trans-
fer benefit payments place labor intensive small business at a
competitive disadvantage which serves to further limit its ability to
save and reinvest.

When we speak of capital formation for small business, it is
impossible to avoid FICA. FICA, with the help of other payroll
taxes, is the single greatest impediment to small business capital
formation. Therefore, it should not surprise you that comprehen-
sive reform of social security will be NFIB's highest priority in the
97th Congress.

We recognize that the review and debate necessary to achieve
this objective cannot be undertaken until next year. Any short-
term action taken this year which effectively reduced options cur-
rently available would be considered counterproductive and vigor-
ously opposed. But we are not unmindful of the impact that the
January 1 increase will have on small business.

For the reasons cited above, NFIB supports Senator Bradley's
and Representative Gephardt's proposal provided that the 2-year
sunset is retained. This legislation would not jeopardize the sub-
staLce of long-term reform and would enhance its possibilities by
providing a 2-year respite in which to thoroughly deliberate the
issues involved.

On the subject of depreciation, NFIB strongly endorses the need
for reform o? depreciation policy as embodied in the Capital Cost
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Recovery Act as introduced in H.R. 4646 and S. 1435. The concepts
of equity and simplicity in tax policy are exemplified in this pro-posed legislation.

Senator NmwsoN. You support the 10-5-3?
Mr. McKzvrrr. The position we have taken on that--Senator

Bentsen mentioned this the other day, about the concern of some of
the real estate investors and the impact the "10" would have-at
this time we leave it to the wisdom of the Senate Finance Commit-
tee, and thp House Ways and Means Committee for their further
deliberations.

Senator NELSON. I have listened and read some comments on the
"10" part of the 10-5-3, there was a suggestions made, which I
don't feel qualified to make an independent judgment on at the
moment, that the real estate aspect of it simply be left out, and
that they continue to operate under current law.

In any event, apart from that difference, does your organization
endorse the "10" aspect?

Mr. McKzvrrr. We still endorse the 10-5-3 proposal, Senator.
Suffice it to say that we do not concur with those who suggest

small business will realize only minimal gains from 10-3-5. Nor do
we agree with overly simplistic analyses which equate the distribu-
tion of corporate assets by f=rm size to the distribution of 10-3-5
benefits by firm size.

And as we painfully learned in 1978, we do not fini it productive
to develop an "ideal" small business depreciation scheme only to
have it fail.

The plain facts are these: small business cannot and does not
currently use ADR because of its complexity. Large firms can and
do use ADR. ADR is more advantageous than other methods of
depreciation. That means the current depreciation system provides
an inherent bias for and a competitive advantage to larger firms.
10-3-5 erases that bias by making accelerated depreciation availa-
ble to all; not in theory, but in practice. Further small business
needs to recover its investment capital more quickly than firms of
other sizes, and 10-3-5 provides that as well.

A brief summary of the other matters that we support: The cash
method of accounting, to allow firms to use the cash method of
accounting in place of the accrual method allowing small firms to
retain earnings, and not pay an inventory tax oia inflated costs of
inventories; corporate rate reductions which have been recom-
mended by the White House Conference on Small Business; rol-
lover of gain on sale of business to allow small business to rollover
the gain from the sale of a small business when reinvested within
18 months into another small business; investment tax credit on
used property to increase the current ceiling of $100,000 to $200,000
on a firm s ability to obtain the investment tax credit; and finally,
the deferred investment account.

Thank you.
Senator NEMSON. Thank you, Mr. McKevitt.
[The prepared statement of Mr. McKevitt follows:]

STATEMwn OF JAMU D. "Mnmz" McKzvrrr, DIUOT or FEDERAL LEISLATION,
NATIONAL FEDiRATION OF INDzzmDiw Busmms

I am James D. "Mike" McKevitt, Director of Federal Legislation for the National
Federation of Independent Business (NFIB) and I am pleased to appear before you
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today on behalf of the Federatibn's 610,000 small business firms to discuss a possible
tax cut.

The combined effect of high inflation and interest rates, slumping sales, and the
worst earnings levels we have seen since we begaa collecting these data in 1973,
caused the NFIB Index of Small Business optimism to reach its historic low in
April. Five of the ten index components reached all-time lows. To what extent that
has changed over the succeeding three months won't be known until early August.
Still, the membership has made it clear, particularly in the Mid-West, that many
are struggling.

We are in the midst of a serious situation. Even though current economic indica-
tors provide relief in the rate of inflation and interest rates, basic structural
problems remain in the Nation's economy. These structural problems must be
addressed if we are to achieve a steady non-inflationary growth for the future.
The need for a tax cut

NFIB's members have consistently voiced their views on overall economic policy.
Inflation is the principal problem-taxes are less of one. By 3 to 1 they favor
balancin* the Federal budget, if possible, before cutting taxes and by 4 to 1 for a
constitutional amendment limiting Federal spending. They understand that the
most important ingredient in our long-range planning is slowing the growth of
Federal spending. -

Thr -e other factors need to be considered in any tax cut decision. First, the
structure of the tax cut proposed and whether the cut will encourage capital
formation or consumption. Second, the absolute size of the tax cut. The final and
least important factor, though the factor given the greatest publicity, is the timing
of the cut.

When a tax cut occurs i not crucial. That it does occur is more important. The
manner in which it occurs is even more important. But that it is done in the context
of restricting Federal spending is of greatest importance. It is paramount that we
adopt sound fiscal and tax policy designed for long-term economic growth rather
than preoccupyin ourselves with immediate, less critical, objectives.

Our views on the desirability of an immediate tax cut sound like an "unqualified
maybe", but we are reflecting the skepticism of small business and their desires
that sound policy decisions be made whatever the timing.

These views may seem unusual in light of the fact that small -business raises
capital in only two manners--earnings and debt. Yet they should onl serve to
underline the severe impact that inflation has had on small business. Inflation has
badly damaged cash flow, forcing more and more businesses to borrow for operating
purposes. Inflation has created uncertainty, giving those with the best planning
departments and forecasting services (certainly not small business) competitive ad-
vantages. Inflation has pushed small business into higher tax brackets, caused an
overvaluation of inventories, and has increased replacement costs. Finally, because
small businesses operate in a highly competitive environment, they are unable to
fully pass on their inflated costs, creating more borrowing, less investment, lower
productivity, etc.
Priorities in a Tax Cut

Should you decide to enact a tax cut this year, NFIB lists the following four
priorities:

Social Security
Payroll taxes are more costly for more small businesses than any other kind of

tax including the income tax. The largest of these payroll taxes is, of course, FICA.
Over the past several years, we have witnessed substantial increases in both the

Social Security tax rate and wage base. That will continue. Large increases over the
next few years are already programmed in order to fund legislated benefits. Unfor-
tunately, even those tax increases will be woefully insufficient. It has been estimat-
ed that without reform of our Social Security system, payroll tax rates will need to
reach 22 to 24 percent in the next twenty years.

Little in the way of tax policy could create greater havoc in small business' ability
to function as an integral part of the American economy than should such rate be
realized. This is especially true for starting small businesses, a traditional avenue
for social mobility, innovative ideas, and economic decentralization. These payroll
taxes which serve to fund both annuity and transfer benefit payments place labor
intensive small business at a competitive disadvantage, which serves to further limit
its ability to save and reinvest.

On January 1, the FICA tax rate increases 0.52 percent. For a hypothetical
corporate business employing 10 people at an average of $15,000 in covered earn-
ings, that 0.52 percent increase amounts to $780. Assuming that same business had
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net earnings of $25,000 and Congress desired to offset the FICA rate increase
through corporate rate reductions, the Congress would need to drop the corporate
surtax exemption rate by 18 percent or 3 percentage points.

When we speak of capital formation for small business, it is impossible to avoid
FICA. FICA, with the help of other payroll taxes, is the single greatest impediment
to small business capital formation. Therefore, it should not surprise you that
comprehensive reform of Social Security will be NFIB's highest priority in the 97th

ressz.
We recognize that the review and debate necessary to achieve this objective

cannot be undertaken until next year. Any short-term action taken this year which
effectively reduced or closed options currently available would -be considered
counter-productive and vigorously opposed. But we are not unmindful of the impact
that the January 1 increase will have on small business.

For the reasons cited above, NFIB supports Rep. Gephardt's proposal, H.R. 7046,
provided the two year sunset is retained. This legislation would not jeopardize the
substance of long-term reform and would enhance its possibilities by providing a two

Sresite in which to thoroughly deliberate the issues involved. Simultaneously,
7 "046 gives small business some relief particularly necessary in attempting to

recover from the economic ravages of this spring.
NFIB would emphasize Rep. Gephardt's proposal is not the basis of permanent

reform. Therefore, should the Congress fail to act in the next two years, the sunset
provision should be allowed to become effective.

Depreciation
NFIB strongly endorses the need for reform of depreciation policy as embodied in

the Capital Cost Recovery Act (CCRA), introduced as H.R. 4646 and S. 1435. The
concepts of equity and simplicity in tax policy are exemplified in this proposed
legislation NFM was involved in the drafting of this bill, along with groups repre-
senting large firms. Our reasoning and rationale for support of this bill are detailed
in a paper which we are including as a part of this package (see Appendix A).

Suffice it to say, we do not concur with those who suggest small business will
realize only minimal gains from 10-5-3. Nor do we agree with overly simplistic
analyses which equate the distribution of corporate assets by firm size to the
distribution of 10-5-3 benefits by firm size. And as we painfully learned in 1978, we
do not find it productive to develop an "ideal" small business depreciation scheme
only to have it fail.

The plain facts are these: small business cannot and does not currently use ADR
because of its complexity. Large firms can and do use ADR. ADR is more advanta-
geous than other methods of depreciation. That means the current depreciation
system provides an inherent bias for and a competitive advantage to larger firms.
10-5-3 erases that bias by making accelerated depreciation available to all-not in
theory, but in practice. Further, small business needs to recover its investment
capital more quickly than firms of other sizes. 10-5-3 provides that as well.

Cash accounting (the inventory tax)
IRS regulations, section 1.471-1 states, "In order to reflect taxable income correct-

ly, inventories at the beginning and end of each taxable year are necessary in every
case in which the production, purchase, or sale of merchandise is an income produc-
ing factor." Regulation under section 446 states, "In any case which it is necessary
to use an inventory the accrual method of accounting must be used with regard to
purchases and sales unless otherwise authorized." Thus IRS regulations require a
small manufacturer, retailer, or wholesaler to use the accrual method of accounting.

The effect of accrual accounting is to make income taxable before it is received.
Since inventories must be accounted for, the cost of any inventories on hand at the
end of the year will increase gross profits and taxable income. The result is to:

1. Increase tax liability,
2. Tie up cash requiring greater levels of inventory finance ,and
3. Create complexity in recordkeeping that causes increased expenditures for

professional accounting services.
recognizes that accural accounting causes an overvaluation of inventories. So,

it permits the LIFO method of inventory identification. That means for accounting
purposes, the last items purchased are the first items sold. The LIFO meth
attempts to match current revenues with current costs to determine net income.
During a period of high inflation, such as the present, this matching of revenues
and cost reduces net income and tax liabilities. The simpler FIFO (First in First
Out) method, however, matches revenues with earlier costs, causing greater net
income and tax liability.

An over simplified comparative example which highlights the differential effects
follows:
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MlF UFO

s w ....................................................................................................................................... $10,000 $10,000
C ost f W .......................................................................................................................... 6,000 6,000

Ino m bfo e W es ........................................................................................................... 4,000 2,000
Io m e tam ........................................................................................................................... 2,000 1,000

Net sales ........................................................................................................................... 2,000 1,000
BalaO OW acos:

I v tory ................................................................ " 8,000
l e n ......................................................................................................................... 2,000 1,000

By using the LIFO method, this business has deferred $1,000 in tax liability for
one year and -has given itself an extra $1,000 in tax liability for one year and has
given itself an extra $1,000 of internally generated capital to work with.

Unfortunately, there is a problem with LIFO. It is so complex that less than 1
percent of all active corporations (1974) use the method. Thus, a small entrepreneur
with full knowledge of the Internal Revenue Code has three options: (1) be out of
compliance and not use accrual accounting, (2) use accrual accounting and pay what
amounts to an "inventory tax", or (3) use accrual and LIFO, probably spending
more on records and accounting fees that the "inventory tax" costs.

The IRS solution to the problem (which the agency has only recently admitted
exists) is to siplify LIFO. The idea is to create a series of indices to reflect inflation
rates in each industry. But while possibly appealing in theory, it would be of
questionable value in practice. If, for example, one index were to be used for an
industry, those inventories subject to a very high rate of inflation would still have
an "inventory tax" levied on them. If the inventories were subject to inflation, just
the opposite would occur. Further, it is conceivable that a "Mom and Pop" variety
store could end up using more indices than a division of General Motors.

The small business answer is to allow a method of accounting currently available
to small farmers, the Cash Method of Accounting. This method would in effect allow
a small business to expense inventories when paid. By allowing a small business to
match current costs and revenues in this way, small business will be able to
compete on a more equitable basis. They will be able to retain more capital, which
will provide the impetus for expansion and growth. And cash accounting is simple.

Let me quote from the committee reports prepared for the Committee on Way
and Means by the staff of the Joint Committee on Internal Revenue Code. "The
primary justification of the cash method exception for farmers was the relative
simplicity of the caah method of accounting, which, for example, eliminates the need
to ldentfy specific costs incurred." The cash method treats income received as
taxable income and expenses paid as deductions. This allows the immediate deduc-
tion of purchases-of inventory, reducing net income and tax liability in the current
period.

Under the cash method all items which constitute gross income are to be included
for the taxable year in which actually or constructively received. Expenditures are
to be deducted or the taxable year in which actually made. This concept conforms
to the most basic recordkeeping system. In fact, all individuals file tax returns on a
cash basis.

Criticism directed toward suggesting use of the cash method has come from the
Department of Treasury and the accounting profession. Both view the cash method
proposal as an invitation for abuse because it could distort income by altering the
definition of income. Criticism by the accounting profession of the cash method of
keeping records is most understandable. The cash method is a violation of Generally
Accepted Accounting Principles ((AAP) and not technically sound. But technical
purity is not the real world. Further, ample precedent exists for differences between
GAAP and tax law. In a recent tax court case of some notoriety, the Supreme Court
in Thor Power Tool was quite forward in their statement that tax law does not
necessarily always reflect good accounting practice.

The major concern of the Treasury Department and IRS is the potential for
abuse, illustrated by some farmers' use of the cash method and the tax shelters that
have been uncovered during subsequent examinations. The opinion of Treasury is
that to allow a new segment of the population to use the car rnethod opens wide
the potential for additional tax abuse and tax shelter opportuniLes.

Prior court cases and revenuexrling& have laid out four (4) major points, upon
which a determination being a iAhd business or a tax shelter is made. They are:
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1. Who is a businessman?
2. Purchase versus deposit,
3. Business purpose, and
4. Distortion of income.

IRS will not allow a deduction on a cash basis for inventory or goods purchased at
the end of the year if all four factors show that an abuse situation exists. The basis
for this position is Regulation Section 1.461-1(a), which states: "If an expenditure
results in the creation of an asset having a useful life which extends substantially
beyond the close of the taxable year, such an expenditure may not be deductible or
may be deductible only in part for the taxable year in which made." Armed with
this language, IRS has attempted to go after some farmers who take advantage of
the cash method and create artificial losses through large end of year purchases.
However, code section 447 of the JRC specifically allows farmers to use the cash
method, so the loss can be disallowed only if a pattern of abuse is evident. Section
447 of the Internal Revenue Code (IRC provides the legal basis upon which a
farmer may elect to use the cash method. It is due to this code section that many
shelter situations are protected if a facts and circumstances pattern reveals an
attempt at following the rules as laid out in prior tax court cases.

The difference between a small businessman and tax shelter opportunist using
the cash method is a matter of sophistication. For each criterion, as outlined by the
courts, upon which a shelter abuse situation turns, would never occur in a small
business situation.

(A) Who is a businessman?-The vast majority of small business will maintain its
independence by not taking in investors through giving out equity. They will borrow
as much as they can, but they will not give up equity in their business. This concern
can easily be remedied in legislation by providing that the owners be active partici-
pants in the enterprise, and the )nly they are allowed economic participation in
the firm.

(B) Purchase versus deposit.--Few bmnall firms have the borrowing capacity to
indulge in year-end buying sprees, especially on credit. If a purchase of inventory is
made, it is for purposes of resale within the next few weeks, not in six months. To
prohibit cash accounting by saying that small business will enter into year-end
inventory contracts cmT letely disregards the economic reality inherent in small
business. It is commc niy understood that most small retailers and wholesalers
engage in a very rapid turnover of inventories. Legislation could easily take this
into account by insisting that no purchase of inventory at year-end be so great that
it alters that normal rate of inventory turnover.

(C) Business purpose.-For a small retailer with minimal storage facilities, believ-
ing that a purchase of inventory has no business purpose is ludicrous.

(D) Distortion of income.-In our opinion, there is currently a distortion because
cash accounting is not allowed. However, the ability of small business to distort
income on purpose by the purchase of unusable year-end inventories is severely
limited.
Corporate rates

In 1978, the Congress made a significant step in assisting corporate small busi-
ness. The Congress expanded the numberr of steps in the corporate surtax exempt
tion and reduced their rates. The steps are in $25,000 increments up to $100,;t
with rates ranging from 17 to 46 percent.

The White House Conference on Small Business made an increase in the number
of steps and a further reduction in rates its number one priority. The Conference's
proposal contains eight steps to $500,000 with rates ranging from 12 to 46 percent.
NFIB agrees with that goal.

The proposal contains two important elements for small business. By expanding
the number of steps and widening them, you ease the climb up the corporate tax
ladder and provide relief for those larger small businesses with net earnings be-
tween $100,000 and $500,000 which will pay over $49,000 in corporate tax. Over 45
percent of that is the result of one-third of the business' earnings (the $50,000 over
$100,000). By expanding and increasing the brackets that problem is reduced.

Further graduation of the corporate tax structure will provide a needed incentive
for expansion for those small firms that are less capital intensive and would not
benefit from other types of tax reform that leans toward the capital intensive firm.

Beyond these major recommendations, we would suggest particular investment
incentives that would generally impact much smaller portions of the small business
population, but-would be helpful for those affected.
Rollover

The objective of a small business rollover is to keep capital invested in small
business within the small business community rather than witness it flee to other
sectors of the economy. The small business rollover operates very much in the same



2033

manner as does a similar provision for homeowners. After selling a small business,
the individual is allowed a deferral of any capital gain if that money is reinvested in
another small business within eighteen months.

Approximately one in ten small entrepreneurs have owned a business prior to the
one they now own. A non-mutually exclusive one in ten have found investors the
major source of initial finance for their current business. A rollover of the nature
we are discussing would encourage any capital gains derived from those businesses
to be reinvested in another small business.
Investment tax credit on used property

Currently, the Investment Tax Credit (ITC) can only be applied to the first
$100,000 of used property. While the vast majority of small businesses find that
ceiling perfectly adequate, larger small businesses, particularly in manufacturing,
do not. For them, a ceiling of $200,000 is niore reasonable.

A small business has important and legitimate business reasons for employing
used equipment. It simply may not be able to afford to purchase the latest available,
but would find used equipment more productive than current equipment. Perhaps
more important is the lead time often required to purchase new equipment. A small
business will often expand in response to orders that need rapid filling. The pur-
chase of immediately available used equipment allows a small business to take on

. such orders.

Deferred investment account
An unincorporated business frequently operates at a tax disadvantage in relation

to its corporate competitors, particularly in attempting to accumulate investment
capital. For example, a corporation is allowed by statute to retain earnings within
specific limitations at a generally lower tax rate than would occur for a non-
corporate entity.

As an incentive to save and invest as well as to achieve greater equity in the tax
treatment of corporate and non-corporate businesses, NFI1 supports allowing non-
corporate businesses to establish a deferral account of up to $25,000 (a maximum of
$5,000 per year) for purchases of capital assets. Funds placed in this separate
account would be taxed at the lowest corporate rate. Any earnings on the account
would be taxed as ordinary income. Should funds from the account be diverted to
other purposes, they would be taxed at capital gains rates (remember they have
already been taxed once before at corporate rates). Finally, to be eligible the
taxpayer would be required to derive at least 50 percent of his net income from his
business.

This deferral account is particularly conducive for the smallest businesses, most of
whom are noncorporate. Differing from large firms, these businesses don't reinvest
every week, month, and year. Their size forces them to set aside money when they
can and let it accumulate until a sufficient amount is available to procure u loan to
finance the investment. This process often occurs over a period of two or three tax

ears. The deferral account allows this savings period to be reduced and greater
investment to occur.

The suggestions listed are those which NFIB feels would provide the greatest
incentive to savings and investment for small business. Others are available, but
need further development.
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NFIB

APPENDIX A

CAPITAL COST RECOVERY ACT AND SMALL BUSINESS

Tbe Capital Cost Recovery Act (H.R.4646 and S.1435) represents an ambitious
attempt to reverse the, current course of capital spending and investment. The need for a
new approach in capital cost recovery is substantiated by current trends in productivity
and fixed investment as a percentage of gross domestic product. Of equal importance is a
widely agreed upon need for a simplified capital cost recovery system that is usable by
both big and small business and by corporate and non-corporate taxpayers.

Until now, substantially all debate surrounding the bill has focused on the need for
CCR and the role depreciation policy can play in encouraging capital formation and
investment. This paper explains why NFIB strongly feels the Capital Cost Recovery Act
will help small business substantially and why the proposal will not give large firms
competitive advantages because of their current larger dollar investment relative to small
business. In addition, the paper demonstrates that CCR provides tax equity and simplicity
by allowing small business an accelerated depreciation method that will not require
expensive tax advice, a cost which can often drain off the profit of using one of the
accelerated methods. Overall policy questions that are involved in the debate are not
addressed.

Note: All statistical references are to the Department of Treasury Statistics of
Income, for 1975
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Asset Depreciation Range (ADR)

The purpose of aepreciation is to provide a reasonable allowance for exhaustion of an

asset used in the production of income. Since its inception, however, much of the
disagreement between business taxpayers and the IRS has centered around the definition

of "reasonable." The legislative histor; of depreciation shows that various alternative
methods of depreciation evolved, all providing different choices for taxpayers and
substantial complications as well.

In 1971, economists and tax policy advisors perceived that if a relatively high rate of

inflation continued unchecked, the overtaxation of profits would begin to have a
detrimental effect on-retained earnings and capital investment. Overtaxation of the

profits would take place because depreciation deductions, which are based on the historic

cost of an asset, not its replacement cost, would be undervalued. Undervaluation of a
deduction causes profits to be taxed at a higher effective rate. A new depreciation

method was needed to alleviate the impact of inflation, and also to simplify depreciation
methods and add a degree of certainty for businesses for the useful lives being employed.

The Asset- Depreciation Range (ADR) system of depreciation was introduced in 1971
by the Treasury Department. The major benefits of the new policy were:

1. ADR greatly simplified the administration of 'depreciation by reducing

disagreements between taxpayers and the IRS-

2. ADR allowed shorter asset life for tax purposes; and

3. ADR provided a simpler method of classifying assets.

Unfortunately, the benefits of ADR didn't accrue uniformly to all businesses. Only 3

percent of the total depreciation deductions claimed under ADR were claimed by
corporations with less than $10 million in total assets. For partnerships, just two-tenths of

one percent of all partnerships elected ADR. This represented only 8.6 percent of the

total partnership depreciation - deductions claimed.

65-969 0 - 80 - 62 (pt.3)
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While no comparative data is available for sole proprietorships, we can assume a similar

statistical pattern to that for partnerships would emerge. In contrast, 85.6% of the firms

with $250 million or more in assets use ADR. These figures show a strong and direct

relationship between the size of a firm and its use of the Asset Depreciation Range (see
Tables IA and IB). Thus, the benefits of ADR have failed to accrue uniformly across the

business community. Ibis is especially true when firin size is the basis for comparison.

Simplicity and Equity

The relationship between the size of a firm and ADR usage is critically important.
Tables IA and IB illustrate the usage of ADR increases with the size of the firm, not only

in terms of absolute depreciation dollars, but also as a percentage o1 assets. The reasons

for this difference range from the costs of setting-up ADR and performing the required
annual audits to those involved in interpreting the system's complex rules.

The regulations defining how ADR works consist of 25 definitions that need to be
understood before the regulations can be read. A publication that is specially written to

explain depreciation methods needs 50 pages to treat ADR, and the useful life tables that

accompany it comprise an additional 50 pages.

The ADR method has provided simplicity only to the big firms which already maintain

substantial records of their assets and have the use of the necessary tax expertise to

interpret the law. Small business doesn't have the use of the necessary tax expertise to

interpret the law. Small business doesn't have the resources to take advantage of ADR

and is forced to use other, simpler methods; this causes small firms to pay relatively

greater taxes and higher effective tax rates. It is particularly for these reasons that we

believe that CCR will prove to be so important a tax reform.
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By repealing ADR and all other depreciation methods except "facts and

circumstances" for excluded firms, CCR reduces the range of available depreciation

choices down to the f, lowing steps:

I. Determine which of the three classes the assets fall into;

2. Go to a table, and depending on which year it is, pick up the CCR
percentage for that year; and

3. Multiply the percentage by the cost of the asset.

For a small, as weU as a big, business this procedure is simple and equitable.

Current Depreciation Benefits

To understand the differences in how large and small businesses depreciate their

-assets, it would be helpful to review several illustrations. Examples one, two and three in
the Appendix illustrate three methods of depreciation-straight line, the procedure most

used by small business; ADR with a 200% declining balance, the normal method for a very

large firm; and the proposed new capital cost recovery system -applied to the type of

assets usually purchased by smaller businesses.

If the straight line and ADR methods are compared for cumulative tax effect in each

year, a tremendous disparity is apparent. Since small business tends to use straight line
and big business tends to use ADR, larger firms are currently recovering their investments

far more rapidly than smaller firms. This factor alone gives big business a large

competitive advantage and reduces the relative cost of its capital investment.

Prior Analysis of Small Business Impact

Prior attempts at providing an analysis of how small business would fare under CGR

concluded that it would do rather poorly. One analysis which has been widely publicized,

attempted to review current depreciation deductions
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distributed by firm size. It showed that in 1975, 75.1% of all corporate depreciation

deductions were taken by 1.3% of the corporations filing. It then concluded that small
business would be giving big business a bonanza by supporting passage of CCR with little

benefit for itself.

This analysis is severely flawed because it makes at least two major untenable
asumptions:

First- it assumes that the business community is made up of only corporations,
or that corporate entities are the only significant business form; and

Second, that the current relationship of depreciation deductions to firm size
would continue if CCR were enacted.

The United States business community is by no means entirely corporate. In fact,
taken together proprietorships and partnerships contitute about 60% of the total, placing
corporations clearly in the minority.

Over 99% of all partnerships fall in the asset size category of $5 million or less. It is
reasonable to assume that the remaining 1% falls in the $5 million to $10 million asset size
bracket. The IRS data on sole proprietorships is not broken down by asset size. However,
it is broken down by annual gross receipts. Reviewing these figures and the standard
relationships between receipts and assets, it can be assumed that all sole proprietorships

fall in the under $5 million in assets category.

With te inclusion of partnerships and proprietorships, the results of this prior
analysis are altered dramatically. No%., we find 58% of all depreciation dollars expensed
by firms with assets greater than $10 million (see Table 2). That means that if we define
small business as those firms with less than $10 million in assets, they receive 42% of all

depreciation benefits. Thus, even if a static relationship between relative depreciation

benefits received by large and small firms is to be maintained after the enactment of

CCR, small business would receive at least a 42% share.
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A continuing static relationship cannot be assumed, however. As a practical matter,
large busnesss currently can use ADR and small business cannot. One of the major aims

of CCR is to create an equitable depreciation system that all businesses can use.

Therefore, even if only 50% of the smalU firms with depreciable assets take advantage of
CCR, the relative position of small business must improve.

The foregoing seems implausible #hen one considers the current asset distribution
between large and small business. However, it is not and there is a good reason why it is

not. Comparing depreciation expense as a percentage of depreciable assets for

corporations, partnerships and proprietorships on an all industry basis reveals an important

relationship between, large and small business average depreciation rates (see Table 4 and

5). For "All Industries", the average depreciation rate for firms with less than $5 million

in assets is 9.2%, 8.6% for non-farm industries. For businesses with over $250 million in
asset size, the average rate of depreciation is 6.2%

Big business investment consists of substantially longer lived assets such as buildings,

steel mills and manufacturing plants. The average firm in the over $250 million in assets

category uses an effective average depreciable life of 16 years, while small business has

an effective average rate of about 13 years. Simply put, the types of assets small business

buys are of a much shorter overall useful life. The differential mix in assets causes the

apparent contradiction of large firms possessing a relatively greater portion of assets than

their relative portion of depreciation benefits. This also illustrates how close the average
rates of depreciation between large and small business are and the tremendous advantage

ADR does provide.

Advantage Gained Under CCR

Review examples 1, 2 ano 3 again. If 10-5-3 were in effect, the after tax benefits

would be substantially greater for those who had been using straight line (small businesses)

Note: Tables 4 and 5 compare the average depreciation rates for all industries by

asset size category. The rate is arrived at by dividing depreciation deductions

by depreciable assets.
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rather than ADR (big businesses). Becuase ll assets would not be depreciated at the
same accelerated rate, the amount of benefit to big bust '.iess or small business will be
determined strictly by the total amount and type of asset purchased. It would be difficult
to come up with a simpler or more equitable system.

Add to this the advantage gained by aU firms by eliminating IRS review of useful
lives and investment tax credits and by reducing present substantial reeordkeeping
requirements, and CCR shows itself not only as a very necessary but also as a very
attractive alternative to current depreciation policy.

Finally, small business wUl unquestionably be the immediate beneficiary of the
enactment of 10-5-3. This is because the sponsors of H.R. 4646 and S.1435 have agreed to
eliminate the phase-in period for the first $100,000 in assets. In other words, firms with
less than $100,000 in asset purchases a year will not have to deal with the complicated
transition rules established by the legislation. Since most small businesses purchase less
than $100,000 in depreciable assets a year, they will be completely under CCR in the first
year.
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Devreciation Deductions for Corporations by Asset Sixe. 1975

|Les of Total Assets

Under $100,000

100,000-250.000

250.000-500,000

5001000-I,000,000

1.000,000-5,000.000

5,000.000-10,000,000

10.000,000-25,000,000

j25.000,000-50.000,000

50,000,000-100.00,000

100,000,000-250,000,000

Greater than 250,000,000

TOTAL

Total Depreciation
Deductions

(All Va in thous.)

$ 2,845,477

2,80,064

2,915,334

3,278,586

6,997.425

2,637,065

3.156,351

2,478,134

2,717.439

4,701.708

51.728.081

$86,295,664

57.61 of Total Depreciation deduction

Depreciation
Deductions for
those Using ADA
(in thousands)

$ 32,345

12,372

20,093

39,030

266,641

263,568

569.222

726.573

1,032,636

2.493.805

44,265,918

49 7422 03

taken by Corporations

Percentage of
ADE D, reciation

tc T. t l

.4

.7

1.2

3.8

9.9

18.0

29.3

38.0

53.0

85.6

57.6_

were under ADR

Source: 1975 Statistics of Income. Corporation
Income Tax Returns, Departmnt of Treasury.
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Table 2
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$112,217.470,000
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Depreciation by Asset Size for All Entities - 1975

Depreciation
for Corporations

a4. L.

Under $5,000.000

5.000,000-10.000.000

10.000,000-25.000.000

25,000.000-50.000.000

50,000,000-100,000.000

100.000.000-250.000.000

Greater thau 250.000,000

TOTAL

$18,876,886

2.637,065

3,156,351

2.478.134

2,717,439

4,701,708

51,728,081

Depreciationfor PartnershJps
t4 &1,8 1

$ 7,525,306

2.583,446

$10,108 752

Depreciation fortrlI. PeIrnmrfatlnrelhltb

$15.,813,054 $ 42,

5,

3,

2,

2

4

51

2 of ADUsb7
Total Corp.

,206,24" 2.11

,220,511 9.9%

,165,351 Ws.0X

,478,134 29.32

,717.439 38.01

.701.706 53.01

.728.081 35.6

RLA1054

*Aaeaea relationship between ADR electors and non-ADS electors for partuershipe and goac

proprietorhipe 1 the sae as for corporations.

Source 1975 Corpoate Statistic. of acEom,Departnt of Treasury.

ADS #0

$ 86.520
516,831

549,222

726,573

1.032,636

2.493,605

44.265.918

0

&ZO 0 %W - -1. --- , --. z ==&a a A-- Sole p ristoraht-e4-- dr d n m
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Table 4

Aver&&e Rate of Depreciation for All Indultrie

#preciation Assets for Depreciation
Corp.. Part., & Prop. cponse Average ate

SLa of Total Assets (in thous.) in thou&.) of Depreciation

VUder $5.000.000 $455,947,931 $42,206,246 9.2%

5,000,000-10,000,000 83,520,565 5,220,511 6.32 -

10o000,000-25,000.000 41,378,176 3,165,351 7.6%

25,000,000-50,000,000 35.130,838 2.478.134 7.12

-50,000.000-100.000,000 37,735,192 2,717,439 7.2%

100,000.000-230,000,000 69,427,297 4,701,708 6.82

Creator thaa 250.000,000 841,080,474 51,728,081 6.2

Source: Treasury Statistics
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Table 5

Average Rate of DeOrtcIaton

All Woa-Yars Udustries

Deprecisb'. Assets
yor a11 Firs

Under $5,000,000

5,000,O00-10.000,000

10,000,000-25,000.000

2$,000,000-50.000,000

50,000.000-100,000.000

100.000.000-250.000.000

Greater than 250.000,000

$378,871,479

82,712,645

40,799.779

34,948,941

37,546,557

68,379,593

841,080,474

Source: Treasury Statistics

DepreclatiO
-se

$32,588,378

5,150,410

3,112,355

2,462,751

2,705,926

4.644,774

51,728,081

Average Rae
* 4

8.6%

6.22

7.62

7.12

7.22

6.82

6.2%

&]I 0| 1llIIIII I , I bV
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ZIMPUL I

Office Equipment (Class II)
Cost - $100,000
Purchase Date - 7/1
I.t.S Recomeoded Useful Life - 10 yeats
ADR Life - 8 7ers
No Salva.e value

Year I

A) Straight Line Method

Cost
Current Depreciation
Tax Effect 0 462
I.T.C.

Cumulative Tax Effect

$1O0,000
5,000
2.300

10,00
$ 12,300

B) ADR - 200% Declining Balance

Cost $10
Current Depreciation 1:
Tax Effect @ 46%
I.T.C. I
Cumulative Tax Effect j1J

C) 10-5-3

Cost $10(
Current Depreciation 2(
Tax Effect @ 46%
I.T.C. 1

Cumulative Tax Effect $ 1

0.000
,500

5,750
)1000

5,750

,000
0,000
9,200
0,000
9,200

Year 2 Year 3 Year 4 year 5

10,000
4,600

$16,900

21,875
10.063

$25,813

32,000
14.720

$33,920

10,000
4.600

16,406
7,547

$33,360

24,000
11.040

$44,960

10,000
4.600

12,305
5,660

$39,020

16,000
7,360

$52,320

10,000
4,600

30.7 700

9.229
4,245

$43,265

81000
3,680

$54 * 0
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- lUWUM 2

* Trucks (Clasm 11)
Cost - $100,000
purchase Date - 7/1
1.1t.S Recommended Useful
ADE Ufe - 3 years
so Salvage Value

A) Straight Line Method

Coat
Current Depreciation
Tax Effect * 462
I.T.C.

Cumulative Tax effect

Life - 5 years

Year

$100,000
10,000
4,600
6,667

S11.267

3) ADb - 2002 Declining Balance

cost I0O
current Deprecietion 2C
Tax Iffect @ 462 9
I.T.C. 6

Cmwulative Tax Effect $ 1

C) 10-5-3

Cost $10C
Current Depreciation 2C
Tax Effect I 46% S
I.T.C. iC

Cuulative Tax Effect $ 19

P,000
,000
,200

S.667

p.867

,000
,000

9.200
*000

9,200

Year 2 Tear 3 Icar 4 Tar "

20,000
9,200

120.467

32,000
14,720

32,000
14,720

$33,920

20,000
9.200

U29667

19,200
8,832

24.000
11.040

$4 *96 0

20,000
9,200

II38 $67

11,520
5,299

$4. 718

16,000
7,360

$3 2 0

20,000
9,200

I48,067

6,912

3,180

$000

060
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2iSht Truc.s &d Autos (Clas 111)
Cost - $50.000
Purchase Date - 7/1
IRS Racomended Useful Lfe - 4 7are
AMR Llfe - 3 yeare
so USlvage Vain

Tsar I Tsar 2 Tesr 3 Tsar 4 Tear

A) Strla$ht Line Hethd

Cost $50,000 .-- - -
Curreant Depreciation 6.250 12.500 12,500 12,500 6,1250
Tax Effect 0 46% 2,875 5,750 5,750 5,750 2,875
Mnc166 - -

Cumulative Tax Effect .6 810.2922 1602 MAI.92 A2L467

1) ADR-200%
kecliatna ttlance

Cost $50,000 --..
Current Depreciation 16,667 22,222 7,407 3,704
Tex Iffect 0 46% ',667 10.222 3,407 1.704 ---
ITC 1,667 -

CumulatLive Tax Effect 9334 19.556 22 .963 624.667

C) 1--

Cot $50.000 ...--...
Current Depreciation 16,500 22,500 11,000
Tax Effect 0 462 7.590 10,350 5.060
ITC - $000 --- ---

Cumulative Tax Effect 110.590 $20.940 $26.000 j~.. ~ .
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Senator NELSON. Our next witness is Mr. Sherlock.

STATEMENT OF NORMAN R SHERLOCK, EXECUTIVE VICE
PRESIDENT, AMERICAN BUS ASSOCIATION

Mr. SHERLOCK. Thank you, Mr. Chairman.
My name is Norman Sherlock, and I am executive vice president

of the American Bus Association, which represents private bue
operators that provide regularly scheduled service, local commut.
ing, tours and charters, as well as special operations.

The intercity-bus industry is comprised of about 1,150 individual
bus companies which carry passengers between communities in
this country. Although many people visualize the industry as being
the two large carrier, Greyhound and Trailways, because of their
national marketing identity and programs, actually 277 million of
the 360 million passengers carried by the industry last year were
carried by other small operators.

We also have about 1,000 members of the travel and tourism
industry, 98 percent of whom are small businesses.

As we enter the decade of the 1980's, the intercity bus industry
will clearly be called on to play a central role in retaining the
mobility of the general public. Bus transportation has already
proven to be a critical lifeline to the travel and tourism industry in
many cases, and the need for it will be even greater in the future.

Yet, while it is essential that the role of this industry be expand-
ed, it cannot be assumed that the necessary capital will be availa-
ble to bus companies to meet this demand. Like other businesses,
the intercity bus industry needs assistance with capital formation.

We believe that it is timely to enact legislation which will help
spur business investment and productivity, reduce the complexity
of current tax procedures, and enhance the ability of the intercity
bus industry to realize its potential as a fuel saving alternative to
individual automobile use.

We support action in the following areas: First, accelerated and
simplified depreciation in equipment and in buildings; second,
modification of the energy property investment tax credit for bus
acquisition so that it will apply to all bus purchases and can be
used in lease agreements; third, removal of the limitation on the
used equipment investment tax credit.

Senator NELSON. Is that removal of any limitations on used
equipment?

Mr. SHERLOCK. Yes.
Senator NELSON. Do you want full removal?
Mr. SHERLOCK. Fourth, enactment of legislation specifically de-

signed to aid small business such as that represented in our bill,
S. 2998, with the one modification we just referred to; fifth, modifi-
cation of the current procedures for refund of the excise tax on fuel
used by bus operators; and sixth, a social security tax offset possi-
bly in the form of a credit against income taxes.

Rather than referring to the general small business initiatives,
let me talk to those issues which are of unique application to our
industry.

With certain modifications, the investment tax credit can provide
highly significant assistance to the intercity bus industry.
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First, the definition of property which is eligible for the energy
property investment tax credit should be modified to remove al
restrictions. In the windfall profits tax legislation, the Congress
enacted an additional 10 percent energy- property investment tax
credit for bus purchases, but only if the bus adds to an operator's
fleet.

The credit seems to be operating as a disincentive to the release
of buses to the used bus market until at 'least qualification for full
credit is assured by the company acquiring the new bus. Thus the
incremental nature of the credit may have a recurring impact on
the availability of used buses to smaller operators who rely heavily
on them.

The limitation on this credit to an increase in seating capacity
appears to be unique in the Code, and is counterproductive.

Second, the investment tax credit for used equipment would be
especially helpful to small operators, but as I have indicated we
feel that the limitation should be removed. The Tax Code will not
be written each year to reflect the impact of inflation.

In terms of the fuel excise tax fund, we are very appreciative of
the action that you have taken in including that measure in Senate
bill 2998. It will be very helpful to our small people who see it only
as simply another unnecessary Federal paperwork requirement.

Thank you.
[The prepared statement of Mr. Sherlock follows:]

6S-969 0 - 80 - 63 (pt.3)
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STATEMENT OF NORMAN R. SHERLOCK, ExECUTIVE VICE PRESIDENT, AMERICAN Bus
ASSOCIATION

SUGARY OF TESTI!4W' OF THE .MEUCAN BL ASSOCIATION

It is tiimely to enact broad-gauge lesislation which reduces
the complexity of current tax procedures, enhances the ability
of the bus industry to provide a fuel-saving alternative to
individual auto use, and helps spur business invest ent and
productivity.

Suggested measures:

(1) Accelerated and sinplified depreciation for investment
in equirment and buildinr>-.

(2) Modification of the anr,' Prorerty In. tnvn: Tax
Credit for bus purchases.

(3) Enactment of the leirspati K% p :-tc b,' Senator
Nelson to aid sm'tll 1u~ir.Qr.;sez - 3 2123, 3.2-80,
S.653, S.487.

(4) S.2152, doubling the investment ta.x credit for used
equipment is a good step forward, but the credit
shou-Id not be limited.

(5) modificationn z'f the current procedimi-s for refund of
the excise tax on fuel used by bus operators.

(6) Social Security tax offset, pz'ssib1: in the form of a
credit against inccrie taxes.
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Mr, Chairman and Meabers of the Conittee:

My nane is Norran Sherlock. I am Executive Vice-President

of the American Bus Association which represents private bus operators

that provide regular scheduled service, local ccmting, tours and

charters, as well as special operations.

The intercity bus industry is comprised of approximately 1150
individual bus companies which carry passengers between communities

in this country. Although many people visualize the industry as being
the two large nationally organized carriers, Greyhound Lines and

Trailways, many other carriers provide a wide range of services. In

fact, of the 360 million passengers carried last year, 277 million
were carried by the other 1148 regional or local bus operators.

In fashioning tax policy, it is inportant to understand the nature
of this industry and the role that it plays in transportation, both now

and in the future. First, the bus is the most energy efficient node of

transportation today. It requires, for example, less than one-third of

the fuel needed to transport an equivalent number of people otherwise

carried by either the train or the car. Consequently, its expanded use
will save energy and substantially reduce fuel consutmed in passenger

transportation. Second, the intercity bus industry serves 15,000

ca mnities in this country -- over 14,000 of which are not served by
any other form of transportation. As automobile use necessarily declines

in the future, it will be the intercity bus operator which will provide

mobility to our rural areas and small towns, as well as between urban

centers. Third, the bus industry carriers more passengers than any
other form of public intercity transportation. The total of 360 million

passengers carried last year is more than the airlines and Amtrak combined.

Fourth, the intercity bus industry has emerged as a very important factor

in maintaining the economic welfare of the travel and tourism industry,

an activity that accounts for $128 billion in )ur national economy.
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Tourism is the first, second or third largest industry of at least

40 states. Ecomcedsts predict that by the year 2000 travel and

tourism will be the largest industry in the world. Bus transportation

has been a critical lifeline for this industry in many cases, and

the need for it will be even greater in the future.

As we enter the decade of the 80's, the intercity bus industry

vill be called on to play a vital role in retaining the ability of
the general public in the future era of scarce or very expensive
gasoline. This mobility is the dominant characteristic of American
society today. Our economy and social structure have been developed

on the basis of a pervasive use of the private automobile and the

airplane, for both business and pleasure. There is nothing quite

like the United States in the rest of the world in the degree to

which the demand for transportation is so extensive. One frequently

refers to the fact that transportation constitutes over twenty percent

of our gross national product without totally realizing what that

means in the development of policy. If there is any one fact of life

in this country, it is the degree to which mobility of people governs

the day-to-day characteristics of living.

As a result, our use of energy in transportation is very high.

It accounts for twenty-five percent of the total energy utilized in

this country and over fifty percent of all oil consumd. Additionally,

over half of the total energy consumed in transportation is by passengers
being transported in automobiles. Thus, automobile transportation

of passengers alone consumed a quantity of oil equal to-the total that

we import. This simply means that as policy-makers come to grips
with the problem of our reliance on imported oil, something must be
done to reduce the amount used in transportation.

Instead of forcing a reduction in total travel, we mst provide

an alternative to the automobile by expanding our fuel efficient form

of public transportation. These alternative form of public trans-

portation must be made available throughout the country - urban, rural,
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and intercity. And, in order to effectively serve as an alternative to

the car, public transportation mist be as pervasive as the car. It

nist be of good quality, its availability nust be accepted by the

general -public, it must be reasonably economical and it must be in

place, generally speaking, before the need for it becxmes critical.

People atst be drawn, not forced, out of their private automobiles.

We have clearly reached the point where national policy in all areas

must pramte the full use and development of intercity bus transportation
as a fuel-saving alternative to individual automobile use. It has been

estimated that if one percent of the people who used their cars for

intercity travel took the bus instead, it could save 238 million gallons

of fuel annually. The need is apparent. Of course, if more severe fuel

shortages in the furture make it impossible for people to use their

cars, the existence of adequate buses, facilities and service will be

critical, not just desirable.

7he ability of the intercity bus industry to fulfill its potential

as a fuel-saving alternative to individual automobile use will be

largely dependent on the outcome of the debate over issues you are

considering today. While it is essential that the role of this industry
be expanded, it cannot be assumed that the necessary capital will be

available to intercity bus companies to meet this demand. Even

Greyhound and Trailways, with their access to national capital markets,
will have some problem obtaining all the capital they need to expand their

services to meet the developing needs of the public as this energy
shortage develops. 7he small carriers will have a still more difficult

time.

The industry has been gripped by a decline in its regular route

traffic since World War II - mch as was experienced by the rail industry

until the Federal government stepped in and created Amtrak to reverse that

trend. This long term decline bas adversely affected the earnings of the

industry and the decade of the 70's has witnessed a steady erosion in its
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profits margins. Industry earnings pre-tax topped out in 1971 at

$101 million and have since declined steadily to a level around

$55 million. They rose sharply in 1979 to $88 million, but even

with this sharp increase, fell short of the 1971 earnings level.

Operating margins similarly declined from approximately 10 percent

at the beginning of the decade to 4 percent in 1978 and rose to

only 5.4 percent in 1979. The impact of this revenue loss has been

compounded by ever-increasing operating costs (particularly for

equip uent and fuel), and has resulted in an operating ratio which has

risen from 89.4 in 1971 to 96.0 in 1978. When you adjust those figures

for the current purchasing poser of the dollar, the actual decline has

been even greater in terms of what it takes to replace equipment.

A recent study of reports for most of the Class I carriers for

the years 1977, 1978, and 1979 emphasizes the seriousness of this

problem, particularly during periods of inflation. During both 1977

and 1978, the industry suffered actual losses if replacement costs

are taken into account. In 1979, a return of 12.4 percent cn equity

or 4.9 percent of revenues was eroded under replacement accounting

to 2.7 percent of equity or 1.2 percent of revenue. Such effective

losses, and even the small return in 1979, are obviously insufficient

to attract equity capital or borrowed funds or to finance internally

an adequate, consistent replacement program. Today many carriers

are finding it impossible to finance the number of buses they would

like to operate with even modest demand forecasts. The cash flow

for other facilities such as terminals and maintenance facilities

is still in shorter supply. As the future evolves, this industry will

need capital on terms that its historic earnings and cash flow will

simply not support. This industry, as others, acquires assistance in

capital formation.

It is timely to consider broad-gauge legislation which helps spur

business investment and productivity, and reduces the complexity of

current tax procedures.
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We support action in the following areas:

(1) Depreciation Reform.

In recognition of the impact of inflation on replacement

costs, the Internal Revenue Code should be modified to

allow for more rapid depreciation as well as a reduction

in the complexity of the procedures necessary to obtain

such benefits.

Like many other small businesses, the intercity bus

industry needs a simplified depreciation scheme of this

type since many operators simply have neither the expertise

nor the financial capability to wade through the existing

complex depreciation rules. A simplified system would
allow bus operators to better understand and utilize

accelerated depreciation without having to hire expensive

technical assistance. Also, the faster write-off would

increase the cash flow of the smaller operator and would

therefore, expedite further investment in new equipment.

(2) Social Security Tax Offset.

The tax burden on employers and employees for support of the

Social Security system has increased dramatically since its

inception, and the problem will be worse next year. In 1970,

it cost the average bus company $393 per erployee in such

taxes; by 1978, the cost of such taxes had reached $1103 per

employee.

In 1981, it is expected that this will cost the average

bus company $1550 per employee in Social Security taxes.
That is nearly four times the cost per employee in 1970,

and 40 percent higher than in 1978. This dramatic increase

will be a heavy burden for all taxpayers and may act as
a deterrent to future employment and business growth. It will
present a particularly difficult problem for small businesses-
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such as small bus operators that already have cash

flow difficulties. The impact of the increased taxes

which are to go into effect next year need to be offset,

perhaps with a credit against income taxes.

(3) Small Business Incentives.

There are a number of pending proposals sponsored by

Senator Nelson which would assist small businesses,

including further graduation of corporate income tax

rates and a capital gains rollover.
b

The role of small businesses is vital to our economy, but

particularly so in a time of high unemployment. Given the

current and projected state of our economy and unemployment,

careful consideration should be given to the enactment

of a New Jobs Credit.

(4) Investment Tax Credit.

With certain modifications, the investment tax credit can

provide highly significant assistance to the intercity bus

industry. First, the definition of property eligible for the

Energy Property Investment Tax Credit suld be modified to

remove all restrictions. Second, although ve believe there

is no reason to reintain a limit on the investment eligibility

of used equipment for the tax credit, we urge, at a minimum,

adoption of S.2152 which wuld increase the existing limitation

of $100,000 per year to $200,000. Finally we suggest

modification of the Energy Property Investment Tax Credit

so as to include all leased equipment.
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In the windfall profits tax legislation, P.L.96-223, the
Congress enacted an additional 10 percent Energy Property

Investment Tax Credit for bus purchases, but only if the

bus adds to an operator's fleet. The requirement that the

additional credit applies only to fleet expansion may

presently be contributing to reduced availability of used

buses. The credit seems to be operating as a disincentive

to the release of buses to the used bus market until, at

least, qualification for the full credit is assured by the

company acquiring the new bus. Thus, the incremental

nature of the credit may have a recurring impact on the

availability of used buses to the dependent smaller operators

as the existing owners adjust their buying/selling patterns

to achieve full utilization of the credit.

The incremental limitation of this additional credit to
investment attributable to an increase in operating seating

capacity appears to be unique in the Code. The operative

logic of the investment tax credit to encourage not only

expansion of capacity, but also replacement of machinery

and equipment, should extend to the energy property credit

for intercity buses, particularly in light of the acknowledged

national value of the incentive and the need as a result of

the financial condition of this industry.

Smaller operators simply do not have the financial resources

under any circumstances to purchase new equipment. However,

the price of second-hand buses has risen sharply, reflecting

their demand. Used buses in good condition can sell for as
much as $50,000 each. Furthermore, the price is escalating
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by S5,000 or rore per year. In five years, the price of a

used bus will substantially exceed $100,000. We need the

ta: credit increased to a level of $200,000 now, although

there should be no limit. The tax laws will not be

rew.ritten each year to account for inflation. T1n.e increase

in the used equipnt investment ta-x credit that operators

could take advantage of and the full 207 tax credit would

stirliate further purchases of equipment and provide

invluable ws.sistuice to bringing the fleet back up to the

levei that it was. There are now 4,000 fewer buss in the

fl-.t than there were in 1968.

b :.o d this, we suggest the status of leasing in relationship

to tao 10 percent Fneri" Pro.perty luvestant Tax Credit be

exiaraned and changed. While leasing is not the predonunant

rears by utich our operators acquire equi-ment, it is one e4ns

by ch an undercapitalized caller crpan-y can place uorC

Wuc= in seiice. Although the Treasury Department has not

:et :ssued rvegult-.tons, we understand that its position will

he that lessors3 will not 1e allowed to take this additional

cret: , nor an the credit be pa-sed thrtgh in lease

ai-raLa-g-nents so that operators receive the benefit. Thus,

in those circumstances here an operator has insufficient

cap-tal to purchase a bus and can only rely on a leasing

t-rangurent, he will not receive the benefit of the full

credit. It seems counterproductive to raise such barriers

to leasing transactions. Certainly, insofar as it inhibits

the introduction of more buses into service, the restriction

-uns contrary to the Congressional intent in authorizing

tna additional credit in the first place. The Congress in

passing the provision for an additional 10 percent Energy

Proqt-rty Investment Tax Credit clearly intended to encourage
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the acquisition of more buses to be placed into

service as part of our national response to the energy

dileaa. We suggest that a clarifying provision be adopted

so that bus operators will receive the benefit of the 10

percent energy credit %ten acquiring buses by leasing.

(5) Fuel Excise Tax Refunds.

In 1978, the Congress "exempted" intercity bus operators

from the 4 cent a gallon federal excise tax on fuel, for

among other reasons, to promote bus travel as a fuel-saving

alternative to individual auto use. The law, however, re-
quires a bus operator engaged in intercity, charter, local

and special operations to first pay the excise tax and

then file for a refund. This constricts the cash flow

particularly of smaller operators, and simply is another
paperwork exercise that is not necessary, We favor nurking

the relief from the federal excise tax a true exemption.

Mr. Chairman, the realities of our energy-short world are forcing

fundamental attitudinal changes on the part of the American public. The

public is looking more to bus servigze and its availability will be cri-

tical in this new era of scarce and very expensive energy. This indus-

try is attempting to position itself ahead of the dfrf.nd with equipment

changes and terminal modifications. This ongoing effort can only be

realized in a timely fashion by the adoption of meaningful tax reform

legislation that recognizes the special needs of private operators. With

the changes in tax laws we have suggested, private bus operators will be

in a better position to fulfill their full potential as an effective part

of the Nation's energy conservation effort. They will be able t. help

.preserve the mobility of people, and maintain the viability of travel and

tourism in our country. We urge your favorable consideration of these

modificat ions,



BUS INDUSTRY STUDY CARRIERS
INCOME STATEMENT & FINANCIAL RATIOS

Actual vs. Replacement Costs
1977 through 1979

(000 omitted)

1977
Replacement

Actual Cost

1978
Replacement

Actual Cost

1979
Replacement

Actual Cost

Operating Revenues

Operating Expenses:

Depreciation

Non-depreciation

Total

Net Carrier
Operating Income

Return on Investment

Operating Ratio

$900,550

27,431

$900,550 $945,274 $945,274 $1,101,027

76,900

829,021 829,021

856,452 905,921

44,098

11.0%

95.1%

(5, 371)

(1.25)

100.6%

35,617 81,407 40,760

$1,101,027

82,144

872,871 872,871 1,005,932 1,005,932

908,488 954,278 1,046,692 1,088,076

36,786

9.5%

96.1%

(9,004)

(2.0%)

101.. 0%

54,335

12.4%

95.1%

12_951

2.7%

98.8%

( ) Denotes negative amounts and ratios

Source: Statements in Support of Proposed Increases of 9A In Interstate Passenger Fares and F3xpress Rates.
National Bus Traffic Asoiation, Inc. before the Interstate Commerce commission . i un 30
1980 (Statement of President. John F. Grady. Vol. I. page 18).
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p
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Senator NELsoN. Thank you very much.
The next witness is Mr. Bruce Hahn, National Tooling & Ma-

chining Association.

STATEMENT OF BRUCE N. HAHN, NATIONAL TOOLING &
MACHINING ASSOCIATION

Mr. HAHN. Thank you, Senator. I think summarizing will be
pretty easy because you did a pretty good job of it when you
introduced S. 2998. Our compliments to you and to the original
cosponsors, Senators Byrd, Bentsen, Wallop, Moynihan, Duren-
berger, Stewart, Culver, and Eagleton. It goes a long way in ad-
dressing many of the problems identified at the White House Con-
ference.

May I just briefly summarize the 11 points in it for the benefit of
the panel and the audience.

One, the capital gains rollover.
Two, the investment credit for new businesses.
Three, the graduated corporate tax rates.
Four, the subchapter S shareholders increasing from 15 to 25.
Five, the used equipment investment tax credit.
Six, accumulated earnings tax raised to $250,000.
Seven, the elimination of midyear W-2's.
Eight, broker/dealer loss reserve.
Nine, the employee stock options.
Ten, inventory accounting.
Eleven, excise tax on motor fuels.
You have covered quite a few of the issues that would be very

beneficial to small business, especially in light of the fact that
there is a very low revenue loss of something estimated at $75
million. It will go a long way toward helping small business at a
ver, very low revenue loss.

There is one other major area where small business is in need of
help, and in fact all business, and other smaller ones which I will
mention.

The big one that is not covered in S. 2998 is in the area of capital
cost recovery. We all know, of course, that you are a sponsor of the
10-5-3 bill, and we wholeheartedly endorse the concept in it. We do
have a serious concern, as representatives from the S mall Business
Legislative Council, that only one-half of 1 percent of the small
businesses use the ADR system. While the purpose of the 10-5-3 is
to get away from the ADR system, it uses the ADR system in
phasing it in.

If some sort of a compromise could be reached, if something in
the markup could be done to pull from the ADR based phasein
small businesses, it would greatly improve the bill. For example,
you could take one of the categories, let us say, the 3-year category,
and put a $100,000 cap, and let them write off their first $100,000
on that basis in 3 years, and then maybe raise the cap to $200,000
the second year, and so on up to $500,000, then the great majority
of small businesses would not have to worry about an ADR based
phase-in.

The 10-5-3 bill is even more complicated than the ADR because
you are subtracting years from it during the phase-in. Most small
companies and most of our members just could not use it. Con-
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tressman Nowak, who is chairman of the House Subcommittee on
ccess to Equity Capital, has introduced his own small business

capital cost recovery bill with about 50 cosponsors. It uses caps of
$1 million on equipment, and $3 million on buildings. In the Small
Business Legislative Council, something like 60 of the national
associations have endorsed that concept.

I think some kind of compromise, such as mentioned, between
the 10-5-3 and the Nowak proposal could easily be worked out
without significantly adding to revenue loss.

Senator NELSON. I think you make a good point.
Mr. HAHN. Several other pieces of legislation that are consistent

with the proposals generating from the White House Conference on
Small Business are:

First, legislation addressing the real estate tax loss. Transfer of
small business ownership is greatly hindered by existing laws.
Something needs to be done about that.

Second, a real jobs tax credit. We have the rudiments of a jobs
tax credit, but when you consider that yesterday, testifying before
the House Ways and Means Committee, somebody made the point
that an unemployed person costs the economy $21,000, if you could
have a credit for new jobs created, and as I am sure you know
small businesses create 9 out of 10 new jobs, bearing in mind the
relationship of this $21,000 figure, I think you could greatly reduce
the unemployment rolls. It would be very cost effective to the U.S.
Treasury.

We also support the small business participating debentures, also
mentioned by the Small Business Legislative Council.

That is my statement. Thank you, sir.
Senator NELSON. Thank you, sir.
[The prepared statement of Mr. Hahn follows:]
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STATEMENT r THE NATIONAL TOOUNG & MACHININo AssoCiATiON

-I-

MR. C!NAIRMAN AND MEMBERS OF THE COMMITTEE:

MY NAME IS BRUCE N. HAHN. I AM MANAGER OF GOVERNMENT AFFAIRS OF THE

NATIONAL TOOLING & MACHINING ASSOCIATION. OUR ASSOCIATION REPRESENTS

THE 12,500 SMALL COMPANIES AND APPROXIMATELY 250,000 WORKERS IN THE

CONTRACT TOOLING & MACHINING INDUSTRY.

IN SCHEDULING THESE HEARINGS, CONGRESS HAS COURAGEOUSLY CHOSEN TO FACE

SQUARELY A-CONTROVERSIAL AND HIGHLY CHARGED ISSUE: WHETHER OR NOT TO

ENACT TAX REDUCTIONS IN THE 96TH CONGRESS.

THERE ARE MANY WHO FEEL THAT THIS IS A POLITICAL ISSUE. CONSIDERING

THE UPCOMING ELECTIONS, THERE ARE UNQUESTIONABLY POLITICAL OVERTONES.

HOWEVER, TAX REDUCTIONS ARE ALWAYS A POLITICAL ISSUE NO MATTER WHEN

THEY OCCUR. IN OUR OPINION, THE GOAL OF THIS COMMITTEE SHOULD BE TO

FIRST LOOK AT THE VARIOUS PROPOSALS FROM A BI-PARTISAN, NON-POLITICAL

STANDPOINT. THE COMMITTEE SHOULD SEEK TO DETERMINE WHETHER OR NOT

TAX REDUCTIONS OF ANY SORT ARE IN ORDER IN LIGHT OF THE COUNTRY'S

CURRENT ECONOMIC STATUS. BEYOND THAN, THE PRACTICAL IMPACT OF POLITICAL

REALITIES WILL ALSO HAVE TO BE CONSIDERED AS THEY AFFECT EACH MEMBER.

_WE BELIEVE THAT THE OBJECTIVE FACTS ARGUE STRONGLY FOR BUSINESS TAX

REDUCTIONS DESIGNED TO INCREASE THE LONG RANGE PRODUCTIVITY OF AMERICN

INDUSTRY AND THAT THEY FURTHER DEMONSTRATE A NEED FOR LEGISLATION TN

THIS CONGRESS. FIRST OF ALL, THERE ARE VERY FEW IN EITHER PARTY WHO

ARGUE AGAINST THE NEED TO IMPROVE PRODUCTIVITY IN THIS COUNTRY. INDEED,
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OUR ORGANIZATION AND MANY OTHERS TESTIFYING BEFORE THIS COMMITTEE AND

OTHERS ON BOTH SIDES OF CONGRESS HAVE CLEARLY DEMONSTRATED THE RELA-

TIONSHIP BETWEEN DEPRECIATION RATES AND PRODUCTIVITY. SIMPLY PUT,

DEPRECIATION RATES IN THE UNITED STATES ARE NOW CONSIDERABLY SLOWER

THAN THOSE IN MOST OTHER COUNTRIES. AS THOSE COUNTRIES HAVE REDUCED

THEIR DEPRECIATION RATES, THEIR PRODUCTIVITY HAS INCREASED AND THEIR

PENETRATION INTO THE U.S. MARKET HAS INCREASED.

THE ONLY REMAINING QUESTION IS WHETHER TAX REDUCTION IN THE FORM OF

CAPITAL COST REC OVERY SHOULD BE ENACTED AND IF SO, WHEN? THOSE

OPPOSED TO TAX REDUCTION ARGUE THAT TO STIMULATE SPENDING DURING THE

RECOVERY PERIOD WOULD INCREASE INFLATION AND PROLONG ECONOMIC RECOVERY

IN THE UNITED STATES. WHILE IT IS TRUE THAT A SUDDEN SURGE IN CONSUMER

SPENDING WOULD STIMULATE INFLATION AND HINDER RECOVERY, WE ALSO

BELIEVE THAT TAX REDUCTIONS DESIGNED TO STIMULATE CAPITAL INVESTMENT

WILL HAVE THE LEAST INFLATIONARY EFFECT WHILE AT THE SAME TIME PRO-

VIDING THE MAXIMUM POSSIBLE ECONOMIC STIMULANT.

THE REASON IS THAT THIS TYPE OF LEGISLATION WILL HAVE THE LEAST EFFECT

ON INDIVIDUAL AND CORPORATE DISPOSABLE INCOME. BESIDES THIS, IT WILL

HAVE AN EXTREMELY BENEFICIAL EFFECT ON EMPLOYMENT WHICH IN TURN WILL

REDUCE THE FEDERAL DEFICIT BY REDUCING TRANSFER PAYMENTS.

SUCH LEGISLATION, PARTICULARLY IF IT CAN BE DIRECTED TO BENEFIT THE

SMALL BUSINESS COMMUNITY, WILL SOLVE SEVERAL OF THE NATION'9 MOST

PRESSING PROBLEMS WITH THE LEAST COST TO THE TREASURY. FACILITIES,
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EQUIP:M:ENT, AND MACHINERY IN THE SMALL BUSINESS SECTOR ARE THE LEAST

PRODUCTIVE IN THE COUNTRY. SMALL BUSINESSES, WHO HAVE ALWAYS BEEN

CASH POOR, HAVE OFTEN FOUND IT DIFFICULT TO OBTAIN LOANS AT ALL, MUCH

LESS TO OBTAIN THEM AT REASONABLE INTEREST RATES. IT HAS BEEN THE

SMALL BUSINESSMAN WHO HAS BEEN SQUEEZED OUT OF CAPITAL DURING RECENT

AS WELL AS PAST CAPITAL SHORTAGES IN THIS COUNTRY. THE RESULT IS

THAT FACILITIES AND EQUIPMENT IN THE SMALL BUSINESS COMMUNITY ARE NOT

ONLY THE OLDEST AND LEAST PRODUCTIVE BUT ALSO OFFER THE GREATEST

OPPROTUNITY FOR INCREASES IN BOTH IN PRODUCTIVITY AND IN EMPLOYMENT.

DESPITE THE FACT THAT SMALL BUSINESSES ACCOUNT FOR LESS THAN HALF OF

THE BUSINESS GNP, THEY ACCOUNT FOR NINE OUT OF TEN NEW JOBS IN THIS

COUNTRY. THE REASON IS THAT SMALL BUSINESSES TEND TO PURCHASE EQUIP-

MENT, MACHINERY, AND FACILITIES WHICH CREATE JOBS AS OPPOSED TO THOSE

THAT ELIMINATE JOBS. NEW JOBS OF COURSE MEAN FEWER PEOPLE RECEIVING

ASSISTANCE FROM THE GOVERNMENT AND THEREFORE FEWER COSTS TO THE

GOVERNMENT IN SUPPORTING THOSE WHO ARE OUT OF WORK.

WE STRONGLY URGE THE COMMITTEE TO ENACT CAPITAL COST RECOVERY LEGISLA-

TION THIS YEAR. WHETHER OR NOT THE LEGISLATION IS TO BE EFFECTIVE IN

1980 OR 1981 IS RELATIVELY IMMATERIAL. NO ORGANIZATION SMALL OR LARGE

IS GENERALLY IN A POSITION TO MAKE LARGE CAPITAL PURCHASES IN A.SHORT

TIME. FOR ONE THING, IT WILL TAKE SOME TIME FOR BUSINESSES TO EVALU-

ATE AND DECIDE WHAT ACTION TO TAKE AFTER THE ENACTMENT OF ANY LEGISLA-

TION. FOR ANOTHER, MAJOR CAPITAL ITEMS ARE NOT STORED ON THE SHELF.

THEY MUST BE ORDERED OR CONSTRUCTED. IN OUR INDUSTRY, IT MAY TAKE

SEVERAL YEARS FROM THE DATE OF THE ORDER BEFORE A MAJOR MACHINE TOOL

65-969 0 - 80 - 64 (pt.3)
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IS INSTALLED. ALTHOUGH CAPITAL COST RECOVERY LEGISLATION WILL HAVE A

RELATIVELY MODEST , IMMEDIATE IMPACT ON CAPITAL INVESTMENTS, IT SHOULD

BE ENACTED AS SOON AS POSSIBLE IN ORDER TO ENCOURAGE THE PROCESS

WHICH WILL RESULT IN CAPITAL IMPROVEMENTS A YEAR OR MORE IN THE FUTURE.

THERE ARE SEVERAL PIECES OF CAPITAL COST RECOVERY LEGISLATION BEFORE

CONGRESS. WE ENDORSE THE CONCEPT IN EVERY ONE. PERHAPS THE BEST KNOWN

IS THE '10-5-3" BILL. WHILE IT IS WIDELY SUPPORTED ON BOTH SIDES OF

THE AISLE, WE FEEL THAT IT WOULD REQUIRE SEVERAL CHANGES BEFORE SMALL

BUSINESSES COUUJ; TAKE ADVANTAGE OF IT. FIRST, IT EMPLOYES A PHASE-IN

WHICH IS BASED ON THE ASSET DEPRECIATION RANGE. WHILE THE LAUDIBLE

GOAL OF THE PHASE-IN IS TO ELIMINATE THIS EXTREMELY COMPLICATED SYSTEM

WHILE AT-THE SAME TIME REDUCE DEPRECIATION RATES, THE PHASE-

IN SYSTEM ITSELF CREATES A DIFFICULT PROBLEM FOR SMALL BUSINESS.

IRS FIGURES SHOW THAT 98% OF SMALL BUSINESSES DO NOT USE THE ASSET

DEPRECIATION RANGE. THE REASON THEY DO NOT USE IT IS BECAUSE OF ITS

COMPLEXITY. OBVIOUSLY, THEY WILL FIND IT EQUALLY IF NOT MORE DIFFI-

CULT TO USE PHASE-IN BASED ON THE ASSET DEPRECIATION RANGE. THEREFORE,

ANY CAPITAL COST RECOVERY LEGISLATION SHOULD HAVE A DIFFERENCT METHOD

OF PHASE-IN. WE SUGGEST THAT THIS COMMITTEE CONSIDER MODIFYING IT TO

USE PROGRESSIVE CAPS OR CEILINGS ON THE AMOUNT THAT CAN BE PHASED-IN

EACH YEAR. YOU MIGHT ALLOW THE FIRST MILLION DOLLARS OF MACHINERY

INVESTMENTS TO BE WRITTEN OFF AT THE NEW RATE THE FIRST YEAR, THE

FIRST TWO MILLION DOLLARS OF MACHINERY INVESTMENTS TO BE WRITTEN OFF

AT THE NEW RATE THE SECOND YEAR AND SO FORTH. THE ADVANTAGE OF THIS
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APPROACH WOULD BE THAT YOU COULD "TUNE" THE LEGISLATION BY ADJUSTING

THE CEILINGS TO PRODUCE THE APPROPRIATE REVENUE LOSS DESIRED. IT

WOULD ALSO ELIMINATE THE PROBLEM OF COMPANIES POSTPONING ALL DECISIONS

IN THE FIRST YEARS OF THE BILL'S EXISTENCE IN ORDER TO GAIN MAXIMUM

ADVANTAGE WHICH WOULD EXIST ONLY AFTER "10-5-3" BILL IS FULLY PHASED-

IN.

CONGRESSMAN HENRY NOWAK, CHAIRMAN OF THE HOUSE SMALL BUSINESS SUECOM-

MITTEE ON ACCESS TO EQUITY CAPITAL, HAS OFFERED AN APPROACH WHICH IS

SPONSORED BY OVER 50 CONGRESSMEN. HIS PROPOSAL CALLS FOR A 15 YEAR

WRITE OFF ON BUILDINGS AND STRUCTURES AND A 4-YEAR WRITE OFF ON EVERY-

THING ELSE. IN ORDER TO REDUCE REVENUE LOSS, THE BILL WOULD LIMIT

THE INVESTMENT ELIGIBLE FOR THE RAPID WRITE-OFF BY USING THE CEILINGS

OF $3 MILLION ON BUILDINGS AND STRUCTURES AND $1 MILLION ON THE

REMAINDER. AMOUNTS INVESTED IN EXCESS OF THAT AMOUNT WOULD BE WRITTEN

OFF AT CURRENT RATES. BESIDES BEING SIMPLE AND UNCOMPLICATED, THIS

APPROACH WOULD RESULT IN THE LEAST REVENUE LOSS TO THE TREASURY WHILE

CONCENTRATING INVESTMENTS IN AREAS WHERE THERE IS THE GREATEST OPPOR-

TUNITY FOR INCREASES IN PRODUCTIVITY AS WELL AS IN EMPLOYMENT.

OVER THE PAST MONTH, AN APPROACH THAT WOULD BE A COMPROMISE BETWEEN

THE NOWAK BILL AND THE "1.0-5-3" BILL HAS BEEN DISCUSSED BY A NUMBER OF

LOCAL BUSINESS GROUPS AND STAFF MEMBERS IN THE SENATE AND THE HOUSE.

IN THIS APPROACH, THERE WOULD BE A PROGRESSIVE CEILING IN THE 3-YEAR

CATEGORY WHICH WOULD ENABLE SMALL BUSINESSES TO BYPASS THE COMPLICATED

PHASE-IN SYSTEM. ALL CAPITAL INVESTMENTS UNDER $100,000 OTHER THAN
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THOSE IN BUILDINGS AND STRUCTURES WOULD BE WRITTEN OFF IN THREE YEARS

WITH AN 9%-9% INVESTMENT TAX CREDIT. IN THE SECOND YEAR, THAT CEILING

WOULD RISE TO $200,000 AND SO ON UP TO $500,000 IN THE FIFTH YEAR.

WHAT THIS WOULD DO WOULD BE TO REMOVE THE COUNTRY'S SMALLER BUSINESSES

FROM THE COMPLICATIONS OF A PHASE-IN BASED ON THE ASSET DEPRECIATION

RANGE, WHILE LEAVING THE MORE COMPLICATED ACCOUNTING SYSTEMS TO THOSE

LARGER COMPANIES SOPHISTICATED ENOUGH TO UTILIZE IT FULLY. WE STRONGLY

URGE THIS COMMITTEE TO CONSIDER WITH AN OPEN MIND SUCH AN APPROACH.

ANOTHER PIECE OF LEGISLATION WHICH WOULD ENCOURAGE CAPITAL INVESTMENT

BY SMkLL BUSINESS SHOULD BE CONSIDERED BECAUSE OF ITS SIMPLICITY AND

VERY MODEST COST. THIS IS THE PROPOSAL DOUBLING FROM $100,000 TO

$200,000 THE AMOUNT OF USED EQUIPMENT AND MACHINERY ELIGIBLE FOR THE

10" INVESTMENT CREDIT. FOR SOME REASON, USED EQUIPMENT HAS BEEN EX-

CLUDED FROM THE PREFERENTIAL TAX TREATMENT AFFORDED NEW EQUIPMENT

DESPITE THE FACT IT WOULD OBVIOUSLY BE MORE PRODUCTIVE IF IT IS

REPLACING OTHER EQUIPMENT AND WOULD CERTAINLY CREATE JOBS IF IT

REPRESENTS EXPANSION. THIS MODEST PROPOSAL, SPONSORED BY SENATOR

NELSON IN THE SENATE AND CONGRESSMAN NOWAK IN THE HOUSE, WOULD BARELY

MAKE UP FOR INFLATION, SINCE THE ORIGINAL $100,000 LIMIT WAS ENACTED

AND WOULD CAUSE MINIMAL EFFECT ON THE TREASURY.

WE WOULD BE REMISS IF WE DID NOT POINT OUT THE NUMBER ONE PRIORITY FOR

TAX REDUCTION AS IDENTIFIED BY SMALL BUSINESS IN THIS COUNTRY AT THE

WHITE HOUSE CONFERENCE ON SMALL BUSINESS. OVER 1600 DELEGATES TO THAT

CONFERENCE CALLED FOR REPLACING THE PRESENT CORPORATE TAX RATE SCHEDULE
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WITH MORE GRADUATED RATES COVERING THE FIRST $500,000 OF INCOME RATHER

THAN THE FIRST $100,000. WITHIN THE EXPANDED RANGES, THE RATES WOULD

ALSO BE REDUCED. ALTHOUGH THIS PROPOSAL HAS NOT RECEIVED THE ATTENTION

THAT OTHERS HAVE, IT IS THE EASIEST TO IMPLEMENT, THE EASIEST FOR

SMALL BUSINESSES TO UNDERSTAND AND APPLY, AND WOULD PROVIDE THE SAME

BENEFITS TO THE ENTIRE BUSINESS COMMUNITY. ON THE OTHER HAND, IN

FAIRNESS, IT MUST BE RECOGNIZED THAT IT MAY RESULT IN FEWER PROFITS

REDIRECTED INTO CAPITAL INVESTMENT THAN WOULD RESULT UNDER THE AFORE-

MENTIONED PROPOSALS.

THERE HAS BEEN AN ALARMING TREND OVER THE PAST 50 YEARS IN THE BUSINESS

ENVIRONMENT IN THIS COUNTRY. AMERICA, ONCE A NATION OF SMALL BUSINESSES,

IS BECOMING LESS AND LESS SO WITH EACH PASSING YEAR. IN 1960, MANUFAC-

TURING CORPORATIONS UNDER $10 MILLION IN ASSETS ACCOUNTED FOR OVER 20%

OF THE TOTAL BUSINESS ASSETS IN THE MANUFACTURING SECTOR. THOSE COM-

PANIES WITH UNDER $250 MILLION IN ASSETS HELD ALMOST HALF OF THE TOTAL

ASSETS IN THE SAME SECTOR. TODAY, THAT PICTURE HAS CHANGED DRAMATICALLY.

MANUFACTURING FIRMS WITH UNDER $10 MILLION IN ASSETS CONTROL LESS THAN

10% Or THE TOTAL ASSETSIOR MANUFACTURING CORPORATIONS. ALL THOSE WITH

UNDER $250 MILLION IN ASSETS CONTROL ABOUT 25% OF THE TOTAL ASSETS

FOR MANUFACTURING CORPORATIONS. WHAT THIS PROVES IS THAT SMALL BUSI-

NESSES IN THIS COUNTRY ARE GRADUALLY BECOMING EXTINCT. THE MAIN REASON

FOR THIS CAN BE SUMMARIZED IN ONE WORD: CAPITAL. SMALL BUSINESSES

CAN'T GET CAPITAL AND THEY CAN'T KEEP IT. IT IS NOT PRACTICAL FOR A

SMALL BUSINESSMAN TO SELL HIS COMPANY TO EMPLOYEES, ANOTHER SMALL

BUSINESS PERSON, OR HIS FAMILY. FIRST OF ALL, HE WOULD BE SUBJECT TO
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CAPITAL GAINS TAX. SECONDLY, IT IS UNLIKELY THAT THE AFOREMENTIONED

INDIVIDUALS WOULD HAVE OR COULD BORROW THE NECESSARY CAPITAL. FROM A

PRACTICAL POINT OF VIEW, THE ONLY REAL OPTION IS EXCHANGING FOR STOCK

WITU1 A LARGE CORPORATION TO AVOID THE IMMEDIATE CAPITAL GAINS TAX.

CONGRESS CAN DO SEVERAL THINGS TO REVERSE THIS TREND. FIRST, THERE

SHOULD BE A DEFERRAL OF TAXES FOR ROLLOVERS OF INVESTMENT AFFECTING

SMALL bUSINESSES. A SMALL BUSINESSMAN SHOULD BE ABLE TO INVEST HIS

PROCEEDS IN ANOTHER SMALL BUSINESS WITHOUT CAPITAL GAINS TAXES IF

DONE IN A REASONABLE PERIOD OF TIME. THIS IS'SIMILAR IN CONCEPT TO

THE TREATMENT OF AN INDIVIDUAL SELLING A HOUSE AND LATER REINVESTING

IN ANOTHER HOUSE.

CONGRESS SHOULD CONSIDER THE CREATION OF A SMALL BUSINESS CAPITAL

DEBENTURE WHICH WOULD ENCOURAGE INVESTMENT IN SMALL BUSINESSES. OUR

PRESENT TAX STRUCTURE DISCOURAGES INDIVIDUALS, CORPORATIONS AND OTHER

GROUPS ACTIVE IN THE INVESTMENT MARKET FROM INVESTING IN SMALL BUSINESS.

THIS NEW FINANCIAL INSTRUMENT WOULD MAKE INVESTMENTS IN SMALL BUSINESS

ENTERPRISE ATTRACTIVE TO INVESTORS AND ACCEPTABLE TO THE BORROWERS.

ANOTHER IMPORTANT STEP THAT CONGRESS COULD TAKE WHICH IS CONSISTENT

WITH NATIONAL POLICY WOULD BE THE IMPLEMENTATION OF A MEANINGFUL JOBS

TAX CREDIT. THE JOBS CREDIT WAS LIMITED ON JANUARY 1, 1979. THE

PRESENT "TARGETED JOBS CREDIT" IS A VERY MINOR CONSEQUENCE AND IS

USED VFRY LITTLE TODAY. WITH THE COST OF ONE UNEMPLOYED PERSON BEING

IN EXCESS OF $20,000 PER YEAR, IT WOULD BE SOUND ECONOMIC POLICY TO
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A kO: ." , L.,SON.'SLE PORTION OF THAT A MOUNTT AS A CREDiT FOR NE,\ JOBS

C1REATID. CUR .IAN- RESOURCES ARE THE NATION'S MOST VALUABLE ASSET.

ASU.ST.;T:AI ;'D MEA''N(F'L CREDIT FOR INVESTMENT IN PEOPIl-' WOULD,

','I FISCL AND ECONOMIC POLICY.

LASTLY, N''E STRDNGLY URGE RECONSIDERATIO; OF ESTATE TAX LA., THESE

LAWS DO MUCH TO FOSTER THE DISSOLUTION OF SMALL BUSINESSFS IN THIS

COUTrY . :: VIEW,' OF TliE ALAR!,',G IATE OF IIETI-RIORATION OF THE SMLL

.St 51 NI 5CO',f!U;N!',"i IN THI NATIONAL ECONOMY. 'fEYEND NELDS TO BE

REVFKSE, NOT ACC'L; RATWD. WE STRONGLY URGE THIS COMMITTEE TO EASE

YE,\NSER OF SINESSES TO HEIRS TO SLOW DOW; TH' EXT:,CTIO?. 02

ADSORPTION OF SMALL BUSINESS BY BIG BUSINESS.

ALL OF THESE PROPOSALS CA'; FE ENACTED IN A U AC}EA CONS 15i2KW WITH

REASONABLE RENUF LOSS EXPECTATIONS. YE REC&5IZE T!I il EY CHARGED

ATMOSPHLRY IN WHICH THE COMMITTEE WILL BE DEALING OVER THE UPCO iNG

MO.NTHS. ,E APPRECIATE THE OPPORTUNITY TO TESIIFY HER." TODAY AND ASK

_'UNI.Y THAT YQL CONSIDER THESE PROPOSALS ON THEIR MERITS.

THANK YOU.
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Senator NELSON. The next witness is Mr. Philip Ranno, president
of the National Association of Metal Finishers.

STATEMENT OF PHILIP RANNO, PRESIDENT, NATIONAL
ASSOCIATION OF METAL FINISHERS

Mr. RANNO. Thank you, Mr. Chairman.
My name is Philip Ranno. I am the president of the Ranno

Electro Plating Corp., in Saddle Brook, N.J., and also the president
of the National Association of Metal Finishers. With me today are
Mr. Dollard Carey, executive director of the National Association
of Metal Finishers, headquartered in Chicago; and Mr. John Hollo-
man, special counsel, from the firm of O'Connor & Hannon.

-The National Association of Metal Finishers represents an indus-
try of approximately 5,000 independent job shops which provide
electroplating and similar metal finishing services. Our customers
use these treated metals for products which cover a wide range of
consumer, industrial, defense products. Without us, these metals
would quickly corrode and the products would be unusable.

A typical electroplating firm has average annual gross sales of
$665,000, employment of 15 to 20, and capitalization of $250,000.
My own particular firm has 25 employees, and annual gross sales
of $1.5 million. We are obviously small businessmen.

I want to address a specific issue concerning accelerated depreci-
ation and the investment tax credit as they apply to pollution
control equipment. As you know the 10-5-3 bill does not address
this particular issue.

Our industry is one of the first to feel the full effect of the EPA
water pretreatment rules. These standards are scheduled to go into
effect in October of 1982.

What will be the effect of these rules on productivity, on profit-
ability, on capital investment, and-the real crux of the issue-on
survival for metal-finishing job shops? Our members today are
facing the question: Can I afford to stay in business?

EPA's own statements, or their estimates, I should say, are that
these water pretreatment rules could lead to the closure of 19.9
percent of the firms in our industry. That, I submit to you, is an
incredible figure. Let me read it to you just as EPA said it.

"EPA estimates that 587 metal finishing job shops, employing
9,653 workers may close as a result of these regulations."

Horrendous as this 20 percent closure rate may sound, we in the
industry believe that this rate is unrealistically low, and could be
doubled in today's business climate.

The EPA estimated that the closure rate could be reduced, as-
suming the availability of 20-year SBA loans at an interst rate of
6.75 percent. However, the SBA will not make loans to firms whose
ability to survive is so impaired, even if this is due to the fact of
meeting Government regulations. We in the industry doubt that
many firms in our industry will get any relief from SBA loans at
all.

Our member firms recognize that our manufacturing processes
lead to wastes which should be controlled. We are working with
the industry to reduce these effluents, and are willing to live with
pollution control regulations as long as they are reasonable, and do
not put an exorbitant percentage of our members out of business.
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Many of our members have lived for years with strict State and
municipal standards. However, the EPA rules will require even the
most advanced of our members to make additional investments in
nonproductive, and I underline, nonproductive pollution control
equipment which can be often as great as the firm's entire capital-
ization.

These investments do nothing to improve productivity, or up-
grade our production processes. In some instances, they can de-
crease it. Therefore, I am asking for special consideration under
the tax laws for investments in pollution control facilities for firms
like my own.

This special consideration would be in the form of a 2-year
depreciation on all water pollution abatement equipment a ong
with the 10 percent investment tax credit. For example, if a firm
must invest $100,000 in a piece of pollution abatement equipment,
we are asking for 2-year accelerated depreciation plus the normal
$10,000 tax credit.

I must emphasize that the 10-5-3 capital cost recovery proposals
as they now stand do nothing to solve the problem which I am
describing to you. Investments in pollution control equipment al.
ready qualify for 5-year accelerated depreciation.

Therefore, Mr. Chairman, and members of the committee, we are
asking that our Government help us. We recognize that our Nation
has made a basic social decision to reduce the effluents from manu-
facturing. We do not believe that the American people nor the
Congress want to do this in a way that puts 20 percent or more of
an industry out of business, and its employees out of jobs.

For small businesses heavily affected by pollution control costs,
special treatment under the next tax reduction act is essential. Our
industry must begin now with engineering studies in ordering
eUipment if we are to have it in place and working by late 1982.
W ask, therefore, that this question be addressed in the context of
the reform of the business taxes to go into effect in fiscal year 1981.

Thank you for your patience.
Senator NELSON. Thank you very much, Mr. Ranno.
[The prepared statement of Mr. Ranno follows:]
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STATEMvNT Or PmUUP RANNO, PRESIDENT, NATIONAL ASSOCIAnON OF METAL
FINISHERS

Mr. Chairman, I am Philip Ranno, President of Ranno Electro

Plating Corporation of Saddle Brook, New Jersey, and of the

National Association of Metal Finishers. With me are Dollard Carey,

Executive Director of the National Association of Metal Finishers,

headquartered in Chicago; and John Holloman, Special Counsel, from

the firm of O'Connor and Hannon. I will keep my remarks brief,

but would appreciate the opportunity to submit additional material

at a later date, before the closing of the record of these hearings.

The National Association of Metal Finishers represents an

industry of approximately 5,000 independent job shops which

provide electroplating and similar metal finishing services. Our

customers use these treated metals for a wide range of consumer,

industrial, and defense products. Without us, these metals

would quickly corrode and the prcducts would be unusable.

A typical electroplating firm has average annual gross sales

of $665,000, employment of 15-20, and capitalization of $250,000.

My own firm has 25 employees, and annual gross sales of $1.5 million.

We are obviously small businessmen.

I want principally to address a specific issue concerning

accelerated depreciation and the investment tax credit, as they apply

to investments in pollution control equipment. As you know, the

10-5-3 bill does not address this issue.
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I would, however, make two opening comments on the general

economic and tax issues before you:

* First, on the basic advisability of a tax cut. Although the

current recession has had far different effects in different parts

of the country, the impact on our member firms in Michigan and

other areas which serve the automotive industry has been disastrous.

At least 12 electroplating firms in the Detroit area have gone out

of business in the last eighteen months, and others are struggling to

keep their doors open. We believe that special measures are needed

to aid the automotive industry, which in turn would help many of

our members to survive.

* Second, I am appalled, as I know you are, at the consistently

low rates of capital formation and productivity improvement in our

country. We are rapidly losing our competitive edge over manufac-

turers in other parts of the world. Our net rate of investment in

productive new capital--after adjustment for replacement and inventory--

is only three percent. We believe that the next changes in our tax

laws must be heavily weighed toward business, rather than individual

tax reduction, and must be tailored specifically toward improving

productivity and capital formation.

Let me turn now to the electro-plating industry. I need to

make a digression into the related subject of the effects of

federal regulations, and particularly of pollution control regula-

tions, upon our industry. The relationship of this problem to

productivity and to depreciation schedules'will be evident.
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Our industry is one of the first to feel the full effect of

EPA water pretreatment rules. These standards are scheduled to go

into effect in October, 1982.

What will be the effect of these rules on productivity, on

profitability, on capital investments, and--the real crux of the

issue--on survival for metal-finishing job shops? Our members

today are facing the question--can I afford to stay in business.

* EPA's own estimates are that these water pretreatment rules

could lead to the closure of 19.9 percent of the firms in our

industry. That, I submit, is aa incredible figure. Let me read

it to you just as EPA said it:

"(d) Impacts on the Job Shoo sector. Independent metal
finishing job shops may suffer significant adverse economic
impacts as a result of the regulations. EPA estimates that
587 metal finishing job shops, employing 9,653 workers may
close as a result of the regulations. This represents
19.9 percent of the job shops in the industry (21.5 percent
of the indirect dischargers), and 13.9 percent of the employ-
ment in the job shop sector."

Horrendous as this 20 percent closure rate may sound, we in the

industry believe that this closure rate is unrealistically low,

and could be doubled in today's business climate.

* EPA estimated that this closure rate could be reduced -- reduced

to "as low as 5.4 percent" (and the employment loss to 4,670 jobs)--

"assuming the availability of 20-year (SBA) loans at an interest

rate of 6.75 percent." There are, of course, several problems with

this assumption. First, SBA loan rates are currently well above

6.75 percent. Second, in the current fiscal year, the funding

for all SBA economic injury loans, including all industries and a
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number of EPA programs, was $60 million far less than this one

industry will need to comply with the EPA pretreatment rules.

Third, the SBA will not in any case make loans to firms whose ability

to survive is so impaired -- even if this impairment is due to the

costs of meeting government regulations -- that the ability to repay

the loan is in doubt. For the above reasons we in the industry

doubt that many firms in our industry will qet any relief from

SBA loans.

Our member firms recognize that our manufacturing processes

lead to wastes which should be controlled. We are working to

reduce these effluents, and are willing to live with pollution

control regulations -- as long as they are reasonable and do not

put an exhorbitant percentage of our members out of business.*-

Many of our members have lived for years with strict state and

municipal standards. However, the EPA rules will require even

the most advanced of our members to make additional investments in

non-productive pollution control equipment which can be often as

great as our firms' entire present capitalization. Further,

the economies of scale in pretreating waste water means that the

burden, per unit of output, falls most heavily on smaller firms.

We know, understand, and share your concerns regarding produc-

tivity and capital formation. These investments to meet EPA stand-

ards are "end of the pipe" treatment which does nothing to improve

productivity or upgrade our production processes, and in some

instances can decrease it. They are a drain on capital which stands

in the way of alternative'investments-which could increase productivity.
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Therefore I am asking for special consideration, under the

tax laws, for investments in pollution control facilities for firms

like my own. This special consideration would be in the form of

a two-year depreciation on all water pollution abatemeJnt equipment,

along with the ten percent investment tax credit which we are now

entitled to under the present five-year schedule for pollution

control equipment. As you know, a one-year depreciation of in-

vestments required to meet government regulation, with a maximum

limit on the benefits to be obtained from this provision, was one

part of the recommendation in the area of capital formation made -

by the White House Conference on Small Business.

Investments eligible for this special accelerated depreciation

should be limited to technology certified by EPA or state pollution

control agencies as required to meet state or federal pollution

control requirements. I should emphasize that the 10-5-3 capital

cost recovery proposals, as they now stand, would do nothing to

solve the problem which I am describing to you. Investments in

pollution control equipment already qualify for a five-year accele-

rated depreciation.

Therefore, Mr. Chairman and members of the committee, we are

asking that our government heln us, as citizens and as businessmen,

to comply with government regulations, while at the same time pre-

serving our businesses, our competitiveness, and our productivity.

For our industry, and perhaps for small firms in a few other indus-

tries, getting over this one or two year hurdle of investment in
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psllution control cquip.,ent is essential if we are to continue to

provide o,r services as part of the A -ricn nonufacturlng cormunity.

We recognize that ou- ration fs rod" e Yvb.s 2 social decision

to reduce the effluents fro. manufacturing. We do not believe

that the Arerican people and the Congress ann to do this in a

way that puts twenty percent of an industry out of business, and

its employees out of their jobs. For small businesses hsavfiy

affected by volluton control costs, special treatment under the

next tax reduction act is essential. our industry must beoin now

with engi. ering stud ies and orderni ejaip,unt, if wo are to have

it in place and working by late 1982. We ask-, therefore, that thzs

question b3 adresse,3 :n context of he eorn of usoness taxes,

to go into efioct in fiscal 1931.

Thank you for your attention. W':e well submit additional

material fn.- :h,' rec-ord and lee' forward t .orkin with you.
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ENVIRONMENTAL PROTECTION
AGENCY

40CFR Part 413

(FRL 1243-41

E;lluent Guidelines and Standards;
Electroplating Point Source Category,
Pretreatment Standards for Existing
Sources

AQENCY. Environmental Protection
Agency.
ACTION: Final rule.

SUMMARY: This regulation limits the
concentrations or mass and requires
pretreatment of certain pollutants which
may be introduced into publicly owned
treatment works by operations In the
Electroplating Point Source Category.
The purpose is to limit those pollutants
which interfere with, pass through, or
are otherwise incompatible with the
operation of such treatment works, The
Clean Water Act requires these
standards to be issued.
OATEs: Effective date' The regulations
shall become effective October 9, 1979.

Compliance date: The compliance
date shall be October 12, 1902.
FOR FURTHER INFORMATION CONTACT.
Ernst P, Hall. Effluent Guidelines
Divi.ion. IWH-5S2) Environmental
Protection Agency, 401 M St. S.W..
Washington, DC. 20460. (202) 425-2576.

- Organization of this Notice
I. Legal Authonty.
It Summary or Standards.
Ili. Overview
IV Technbral Basis for Standards.
V. Upset and Net-Cross Provisions.
VI. tuinnirg Requirements.
VI. Economic Impact Analysis
VII Environmenlal Considerarhons.
IX Avalability of Documents
X Compliance Schedule,
XI Small Business Administration

Finnctal Assistance.
Xi, Technical Summary and Basis for

Fegula lion.
i) General methodology
(l Summary of Technical Analys;s.
(I) Subcategorzaalion.
[i Oriris and Characterilscs of Waste

Water Poilulants
tl) Treatment and Control Technology.
tin) Cost Estimates for Control o Waste

Vater Pollutants.
tv Energy Requirements and Nonwaler

Quality Enuronmental Impacts.
XIII. Summary of Public Participation.

SUPPLEMENTARY INFORMATION: On
March 28,1974, EPA promulgated a
regulation adding Part 413 to Chapter 40
o the Code of Federal Regulations (39
FR 11510). That regulation (the "Phase I
regulalhon") with subsequent
amendments Itha "Phase It regulation")
(40 FR 18130, April 24,19751 estabtshed

effluent limitations guidelines for
existing sources In five subcategories.
and standards of performance and
pretreatment standards for new sources
in one subcategory. Revisions and
additions setting forth effluent
limitations guidelines based on "best
available technology economically
achievable" (BAT), pretreatment
standards for new and existing sources,
and standards of performance for new
sources were also proposed for ive
a-bcategaries (30 FR 11.15. March 28,
1974 and 40 FR 18140. April 24. 1975).
The history of rulemaking for the
category by the Agency prior to
December 1976 is described in greater
detail In 41 FR 53018 (December 3,1970).

On December 3,1979, the Agency
suspended the promulgated effuent
kimitatians guidelines based on "best
practicable control technology currently
available" (SPi. The effluent
limitations guidelines based on BAT,
new source performance standards, and
pretreatment standards for Subpart A of
the Electroplating Point Source Category
(41 FR 53018 were revoked. The Agency
also withdrew its notices of proposed
rulemaking for the category 141 FR
53070). The Agency look this action to
reevaluate the appropriateness of the
hryitationm and standards established
earlier in light of new data and further
analysis.

On July 12,1977, the Agency issued
Interim final pretreatment standards
which incorporated the addLtional study
and analysis 142 FR 5934, July 12. 1977).
However, these standards applied only

.to cyanide, hexavalent chromium, and
pH and required plans discharging less
than 152.000 liters (40,000 gallons) per
day to comply only with amenable

- cyanide standards On May 14, 1979
these standards were suspended (44 FR
15029) Therefore. as o this dale no
pretreatment standards are In effect for
this industry.

On February 14, 1978 pretrealment
standards were proposed that would
require all plants to control hexavalent
chromium, lead, cyanide and cadmium
(43 FR 6560) In addition, plants
discharging more than 38.000 titers
(10,000 gallons) per day would be
required to control discharges of
additional metals. The Agency, after
making certain changes in response to
comments received, is promulgating this
regulation in final form.

Pretrealment standards are being
promulgated for process wastewater
pollutanta introduced into publicly
owned treatment works (POTWI from
existing sources which fall within the
following subcategories of the
Electroplating Point Source Category:
Electroplating of Common Metals

Subcategory (Subpart A); Electroplating
of Precious Metals Subcategory (Subpart
8): Anodizing Subcategory (Subpart D;h
Coatings Subcategory (Subpart E);
Chemical Etching and Milling
Subcategory (Subpart F); Electroless
Plating (Subpart G) and Printed Circuit
Boards (Subpart H). The content of the
standards is discussed In detail below
under Summary of Standards.
I. Legal Authority

This regulation is being promulgated
pursuant to section 307(b) of the Clean
Water Act, as amended. 33 U.S.C. .4
I 1317(b) (the Act), which requires the
establishment ofpretreatment standards
for pollutants Introduced into publicly
owned treatment works. This regulation
Is also being promulgated In compliance
with the Settlement Agreement in
NaoturalResources Defense Counci I . _
v. Train, 8 ERC 2120 (D0 C. 19761. as
modified March 9,979,
If. Summary of Standards

This regulation establishes"categorical" pretreatment standards.
containing specific numerical limitations
based on an evaluation of available
technologies In a particular industrial
subcategory. The specnic numerical
limitations are arrived at separately for
each subcategory, and are imposed on
pollutants which may Interfere with,
pass through, or otherwise be'
Incompatible with publicly owned
treatment works IPOTW). For plants
with a daily now of 38,000 liters (10,00
gallons) per day or more, the
promulgated standards specifically limit
Indirect discharges of cyanide and the
following metals: lead. cadmium,
copper, nickel, chromium, zinc. and
silver. Additionally, these regulations
limit total metal discharge which is
defined as the sum of the individual
concentrations of copper, nickel, chrome
and zinc. For plants with a daily process
wastewater flow of less than 38.000
literal (10,000 gallons), these standards
limit only lead, cadmium, and cyanide in
order to limit the c

l
osure rate 10 the

industry while contributing to significant
environmental improvement.

The hexavalent chromium limitations
which appeared in the proposed
regulation have not been included in this
final regulation. The Agency believes
that hexavlent chromium limitations
are probably unnecessary where total
chromium limitations are established.
Accordingly, plants discharging 10,000
gallons per day or more will be required
to meet a total chromium limitation as
originally proposed. The Agency also
has eliminated the hexavalent chromium
limitation for plants discharging less
than 10,000 gallons per day. This was
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done in order to help reduce the cost of
this regulation to the industry. The
Agency believes that in most Instances
the environmental effect or eliminating
this requirement will not be significant.

Alternative mess-based standards
which are equivalent to the
concentration-based standards are also
set forth in this regulation. These
optional standards ray replace the
concentration standards where 'muluely
agreed to by the discharger and the
publicly owned treatment works. The
methodology which was used to develop
these limitations is set forth in the
Development Document.

Optional TSS limitations have been
promulgated by the Agency to reduce
eelf-monitonng costs. TSS and pt-
limitations replace the Cu. Ni, Cr. Zn.
and total metal limitations. Indirect
dischargero using this optional limitation
are prohibited from using strong
chelating agents, must reduce
hexavalent chromium wastewater, and
are required to neutralize their
wastewater streams with calcium oxide
or calcium hydroxide.

The present regulation shoulA be read
in conjunction with the General
Pretreatment Regulation, 40 CFR Part
403, 43 FR 27736 JJune 26,1978). That
regulation governs abnormal discharges
which interfere with publicly owned
treatment works and establishes
mechanisms and procedures for
enforcing national categorical
pretreatment standards for existing and
new sources. The General Pretreatment
Regulation prohibits discharges Into a
POTW with a pH lower than 5 0 and
discharges of such volume or strength as
to cause . POTW interference. These
provisions require indirect dischargers
of less than 10.000 gallons per day to
Install pH control and to slowly bleed
their toxic waste batch dumps into a -
POTV .
Ill. Overview

These pretreatment standards cover
all firms performing operations in the
Electroplating Point Source Category
that introduce effluent nllo publicly
owned treatment works, These
operations include electroplating.
aisodzing. conversion coating,
electrotess plating, chemical etching and
milling, and the manufacture of printed
circuit boards. These standards cover
both firms performing these processes
as their primary line of business and so-
called captive operations that perform
these processes as part of the
manufacture of a product. The plants
covered by these regulations are found
throughout the United States but are
concentrated in heavily industrialized
areas.

The printing and publishing Industry
(SIC 27001 and the Iron and steel
industry (SIC 3300] are excluded from
this pretreatment regulation even though
they perform isniliar operations. Future
electroplating point Source category
regulations are expected to cover
electroplating operations in these
industries as well.

-Tbe standards require limitations on
the discharge of pollutants that are toxic
to human beings as well as to aquatic
organisms. These pollutants include
cadmium, lead. chromium copper.
nickel, zinc, silver, and cyanide. The
Agency has put a high priority on the
reduction of these pollutants from the
nation's waters, primarily because of
their toxic nature.

These standards cover a large number
of indirect discharges that account for a
significant amount of the toxic
substances under consideration entering
the environment Revised estimates by
the Agency Indicate that compliance
with these standards could prevent up
to 140 million pounds per year of toxic
pollutants from entering the ambient
waters or concentrating in the sludge
from municipal treatment systems.

The Agency's estimate of the quantity
or metal pollutants which would be
prevented from being discharged Into
POTWa by this regulation has increased
from 40,000.000 to 140.000,000 pounds
per year. This revised estimate Is based
on projected mean concentrations of
each pollutant removed as a result of
compliance with the regulation. This
estimate Increased because of a
substantial Increase in calculated
industrial process flow for the plants
affected by this regulation and the use
of mean Instead or median raw waste
pollutant values. The Agency's estimate
of pollutants discharged to POTWs
Indicates that electroplating is a major
contributor of these pollutants to
POTWs.

However, this environmental
improvement is not attained without a
significant economic Impact. Economic
analyses by the Adency indicate that
muny firms whose primary business is
metal finishing or printed circuit board
manufacturing are vulnerable to adverse
economic Impact.

After considerable restudy and based
on public comments, the Agency
believes it has found methods of
reducing the projected economic Impact
of these pretreatment standards without
seriously compromising the
environmental improvement that this
regulation would accomplish. Most
importantly, plants whose metal
finishing process wastewater flow is
less than 10.00 gallons per day must
meet a less stringent level of control

than do plants with greater flows.
Because of their high toxicity, however,
cadmium, lead, and cyanide are
controlled for all flows. Reducing the
requirements on these smaller facilities
(or facilities with smaller flows]
significantly reduces the projected
economic impact of the standards while
relaxing controls on less thun three
percent of the flow to publicly owned
treatment works.

Nonetheless, the projected economic
Impacts of these standards are a major
concern to the Agency. Tre potential
adverse effects of this regulation can be
substantially reduced through the use of
Small Business Administration
economic injury loans.

The Agency has been working with
the Small Business Administrabon to
insure that loans and other financial
assistance programs will be available to
eligible finns affected by these
standards.,

On December 27,1977, the President
signed the Clean Water Act P.L 95-217.
91 Slat. 1588, which made sIgtificanl
changes In the Federal water pollution
control laws. Included in the
amendments is a provision allowing
under certain conditions, a variance
from categorical pretreatment standards
based on pollutant removal by
municipally owned treatment works.
This amendment to Section 307(b) of the
Federal Water Pollution Control Act
Amendments of 1972, P.L 92-t
provides:

"if. in the case of any toxic pottutant
under subsection (a) of this section
introduced by a source into a publicly
owned treatment works, the treatment
by such works removes all or any part
of such toxic pollutant and the discharge
from such works does not violate that
effluent limitation or standard which
would be applicable to such toxic
pollutant if it were discharged by such
source other than through a publicly

.owned treatment works, and does not
prevent sludge use or disposal by such
works in accordance with section 405 of
this Act, then the prelreatment
requirements for the sources acturily
discharging such toxic pollutant into
such publicly owned treatment works
may be revised by the owner or operator
of such works to reflect the removal of
such toxic pollutant by such works."

The list of toxic pollutants specified
under section 307(s) is a list of
pollutants reprinted in the Hous of
Representatives Committee Print No,
95-30. which includes all the pollutants
controlled by present pretreatment
regulations. Information on how removal
allowance may be obtained can be
found in the General Pretreatment

65-969 0 - 80 - 65 (pt.3)
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Regulations, 40 CFR Part 403 43 FR
22736 (June Z6, 1978).
IV. Technical Basis for Standarads

The technical analysis upon which
this regulation Is based includes an
identification of the principal
wastewater pollutants generated by this
category. a consideration of the extent
to which these pollutants pass through
publicly owned treatment works or are
Incompatible with publicly owned
treatment works, and a study of the
various pretreatment technologies which
are avaiable for controlling the
discharge of such pollutants.
Information gathered in a technical
study of direct and indirect dischargers
for this category was the primary basis
for assessing available pretreatment'
technologies. Date gathered earlier in
support of the direct discharge
limitations under sections 301 and 304
as well as data submitted by industry
were used also. The data and the
analysis used in developing these
limitations are summarized In Section
XII. The details of these studies are set
forth in the "Development Document for
Existing Source Pretreatment Standards
for the Electroplating Point Source
Category" (the Development Document.
V. Upset sad Nat-Gross Provisions

The Upset provision contained'In this
regulation was modeled after J 122.14(1)
of the National Pollutant Discharge
Elimination System fNPOSj
regulations. 4OCFR Part IZ2. An
explanation of I 122.14(t) is contained
in the preamble to the NPDES
regulations, 44 FR 32863 (June 7,197).
The primary difference between the two
regulations is that in the electroplating
pretreatment regulation an Industrial
User must submit notice of an upset to
its PO'IV and Control Authority. In the
NPDFS regulation, a direct discharger
notifies the Regional EPA Administrator
or the Director of the State water
pollution control agency of an upset

The net-gross provisin contained
herein was modeled aIPrr 1 122.10(e)
and (f) of the NPDES regulations. An
explanation of £ 122.16(e) and (0 Is
contained in the preamble to the NPDES
regulations, 44 FR 32865 (June 7, I97).
The primary difference between the two
regulations is procedural: Industrial
Users apply to EPA for net-gross credits
within s"xy days after the applicable
catogoricat pretreatment standard Is
promulgated, whereas direct dischargers
apply for credits at the time they apply
for NPDES permits. For purposes of this
provision. no net-gross credit shall be
given for pollutants found in city water
even if the water originates from the

same source to which the Users POTW
discharges.
V1. Mooitoring Raquirementa

The Agency is specifying self-
monitoring requirements as a part of the
regulation foe this category. Tha
meaning of "average performance" i
also detailed and provision is made for
calculating performance requirements as
a function of the number of samples
taken during the sample period.

The self-monitoring frequently
required for individual discharges is a
function of the plant's electroplating
wastewater discharge. The minimum
self-monitoring frequency requirement
series from once per month for plants

discharging less than 38000 liters [10.000
gallons) per day to three times per week
for plants discharging more than 50o00
liters (250,000 gallons) per day. The
minimum self-monitoring frequency
requirements were set to minimize
economic impacts while maximizing the
control of disctarges.

As a part of the Agency's approach to
self-monitoring, the Agency Is also
defining average performance
requirements. The Agency originally had
proposed daily maximum limitations
and 30 day average limitations.
Comments from both discharger, snd
publicly owned treatment works
operators indicated a great deal or
uncertainty as to the application of the
30 day limitation and the associated
sell-monitoring cost. Since the self-
monitoring requirements are now part of
the regulation and do not require self-
monitoring for 30 consecutive days, a
great deal of attention was directed to
defining "average limitations". Th new
mechanism for determining average
limitations makes the average limitation
a function of the number of samples
included in the average. This approach
Is consistent with the statistical method
used for determining the limitations and
with the statistical principle that the
fewer the number of measurements in a
sample, the more variable will be the .
average of the measurements.
Mathematically, the standard deviation
of sample means is inversely
proportional to the square root of the
number of measurements in the sample.
A table has been provided to allow the
POTW and the discharger to calculate
an appropriate average limitation for
each pollutant for any number of
individual self-monitoring samples.

Some commenters asked that average
limitations be eliminated entirely This
alternative was rejected because it
would lessen the extent of real control
ovyr the operation of the treatment
systems. It Is axiomatic that an average
Is more representative of the overall

operation of any syste," b Ian ia ing
measuremMt. Statilstl.y, the more
mesurements in an average , the greater
the "power" of statistical tests. From a
regulatory standpoint it Is dnesirable to
develop measures of plant performance
with the maximum power or statistical
usefulness in drawing conclusions about
the overall performance of the setem.

Average linitations calculated
through use of the table provided in the
regulation are of equal strrigency. Thus.
a treatment system capable of meeting
the average limitation for thirty samples
should also meet a limitation calculated
on the basis of six samples.

The method developed for calculating
average limitations for numbers of
sampleii car be used by the P0TW.
State, or municipality to develop local
limitations. At a minimum, the local
control authority must sat average
limitations based on th minimum
number of self-monitoring samples
required to be taken per month. In
addition, the local authority and the ,
discharger must calculate and apply
average limitations based on the actual
number of samples taken per month. U'
the discharger chooses to take more
samples than the minimum number
required, then he must report all
samples and meet limitations based on
the actual number of samples.

Economic tmpect Analysts
Executive Order 12044 requires EPA

and other federal agencies to perform
regulatory analyses of certain
regulations, 43 FR 12661, March 23, 0g78
EPA's proposed regulations for
Implementing Executive Order 12006
require a Regulatory Analysis for major
significant regulations involving annual
compliance costs of $100 million or
more, or meeting other specified criteria,
43 FR 29691, July 11, 197& When these
criteria are met. the proposed
regulations require EPA to prepare a
formal Regulatory Analysis. including
an economic impact analysis and an
evaluation of regulatory alternatives,
such as: a) alterntative types of
regulations: 2) alternative stringency
levels; 3) alternative timing: and 4)
alternative methods of ensuring
compliance.

Section 6(b) (6) of Executive Order
12044 exempts from the requirements of
the order regulations "thai are Issued In
response to an emergency or which are
governed by short-term statutory or
judicial deadlines." The pretreatment
standards for electroplaters are subject
to a court ordered requirement of
promulgation by May 15. 1977. NRDC v.
Train, 5 ERC 2120 (D.D.C. 1978). Father
delay In the promulgation of these
standards would not be In the interest of
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the environment or the Nadon. and
would subject the Agency to a possible
citation for contempt of court.
Accordingly. the pretreatment standards
for existing sources in the electroplating
point source category are exempt from a
fornial Regulatory Analysis. as decided
by the Darector of the Office of Analysis
and Evaluation. Nonetheless, this
rulemaking satisfies most of the
substantive requirements for a
Regulatory Analysis. Although the Clean
Water Act does not require
consideration of alternati; e timing. or
alterative methods of ensuring
compliance. EPA has considered
alternative stringency levels, and
alterrati.e t)pes of regulations.
Moreover, the Agency has performed a
detailed analysis of the economic
impacts of the regulation. A complete
description of the analysis is set out in a
report entitled "Economic Analysis of
Pretreatment Standards for Existing
Sources in the Electroplating Point
Source Category" (August. 1979). This
document is available on request from
Nts. Sandra fones, Office of Analysis
and Evaluation WI-H-- . U.S.
Environmental Protection Agency. 401 NI
St. SW. Washington. D.C. 20460.

(rJ Boctground-The primary
financial data for this analysis were
supplied by respondents to surveys of
over 11.000 establishments Identified as
engaged in electroplating operations by
Dun & Bradstreet lists, Underwriters
Laboratories lists, cr in the subscription
list of a major trade journal. Over 2,100
responses to these surveys were coded
for analysis by a computer program to
determine the impacts of compliance

ith the regulations on the respondents'
short-term viabhiity and long-term
profitability.

The computer program was used to
compare the investment requirements
for compliance, and associated annual
costs, with balance sheet and income
statement information to determine the
projected financial status of the plants
alter atl compliance requirenients had
been met, If the plant's estimated
profitability, after compliance. was
negative. or if the projected debt
retirement burden, after investment, was
too high to be paid out of the annual
cash flrw, the computer analysis
indicated that the plant was a candidate
for closure.

To guide the choice of para meters and
assumptions for the economic analysis,
the Agency and its contractors
consulted with bankers, equipment
suppliers, municipal government
officials, economic development experts.
municipal treatment works officials.
professional groups. and electroplaters

in three communities where
pretreatment ordinances similar to
EPA's proposed regulations were in
effect. The communities were, Grand
Rapids. Michigan; Muncie. lndiana. and
Waterbury. Connecticut.

Although the data gathered in these
three cities were not intended to verify
the economic analysis of the national
Impacts of the pretreatment standards.
they did indicate that the assumptions
used in the analysis were substantially
correct. A full description of the
Agency's endings in the three cities Is
presented in a report entitled "Analysis
of Economic Impacts of Pretreatment
Ord,nances on the Metalfinishing
Industry in Three Communities"
(October 21, 197l}. This document is
available on request from tisf Sonora
Jones, Office of Anal) sis and Evaluation
(WH-50l, U.S, Environmental
Protection Agency. 401 M St.. S.W..
Washington. D C. 20460.

(b) Coverage of the rgulolions. -
These pretreatment standards for plants
discharging to publicly owned treatment
works (POTW) apply to three groups of
electroplating operations: 1)
Independent shops performing the metal
finishing processes covered by the
regulations as their primary line of
business (job shops). 2) Independent
manufacturer of printed circuit boards
(printed board manufacturers); and 3)
Captive establishments performing the
regulated processes as part of the
manufacture of some product by the
same furm (captive shops). Summary
statistics on the job shops, printed board
manufacturers, and captive shops that
discharge to publicly owned treatment
works are presented in Table I below.
For captive shops, which do not sell
their services to other firms, the average
value added by metal finishing is shown
laplace of sales.
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Table 1 shows the preponderance.
among indirect dischargers, of
production employment, value of metal
finishing services, and process water
flow, in the captive sector of the
Industry.

(c) Costs. rhe economic analysis
considers twd cost components, The
first is the capital cost, or the amount of
investment required for installation of
pollution control equipment to comply
with the regulations. Capital cost
estimates are based on the total cost of
equipment that the Agency estimates
will enable a discharger to meet the
pretreatment standards, Including the
planning required to design a treatment
system, and the Installation of the
system itself. To the extent that there
are other less expensive systems, not
considered by the Agency. that seill
achieve the same treatment levels at
less cost. the Agency's estimated capital
costs are an overstatement or the capital
oudays that dischargers in the Industry
will face. Capital costs shown here are
based on extensive observation of
equipment In place in the industry, and
on manufacturers' quotations for design,
supply and Installation of treatment
equipmenL

The second relevant cost component

Is the total annual cost of compliance for
each plant. The annual cost is the sum of
all the outlays required In each year for
operation and maintenance lOAM of
the pollution control system, sludge
disposal. energy usage associated with
the operation of the system, and
principal and interest payments on the
initial investment. The annual costs
shown below are adjusted for the tax
reductions associated with reduced
profitability of the plant.

Table 2 presents the estimated total
capital and annual costs of compliance
with the regulations, for all indirect
dischargers in each of the three sectors
described abuse, and for all indirect
dischargers In the electroplanting point
source category. These costs represent
the increments between reported levels
of treatment in the industry and levels
required by the pretreatnent standards.
In Table 2, and throughout this report,
all costs are expressed in 1978 dollars.

Tablt -E1suMaedCv w&uatAadAxrai Cea's o
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VAs L-foa .d ms &, ,4 eoM of be as hilh as those predicted by
CAewaAVw-4cW*Mas industry.

is r e a m, Because of the wide variety of
products pltted, the p by whlch

c " 1m- - production in the industry might decline
as a msult of the relation would have

__,____,_. __ little meaning. The W8 plants that are
To m m ,p omwo>a ea projected possibilities for closure

however, represent 521 million in sales,

As Table 2 demonstrates, a latge 1.4 percent of estimated sales for II
proportion of the capital and annual cost lob shops (13 3 percent of the sales of
of compliance Is ncurred in the captive indirect dlschtargerel. The job &hope
sector of the industry. Captive shops are projected to close account for only four
projected to spend more than five times percent of the profits before tax
the amounts requIred ofl a independent generated by Inrect chargers in the
shops combined, for both the initial job shop sector, althqugh profits in

' Invesemest in equipment end the plants that do not close wiU also
subsequent annual costs of compliance. decline, in the short run. s a result of
This dsparity reflects the much larger compliance with the regulations,
flows from production processes In The average price of electroplating
captive plants, and the consequent services from Job shops Is expected to

higher average cost of installation of rise by approximately 7.0 percent as a
larger tanks and treatment altes, Th result of the regulations.re () Impocts on te printedboord
average estimated capital cost fo o monufocturer.-The impacts of the
captive shops is $240000, end the regulations on the manufacturers of
average estimated capital cost for job printed circuit boards are not expected
shops is W8.400. t to be as great as on the job shops. The

(d) Impocts on the lob Sh4 Sector. Agency estimates that 10 manufacturers
Independent metal finlshinOb h o - o printed Circuit boards, employing 351
r"aq.ure'!ti m Ps7f'nt~fl. e~econolc workers may close. These plants are 2.5
Impacts as a result ofthe regulations, percent of all printed circuit board
EPA estimates that 58 metal finishing manufacturers J3.1 percent of the printed
job .ho21eMPol %5w workers, MAy circuit board indirect duicharger), and
classes a -uo-Ttheregations s represent 1.3 percent of employment In

resentsl5 rcent of e o this sector (1.0 percent of employment Ln
Thttess VU Pereat O Ind printed board plants that discharge to
indirect dischargersj, and 13,9 percent of publicly owned treatment works).
the employment in the job shop sector The price of printed circuit boards is
(15.4 percent of employment in job shops expected to rise by approximately 1.7
that discharge to publicly owned percent as s result of the increase in
treatment works). production costs caused by the

Industry has criticized certain treatment requirements or the
assumptions used in EPA's economic regulations.
rodel, claiming that if more realistic if) Impacts on captive shops.-
assumptions were made, closure rates in Captive hops in the industry are not
the job shop subcategory would be expected to suffer severe adverse
between 30 percent and 00 percent or Impacts from the regulations. None of
hi her. These estimates were derived by the plants where metal fimishing
selectively changing assumptions which operations occur is projected to close as
Industry argues minimize closures while a result of the regulation, however,
Ignoring others which maximize captive plating lines in as many as 140
closures. Moreover, industry estimates plants may be shut down, as the plants
do not consider the potential effect of turn to Job shops for their supply of
SSA loans, which could reduce closures plating services. These 140 plants
In the job shop subcategory to as low as employ approximately 2.510 metal
5 4 percent. finishing workers, or about 2.2 percent

EPA's economic model like all of the wet metal finishing employees in
models, is a simplification of reality to the captive sector (3,0 percent of
allow an estimation of economic employees in captive shops that are
Impa.ts. The 19.9 percent closure rate Indirect dischargers).
EPA estimates Is an approximation, not The final cost of production of those
a 'worst case" outside limit. products produced by firms with captive
Nevertheless, due to the use of some operations Is expected to rise by one
very conservative assumptions and the percent or less as a result of the
enormous potential impact of SDA regulations.
assistance, which EPA did not even (8) Combined impacts othe
consider in its modeL there is no reason segulotions.-lt is difficult to combine
to conclude that real world closures will most of the Impacts described above

into a single te of statistics that would
express the effects of the regulations o
the electroplatl point sourc cato
as *hbo. Potential plant dosures, for
Instance, are meanngl as a measure of
Impact only foe independent job shops
and printed board manufacturers. One
parameter that can be used to judge the
aggregate impacts of the regulation is
the percentage employment loss foe the
industry as a whole. The total number of
jobs that may be affected is .S4. Ths
represents 9 percent of the f14000
estimated employees in the category.
There a e 94.000 total employees ln the
Independent firm plus 2o.00o metal
finishing employees in the capUve "
shops. Among indirct dischsargers, the
projected employment Impact is 11.e
percent of 141,000 jobs.

(h) Limits ol the ai /it.-The
discussion above has mentioned some
of the limltationesuch as the difficulty
of estimation of production impacts. that
are Inherent in the economic analysis of
the electroplating industry. Beyond
these, there a two major drawbacks to
the plant-level financial analysis
performed by the A"ency. They are in
the estimation of employment and price
effects.

The Agency's estimate of employment
impact due to the regulation is based on
the employmeni presented by the
plants that are projected to close.
Because te Agency's analysis
Concentrates on the ability o Irdividuel
plants to beer the costs of compliance. it
cannot compare market equilibrium
price and production levels before and
after compliance. Therefore. the Agency
cannot predict the growth effects on
plants that successfully comply with the
pretreatment standards.

In the past, however, the demand far
electroplating services has appeared to
be extremely price Inelastic, and
growing, because of the small
percentage of cost of production that
electroplating represents for all of the
products that require metal firdshing
and because of the lack of alternatives
to the metal finishing production step.
nTis strong demand suggests that the
customers of any plating shops that
close are likely to turn to suviving metal
finishers for their plsting services and
that these finishers will increase
production end employment in response
to their new customers' requests. Any
increase in employment due to thisr ocess will reduce the net employment
uss in the industry below the gross

projected employment losses described
above.

Because electroplating represents only
a small portion of the final product cost
the price increases described above are
overstatements of the percentage

C -
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Increases in the prices of the finished
goods. The cost of plating does not
exceed a percent of the aggregate cost of
production In any manufacturing sector.
This meats that an ictase of 7.0
percent in plating coats. as projected
above for job shops. translates lIato an
Increase or less than 0.s percent in the
prices of the products that job shops
plate.

(fi SDA financial assistance.-All of
the estimated impacts of the regulations
on (o shops and pnnted circuit board
manufacturers can be dramatically
reduced by federal financial assistance
programs for small business. The plant
closures projected 'n the economic
analysis resuh from the unavailability of
long-term financing and high
commercial int*es' rates, which lead to
annual carrying cos's on loans which
are larger than can be supported by the
plants' annual cash flow. SBA Economic
Injury Loans, for which almost all
electroplating job shops qualify, are
available at interest rates substantially
belnw co.mttercial rates, and for periods
up to 30 years Details of the SBA loan
program are presented in Section Xt of
this document

To test the efect of Economic Injury
Loans, EPA rastimaed the Impacts of
the regulations. assuming availability of
20-year loans (to correspond to the
average ifetime of poution abatement
equipment). interest rate o
percent. 3: ; :.-:. ;, ,.

-asup1ons ot the analysis reduced the
protected closures in the job shop sector
from 1a 9 to i Mercent of the firms and
projected empio ment loss from Ji9I12
67 percent of te jobs. In absolute
terms, SEA loans could reduce the
number of projected job shop closures
from 557 to 148, and the estimated
employment toss it the job shop sector
from 9,653 to 4.6704

The economic impacts of these
pretreatment standards.cleail depend
in tar'e ensure on the effective
d ,, , e t Econom ic Injury loans tO

Iectrortliiers. The En ir inentut
Potection Agency has worked closely

with the SEA to ensure that these loans
are delivered expeditiously. Future
efforts to facilitate the delis cry of SBA
loans will include the expansion of a
current memorandum of understanding
with SEA adding specific references to
steps that will be taken to aid
electroplate.s. In addition, the Agency Is
examining private sources of experuse
in SBA programs to develop a
mechanism for dissemination of
Information about the Economic Injury
toan Program and to provide al
assistance necessary to secure prompt

delivery of investment capital to eligible
electroplating firms.
VMi. Envronmental C asideratioos

The Electroplating Point Source
Category consists of ar estimated 9400
finns discharging effluent from metal
finishing processes either directly to the
Nation's waters or indirectly through
publicly owned treatment works
(POTW). Of these, an estimated 6600
discharge approximately one billion
gallons a day of metal finishing process
water to publicly owned treatment
works and are covered by these
pretreatment standards.

The pollutants discharged by these
plants include the following substances
toxic ta hran beings and aquatic
organisms cadmiur lead. chromium
(both hex valent and trlvalent), copper,
nickel, zinc. silver, and cyanide. These
pollutants are only partially removed by
murscpal treatment systems and pass
through to the Nation's waters in
varying degrees. The fraction of the
metals that does not past through the
municipal system concentrates in the
murucipal sludge where it hampers the
use or the sludge as fertilizer and soil
conditioner. These pollutants can also
interfere with the efficient operation of
the publicly owned treatment works.

The-Nation's water quality wiUl be
Improved by these standards. Cities that
have promulgated and enforced similar
regulations on metal finishers in the past
report substantial reductions In toxic
pollutants.

Environmental considerations are
discussed in more detail in the section
entitled Technical Summary and Basis
for Regulations under subsection (2)(1)
of Section XI below entitled, "Origins
and Charactenstics of Wastewater
Pollutants."
IX. Availabilty of Documents

The EPA technical and economic
reports which support this regulation ere
available for inspection at the EPA
Public Information Reference Unit,
Room 2922 IEPA Library). Waterside
l[alt. ,t01 M St., S.W. WashlitA'n, D C.

20460. at all EPA Regional Olices, n,iL
at State Water Pollution Control Of ,.es.

Copies of the technical dcelopme it
document will be available from the
Superiulendent or Documents,
Government Printing Office,
Washington. D C. 20402. Copies of the
economic analysis document will Lie
available through the National
Techn[al Information Service.
Springfield, Virginia 22151.
X. Comptliance Schedule

Section 307(b or the Clean Water Act
species "a time for compharce not to

exceed three years from the date of
promultation" of the standard. Because
of the high projected economic impact of
these pretreatment standeids, the
Agency believes that the maximum
compliance deadline as net forth in
section 307jb) should apply. The time for
compliance with these categorical
pretreatment standards will thus be
three years from the effective date of
these re ultiont. States or local
goverments may wish to adopt the
sabetantive pretrealment standards and
make these tandards part of the ate's
laws or local ordinances.
Xl. Small Business Administration
Fwanclal Assistasce

The analysis of the economic impact
of these pretreatment standards
Indicates that Small Business
Administration an (SBA) financial
assistance c,)uld significantly reduce the
adverse Imract of these standards. EPA
estimates t

t
at the projected closure

rates for metal finishing job shops of
19U percent could possibly be reduced
to 5.4 percent by the use of available
SBA loan: programs by firms that meet
applicsbe cnteris. This would prevent
the clos ng of 439 firms and lrs of 4,923
jobs. The Agency has been working with
the Small Business Administration to
Insure that these benefits of fewer
closes wi'i be realized. The intent of
this tork has been to make sure that all
firm! that must comply with these
pret eatment standards and that are
eligible for SBA assistance will be -
helped without undue delay.

There ere two SBA programs that may
be important sources of funding for the
Fectroplating Point Source Category.
"l.ey are the SBA's Economic Injury
.,oan Program and Pollution Control
Financing Guarantees

Section a ol the Federal Water
Pollution Control Act (FWPC:A)
authorizes the SEA, through its
Economic Injury Loan Program. to make
loans to assist any small business
concern in effecting additions to or
alterations in equipment, facilities, or
methods of operation, in order to meet
water pollution control requtreme its
under the F'WlCA if the concern is
likely to suffer a substantial economic
injury without such assistance. This
program is open to firms of 250 or ewer
employees and in some instances to
firms employing up to lco0 employees.
Thus, this program is open to essentially
all independent job shops in the
Electroplating Pint Source Category.
Loans can be made either directly by
SBA or through a bank using an SBA
guarantee of ninety percent of the loan.
Thle interest on direct loans depends on
the cost of money to the federal
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7 Vr ataodb crently e tq.
percent, L~w repaymnt periods way
extend up to th years pending on
the ability of the f to repay the loan
and the useful Ile of the equipmenL
SBA lans made through bans an at
somewhat higher Interest rates and ar

.. ant[ ly at.A4 peraen.

Aialysea by the Zaorental .
Protection Agency Ildicate that many
firms in the Eloctroplatn4 Point Source
Category would be eligible for dkect
and indirect SA loans. For further
details on the Federal loan program
write or telephone any of the following
individuals at EPA Headquarters or I
the ten EPA Regional offices;
Coordinatae-4c4. Shatdoe Sacks.

Ent t tr stal Protecto Agency.
Finan a Aslslta.ca Coordinator. Ofce of
Analysis a Evalustion l(Wt-1, 401 )d
Street SW. Washivetor. DC. D ceW
Telepoete. (1051 U-,Mt

Regin I-tGar. Clan Ils Eaieerma.tal
Peotecei ce Agency. I F. Kennedy Fede"l
Office Bluilding. Room X=s Boston.
btassacbeastls 02= Telephoner 1417) 133-

teopois fil-Mre Gerild DeCattansa. Air It
Etsir seontat Applicati e Section.
Environmental Protectin Agency. 6
Federal Mosa. New York. New Yoek 10001,
Telerponei (t? 264-41t,

Region jIl-,M. Cluck Sopp Envirwinintal
Protection Agency. Carse luldor.Ie

etand %elriat Streets. PI taepmsa.Pertnnylvasia atot. Teolbove (2S) s1 -
6433,

Recon tV-Mr ohn Huelebaut.
Eesironmenlal Protectton Agency. 345
Courtand Street. N E.. Atlata, Georgia
y3ca. Telephone (4041 681-417n3

Re o V-Mr. Chester Mae '. Contingency
Ptan Coordinator. Susvatllence aind "
Analyst Orancit. Eforolen Divllon,
Enseonirental Protection Agency. 53
South Clarh Street Chkcao Ilinos 6000&,
AC (1111 33 1

Region Vt-Ms lan Horm, Alloney. Water
Frfocerment Division. Water Dvision.
Euntroauinrtal Protection Agency. tat
International Building, 1301 Em Street
Dalla. Texas 73.7. Telephone, 12141 707-

Rrgion VII-Mr. Donald Sandifer.
Frteirerin Oranch, Water D vision.
Kitironmental Protection Agency. 324 East
tuth Strcet. Kansas City. Missouri 04115
Tulephite (0101 374-27.5

Reqion VIi--Mr Cerald Burke. Sanilary
tEgineer, Ofice oiGrants. Water Divieion.
Environmental Protecion Agency. 100
Lincoln Street. Denver. Colorado 80303.
Telephone- 1303) 837-3961.

Peius IX-ts,. Linds Powell. Permits
irnch. F.forcement OLVistsn.

Entironmentet Prolection Agency. 213
Fremont Street San Francisco, California
941.1fTelephone (4tII 55-3450.

Regia X-Mi. Dan Bodien. Special Technical
Ad. isor. Entorcemen' Divislion
Eti irnitenlal Protection Agency. 1200.sth
Avenue.Seattle Wetln iotrla1
Telphore (21t4e-im .

Hem iearte -4. DCs NatMnte. Lea
Cesel Crent Costuct end Cana
Adoilstaoton Date. gavrlennaseatal
Prolcaca Aeecy. 045W Seet. S&W.
Weashiltaa. C tee oltpbona 131

Eteerted persona may also contact
the Aslitant Regional Adalinistrators
for rinance and Investment In the Smta
Business AdsnlnlstratUlo Reglinal
offices for mom detal on Federal loan
assistance proigrams. For further
informatio. write or telephone any of •
the following inviduals
RK t-- R ll "r. s Assaias 

t

Ri,1ona l Adralssistrow W Fine wbd

Ives L SmaU busae Adminatrstim
0 SatterynLarch. 10tl Floer. Boste.

Mas schset oaS. Telephone (ITIi 3.-

Region U-Ma loM Asilotaks. Assitant
Regional Administrator toe Finance and
Invetmet. Small business Administrat o.
56 Federal Pias. New Yor. New York
10o07. Tetephone (lnl 154--145.

Re0on 2-Met. David Malone. Assistent
Reioal Admlalaatoe for Finance and
tnvestmn'. Smafl Bustness Adaiaustr t .
I Sata Cyawd Mesa. 231 St Asapos Ad"
West Lobby. Sits 648, Oats Cynwyd.
Pennsylvania 55804. Telep.one (2sfig-

Region V-MUr. Meyirt S ciine. Assletant
Regioal Administator foe Finartc and
Lovetment. Small business Ademlhstreae.
1401 Peachtree Street N E Atlanta.
Georgia S01. Telephone. 401 Mst-won

Region V--M. Larry Cherry. Assitast
Regional Adalntststor to ptrang and
investment, Sall Busit ess Adalasistrstioa.
Ill South Dearborn Suee Cicgo. Illinois
0804. Telephoner. 312) 355-4S33.

Region VS-k. Donald Beaver. Assistant
Regional Administrator lot Finance and
ltvetwent Small Btsiness Admiatrerstor.
1720 Relal Row, Suits =r Daiss. Texas
75LTe lelphoer (14l 749-1 es.

Region V[ -Mr, Ricbard Whitley, Asistlant
Regional Admilnistaleo roe IrtiAn"c and
InvestmenL Small Buisinese Adminleltraitn.
t1 Walnsit Street 23rd .oor., Kansas City,

Messouri 6410. Telephone. 18161 374-"97.
Region VIIt-k. lames Chuculale. Assistant

Regional Adiiitrslo foe Finance and
tn.etuant. Small Business Adm.nistratUo..
1405 Curte Street Exeuliv Tower
Budiding-2-nd Floor. Denver, Colorado
80,02. Telephone. 1303 327-3000

Region X- 1t Charles I lterberg Assigant
Regional Adtn istrstcr for Finance and
Investment. Small Businees Administration.
450 Golden Cae Avenue. San Francisco.
California 94102. Telephone. 14131 30-771,

Region X--Mr. lack Welles. Regional
Adminstrator rot Fn<te and Investment.
Small Business Adrin,stratlior 7107:
AVnu. Dexler elton fllg -5th foor,
Seattle. Washinglon 981. Telephone:
12w01 39%-36-o
In addition to the Economlc Injury

Loan Program, the Small Dusiness
Investment Act, as amended by Public
Law 94-305. authorizes StA to
guarantee the payments oa qualified

contracts entered into by eligible small
businesses to acqW needed pollution
facilities when the fin acing in provided
thlroig taxable and lax-exeept eawose

cc U control boods. Tha poMra
is open to an eligible mall businesses
Including electroplatlrg and metal
firishig fora. Bond finacing with
SEA's guaralotee of the payments makes
available long tertm !45 years), low
Interest (ulaty S to 7 percent) financing
to all businesses on the same basts as
thilt available to larger national or
lotermatlonal companies. For tNther
details on this program write to the SM&
Pollution Control Financing Divison.
Office of Special Guarantees. lets North
Lynn Street Magazine Bldg Roosalyn.
VirgIrna UM (7O3) s-2500

XL Tochnical Summay and B Ars for

lads section ssm oserL the besis foe
Pretreatment standards for existing
sorcee the electroplatin poInt -
source category.
(I) Centera othdofog7

The pretreatrent standards wa
developed in the following manner. The
point sourv category was first studied
to determine whether separate
standards were appropriate for different
selmets within the The raw
waste characteriattcs for each such
segment were then identified. Thil
included an analysis o. the source, flow,
soid volkme of water ssed In the process
employed- the sources of waste and
wastewaltr. and the coostituents ot all
weetewater. The compatlbitity of raw
waste charactertstlcs with municipal
treatment works was then considered.
Wastewater constituents suspected of
passing through or Interfering with •
publicly owned treatment works were
Identified.

The Agency Identified the control and
treatment lechnologirs existing within
each segment. This Included
Identification of each distinct control
and end-of-pipe treatment process
which exists or Is capable ot being
designed for each segment It also
Included a determination or the effluent
quality renulting from the application of
each of the technologies in tee s of the
amount of constituents and the
chemical, physical. and biological
characteristics Of pollutants. The
problems. imitalions, and reliability of
each treatment and control technology
were identtfild. The Agency
additionally studied the non-water
quality envl07nnmental Impacts, of such
technologies upon other pollution
problems, including air, solid waste.
noise, and radiation. The energy
requirements of each control and
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Senator NEMsoN. Our next witness is Mr. Sidney Lieberstein, vice
president, Machinery Dealers National Association.

STATEMENT OF SIDNEY LIEBERSTEIN, VICE PRESIDENT,
MACHINERY DEALERS NATIONAL ASSOCIATION

Mr. LIEBERSTEiN. Senator, my name is Sidney Lieberstein, presi-
dent of Perfection Machinery Sales in Wheeling, Ill., and by the
way with a number of frustrated customers in Wisconsin, and in
deference to Senator Heinz, in Pennsylvania as well.

I am-also vice president of Machiner Dealers National Associ-
ation. With me is our general counsel,Robert Taft, Jr. I welcome
this opportunity to address the committee.

MDNA is a national trade association that represents the metal
working industry after market. Our 500-member firms probably
account for over 70 percent of the used machine tools sold in the
United States. Our industry supplies machine tools to meet the
requirements of the metal working industry, and their firms are
almost entirely dependent upon used machine tools to expand their
productive capacity, and 90 percent of all new U.S. machine tools
are sold to only 10 percent of the companies.

Our members are in daily business contact with the small busi-
ness manufacturing segment, and we feel uniquely qualified to be
one of their spokesmen. Because capital equipment is generally
acquired from larger manufacturers and usually resold to smaller
manufacturers, our members are familiar with capital formation
activities of both large and small businesses.

We believe that any comprehensive tax legislation should target
small business capital formation problems because, although some
are similar, many are different from the problems of large busi-
nesses. This difference was recognized by the Joint Economic Com-
mittee in the White House Conference on Small Business report.

We are concerned about the future of small businesses in Amer-
ica. We fear that in our present economy they will not be able to
generate sufficient capital to start new businesses, to expand their
current capacity, to even survive.

The potential of our economy over the long term to increase the
standard of living for the average American, and to create a job for
every American who wants to work, is in fact in 'eopardy. Steps to
increase productivity are sorely needed. From the small business
perspective, this can be achieved through measures that will stimu-
late the purchased machinery and equipment.

Capital stock formation among small business has been impeded
by high-interest rates, restricted ability of credit, regulatory bur-
dens imposed by the Government, and tax laws which discriminate
against small business.

At this time, we believe the Congress should focus its attention
on reforming our tax laws in such a manner as to stimulate capital
stock formation among small business through a simplified and
accelerated capital cost recovery system and a removal of discrimi-
nation in the investment tax credit.

The small businesses of this country need reform of the invest-
ment tax credit, and call for a change in the present law which
limits the amount of used equipment eligible for the investment
tax credit to $100,000.
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While there is no limitation on the investment credit available
for new equipment, similarly the carryback/carryforward provi-
sions available for new equipment are not allowed to purchasers of
used equipment. This discriminatory tax treatment impacts direct-
ly and primarily upon small business which is already hindered by
its inability to externally or internally generate the capital neces-
sary to buy new equipment.

This discriminatory ceiling must be eliminated, and the carry-
back/carry-forward provisions must also be available for similar
situated used property. We must allow small business to receive
the same tax incentives provided to big businesses.

We know, of course, of your support under Senate bill 2998.
Investment tax credit limitation is primarily a small business
issue, and traditionally small businesses purchase used equipment.

We strongly recommend a simple change in the tax code dealing
with the tax credit available for used capital equipment invest-
ments. Remove the ceiling on the amount of used equipment eligi-
ble for the investment tax credit. This needed correction will also
significantly reduce the core component of inflation among the
smaller manufacturers.

Give us equality. Reforms are essential to allow the generation of
capital necessary for renewal and upgrading of our Nation's indus-
trial plants. The existence of the metal working industry, more
than 85 percent of which is small and medium size businesses, is
vital to our economy. We are not seeking preferential, only equal
treatment. We ask only that you remove the bias against used
machine tools and the small businesses to which they are essential.

Thank you.
Senator NELSON. We thank you.
[The prepared statement of Mr. Lieberstein follows:]
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SUMMARY OF PRINCIPAL POINTS OF
STATEMENT OF MACHINERY DEALERS NATIONAL ASSOCIATION

BEFORE THE COMMITTEE ON FINANCE
UNITED STATES SENATE

JULY 31, 1980

This is the testimony of Sidney Lieberstein, Vice
President of Machinery Dealbrs National Association (MDNA).
The 500 MDNA member firms are small businesses which account
for over 70% of the used machine tools sold in the United
States. Because used capital equipment is acquired from
large manufacturers and usually resold to small manufacturers,
MDNA members are in the unique position to see the relationship
between large and small businesses. Its opinion of what
influences a small firm's investment decision comes from
experience. We believe that any comprehensive tax legislation
should target capital formation problems of smaller businesses.
We strongly recommend the removal of the ceiling on the
amount of used equipment eligible for the investment tax
credit and the creation of a simplified and accelerated
capital cost recovery system.

Under present law, there is a $100,000 limitation
on the amounts of used equipment eligible for the investment
tax credit, but there is no limitation on the investment tax
credit available for new equipment. Similarly, the carryback/
carryforward provisions available for new equipment are not
allowed to purchasers of used equipment. hJ ..I.. , ' ©L-U,
.... %.. l,.l y n T ks l. This
discriminatory tax treatment impacts directly and primarily
upon small businesses which are already hindered by their
inability to externally or internally generate the capital
necessary to buy equipment. Capital stock formation among
small business has been impeded by high interest rates,
restricted availability of credit, regulatory burdens imposed
by government, and tax laws which discriminate against small
business. A small business cannot afford to buy new machinery
and therefore needs tax incentives which will enable it to
buy the used equipment it needs to start a new business or
increase the productivity and capacity of its current business.

The Joint Economic Committee and the White House
Conference on Small Business both recognized the disparity
between large and small businesses as they are affected by
inflation and current tax policy. Both have called for tax
measures targeted to small business that will enable smaller
firms to retain a greater proportion of their earnings for
reinvestment in capital improvements and plant expansion.
The current disparity between the investment tax credit
available to new and used equipment is in effect a Congres-
sionally mandated discrimination against small business.
This disparity directly dilutes the ability of small business
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SUKMARY
Page Two

to compete with large firms. It enables larger firms to
retain a greater proportion of their earnings than smaller
firms are allowed for reinvestment in capital improvements
and plant expansion. It allows new foreign machinery a
competitive edge through the investment tax advantage over
equally efficient and price competitive used domestic machinery.

The benefits to our economy which can be derived
from removal of this discriminatory ceiling are: more
competitive small business, stimulation of captial investment,
development of creative and innovative products and processes,
starting new businesses, helping small business maintain its
market share and survive, expansion of capacity and produc-
tivity, increased employment, improved balance of payments,
increased demand for new domestic machine tools, reduction
in inflation, generation of more tax revenues, and equal
opportunity for growth of all businesses.

Small and medium sized businesses account for
87% of the new jobs created in the United States. Because
small businesses employ a low ratio of capital to labor,
each purchase of a used machine will translate into more
jobs. Such small business growth would have its greatest
affect in decaying cities where structurally unemployed have
the most difficulty finding job opportunities. It offers
young people the opportunity to use jobs and small businesses
to gain the work experience needed for entry into jobs that
lead to highly skilled careers. Allowing small businesses
the opportunity to grow through use of a full investment tax
credit offers both economic and social benefits to our
society.
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STATEMENT OF

MACHINERY DEALERS NATIONAL ASSOCIATION

Mr. Chairman and Members of the Committee,_

My name is Sidney Lieberstein. I am President of

Perfection Machinery Sales, Inc. of Wheeling, Illinois. I

am also Vice President of Machinery Dealers National Association

(MDNA). For the past 20 years I have been buying and selling

used capital equipment. With me is Robert Taft, Jr. of

Taft, Stettinius & Hollister, General Counsel of the Machinery

Dealers National Association.

MDNA welcomes the opportunity to once again urge

an immediate reform of the Tax Code to encourage capital

formation among smaller corporate taxpayers. We strongly

recommend a simple change in the provision dealing with the

tax credit available for used capital equipment investments:

remove the ceiling on the amount of used equipment eligible

for the investment tax credit. Although simple, this needed

correction will significantly reduce the core component of

inflation among smaller manufacturers.

This improvement offers four ingredients we believe

essential to adequately encourage capital formation: the

potential to increase productivity; the potential to increase

employment; the potential to increase tax revenue; and, the

potential to treat everyone equally.

MDNA represents the metalworking industry aftermarket.

Our 500 member firms are small businesses which probably

account for over 70 percent of the used machine tools sold

in the United States. MDNA also speaks for hundreds of
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thousands of small and medium sized manufacturing firms in

the United States. Because used capital equipment is

generally acquired from larger manufacturers and usually

resold to smaller manufacturers, our members are in the

unique position to see the relationship between large and

small businesses. our opinion of what influences a small

firm's investment decision comes from experience. We

believe that any comprehensive tax legislation should target

capital formation problems of smaller businesses because,

although some are similar to, many are different from the

problems of large businesses.

We are concerned about the future of small business

in America. We fear that in our present economy, we will

not be able to generate sufficient capital to start new

businesses, to expand our current capacity, or to even stay

in business. Inflation has taken a heavy toll.

We share the concern of the Joint Economic Committee

about the potential of our economy over the long term to

increase the standard of living for the average American, to

create a job for every American who wants to work, and to

help hold down the cost of living by increasing the supply

of goods and reducing the price of goods on the shelves of

the nation's businesses.

Decline in Productivity

For the first time in 20 years the 1979 Annual

Report of the Joint Economic Committee was a unified report

endorsed by both the majority and minority members of the

Committee. We agree with its unanimous conclusion that an

- 2 -
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increase in productivity is vital to improvement in our

economic standard of living and in the reduction of inflation.

The fall in productivity in our country has been well docu-

mented, and this ominous trend has been the subject of

discussion and concern of all of us for many years. The

Council of Economic Advisors, in their 1978 report, referred

to the productivity slow-down as 'one of the moot significant

economic problems in recent years." As Chairman of the

Federal Reserve, William Miller testified before the Senate

Finance Committee on September 6, 1978, that:

Inflation is our most important economic
concern today. . . . The only way I know
that we are going to break the cycle of
wages chasing prices and prices chasing
wages is to begin to realize productivity
gains so that the prices do not have to go
up in order to maintian profitability.
Capital accumulation is a critical ingre-
dient in the long-range growth of labor
productivity and the raising of living
standards. . . . Throughout the 1970's,
the ratio of capital stock to labor has
fallen ever shorter of its earlier growth
trend line, and this, undoubtedly, has
been a significant factor in the slower
growth of productivity that we have
experienced over this period. . .. .part
5, page 1173 et seq.1

This testimony was echoed in the 1979 Joint Economic

Committee Report, which was issued on March 15, i9j9:

The lower rate of productivity growth in
recent years is one of the causes of today's
inflation, worker dissatisfaction, the
deficit in our balance of payments, and the
weakefiing of the international position of
the dollar. Productivity gains provide the
means by which historically disadvantaged
minorities can increase their economic wel-
fare. Thus, the adverse effects of a low
rate of productivity growth extend far
beyond economic Issues. . . . (p. 1191

- 3 -
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One factor cited in virtually all studies
of the productivity slow down as a major
or a paramount cause is the low capital
stock due to the recent inadequate levels
of investment. If the capital stock-labor
force ratio is to rise, that investment
(gross investment less depreciation) must
be sufficiently large si that the capital
stock grows more rapidly than the labor
force. This was the case until 1974,
when the capital stock-labor force ratio
peaked at $10,604 (in 1972 dollars) per
person. Since then, investment has been
inadequate relative to the rapid labor
force growth, and the ratio has fallen by
nearly 3 percent. This will adversely
affect economic growth for several years
in the future. (p. 130-131)

In its Summary of its 1980 Report, the Joint

Economic Committee found that in 1979 the "U.S. posted its

worst inflation record in more than 30 years and productivity

actually declined by 2 percent. .. ." (p. 13) The 1980

Report concluded that a "growing small business sector

offers an unique opportunity for addressing basic long-term

structural problems by improving productivity, lowering

inflation, and creating more jobs." (p. 711 Recommendation

No. 23 of the 1980 Joint Economic Committee Report is as

follows:

When Congress enacts business tax
incentives, it should pay-particular
attention to their effect on the ability
of small businesses to obtain capital
for growth and investment. (p. 73)

We agree with the conclusions of these authorities

that further steps to increase productivity are sorely

needed. From small business perspective, this can be achieved

through measures that will stimulate the purchase of used

machinery and equipment. Capital stock formation among

- 4 -
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small business has been impeded by high interest rates,

restricted availability of credit, regulatory burdens imposed

by government, and tax laws which discriminate against small

business. At this time, we believe that the Congress should

focus its attention on reforming our tax laws in such a

manner as to stimulate capital stock formation among small

businesses through a simplified and accelerated capital cost

recovery system and the removal of discrimination in the

investment tax credit available for used equipment.

Allow a Full Investment Tax Credit

for Used Machinery and Equipment

Zn addition to the depreciation proposals which

have been discussed before this Committee, the small busi-

nesses of this country need reform of the investment tax

credit. The Report of the White House Commission on Small

Business, as its first goal, recommended equalizing the tax

burdens on small business relative to large corporations.

"The ability to attract and retain earnings relates directly

to tax incentives built into the tax structure ... The

major areas of imbalance, however, are in depreciation

methods, inventory accounting, and tax credits." (p. 27)

Under present law, there is a $10Q,000 limitation on the

amount of used equipment eligible for the investment tax

credit, but there is no limitation on the investment credit

available for new equipment. Similarly, the carryback/

carryforward provisions available for new equipment are not

allowed to purchasers of used equipment,"s -cobs t..r-e4-7M

~-I .. -e v i -. This

- 5 -
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discriminatory tax treatment impacts directly and primarily

upon small business which is already hindered by its inability

to externally or internally generate the capital necessary

to buy new equipment. In order to increase productivity in

small and medium sized businesses, this discriminatory

ceiling on the amount of used property eligible for the

investment tax credit must be eliminated and the carryback/

carryforward provisions available for eligible new property

must also be available for similarly situated used property.

We must allow small business to receive the same tax incentives

provided to big businesses. The investment tax credit

limitation is primarily a small business issue. Traditionally,

small businesses purchase used capital equipment; large

businesses basically purchase newly manufactured capital

equipment. If used machinery and equipment is eligible for

the full investment tax credit, the following benefits at

least can be expected:

a. the ability of small business to compete, to

maintain its current market share, and to expand its output

and productivity will improve)

b. employment in the most labor-intensive part

of the capital equipment industry will increase;

c. the current demand for less expensive machine

tools will be alleviated and the incentive to turn to imported

new machine tools will be reduced;

d. the demand for new domestic machine tools

should increase;

e. any short-term inflationary impact of the tax

credit will be reduced to the extent used machinery is

purchased; and

-6-
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f. the full benefit of the investment tax credit

as an incentive for capital formation will be available to

all businesses, equally.

In its 1980 Report, the Joint Economic Committee

expressed its concern about the disparity between large and

small businesses as they are affected by inflation and

current tax policy. it called for tax measures targeted to

small business,

In the past, the tendency of Congress has
been to enact tax incentives which on the
surface treat all firms equally but fail
to acknowledge that most small businesses
are unable to take advantage of them for
a variety of reasons specifically-related
to the size of the business. Tax incen-
tives need to be developed that will
enable smaller firms to retain a greater
proportion of their earnings for reinvest-
ment in capital improvements and plant
expansion. These programs should be
targeted directly to small businesses. (p. 75)

The investment tax credit law does not treat "all firms

equally* but rather creates a blatant discrimination against

small businesses, don't believe that Congress ever debated

the issue of whether it should enact a tax policy that dis-

criminates in favor of large businesses and against small

businesses, but it did adopt such a policy by placing a

ceiling on used equipment tax credits. The removal of the

used equipment ceiling will give all businesses an equal

opportunity 'or the use of the investment tax credit and

will amount to a targeted change in our tax laws for the

benefit of small businesses which in turn will benefit our

overall economy.

7-

65-969 0 - 80 - 66 (pt.3)
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Co petitive--Ability of Small business

of all the challenges facing small business, the

ability to compete in an inflationary economy is perhaps the

most difficult. The cost of obtaining capital for production

equipment is high for everyone, especially those who cannot

borrow at the prime rate. Those firms purchasing used

capital equipment do not have a chance to offset some of

their cost by taking the tax credit. This contrasts with

large corporations borrowing at prime and purchasing new

-equipment with the unlimited tax credit. Because large and

small companies do compete, smaller firms are disadvantaged.

The arbitrary limit on tax credit available for used equip-

ment investments directly dilutes the ability of small

business to compete with large firms.

Larger firms buy new machine tools that are either

highly automated multi-operational machines or numerically

controlled equipment, often designed for a specific purpose.

Confining the investment credit to only equipment with the

latest technology helps primarily the largest enterprises

and basically ignores the largest segment of our economy

which needs this tax credit the most. Normally, small and

medium-sized companies are competing in industries dominated

by a handful of giant corporations.

Even so, with effective tax incentives small

businesses can provide the cutting edge of competition in

our economy. The 1980 Report of the Joint Economic Committee

found that:

Small business has historically provided
the backbone of employment growth and
inflation fighting innovation and com-

- 8 -
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petition in our economy. . . they are
able to move faster and use resources
more effectively than large companies.
However, much of the innovation a'nd
diffusion process is dependent on
whether the entrepreneurial risk-takers
in the economy can raise enough money to
convert new ideas into more productive
technology. (p. 71)

The investment tax credit can be particularly helpful to a

small business because it aids cash flow immediately, thereby

making its financial statement more attractive to potential

investors and lending institutions. It can enable a small

business to generate more cash internally as well as external

financing.

We believe that our government must adopt policies

which will reverse the decline of small business in this

country. Much of the reason for this decline lies in the

inability of small businesses to acquire capital at the same

costs as large businesses or to acquire it at all. These

points were stressed in the Final Report of the 1978 hearings

on the Future of Small Business Subcommittee on Antitrust,

Consumers and Employment:

We must recognize the necessity for major
changes in our governmental policies--at
both the Executive and Congressional
levels--with regard to the preservation of
competition and free enterprise. . . includ-
ing a reformulation of government policy on
such matters as tax structure and industry
regulation. . . . (House Report 95-1810

We believe that small business is crucial to the survival of

a free enterprise system and that governmental policy must

be adopted which will allow catch-up programs to enable

faster growth for small business than in the past.
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Small business is an effective force even in

heavily concentrated markets, but its position is fraught

with difficulties. The tax laws should not further handicap

small businesses struggling to compete with industrial

giants. We urge, therefore, that used equipment, as well as

new equipment, qualify for the full 10 percent credit to

offset tax liability, with full carryback/carryforward

options and with no $100,000 limit on eligible used property.

If the additional handicap of this tax discrimination is

removed, small businesses will be able to maintain their

market share and to compete against the larger domestic and

foreign corporations.

The Ability of Small Businesses to Increase Productivity

The decline in our productivity is caused by

several conditions. A partial cause is the antiquated and

poorly designed facilities. Another partial cause is the

utilization ot inefficient equipment, and yet another partial

cause is the overall age of our country's industrial machinery.

The 1977 American Machinist Inventory showed that the majority

of machine tools in use today, in small and large companies,

are over 20 years old and less than 11 percent are five

years old or less. An urgent need for upgrading and/or

renewal of equipment exists.

Therefore, to increase a plant's production capacity,

or to develop a new production line, many machines must be

acquired. Major corporations renew equipment which is 7 to

10 years old with new equipment, some of which cost over a

million dollars. Medium to small firms renew equipment

- 10 -
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which is 15 to 16 years old with used equipment, usually 7

to 10 years old, some of which cost over $300,000. very

small or new firms may renew their equipment which is 25

years old or more with used equipment which is 15 to 18

years old. Such upgrading of equipment translates into

increased productivity for a small business. If the full

investment tax credit is allowed for used capital stock, it

will speed up the process of renewal and upgrading of all of

our industrial plants. The demand for used equipment will

increase the price and market for a large firm's used equip-

ment. This will encourage the large firm to sell its used

equipment and buy new capital stock to replace the used.

This will result in a significant increase in productivity

throughout the economy.

Improving productivity does not necessarily require

acquisition of younger machines. Often small manufacturers

can increase their productivity by purchasing used equipment

manufactured in the same year as its current equipment but

more efficiently designed for its particular production

needs.

In its 1980 Report, the Joint Economic Committee

makes a convincing case for the importance of small business

in improving the productivity of our system:

In the area of innovation and productivity,
the National Science Foundation has found
that one out of every four of the most
significant industrial product and process
innovations since World War II was developed
by firms of less than 10a employees, while
one-half were accounted for by firms with
less than 1,QOO employees. (p.

7
11

- 11 -
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I believe that further investigation would reveal that an

extremely high percentage of those innovative products and

processes were made or developed on used equipment.

When the small businessman is denied tax incentives

to replace current equipment with used machines that are

either more sophisticated or more appropriate for his operation

our economy looses. His alternatives are to make do with

existing equipment, to merge, to be acquired, or to close up

shop.

For these same reasons, a full investment tax

credit with a carryback and carryforward provision should

apply to tax credits for eligible used machinery, as well as

eligible new machinery. To penalize the manufacturer who

installs $1 million of used machinery in a single year over

the manufacturer who merely installs $100,000 worth, simply

makes no sense in a sluggish economy and times of slowing

economic growth.

Allowance of the Full Investment Credit

for Used Machinery Would Create Jobs

The investment credit should not only stimulate

productive capability but it should also stimulate immediate

employment. The members of the Committee are keenly aware

of the unemployment problems with which the country is

beset. Moreover, this Committee knows that the small busi-

ness sector offers the greatest potential for increasing

employment. The purchase of used machinery not only in-

creases productivity but-also directly creates new jobs. As

noted earlier, small businesses increase productivity

- 12 -
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primarily with used equipment. Small business also is

responsible for 55 percent of all employment in the private

sector.

A 1979 study by the Massachusetts Institute of

Technology# The Job Generation Process, shows that job

creation and replacement is achieved through the small

business sector. The data shows that the largest number of

new jobs emanated from very small firms with 20 employees or

less. For the period 1969 to 1976, these small firms gen-

erated 66 percent of all new jobs in the United States.

Businesses with 500 or more employees, by contrast, created

only 13 percent of the new jobs. Firms of intermediate size

accounted for the remaining 21 percent.

If the investment tax credit ceiling on used

equipment were eliminated, it would translate into more cash

for a small business to reinvest in more and upgraded used

equipment which results in new jobs. In its 1980 Report the

Joint Economic Committee found that:

Given the historical tendency of small
business to employ a relatively lower
ratio of capital to labor than large
business, each additional dollar invested
in small business is likely to generate
more jobs than if it were invested in
large business. A policy of small busi-
ness growth would have its greatest effect
in decaying cities where structurally
unemployed have the most difficulty
finding job opportunities. Traditionally,
young people in this country use jobs in
small businesses to gain the work exper-
ience needed for entry into jobs that lead
to highly skilled careers. (p. 72)

It is my experience that there is a direct relation between

increased installation of used machinery and increased

- 13 -
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employment. Furthermore, the small business owner is the

last to lay off his employees. He has a strong social

conscience which is reflected in his dedication to his

employees and his community.

Alleviating the Shortage of Used Capital Stock

Today there is demand for late model used machinery.

In many instances, later year domestic used machinery and

newly manufactured foreign machinery are price competitive.

The new foreign machine has an advantage since there is an

unlimited tax credit, with carryback and carryforward pro-

visions available to its purchasers; but purchasers of used

domestic equipment, which may be as efficient as new foreign

equipment, are limited to a $100,000 ceiling with no carryback

or carryforward privilege. Industries seeking to retool are

faced with three choices:

1. making do with inadequate equipment;

2. purchasing imported new machine tools; or

3. acquiring more efficient used machinery.

If a manufacturer retains his inadequate machinery,

there is no increase in productive capability and the goal

of economic growth is frustrated. Retooling with imported

machine tools is obviously undesirable, both in its ultimate

effects on the domestic machine tool industry and in its

adverse effect on the balance of payments. Only by retooling

with more efficient used machinery can the maximum economic

benefits to the nation be'realized. The full investment tax

credit should apply to purchases of used machinery so these

14 -
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benefits can be realized, and so that foreign new machinery

is not given a tax advantage over equally efficient domestic

used machinery.

Investment Credit and Inflation

While acknowledging the investment tax credit's

effectiveness in stimulating capital investment, most econo-

mists recognize its potential to cause short-term inflation.

This is a function of the lead time to implement investment

decisions and the concomitant increase in prices for scarce

supplies. In many instances, the lead time to place new

equipment in service is as much as thirty-six months. The

installation of used machinery, however, does not have this

undesired inflationary impact since the equipment already

exists and the time taken to install it is usually a matter

of days, not months.

inflation has made the $100,000 limit on the

amount of eligible used equipment against which the credit

can be applied woefully inadequate. The cost of both new

and used machinery has increased dramatically since the

$50,000 limit was imposed in 1962. in 1975, the limitation

was increased to $100,Q00. Whatever basis there may have

been for a limitation has been severely weakened because of

inflation. In 1975 the MD$A found that the average price

for 44 randomly selected machine tools then 20 years old,

came to $13,000. In 1978 we found that the same 44 machine

toQls, now 23 years old, are fetching an average of $16,000.

In 1979 these same machines, now 24 years old, sold for an

average of $17,5Q0. Such dramatic jumps in price are typical

- 15 -
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with all machine tools. Indeed, prices of used machine

tools have increased more than 250% since 1962. The average

cost of used machines sold by our members is $22,000.

Today, I believe it would cost approximately $500,000 to

start a small machine shop which would employ 10 people.

Furthermore, an established manufActurer has hardly begun to

retool before he realizes that the $100,000 investment tax

credit ceiling offers him very little assistance at all.

Not only has inflation caused a continuing increase

in prices for used equipment, but technological advances

have dramatically increased prices. The most striking

advance in the machine tool business has been the development

of computer-directed or numerically controlled tools.

However, the technological superiority of these machines is

matched by their greater costs. Today, the average used

numerically controlled machine costs $80,000. The price of

such a machine on the used market reflects its original

costs. As more of these machines appear on the used machine

market, the average cost of available used machines will

again increase, thereby making the existing limitation even

more inadequate.

The failure of Congress to eliminate the limitation

currently imposed on purchases of used property eligible for

the credit penalizes the users of such property - and the

users are small businesses.

A Full Investment Tax Credit for Equipment

Will Encourage Economic Growth and Stability

in the Small Business Sector

- 16 -
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We believe what influences a firm's decision in

used capital equipment is not fully understood, and we

believe more companies make larger investments in used

equipment than is perceived. Two most common factors in the

decision to buy used equipment are cost and availability.

Market and/or production conditions strongly influence

capital investment decision. When a smaller manufacturer

has the opportunity to increase sales it often requires an

immediate increase in production capacity. Most newly

produced U.S. manufacturing equipment has from an 18 to 30

month delivery period, and this lag time would probably

cancel the additional sales. Because they are so highly

leveraged, some smaller manufacturers are not able to increase

their productive capacities even with available used equip-

sent because of the limitation on available investment tax

credit. Even when a smaller manufacturer wishes to increase

production efficiency and has the time available to acquire

newly manufactured equipment, he often does not have adequate

financing available to purchase highly expensive replacement

machines.

It is becoming increasingly difficult to imagine

competitive smaller manufacturers in the 1980's unl ess the

capital retention opportunities for these businesses are

made equal to larger manufacturers today--regardless of a

wise decision to shorten and simplify capital recovery. The

cash flow which results from the tax credit is urgently

needed by smaller firms either for additional equipment

expenditures or other corporate investments of labor, research,

- 17 -
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marketing, or facilities. This advantage to the cash

position of a small business will also add to its credit

worthiness in the eyes of potential lenders or investors.

Appendix A illustrates this situation. When a small screw

machine company began operating in Des Moines, Iowa it

received a $10,000 credit for the $290,000 investment in

used capital equipment. The decision to purchase used

equipment was based on availability and cost. Nonetheless,

this company could have used well the full $29,000 credit,

perhaps for an additional sales representative, office

equipment, etc.

Pending Legislation and the Full Investment

Tax Credit for Used Equipment

During the past year both the Senate and House

Small Business Committees have identified the used equipment

issue in their capital formation recommendations. when

introducing his proposal to double the current arbitrary

limitation last year (S. 2152), Senate Small Business Com-

mittee Chairman Nelson explained:

Small businesses which are predominate
in many areas of machine and equipment use
could play a major part in revival of pro-
duction if the government policy encourages
them to upgrade their stock of capital
equipment. Under current conditions and
policy, the trends are in the wrong direction.
This bill (doubling the limitation) could be
a major step to removing the arbitrary and
artificial limitation on such purchases.

When Congressman Henry Nowak introduced similar

legislation in 1979 (H.R. 61711 to double the limitation,

the Congressman noted in hearings before his Small Business

Subcommittee on Access to Equity Capital that it became

- 18 -



2111

clear that raising the limit would provide partial relief

while the basic questions of the bias against used equipment

is studied. There are other bills pending which would raise

the limit to $500,000, such as H.R. 6744 by Congressman Winn

and H.R. 6873 by Congressman Quillen. Earlier this year,

two proposals introduced in the House of Representatives by

Congressman Frenzel (H.R. 6544), and Congressman McDade

(H.R. 6734) called for the removal of the arbitrary limitation

to help small businesses retain more earnings and thereby

generate the necessary capital to grow and increase their

productivity. Congressman Neal Smith, Chairman of the House

Small Business Committee testified in favor of these bills

on July 23, 1980 before the House Ways and Means Committee.

Earlier this year, in hearings before the Sub-

committee on Taxation and Debt Management of the Senate

Finance Committee, the National Federation of Independent

Businesses, the Small Business Legislative Council, and the

National Association of Wholesale Distributors specifically

requested the removal of the arbitrary limitation. During

the past several months, many small business groups have

called for this reform because the full investment credit

for used equipment would support a high level of capital

investment and improve productivity among small business--

the largest segment of our economy. See Appendix B for a

list of some of the business organizations who support this

reform.

We are grateful to Senator Nelson and Congressman

Nowak for identifying this discriminatory ceiling and for
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introducing legislation to partially resolve the immediate

problem. Their proposals will be helpful, but they will not

solve the problem nor pave the way for the growth necessary

for small business in the 1980s. It will require small

business organizations to come back time and time again to

make their case as inflation drives prices through the new

ceiling.

In 1975, the Senate Small Business Committee

recommended that the limitation be removed and Senator

Nelson sponsored the necessary remedial legislation. The

Senate Finance Committee approved his proposal, and the

Senate passed a tax bill which included the elimination of a

ceiling on investment tax credit available for used equipment.

The Conference Committee resolved the issue by doubling the

limitation from $50,000 to $100,000. We believe that the

Conference Committee should have accepted the Senate proposal.

If it had, we would not be here today, and the small business

sector would have been able to grow substantially in the

five years that have passed. The discrimination and biss in

favor of big business which is inherent in the current tax

credit law would have been eliminated in favor of an equal

opportunity for small business to grow, compete, and be rore

productive.

When the 1962 decision to generally not allow the

investment tax credit for used equipment was made, it was

felt that if the credit were provided there would be a

strong inducement in the tax laws for businesses to sell

used equipment to each other as often as possible. To
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suggest that the elimination of the limitation would actually

encourage a churning of these types of assets indicates the

need for a clearer understanding of the industrial machinery

market. Zn my opinion this assumption is ambiguous and

lacks substantiation. Under examination, it is impossible

to imagine a situation where the disrupton of business and

the uncertain condition of the other equipment would justify

the anticipated abuse. Fixed assets are expensive to remove,

transport, and install. The larger these assets the smaller

the likelihood this possibility would even be considered.

The decision to trade fully depreciated assets involved the

type of risk inconsistent with prudent business practices.

Except in extremely rare cases, for corporate taxpayers with

the ability to acquire newly manufactured equipment, capital

outlays for used equipment would simply lack coon sense.

Actually the objective of the tax credit will be more fully

realized by also encouraging capital formation with used

equipment because it would be more profitable to upgrade

than to churn existing assets. Finally, the recapture

provisions of the Tax Code make it difficult to make a

profit on churning.

The elimination of the limitation will be cost

effective. Based on our discussion with a Treasury Department

statistician, we believe the revenue loss would be $190

million in 1981, $214 million in 1982, and $240 million in

1983. Contrast these figures with those projected by the

Joint Committee on Taxation for raising the ceiling from

$100,A00 to $200,000t $178 million in 1%81, $188 million in

- 21 -
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1982, and $199,ni1lion-An 1983. The differences in revenue

loss between eliminating the ceiling entirely and raising it

to $200,000 is minimal in comparison to the symbolic and

real growth value of a full investment tax credit for used

equipment. It would establish the policy of Congress for

small bs-iiess gr6wth. This revenue loss will be easily

recouped through increased tax revenues generated from the

sales of the used equipment, increased profits from more

productive small businesses and new incomes from new jobs

created. in addition, the social benefits of increased

productivity, reduced inflation, more products at cheaper

prices on the shelves, more jobs and better balance of

payments position will further justify the necessary changes

in our tax code.

Capital Cost Recovery Legislation

Several bills have been introduced which would

allow the rapid recovery of capital costs through depreciation

reform. On January 23, 1979, Senator Nelson introduced

S. 110, the "Small Business Depreciation Reform Act of

1979." On June 27, 1979, Congressman Jones and Congressman

Conable introduced H.R. 4646, the "Capital Cost Recovery Act

of 1979.", A similar bill was introduced in the Senate as

S. 1435 by Senators Bentsen, Chafee, Nelson, and Packwood.

On August 2, 1979, Congressman Nowak, Chairman of the Sub-

committee on Access to Equity Capital and Business Opportunities,

of the Small Business Committee, introduced H.R. 5096, the

"Small Business Capital Formation Tax Act of 1979," Today,

representatives of small business organizations have testified

- 22 -
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in favor of such legislation. We enthusiastically endorse

the concept of all four of these proposals. In order to

stimulate capital investment and increase productivity

thereby, ve must reform the current tax system for depre-

ciation of equipment. These bills would permit a small

business to recover more rapidly capital that it has invested

in machinery and equipment.

In its 1979 Report, the Joint Economic Committee

found that one of the deterrents to investment spending has

been the interaction of inflation and current tax law. The

Joint Economic Committee concluded that:

Some of the provisions of the corporate
income tax code which were designed in
a noninflationary economy, act as a deter-
rent to investment in the current inflation.
Depreciation allowances based on historical
costs do not allow sufficient deductions to
recover replacement costs. Similarly,
profits on inventory in one sense may be
illusory, because inventory must be
replaced at current cost. On the other
hand, in inflationary periods, corpo-
rations benefit from reductions in the
real value of outstanding debts . ... (P.132).

Some of the tax changes in the Revenue
Act of 1978 will stimulate investment.
But these are not sufficient. We believe
that per dollar of revenue loss, liberali-
zation oZ depreciation allowances would be
the most effective stimulant. (P. 1331

As Chairman of the Federal Reserve, William Miller

emphasized accelerated depreciation as a needed tax change

in his testimony before the Senate Finance Committee on

September 6, 1978:

Accelerated depreciation is a very
efficient way to encourage investment.
The tax benefits of faster depreciation
accrue to a firm only after new plant and

- 23 -
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equipment has been put in place. in
addition, enlarged depreciation allowances
would redress the serious drag on real cor-
porate profitability that has occurred in
recent years as inflation has caused
replacement costs to exceed depreciation
deductions by a wide margin. (emphasis added)
(part 5, page 1173 tt seq.)

We agree with the conclusions of the Joint Economic

Committee and Kr. Killer and urge the passage of legislation

which would allow the rapid depreciation of used equipment

-and machinery over a maximum period of five years. For many

of the reasons previously stated.with regard to the full

investment tax credit, such depreciation tax reform would

aid small businesses in generating the capital necessary to

buy used machinery, resulting in expanded capacity and

increased productivity.

We are concerned that the $50,000 limitation in

H.R. 5096 and the $25,000 limitation in S. 110 on the amounts

which may be depreciated impose too low of a ceiling to be a

meaningful stimulant to small business investment in used

machinery and equipment. As I pointed out earlier in my

testimony, the cost of both new and used machinery has

increased dramatically. In 1978, the average cost of all

used machines sold by our members was $20,0O0. Perhaps the

$25,000 or $50,000 limits would accommodate the small service

company or retail store. However, a small manufacturer has

hardly begun to retool before he has exceeded the limitations

provided for in those two bills. Such limitations are even

more detrimental when applied to used computer-directed or

numerically controlled tools. As I pointed out earlier,.the

- 24 -
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average used numerically controlled machine cost $70,000.

From a small business perspective, a one million dollar

calling on the amount of annual depreciation would encourage

the investment in capital which would ultimately lead to

increased productivity of small businesses in our country.

However, for the entire machine tool industry, an unlimited

annual depreciation should encourage the most capital invest-

ment.

The simplification of our tax laws with respect to

depreciation, which would result from all of these proposals,

would be of great benefit to small businesses. Small

businesses cannot afford a cadre of tax lawyers and accountants

to plan their capital investment. Being able to understand

the simplified depreciation schedule, the small business

person would be more encouraged to increase investment in

machinery and equipment. Under existing law, a great deal

of time is wasted by small business executives in trying to

comprehend our complex depreciation laws and in computing

the allowable depreciation for their equipment. One result

is that depreciation accounting is one of the leading causes

of errors on small business tax returns. Simplification of

the depreciation system will result in savings of money and

time for both small businesses and the government tax officials

who must process the current complex returns.

In some-cases, the current depreciation tax laws

are so complex that small businesses have chosen not to use

the depreciation allowable. For example, the Asset Depreciation

Range (ADRI System was used in 1974 by only .7 percent of

- :25 -
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all corporations, or 11,042 corporations out of a total of

1.6 million. Yet this system shortens the useful life of

assets by up to 20 percent. While 94 percent of the firms

with over $1 billion worth of assets use ADR, only I percent

of the firms that have assets of less than $500,000 used

ADR. (93.3 percent of the firms in this country are small

businesses that have assets less than $500,000). It is

clear that small business does not use ADR. We believe that

it will use the simplified system.

The rapid capital cost recovery will protect the

capital investment of small business against the erosion of

inflation, which currently causes replacement costs to

exceed depreciation deductions. Small businesses will be

able to reinvest their capital in more or upgraded equipment.

With the resulting increase in productivity, the entire

economy will benefit and we will have scored another victory

in our constant battle against inflation.

Furthermore, we need the proposed rapid capital

cost recovery system in order to be competitive with other

industrialized nations which have already adopted rapid

capital cost recovery systems. For example, Canada has

adopted a two-year depreciation system for most machinery

and equipment, and Britain has adopted a capital recovery

time Qf a single year. This has resulted in an accelerated

capital stock renewal process which I analyzed earlier in my

testimony. Used equipment is being replaced more rapidly by

new equipment, and small businesses are replacing old used

equipment with later year more advanced used equipment. The
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result is a more modernized overall industrial plant for

those countries. The high demand for used machinery in

these countries, we believe, is at least partially caused by

the greater supply of used equipment created by the two or

one-year depreciation system. We must adopt a similar

rational tax policy which will stimulate domestic economic

growth and allow us to be competitive in the international

arena. If such steps are not taken, we will see increasing

balance of payment deficits and further devaluation of the

dollar.

Conclusion

In summary, we must reverse the decline in pro-

ductivity in our country through the increased capital

formation which will be stimulated by reform of our tax laws

through removal of discrimination in the investment tax

credit and through a simplified and accelerated capital cost

recovery system. Between these two reforms, we believe

small business will benefit more by allowing it an equal

opportunity to full use of the investment tax credit on its

purchase of used machinery and equipment. The tax credit is

applied to taxes due, while the value of the depreciation

deduction hinges on the amount of capital stock owned and

the tax rate applicable to each company. However, we believe

that both reforms are necessary and must be enacted in the

very near future. These reforms will allow the generation

of capital necessary to the renewal and upgrading of our

nation's industrial plants. They will give small business a

fighting chance against inflation and an opportunity for

- 27 -
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catch-up growth which we need in order to compete effectively

against large domestic and international corporations. Most

importantly, we can increase the productivity of our country,

achieve real growth, and assure a better standard of living

for all Americans.

Thank you Kr. Chairman and members of the Committee.

- 28 -
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Appendix A: This attachment is one of many prepared by
NDNA members for the House Small Business
Committee in 1979.

COMMITTEE ON SALL BUSINESS
USED CAPITAL EQUIPMENT INFORMATION

1. CITy: hariton & Vest Dee Moines. Iowa -

2. TYPE OF BUSINESS: Contract Malchinery & Screw Machine Products

. MACHINERY USED IN OPERATION TODAY:

TYPE OF MACHINES

Patter & Johnson 4W Auto. T=ret Lathe

USED PRICE ,Il PRICE

I30.0.0 .
Varnr Swmay ii3/-" 5 Sindle Auto screw t27. Soo. -,

Soo. 000 ,000

Vm.zn & Swaney 2-_A .. . . 40,000.00 o 00

W 4: : 0 000 00 .M
0- . . . 0000.00 15000

Jget Nili2i and Drillin e 6oo.oo 1,&*.60.0

Irldm"Ia enortia +,j 1m Magthinj 1 .5~ 5. No zzj 00J

Jet Maime Iathe 1-10.00 2
Vrner & Swasy No. 2 Trst Lathe 2,500.00 .5, 00.00

Rockford Cinder 1,000.00 2,250.00

Rockford Krsatal 3and Z Sav i 600.00 1,200.00

Vilton DAL Press 350.00 810.00

Use other side for, additional machines). gob.at 1 -135.0

(SUBTOTALL FROCM OTHER SIDE)

MTERIAL HANDLING EOUIPM=T

TRUCK
NSPECTION E0UIPMENT

CESSOI%, "PZRISHABIZS A
SEcIAL TOOLINGS (TOTAL)

(CUCXS, ETC.; DRILLS, ETC; JIGS, ETC.)

TOTALS ~bcO

o
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TYPE OF MACHINES

Wilton Drill Press "V.S. "

USED PRICE NEW PRICE

* So0.oo S010.00

.... o Dril . P.r.,m, I 100,0 i 2.0*I _ _ _ I _ _ _,0

* 1

SUTOA *000 $115O

I $5oo-oo $1.135-0o
SUBTOTAL
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4. OTHER FORMATION: ?

* Approximate Annual Sales (this year)

* Total Number of Employees -

* Total Operating Costs

(Includes: payroll, occupancy,
sales, production, debt-financing cos

Annual payroll

Office Equipment

Plant Size 7,000 sq. ft.

$,000,000 initial year

$ 65,000 per month

ts)
$ 250, 000
$ 20,000

This comay would not be in business today if used equipment were not
aiailabZ Am the aony as started in 78. The decision to begin
this business was one very large order from a larger coporation.
$250,000 w available through a bank loan and the delivery time
for ne ly mfactured sorewmachinek is l8 months.
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A P P 9 Y D I X B

INVESTMENT TAX CREDIT

The decline in our productivity is caused by several conditions. For
the first time in twenty years, the Joint Economic Committee Annual Report
of 1979 unanimously concluded that an increase in productivity is vital to
the improvement of our economic standard of living and to the reduction of
inflation. A partial cause of this situation is the antiquated production
facilities of many American manufacturers. Another partial cause is the
utilization of inefficient equipment; and yet another partial cause is the
overall age of our country's industrial machinery. The most recent U.S.
survey of machine tools shows only 11% of the industrial machinery in use today
is less than five years old; 76% is at least t, n years old. Equipment renewal
and upgrading are necessary in both large and small manufacturing companies.
Increasing productivity through equipment renewal is best achieved for small
business through the purchase of affordable used machinery and equipment.

Under present law there is a $100,000 limitation on the amount of used
equipment eligible for investment tax credit, but there is no limitation on
the investment credit available for new equipment. This discriminatory tax
treatment impacts directly and primarily on small business which is already
hindered by its inability to externally or internally generate capital
necessary to buy new equipment.

In order to increase productivity and competition, the discriminatory
ceiling on the amount of used property eligible for a tax credit must be
eliminated; and, the carryover provisions available for new property must also
be available for similarly situated used property. Traditionally, small busi-
nesses purchase used capital equipment; large businesses basically purchase
newly manufactured capital equipment. The cost of obtaining capital for
production equipment is high for everyone, especially those who cannot borrow
at the prime rate. Firms purchasing used capital equipment do not have a
chance to offset some of their costs through this tax credit. Confining the
investment credit to only equipment with the latest technology helps primarily
the largest enterprises and basically ignores the numerically greater small
business segment of our economy which needs this tax credit the most. Because
the small business sector offers the greatest potential for increasing employ-
ment, there is normally a direct relationship between increased installation
of used machinery and increased employment.

RESOLVED

Small Business Legislative Council urges and supports changes in
the IRS Code to allow a full Investment tax credit for used machinery and
equipment. This full investment tax credit will allow small businesses to
receive the same tax incentive provided to big businesses and would allow
small businesses to compete, to maintain their current market share, and to
hopefully expand output and productivity.
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July 30, 1980

The position paper -- investment Tax Credit -- is supported,
as of this date, by 51 members of the Small business Legislative
Council:

American Assn. of MESBICs Direct Selling Association
Washington, DC Washington, D.C.

American Assn. of Nurserymen Eastern Manufs. & Importers Exhibit
Washington, DC New York, NY

American Metal Stamping Assn. Electronic Reps. Assn.
Richmond Heights, OH Chicago, IL

Assn. of Diesel Specialists Independent Bakers Assn.
Kansas City, MO Washington, DC

Assn. of Indep. Corrugated Converters Indep. Business Assn. of Michigan
Washington, DC Kalamazoo, MI

Assn. of Physical Fitness Centers Indep. Sewing Machine Dealers of America
Bethesda, MD Hilliard, OH

Automotive Warehouse Distribs. Assn. Intl. Franchise Assn.
Kansas City, MO Washington, DC

Bldg. Service Contractors Assn. Intl. Local and Short Haul Carriers Natl Conf.
Vienna, VA Washington, DC

Business Advertising Council Machinery Dealers Natl. Assn.
Cincinnati, OH Silver Spring, MD

Christian Booksellers Assn. Manufacturers Agents Natl.
Colorado Springs, CO Irvine, CA

"Of me Nations S" ta ikie Aadadon

T. id"M

~w~hMzt D.C 20006

=740D
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Marking Device Assn.
Fvanston, IL

enswaar Retailers of America
Washington, DC

MN Assn. of Commerce & Industry Small
Business Council, St. Paul, N

Narrow Fabrics Institute
New Rochelle, NY

Natl. Assn. of Catalog Showroom Merchs.
New York, MY

Natl. Assn. of Floor Covering Distribs.
Chicago, IL

Natl. Assn. of Plastic Fabricators
Washington, DC

Natl. Assn. of Plastics Distribs.
Jaffrey, NH

Natl. Assn. of Retail Druggists
Washington, DC

Natl. Candy Wholesalers Assn.
Washington, DC

Natl. Coffee Service Assn.
Chicago, IL

Natl. Electrical Contractors Assn.
Bethesda, M

Natl. Family Business Council
West Bloomfield, MI

Natl. Home Improvement Council
New York, NY

Natl. Independent Dairies Assn.
Washington, DC

Natl. Insulation Contractors Assn.
Washington, DC

Natl. Meat Assn.
Washington, DC

Natl. Office Machine Dealers Assn.
Des Plaines, IL

Natl..Paper Box Assn.
Haddonfield, NJ

Natl. Paper Trade Assn.
New York, NY

Natl. larking Assn.
Washington, DC

Natl. Patent Council
Arlington, VA

Natl. Pest Control Assn.
Vienna, VA

Natl. Small Business Assn.
Washington, DC

Natl. Society of Puhlic Accountants
Washington, DC

Natl. Tire Dealers & Retreaders Assn.
Washington, DC

Natl. Tooling and Machining Assn.
Washington, DC

Natl. Tour Brokers Assn.
Lexington, KY

Power &- Com. Contractors Assn.
Washington, DC

Printing Industries of America
Arlington, VA

Sheet Metal & Air Cond. Contrs.
Natl. Assn., Vienna, VA
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CAPITAL INVESTMENT RECOVERY

Small business has seen its role in the U.S. economy dwindle for
decades. Much of the reason for its decline lies in its inability to get
the capital to be able to compete with large business in this country.
The corporate giants, meanwhile, have access to the capital they need at
the lowest available rates. They continue to increase their share of the
Gross National Product at the expense of small business.

This competitive country must redirect its economic structure to return
to the principles of private enterprise upon which it was founded. At the
rate we are going there will soon be no small business in America. The
American dream of starting one's own business and making it a success will
be nothing more than a dream. No one man or woman will be able to come close
to competing with the major corporations.

The U.S. Congress can help restore the American dream by passing legs.
lation facilitating the recovery of capital. But it must be of genuine he:
for the small business and not a tool for big business to continue to take
over and freeze out small business as it has been doing for years. The
corporate giants, with their easy access to capital at the lowest rates,
would use any legislation to accelerate expansion to the disadvantage of
small business if there is not a ceiling on the benefits. The small retailer
would get little joy from his newly won benefits if he found a major corporate
chain was using them to open a store next door. This would happen without a
ceiling. The small manufacturer would find the same thing. Whatever he was
able to invest in new productive equipment would be more than matched by the
well-heeled giant that had been r;rning him out of business anyway. In some
industries, major corporations who presently subcontract would find it a
greater advantage to manufacture themselves should legislation without a
ceiling .be passed.

Any tax bill accelerating depreciation should provide a 10% investment
tax credit for all equipment machinery, and furnishings. It would allow
them to be depreciated over tour years. This type of capital investment

uld be depreciated as much as four or five times faster than presently
allowed.' These breaks would be targeted to small business by limiting to
$i million the amount of total investment in equipment, machinery and
furnishings upon which accelerated depreciation would be allowed.

Buildings and fixtures would also be depreciated much faster. These
types of investments could be written off in 10 ears. This type of invest-
ment could be depreciated as much as sx s faster than under present
rules. This break would also be targeted to small business by limiting to
$1 million per year the amount of investment in buildings ard fixtures upon
whfch accelerated depreciation would be allowed.
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Over 97-1/2% of all U.S. companies woul~be able to use this legis-
lation to full advantage. Most of the remaining 2-1/2% of companies,
which account for 79% of the investment in this country, could use it up
to the ceiling amounts. Thus this bill both would help small business
and significantly reduce the revenue loss that would occur if there were no
ceilings on benefits.

RESOLVED

Increased capital investment by small business is essential if this
basic American institution is to survive and prosper. SBLC endorses
legislation that will encourage increased capital investment by small busi-
nesses. The combined effect of more rapid depreciation and increased invest-
ment tax credit will assure small business a greater return on its investment
in such capital, thereby making small business more profitable, and better
able to compete in all markets.
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July 31, 1980

The position paper -- Capital Investment Recovery -- is supported,
as of this date, by 51 members of the Small Business Legislative
Council:

American Assn. of MESBICs Direct Selling Association
Washington, DC Washington, DC

American Assn. of Nurserymen Eastern Manufs. & Importers Exhibit
Washington, DC New York, NY

American Textile Machinery Assn. Electronic Reps. Assn.
Washington, DC Chicago, IL

Amusement & Music Operators Assn. Indep. Business Assn. of Michglan
Chicago, IL Kalamazoo, MI

Assn. of Indep. Corrugated Converters Indep. Business Assn. of Washington
Washington, DC Bellevue, WA

Assn. of Physical Fitness Centers Indep. Sewing Machine Dealers of America
Bethesda, MD Hilliard, OH

Automotive Warehouse Distribs. Assn. Inst. of Certified Business Counselors
Kansas City, MO Lafayette, CA

Building Service Contractors Assn. Intl. Franchise Assn.
Intl., McLean, VA Washington, DC

Business Advertising Council Local and Short Haul Carriers Natl Conf.
Cincinnati, OH Washington, DC

Christian Booksellers Assn. Machinery Dealers Nat]. Assn.
Colorado Springs, CO Silver Spring, MI

*Of Vw NAnl Sma &fssru AssoclaWn

v Nmiig

WlgrL D.C "M
,V7on
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Manufacturers Agents Natl. Assn.
Irvine, CA

Menswear Retailers of America
Washington, DC

Nati. Assn. of Brick Distributors
McLean, VA

Natl. Assn. of Floor Covering Distribs.
Chicago, IL

Natl. Assn. of Plastic Fabricators
Washington, DC

Natl. Assn. of Plastics Oistribs.
Jaffrey, NH

Natl. Assn. of Retail Druggists
Washington, DC-

Natl. Beer Wholesalers Assn. of Am.
Falls Church, VA

Natl. Burglar & Fire Alarm Assn.
Washington, DC

Natl. Candy Wholesalers Assn.
Washington, DC

Natl. Coffee Service Assn.
Chicago, IL

Natl. Concrete Masonry Assn.
Herndon, VA

Natl. Electrical Contractors Assn.
Bethesda, MD

Natlh Family Business Council
West Bloomfield, MI

Natl. Home Furnishings Assn.
Washington, DC

Natl. Home Improvement Council
New York, NY

Natl. Independent Dairies Assn.
Washington, DC

Natl. Office Machine Dealers Assn.
Des Plalnes, IL

Natl. Office Products Assn.
Alexandria, VA

Natl. Parking Assn.
Washington, DC

Natl. Patent Council
Arlington, VA

Natl. Pest Control Assn.
Vienna, VA

Natl. Precast Concrete Assn.
Indianapolis, IN

Natl. Small Business Assn.
Washington, DC

Natl. Society of Public Accountants
Washington, D.C.

Natl. Tire Dealers & Retreaders Assn.
Washington, DC

Natl. Tooling and Machining Assn.
Washington, DC

Natl. Tour Brokers Assn.
Lexington, KY

Natl. Wine Distrib. Assn.
Chicago, IL

Power & Comm. Contractors Assn.
Washington, DC

Sheet Metal & Air Cond. Contrs.
Natl. Assn., Vienna, VA
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Senator NELSON. Our final witness on this panel is Mr. J.
Stephen Putman, president of F. L. Putnam & Co., on behalf of the
National- Association bf Securities Dealers.

STATEMENT OF J. STEPHEN PUTNAM, PRESIDENT, F. L.
PUTNAM & CO., NATIONAL ASSOCIATION OF SECURITIES
DEALERS
Mr. PUTNAM. Thank you, Mr. Chairman, and Senator Duren-

berger.
My name is Steve Putnam, and as you have mentioned, I am

president of the securities firm of F. L. Putnam and Co., which is
headquartered in Boston, Mass., with branches in Florida, and
throughout the Northeast. In the past year, incidentally, we have
underwritten $5 million in first time market offerings, and $7
million in tax incentive investments.

Doug Parrillo, NASD vice president of regulatory policy and
procedures is with me today.

I am appearing before you today as both a member of the broker-
dealer community, and also a member of the joint industry/Gov-
ernment committee on small business financing, a committee cre-
ated by the NASD in the fall of 1978 to address the capital-raising
problems of small business.

Composed of securities industry members, this committee has
been assisted by representatives of the Securities Industry Associ-
ation, the Securities and Exchange Commission, the Department of
the Treasury, the U.S. Small Business Administration, the Nation-
al Association of Small Business Investment Co.'s, the National
Venture Capital Association, the White House Conference on Small
Business, and the chief counsel to the Senate Select Committee on
Small Business.

The work of this joint committee culminated in the preparation
of a special -report entitled, "Small Business Financing: The Cur-
rent Environment and Suggestions for Improvement." We present-
ed this report to the U.S. Senate Select Committee on Small Busi-
ness on May 22, 1979.

With your permission, I would like to submit a copy of the report
for the record.

Senator NEsoN. We will receive the report, but we will have to
make a decision as to whether we ought to print it in full in the
record. It will be accepted either for our files or for the record.,

Mr. PUTNAM. Thank you very much, Mr. Chairman.
-One of the things, as you will recall, that we found in this report

was that small business financing was facing a growing number of
impediments to capital formation, and we made suggestions for
improvement of that environment. Many of these have been direct-
ed to Congress and many of them resulted in certain bills concern-
ing taxation and Federal securities law.

Some of these you have in front of you now, including Senate bill
653, Senate bill 1967, Senate bill 2168, and Senate bill 2239. Again,
I would like to reiterate our support of these particular bills.

Obviously the need for capital formation is probably the most
pressing need that we have today. Certainly the vote ofthe White

,The report was made a part of the committee file.

65-969 0 - 80 - 68 (pt.3)
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House Conference put that as No. 1 in the problem area. The first
five recommendations that they made related to capital formation.

I cannot speak to all these bills today, but I would like to speak
to a bill that really is not a tax reduction, but we feel could be
extremely helpful in capital formation, and that is Senate bill 1967.

As you will recall, this closely tracks one of the principal recom-
mendations of our joint committee, and was introduced by you and
also Senator Packwood on November 1, 1979. What it will do is
create a tax deferred reserve equal to the cost of carrying certain
securities under the Federal securities laws. It has a limitation of
$1 million for each particular firm, therefore it is not going to
become a windfall for any particular broker/dealer.

Furthermore, since it does have that limitation, the impact on
the Treasury is very small. Furthermore, it is a deferral of taxes as
opposed to a tax reduction. What it really does is speedup the

ocess of recovering what could be recovered in bad markets
use you could get that particular tax benefit back again, but it

would not come back again fast enough to provide the capital
necessary in a severe market decline.

We also feel that this particular bill will definitely assist the
small broker/dealers who have declined by 37 percent over the
past 10 years. We feel it will allow new financing for these smaller
fims because the broker/dealers who underwrite these particular
issues will know that there will be a market made in those issues
after the stock has dropped.

In conclusion, I would again like to endorse all the bills that I
mentioned, and others that I have not had time to mention, and
urge you to put this particular bill, Senate bill 1967, high on the
-list of priorities since the impact is small as far as Treasury is
concerned, and the impact will be significant.

Thank you, Mr. Chairman.
Senator NELsoN. Thank you.
[The prepared statement of Mr. Putnam follows:]



2133

STATEMENT
OF

J. STEPHEN PUTNAM
ON BEHALF OF THE

NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.
BEFORE THE

U. S. SENATE COMMITTEE ON FINANCE

July 31, 1980

Mr. Chairman and members of the Committee, my name is J. Stephen

Putnam and I am President of the securities firm of F. L. Putnam & Company,
which is headquartered in Boston, Massachusetts, with branch offices In Florida and
throughout the northeast. With me today are Frank-J. Wilson, NASD Senior Vice
President, Regulatory Policy and General Counsel, Douglas F. Parrillo, NASD Vice

President, Regulatory Policy and Procedures, and Raymond Cocchi, NASD Director
of Cengre~. and State Liaison.

/ am appearing before you today as both a member of the broker-dealer
community and as a member of the Joint Industry/Government Committee on Small
Business Financing, a committee created by the NASD in the fall of 1978 to address

the capital-alsing problems of small business. Composed of securities industry

financing experts, this Committee was assisted by representatives of the Securities

Industry Association, the Securities and Exchange Commission, the Department of
the Treasury, the U. S. Small Business Administration, the National Association of
Small Business Investment Companies, the Nplonal Venture Capital Association,

the White House Conference on Small Business and the Chief Counsel to the Senate
Select Committee on Small Business.

The work of this ,Joint Committee culminated In the preparation of a

Special Report entitled, Small Business Financingi The Current Environment and
Suggestions for Improvement. It was presented to the U. S. Senate Select Commit-
tee on Small Business, chaired by Senator Nelson, on May 22, 1979, at a time when,
I am pleased to say, I was serving as Chairman of the NASD's Board of Governors.
With your permission, Mr. Chairman, I would like to submit that Report for the
record. In this Report, our Joint Committee concluded that small businesses face

an uncertain future unless barriers to investment In these *nterprises are elimi-

nated. To that end, the Committee made a number of recommendations, most of
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which were directed to the Congress and many of which concerned taxation and
federal securities laws. Several of these recommendations have since been incor-
porated into legislative initiatives, many of which are before this committee today.

As this Committee is aware, capital formation is a very complex sub-
ject. It is a multifaceted process involving a continuous interaction of many
marketplace forces both economic and regulatory. In its examination of the capital

formation problems of small business, our Joint Committee found that over the
years, numerous obstacles have developed In the cipital-raising process and these

impediments have reached the point that large nun bers of smaller businesses are
now being prevented from attracting the capital they need to develop and grow.
Because of the complexity of the issue, we do not believe that the solution to the

capital formation problems of small business will be found in a single legislative
initiative. Rather, we believe that the means for improving the environment for

small business financing lies in a well-balanced and coordinated series of initiatives
which will collectively address this ma" er. Although each Individual legislative
initiative in this area represents a step in the right direction, what is required is a
comprehensive plan of action which will attack the problem on many fronts.

Earlier this year, this committee held hearings at which the NASD testified on a

number of bills which are designed to aid small business. We believe many of these
bills are meritorious and If enacted, will contribute, in an appreciable way, to the

strengthening of our nation's economy by allowing small business o remain the

leading creator of Jobs, innovation and technology.

My specific comments today concern S.1967, a bill introduced by Senator

Nelson on November 1, 1999.

S.1967, which closely tracks one of the principal recommendations of our
Joint Committee, would allow market makers to place up to $1 million earned from

market making activities In securities of companies with equity capital outstanding
of $25,000,000 or less into a ten year, tax-deferred "profit reserve." Additions to

the reserve for any one year would not be permitted to exceed 30 percent of the
fair market value of average equity positions carried for such market making

purposes during that year. Since the amount of money going into the reserve in any

one year would be directly tied to the amount a firm invests in market making
positions In smaller companies, S.1967 is in a very real sense a long-term capital

incentive. For the average securities firm, it would take a considerable amount of
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time for it to reach the $1,000,000 cap. From an impact study of our Joint Com-
mittee'3 proposal, which was somewhat broader in scope than S.1967, we found that
for calendar year 1977, a total of 487 broker-dealer market makers would have
been able to defer somewhere in the vicinity of $20,000,000 in tax liabilities, or
about $40,000 per firm, on gross revenues from market making in over-the-counter
securities of approximately $330 million. Although $20,00n,000 In deferred tax
reserves represents a modest impact on the Treasury, the benefits to the small
business sector of the nation's economy by means of 8.1967 would be substantial.

In that connection, it Is important to note too that by virtue of the
$1,000,000 maximum, S.1967 would not result in a windfall to any broker-dealer,
large or small The benefits derived from S.1967 will be directly linked to the
contributin a firm makes to improving the depth and liquidity of markets. What
S.1967 will do is bring about more and better markets in securities of smaller
issuers, particularly by smaller, local broker-dealers. These are the firms that have
provided local Investors and local Issuers with a full range of Investment services.
For many local businesses that were not of interest to venture capital groups or
major underwriting houses, it has been the local, regional broker-dealer that has
brought them public and provided secondary markets for their securities. The
contraction of the broker-dealer community since the early 1970's, a phenomenon
which has not spared the local, regional firm, has hit small business the hardest
since many of the large national firms do not find the sponsorship of small firms to
be an economically attractive activity.

8.1967 will substantially improve the ability of small businesses to raise
the funds necessary to promote their growth, particularly small, developing
companies which are not considered high-technology firms. (Although there has
bea some resurgence of late in the new-issue market, it has been limited mainly to
the high technology, fast growth companies. Broad-based support for small,
developing companies, outside of the Ligh technology area, has yet to materialize.)

By improving the prospects for aftermarkets In their securities - markets
with adequate depth and liquidity - S.1967 will facilitate the raising of equity
capital by smaller businesses. Clearly, an Investor is not going to purchase a stock
In a small business which he may not be able to sell or sell only at a price substan-
tially lower than what he paid. To bring about better markets, incentives to
encourage risk market making in the securities of smaller companies by existing
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broker-dealers and new entrants to the securities business are needed. The avail-
ability of tax-deferred reserves would provide one such Incentive by giving a
broker-dealer some limited form of protection against losses Incurred In the per-
formance of his market making function. The use of reserves would serve to
smooth out the tax consequences which accrue to the broker-dealer community,
particularly smaller broker-dealers, by recognizing the cyclical nature of the secur-

ities business. These tax-deferred reserves would provide a much-needed cushion

during periods when markets are declining and the need for a viable market makuig
community the greatest.

In our opinion, this bill is of critical importance, particularly as the
number of securities firms engaged in risk market making continues to decline in
the face of an increased need on the part of small businesses for additional sources
of new capital. Endorsements of S.1967 by the Homestead Small Business Tax
Conference sponsored by the Small Business Committee of the Section of Corpora-

tion, Banking and Business Law of the American Bar Association and the Small
Business Legislative Council of the National Small Business Association, evidence a
growing support for the measure. Also, co-sponsorship of the bill by Senator
Packwood and expressions of Interest in S.1967 by several members of the Senate

indicate to us a growing appreciation of the problem and the need for independent
securities firms to render capital-raising assistance to small businesses.

Members of the Committee, that concludes my testimony. I want to
thank the Chairman for this opportunity to appear before you today and at this
time, I would be happy to answer any questions you might have.

Thank you for your attention.

S....
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Senator NKLSON. We designed this package to include the meas-
ures that we thought would do the most good, and that is the
reason that we did not include in here 10-5-3. This was targeted
toward independent entrepreneurs.

Thank you very much, gentlemen, for your thoughts and your
testimony.

We have one more witness, who was not here at the time he was
called. Senator Durenberger has graciously agreed to stay for that
presentation.

Senator DuRMBG oz. Mr. Shaker, if you would proceed.

STATEMENT OF WILLIAM H. SHAKER, EXECUTIVE VICE
PRESIDENT, NATIONAL TAX LIMITATION COMMITTEE

Mr. SHAKER. I am William Shaker. I am executive vice president
of the National Tax Limitation Committee, representing Lewis
Uhler, our president.

On behalf of our directors, and more than one half million mem-
bers, I express our appreciation for this opportunity. During the
course of the last week or so, we have followed the testimony
before your committee with a great deal of interest. Our 500,000
members, and indeed all Americans want and need tax relief
now-not in 1981, 1982, but right now.

We say, tax relief, because no one is really advocating a tax cut
that would allow citizens to pay less this year than they did a year
ago. Instead the advocates of various tax cuts are merely trying to
slow down the rate at which our taxes are increasing.

Americans are now paying a greater percentage of their income
in taxes than at any time since World War II. Unless tax relief is
enacted immediately, 1980 will see taxes go up $64 billion. The
President's budget shows another $88 billion tax increase planned
for 1981. It is imperative that Congress enact meaningful tax relief
and spending cuts right away.

Indeed, many of those who have appeared here to argue that we
cannot cut taxes because of the deficit we face this year are the
very people who are in a position to reduce that deficit. What they
are really saying, therefore, is the taxpayer must pay for their
mistakes, and to us that is far from acceptable.

The current line from the White House is even less acceptable to
our members. The idea that it is unwise or even immoral to discuss
cutting taxes in an election year seems to us simply outrageous.

In a democratic system, the people have the right to expect
major policy questions to be debated at the one time that they are
in a position to influence their elected representatives, and their
leaders. The American people have a right to expect those who
aspire to public office in this country to share their concern about
economic problems, inflation, and yes, even taxes. That, after all, is
what our political system is all about.

That is why it was so shocking the other day to read that a high
administration official came before the committees of Congress last
week to denounce what he termed "political tax cuts." He was, Irealize, merely reflecting the President's view, but that hardly
excuses him.

We can understand the President's desire not to talk about taxes.
In the past 4 years, while no one was watching, his administration
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uetly let our taxes rise to a sum equal to nearly $4,000 per
erican family. That is the amount of increase in the last 4

years.
Senator DURFNBERGER. You might say that the increase in the

last 4 years exceeds that of the first 200 years of the history of this
country, which is another way to put the same emphasis.

Mr. SHAm. That is very significant.
Within this election year the increase has been more than $1,000

per American family. That, we also think, is outrageous.
At the same time, some Members of Congress started to talk

about tax relief as an expenditure of Government money, as if the
taxpayer's money is not his, but theirs, and that by giving him
relief they are irresponsibly giving away money that properly be-
longs in the U.S. Treasury.

Well, it ain't so. It never was, and it never will be. The Govern-
ment does not have the right to take everything it wants, only
what it legitimately needs, and what the people allow it to take.

To break the spend/tax/inflation cycle will require immediate
and significant cuts in spending. A tax cut alone will not be
enough. We have urged, as a long-term solution, a constitutional
amendment to limit Federal spending-the Heinz-Stone amend-
ment-which, Mr. Chairman, you are a cosponsor of. But we also
recognize today that short-term remedies are needed.

There is no program, no agency, no department of this Govern-
ment that could not save money between now and the end of the
current fiscal year. We don't advocate cutting essential social serv-
ices, or the capability that this Nation needs to defend itself.

But when the kind of waste detailed by a subcommittee of the
Senate last week is allowed to go on, when Government agencies
are allowed and even encouraged to go on year-end spending binges
that cost the taxpayers billions of dollars, things simply are out of
control.

In conclusion, we urge that at least one-fourth of the 1980 tax
increase be given back to the American people, and that at least
one-half of the tax increases planned for future years be rescinded.

Senator DURENBERGER. I have just one question. It seems to me
the limitation on spending by the ability of this country to gener-
ate the income to finance that spending, or the constitutional
amendment you referred to, is only half or one part of the disci-
pline this system needs. The other, which we have been working on
now for some time, is indexing the tax bracket to inflation.

Does your organization have a position on this. If so, what is it,
and what efforts are being put into selling that concept to taxpay-
ers around this country?

Mr. SHAKER. What we are recommending in our detailed testi-
mony is that part of the planned tax increases be given back. We
are recommending that part of the 1980 tax increase be given back
in the form of job producing kinea of tax relief. Then in 1981, 1982,
and into the future years, one-half of planned tax increases be
provided as tax relief and be given back pro rata in relationship to
the amount of the planned increases in the various sectors.

I think indexing the tax brackets for inflation is certainly a very
equitable way to provide the tax relief to the individual. Indexing
would certainly remove Government's incentive to inflate.
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Senator DUTRENBERGER. Thank you very much for your testimony,
and your testimony in full will be made part of the record.

Mr. SHAK=. Thank you very much.
[The prepared statement of Mr. Shaker follows:]
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TESTIMONY OF THE NATIONAL TAk LIMITATION COMMITTEE

- Lewis K. Uhler, President -

Senate Finance Hearings on Tax Cut Proposals

Senate Finance Committee

July 31, 1980

Presented by

William H. Shaker, Executive Vice President

SUMMARY OF POINTS

1) Planned tax increases for 1981, 1982, and 1983 total
$250 billion.

2) Scheduled tax increase for 1980 will amount to $64.3 billion.
Planned tax increase for 1981 will total an additional
$88 billion.

3) We urge that tax relief equal to one-quarter of the 1980
tax increase be enacted for fourth quarter 1980, and
that one-half of the tax increases planned for 1981 and
1982 be rescinded.

4) 1980 tax relief to be effective immediately, and 1981 tax
relief to be effective October 1, 1980.

5) The recommendtJ amount for 1980 of $15.5 billion should
be allocated to job-producing tax relief, and tax relief
for future years be allocated between job-producing
tax relief and tax relief for individuals pro rata
based on planned tax increases.

6) Immediate and significant cuts in federal spending must
also be made. NTLC will specify recommendations in
this area.

7) NTLC urges an amendment to the U.S. Constitution to limit
federal outlays as a long-term solution, but recognizes
today that short-term remedies are also needed.

8) This program of tax relief and spending control will pare
federal spending to 18.7% of GNP by 1984 at a savings of
$184 billion.
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TESTIMONY

During the course of the last week or so we have followed
the testimony before your committee-withageat deal of interest.
Our 500,000 members want and need tax relief now -- not in 1981
or 1982, but right now.

We say tax relief because thcy know as well as most of the
witnesses that have appeared before you that no one is really
advocating a tax cut that would allow the citizens of this
country to pay less this year than they did a year ago. Instead,
the advocates of various tax cuts are merely trying to slow down
the rate at which our taxes are increasing.

And we all know that federal spending and taxes are increas-
ing at an unprecedented rate. Americans are now paying a
greater percentage of their income to the government than at any
time since World War II.

Unless tax relief is enacted immediately, 1980 will see taxes
go up $64 billion; and the President's Budget shows another $88
billion tax increase planned for 1981.

Under the circumstances, it is imperative that Congress enact
meaningful tax relief and spending cuts right away. The arguments
against doing so strike us as less than persuasive.

Indeed, many of those who have appeared here to argue that
we can't cut taxes because of the deficit we face this year are
the very people who are in a position to reduce that deficit.
What they are really saying therefore is that the ta2Mayer must
pay for their mistakes and to us that is far from acceptable.

The current line from the White House is even less acceptable
to our members. The idea that it is unwise or even immoral to
discuss cutting taxes in an election year seems to us outrageous.

In a Democratic system the people have a right to expect
major policy questions -t--be-debated at the one time that they
are in a position to influence their elected representatives
and leaders.

Frankly, we believe that the question of taxes and spending
ought to be a major focus of political debate this fall. The
American people have a right to expect thosewho aspire to public
office in this country to share their concern about economic
problems, inflation, and, yes, even taxes. That, after all, is
what our political system is all about.
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That's why it was so shocking the other day to read that a
high Administration official's testimony last week denounced what
he termed "political" tax cuts. He was, I realize, merely
reflecting the President's view, but that hardly excuses him.

Senator Long's response to this as reported in The Washington
Post was precisely on point. You will recall that he indicated
then that he didn't know when there wouldn't be a political di-
mension to such a discussion. He was right, of course, and we're
sorry that the Administration doesn't recognize the truth in this.

We can understand the President's desire not to talk about
taxes. In the past four years while no one was watching, his
government quietly let our taxes rise by a sum equal to nearly
$4,000 per American family, with over $1,000 per family taken
out of our hide in this election year, alone.

And at the same time, some members of Congress have started
to talk about tax relief as ar expenditure of government money
as if the taxpayer's money is not his, but theirs, and that by
giving him relief they are irresponsibly giving away money that
properly belongs in the U.S. Treasury.

Well, it isn't so. It nEver was -- and it never will be.
The government does not have a right to take everything it wants --
only what it legitimately needs and what the people allow it to
take.

As this committee and the Congress analyzes the specific
proposals before it, however, Are would urge- that they be viewed
in context.

The problem today is not just that individual and business
taxes are too high. They are high and the Administration is
resisting the pressure to lower them because we are facing huge
deficits at the federal level which are, in turn, fueling the
inflationary pressure that drives people into still higher tax
brackets.

In short, we find that we have consciously or unconsciously
managed to construct a closed circle in which each problem makes
the others worse.

Thus, we are told that we can't cut taxes because that would
increase the deficit. But the current tax rates are discouraging
investment, increasing unemployment, and thereby requiring increased
federal spending which also tends to increase the deficit.

And, indeed, we are now told that these very problems are
the cause of the higher deficits.
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Cutting the tax rates as some are proposing will help break
that circle as will the accelerated and simplified depreciation
proposals that others are urging, but if nothing else is done,
we won't have solved anything.

To break the spend/tax/inflation circle will require immediate
and significant cuts in government spending. A tax cut alone
won't be enough.

We have urged a long-term solution in the form of a Consti-
tutional spending limit, but we. recognize today that short-term
remedies are also needed.

Our testimony provides additional detail, for our tax relief
proposal, along with specifics for reducing government spending.

Suffice it to say that there is no program, no agency,
no department in this government that couldn't save money
between now and the end of the current fiscal year. We don't
advocate cutting essential social services or the capability this
nation needs to defend itself.

But when the kind of waste detailed by a sub-committee of
the Senate last week is allowed to go on; when government
agencies are allowed and even encouraged to go on year-end
spending binges that cost the taxpayers billions of dollars,
things are out of control.

The job of this government -- of the Executive and Legis-
lative branches -- must be to take control now. The tools are
there and must be used; spending can be deferred. Funds can be
impounded to save money so that you can provide the citizens
of this country with the relief they need and have every right
to expect.

In conclusion, we urge that at least one-fourth of the
1980 tax increase be given'back to the American taxpayer; and
that at least one-half of the tax increases planned for future
years be recinded.

And we urge at the same time that you take whatever steps
might be necessary to give voice to the urgent need for a halt
to runaway government spending.
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Addendum

Scheduled Tax Increases for 1980, 19811 and 1982

The President's 1981 budget shows planned tax increases for
the next three year period ending in 1982of $253 billion. $64.3
billion of this tax increase was planned for 1980 and another $88
billion increase for 1981. $50 billion of the 1981 tax increase
is attributable to bracket creep, the windfall tax, and increases
in the social security taxes.

The overall increase in tax burden over this three year
period is 69.8%. Individual income taxes will be up $101 billion
or 46.3%. Social Security taxes are scheduled to rise $75.5
billion or 52.7% and corporate taxes are scheduled to increase
$70.3 billion or 85%.

Tax Relief Urged

We urge that tax relief equal to at least one-fourth of the
planned tax increases be enacted at once for 1980; and one-half
of 1981 and 198-2 tax increases be recinded: and tax relief
equivalent to at least one-fourth of the planned tax increases be
granted for 1983 and in 1984. We recommend that this be allocated
between individual tax relief and job-producing tax relief in
proportion to the amount of planned tax increases for these two
categories. The proposed allocation of this tax relief is
summarized in Table II.

This program of tax relief and spending control will pair
federal spending to 18.7% of the Gross National Product by 1984
at a savings to the taxpayer of $184 billion over five years.
The Jones Spending Limit bill (HR 4610) at 18.5% of GNP and eight
other spending limit statutes pending in the House would produce
spending at less than our recommended level of 18.7%.

Both Congress and the President have the power to cut federal
waste immediately (during the fourth quarter, 1980).

Wasteful and excessive federal spending can be curtailed
immediately. The first place to start would be a slow down in the
practice of "federal dumping."

Both the President and the Congress have the power to make
such cuts -- and'to make them in fiscal year 1980. We could care
less which branch of government makes these cuts -- but it is
essential that they be made.
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The Congressional Budget and Impoundment Cont'rol Act of 1974
grants the President certain powers to control (with the active
or negative consent of the Congress) the rate at which funds are
spent. The Act impowers the President to curtail spending
through the device of deferrals and rescisions.

During the last two years of the Ford administration (the
first two years that the Act was in effect), the President pro-
posed rescisions and deferrals which, on the average, amounted
to 5.76% of federal outlays: 60% of Ford spending cutbacks were
approved and put into effect.

Applying the same percentages to the 1980 budget would
produce $34 billion in spending cutback proposals and $21 billion
in actual spending reductions.

Federal Dumping

Restraining year-end splurges and budget obligations
by the federal agencies is essential.

Unspent appropriations are obvious targets for budget re-ductions -- a fact understood by administrators, budget officers,
and legislators. From one perspective, unexpended balancesrepresent an opportunity for cost savings. But they are also
a point of vulnerability. Thus, agency administators often
strive to expend their entire appropriation, a practice whichhas come to be known as "use it or lose it" or "federal dumping."

For example, the General Accounting Office found that in thelast two months of fiscal year 1979, HUD obligated 47.2% of its-
annual budget. GAO says this practice has continued since theyear 1976. Further, the obligations (to be used for low income
housing and public housing assistance) were partly "deobli-gated" once they had served their purpose in maintaining the
budget level. As a result, many housing project sponsors whohad been earlier advised by HUD of tentative funding approvalfound their funds had been withdrawn, creating what one Housemember has called "a multi-billion dollar slush fund."

In addition to HUD, notable surges in fiscal year 1979
obligations during August and September included EPA, 41.7%;
Commerce, 30.3%; Interior, 23.1%; HEW, 22.9%; DOE, 22.8%; and
the Postal Service, 22.1%.
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The General Accounting Office charges that these practices
are used to "prevent funds from lapsing, to give the appearance
of greater achievement than has actually transpired, or to
recognize the potential liabilities that are at best speculative."

According to the General Accounting Office, seven bf the
major federal agencies extended more than 20% of the total 1979
outlays during the last two months of the fiscal year. One
approach would be to limit agency spending in the last two months
to no more than the rate of spending during the previous ten
months; with provision for necessary exceptions to be authorized
by the director of the Qffice of Management and Budget.

Applying NTLC's proposed year-end spending limit to these
seven agencies would have produced a savings of $21.22 billion
in 1979.

We attempted to lea-rn of obligations so far incurred in
1980 but found that there is no current central compilation of
agency obligations. The only documentation that we know of is
a treasury report that runs four to five months behind.

Nonetheless, it is reasonable to assume that savings of
similar magnitude can be achieved in 1980.

Calculations of these savings is given in Table I1.
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PLANNED TAX INCREASES

Percentage Increase from Previous Year

Type of Tax 1980 1981 1982 % Increase over
the 3 year period

IndividualI
Income Tax 9.6% 15.0% 16.1% 46.3%

Social

Security Tax 34.5% 15.5% 15.2% 52.7%

Corporate Taxes 21.9% 16.2% 17.7% 85.0%

All Taxes 13.8% 17.2% 27.4% 69.8%

1 Source: derived from Budget Receipts
of the U.S., Fiscal Yea - p.W

by Source, The Budqet

TABLE 1

65-969 0 - 80 - 69 (pt.3)
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TAX RELIEF ALLOCATION

Amount of Tax Relief (billions of $'S)

1980 1981 1982 1983 1984

Job of Producing

Tax Relief

Tax Relief for

Individuals

Cumulative

Tax Relief

15.5!

15.5

36

40

56

69

76 125

60

92

152 184

TABLE II

69

115



1979 Year-End Fed_ A Dumping

FY 1979 (billions)

August & September
outlays

's %

Total 1979
outlays if
last 2 months
spending con-
strained to
spending rate
during 1st
10 months

± f

$16.107

$ 2.238

$14.360

$ .907

$ 1.393

$

$,

3.273

1.420

47.2%

41.7%

22.9%

30.3%

23.1%

22.1%

22.8%

$21.558

$ 3.742

$57.992

$ 2.500

$ 5.557

$13.801

S 5.737

Savings avail-
able for Tax
Relief under
year-end spending
limit

$12.514

$ 1.614

$ 4.695

$ .491

$ .469

$

$

.973

.464

,tCAL POTENTIAL SAVINGS 1$21.22

TABLE 11

Outlays
during

Jan. - July

Acncy

HIUD

EPA

HEW

Commerce

Interior

Postal
Service

DOT

Total 1979
outlays

$34.072

$ 5.356

$62.687

$ 2.991

$ 6.026

$14.774

$6.201

$17.965

$ 3.118

$48.327

$ 2.084

S 4.631

$11.501

$ 4.781
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Senator DuRzEB=EzR. The hearing is adjourned.
[Whereupon, at 2:05 p.m., the committee adjourned, to reconvene

subject to the call of the Chair.]
[By direction of the chairman the following communications were

made a part of the hearing record:]
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TESTIMONY OF
REPRESENTATIVE CLIM4E J. BROW

M. CHAIRMAN,

THIS IS A POLITICAL YEAR. SPEECHES ARE LONG. TEMPERS

- AM SHORT.
R TM IS SHORT TOO, BOTH FOR THIS CONGRESS AND FOR THE

ICONoY. SO I SHALL 51 BRIM.

I URGE THE CO ITIEE TO TAKE SHELTER FROM THE POLITICAL STORM-

BY BASING A TAX CUT ON SOUND ECONOMIC PRINCIPLES WITH AS LITTLE

POLITICAL INVOLVEMENT AS POSSIBLE.

THIS SAME APPROACH HAS TURNED THE HIGHLY PARTISAN, IDEOLOGI-

CALLY DIVERSE JOINT ECONOMIC COMMIITTEE INTO A UNITED BIPARTISAN

VOICE FOR ECONOMIC GROWTH WITHOUT INFLATION.

THE LAST FIFTEEN YEARS OF VARIOUS TYPES OF TAX CHANGES,

GYRATING INFLATION RATES, AND SUPPLY SHOCKS HAVE RATTLED THE

ECONOMIC PROFESSION AS MUCH AS THE ECONOMY. OLD THEORIES HAVE

BEEN DONE IN. NEW CONSIDERATIONS HAVE BEEN PUSHED TO THE FRONT.

LET ME LIST THEM, IN SOMEWHAT ABBREVIATED FORM.

1. TAX CUTS DO NOT WORK SIMPLY BY REDUCING THE AVERAGE TAX

BURDEN AND GIVING PEOPLE OR BUSINESSES MORE MONEY TO SPEND,

BECAUSE THE GOVERNMENT BORROWS THE MONEY RIGHT BACK. IT IS

THE SHAPE OF THE TAX CUT THAT MATTERS, NOT THE SIZE. DEMAND

MANAGEMENT IS A MUCH WEAKER TOOL THAR PEOPLE USED TO THINK.

2. TAX RATES -- NOT TAX DOLLARS, TAX RATES -- CONTROL THE

AFTER TAk RATES OF RETURN TO VARIOUS ACTIVITIES. SPECIFI-

CALLY, MARGINAL TAX RATES -- NOT AVERAGE TAX RATES --
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GOVERN THE REWARD TO ADDED INVESTMENT, ADDED SAVINGS, AND

ADDED LABOR. TO ENCOURAGE MORE SAVING, INVESTMENT,. WORK

EFFORT, AND GROWTH, AS OPPOSED TO CONSUMPTION AND LEISURE,

IT IS THE MARGINAL RATES THAT MUST BE LOWERED. IT IS THE

RISE IN THESE RATES FOR THE LAST FIFTEEN YEARS THAT HAS

STRANGLED SUPPLY AND BROUGHT AN END TO GROWTH. THIS IS

NOT POLITICAL HYPE. IT IS AN ECONOMIC FACT OF LIFE WHICH

ECONOMISTS TRIED TO IGNORE FOR FORTY YEARS, AND WHICH THE

INFLATION OF THE LAST FEW YEARS HAS MADE SO OBVIOUS THAT IT

HAS BEEN REDISCOVERED WITH MUCH PAIN AND ANGUISH.

3. INVESTMENT AND FEDERAL DEFICITS ARE FINANCED BY MONEY

THAT HAS BEEN SAVED OR BORROWED. THIS BORROWED MONEY CAN

BE NEW MONEY OR OLD MONEY. IF THERE IS ENOUGH PERSONAL

AND BUSINESS SAVING TO FINANCE BOTH THE DEFICIT AND A

HEALTHY AMOUNT OF INVESTMENT, THEN THE BORROWING IS OLD

MONEY AND THE COUNTRY WILL GROW WITHOUT INFLATION. IF

SAVING IS TOO LOW, THEN INVESTMENT IS CROWDED OUT UNLESS

THE FEDERAL RESERVE BUYS UP THE BONDS WITH NEW MONEY,

WHICH CREATES INFLATION.

4. TAX CUTS WHICH GO ST&A!C1T INTO SAVINGS ENLARGE THE

SAVINGS POOL FOR FINANCING DEFICITS AND INVESTMENT. THEY

ARE NOT INFLATIONARY. LARGER DEPRECIATION ALLOWANCES GO

STRAIGHT INTO CORPORATE SAVING AUTOMATICALLY, ENLARGING TOTAL

NATIONAL SAVING BY AS MUCH AS THE DEFICITS, AND WILL ENCOURAGE

FURTHER SAVING VIA RETAINED EARNINGS BESIDES. IN THE SAME

FASHION, CAREFULLY DESIGNED PERSONAL SAVINGS INCENTIVES ARE

AVAILABLE (I HAVE INTRODUCED TWO ) WHICH WILL ENCOURAGE

INCREASES IN PERSONAL SAVINGS FAR LARGER THAN THE COST OF
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THE BILLS TO THE TREASURY. THAT IS THE CRITERION ON

WHICH TO MEASURE THE VALUE OF A SAVINGS INCENTIVE.

5. FINALLY, THERE IS NO NEED TO SLASH REVENUES TO

RESTRUCTURE THE TAX CODE. THE REVENUE INCREASE FROM

THE EFFECT OF INFLATION ON THE PROGRESSIVE INCOME TAX

IS ENORMOUS, MOUNTING TO WELL OVER $100 BILLION ANNUALLY

BY 1985. THIS IS REVENUE GROWTH IN EXCESS OF THE RATE

OF INFLATION, IN EXCESS OF THE AMOUNT NEEDED TO KEEP

GOVERNMENT SPENDING CONSTANT IN REAL TERMS. THERE IS

NO NEED TO KEEP IT. IT CAN BEST BE USED TO GET SAVINGS,

INVESTMENT, AND EMPLOYMENT GROWING AGAIN. I REFER YOU

TO RECENT TESTIMONY BEFORE THIS COMMITTEE BY DR. MARTIN

FELDSTEIN FOR A STRONG ENDORSF'IENT OF THIS VIEW.

PROMPT ACTION TO IMPROVE DEPRECIATION ALLOWANCES AND SAVINGS

INCENTIVES ARE THE TWO MOST-IMPORTANT SUPPLY SIDE STEPS THE

COMMITTEE COULD TAKE. IT IS CERTAINLY TRUE THAT ANY TAX CUTS

UNDER CONSIDERATION FOR THE NEXT FEW YEARS SHOULD BE SUPPLY SIDE

TAX CUTS. IT IS NOT TRUE, HOWEVER, THAT ALL SUPPLY SIDE TAX

CUTS ARE FOR BUSINESS. PERSONAL TAX RATE REDUCTIONS THAT RAISE

THE SUPPLY OF SAVINGS OR LABOR ARE ALSO ON THE SUPPLY SIDE. IN

SEEKING TO BALANCE BUSINESS TAX REDUCTION WITH PERSONAL TAX

CUTS, THE COMMITfEE SHOULD NOT ASSUME THAT IT MUST WASTE THE

PERSONAL PART OF THE TAX PACKAGE BY GIVING UP REVENUE IN AN

INFLATIONARY DEMAND SIDE WAY.

I URGE THE COMMITTEE TO TAKE THE FOLLOWING STEPS.

i. REPORT OUT A DEPRECIATION BILL TO RAISE THE AFTER-

TAX REWARfi TO INVESTMENT, TO COUNTER THE EFFECT OF

INFLATION ON THE DEPRECIATION ALLOWANCES, WilCl1 NOW PR ODUCES
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EFFECTIVE TAX RATES SHARPLY HIGHER THAN STATUTORY RATES.

THE ASSET LIVES LAID DOWN BY TREASURY ARE FUNDAMENTALLY

ARBITRARY, AND BEAR NO RELATIONSHIP TO THE TRUE RATE OF

ECONOMIC DEPRECIATION AND OBSOLESCENCE OF EQUIPMENT IN A

COMPETITIVE HIGH TECHNOLOGY WORLD. THE COMMITTEE SHOULD

NOT HESITATE TO ABANDON THE USEFUL LIFE CONCEPT IN FAVOR

OF EITHER THE CONABLE-JONES OR ULLMAN APPROACHES, OR EVEN -

FIRST YEAR WRITE-OFF. THE FASfER THE WRITE-OFF, THE BETTER.

2. REPORT A BILL TO REDUCE THE MARGINAL TAX RATES ON

SAVINGS INCOME. THIS CAN BEST BE DONE BY SEPARATING

INTEREST, DIVIDEND AND CAPITAL GAINS INCOME FROM EARNED

INCOME. I HAVE A BILL WHICH DOES THIS, H.R. 6400. EACH

TYPE OF INCOME, EARNED INCOME ON THE ONE HAND AND INTEREST,
DIVIDEND AND TAXABLE CAPITAL GAINS ON THE OTHER, WOULD

START OVER IN THE 14 PERCENT BRACKET. EACH COULD RISE TO

A MAXIMUM TAX OF 50 PERCENT. THE IDEA IS TO MOVE SAVINGS

INCOME INTO THE LOWER BRACKETS, INSTEAD OF STACKING THE

TWO TYPES OF INCOME ON TOP OF EACH OTHER TO REACH TiE

HIGHEST BRACKETS. THESE HIGH RATES IN CURRENT LAW ENCOURAGE

CONSUMPTION AND THE USE OF TAX SHELTERS, AND DISCOURAGE AND
MISALLOCATE SAVING. H.R. 6400 IS SIMPLE; IT SHARPLY

INCREASES THE RATE OF RETURN TO SAVING; IT IS CHEAPER THAN

ROLLOVER BECAUSE TAXES ARE NOT DEFERRED FOR YEARS -- THEY

ARE PAID ANNUALLY, ALTHOUGH AT REDUCED RATES.

ANOTHER GOOD APPROACH IS A 25 PERCENT EXCLUSION OF ALL

INTEREST AND DIVIDEND INCOME IN EXCESS OF THAT ALREADY

COVERED BY THE $200-$400 100 PERCENT EXCLUSION. I HAVE

PROPOSE) THIS IN H.R. 6375. THE POINT IS TO GET THE TAX

RATES DOWN AND THE INCENTIVES UP ON ANY ADDED SAVINGS

INCOME, WITHOUT CEILINGS WHICH CUT OFF THE INCENTIVES.
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A TABLE COMPARING THESE TWO BILLS AND THE'ROLLOVER

APPROACH (H.R.5779) IS ATTACHED.

3. IF A LESS TARGETED GENERAL TAX CUT IS TO BE CONSIDERED,

IT SHOULD ALSO BE A REDUCTION IN THE MARGINAL TAX RATES,

OR AT LEAST A SUBSTANTIAL WIDENING OF THE TAX BRACKETS.

CHANGES IN THE PERSONAL EXEMPTION, THE STANDARD DEDUCTION,

AND OTHER SUCH "FIRST DOLLAR" CREDITS DO NOTHING TO IMPROVE

INCENTIVES AT THE MARGIN, WHERE THEY COUNT.

LET ME END BY EMPHASIZING THE MAIN LESSON OF THE LAST FIFTEEN

YEARS. IT IS THE SHAPE OF THE TAX CUT THAT MATTERS, NOT THE SIZE.

A TAX CHANGE WILL SUCCEED OR FAIL DEPENDING ON WHETHER OR NOT IT

CHANGES MARGINAL TAX RATES AND INCENTIVES. THE AMERICAN PEOPLE

AND THE AMERICAN ECONOMY ARE READY TO GROW. ALL WE NEED IS&GET

BACK A LITTLE OF THE AFTER-TAX INCENTIVE THAT INFLATION HAS TAKEN

AWAY.
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SUPPLEMaENTAL TO STATEMENT OF PTzR J. HART OF PRICE WATERHOUSE & Co.

TAX DEDUCTIONS FOR EMPLOYEE CONTRIBUTIONS

TO RETIREMENT PLANS OR IRAs

Price Waterhouse strongly urges that any tax cut legislation

include a provision which would permit employees who participate

in tax qualified retirement plans to claim tax deductions for con-

tributions they might make to either the retirement plan or to an

Individual Retirement Account (IRA).

Under present law, no tax deduction is permitted for employee

contributions to qualified plans, and an employee who is an active

participant in such a plan is precluded from contributing to.an

IRA. The change we suggest would accomplish a number of important

objectives.

Deductions would greatly enhance the ability of employees to

save for retirement. That would be helpful in alleviating the

much criticized lack of responsiveness of the private pension sys-

tem to inflationary pressures on retired employees, since employees

would have an incentive to put aside funds for retirement over and

above the pensions their employers are able to provide. Moreover,

the additional savings generated during working years would be

counter inflationary. This change would also reduce the pressures

which many employers presently encounter from employees, particu-

larly young employees, who would like to opt out of participating

in the employer-sponsored retirement plan so as to be eligible to

establish IRAs. Those pressures have been responsible for some

employer-sponsored plans being terminated.

Tax deductions for employee contributions would also make it

possible for employers, particularly small businesses, to use em-

ployee contributions as a funding mechanism for improving the

basic retirement benefits provided by the plan, or in some cases

to preserve a plan which financial considerations might otherwise

force an employer to terminate. At the present time, tax consi-

derations make mandatory employee contributions a burdensome and
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inefficient manner of funding plan benefits. Providing deducti-

bility would allow cooperative financing efforts by both employer

and employees to maintain or improve benefits.

In summary we believe deductible employee contributions would

significantly strengthen the private pension system, enhance sav-

ings and capital formation, and mitigate the inflationary effects

which might otherwise be associated with tax reduction.

Mich4-0-. Klein, Jr.
New York, New York
August 1, 1980

RlqcIVVUhabouse &-Ca7
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STATEMENT OF M. LEE RICE, PRESIDENT,

OGDEN TRANSPORTATION CORPORATION, ON BEHALF OF

THE NATIONAL MARITIME COUNCIL,

THE SHIPBUILDER'S COUNCIL OF AMERICA,

THE U.S. MARITIME COMMITTEE, INC., AND THE

AMERICAN MARITIME ASSOCIATION

Mr. Chairman and members of the Committee,

my name is Lee Rice. I am president of Ogden

Transportation Corporation and Chief Executive

Officer of Avondale Shipyards, companies engaged in

the construction and operation of maritime vessels.

I am also Chairman of the Executive Committee of the

National Maritime Council; a Director and member of

the Executive Committee of -the Shipbuilder's Council

of America; and Chairman of the U.S. Maritime

Committee, Inc. This statement is submitted on

behalf of the above companies and organizations. In

addition, the American Maritime Association supports

this statement. Together, the above organizations

represent a substantial part of the U.S. flag

independent shipping fleet and most of the domestic

private shipbuilding capacity.
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Introduction

My statement deals with an important element

of capital cost recovery: the type of capital

recovery needed by the shipping industry, including

ship construction companies and companies engaged in

national and international commerce in cargo carrying

ships.

On March 19, 1980 I appeared before the

House Ways and Means Committee in connection with the

tax provisions of H.R. 4769, the Omnibus Maritime

Regulatory and Revitalization Reform Bill. In

marking up the tax provisions of H.R. 4769, the House

Ways and Means Committee voted to delete Title IV,

containing a series of tax provisions, pending more

general consideration of capital cost recovery for

the business community in general. The present

hearings before the Senate Finance Committee (as well

as simultaneous hearings now occurring before the

Ways and Means Committee) now raise these broader

issues of depreciation and other capital cost

recovery proposals. We believe it is now appropriate

for this Committee to consider tax proposals relating
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specifically to the operators of merchant marine

vessels and, as a corollary, to the shipbuilding

industry.

A key provision of Title IV of H.R. 4769

would permit five-year depreciation for the

construction cost of domestically built U.S. flag

merchant ships and ten-year depreciation for U.S.

flag ships built outside the United States.

This provision, along with others in Title

IV of the maritime reform bill, recognizes that the

rebuilding of the U.S. flag merchant marine fleet

requires positive incentives for the users of ocean

transportation to change existing patterns of

procurement of shipping services, both bulk and

liner. At the present time these services are

dominated by foreign-flag vessels. The incentive

chosen is cost of service parity with foreign

competitors, to be coupled with aggressive U.S.

ownership operating style.

We need a major increase in U.S. flag and

U.S. built vessels. To achieve this goal, we must

recognize the key role which capital recovery plays

in international ocean transportation. Under present
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accelerated depreciation rules, the shortest

allowable useful life of a vessel under the asset

depreciation range system ("ADR") is 14.5 years.

This period is allowed regardless of where a ship is

built; even foreign built ships owned by U.S.

taxpayers are entitled to the same depreciation life

as a U.S. built ship.

The depreciation provision that appears in

the Maritime Reform Bill is not cast in stone.

However, I urge that shipping be included in any

accelerated cost recovery rules which the Committee

adopts. Specifically, we believe that any new

shipping depreciation rules should create a

differential in favor of new ships built and-

registered in the United States, rather than abroad.

I urge you to accept two basic policy propositions:

First, shipping should receive faster cost recovery

than is now provided by U.S. tax law. If owners of

U.S. flag vessels are to be competitive in world

shipping markets -- as present policy dictates as a

priority national objective but does not implement --

parity in capital cost recovery is essential. Such

parity does not now exist.
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Second, a bias ought to be created in favor

of U.S. built ships. We believe that U.S. flag

shipping must be granted capital recovery incentives

comparable to the five year vessel life proposed in

H.R. 4769. We are also convinced that asset life is

an effective method to bias an owner's choice of

vessel origin, if capital cost recovery of a foreign

built vessel is significantly longer than the

depreciable life of a U.S. built vessel.

The Present Crisis

in Maritime Policy

On March 19 I discussed before the Ways and

Means Committee the precipitous decline in capacity

within our U.S. flag shipping and domestic

shipbuilding industries, and the need for legislative

assistance. I pointed out that international

shipping and ship construction are, at the present

time, dominated by foreign built and foreign

registered vessels.

Over the past three decades, our country has

declined from its position as world leader in
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shipping and shipbuilding to reach a point, as we

move into the 1980's, where as to both shipping and

shipbuilding, we are heavily dependent on foreign

vessels to carry the bulk of our own country's

foreign trade.

This country's basic policy however, has

long been that a merchant marine operating under the

U.S. flag and manned by U.S. citizens -- and a U.S.

shipbuilding industry with substantial capacity --

are essential to the nation's welfare. Further,

these national assets should be provided through

private ownership, fostered by government aids where

necessary in order to make the private fleet

internationally competitive.

The shipping industry -- companies which

build ships and companies which operate ships in

commerce -- competes on two fronts. It competes with

shipbuilders and merchant marines of other

countries. It also competes with other American

companies for productive resources, including capital

and labor. Many foreign governments, particularly

our most intense competitors, subsidize their

maritime industries through a variety of tax and
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nontax aids. Our government also assists the U.S.

maritime industry through direct subsidy and tax

assistance programs; however, these existing aids

have not been adequate in helping our industry

compete with the Soviet Union, with Japan and with

other competitors on the international maritime

scene. Because of this situation, the Omnibus

Maritime Regulatory Reform bill currently under

consideration by the House Merchant Marine and

Fisheries Committee would make a number of

improvements in existing operating-differential and

construction-differential subsidy programs, and in

existing tax incentives.

A. Shipping Companies

We must do more to enable the U.S. flag to

recapture a fair share of international commerce --

as well as of our own foreign commerce -- in a market

dominated increasingly by government-controlled

fleets, international consortiums and cartels, and by

a wide array of direct and indirect subsidies

(including tax incentives).

At the end of World War II, more than half

of the merchant shipping of the world was carried in
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U.S. flag vessels. Today, however, the U.S. fleet

carries only about 5 percent of our international

trade by tonnage, as opposed to comparable carriage

of over 65 percent by the Soviet Union," 44 percent

for Japan, 34 percent for the United Kingdom, and 34

percent for France. The United States stands alone

in tolerating, even encouraging, movement of its own

trade in foreign-flag ships.

You do not need to be reminded of our

dangerous dependence on foreign petroleum. You

should also recognize that we must now import 68 of

71 critical raw materials such as manganese, cobalt,

and nickel. At present, U.S. flag vessels transport

less than 4 percent of our imported petroleum and

virtually none of our dry bulk export or import

cargoes. Nor does U.S. flag fleet capacity exist to

meet this cargo demand. Our U.S. flag capability in

scheduled liner international trades is higher, yet

its share of export-import cargoes is in decline.

This situation exposes us to embargoes and

to price cartels similar to OPEC. The national

security implications of this fleet deterioration are

brought into sharp focus by comparing the Russian and
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U.S. fleets in 1950 and today. In 1950 we had over

3,500 ships totalling over 37 million deadweight

tons. Today we have only 576 active and reserve

oceangoing ships, of which 495- have direct military

support capability and, in a national emergency,

would be subject to control by the U.S. Navy. This

would leave approximately 81 vessels to transport

commodities essential for the functioning of our

domestic economy. Since 1950 the Russian fleet has

been increased from 437 ships and a carrying capacity

of under 2 million deadweight tons to over 2,500

vessels totalling well over 20 million tons, of which

1,650 are modern ships suitable to support military

forces. The remaining vessels are available for

political purposes and to earn "hard" currencies.

Defense Department testimony before the

House Merchant Marine Subcommittee has shown plainly

that:

1. The U.S. does not have enough military

sealift to provide combat support for U.S.

forces already overseas.

2. The U.S. does not have enough sealift to

reinforce U.S. forces in NATO under combat

conditions.
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3. The U.S. does not have enough sealift to

transport U.S. forces to the Middle East and

support them in combat.
1

4. U.S. airlift can provide less than 10

percent of the combat requirements, and only

if sufficient airfields are available,

adequately suplied with fuel and ground

maintenance crews, and not under attack.

High ranking naval officers, led by Admiral

Thomas H. Moorer, Y ve emphasized that sealift is

essential, and that this is an area where our country

is in trouble:

"There is no war plan, no contingency plan in the
entire inventory in the Pentagon that does not
assume at the outset that we are going to control
the seas and have the ships necessary o support
the air and army forces we put ashore."

This assumption rests on the availability to us of

the NATO fleet in time of crisis or war. Recent

events in the Middle East and the mixed reactions of

our allies underscore the serious situation in which

I/Statement of Vice Admiral Kent G. Carroll and Lt.
General Arthur G. Gregg before the Merchant Marine
Subcommittee, Merchant Marine and Fisheries
Committee, U.S. House of Representatives,
December 13, 1979.
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prolonged neglect of our merchant marine has placed

us. For me, as a citizen, it is chilling to reflect

that ?resident Carter's forebearance with Iran and

repeated ruling out of military force may ultimately

be motivated by an accurate perception of the

military realities of our defense situation.

B. Ship Construction

Turning now to shipbuilding, elaborate

testimony before the House Merchant Marine

Subcommittee has shown that without new legislative

initiatives to induce vessel owners to purchase ships

in the United States, this country's shipbuilding

capacity will fall substantially below the level

needed for national security.
Without new inducements, shipyard employment

will fall, during 1982-1984, to about 60 percent of

the required shipyard mobilization base level. A

recent article in the New York Times reported that

the shipbuilding industry has 160,000 workers in

all -- this is down from 180,000 in late 1977.1/

/New York Times, July 23, 1980, p. Dl.
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Within this total capability, the best estimates are

that only about three-fourths of this total

represents useful capability to support national

security needs. If present trends continue, we are

in danger of losing the minimum base of skilled

manpower which is needed to serve in a short-term

national emergency and which must be expanded 'if a

more protracted crisis or war occurs. We are also in

danger of losing the supplier base to our marine

construction market, because it is perceived by many

suppliers as a tiny market in danger of shrinking

further because of the lack of a meaningful U.S.

maritime policy.

TABLE 1 indicates projected future levels of

shipyard employment within the mobilization base

through 1986. These manning levels are compared to

the "sustaining" employment level of 116,500

employees, which is a realistic required manning

objective derived from testimony of both the :
Department of Defense and the Department of

Commerce. Assuming that present Administration plans

to increase the 5-year naval shipbuilding plan to 95

ships is implemented, the level of manpower
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utilization still falls far below the required level,

as shown in TABLE 2. Clearly, we cannot allow the

nation's security to be put in such jeopardy. In

addition to the skilled shipyard workers who will be

permanently lost to the industry, we will lose the

engineering and management skills which form the

heart of our expansion base if a national emergency

should arise.

While the U.S. flag merchant fleet and our

shipbuilding industry have been allowed to decline in

capability, our economic and political competitors

have moved aggressively to strengthen their maritime

industries. Although different foreign countries

have varying objectives and methods, including

special tax incentives, to promote and maintain these

capabilities, it is generally true that no other

major industrial power has allowed itself to become

so dependent on others for shipbuilding and shipping

services as has the United States. The Russians have

become a major shipping power. They operate their

fleet for political purposes, as a naval auxiliary,

and as an important -- and effective -7 means to earn

65-969 0 - 80 - 70 (pt.3)
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hard currency to finance their food and technology

imports from the West.

Similar currency conversion goals motivate

the Peoples Republic of China; their fleet has grown

faster in the last five years than any other in the

world. For Japan, shipping and shipbuilding are

logical extensions of their fundamental national

economic strategy: importing raw materials and

processing and exporting finished products. By using

their own shipping, they buy FOB and, hence, minimize

the cost of imports and the demand for foreign

exchange and, similarly, they sell CIF to maximize

price and foreign earnings. The United States, which

shares in all these shipping and shipbuilding

industry needs, has no effective policy at all.

C. Summary

In summary:

(1) Our existing U.S. flag merchant fleet

must be expanded by tax incentives and other means to

serve the direct national security requirements I

have described. The fleet must be large enough and

flexible enough to serve the nation's international

economic needs and to protect us against excessive
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reliance on vessels of other countries for the wcter

transport of our vital exports and imports.

(2) The decline in workload in this

nation's shipbuilding and ship repair yards beyond

1980 must be stemmed. The capacity of this industry

to met our vital defense requirements, as defined by

the Departments of Defense and Commerce, must be

improved greatly.

(3) The solution to these problems lies in

stimulating a commmercial shipping and shipbuilding

program through tax and other incentives. The tax

proposal I am making to you reflects the specific

circumstances and needs of our industry. It reflects

the kind of capital cost recovery which will keep us

competitive not only with the merchant marine of

other countries but also with other American

industries.

Before discussing tax depreciation rules in

further detail, it will be useful, I believe, to

outline briefly the basic structure of the

international merchant marine industry.
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Structure of International

Merchant Marine Industry

Vessels in the international merchant marine

industry fly the "U.S. flag" or a "foreign flag."

References to "flag" are to the one nation where a

vessel is "registered" (in the same sense that an

automobile is registered in one U.S. state).

Usually, the country of registry ("flag country")

requires that the vessel be nominally owned by a

corporation incorporated in that country. However,

the country of incorporation of the beneficial

corporate owner of a vessel may be, and often is,

different from the country where the ship is

registered.

A. U.S. Flag Vessels

U.S. flag vessels must be owned by U.S.

corporations or individuals,!-/ must use U.S.

4/citizen crews-/ and, in order to qualify for many

governmental subsidies, must be built in

-/46 U.S.C. S221.

4/46 U.S.C. S1132(a).
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U.S. shipyards./ While U.S. operating and

construction costs are substantially higher than
foreign costs for the same services/ the merchant

marine provisions of the U.S. Code reflect a policy

aimed at making the U.S. shipbuilding industry and

the U.S. flag fleet competitive in international

ocean trade.2 / The maritime Administration carries

out this policy through a number of programs.-a

546 U.S.C. S1180. The crew requirement creates
higher operating costs and is an important
competitive disadvantage to'registering vessels under
the U.S. flag. U.S. operators can buy vessels
overseas for U.S. registry if they intend not to
apply for most federal subsidies. Furthermore, in
the world market for vessels today, most foreign
governments provide substantial subsidies to vessel
purchases. See generally Maritime Administration,
Maritime Subsidies (1978). The higher cost of
building and operating U.S. built vessels thus
produces a significant disadvantage.

6/Antitrust Division, Department of Justice, The
Regulated Ocean Shipping Industry, 20, 48-51 (1977).

2/46 U.S.C. Sll01.

_/These provide (a) operating subsidies, (b) con-
struction subsidies, (c) guarantees for ship
mortgages, (d) subsidized purchases of obsolete
vessels, (e) reimbursement. of construction costs for
certain national defense features conforming to naval
standards, (f) war risk insurance during wartime, and
(g) enforcement programs which restrict coastwise
trade and federal government cargoes to U.S.
registered vessels. Maritime Subsidies, supra note
5, at 168-176.
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The overall aim of these programs is to

preserve a subsidized U.S. flag fleet which can

compete in world trade. (Some nonsubsidized U.S.

companies compete in foreign trade by using foreign

built vessels and low cost vessels near the end of

their useful operating lives.) The subsidized and

nonsubsidized operators together form a U.S. fleet

which today in only tenth in size in the world,

having slipped from fifth place in 1966.2/

B. Foreign Flag Vessels

In the case of industrialized foreign
/

countries, much or most of the merchant marine

capacity registered in each country is beneficially

owned by citizens or residents of that country.

Vessels registered in these countries are eligible

for numerous government subsidy programs. Much or

most of the merchant marine capacity of less

developed countries is "internationally" owned --

that is, owned by residents of other countries. In

both cases, these foreign flag vessels take advantage

of low foreign construction costs, low wages and

2 /Diaritime Administration, "Merchant Fleets of the
World," 11 (September 1976); id. 18 (January 1979).
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other low operating costs. Some foreign governments

with aggessive maritime policies, especially

communist countries, themselves own the major

ship-operating companies within their- countries.

These companies serve foreign and military policy

goals or serve as sources of hard currency; they are

not subject to normal requirements to earn profits,

and they are even more vigorous contenders for

business in ocean trade than many privately-owned

companies owning foreign flag vessels.-/

A large number of foreign flag vessels

(registered in both developed and less developed

countries) are owned by U.S. companies through their

controlled foreign corporations ("CFCs"). The

principal reason for the foreign registration of this

U.S. owned fleet is that foreign registry enables

these vessels to take advantage of low foreign

construction and operating costs. However, in order

to qualify for the Maritime Administration's War Risk

Insurance Program,1 1 /

l2/Bulgaria, China (People's Republic), East
Germany, Poland, Rumania, the U.S.S.R. and Yugoslavia
have fleets in approximately the top third of the
world's fleets.

11/46 U.S.C. SS1281 et seq.
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the owners of many of these vessels -- especially

vessels registered in Honduras, Liberia and Panama --

have agreed to make their vessels subject to age

limitations, to prohibitions on long term charter

agreements with certain foreign citizens, and to

formal commitments to the Maritime Administration

allowing their recall by the U.S. government during a

national emergency. Although the reliability and

availability of these vessels is less than that of

U.S. flag vessels, we must presently rely on this CFC

fleet to a major extent to support national emergency

needs, since the U.S. flag fleet is insufficient in

size to meet these needs. This CFC fleet makes up

the major portion of what is called the "Effective

U.S. Control Fleet."

Comparison With Other

Countries' Capital Cost

Recovery Policies

Since 1936 U.S. maritime policy has been

based largely on the cost parity concept. The

Merchant Marine Act of 1936 and the 1970 amendments
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focus on three areas of cost parity: capital cost,

operating cost and financing cost. However, as I

noted earlier, the different political, economic and

national security perceptions of free world and

communist bloc powers have led to policies which have

seriously eroded the parity position of the U.S. flag

fleet.

Essentially, other countries' policies have

changed while ours have stood still.

We must recognize the pivotal role which

capital recovery plays in the cost structure of

international ocean transportation. As capital cost

has become, and continues to be, a major cost element

in shipping economics, we must extend parity to

include equivalency of capital recovery.

The pivotal role of capital cost recovery

has not escaped the policymakers among our free world

competitors, most of whom have much faster

depreciation schedules for maritime vessels than we

have in the United States. TABLE 3 summarizes the

capital recovery programs of the leading maritime

nations in which depreciation is a factor in tax

liability, and of several representative other

countries. Included are the fleets of the top twenty
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maritime nations, other than the communist countries

and countries (including Liberia, Greece, Panama and

Singapore) which do not impose substantial income

taxes on their maritime industries. Also included

are fleets of developed and less developed countries,

among which Brazil, South Korea and Taiwan Wave

rapidly expanding maritime industries. TABLES 3

through 5 show that, among free world countries, the

United States ranks 16th by depreciable life (see

TABLE 4) and 15th by first year depreciation allowed

(see TABLE 5)d"2/

The attached tables show, in general, that

the largest fleets in the world are registered in

countries that impose the lowest tax obligations.

All the developed countries except the United States

use capital cost recovery policy as a powerful

incentive to invest in domestic shipping. And most

countries with major national flag maritime interests

have a tax environment more conducive to shipping

investment than that of the United States.

ITABLE 4 was prepared by the Shipbuilders Council
of America and appears in its publication, A New
Direction For U.S. Maritime Policy (1979), pp. 21-26.
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Recognizing the importance of the

shipbuilding industry to their economies, a number of

countries, including Canada, Brazil and South Korea,

provide more attractive tax treatment of vessels

built domestically than for those built abroad.13/

l_/In Canada the general depreciation rate for
vessels is 15 percent of the undepreciated capital
cost. Income Tax Act, Paragraph 20(1) (a);
Regulations Pt. XI, Section li00(l)(a)(vii);
Regulations Pt. XI, Schedule II. A separate rule
applies to vessels in the hands of the original owner
if the vessels have been constructed and registered
in Canada. Regulations, Pt. XI, Section 1101(2a).
Depreciation on these vessels is allowed at the rate
of 33-1/3 percent. Regs. Pt. XI, Section ll00(l)(v).

Brazil provides a general useful life of 20
years for ships. Depreciation is allowed at a rate
of 5 percent of the cost of the ship per year.
However, ships constructed and registered in Brazil
(or approved by the Superintendent of Merchant

Marine) may be depreciated over five years. In this
latter case depreciation is allowed at a rate of 20
percent per year. To be eligible for the increased
depreciation deduction, an amount equal to 15 percent
of the cost of the ship must be invested for each of
the five years in ships constructed in Brazil.
Income Tax Regulations, Art. 194 et seq.; Portaria
No. GB-163 of May 19, 1969.

In South Korea the general useful life for
vessels is 12 years (chemical vessels), 15 years
(tankers) and 18 years for other steel vessels. If a
ship is built with machinery or equipment 60 percent
or more of which was manufactured in South Korea,
however, additional depreciation equal to 40 percent
of the ordinary depreciation may be deducted
annually. Ministry of Finance, Korean Taxation, p.
99 (1979).
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Denmark, Norway, Sweden and West Germany

allow depreciation of vessels to begin during the

construction period (rather than commencing when the

vessel is placed in service). See-TABLE 3.

The average depreciation lifetime in the

countries surveyed in TABLE 3, excluding the U.S., is

11.2 years. Every country but one with a fleet

larger than that of the U.S. offers a shorter tax

depreciation lifetime. Of the countries offering

shorter depreciation lives than the U.S., all but two

are developed countries. The United Kingdom allows

an immediate one-year deduction for ship construction

costs.

Nine countries also have first year "bonus"

depreciation provisions. The nine include three of

the five fleets larger than that of the U.S., and,

with one exception, are developed nations. The U.S.

provision is the least stimulative of the nine

countries.

The above comparisons shed some light on the

capital recovery environment in which the U.S.

maritime industry operates. Most comparable

countries provide capital recovery in ways which,

overall, are more stimulative than those of the U.S.
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Realistic U.S. Tax Policy

for Shipping Industry

We believe that the above comparative data

provides a base on which to build realistic and

modern capital cost recovery provisions for the

maritime industry.

A bias in favor of U.S. construction of U.S.

flag vessels will provide a strong economic incentive

to operators to buy vessels from U.S. shipbuilders.

This differential will create more jobs for skilled

employees in U.S. shipyards. It will attract and

keep skilled workers in the ship construction

industry. It will increase the number of modern U.S.

ships able to serve both commercial and military

needs. It will increase Defense Department access to

U.S. ships in the event of a national emergency. And

this policy will increase the capacity and readiness

of U.S. shipyards to build military ships on short

notice for the armed forces.

Many persuasive economic arguments can be

made -- on the basis of Gross National Product,

investment, balance of trade, employment and

reduction in the federal deficit -- for building all
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of our ships in the U.S. However, it is possible

that the number of ships which owners will want to

have under U.S. flag will exceed the number that

needs to be bu-ilt in U.S. yards if the industry is

supported by national policy and funding limitations

as the minimum shipbuilding mobilization base. A

major increase in actual numbers of U.S. flag vessels

is highly desirable. For this reason, we believe

that Congress ought to allow for certain conditions

under which foreign built U.S. flag ships would be

eligible for speedy cost recovery. However, an

economic bias in favor of building in the U.S. is

essential in order to assure that the nation's

shipyard mobilization base is maintained.

Several precedents in existing U.S. tax law

support the proposed distinction between U.S. and

foreign built property. The investment credit-rules,

for example, make the credit unavailable generally to

property used predominantly outside the United

States14/

14/Code section 48(a)(2). The investment credit
for movie and television films' is also available,
generally, only for production costs allocable to the
United States. I.R.C. 548(k)(5).
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Accelerated depreciation on residential rental

property is available generally only if the property

is located within the United States
1 5/

Conclusion

We must do more to enable the U.S. flag to

recapture a fair share of our foreign commerce in a

market dominated increasingly, as I have said, by

state-controlled fleets and a wide array of direct

and indirect subsidies.

We must also keep U.S. shipbuilding capacity

in a state of readiness to support the needs of

national defense when called on. By improving the

attractiveness of U.S. flag shipping investment --

including investment by private capital sources

within our country -- a realistic tax policy will

induce new construction of vitally needed American

ships, improve our continuing ship construction

capacity, and update our defense readiness.

l/Code section 167(j)(2).
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I urge you to include improved shipping

depreciation in general cost recovery rules which you

may adopt as a result of these hearings.
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TABLE 3.

Capital Cost Pecovery Summary

Kxtrta

first Salvage
Lifetime Normal Year Value Corporation

cokt (years) raio Allowance Waived Mtar Tax. Sate

Australia 16 150% Os 20% yea Cr. V 4%
Belgium 1 200% Ds yes VAT Oxempt 48i
MalA 20 3/ SL yes 301

Camada 7 3/ 02 yes " a-51s
Oenmark 3 OR 30 4_/ yes VAT exempt 7/ 7%
IUadne L0 SL yes 15 IT 121
Frace 8 250% D yea VAT exempt 5F
India 20 SL 2S% Ye , 60% 1/
Italy 10 1, SI. is% 3 yea CO. 'AT 34%

exempt
Japan 13, 15 200% OS 451% no CO 42%. $4 /
Metherlande 20 2001 OS Yas VXT exempt; 4%

LS% M'C
Norway 13-20 Si 25% 1/4 yes M VAT 24%, 51, j/

4XQt
South Korea LS 200% 0 1.O/ no i-L% T 27%, 40% 2/
Spain t, 10 an yes CG ]3
Sweden 3 03 301 4/ yes CC. V=T 54%

Taiwan 3-5 9. no 35%
Oit4 Kingdoe I yes VAT exempt 52%
United States 14.5 200% 05 $2,000 no C0. S.O 10% 44%

Venexuela 10 - 20 Si yes 15% ETC 55%
West GerAany 12, 14 SL 0% 4/ no cc 4%, S% 1/ !a/

Abbrvlationst 0S - declining balance, ST. str aqht ine, VAT - value added taxi
ITC - LAvtesue.t tAX credit, CC - capital gairs (see M. I).

/ Ldicates that tax on qain on the sale of a vessel iL deferred if the gain is

liter reinvested.

2/ rive )'ear life Li built in Brauil or if approved by tax am-horities.

)/ Thre year life if built and registered in Canada.

4/ may e taken while vessel is under construction; liited to IS% per year In
Oenmarli Limited to ratio down payment and progress payments bear to total
cost !or Germany.

I/ I5% (Deren m k), 40% (Sweden), end 50% (United States) of net maritime iAnCein,
as defin*., say be eligible for deferral of tax. In the cases of Deromrik and
the Cnites States, these amunt. m=st be reinvested in aritime capacity.

L/ Rates or. publicly held and privately held corporations.

_ L5% sylur allowance available !n sOcOmd and third years.

I/ Rates *a discributed and Undistributed i:csteN.

2/ Limited to 50% of related profits.

250% if built in South Kore.

U/ May be reduced for vessels c-structed in 1979 or later. I. not used, 2SO%
d cl lnIl balance method may be used.

12/ Income from German-resqistered ships taxed at 21.6%, 33.6% rates.
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Ranking of Countries b' Depreciable Life'
Effective Maximum Maximum

Depreciable Depreciation Corporate Individual
Country Wfe a Method a Tax Rate Tax Rate

United Kingdom 1 N/A 52% 83 %
Denmark 3 100% DB 36%1 66.6%
Sweden 3 100% DB/SL 54% 83 %
Canada 3 SL 51% 66.6%
Taiwan 2 or 5 See note S 35% 60 %
Bratil S SL 30% 50 %
Italy 6 See note 6 36% 72 %
France 6 250% DB/SL 50% 60 %
Belgium 8 See note 7 48% 71.5%
Spain 9, 10 100% DB 33% 40 %
Ecuador 10 SL 22% 62.2%
Venezuela 10 SL 55% 45 %
Norway 11,12 SL 51% ' 70 %
Japan 13,15 200% D8 54% 80 %
West Germany 12,14 SL or 250% 08 56% 1 55 %
United States 14.5 200% OB/SYD 46% 70 %
South Korea 15 200% DB ' 27% 87.5%
India 15 SL 55% 69 %
Australia 16 150% DB/SL 46% 61.5%
Netherlands 20 200% DB 48% 72 %

I Countries that do not tax shipping inco ne under any condition are excluded: Liberia, Panama,
Greece, Singapore.

2 Including allowable bonus depreciation and switchover of depreciation methods. In countries
using declining balance methods fo the life of the vessel, the life shown is the guideline life
used to compute the declining balance tr3ction. Minimum depreciable lives are given in all
cases where a range is specified under applicable law. Also, effective depreciable life is
measured from the tear of vessel delivery.

3 Abbreviations used:
SL: Straight fine depreciation: A method of depreciation in which the annual depreciation

deduction is determined by dividing the original cost of an asset by the number of
years the property will remain in service.

DI: Declining balance depreciation: A method in which the annual depreciation deduction
is determined as a percentage of the net tax basis of the assets; the percentage is equal
to the reciprocal of the lifetime. If 150%, 200% or 250% declining balance deprecia-
tion is available, the result is multiplied by 1.5, 2.0, or 2.5, respectively, to compute the
deduction.

SYD: Sum of the year digits: A method of depreciation whereby the annual depreciation is
determined by multiplying the original cost of the asset by a fraction. The denominator
is sum of the digits from 1 up to the depreciable life, e.g 1 + 2 + 3+ 4 for an asset
with a 4 year life. The numerator Is determined by counting backward starting with the
asset's useful life. Hence, the fractions for an asset with a 4 year life would be 4//10,
3/10, 2/10,1/10.

Two methods separated by a slash () indicates switchover permitted.
4 Denmark and Norway tax shipping income at V2 the normal corporate rate if revenue Is

derived from crosstrading.
S Five (5) year depreciation if Owner takes five (5) year tax holiday; three (3) years otherwise.
6 Normally 25/25/25/10/10/5
7 Normally 20/15/15/10/10/10110/10
I Shipping company profits In Germany taxed at special rates: 33.6% if undistributed.
9 Additional 50% of normal depreciation allowed in first five (5) years.
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TABLE 5.

Ranking of Countries by Total First Year
Depreciation Al:owed

Total First Normal First
Yea Year Bonus

Country Depredation Depredation Depreciation

100%
59.3
51 '
51'
45 a
37.5 4

33.3
33 a
31.3
25
25
20
20
18
13.8
10.5
10
10

9.4
7

100% -%
14.3 45
21 30
21 30
5 40
5 25 + 7.5

33.3
8 25

31.3
25
10 15
20
20
18

10.5 -

10 -

10 -

9.4 -

7

aL
Investment

Tax
Credit

8-10
10

15
15

15

1 Bonus depreciation in Sweden may be taken during construction period commencing with
contract signing.

2 Bonus depreciation In Denmark limited to 15% per year for two (2) years may be taken
commencing with contract signing.

3 An amount equal to progress payments may be claimed during construction period up to the
total of the bonus depreciation allowance.

4 India permits a special capital deduction equal to 7.5% of the remaining asset basis for the
first five (5) years. This special allowance does not itself reduce the tax basis.

S Bonus depreciation in Norway may be taken during construction period.

United Kingdom
Japan
Sweden
Denmark
West Germany
India
Canada
Norway
France
Taiwan
Italy
Belgium
Brazil
South Korea
United States
Spain
Netherlands
Ecuador
Australia
Venezuela
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THE SECRETARY OF THE TREASURY
WASHI NGTON

AUG 9 1980
Dear Bill:

At the Finance Committee hearing on July 23, 1980, you
asked for an estimate of the revenue consequences of enactment
of tax proposals in the 1980 Republican platform. We have
reviewed some 36 references to tax policy included in that
platform.

A few of the platform proposals are specific enough to
be susceptible to cost evaluation. They aggregate to
reductions of $300 billion per year by 1985 when they are
fully effective as indicated in Exhibit A.

Th-: remainder of the items as listed in Exhibit B are
nothing more than vague statements, expressing support for
tax reductions for various special interests. Because of
this lac'. of specificity in the remaining proposals, we
cannot furnish a more detailed revenue cost estimate.

Best wishes.

Sincerely,

(Signed) Bll

G. William Miller

The Honorable
Bill Bradley
United States Senate
Washington, D.C. 20510

Enclosures
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Exhibit A

Specific Tax Proposals Contained in the 1980 Republican Party Platform

($ billions)

Proposal
Calendar year

1985

Across-the-board reductions in personal income tax rates,

phased in over three years, witi indexing th.-reafter ...... 222.0

Elimination of the marriage tax penalty ..................... 20.9

Permit taxpayers to deduct charitable contributions
whether they itemize or not ............................... 5.4

Simplify and accelerate tax depreciation schedules for
facilities, structures, equipment, and vehicles
(10-5-3 depreciation) ..................................... 59.8

Offset to gross costs due to the interaction of reduced
tax rates with other proposals ............................ -7.3

Total ................................................... 300.8

Office of the Secretary of the Treasury August 1, 1980
Office of Tax Analysis
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Exhibit B

Other Tax Policy Recommendations Contained in the 1980 Republican Party Platform

Support tax inde~xing (once rates are reduced) to protect taxpayers from
the automatic tax increases caused when cost-of-living wage increases move
them into higher tax brackets.

Remove disincentives for venture capital.

Support tax incentives for the removal of architectural and transportation
barriers (that discriminate against the handicapped).

Reduction in estate tax burden.

Seek to ease (the estate) tax burden on all Americans and abolish
excessive inheritance taxes to allow families to retain and pass on their
small businesses and family farms.

Tax laws must be reformed to encourage rather than discourage family
farming and ranching . . . and . . . . We support the use of lover, produc-
tively-based valuation when farms are transferred within the family . . .
and . . . no spouse should pay estate taxes on farm prorvrty inherited from
a husband or wife.

Support . . . a system of educational assistance based on tax credits
that will in part compensate parents for their financial sacrifices in paying
tuition at the elementary, secondary, and post-secondary level.

Propose to assist them (Americans) in so doing (making their own choices
about health care protection) through tax and financial incentives ....
By using tax incentives and reforming federal medical assistance programs,
government and the private sector can jointly develop compassionate and
innovative means to provide financial relief when it is most needed.

Only new tax exemptions and incentives can make it possible for many
families to afford to care for their older members at L.ome.

Expand the eligibility for individual retirement accounts to enable more
persons to plan for their retirement years.

Targeted tax relief (to) make it possible for parents to keep (a handicapped)
child at home without foregoing -asential professional assistance. Similarly,
tax incentives can assist those outside the home, in the neighborhood and the
workplace, who undertake to train, hire or house the handicapped.
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Support legislation which would remove tax advantages foreign investors
realize on the sale of United States forests, farmland and other real estate.

Support of broader tax incentives for contributions to charitable and
cultural organizations.

Advocate decontrol of the price at the wellhead of oil and gas . . . and
the so-called windfall profit tax (which is unrelated to profit), should

be repealed as it applies to small volume royalty owners, new oil, stripper-
wells, tertiary-recovery and heavy crude oil. The phase-out of the tax on old
oil should be accelerated. This tax legislation should be amended to include a
plowback provision.

Immediately and completely dismantle all remaining energy price controls
and subsidies.

Support legislation designed to eliminate this (excessive taxation of

Americans working abroad) inequity.

End limitations on social security eaiings.

Transfer all welfare functions to the states along with the tax sources
to finance them.

More extensive availability of the reverse annuity mortgage.

Reform those tax laws which make it more profitable to breakup a suall
business or merge it into a conglomerate, then to allow it to grow and develop
as an independent business.

Create and apply new tax incentives for employees and employers alike to
sciimulate economic growth and reduce red-tape for business ventures.

Support financing and tax incentives to encourage the construction of
rental housing as an essential addition to our housing inventory.

Implement a young family housing initiative which would include several
elements such an . . . tax reforms and innovative alternative mortgage instru-
ments to help meet monthly payment requirements.

Pledge to allow responsible use of mortgage revenue bonds . . . and
work to change the tax laws to encourage savings . ...

Lower tax rates on savings . . . and oppose any attempt to end the income
tax deductibility of mortgage interest and property taxes.
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Reduce tax rates on individuals and businesses to increase incentives ....

Provide special incentives for savings by lowering the tax rates on saving
and investment income.

Oppose Carter proposals to impose withholding on dividend and interest
income.

Pursue specific tax and regulatory changes to revitalize America's troubled
basic industries.

Urge a reduction of payroll tax rates, a youth differential for the minimum
wage, and alleviation of other costs of employment until a young person can be
a production employee.

Lower business and personal tax rates for small businessmen and women.

Enact a substantial increase in the surtax exemption

Office of the Secretary of the Treasury August 1, 1980
Office of Tax Analysis
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