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TAX REFORM ACT OF 1976

WEDNESDAY, MARCH 17, 1976 -.
U.S. SENATE,

ConMITTEE ON FINANCE,
Washington, D.C.

The committee met at 10:05 a.m., pursuant to notice, in room 2221,
Dirksen Senate Office Building, Senator Russell B. Long {chairman

of the committee) presiding. . .
Present : Senators Long, Talmadge, Ribicoff, Byrd, Jr., of Virginia,
Nelson, Gravel, Bentsen, Curtis, Fannin, Hansen, and Dole.

OPENING STATEMENT OF THE CHAIRMAN

The Ciraryax. We begin the hearings today on the tax revision
proposals and on the extension of the expiring tax cut provisions.
These provisions have been incorporated in H.R. 10612.

The Finance Committee will be considering these provisions, and
we will be trying to see the ways in which we think we can improve
on the ITouge suggestions.

[The committee press release announcing these hearings follows:]

[Press Release—February 5, 1076]

FINANCE COMMITTEE SCHEDULES HEARINGS ON TaxX REVISION, EXTENSION OF
EXPIRING TAX CuT PROVISIONS

The Honorable Russell B, Long (D., La.), Chairman of the Senate Com-
nmittee on Finance announced today that the Committee would begin hearings
in March on major tax revision proposals and extension of expiring tax cut
provisions. The hearings will begin on Wednesday, March 17 at 10:00 A.M.
in Room 2221, Dirksen Senate Office Building. The Honorable William I,
Simon, Secretary of the Treasury, will be the lead-off witness on March 17
and will present the Administration’s views on these subjects.

Senator Long noted that the following matters will be considered during
the hearings:

1. Extension of expiring provisions—The provision enacted in December,
1975 increasing the standard deduction, providing a tax credit for each tax-
payer and dependent, providing an earned income eredit, and reducing the
corporate income tax rate on the first £30,000 of taxable income are sched-
uled to expire at the end of June, 1976. The temporary increase in invest-
ment tax credit enacted in March, 1975 is scheduled to expire at the end
of December, 1976.

2. House-passed tax revision proposals—ILR. 10612, currently pending in
the Committee on Finance, contains numerous proposed changes in the in-
come tax law.

3. Other tar revision proposals.—The hearings will also deal with other
tax revision proposals which have not been included in H.R. 10612.

Energy taxr matters.—The Chairman noted that the Finance Committee had
already held hearings on energy tax proposals, including those contained in

(1)
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H.R. 6860, pending in the Committee on Finance. Since those hearings, a bill
has been enacted fixing the price of oil and action is expected on legislation
relating to the deregulation of the price of interstate natural gas. In the
light of changed circumstances, Senator Long invited persons interested in
energy tax proposals to submit their views in writing for inclusion in the
record of the upcoming hearings so that the Committee may have the benefit
of these views when it continues i{ts deliberations on energy tax mdtters. In
particular, the Chairman expressed the hope that persons who have already
testified in 1975 on energy tax matters will submit any modifications in their
views for the record. :

Requests to Testify—The Chairman advised that witnesses desiring to
testify during this hearing must submit their requests in writing to Michael
Stern, Staff Director, Committee on Finance, 2227 Dirksen Senate Office
Building, Washington, D.C. 20510, not later than Monday, March 1, 19786.
Witnesses will be notified as soon as possible after this cutoff date as to
when they are scheduled to appear. Once the witness has been advised of the
date of his appearance, it will not be possible for this date to be changed. If
for some reason the witness is unable to appear on the date scheduled, he
may file a written statement for the record of the hearing in lieu of a per-
sonal appearance. The hearings will be held in Room 2221, Dirksen Senate
Office Building and will begin at 10:00 A.M. on each day.

Consolidated Testimony.—Senator Long also stated that the Committee urges
all witnesses who have a common position or with the same general interest
to consolidate their testimony and designate a single spokesman to present
their common viewpoint orally to the Committee. This procedure will enable
the Committee to receive a wider expression of views than it might other-
wise obtain. The Chairman urged very strongly that all witnesses exert a
maximum effort, taking into account the limited advance notice, to consoli-
date and coordinate their statements. :

Legislative Reorganization Act—Senator Long stated that the Legislative
Reorganization Act of 1946, as amended, requires all witnesses appearing
before the Committees of Congress ‘“to file in advance written statements of
their proposed testimony, and to limit their oral presentations to brief sum-
maries of their argument.”

Witnesses scheduled to testify must comply with the following rules:

(1) A copy of the statement must be filed by the close of business two
days before the day the witness is scheduled to testify.

(2) All witnesses must include with their written statement a summary
of the principal points included in the statement.

(3) The written statements must be typed on letter-size paper (not legal
size) and at least 75 coples must be submitted by the close of business the
day before the witness is scheduled to testify.

(4) Witnesses are not to read their written statements to the Comnmittee,
but are to conflne their ten-minute oral presentations to a summary of the
points included in the statement.

(5) Not more than ten minutes will be allowed for oral presentation.

Written Testimony.—The Chairman stated that the Committee would be
pleased to receive written testimony from those persons or organizations who
wish to submit statements for the record. Statements submitted for inclusion
in the record should be typewritten, not more than 25 double-spaced pages in
length, and mailed with five (5) coples by Friday, April 23, 1976, to Michael
Stern, Staff Director, Committee on Finance, Room 2227, Dirksen Senate
Office Building, Washington, D.C. 20510.

The CratrMaN. Our leadoff witness at these hearings will be the
Honorable William E. Simon, Secretary of the Treasury.

Senator Curtis. To save the Secretary’s time I will just hand my
opening statement in for the record.

The Crnamman, Thank you. Any further o ening statements?

Senator Fannix. I will have a statement. In deference to the Sec-
retary’s time, I will wait for his finishing before I make a statement.

The Crrararan. Thank you very much.,
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[lThe statements of Senators Curtis, Fannin, Hansen, and Dole -
follow :]

OPENING STATEMENT OF SENATOR CURTIS

Mr. Chairman, as we commence these hearings on general tax revision, I
welcome Secretary Simon before the Committee and look forward to his
testimony on this important subject. -

I would also like to make one brief observation that I hope will gulde us
through these hearings and later as.we write our tax bill. Too often the
debate on important issues of public policy—including taxes—generates much
emotion and little analysis. Both our tax code and our economy are complex.
Actions we take with respeet to taxes often have a significant impact on
inflation, employment, investment, and our economy in general. For this
reason, we must ascertain all of the facts about the potential effects of
proposed changes in the tax code and we must do so before we act. What
is required is careful and reasoned analysis. Absent that, any tax bill will
constitute “reform” in name only. I look forward tc working with our chair-
man and my colleagues on the Committee in developing legislation that will
in fact produce improvements, and not merely changes, in our tax code.

Ay

OPENING STATEMENT OF SENATOR PAUL FANNIN

Mr. Chairman: The Finance Committee today begins 8% weeks of hearings
—on H:R: 10812, the so-called Tax Reform Act of 1975 which was passed by
the House on December § of last year. I agree with the Chairman that his
legislation should be referred to as “tax revislon” rather than “tax reform".
In addition, the Committee has invited interested individuals to submit
written testimony on energy related tax proposals, many of which have been
considered previously by the Committee during its markup of H.R. 6860, the
Energy Conservation and Conversion Act.

I commend the distinguished Chairman for scheduling these extensive
hearings on the issues before us and for his decision to add an energy title
to the bill which the Committee will report to the Senate Floor. As the
Chairman and my colleagues know, I have devoted a majority of my efforts
in recent years to the areas of energy legislation. Effective utilization of
the nation’s tax laws in the energy area is an additional tool in our move-
ment towards energy independence.

My efforts during deliberation of the bill before us will include offering
tax proposals which encourage the development and utilization of new
sources’ of energy, in particular, solar and geothermal. Such efforts must
be taken if we are to nurture the forward movement of these infant industries.

The scope of H.R. 10812 is enormous. Its 661 pages deal with several
issues which clearly hold themselves out for much-needed revision. Present
Internal Revenue Code provisions relating to individual taxpayer items such
as child care deductions and retirement income credit are in need of careful
examination and revision.

The Subcommittee on Administration of the Internal Revenue Code has
held extensive hearings on the need for reform in simplifying the income
tax return and to reform the administrative procedures of the Internal
Revenue Service. The fact that large numbers of taxpayers are required to
hire lawyers and accountants to prepare thelr tax returns is evidence of the
need for simplification. Since such action would have little revenue effect,
we should make efforts to move toward greater simplification.

Congress must provide changes in the Federal estate tax laws to make it
easfer for small farmers and small businessmen to bequeath their assets to
future generations. We must assure that family businesses and family farms
can be handed down from generation to generation without having to be
sold to pay taxes. Such proposals which would permit the heirs of small
estates to defer their initial estate tax payment for a longer period of time
will be of- great benefit in the small family busineases which traditionally
hazgi been essential to the spiritual as well as the economic wealth of our
country,

. [
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A responsibility of Congress is to secta that each taxpayer contributes fi-

nancially to the operation of government,
- Desplga efforts ilr)1 the 1969 Tax Reform Act to assure that all individuals
share these burdens by imposing minimum tax provisions, complete success
in this area has not been achieved. The Committee may find that further
measures in the area of tax avoldance may be necessary. However, it is
clear to me that the provisions in the House-passed bill in this area go beyond
actual abuses. Enactment of the LAL provisions presently in H.R. 10612
would deal a devastating blow to the commercial real estate industry, farm-
ing, oil and gas productfon, motion picture production and other selected
areas of the economy.

There is no need to isolate specific areas of investment for discriminatory
tax treatment when less complicated and, yet, effective steps could be taken
to discourage abuse of the tax laws. I look forward to working closely with
the Chairman and my colleagues on the Committee to develop an alternative
approach in this area of legislative concern.

Mr. Chairman, many of our colleagues, both in the House and in the
Senate, have spoken out in favor of enacting tax -measures which would
expand the availability of capital to the nation’s private sector. I am con-
vinced that the Finance Committee must amend H.R. 10812 to include capital
formation measures. Study after study has pointed to the nation’s unprece-
dented need for mew investment capability. -In response to this need, I intro-
duced S. 2909, the Investment Incentives Act, which is designed to encourage
savings and investment throughout our economy by means of several tax
mechanisms. Enactment of the provisions of 8. 2009, or similar measures,
would provide the private sector of our nation with the ability to meet our
future economic and social needs.

Eighty-five per cent of employed Americans work in the private sector
with the remaining fifteen per cent in government service. Qur continuing
unemployment problems will never be met by enacting ineflicient and costly
government jobs programs. The only permanent solution to our expanding
employment needs is to strengthen the private sector so that it can provide
new job opportunities, as well as increase productivity, improve our en-
vironment and working conditions and achieve energy independence.

All industries have been damaged by the lack of adequate investment
capital. The utilities industry has been particularly hard hit by federal tax
laws which provided only a four per cent investment tax credit for utilities
in recent years when all others qualified for seven per cent. The Tax Re-
duction Act brought equity to the utilities by enacting a two-year ten per
cent investment tax credit for all businesses. More must be done for the
utilities which have had massive employee layoffs and cuts in planned capital
improvement and expansion.

Legislation in this area cannot wait for future Congresses to act. Again,
I commend the distinguished Chairman for scheduling four days of hearings
on the issue of capital formation. These hearings should provide the Com-
glititee with a sotid record from which to work when ‘markup of the bill

eging.

There is a myth which has been allowed to engulf our thinking here in
Congress that U.S..based multinational corporations are damaging the do-
mestic economy by exporting jobs to foreign locations where they establish
manufacturing operations and by exporting capital which could have a
better domestic impact if invested in the United States. Nothing could be
further from the truth,

I believe that the overseas operations of U.S. companies have significantly
benefited the domestic economy by creating and maintaining U.S. jobs and
by providing sources of capital which otherwise would not exist. The im-
position of punitive taxation on such operations would be counterproductive
to our own domestic economy and should be avoided. At a time when un-
employment is at such high levels, it wonld be inappropriate for us to tax
a segment of our business community which might be forced to close its
foreign operation because of failure to compete with foreign companies and
thereby force the unemployment of substantial numbers of backup personnel
wha would not otherwise need to be employed.

Most of the industrialized nations have long recognized the nntential
problem of double taxation of foreign income and either have instituted n
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foreign tax credit to solve it or have exempted all foreign source income from
domestic taxation, .

Until recently, the foreign tax credit was a totally neutral provision of
the Internal Revenue Code which was available to all U.S. citizens and
domestic corporations for income taxes paid to any foreign country with
regard to any foreign source income, Recent changes as a result of the Tax
Reduction Act of 1975 have fragmented foreign source income into different
types for purposes of applying different limitations on the amounts and
the uses of the credit with respect to oil-related income from foreign sources.
Further fragmentation may well destroy the integrity of the credit, compli-
cate the Code and damage the competitive ability of companies in foreign
market§ so that careful analysis should be made before any further changes
are made in this area.

The creation of a Domestic International Sales Corporation (DISC), in
19071 was welcomed by the business community as a belated recognition by
the Federal government of the vast array of direct subsidies, fuotas, and
other devices used by foreigo governments to restrict imports. Since 1971,
1.S. exports have increased tremendously. While some of this impact can
be attributed to dollar devaluations, much of it is due to the DISC pro-
gram which has provided thousands of American companies with enough
additional cash flow incentive to finance the creation or expansion of foreign
markets. For many companies which did not have any export business, DISC -
has opened altogether new doors. This is particularly true of small businesses
which previously did not seriously investigate export business. DISC has
stimulated employment and economic activity both by exporters and by their
supply and support industries.

It is difficult to assess the chilling effect that any curtailment of the DISC
program would have, but it surely would reduce the ability of many com-
panies to continue their expansion of export markets. I urge that no change
be made to further restrict the application of DISC until we have had time
to thoroughly evaluate its effect on these businesses abroad.

I am especially concerned with the provision of H.R. 10612 which proposed
to repeal Section 911 of the Code. As you know, that Section permits the
annual exclusion of up to $23,000 of income earned for services performed
while living and residing abroad. My constituent mail has been heavy urging
opposition to the repeal of Section 911. The incentive of Section 911 is still
needed to persuade U.S. citizens to work abroad. In developed countries,
living expenses are very high, and the living conditions often are very diffi-
cult. U.S. eompanies must often provide either by allowance or directly, for
thc; municipal-type services of education, transportation, health, and public
safety.

The repeal of Section 911 would only add to the cost of present allowances
by forcing employers to increase wages to cover the taxes. I oppose such a
repeal since this increased cost would damage the competitive position of
10.S. businesses vis-a-vis foreign competitors, whose own countries generally
do not tax income earned abroad.

Mr. Chairman, an immediate responsibility of this Committee is to make a
recommendation to the Full Senate with respect to the extension of the ex-
isting tax cuts. It is, therefore, an appropriate time to remind this Com-
mittee of its eommitment to reduce Federal spending. As you are well aware
inflation is the most potentially destructive, the most dangerous prohblem we
face. If we are to provide further tax cuts, we must provide for a dollar for
dollar reduction in the level of spending.

We owe those on fixed incomes, the elderly, the retired, that they not face
a ruinous future. We owe the coming generation that they receive from our
hands a country of promiste and expanded possibilities, not a land in which
all solid values have melted away in the fires of inflation,

OPENING STATEMENT OF SENATOR HANSEN

Mr. Chairman, T want to thank you far holding these hearings to enable
the Finance Committee to gain a persnective on H.R. 10612, the House passed
tax revision bhill, T am also grateful that our hearings will include individuals
and groups who advocate provisions not included in the House bill,
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Hopefully, upon the completion of the next 314 weeks of hearings we will
be in a position to exercise an informed judgment on the provisions of the
House blll and the subject of tax reform.

Mr, Chairman, while I recognize that the House, particularly the House
Ways and Means Committee, spent a considerable amount of time drafting
the 661_page Act they sent us, quite frankly I find there are various pro-
visions in the House passed bill which I believe do not promote a proper
tax policy and are not in the best interest of the nation. Additionally, I
believe that certain much needed tax reforms are not included in the House
passed bill.

Mr. Chalrman, before I address what I believe should be some of the
priorities of tax reform, allow me first to address several mythical concepts
which often not only inhibit meaningful tax reform but if believed, tend
further to bias our tax system. These myths were recently addressed during
hearings before the Financial Market Subcommittee of this Committee by
former Deputy Treasury Secretary, Charls E. Walker.

The first myth is that wealthy taxpayers escape income taxes while middle
and lower class individuals get stuck. The fact is that Federal income tax
rates are progressive; the more money you make the higher your tax burden.
Effective Federal income tax rates range from zero for non-taxpayers to
10% in the lowest bracket up to 339 to 409% in the top brackets. I believe
that most taxpayers agree that this progressive rate is fair and fundamen-
tally sound.

While there are instances where an individual may escape or pay a dispro-
portionately low tax rate. Treasury figures indicate that such instances are
extremely rare, and then often represent only a particular year when the
individual experienced large economic losses.

I do believe the Committee should consider those instances where an in-
dividual abuses the tax system to escape paying tax. However, I have reser-
vations about the approach taken by the House on this subject.

The second myth of taxation is that corporations can be taxed without
hurting individual taxpayers. The fact is that individuals pay taxes not
corporations. Corporations are merely legal arrangements for doing business
and the taxes levied on them are either passed forward to customers or
backwards to owners. If the taxes are passed forward, the cost-of-living for
everyone increases, If the taxes are passed backward, profits and the at-
tractiveness of that business fall. Falling profits will eventually force the
corporation out of business or greatly impede the expansion and growth of
thet et;terprise. Either consequence is crucial to jobs, growth and inflation
control.

The third myth is that there are millions of “tax loopholes.” The fact is
that the great majority of these so called tax loopholes go to the ‘“typieal
taxpayer.”—Especially such things as the deductibility of interest on mort-
rages, state and local property and income taxes, charitable contributions
and employer contributions to employee pension plans. Of the $90 plus billion
in so-called tax preferences more than $£70 billion accrue to individuals, not
corporations, and largely to low and middle income taxpayers at that,

Mr. Chairman, I am hopeful the Finance Committee will not be moved
by these myths that have so often prefaced any discussion of tax reform.
With the recognition that these often dqiscussed topics are myths, I am
confident the Committee will be in a position to exercise an informed judg-
mt;nt and recommend a tax package that will truly deserve to be considered
reform.

With a recognition of these myths in mind allow me to turn to a provision
Ln :)llxe House bill that, I believe, represents major over reaction to a minor

roblem, .

The House passed bill would introduce to our tax code a concept eall
Limitation on Artificial Iosses ( LLAL). This provision would prohibit the
use of losses, from certain specified investments: to be used to offset income
derived from other sources. The purpose of this provision is to prevent the
use of so called “artificial” deductions to shelter other unrelated income
from tax. While I think we can all agree that we want to prohibit the misuse
of our tax laws, I do not believe that the LAL provision included in the
House bill provides the best way to deal with this problem.
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The LAL provisions add 33 pages to the tax code, a (}ocumexut already
greatly overburdened. More importantly, LAL is at odds with the expressed
goal of tax simplicity, LAL adds unprecedented complexities to our tax laws.
Clearly, only the accountants and lawyers will gain by the enactment of LAL.

Mr. Chairman, I look forward to working with you and the other Members
of this Committee in an effort to develop an alternative to this concept.

Mr. Chairman, next allow me to turn briefly to a topic not addressed by
the House passed bill.

The tax proposals relating to gift and estate taxation have remaingd
basically wnchanged since 1932; the exemptions were last changed in
1942, Current law provides for an estate tax exemption of $60,000. However,
since 1942 inflation has substantially reduced the value of the $60,000 ex-
emption. In fact, Treasury figures indicate it would require an exemption
of £210,000 to equal the current buying power of $60,000 in 1942,

The situation has become so severe that the heirs of an individual who
died owning a small business or farm are often forred to sell the business
or farm merely to pay the estate taxes. To remedy this problem and assure
that all individuals can provide for their heirs, I strongly believe that this
Committee should include in any general tax bill a provision for estate
tax reform,

I recognize that there are many estate tax proposals pending before this
Committee, and most, i{f not all, the members of this Committee, mpyself
included, are sponsoring or co-sponsoring estate tax proposals.

The proposal I believe deserves close Committee consideration would raise
the present estate tax exemptions from $£60,000 to $20,000, raise the marital
deduction from 509 of the gross estate to $100,000 plus 509, of the gross
estate, and value farmland and open space, for estate tax purposes at its
current use or production value rather than its higher market value. These
provisions would provide much needed relief to millions of individuals en-
gaged in small business, farming and ranching, and assist all Americans to
pass a fair and equitable amount to their heirs and loved ones.

Mr. Chairman, the second major concept I believe should be included in
any tax reform package is capital formation.

For a number of years this nation has pursued a tax policy that empha-
sizes excessive consumption at the expense of encouraging savings and in-
vestments. This emphasis on consumption has created the Nation’s current
high inflation and unemployment. Any new tax policy must shift the tilt
away from exclusively stimulating consumption toward furthering the sav-
ing and investments required to meet the Nation's capital requirements.

The close relationship between capital investment and economic growth
and productivity is well known and documented. Since 1960, the United
States has had the lowest level of capital investment among the major
countries of the world,

Significantly, among these major industrialized nations, only the United
Kingdom has shown a rate of productivity growth slower than that of the
United States. The rate of growth in Japan is triple that of the U.S, the
rates in Germany, France and Canada are substantially higher than ours.
All of these Nations give more favorable tax treatment to capital invest-
ment than do we.

During the decade of the 1960’s, the United States tied for seventeenth
position in a list of 20 industrial Nations belonging to the Organization for
Economic Cooperation and Development (OECD) as to the average annual
growth rate of real output. (see table 1). Additionally, total U.S. fixed in-
vestment as a percent of national output during the period 1960-1973 was
17.5%; this figure ranks last among a group of eleven major industrial
nations. (see table 2) Moreover, the United States ranks last in a list of
seven major industrial nations as to the average annual rate of growth of
manufacturing output per manhour and gains in gross domestic product per
employed person from 1960-1973. (see table 3)

It is important to note the goal of our tax poliecy must be not only to
correct the capital imbalance of the past decade but to meet the extensive
capital requirements of the next ten years.

Recent studles indicated that the United States will require an incredible
24.5 trillion in new capital funds during the next 10 years. This is three
times the $1.5 trillion of the past decade. The Bureau of Economic Analysis
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of the Department of Commerce has concluded that private fixed investment
must increase from the 10.4¢% of gross natlonal product that characterized
the 1965-1974 period to 129% of GNP between now and 1880, if we are to
have the capital necessary to promote full employment, control pollution, and
maximize development of our domestic energy resources. If full employment,
pollution control, and maximum use of our cnergy resources are the goals
of the Amerlcan people, as I believe they are, Congress must develop a tax
policy to achieve there objectives.

The most promising and feasible means of promoting this goal is to shift
the tilt in the tax system away from excessively stimulating consumption
toward fostering savings and investment.

If the Congress does not enact tax provisions to encourage greater savings
and investment, the nation will be unable to amass the $4.5 trillion necessary
to realize our economic goals for the next decade. The consequence of inac-
tion will be greater unemployment, higher inflation and general economic
instability.

Mr. Chairman there are a number of capital formulation proposals pend-
ing before this Committee, some of which I am cosponsoring. I am hopeful
these hearings will produce other proposals, refinements of existing proposals,
and greater insights into this entire area. With this Lackground the Com-
mittee will be in a position to formulate the tax program the nation needs
- and the people deserve.

TaBLE 1.—Average annual rate of change in real growth for member nations of
OECD, 1960-70

(Percent)

JaPAN - e 11. 1
PO - - o o e e e e ———— e 7.6
Portugal . . . 6. 3
Yugoslavia . o el 6.7
TANCC o o o o o e oo e e e mmcccmecmemcoac e e e a e m e e m—————— 5. 8
Tty o e e i 5.6
Canada . - . o . e mem— e 5.2
Finland . - o e mcmmmm—e————een 5.2
Australia . . e emmmmm—e—e——en 5.1
Netherlands . o - o oo oo e e e 5.1
NOTWaY - oo oo e e et e emcem————— 50
Belgium.__ e 4.9
Denmark . - e 4.9
West Germany - . o e 4.8
AUSHIIA - o e e e e—a—a 4. 8
Teeland. o e e —eme 4, 3
Treland. . . o e eme 4.0
United States. . e cemmmmmeeeeo 4.0
Luxembourg - - o e 3.3
United Kingdom . oo o oo eeaaaa- 2.8

Source: Organization for Economic Development and Cooperation.

TABLE 2.—INVESTMENT AS PERCENT OF REAL NATIONAL QUTPUT 1960-731

Nonresidential

Total fixed ? fixed

JaAPAN. e ettt et ceieaiccacaeceecceccacancan. 35.0 29.0
West Germany . i iiiicececcceeaceeneaea. 25.8 20,0
11 (- RSO 24.5 18.2
[0 .1 - R U 21.8 17.4
1SS! 20.§ 14.4
United Kingdom_ ... ... .o o .. 18.5 15.2
United States. ... .. e eeeeeeaeai——.- 17.5 13.6
11 OECD countries. .o v e et aieeeeveeeeieceacccenaeaaann 24.7 19.4

1 OECD concepts of investment and national product. The OECD concept includes nondefense government outlays for
machinery and equipment in the private investment total which required special adjustment in the U.S, national accounts
for comparability. National output is defined in this study as ‘‘gross domestic product,’” rather than the mare familiar
measute of gross national product, to conform with OECD definitions.

1 Including residential,

Source: U.S. Department of the Treasury.
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TABLE 3.—PRODUCTIVITY GRONTH, 1960-73
{Average annual rate]

Gross domestic Manufacturin,
product per em- oulpy
ployed person man-hour
2.1 3.3
9.2 10.5
5.4 5.8
5.2 6.0
3
L7 7P . 3
Hed KINGAOM - o o o o . 2.8 4.0
United Kingdom . o e eieericeieacensecececnnceaccccasmacscacsasessecenn &3 el

11 OECD RalionS. oo iceicneecnaeacacenncarcccncaanccsccasonsscnsnnnan

1 Average for 6 OECO countries fisted.
Source: Department of the Treasury,

OPENING STATEMENT OF SENATOR Bos DoOLE

Mr. Chairman, the month-long series of hearings we are commniencing today
is of major importance to every American taxpayer. In 1976, we have the
opportunity to formulate meaningful tax revisions which will improve the
Internal Revenue Code and lessen the public perception that the tax system
is prejudiced against middle-income Americans.

As always, it is our task to balance the competing interests by fashioning
tax legislation which is equitable to all segments of the American economy—
from low-income wage earners to large industrial corporations. With assist-
ance from the administration, I am confident we can achieve this objective.

In particular, I look forward to hearing the views of many witnesses on
alternatives to the “limitation on artificial losses” provisions of the House
bill. While I am sympathetic to the goals which the LAL concept seeks to
address, I fear that it may only serve to. discourage legitimate investment
in vital sectors of the economy, such as farming, ranching, and domestic
oil exploration.

Also, we must seek a swift consensus on meaningful reform of the inequi-
table estate tax. I bhave introduced legislation—as has nearly every other
member of the committee—to revise the antiquated exemption level in the
estate tax in order to preserve small farms and businesses in America. While
the estate tax problem is not addressed in the House bill, I believe we should
not hesitate to include estate tax relief in our tax revision package.

We must also restore the public’s confidence in the basic integrity of the
Internal Revenue Service. In this connection, I have introduced tax return
confidentiality legislation which will ensure the basic privacy of every
American’s income tax return. Hopefully, tax return privacy provisions can
be incorporated in this tax revision bill.

I look forward to hearing the views of Secretary Simon on these important
matters, and I look forward to working with my colleagues on the committee
in the important task we are undertaking today.

The CrniairyaN, Mr. Secretary, we are happy to welcome you this
morning.
You may proceed in any way you desire.
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STATEMENT OF HON. WILLIAM E. SIMON, SECRETARY OF THE
TREASURY, ACCOMPANIED BY CHARLES M. WALKER, ASSISTANT
SECRETARY OF THE TREASURY FOR TAX POLICY; WILLIAM M.
GOLDSTEIN, DEPUTY ASSISTANT SECRETARY OF THE TREASURY
FOR TAX POLICY; VICTOR ZONANA, DEPUTY TAX LEGISLATIVE
COUNSEL, DEPARTMENT OF THE TREASURY; AND HARVEY
GALPER, ASSOCIATE DIRECTOR, OFFICE OF TAX ANALYSIS,
DEPARTMENT OF THE TREASURY -

Secretary Simon. Thank you, Mr. Chairman, ) _

I am pleased to be here this morning as you begin your delibera-
tions on major tax revisions and the extension of expiring tax cut
provisions. You have before you an extremely challenging agenda.

This morning I will discuss H.R. 10612—the House-passed tax
reform bill. While many of the provisions of H.R. 10612 incorporate
proposals initiated by the Administration in 1973, more work remains
to be done.

I grobably have the lengthiest testimony that I have ever pre-
pared, and I would just like to highlight and summarize some of the
more important aspects. I will not deal with many of the technical
changes. I will discuss the present proposals to cut individual and
business taxes and to reduce the rate of growth in Federal spending.

I will also E)resent proposals to encourage capital formation. These
proposals include integration of the corporate and personal income
taxes, a job creation incentive proposal, the six-point utilities tax
program, a proposal to reduce the tax on capital gains, which also
alleviates the burden of taxation on inflationary gains, by the mech-
anism of a sliding scale, and a proposal to eliminate the withholding
system on foreign investments. In addition, I will discuss general
and specific estate tax revisions, as well as the relationship of the -
administration’s energy policy and tax policy.

OVERALL OBJECTIVES OF THE ADMINISTRATION’S TAX POLICY

The overall objectives of the administration’s tax policy are very
simple and fundamental. First and foremost, our tax system must
be fair. Its fairness and integrity rest upon three premises: equity,
simplicity, and efficiency. A tax system not built on this foundation
erodes both the confidence of taxpayers and the incentive required
for economic progress and well-being.

Second, our tax policy must _compFement and supplement our basic
economic goal of achieving a growing, vigorous, and noninflationary
economy. We achieve this by removing the tax barriers which im-
pede our growth and prevent the most efficient use of our economic
resources.

Third, our tax policy must contribute to a sound energy policy.
Here, again, I must emphasize that allowing market incentives to
operate would be the most efficient and effective means of achieving
energy independence. As long as we are unwilling to rely on the mar-
ket, we should retain the tax incentives we now have in place and by
no means erect further impediments by increasing the tax burden on
oil and gas investments.
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ADMINISTRATION PROPOSALS

The administration has already proposed the following measures:
Permanent personal and business income tax reductions coupled with
corresponding reductions in the size of the Federal budget; a plan
to integrate corporate and personal income taxes and thereby elim-
inate the perverse effects of the current double tax on equity invest-
ments; a six-point utilities tax proglram to stimulate construction
of additional facilities by electric utilities, to reduce imports of for-
eign oil, and to insure adequate electric generating capacity in the
years ahead ; a proposal to repeal the undesirable and ineflicient pres-
ent withholding system on portfolio dividends and intercst earned
by foreign investors on U.S. securities.

The administration has also taken new initiatives to maintain and
improve the health and vigor of the economy. These proposals are:
A job creation incentive program which provides for accelerated de-
preciation of new plant facilities and equipment in areas which ex-
perienced unemployment of 7 percent or more in 1975; a tax incen-
tive to encourage broadened stock ownership by low- and middle-
income working Americans by allowing deferral of taxes on certain
funds invested in common stocks; estate tax relief which will alle-
viate the effect of inflation by increasing the estate tax exemption
from $60,000 to $150,000; estate tax relief for farmers and owners
of small businesses to make it easier to continue the family ownership
of a small farm or business after the owner’s death; a proposal to
encourage capital formation and the efficient allocation of investment
resources by the introduction of a sliding scale of capital gains which
will, in addition, alleviate the burden of taxation on inflationary
gains.

ADMINISTRATION ENERGY PROPOSALS

The administration is also committed to an energy policy that will
achieve our goal of energy self-sufficiency.

In January 1975 the President proposed measures to conserve
energy, increase domestic production, and provide for strategic re-
serves. Although the Energy Policy and Conservation Act contem-
E]ates eventual decontrol of oil prices, its immediate effect is to roll

ack the average price of oil. Prices of natural gas are still controlled
in interstate markets. As long as we refuse to remove these Govern-
ment-imposed controls and thereby prevent free market incentives
from increasing domestic energy supplies, we will continue our de-
pendence on foreign imports and our vulnerability to political black-
mail. For these reasons we are opposed to the provisions of ILR.
10612 which would erect further impediments by increasing the tax
burden on investments in oil and gas.

ADMINISTRATION TAX REFORM PROPOSALS

With respect to tax reform, the administration’s goals are to: Im-
prove the eguity of our tax system at all income levels. This principle
goes beyond the concept of vertical equity or progressivity which
holds that those with higher incomes should pay a larger share. It
extends to the more basic idea that the tax system of a democratic

69-460-—76——2



3

12

society must be fair to all taxpayers and must be widely recognized
as such; simplify many of the tax provisions of the Code which se-
riously affect the taxpayer’s ability to cope with the preparation of
his income tax return; make improvements in the ways in which our
tax law is administered.

In 1973 the administration made a number of tax reform propo-
sals. In the nearly 8 years that have elapsed much has been done by
the House Ways and Means Committee. H.R. 10612 incorporates to
varying degrees many of our 1973 proposals. We are, therefore, re-
newing the following proposals:

LAL [Limitation on Artificial Losses] to deal effectively with the

problems associated with tax shelters by a solution which reaches

their most common features—the mismatching of income and ex-
yenses ;
! MTI [Minimum Taxable Income] which, in combination with
LAL, deals with the problem of taxpayers with high economic in-
come who pay little or no Federal income tax;

A simghﬁcation package designed to alleviate the intolerable re-
porting burden imposed upon the average taxpayer.

We also have a number of specific recommendations on various as-
pects of the House bill and I shall, therefore, devote a substantial
portion of my time to H.R. 10612.

ADMINISTRATION’S ECONOMIC POLICIES

The administration’s economic policies, as outlined by the Presi-
dent in his State of the Union Message, are designed to keep the econ-
omy on an upward path toward two central long-term objectives: In-
creasing steadily the number of real, rewarding, permanent jobs; and
sustained noninflationary economic growth.

But the most immediate concern, of course, has been to support the
recovery of the economy from the most severe recession in the post-
World War II period in a manner which will achieve full employ-
ment as rapidly as possible without rekindling inflationary pres-
sures and expectations. Achievement of this objective will not only
provide jobs for all who wish to work but, equally important, will
reestablish the basic economic conditions necessary to sustain strong
and continuous real economic growth which can provide permanent
employment gains and a rising standard of living for all Americans.

I am pleased to be able to report substantial progress in the re-
covery of the U.S. economy. We are all familiar with all the statis-
tics coming out daily, including those that came out yesterday on
unemployment in industrial production and housing, among others.

There is still an important role for the tax policy for the short
term. Thus, as discussed in more detail later, the administration has
proposed special temporary tax incentives to encourage construction
of new facilities and purchases of equipment in areas in which unem-
plovment exceeds 7 percent. The objective of this program is two-
fold. First, it will provide immediate relief to the unemployment
problem of the construction industry, one of the most depressed
industries in_our economy. Second, the incentives will be provided
in areas of high unemployment where new jobs are most needed.
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Our policies for the long term must be to create an economic en-
vironment which encourages individuals to save and businesses to
invest, and thereby restore the dynamism of our economy. The Ad-
ministration has long and continuously emphasized the need for a
higher rate of capital formation, and I shall have more to say on
this topic in a moment. At this point I simply note that we cannot
expect businessmen to assume the risks of business expansion unless
the Federal Government does its share to provide a stable climate in
which sound business decisions can be made. This means stable prices,
ready access to financial markets, and the certainty that the Federal
Government will not make increasing tax claims on the returns flow-
ing from these investments.

In my written statement I go on to describe our recommendations.

DANGERS OF INADEQUATE CAPITAL SAVING AND INVESTMENT

The dangers that can arise from inadequate capital investment over
a period of years are best illustrated by the 1978 production bottle-
neck. In that year industries that process such materials as steel,
paper, fertilizers, chemicals, cement, nonferrous metals, and textiles
were operating at the limits of their physical capacity. But they still
were not producing enough goods and services to meet the demands
of other industries.

Another consequence of inadequate saving and investment is that
annual gains in productivity—that is, total output per worker—have
significantly slowed during the post-World War II period, as shown
in the figures in my written statement, the growth rate of productiv-
it5y has ranged from 2.44 percent in 1950-54 to 1.33 percent in 1970-
75.

The diminishing of U.S. productivity gains takes on added signifi-
cance when compared with the experience of our major trading part-
ners. Over the past 15 years Japan, West Germany, and other coun-
tries have all experienced more rapid rates of productivity growth
than the United States; and taken together, their rate of productiv-
ity growth is more than double ours.

The rate of capital formation is a major determinant of the growth
of productivity. Therefore, an increased rate of capital formation is
required to maintain the competitive positioning of U.S. business in
world markets.

Wage increases need not lead to higher per unit costs of produc-
tion as long as output per worker, or productivity, rises sufficiently.
This can happen if we provide workers with more and better equip-
ment; that is, if we maintain high rates of capital formation.

However, as I have noted on other occasions, our investment per-
formance has not been satisfactory. All studies on this subject con-
clude that if we are to realize our economic goals, we must commit
an even higher portion of our income to national saving and invest-
ment. Results of these studies imply a need for an increase in the
rate of private savings from 15 percent to 18 percent of GNP.

The sources of demand for capital should be carefully identified.

First: There are enormous investment demands generated just in
maintaining a growing labor force properly equipped with capital,
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Second: Capital is needed to achieve specific public policy objec-
tives. In the energy field alone estimated investment needs for the
next decade total $1 trillion. ) ) i

Third: And most important, is the economic necessity to increase
our production efficiency to raise the real standard of living enjoyed
by Americans. L

The tax proposals which I have already mentioned and will dis-
cuss in considerably more detail are directed towards stimulating
more saving and investment to meet our long-term capital needs.
Along with the reduction in the growth of Federal spending, these
proposals should help tilt slightly the overall allocation of our total
income in favor of investment.

CORPORATE INCOME TAX

There are a number of related problems concerning capital forma-
tion which our tax policies address.

The existing tax system—the combination of income, estate and
giﬂ; and State and local property and income taxes—imposes a heavy

urden on capital. Obviously if we wish to increase saving and in-
vestment, a lessening of this tax burden is the logical place to begin.

We should be concerned as well about the tax system’s effect on
efficient allocation of investment among competing uses. We should,
therefore, work to remove those features of the tax system which
cause the flow of savings to be channeled away from more productive
investment and into less productive investment. The most important
such distortion in the existing tax system is the two-tiered tax upon
corporate income.

nventories and depreciation are two major elements which sub-
stantially overstate profits in periods of inflation.

The overstatement and overtaxation of operating profits caused by
inflation is a problem for all business which represents yet another
barrier to our goal of stimulating a higher rate of capital formation.
Our recommendations to reduce business taxes should be considered
in this context.

One of the factors which can inhibit the future growth of needed
capital formation is the financial condition of American corporations.
Analysis of debt-equity ratios indicates that corporate balance sheets
have shown signs of deterioration over the past decade.

The implication of these fundamental shifts in the patterns of
financing is that the structure of corporate balance sheets is much
more brittle and less liquid than it was ten years ago. Obviously there
is no single level where the corporate financial structure suddenly
becomes too illiguid and inflexible, but at the same time an ever high-
er burden of debt commitments relative both to financial assets and
to income is a matter for some concern.

Coverage ratios have dropped sharply over the past decade and
operating breakeven points have risen. This makes companies less
able to withstand even modest sized recessions. Accordingly, the
potential for bankruptcy has greatly increased across the entiro

.spectrum of U.S. business. This potential, in and of itself, will dis-

courage future investment as lenders become more reluctant to make
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long-term commitments and companies become less willing to take
on fixed payments of interest and repayment of debt obligations.

The increasing aversion to risk taking in the lending and invest-
ing process must be arrested.

INTEGRATION OF CORPORATE AND PERSONAL INCOME TAXES

Toward those ends the administration is proposing to integrate
corporate and personal income taxes. This proposal would eliminate
the double taxation of corporate earnings which results from first -
taxing corporate incomes and then taxing individuals who receive
dividends. I strongly believe that this proposal—which has already
been adopted in most of the other major industrialized countries—
would make a significant contribution toward meeting our capital
needs of the future. Moreover, it is the only major tax proposal of
which I am aware that comes to grips with the growing imbalance
between corporate debt and equity.

ADMINISTRATION’S ENERGY POLICY

No subject is more basic to the future of our economic prosperity
than energy. Unfortunately, we have been without a comprehensive
energy policy for too long.

The President is committed to ensuring an energy policy that will
achieve our goals. In January 1975, he submitted a set of measures
to conserve energy, increase domestic production and provide for
strategic reserves. The Energy Policy and Conservation Act con-
tains 1mportant steps in the right direction, but the penalty for ulti-
mately ending oil decontrol is first to roll back the average oil price.
This action, coupled with the action taken by Congress to effectively
reﬁneal 70 percent of the depletion allowance for oil and gas, cannot
help but have a retarding effect on exploration and development.

The President is committed to bringing about decontrol as rapidly
as possible, and we must make sure that the 40-month period for
decontrol is not extended.

Prices of our natural gas are still prohibited from rising to their
market level in interstate markets, and shortages will continually
plague us unless price is allowed to rise.

As long as we refuse to remove these government-imposed controls,
and therégby prevent free market incentives from increasing domestic
energy supplies, we will continue our dependence on foreign imports
and our vulnerability to political blackmail. For these reasons we
are opposed to the provision of H.R. 10612 which would erect fur-
the(; impediments by increasing the tax burden on investments in oil
and gas.

TAX SIMPLICITY AND FAIRNESS

The third major issue before you concerns the ways to enhance the
fairness and simplicity of the tax system.

Many people today feel that taxes are being imposed upon them
without their consent, that too many of their fellow taxpayers are
escaping their responsibility through dozens of loopholes, and that
the code itself has become a Byzantine labyrinth of Fegal doubletalk,
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In 1973 the administration originated the LAL—limitation on ar-
tificial losses—proposal which limits the benefits of those tax incen-
tives—often caﬁed tax shelters. We are pleased that the House bill
generally follows our proposal and we continue to support the broad
objectives toward which LAL is directed.

Further, to deal with the problem of high income taxpayers who
do not pay their fair share of tax, the administration is renewing
in modified form its 1978 MIT—minimum taxable income—proposal.
MTI—minimum taxable income—is an alternative tax which will sub-
ject taxpayers to progressive income tax rates. Qur MTI proposal
18 consistent with the objectives of equity, simplicity and efliciency
which can best be served by appropriate broadening of the base for
the income tax, moving towardp a more inclusive concept, and ulti-
mate leading to a lower structure of rates for all.

Having set the context for our approach to the issues before this
committee, let me turn now to some of the speciﬁcs. I shall take up
first the main elements of the administration’s tax proposals, discuss
the relationship of energy policy and tax policy, and close with a
discussion of tax reform, focusing specifically on H.R. 10612.

PROPOSED DOLLAR-FOR-DOLLAR REDUCTION
IN FEDERAL TAXES AND LXPLENDITURLS

Tast October President Ford proposed that permanent large tax
reductions be made possible for American taxpayers by Congress
joining with him to limit the rate of growth of Federal expenditures.
Specifically, the President proposed a $28 billion tax cut linked to
the adoption by the Congress of a spending ceiling of $395 billion
for fiscal 1977. That spending ceiling, and the budget presented to the
Congress this January, represent a reduction of about $28 billion
from the projected levels of spending that would have applicd.

The proposed dollar-for-dollar reduction in Federal taxes and Fed-
eral expenditures has two fundamental objectives. The first is to
restore fiscal discipline in the consideration of tax and expenditure
measures: the second is to return more decisionmaking discretion to
individuals and families to determine how they will allocate their
incomes and personal resources.

Our recent fiscal history demonstrates that the failure to link
tax cuts with expenditure cuts, and expenditure increases with tax
increases, has resulted in substituting the capricious tax of inflation
for the more equitable, but politically difficult, legislated tax increase.

Thus, a principal goal of the President’s program is to restore
the Federal budeet to balance. Reducing the projected fiscal 1977
deficit to $43 billion will make possible a balanced budget by fiscal
1979. We are, of course, extremely pleased that your committee, in
its budget- recommendations for fiscal 1977, has substantially agreed
with the President’s target for that year's deficit.

RETURNING DECISIONMAKING DISCRETION TO INDIVIDUALS

The sccond objective of the President’s program is to return more
decisionmaking discretion to individuals and families to determine
how they will allocate their incomes and personal financial resources.
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The growth of Federal expenditures has brought with it increasing
government dominance in basic decisions respecting the use of our
Nation’s resources and a corresponding diminution in the role of
private decisionmaking. .

Our choice then is clear. We can regain control over Federal spend-
ing, stop the trend toward the Federal Government’s direction of the
use of an ever-increasing portion of our national wealth, and restore
a greater share in decisionmaking to individuals and families through
large permanent tax cuts. Or, we can continue down the road of the

ast which leads toward even larger budgets, continuous deficits, and
increasing domination of government over our economic affairs.

PROPOSED INDIVIDUAL TAX REDUCTIONS

With respect to individual tax reductions, the administration’s pro-

osals are designed to achieve two important goals. The first goal
1s to simplify the existing tax structure by providing a single stand-
ard deduction as a substitute for the present low-income allowance
and maximum standard deduction. The second goal is to begin the
difficult, but most vital, task of realining the tax rate structure to
relieve the middle-income taxpayer from onerous tax burden imposed
as a result of industriousness and thrift. Tables 14-21* provide fur-
ther information on the individual tax cuts.

PROPOSED PERMANENT INCREASES IN THE INVESTMENT

With respect to business tax cuts, the Tax Reduction Act of 1975
increased the nominal rate of the investment credit to 10 percent from
7—4 percent in the case of utilities—for the years 1975 and 1976.
The President’s proposal would make the increase permanent.

PROPOSED REDUCTION OF CORPORATE TAXES

In addition to this modification of the corporation tax schedule,
the President proposes to reduce the top rate 2 points so that the
maximum applicable tax rate would be 46 percent. Until we, working
with the committees of Congress, can effect integration of the cor-
poration and personal income taxes, this modest relief of the extra
burden of tax should cause beneficial increases in the rate of capital
formation.

JOB CREATION INCENTIVES

As I mentioned earlier, this administration is committed to two
fundamental economic policies: sustained noninflationary economic
growth and jobs for all who seek work.

The proposed tax cuts, coupled with the corresponding reduction
in the growth of Federal spending which I have just desecribed, go
a long way toward achieving our goal over the long run. But tax
cuts alone are not enough. There is a pressing need for more imme-
diate measures to alleviate the unemployment problem that is par-
ticularly severe in certain segments of our industry and in certain

t See. pp. 115-122,
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areas of our Nation. What we need and must do is to create a favor-
able climate for private industry to create more jobs.

The administration has proposed just such a job-creation incentive.
Introduced in the House as H% 11854, the proposal will permit rapid
depreciation for businesses which construct new plants or expand
existing facilities in areas where the unemployment rate exceeds 7
p?rcent, or purchase equipment for use in these new or expanded fa-
cilities.

The administration’s proposal has the following advantages:

First, the stimulation of plant construction and expansion and
exﬂl)lipment purchases will leas) to the creation of new and permanent
jobs, in the private sector, in areas where they are needed most.

Second, we expect the proposed tax incentive will provide substan-
tial impetus for business to embark upon projects now deferred and
to undertake new projects which otherwise might not get started.

Third, the administration proposal will provige immediate benefit
to the construction industry, one of the most depressed in the econ-
omy.

PROPOSED BROADENED STOCK OWNERSHIP PLAN

I would like to turn now to the subject of broadened stock owner-
ship in the United States. The following are the principal features
of the proposal:

First, contributions would be deductible from taxable income, with
participation being restricted to individuals in the low- and middle-
income ranges and limited to the maximum amount eligible for de-
duction. In addition, there would be a phaseout of the amount deduct-
ible at the higher income levels. For example, a taxpayer might be
allowed to deduct $1,500 a year or, if less, 15 percent of his compen-
sation, subject to a phaseout in the case of compensation between
$20,000 and $40,000.

Second, income earned by a Broadened Stock Ownership Plan
(BSOP) would be exempt from income taxation until withdrawn
from the plan. Upon withdrawal, a participant would be subject to
a current tax at capital gain rates, to provide participants with the
benefits normally associated with the accumulation of capital values.
However, there would be a holding period requirement. Thus, funds
held in a BSOP would have to remain invested for at least seven
years. Premature withdrawals would be subject to a penalty tax in
order to discourage early withdrawals. )

Third, the contributions made to a BSOP would have to be in-
vested in common stocks, the selection of which would be entirely up
to the participant. He could, for example, select individual stocks or
mutual funds.

PROPOSED ELECTRIC UTILITIES TAX PROGRAM

The electric utilities tax program is another important part of
the administration’s program. It not only will serve as a stimulus to
construction of additional facilities by electric utilities, but will also
provide a means to minimize imports of foreign oil and to insure
adequate electric generating capacity in the several years ahead. The
program is highly important to the national economy.
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The proposal I presented last July 8 before the House Ways and
Means Committee, and before your committee on December 9, rep-
resents the recommendations og the President’s Labor-Management
Committee, and the President has endorsed them. The need for this
legislation has not lessened since I last urged its adoption. The rea-
sons are:

1. Financing difficulties have prevented the construction, or comple-~
tion, of badly needed nuclear and coal-fired plants. )

2. The need to minimize our dependence on foreign oil demands
adoption of means to increase electric generating facilities fueled
otherwise than by petroleum products.

3. The energy shortage must be met. Insufficient electric power will
inhibit construction of new manufacturing and commercial facilities.
This cannot be allowed to happen.

I would now like to turn to the specifics of the six-point proposal.-

First, the proposal would increase the investment tax credit per-
manently to 12 percent for all electric utility property except gener-
ating facilities fueled by petroleum,

Second, the proposal would give electric utilities full, immediate
investment tax credits on construction progress payments for con-
struction of property that takes two years or more to build, except
generating facilities fueled by petroleum products.

Third, the proposal would permit electric utilities to begin depre-
ciation irojects uring the construction period.

Fourth, the proposal would provide for extending to January 1,
1981 the periocf) during which pollution control equipment installed
in a pre-1969 plant or facility will qualify for rapid five-year
straightline amortization.

Fifth, the proposal would provide an election of five-year amortiza-
tion, in lien of normal depreciation and the investment credit, for the
costs of converting an electric power generating facility fueled by
petroleum into a facility fueled by nonpetroleum products.

Sixth, the proposal would permit a shareholder of a regulated elec-
tric utility to postpone tax on dividends paid by the utility on its
common stock by electing to take additional common stock of the
utility in lieu of a cash dividend. The receipt of the stock dividend
would not be taxed.

PROPOSED INTEGRATION OF CORPORATE AND PERSONAL INCOME TAXES

I would like to turn now to a specific proposal to integrate corpo-
rate and personal income taxes. In my testimony before the House
Ways and Means Committee last July, I discussed the details of such
a proposal. Much of what I will present today is drawn from that
testimony. I will also attempt to answer some of the criticism which
has been leveled at the proposal.

Under our system of taxation, income earned_ by corporations is
taxed twice: first to the corporation and then again to the share-
holder, if and when it is distributed as a dividend or realized on sale.

The double tax is an extra inducement for corporations to seek
debt financing, rather than increased equity capital, because the tax
applies only to the income attributable to equity investment. Corpo-
rations must earn enough gross income to cover the interest payments
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made to compensate bondholders and other creditors fof the savings
which they have supplied. But interest payments are deductible at
the corporate level and thus—unlike dividends—are not included in
the net income which is taxable to the corporation. If we were able
to remove the extra tax on dividends, we would make equity financ-
ing much more attractive and would reverse the steep and dangerous
increase in debt-equity ratios of recent years. I have already indicated
how high debt-equity ratios make businesses extremely vulnerable to
business cycle changes, and that a high proportion of debt in the
financial structure will further discourage investment by introducing
added uncertainty for lenders and borrowers. This is just another
example of how the tax structure hinders the efficient operation
of markets, in this case by increasing the cost of equity compared to
debt capital. We must remove this tax impediment to business expan-
sion and economic growth.

A double corporate tax creates a market bias against dividend
vielding stocks. So long as earnings are retained, the second tax on
dividends need not be paid. If the stock is ultimately sold, its value
will generally be higher because of the retained earnings, but the
capital gains tax on the increase in value is imposd at preferential
rates. Thus, the second tax in the case of retained earnings may be
substantially lower than in the case of dividends. Consequently, com-
panies such as utilities, which have traditionally relied on high divi-
dend payouts to attract the capital needed for expansion, ave placed
at a substantial disadvantage because the double tax imposed on their
income is greater than the double tax on companies which retain
earnings and do not distribute them. Moreover, moderate income in-
vestors who prefer dividénds to capital gains are discouraged from
stock OWIlEI‘S}li]). Elimination of the second tax would greatly assist
utilities and other companies similarly situated in raising equity
money. Given our energy problems, this is a particularly important
point.

The double tax places a heavy penalty on corporate decisions to
distribute earnings. In an ideal free market, the tax system would
be neutral with respect to retention or distribution of earnings. Cor-
porate managers would be led to retain earnings only if they would

use them more productively in their businesses than their stock-

holders might use them in other investments. Integration would re-
move the tax reasons for retaining rather than distributing earnings.
At present, the tax penalty on paying out earnings puts corporate
managers under great pressure to do almost anything that might be
productive with retained carnings rather than pay them out. The
double corporate tax thus tends to “lock-in” corporate capital and
keep it out of the capital markets which allocate capital more effi-
ciently among uses.

The European Economir Committee has adopted a resolution urg-

" ing all of its members to adopt such a system and is presently en-

gaged in an effort to promote greater uniformity of existing systems
and to harmonize-the differences that remain.

We propose eliminating the double tax on income from savings
invested in corporate equity and to do so in six phases, with the
first phace effective January 1, 1976. The remainder would phase in
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cqually over the succeeding 5 years. The proposal would, thus, have
no effect on the budget for fiscal year 1977. o

We propose to eliminate the double tax by combining the two
mechanisms of a dividend deduction and a stockholder credit. When
fully effective, the credit at the stockholder level in combination

with the dividend deduction at the corporate level will completely =

remove the double tax on dividends.

The combination of the dividend deduction and the stockholder

ross-up and credit has two major advantages: First: Use of the
ﬁividend deduction will initially create additional cash flow at the
corporate level, which provides an immediate increase in funds avail-
able for investment. Second: Use of the stockholder credit mecha-
nism permits flexibility with respect to tax-exempt organizations and
foreign stockholders. Of course, it may be appropriate in particular
cases to extend the benefit of the stockholder credit to foreign stock-
holders by means of an income tax treaty. .

Four major arguments have becen mounted against the integration
plan. Let me answer these arguments.

The first argument is that the plan is heavily weighted toward
blig busiz}ess and high-income individuals at the expense of the “lit-
tle guy.

Thisy argument first ignores the fact that all Americans would
benefit from the plan as highest levels of real income are generated
by higher levels of productivity.

Second : The ownership of corporate capital is much more wide-
spread than many may realize. In addition to the gains to direct
owners of corporate stock, benefits will flow to people who receive
corporate income indirectly through pension funds, insurance com-
panies, and other financial institutions. These institutions have been
increasing their ownership of stock and now own about a quarter of
all outstanding corporate shares.

Third: The integrated nature of our Nation’s capital markets as-

sures that benefits will spread to people who receive all types of cap-
ital income, from bonds, notes and savings accounts, as well as from
stocks. Thus, an initial buoyant effect of integration on rates of
return to stockholders will be dispersed to all capital ownership, to
higher money wages, and to real incomes for all, not just rich stock-
holders.

The second argument is that the cost of the program is too high
in proportion to the benefits. I fail to see how retaining a tax system
which incurs for us a current loss of ecconomic welfare and consigns
us to a lower growth rate can be less costly than reforming it.

The third argument is that integration favors dividend-paying
corporations. Plainly, the present unintegrated corporation income
tax favors corporate retentions over dividend distributions. If we
were to propose to so distort private choices by some tax scheme,
we justifiably would be criticized. I am, therefore, puzzled when
critics chastise me for proposing to neutralize the present distorting
effect of tax policy on corporate financial management policies.

The fourth argument is that reducing the corporate income tax
would be simpler and just as effective a means to stimulate capital
formation.
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I agree that this alternative is sound and would help achieve the
overall objective. However, simply reducing corporate rates would
fail to confront the inherent inequity and inefliciency of maintaining
higher tax rates against income from corporate as compared to non-
corporate capital. Reducing the corporate tax rate by itself would
also do nothing about the grave problem of tax bias in favor of
debt financing. . .

Lowering corporate tax rates would lead to increased capital for-
mation, but integration will improve corporate financial structures
and bring about more efficient and effective use of that capital as

well.
PROPOSALS RELATING TO CAPITAL, GAINS AND LOSSES

Now to capital gains and losses.

H.R. 10612 contains two relevant provisions dealing with the tax-
ation of capital gains. The first provides for an extension of the
holding period requirement to qualify for long-term capital gains.
The second provision increases from $1,000 to $4,000 the amount
of net capital losses which may be used to offset ordinary income.

We support both provisions of the House bill.

We are today proposing the adoption of a sliding scale approach
for the taxation of capital gains and losses. Under our proposal. the
tax burdens on capital gains will be reduced the longer the asset
has been held by a taxpayver. This will promote capital formation
and the efficient allocation of investments. The proposal is a sensible
rule-of-thumb to avoid converting the income tax into a capital levy
on shifts in investments. In addition, we believe the sliding scale
mechanism will reduce the unwarranted taxation of inflationary

ains.

. Specifically, we propose just the amount of capital gain which
may be deducted in computing adjusted gross income will be based
on the holding period of the asset. Capital losses will also Be-subject
to the sliding scale proposal. All transactions which presently gen- -
erate capital gains and losses will be subject to the sliding scale.

Personally, I believe that the unlocking will be substantial and
generate significant revenue increases in fiscal 1977. However, we
are assuming that the sliding scale proposal will produce no material
change for budget purposes in fiscal 1977 receipts.

PROPOSALS RELATING TO ESTATE AND GIFT TAXES

I would like to turn now to estate and gift taxes. As vou know. the
House Ways and Means Committee is now holding hearings on the
major issues of estate and gift tax revisions, and, Treasury Depart-
ment officials will be testifving on that subject next Mondayv, March
22. We believe that a complete reexamination of estate and gift taxes
is long overdue and we look forward to cooperating with the tax-
writing committees in this undertaking. As you also know, the Presi-
dent has already recommended an increase of the estate tax exemp-
tion from $60,000 to $150.000.

The basic structure of the estate and gift tax has remained fun-
damentally unchanged since 1932, and the estate and gift tax exemp-
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tions were last changed in 1942. Since that time, the ravages of in-
flation have substantially eroded the value of the $60,000 estate tax
exemption, No longer does the estate tax impact principally on ths
relatively larger estates. Rather, the estate tax now has shifted to
a more broadly based tax on the private capital accumulations of
more moderate estates. L.

We believe that an increase in the estate tax exemption is clearly
warranted. Indeed, such an increase is essential if the estate tax is to
be returned to its historic role as an excise on the transfer of rela-
tively larger wealth accumulations. At the same time, we cannot
ignore the significant revenue consequences that would rcsult. Thus,
we recommend that the estate tax exemption be increased to $150,000
over a 5-year transition period and that the lower bracket estate tax
rates on the first $90,000 of taxable estate be eliminated. Limiting
the increase to $150,000 (with the proposed restructuring of rates)
will permit the revenue less to be held to an acceptable amount,
which can be absorbed gradually during the phase-in period.

The Cuarryman. Mr. Secretary, if I may just interrupt——

Secretary Sryox. I am running out of breath myself, Mr. Chairman.

The CrArryAN. I will give you a chance to catch your breath. In
view of the length of your statement, and in view of the fact that
you have to be down at the White House, and since you have touched
upon the more important matters, why don’t we open this hearing
up to questions now. We can let somebody else read the remainder
of your statement, if you want it read. Your prepared statement
will be inserted in the record.!

The CuamyaN. We have about 1 hour and 15 minutes to ask you
the questions that are on the Senators’ minds.

Secretary SiyoxN. Fine.

The CHATRMAN. Mr, Goldstein there on your right told a story
that I stole from him. I do not know whether it was original with -
him or not.

A fellow came home one night after consuming altogether too
much alcohol, and he had lost his key. He had to rap on the door to
wake his wife in order to get in. It was late at night and he stumbled
over the rug. As the fellow fell to the floor, he looked up at his wife
and said, “If it is all the same to you, I will just dispense with my
prepared remarks and proceed with questions from the floor.”

I know that we would like to ask some questions at this point.

Our seniority rule on this committee goes on a day-to-day basis.
The first man in the room gets to ask the first questions. So we will
%o bg 3emor1ty today, and the early bird today was Senator Harry

yrd, Jr.

Senator Harry F. Byrp, Jr. Thank you, Mr. Chairman,

Mr. Secretary, this is a very comprehensive statement and it would
take a little time to study it, of course.

REVENUE LOSS FROM PROPOSED CORPORATE TAX REDUCTIONS

I would like to turn to the beginning of your statement and ask,
because of these items, the first one has to do with permanent reduc-

1 See p. 51.
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tion in corporate income tax rates from 48 percent to 46 percent,
and that varies slightly, as I read it, from your proposal on page 25.
You put a big $3.2 billion as a revenue loss on page 25. Is that the
same, roughly the same revenue loss that you envision?

Secretary Siaon. It is $1 billion per 1 percentage point in reduc-
tion in the corporate tax rate. :

Senator Harry F. Byrp, Jr. On page 45, you propose 47 percent.

Secretary Siaoxn. That includes the change in the surtax exemp-
tion rate, Mr. Byrd, which is from 22 to 20 percent the first $25,000.
This reduction was in the original Tax Reduction Act of 1975.

Senator Harry F. Byrp, Jr. I am trying to understand if that
$3.2 billion applies to the statement on page T.

Secretary gnrox. Let me read it. The total corporate effect, 2
percentage points reduction is $2 billion, the change in the rate of
the surtax exemption that I spoke of is $1.7 billion: extension of the
investment tax credit in fiscal year 1977 is $1.2 billion. The utility
relief is $800 million. The total corporate is $5.7 billion out of the
total $28.1 billion proposal. The figures get confusing because we
are comparing calendar years and fiscal years. That might be where
the confusion is.

Senator Harry F. Byro, Jr. Well, then take vour proposal to
eliminate the double on the corporate dividends. What cost?

Secretary Siaon. That costs approximately $1314 billion. That is
why we recommend a phase-in over a 6-year period.

REVENUE LOSS TFROM PROPOSED REVISION OF CAPITAL GAINS TAX

Senator Harry F. Byrp, Jr. Now, revisions in taxation of capital
gains what did that cost you? :

Secretary SiyoN. A lot of this is judgmental. T can think of no
subject we have deliberated longer and harder on in the Treasury.
We all agree, I believe, there is going to be a significant unlocking
effect as a result of the capital gains proposal in the short run. The
disagreement is how many years is short run. I happen to belicve
that the unlocking would take somewhere bhetween 3 and 5 vears.

So the ultimate revenue effect would be about an $800 million loss
a year.

I can remember discussing this with Wilbur Mills. who was in
favor of this several years ago, when I first arrived here in Wash-
ington. I believe at that time that the unlocking effect on the revenue
impact would have been far greater. It is very difficult to quantify
the ripple effect in our economy through freeing up these funds.
Again, economists can have long and hard debates on this. I think
it wounld be significant myself, but for budgetary. purposes, we put
in neutrality, even though everybody’s bias is on the plus side.

In the longer run, the negative impact is about $800 million.

REDUCED REVENUES FROM PROPOSED INTEGRATION OF
CORPORATE AND PERSONAIL INCOME TAXES

Senator Harry F. Byrp, Jr. I am inclined to favor most of these
proposals, but T am wondering whether it is realistic to think that
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we could reduce revenues by $1314 to $14 billion by the elimination
of the double tax on the corporate dividends. )

Secretary Siston. Of course, that is why we recommend that it be
done, Senator, over a 5- or over a 6-year period. This proposal of
course, also has international ramifications. As far as the competi-
tiveness of our trading partners, they have already done this—well,
all but a very few European communities. It has been recommended
that the balance of the couintries that have not adopted an inte-
gration mechanism do it now.

Obviously, if these countries have removed a tax on capital, which
you do when you are eliminating the double taxation, their ability
to produce goods at cheaper prices is obvious. I think it is an impor-
tant proposal and, of course, 1t is, as I say in my prepared statement,
the only proposal that I am aware of that directs itself to the debt-
equity ratio. The debt burden of our corporations in the United
States has gone up alarmingly in my judgment and puts them in
a very sensitive position as far as being able to withstand cyclical
changes in our economy.

It does cost money and that is why, as I say, we phased it into
the projected budget process to take it into consideration, but ob-
viously it is & major capital formation tool.

Senator Harry I¥. Byrp, Jr. Thank you, Mr. Chairman.

The Crairaan. Senator Ribicoff?

PARTICIPATION IN ARAB BOYCOTT OF ISRAELI BUSINESSES

Senator Risicorr. Mr. Secretary, if the policy of the United States
is to discourage participation by Americans in the Arab boycott,
should we not draw a clear distinction between those Americans who
promote the boycott and those who do not?

Secretary Siaron. When you say, distinction, those who promote
the boycott and those who do not?

Senator Risrcorr. That is right.

Secretary Siaon. Well, the President has come up very strongly
against any boycott based on race, creed, national origin, religion, et
cetera.

Senator Riercorr. So if that is the case, then the United States
continues to offer companies that participate in the boycott the same
beneficial tax treatment as other companies by granting them the
foreigm tax credit, tax deferral on foreign source income and DISC
benefits. These benefits currently apply to income derived from boy-
cott dealings.

Isn’t the United States actually adding incentives to comply with
the boycott and resulting in the clear contradiction of our policy
regarding foreign bovcotts? )

Secretary Siaron. When you say contradiction, I just returned, as
you know, Senator Ribicoff, from the Middle East. I visited Israel
and the Arab countries. There are a lot of inconsistencies, I guess
I would say, in life. I find a lot of inconsistencies in this boycott
problem. '

The Saudi Arabians made a public statement while I was there
that it was not, nor will it be—and it was a very strong statement—
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their policy to discriminate on the basis_of race, national origin or
religion. They are conducting an economic boycott against an enemy,
and they then ask us, and say, well, what is the difference between
an economic boycott such as that, and it is as old as the world, and
the boycott that you, the United States, have with Cuba and the one -
you have with Communist China.

Those, as I say, are inconsistencies. As I say, we are opposed to
boycotts based on discrimination and, yes, we will take action against
people. We believe our policies, Senator Ribicoff, are attempting to
assure a just and lasting peace in the Middle East.

Senator Risrcorr. Let us go further. We have got 3,000 American
companies involved in a boycott against 2,000 American companies.
I see by this morning’s paper that General Motors, and it named
a few more—RCA, Texaco—have agreed not to comply with the
Arab boycott. '

Now, you have General Motors refusing to comply with the Arab
boycott, and let us say—I do not know 1f this is the case—if Ford
and Chrysler do not agree to that and do the opposite, under those
circumstances, why should General Motors be penalized and Ford
and Chrysler get a benefit?

Secretary SimoN. I do not think they necessarily should, Senator
Ribicoff, and the point is that we have instituted, or the Justice
Department has instituted, an action against Bechtel, which, of
course, will be adjudicated in the court, and this will go with the
problem that you just brought up. :

Senator Risicorr. That is one company.

PROPOSED DENIAL OF FOREIGN TAX CREDIT FOR PARTICIPANTS
OF ARAB BOYCOTT

Now, I have introduced a bill, and this committee is going to have
to vote on it here and on the floor of the U.S. Senate, which would

-deny foreign tax credit benefits—tax deferral on foreign source

%)ncoméat and DISC benefits to any company that participates in the
ovcott.

If a company cooperates with the boycott, it would lose those

benefits on its dealing with any country that sponsors the boycott.
Now, that amounts to $1 billion in tax benefits that are being re-
ceived by American companies involved in the boycott. What is the
administration’s position on giving these tax benefits to those com-
panies involved in the boycott?
_ Secretary SmyoN. We just recently received this proposal, I think
it was yesterday, Senator Ribicoff, and I have not had the time to
study it for recommendations. When I get into the details on its
ramifications, I will guarantee you that in a short period of time we
will have a policy. We want to effectively discourage and eliminate
this very contemptuous issue of the boycott.

I am not sure that the tax system is the proper instrument to use.
I truly believe that our diplomatic and persuasive measures are
working, resulting in what the Saudi Arabians announced when I
had my recent visit there, and I think we can, as™I say, solve this

~issue. I am not sure this legislation would be it, but without the
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‘suggestion that I have prejudged exactly what your bill is and

what it would do, let us take a look at it and we will advise you
very rapidly. . L )

Senator Risrcorr. You have 99 pages of gohcy decisions which
you 1are, making for the people of the United States involving the
tax laws, ) .

Now, if it.is a policy of the United States to be against this un-
American procedure of encouraging boycotts, then you will be faced
with the proposition of whether or not you are going to encourage
a continuation of the boycott by giving tax benefits to those who
are involved in it. What 1s your response to that?

Secretary Siamon. Our position is eminently clear on the boycott
issue, Senator Ribicoff. We absolutely will not tolerate a boycott as
it relates-to discrimination based on race, creed, cojor, national ori-
gin, sex, et cetera. As I say, this is not inconsistent with what the
Saudi Arabians announced during my visit, that they will not exer-
cise a boycott based on those principles, which I am opposed to
having with the United States

Senator Rieicorr. One second, Mr. Chairman, if I may.

It is not what they say, but what they do.

Secretary Srmon. I agree with vou; yes, sir.

Senator Risicorr. Thank you, Mr. Chairman.

The CuaAirmMAN. Senator Fannin?

Senator FaNNIN. Thank you, Mr. Chairman.

Mr. Secretary, I am very impressed with vour statement, and I
am in agreement with most of the proposals that you have made. I
am very impressed with them.

INVESTMENT TAX CREDIT FOR UTILITIES

On page 35, T am a little concerned with the investment tax and

how it would apply. I quote one of your paragraphs, “These pro-
osed changes with respect to the investment credit would be lim-

ited to those utilities”—and it goes on to explain this.

My problem with this is that in many States the regulatory agen-
cies are holding down utility rates due purely to political pressure.
In fact, they will not agree to what would be normalization. Conse-
guently, the utilities would not be in any way responsible for that

ecision, but they would be penalized.

Is there any way we can get around that where the utilities would
not be penalized for actions by regulatory bodies?

Secretary Simon. One of our utility proposals directs itself to
your concern, because we too have that very basic concern. We do
not want tax benefits given thet are just going to flow through. There
would be no economic benefit, no efficiency resulting from something
like that. So these proposals for the regulatory agencies to do what

- is proper as far as ratemaking is concerned——

Senator FANNIN. I would hope it would have an effect—in my
own State, in Tucson, Arizona, the utilities are in real trouble and
the regulatory agency is not giving them relief. Consequently, the
have had to cut back some of their partial ownership in the propos

69-460—76—38
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construction of & nuclear power plant. This action takes away from
them the investment tax credit which they very badly need.
Secretary SimoN. Yes. You have had different actions in different
States and, sure, ratemaking agencies, because they are so politically
sensitive, are going to be slow to act in some States, yours obviously
being one, but these proposals are going to build up pressure and
editorials, and when the public pressure comes on, then they are
oing to recognize basically that the people are going to have to pay
%or the cost of generating the electrical capacity in the United States.
This is not a substitute for that recognition; this is a supplement
and incentive on top of that. ) )
Senator FANNIN. T certainly hope that it works out that way, and
I can see that if the press would capitalize on this ogportumty to
bring forcibly the pressure of the community upon the regulatory
agency, it would work out that way.

TAX INCENTIVES NEEDED FOR GEOTHERMAL ENERGY DEVELOPMENT

Mr. Secretary, I have a continuing concern for the lack of clarity
in the tax laws as they relate to geothermal energy development. We
have opportunities in the West to provide massive amounts of
energy from geothermal sources. The Internal Revenue Service has
refused to acquiesce in the decision in the Reich case, thereby creating
great uncertainty in the geothermal industry. Do you see any pos-
sible change of policy in this area of energy development ?

Secretary SimoN. We are studying in the Treasury right now the
whole subject of incentives to geothermal activities, Senator Fannin.

Senator Fan~iN. If we are going forward, as has been certainly
illustrated_we saw at Geyserville, some clarity must be brou§ht to
this area. I understand that industry has been able to get results out
of the Treasury that would permit them to go forward with new
development, and I would very much appreciate if a report could
be mafie in that regard. It seems to me that this is a great opportu-
nity that we have.

When we are talking about a 5—year amortization, we are getting
back some other problems. In the geothermal, we have the problem
of the equipment that was needed because of the pollution matters,
and that comes about, and the 5-year amortization, it seems to me,
a pretty difficult problem. -

When they are spending money in 1 vear, they are not getting any
advantages as-far-as-productivity is concerned. It is adding to their
cost of operations,

Shouldn’t that be allowed too, for deductions in the year in which
it is spent, rather than the 5—-year amortization?

Secretary Siaon. See what happened, and I am sure you in indus-
try share the frustration of not only the Secretary of the Treasury,
but of the highest tax policy group also, on these long delays on
terribly critical regulations. You get into these very complex subjects
and debates on the issue of whether steam is & gas or a hydrocarbon.
That is the problem. ‘

So you have to arrive at the definitional response also and get all
the technical arguments on both sides of the issue before you can do
something that is going to be proper and fair.
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Senator FaANNIN. We are trying to get legislation through, and
at the same time I would hope that, even if we do not get the legis-
lation through, that the Secretary will delve into this to try to
alleviate the problems we have in developing these resources.

Thank you, Mr. Chairman.

The Cramman. Senator Curtis? .

Senator Curris. Thank ‘you, Mr. Chairman. _

Mr. Secretary, I want to commend you and the. President of the
United States on your overall approach in this paper carrying a
number of tax recommendations. I thoroughly believe that they are
for the good of our economy, and they would also move toward full
employment of the country.

s a matter of fact, I believe acceptance by the Congress of the
approach you have made to taxes for our economy would very
rapidly bring, in just a matter of months, removal of the excessive
and above normal unemployment in the country.

ESTATE AND GIFT TAXES

I especially want to commend you for your position on relief in
the estate taxes, as well as gift taxes. Many business decisions can be
delayed, transactions, contract purchases, and so on, can be arranged
to take care of the future change in the tax law, but it is not given to
man to be able to postpone his debts.

Therefore, I am glad that a recommendation in reference to estate

~ tax is included at this time.

DENIAL OF DISC BENEFITS TO AGRICULTURAL EXPORTS

I understand that the House bill denies the DISC benefits in
reference to agricultural exports, the Domestic and International
Sales Corporation.

Do you have a position on that?

Secretary SiaoN. Of course, our overall policy on DISC is that
we oppose any tinkering with DISC at this time, because it has been
in operation a very few years. It is arguable as to what the impact
has been. We know it has helped exports. All we can do is just argue
about how much it has helped exports.

Senator Cuntis. Isn’t the DISd) designed to permit a more com-

titive approach to exports and at the same time retain the payrolls
In this country?

Secretary Siaon. Yes.

Senator Curtis. Isn’t that the essence of the DISC?

Secretary Simon. That is correct, and for every billion dollars of
exports, depending upon what the commodity is, represents 40,000
to 7?8,000 jobs in the United States, and helps our balance of pay-
ments.

Senator Curtis. It has been pretty well documented that $1 billion
worth of farm exports generates 50,000 jobs in the United States.

Secretary Siaon. It depends on the industry. Sometimes it goes
as high as 70.
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INVESTMENT TAX CREDIT

Senator Curtis. In respect to the investment tax credit, do you
agree with me that we should once and for all make that permanent,
rather than have it off and on?

Secretary Simon. I sure do. You know, we have some history to
support that statement, Senator Curtis. It went on in 1962, off in
1966, on in 1967, off in 1969, and back on in 1971. The businessman
gets dizzy when you jiggle the tax system like that.

One thing that business needs is certainly of the investment tax
credit, if you think it is worthwhile. If you have the notion of turn-
ing it on and off, it returns inefficiency to the system.

It is arguable that increased investment might have occurred
anyway due to the economy, the general state of the economy. but,
yes, this is part of the President’s program to make the investment
tax credit permanent at 10 percent, and of course our utilities pro-
posal makes the investment 12 pereent for utilities,

Senator Curtis. I anticipated that that was your position.

I want to commend you for it. because in addition to all the con-
fusion and destruction of the objectives of the law, it is also very
unfair as between competitors when one transaction falls within a
periog that the benefit 1s granted and another one falls outside that
veriod.

: Secretary Simox. It takes several years to plan.

CAPITAL GAINS

Senator Curris. In reference to the capital gains. the IHouse's
provision, as I understand it, extends the holding period for capital
gains and made its effective date as of the date of their action: is
that correct? Or else the 1st of January?

Secretary Simox. I believe it was January 1. Senator Curtis, but
I also assume that the conference committee would do what is fair
as far as the effective date is concerned.

Senator Curtis. I think that it is very important that we not
make it retroactive from the standpoint of the small investor, The
large investor who has tax information available can comply with
the act, but I believe if we accepted the ITouse's effective date we
would find many small investors making a sale believing that they
would be entitled to a capital gains tax and end up to their surprise
being liable for ordinary income.

Secretary Simon. I agree with that.

Senator Curris. Mr. Secretary, again, I commend you.

There are many other points and as the days go on I will be in-
volved in it, but I want to give back the balance of my time.

The Cramrman. I will take my turn at this point.

INCREASED STANDARD DEDUCTIONS

Mr. Secretary, 71 percent of the taxpayers will use the short form
to file their income tax this year, I am told. Isn’t that the most
simple form used in paying taxest
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Secretary Siaon. It is the simplest that we have.

The CHarMaN. You agree that it is simple?

Secretary Simon. Yes.

The Cnairaax. Now, we could change it. )
Secretary SimoN, A lot of people out there do not think it is so

simple, I guess. .
The CHARMAN. It looks pretty simple to me. I do not see how we

could make it much simpler.

We could change about two-thirds of those people who use the
itemized deductions over to the simple form if we made more people
eligible for the standard deduction and if we undertook to make the
simple approach much more attractive to the taxpayer and the long
form less attractive to the taxpayer.

If we cannot agree on some of the other matters, why could we
not at least agree on that approach?

Secretary Staron. We would have to increase the standard deduc-
tions to do it. I guess it would be a cost factor in that. Of course,
some people cannot avoid all the massive deductions; some lives are
more complex financially than others.

The CuramaN., We can go into more detail with you about that

later.

EXAMPLES OF POOR COST ESTIMATING WHEN ENACTING LEGISLATION

Now let’s turn to another matter,
I believe that we should he able to be honest with one another.

When we make mistakes, we ought to admit it, face up to it, try to
do better the next time. Sometimes the pride of authorship keeps
people from admitting when they have made an error. In my judg-
ment, we made an error in the Tax Reform Act of 1969. I asked
President Nixon to sign that bill, and he went along with it.

Wilbur Mills did the same thing. We estimated that we were going
to pick up almost $3 billion in revenue by repealing the investment
tax credit, and I believe that the Treasury agreed with that estimate
at that time.

In retrospecet, it looks as though we did not pick up any revenue,
that people canceled out orders, which put people out of work. The
repeal slowed the economy down. It helped play a major part, in my
judgment, in the recession that followed, which caused the President
to ask us to restore the investment tax credit.

In looking at it in hindsight, do your Treasury experts think that
we lmayde money or lost money when we repeale:iythe investment tax
credit ?

Secretary Siyox. I do not think that that would be subject just to
judgment. You cannot quantify the numbers, but, certainly, by look-
ing at the putting on and taking off of the investment tax credit
since 1962, you can make the argument, very strongly, that it has
an effect on the investment planned expansion.

The Cramaran. T think that we ought to try to look at what kind
of changes oceur when we enact legislation. T ean illustrate it better
in certain other areas. When we enacted the medicaid program. we
had an estimate that it was going to cost something like $200 million
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a year. That estimate was based merely on the assumption that the
States would continue to put up the same amount of money for
medical care for the poor and indigent that they had been putting
up before.

'p\Vell, if you are going to give a State much more favorable match-
ing for medical care for the poor, it stands to reason that the State
will put a lot more money into that program. In fact, they will take
revenues that they are using for some other purpose and make it avail-
able for medicaid matching. That is exactly what happened, and in a
few years that program was costing 15 times what the revenue esti-
mate was.

The same thing happened in social services. The estimate of the
Department when we made these social services expenditures avail-
able for matching on a 3-for-1 basis was that it was_going to cost
$40 million. But then in a few years it was going to cost $4 billion
a year. Apparently, nobody had bothered to think about what logic
and human nature would dictate, that if you are going to make some-
thing eligible for 3-to-1 matching, the States will seek anything

- they can lay their hands on to make it available for that matching.

own in 'Mississigpi—-and I do not blame them, because everybody
else was trying to do the same thing—they were getting around to
calling public education a social service. Highways were a social
service, 1f they could get the 3—for-1 matching.

The cost estimate was shamefully wrong. But this will always be
the case when all you do is just look at what the numbers would
be if you simply applied a calculation to those numbers without
recognizing that people would change their decisions.

Your Assistant Secretary sitting beside you, the present-day
Charles Walker, says if you do that, you are just guessing as to what
is going to happen. My response to him.is to ask, what is an estimate
but a guess? It has to be a very bad guess if you guess that you are
going to make monev and you wind up losing money. ~-

Secretary SimoN. We can make several guesses and we can make
a lot of different assumptions. T am a great heliever in the ripple
effect and the secondary effects. Feedback is what the experts call it.
We are working on that in the Treasury now and the methodology
is extremely complicated because you have to gauge what the world
cconomic conditions are going to he and, what vou said, the human
behavior. What is the response of an individual in both the short
term and the long term: and. of course, the actions of human beings
are extremely difficult to predict; but we are doing this and we are
going to have a judgment which I hope will turn out better.

The CramyaN. I would like them to send the estimates to the
committee.

DISC

The study that you have in the Treasury right now. and the studies
over in the Commerce Department, indicate that if we repeal the
DISC. we are not going to make a nickel for the Treasury. It looks
like the overall effect would be to cause us to lose money for the
Treasury. I would like to have your people study that.
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LAL AND OIL AND GAS INVESTMENTS
Senator HanseN. Mr. Secretary, I noticed for March 5 that this

Nation imported in crude oil and products.a total of 7,866,000 barrels

of crude oil products. The estimated domestic cruyde oil products for
that same date was 8,018,500 barrels, That isn’t of course, 50 percent,
but on that particular date it was edging up pretty close. )
“Secretary Simon. Those are new numbers. Back when I was doing
it, I used crude and natural gas liquid because I consider that part
of our domestic. _ . _ .

Senator HanseN. I am sorry, but I do not have those. But just
restricting it to crude oil products—— .

Secretary SimoN. We are about 40 percent right now.

Senator HansEN. Well, of course, this was the highest time. If I
did not make that clear, let me say that. )

On March 5, the ratio of imported crude oil and ogroducts, and
the relation to what was (froduced in crude oil and products, exclud-
ing natural gas liquid and natural gas, were those figures correspond-
ing to the information I have. .

You have in your oral statement said that you %enerally s}xﬁport
the limitation on the artificial losses approach and agree with the
provision in the House bill. But then in your prepared statement on

age 75 you say that we strongly oppose the application of the

AL to any oil and gas activity.

It might be helpfufif you could spell out for us why you think
the distinction should be made in the proposal in the limitation
on the artificial losses that have not been applied to oil and gas
activity.

Secretary SimoN. Well, you have to go back to when we first pro-
posed the limitation on the artificial accounting losses in March of
1973. World conditions and our domestic condition on the subject
of energy were totally different. That was about 9 months before &
quadrupling of the price and the subsequent increase. We still had
a depletion allowance that covered 100 percent of the domestic
producers versus about 30 percent of them today.

We all know what has happened since then. Our original proposal
applied LAL to oil and gas investment and I felt personally, as a
businessman, fully well satisfied that it would not be a severe impedi-
ment, but in my opinion we have done enough damage to this indus-
try. T recognize this as being a great point with the economic facts

of life, because the economic facts of life, unfortunately, are not -

terribly well understood. We have removed the depletion allowance
as to which, I guess, T was the last fellow opposed to that removal.

I recognized I was a loner, but alone we ended up removing the
$2.00 tariff. Of course, we effectively reduced the price, which rolled
hack the price of oil, which is exactly the opposite of what should
have been done. We continued to erect impediments on the produc-
tion of oil and gas, and the result is just as the first numbers hold.
We would rather pay the 27 billion to our domestic producer here
in the United States to bring about the ability for self-sufficiency, not
only for the economy but for very important political and foreign

policy reasons in this country.
*
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So I think that until we are willing to face the facts as far as
pricing commodities at_their economic cost in this country, that we
ought to stop monkeying with it counterproductively. Maybe we
have some seemingly political benefits by working on the economic
illiteracy, not only in this country but indeed around the world, by
promising to control prices on one hand and providing a plentiful
supply at the same time. ) )

That is an inaccuracy and a fallacy, and that is why, in a nut-
shell, we-are opposed to the application of LLAL to oil and gas. Let

us talk about a free market first.
ESTATE AND GIFT TAXES

Senator HanseN. Mr. Secretary, in your prepared statement, you
say that the administration proposes estate tax relief for farmers

"and owners of small businesscs to make it easier to continue famil

ownership of small farms or businesses after the owner has died.
You had pointed out earlier that you proposed increasing the tax
exemption from 60,000 to 150,000, and yet in your prepared state-
ment, I note that you say if we were to keep with the consent that
was embodied in the 1942 change in raising the estate tax exemption
at that time to $60,000, considering inflation, it would now require
that we exempted $210,000, and yet your proposal was that we
exempt only $150,000.

Are there other proposals that you have in mind that would retain
the small farms and small businesses as well that you think are
important to America ? B

ecretary SimoN. Well, of course, the combination of the two is
tremendous protection. We have to take the cost factors into con-
sideration as well. Going to 150 is a major step in the right direction.
The availability for a small business of $300,000, phased out up to
$600,000 on a 5-year moratorium on payments, a stretch out for one
payment of taxes of 20 additional years at reduced interest rates—
presently at 7 percent, down to 4 percent—gives tremendous protec-
tion against heirs having to sell their small business or farm.

The Cuamrman. Thank you, Mr. Secretary.

Senator Nelson?

PROPOSED ESTATE TAX CREDIT

Senator NELsoN. In that precise question, a number of bills that
have been introduced approach the estate tax exemption question
in roughly the same way as the administration’s proposal. I joined on
one that was introduced in December. In looking at it, some of the
staff people evaluating it pointed out that any increase in the exemp-
tion would reduce the progressivity of the tax structure, and that
strikes me as being important, so yesterday or the day before yester-
day, Senator Packwood and I introduced another concept so that
the House could look at it before they completed their deliberations.

This is the question: instead of a great exemption increase, since
an exemption is always more beneficial to the larger estates than to
smaller ones, why are we not tackling it by establishing a tax credit
instead of an exemption, so that the largest estates do not get the
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‘greatest dollar tax benefit out of the tax relief we provide, as they

will if we simply raise the exemption? N ]
That is No. 1. It seems to me to be more efficiént and more equi-

table to use the credit approach. o

No. 2. It costs the Treasury, much less if we use a credit instead
of an exemption, according to Treasury estimates, in providing the
same amount of tax relie% to the smaller estates. For example, a
$30,000 tax credit would make all estates completely tax free up to
a net size of $131,000. That is, it would be the same as raising the
exemption to $131,000, but the difference in cost would be $850
million for the credit and about $1.5 billion for the exemption
approach.

What is your view on that?

Secretary Sixon. I think, I am, of course, hearing this for the
first time and I have not had the opportunity to study this, Mr.
Nelson. I think it does deserve study.

Senator NeLsox. Looking at it bothers me. If you get up to the $5
million estate, or your 6 mﬁlion or 10 million estate; any size exemp-
tion is more valuable in dollar amount of tax relief to these large
estates than it is to the $200, 300 or 400,000 estate.

Secretary SimoN. Yes, I can see that. -

Senator NeLson. Take a while to look at it.

Secretary SiaoN. Yes. It sure is.

TAX CREDIT VS. INCREASING PERSONAL EXEMPTIONS

Senator NersoN. Two more questions. One is on page 23, where
you suggest that it has been the conventional approach to raise the
personal exemption from the $750 to the $1,000 level, and that it has
always been the approach of the labor movement in this country, for
example, arguing for the increase in the exemption, and it struck me
that, again, there is a great inequity here. For example, you increase
the personal exemption to $1,000 and you have somebody in the
50-percent bracket with four exemptions, that is $4,000 in exemp-
tions. It saves him $2,000 on his tax return.

On the other hand, for the person who is in the 15-percent bracket,
he saves $600. You give much greater benefits to those in the higher
income brackets to take care of their dependents than the person in
the lower brackets gets. The difference between the $600 in tax
savings due to the four exemptions of the person in the 15-percent
bracket is pretty dramatic compared with the person of the 50-
percent bracket who ends up with a $2.000 tax saving.

Wouldn't it be better in this instance also to increase the personal
tax credit, the credit against taxes, rather than raising the deduc-
tion for personal exemptions?

Secretary Siox. We were aware of that problem, and in order
to maintain progressivity of the svstem, we did that simultaneously
through the tax rate adjustment. We simplified it at the same time,
pf course, with the higher exemption and standard deductions. That
is why you have to look at all these proposals together.

Senator Nrerson. I have not looked at them all together, but the
precise reason, as I understand it, for granting the exemption is to



give some tax benefits to those who have dependents that they have
to support. If that is the objective of the exemption provision, it
seems to me that the credit would be a better method and a more
accurate method, so that the person in the lowest bracket is gettin
the same amount of money to support his dependent children an
wife as somebody in the higher bracket. Thei should both get the
same amount of money for that purpose, as they would with a tax
credit; the same for everyone.

Secretary Simon. I would agree with that, but to move all these
people at the lower end and adjusting the rates at the lower end of
the scale to maintain the progressivity that you speak of, and the
fairness———

Senator NEeLsoN. Increase the progressivity a little bit.

PROPOSED RAPID DEPRECIATION

One more question. We look at the question of capital accumula-
tion and look at the investment tax credit for the purposes of ex-
panding investment capital, and then our depreciation schedules,
which are very complicated and have different rates of depreciation,
as you know very well, for all kinds of machinery, the question is
this: Why wouldn’t it make some sense to simplify the whole thing,
as they have done in the Canadian system, and just have a 2-year
tax writeoff, 50 percent the first year, the rest in one or more later
years.

Then you eliminate all the investment tax credits and separate
depreciation schedules. Wouldn’t that be a simpler and, in fact, a
better way, to tackle this whole question?

Secretary Sraron. I am not familiar, Mr. Nelson, with the Canadian
system.

Senator NELsoN. They just give you a 2-year writeoff.

Secretary Siazon. I will let Charles, who was mentioned before,
handle this.

Mr. WALRER. May I comment on that, Senator Nelson?

The question that needs to be faced, is whether you wish to base
taxes on economic ‘income, or if you wish to depart from that for
the purpose of stimulating the recovery of the investment in plant
equipment, for example. Moving to a system like the Canadian sys-
tem, and I am. not saying that we should not take it, is a deliberate
move away from basing the tax on the economic income.

One way to articulate this is to imagine, for example, the oppor-
tunity to simply write off an investment at whatever speed you
wish to write it off. I think the economists will say—and I would
like to have someone respond directly if we want to get into this——

Senator NErsoN. No, we will get a clearer answer from you.

Mr. WaLkEr. If you were giving the businessman their free choice
of one period they should use, they would probably write it off as
fast as they put it in place.

If that were to occur, I think the economic consequences, as you
are removing the tax burden from the capital entirely, may be
desirable. However, we have addressed that question: As long as
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we are presently basing our system on taxes imposed on an economic
income, then I think it would be preferable to stay with some kind
of economic life.

The investment credit is a deliberate design to reduce the cost of
placing the asset in service. You just have a reduced cost on the
acquisition of that asset. So this does not discourage the concept of
the basic income. That is my economics for the day, Senator.

The CuamrMAN. The gentleman’s time has expired.

I call on Senator Dole.

Senator Dore. Mr. Secretary, I have a number of quick questions.
I know that your time is limited.

ESTATE AND GIFT TAX PROPOSALS

With reference to your estate tax proposals: Is this the same
exemption that President Ford has been talking about in Illinois and
other areas where he has been very successful ¢

Secretary SimoN. The President has announced this proposal, I
believe, in Illinois, and said that I would be presenting this to Con-

“gress in the very near future, which I have.

Senator Dore. I read ali of that with interest. I think it was a
good step. It is good politics, too, but I had not been aware of the
5-year phase. I thought it started off with $150,000. I don’t know
whether the President spelled that out or left that to you.

Secretary Siyox. The fact is, Senator, that the revenue impact is
so heavy, with the budget constraint that we have, we felt it required
a §-year phasein periad.

Senator DorLe. But is this consistent with what the President has
been saying?

Secretary Siaox. Absolutely.

Senator Doik. I just had not read the fine print ahout the $18.000
a year. Maybe he did not have time to work that into his speech,
but we will take it anyway we can get it in Kansas. Maybe we will
want to raise it a little bit.

Secretarv SimoN. You can imagine putting in all the technical
details of the tax proposals in the President’s speech.

DISC BENEFITS AND AGRICULTURAL EXPORTS

Senator DorLE. Yes, right before an election: ves.

Did I understand your answer to Senator Curtis on why you are
opposed to eliminating the agricultural products from the DISC
benefits?

Secretary SiyoN. Well, we removed products from DISC that are
%1 1short supply. That is what the law requires us to do, Senator

ole.

Senator Dorr. You said that you would just as soon not tamper
with it right now. .

Secretary SimoxN. I am talking about the overall DISC program.
that is. the new base period approach that was adopted by the Ways
and Means Committee,
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EMPLOYMENT TAX CREDITS

Senator DoLe. Then, with reference to the job creation incentives,
I am wondering if the administration has given any thought to
employment tax credits, the credits being based on the national un-
employment rate and how many employees might be hired by em-
ployers in certain high unemployment times.

It seems to me that might have some merit. I do not know if it is in
your statement, but it may be in there.

Secretary SiaroN. No, Senator, we had long debates on that subject.
When we attempt to tackle the subject of unemployment, any time
we are using a tax S{stem as an incentive, we also look at whether the
money is being well spent, whether it is efficient or not. We try to
quantify as best we can.

In this instance, as far as an employment tax credit is concerned,
how can we give an unemployment tax credit and clearly say that this
is going to create X, Y, and Z? They could say that they would be
hiring a lot of people anyway and improve the economy. So we do
not think that 1s an efficient way.

Senator Dore. But it was studied by the Administration?

Secretary SimoxN. Yes, sir; it was.

Senator Dore. There may be some efforts by some of us to at least
look at it. Maybe it is not a wise program.

INVESTMENT TAX CREDIT

Secretary Siaron. Let us send up to you our results in this study.
We can debate it a lot. It is a matter of judgment, but we think in
all of our other proposals the money will be spent efficiently and
help this unemployment rate.

enator DoLeE. You want to make it permanent.

Does that apply to used equipment as well as new? I think your
statement is silent on used equipment—now up to $100,000.

Secretary Simon. I think the same thing applies, Senator Dole.

Senator DorLe. And you are willing to bring in used equipment
to help this?

Secretary SiaoN. With the same limitation, which I believe is
$100,000 also.

ESTATE AND GIFT TAXES

Senator DoLe. With the gift taxes, I notice that you mention
estate taxes, but there is nothing in the statement about gift taxes.

Secretary SrmoN. We are going to be testifiying before the Ways
and Means Committee, which is holding hearings on estate and gift
taxes on Monday.

Senator DoLe. But there are some changes in it, as well as estate
tax with reference to the gift tax as well as to estate tax.

Secretary SraoN. We are going to propose an interspousal transfer
on Monday, Senator Dole. -

Senator Dore. What kind?

Secretary StmoN. A free interspousal.

Senator Dore. Trading wives?
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Secretary Siaox. I didn't know that that cost anything these days.
Senator Dore. I will yield back to the Chairman. |

The Crasiraran. Senator Gravel.

Senator Graver. Thank you, Mr. Chairman.

INVESTMENT TAX CREDITS IFOR UTILITIES AND SOLAR ENERGY

My, Secretary, you propose a 12-percent tax credit on utilities. I
wonder if you would also extend that for all solar activity. You are
decreasing to some degree the competitiveness of the solar heating
alnd cooling of individual homes. I do not think that you want to do
that. ‘

Secretary Siayron. Our proposals direct themselves, Senator Gravel,
to utilities, and if the utility was gencrated by solar energy

Senator Graver. I am talking about the home. Why do you want
to give an investment tax credit to the utility? Is there a purpose?

Secretary Siaton. Let me start first by saying what I said to the
Ways and Means Committee last July when I made this proposal.
We do not wish as a general rule to be giving massive incentives, but
the energy problem in general and the utility problem, in S)articular,
is of pressing importance, In the last year: we have had approxi-
mately 250 nuclear coal-fired plants canceled for a lot of reasons.

So we think that to present a program that directs itself to this

roblem of utility financing, construction of nuclear coal-fired facil-
ities, deserves the attention that it does get in this six-point program.
That is why we just direct ourselves specifically or purely to utilities.

Senator GrAVeL. If we are making mistakes in the nuclear area,
it does not make much sense to give investment tax credits to try and
paper it over. It could be a very serious technological or social error
that we are making. So I am suggesting, if you want to do that, if
you want to help build nuclear plants and build coal plants, then
why don’t you also build some solar plants which are not tied into
the umbilical cord of the utilities?

Secretary Smrox. I do not pretend to be an expert in solar energy.
There has not heen the technical research and development that has
been able to bring the cost down to a reasonable level.

Senator Graver.. Well, T am sure when you bring it down, you will
still have the 12-percent differential.

Seccretary Stayrox. That is whyv in our research and development, $2
billion in R. & D:, we are spending a portion of that on solar.

Senator Graver. The administration has just cut down drastically
in the solar energy and has cut down on the conservation. Since you
want to help the utilities, maybe we could put on a similar tax device
so that energy conservation and solar share in that benefit, and I
will even throw in the recycling of materials.

If I could get an agreement from you on saving energy in all of
these areas——

Secretary Simon. Let me get the costs of these various areas and
find out also from ERDA—TI assume you are asking——

Senator GrRAVEL. I have a letter here from EPA that talks about
recycling and the inequity that exists.
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Mr. Secretary, I do not know if you are skewing something in the
wrong direction. You already have a cost for utihites, and you have

decided we should do it for utilities. But if it costs so much, we will
not_do_it for another part of society. Either make them 2ll equal in

treatment and give them incentives——

Secretary SimoN. The point in the utilities areas, both in the nu-
clear and coal-fired plants, is the dramatic need for putting back
into investment not only the 250 plants postponed and r(ieferred, but
also to provide for future electrical generating plants. It is apparent
that the cost of solar energy and the supplying of solar energy, which
is necessary, is longer term.

Senator GraverL. Mr. Secretary, we have spent $50 billion on
nuclear up to today, and it is still in trouble. Now you are giving &

reater tax incentive in that direction. If we wanted to spend that
ind of money on solar, we would probably be 25 percent dependent
on solar and the people would have an option.

I submit that I cannot take that as an answer. I would just sug-
gest that we should look again. I-believe that we shoul& give a
similar tax credit for solar energy, for conservation and for recycling.
If T could get a response to that, I would appreciate it.

Secretary Siaon. Well sir——

Senator Graver. Thank you.

POSSIBLE ADVERSE EFFECTS IN REPEAL OF DISC

The CHairyaN. Mr. Secretary, Senator Bentsen will be right back.
Meanwhile, I have your Department’s response to some questions I
asked on the DISC. The memo says that if we repea! the DISC,
we will lose somewhere between 200,000 and 850,000 jobs. It also
estimates that it will reduce our exports by somewhere between $4
and $6 billion. .

Now, if you took an average figure, that means a repeal of the
DISC would rcduce exports by about $5 billion and that it would
cause us to lose, if you took an average figure, about 300,000 jobs
& year.

i"&s I understand it, the DISC seeks to do for our manufacturers
what the Europeans are doing for theirs. Most of their taxes are
excise-type taxes, value-added taxes. They simply rebate those value-
added taxes and consumer-type taxes to their manufacturers on
things that they export to us.

Most of our tax revenues come from income tax. As I understand
it, the DISC is an effort to reduce the tax burden on the people who
manufacture the things here and ship them abroad. Now, if it is
providing us with 300,000 jobs

Secretary Simon. 330,000 jobs.

The Crarman. I do not have the figure here.

Secretary SiaonN. We gave this to you in response to your ques-
tions of DISC.

The Crramryan. The job impact is from 235,000 to 850,000 addi-
tional persons emploved. T

Sccretary Siymox, Yes, sir, ' '
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The Cuamryan. Now, we voted for a jobs bill which the President
said would cost us about $20,000 per job. Now, you can argue about
the figure, but the DISC acts to reduce our deficit in the balance of
payments bﬁ putting people to work, and the only cost is just not to
tax as much on the production of those jobs as you would tax if
those were jobs with the market being inside the United States. So
the jobs we get by the DISC come at no cost to the Treasury because
you would not have the jobs if you did not have the DISC.

Secretary Simon. I agree with everything you are saying, Mr.
Chairman.

The Cuamman. If you repeal the DISC, you are going to put
300,000 people out of work and lose money from the Treasury, unless
you plan to just turn your back on the fact that all these people are
out of work. I do not know of one of my liberal colleagues who is in
favor of doing that.

It would seem to me that unless someone can demonstrate that they
are making money for the Treasury or that they are somehow {)ick-
ing up jobs with it, it scems to me that we would do well to leave
this thing alone.

Secretary SimoN. We can go on debating about this DISC pro-
gram, Mr. Chairman. It has not been in place long enough to really
come up with some firm and hard statistics on it, but we do know
that there have been many, many corporations that have gone to a
great expense to put the DISC program into effect in their corpora-
tions.

We are at a point in our economy with unutilized capacity, and
during a period of unutilized capacity, anything that promotes
exports is going to promote jobs in our economy. This economic fact
of life is clear. As you look at these statistics, you find that where we
had about a 15-percent share of the total world exports in 1971 and
1974, it is up around 1614 percent now. All of this is not, certainly,
DISC, floating exchange rates and other things, of course have had
an impact. The DISC has had a positive effect.

We can argue whether or not the positive effect has been worth
the cost, although your point is one I can see. The creation of jobs
during this period would not have occurred, had it not been for a
tremendous amount of exports.

The CHarMAN. You allow the Europeans to rebate taxes and help
the people to ship their products into our market, which costs us
jobs over here. This DISC is just a drop in the bucket compared to
what those people are doing to help their manufacturers capture our
market. You are nodding, and it will not be recorded in the record.

Secretary Simon. Put in a nod.

The CramataN. The record will show that the witness is nodding
in the affirmative.

Senator FANNIN. T ask that my statement be placed in the record.

The CrairMAN. I will have it placed in the record and the other
inserts also will be placed in the record.

The CHAIRMAN. Senator Bentsen, who has hastily made his way
to the floor to answer the rolleall, is prepared to chair this hearing

1 See p. 43.
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while the rest of us go.vote. If the other Senators do not come back
here by the time Senator Bentsen has finished questioning you, per-
haps it would be better if we could carefully read and study your
statement and maybe you could come back up and answer some
further questions about it later on. ]
Senator BentsiN. Have I been left with all of the proxiest
The CrARMAN. You also have mine. ‘

Y.

GRADUATED-CAPITAL GAINS TAX

Senator BENTsEN [presiding]. I do not believe anyone should be
able to live off of economic income or a big cash flow without paying
any taxes. Yet even if the present minimum tax were doubled, or
tripled, it would still not affect the person who pays no tax but has
a big cash flow. i

Secretary Simon. I agree with you, Mr., Chairman, and that is why
we are back with our old proposal which I originally submitted in
1973. The present tax is basically a tax on long-term capital gains
and not just an increase. I agrvee with you completely.

- Senator BEnTsEN. What your proposal is and what I have been
working for is an alternative tax to help assure that all persons pay
a reasonable tax on large cash flow.

Secretary Simon. Yes, sir.

Senator BENTSEN. That is the purpose of your proposals, as I
understand it.

Secretary SimonN. Yes, sir.

Senator BENTSEN. It is a graduated tax.

Secretary Simon. Yes, and it is simpler, too.

Senator BeNTseN. I voted against the amendment offered on the
Senate floor to the present minimum tax that would have resulted in
no increase at all to persons who paid no tax and who had a big cash
flow, but would have merrily increased taxes for persons already
paying large taxes. I think that would work absolutely reverse of
what we are trying to accomplish here. Do you concur in that?

Secretary StaroN. Yes, of course. That is the direction that we are
trying to head in, the same direction vou did. We, of course, are not
including any charts in this for the obvious reasons. I do feel com-
pelled to mention that.

Senator BENTSEN. For the obvious reasons that you did not want
to answer all of that mail from persons who oppose changes in the
taxation of charitable gifts either.

Let me get to the graduated capital gains tax. I am very pleased
to see that you have proposed what I introduced in 1973. Today,
where you have an asset held for a long time and with the inflation
factor built in, often you do not really see a true increase in value, -
but you see the inflation factor reflected..

.So you have people making tax decisions and not economic deci-
sions. You are locking up capital in this country. You see the small
businessman. He.looks at his retirement age and he does not like to
carry the business on. He does not want to merge into some company
because he wants diversion, yet he looks at %sis potential capital
gains tax, He has a 35-§ercent rate and then if he is in New York or
California, has a high State tax.



43

Ie looks at the preference tax, and the tax is up to about a 45-
percent rate. So he does not sell it. It is all locked up. He is making
a_tax decision and not an economic decision, and the capital 1s
blocked, and the Treasury does not get any of it either.

Secretary Simon. Right. _ _

Senator BENTSEN. So you are proposing a graduated capital gains
tax and, in turn, as I understand it, increasing the holding provision
to a full year.

Sccretary StyoN, Yes, sir. _

Serz{ator Bextsex. Which is what I proposed in my legislation
in 1973.

Secretary Starox. In the Ways and Means when we first talked
about this in the spring of 1973, they adopted a proposal similar to
what we are talking about here this morning. No one knows fully
what the ripple effeet will be in the economy by unlocking all of
these assets.

We have had long economic debates on it. I happen to think it will
be substantial.

Senator BextsEN. At least, certainly, we will begin to pick up
more taxes as a result of it.

Secretary SimoN. Potentially, very substantially.

Senator BeNTsEN. Now, on the capital loss provision, that has not
been increased, as I recall, since 1942, $1.000 capital loss provision.
: Wo have had about a 400-pereent inerease in disposable income since
then.

Back in about 1963, the private investor had about 70 percent of
the cash flow in the New York Stock Exchange. Well, he must be
under 30 percent now. Hopefully, raising the capital loss provision
to $4,000, where it would moderate some risk to the small investor,
would be helpful.

Secretary Siaon. T agree with that. I agree with that, Mr. Chair-
man.

Senator BENTSEN. Mr. Secretary, I understand that the chairman
has agreed to your departure at 12 o'clock. You have a meeting?

Secretary Simon. I have an appointment with the President but
I will be glad to leave Charlie and Bill here to answer any questions.

Senator BenTsEN. Thank you very much, Mr. Secretary.

We will recess, then, until tomorrow morning at 10 o’clock.

Mr. Secretary, thank you very much.

Secretary StmoN. Thank you very much, Mr. Chairman.

[The pregared statement of Secretarv Simon and material referred
to by the chairman at p. 23 of this volume, follows. Oral testimony
continues on p. 127.]

QUESTIONS RAISED BY SENATOR I.oNG RELATING To DISC

{Prepared by the Treasury Department)

This memorandum responds to the points raised in Senator Long's letter
of September 30, 1975, to Secretary Simon. The Senator raises specific ques-
tions regarding DISC, its operation and effectiveness. In answering these
questions, reference is made to the Annual DISC Report, to underlying data,
and to a number of private surveys and studies which examine the effect
of the DISC legislation. The Treasury Department does not endorse the

60-460—76—4
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1 or results of the surveys and studles other than its own Annual
e T J as attachments are:* Attachment

. The surveys and studies presented
Ly Y H X 8; Attachment B—International Trade

A—Special Committee for U.S. Export
Club of Chicago; Attachment C—Eastman Kodak; Attachment D—General
Electric: and Attachment E—FMC Corporation.

1. DISC Elections and Active DISOs—The number of DISC elections as

of October 81, 1975 was 8,303. This number greatly exaggerates the use of
DISC as many of these DISCs are currently-inactive. The 1974 DISC Re-
port will cover about 4,000 DISC returns, an increase of over 40 percent
over the 2,827 DISC returns covered in the 1973 DISC Report. While this is
a substantial increase in the number of active DISCs, NDISC exports as a
percent of total United States exports have not increased as dramatically. In
fiscal 1978, DISC exports accounted for 37 percent of total U.S. exports,
while in fiscal 1974, DISC exports accounted for about 50 percent of the

total.

2, Cost-Effectiveness of DISC.—Much of the dispute concerning the cost-
effectiveness of DISC arlses from contrary assumptions concerning its general
equilibrium impact. A general equilibrium analysis would attempt to evalu-
ate all direct and indirect changes brought about in the U.S. economy by the
DISC legislation. In other words, how does DISC affect the exchange rate?
How do increases in export employment affect total employment? How do
changes in total employment affect total tax collections? Answers to these
questions depend on a varlety of assumptions concerning the trade account
of the balance of payments, the capital account of the balance of payments,
the “multiplier” effect of export employment, and the responsiveness of
Federal tax collections to total employment. Rather than make difficult as-
sumptions concerning these issues, this memorandum focuses on the imme-
diate export, employment, and revenue consequences of the DISC program.

3. Incremental Ezxport Effect of DISC.—It is difficult to estimate the in-
cremental export effect of DISC for at least three reasons: (1) the statistical
problems explained on pages 26-28 of the 1973 Annual Report: (2) the fact
that the export stimulus probably takes a number of years to make itself
fully felt: (3) the possible general equilibrium effects under a system of
flexible exchange rates. The Treasury has nevertheless attempted to use the
available data to make an estimate of Incremental exports created by DISC,
leaving aside the general equilibrium aspeets.

During the period July 1972 to June 1978, it seems unlikely that DISC
provided any significant stimulus to nonmanufactured products. However,
there appears to have been a $1.6 billion increase In exports of manufactured
products as a result of DISC. The $1.68 billion increase is in addition to
export growth caused by devaluation of the dollar, expansion of foreign
income, and other forces. The methodology underlying this estimate appears
in Exhibit 1. The revenue cost of DISC was approximately $400 million dur-
ing the July 1972 to June 1973 period. These figures suggest that exports
were increased by about $4 for each $1 of revenue loss. Estimates using
different approaches suggest that the ratlto could be somewhat higher or
lower than $4 to $1. In 1975. the revenue cost of DISC was about £1.3 billion.
Assuming the same ratio between incremental exports and revenue loss, the
implied increase in 1975 exports on account of DISC would perhaps be in the
range of $4 to $6 billion. Certain companles have submitted information to
the Treasury concerning the impact of DISC on their export operations.
Statements received from Ingersoll-Rand, Eastman Kodak, General Electric,
and FMC Corporation appear as Attachments A, C, D, and E,

4. Effeot of DISC on New Exporters.—The effect of DISC on new ex-
porters cannot be estimated from available data. Because of the numerous
factors which go into a decision to enter export markets, we do not believe
that any reliable estimate of the impact of DISC in encouraging new firms
to become exporters can be made.
~ 5. Effect of DISO on Exzport Marketing and Export Sales Promotion.—It
would be difficult to obtain a quantitative measure concerning the incre-
mental effect of DISC on export marketing and sales promotion efforts. An
attempt to assess the effect of DISC on export marketing and sales promo-

1 These attachments were made a part of the officlal files of the commitee.
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tion efforts has nevertheless been made by the International Trade Club of
Chicago by circulating a questionnaire which asked questions on the subject
(Attachment B). The statements received from the Special Committee, Geu-
eral Electrle, and FMC Corporation also bear on thls question (Attachments
A, D, and E). We understand that the Department of Commerce has also
used a survey approach in an attempt to assess export marketing efforts.
However, it seems doubtful whether any survey could accurately determine
the incremental effect of DISC on export marketing and sales promotion

efforts.
8. Product and Country Effect of DISO.—The available data does not permit

- a reliable determination of the export effect of DISC by product and country.

Nonmanufactured products are probably least affected both because DISC in-
come tends to be a small portion of the sales price (Table 3-2 of the 1973
Annual Report) and because other factors principally determine the export
outlook for nonmanufactured products. The impact on manufactured goods
may be distributed approximately in accordance with the importance of those
goods in DISC export sales (Table 3-2 of the 1973 Annual Report). Likewise,
the impact by country may be distributed approximately in accordance with
the geographic destination of DISC sales (Table 3-4 of the Annual Report).

7. Domestic Employment and Capital Investment.—Leaving aside general
equilibrium aspects, the effect on dowmestic employment tollows from the ex-
port consequences of DISC. On average, an additional $17,000 of manufactured
export sales may produce one additional job. The methodology underlying this
estimate appears in Exhibit 2. Thus, if DISC stimulated 1975 exports by
hetsveen $4 and $6 billion, the job impact would be between 235,000 and 350,000
additional persons employed. This is an estimate of the average impact; it
does not reflect possible changes in productivity per man assoclated with
marginal changes in output. Attachments A, C, D, and E present statements
by Ingersoll-Rand, Eastman Kodak, General Electric and FMC Corporation
concerning the employment effect of DISC for their firms, DISC would also
oncourage Investments in the export industrles, but the amount of new invest-
ment will depend on many things including the level of existing spare capac-
ity, the prospect for future export sales, and the competition for capital from
nou-export industries. The prospect of repeal or limitation of DISC would
adversely affect its investinent incentive.

& DISC and the Ability to Meet Foreign Competition—An important argu-
ment for the DISC legislation was to enable U.8. exporters to compete on a
tax basls both with forelgn production for the local market and with exports
from our princlpal industrial competitors. Evidence on preferential forelgn
tax practices and the importance of DISC to particular U.S. firms in mecting
forelgn competition has been presented by the Special Committee for U.S.
Exports, Eastman Kodak, and General Electric. This evidence is contained in
Attachments A, C, and D.

0. The Usge of DISC by Small Business.—Since the great bulk of exports are
shipped by large flrms, it is not surprising that a major share of the tax
benefits of DISCs accrued to large exporters. Nevertheless, the 1973 Annual
Report indicates that small firms have made use of the DISC mechanismn
{Tables 4-4 and 4-5 of the 1973 Annual Report). Of 1,510 DISCs with cor-
porate owners for which asset size data was available, some 767 DISCs he-
longed to parent companies with assets under $10 million. Of 1,167 DISCs
reporting full year gross receipts, about 570 DISCs had gross receipts of less
than £1 million.

10. Impact of DISC on Multinational Companies.—Most American-based
multinational companies have established a DISC. To the extent that DIKC
has promoted U.S. exports, it seems reasonable to suppose that these firms
have altered the worldwide sourcing of their export sales. However, neither
the DISC return nor other tax returns gather information on the worldwide
soureing of export sales. We understand that the Commerce Department is
planning a survey of U.S. direct investments abroad, and the survey shounld
cover the worldwide sourcing of export sales. The survey was originally
scheduled to cover the year 1073, but it has been delayed by other work. The
Department of Commerce can provide more detailed information on the
planned coverage and scheduling of the survey.
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11. The Effect of DISC on Corporate Forcign Investment Dccisions.—By
making export production in the United States more attractive, DISC has
probably encouraged firms to invest in the United States rather than abroad.
Again, neither the DISC return nor other tax returns gather information on
this question. One way of evaluating the impact of DISC on corporate invest-
ment decislons would be to circulate a questionnaire eliciting qualitative
responses from senior executives. For example, the question might be asked:
“Has DISC caunsed a relative increase in your domestic investment, with a
corresponding reduction in your foreign investment?” This type of question
has certain difficulties. In a large company, the person answering the question
will often not have first hand knowledge of foreign investment planning deci-
slons. Moreover, binsed answers may be given, particularly if it is known that
the survey could have an effect on tax legisiation. A better approach is to
evaluate forelgn investment decisions on the basis of quantitative data con-
cerning past events. This approach awaits the data that the Department of
Commerce will collect in its planned survey of U.S. direct investments abroad.

Exhibit 1
ESsTIMATED EFFECT oF DISC ox U.S, Exports IN “1073"

SUMMARY

During the period covered by the 1973 DISC report, the estimated effect of’
DISC on U.S. exports of manufactured products was $1.64 billion and the
associated revenue cost was $331 million. The 1973 DISC veport covered annual
accounting periods of DISCs ending between July 1972 and June 1973. This
period is referred to below, for convenience, as “1973"”, and the corresponding
vear earlier period as “1972".

In Interpreting these flgures, the severe time period and product class in-
comparabilities between DISC and total U.S. export figures noted in the 1973
DISC report must be borne in mind. In addition, it must be pointed out that
these estimates do not include the general equilibrium effects of the DISC legis-
lation on U.8. exports, imperts, or revenue collections.

METHODOLOGY

(1) Manufactured products—Using the growth rates in Table 5-1 of the
1073 DISC Report and underlying dollar amounts, U.S. exports in “1972" and
“1973" were divided into DISC-related and non-DISC-related goods. The
growth rates for non-DISC-related exports between ‘“1972” and “1973"” were
then applied to total “1872” exports, yielding an estimate of what *“1973” total
U.8. exports would have been in the absence of DISC. The difference between
this figure and actual total U.S. exports fn “1972” represents the estimated
effect of DISC on U.8. exports. The assoclated revenue cost is 24% of the net
income earned by manufactured products DISCs in “1973".

(i11) Nonmanufactured products—Agricultural commodities constitute vir-
tually all DISC exports of nonmanufactured products. Because factors other
than DISC completely dominate exports of agricultural commodities, it is
img)(;)ss:ble to estimate the effect of DISC on exports of nonmanufactured
produects.

Exhibit 2
EsTIMATED EFFECT oF DISC oN U.S. DoMESTIC EMPLOYMENT IN 1975

SUMMARY

Ignoring general equilibrium and “multinlier” effects of DISC on U.8. exnorts,
U.S. imports, and employment, the effect of DISC on employment in export
industries and their suppliers for 1975 is estimated at between 235,000 and
350,000 additional persons employed. This estimate is based on an underiving
gsti}natel 9‘trlgat DISC stimulated U.S. exports by between $4 and $6 billion —

uring .
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MwprTHODOLOGY

Using national income and employment figures from the Survey of Current
Business (shown in the table lelow), nonagricultural GNP was divided by
nonagricultural employment to arrive at an average output figure. This aver-
age output per job figure of $17,000 was then divided into the estimated $4-%6
billion export increase stimulated by DISC. The result is an estimated DISC-
related employment stimulus of between 235,000 and. 350,000 additional jobs.

This estimnate does not retiect. the general equilibrium impact of DISC on
the exchange rate for the dollar, on U.S. imports, or on non-DISC U.S. exports.
Nor does the estimate reflect the “multiplier” effect of a DISC-related employ-
ment stimulus on other sectors. Finally, the estimate does not reflect possible
changes in productivity per person associated with marginal changes in output.

1975 gross national product and employment figures

[Dollars iir billion<]

Gross national produet ;

Agricultural b o _ ... 855
Nonagrieultural . - .. _ ... 1,373
Totald. e e 1, 428
Employment: Nonagricultural 3. . .. e ... 86, 387, 000

V Surcey of Current Business, Aug. 1975, p. 8-1. This is an averaze figure based on tha first 3quarters of 1975,
1 Nurvey of Current Ruxiness, Jan. 1975, p. 31. Estimates based on 1974 fieures.
5 ¥ Surrey of Current Rusineas, Aug. i3, p. 8-13. Estimnate based on the average employment from January=
une 1475,

fAnnex III]

INTERNATIONAL KcoNoMIc PoLICY AND RESEARCH—ESTIMATE oF CoST
EFFECTIVENESS OF THE DISC LEGISLATION

(By Charles 8. Friedman)
FOREWORD

The Department of Commerce has received inquiries on the effectiveness of
the beneflt to exporters which is available under the Domestic International
Sales Corporation (DISC) law. The DISC provisions were enacted as Title V
of the Revenue Act of 1971 (P.I. 92-178) and permit the deferral of Income
tax on one-halt of the profits from export sales, subjeet to conditions pre-
scribed by the law,

Measuring DISC's cost-effectiveness is difficult for a variety of reasons: the
data available from the Treasury Department’s Annunl Report on DISC lags
the vear of operations it eovers by almost two years: data are so far available
from only about a third of the total number of DISC's; export performance
during the perlod since DISC was enacted has been strongly affected by large
exchange rate changes and other powerful forces. However, the most recent
DISC Report, published by the Department of the Treasury in April of 1975,
and some subsequent data permit an appraisal to be made of DISC's per-
formance which goes a little way beyond what has hitherto been available.

Since the beginning of 1072 exporters have been able to defer Federal in-
come taxes on up to one-half of their export profits by forming special cor-
porations called Domestic International Sales Corporatlons (DISCs). The
DISC legislation was added to the tax code in December 1971 as an incentive
to exporters in order to increase U.8. exports. According to Treasury Depart-
ment estimates, this incentive has generated a significant loss of current reve-
nue to the U.S. Treasury, f.e, $1.3 billion in tax deferrals Quring 10975. This
loss, which represents the price to the U.K. taxpayer for maintaining this
export incentive, must be compared with the amount of U.S. exports the DISC
incentive generates to measure the cost effectiveness of the DISC legisiation.

According to Treasury staff estimates based on data from the first full year
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of operation of DISC, i.e., returns from tax years ending on or before June
30, 1973, the value of the contribution to U.S. exports caused by the DISC is
about four times the amount of current revenue loss caused by the DISC tax
deferral. Based on this estimate, in 1975 the DISC generated about 5.2 billion
dollars worth of extra exports out of a total of $107 billion U.S. exports.!
Thus without the DISC incentive U.8. exports would have only been about
$102 billion.

Changes in the U.S. export performance affect the amount of Gross National
Product (GNP). According to the latest econometric studies, GNP tends to
increase by two to three times the value of the increase in U.S. exports. This
relationship implies that the approximate $5 billion increase in U.S. exports
induced by DISC in 1975 would have accounted for a $10 to $15 billion increase
in GNP for that year. Recent studies also indicate that a $10 to $15 billion
gain in GNP will generate $2-$3 billion in Federal taxes. Accordingly, the
direct revenue loss by the DISC tax deferrals ($1.3 billion in 1975) is more
than offset by the indirect effect of the increased exports on increased GNP
revenue gains ($2 to $3 billion indirect revenue gains in 1975).

Treasury estimates also indicate that the $5.2 billion in DISC induced ex-
ports in 1975 gave rise to about 300,000 export related jobs. Based on Burean
of Labor Statistics (BLS) data on the average number of jobs per $1 billion
of merchandise exports, the number of export velated jobs generated by the

.DISC was about 180,000 in 1975 out of a total of some 4 million export-related

jobs. Furthermore, the $10 to $15 billion GNP gain. which resuted from the
DISC induced exports in 1975, is estimated to have given rise to about 600,000
to 800,000 jobs in the entire economy, out of the total U.S. employment figure
of approximately 85 million.

An exposition of the methodology used to determine the export increase due
to the DISC, with an appropriate caveat follows, (Annex I), as well as the
methodology for the GNP, employment and indirect revenue gains (Annex II).
Also attached is a table showing the projected estimates of DISC perform-
ance ever several vears (Annex III). Finally, there are the basic Treasury
documents on the “Estimated Effect of DISC on U.S. Exports in 1973” (Annex
IV), and “Estimated Effect of DISC on U.S. Domestic Employment in 1975

(Annex V),
Annex I

EXPORT INCREASE ATTRIBUTABLE TO DISC

According to the latest Treasury Annual Report on “The Operation and
Effect of the DISC Legislation”—published in April 1975—the weighted aver-
age growth rate of all DISC related exports in 19731 was 32.6 percent rela-
tive to 23.4 percent growth for all U.S, exports adjusted to correspond to the
product class and time period composition of the DISC figure (See Table 5-1
of the April 1975 Treasury Report). The DISC figures are hased on reports
from 321 DISCs with current export receipts of $18 billion which reported with
at least one year of usable data on exports by June 30, 1973. The assamption
underlying these adjusted growth rates was that the exports of both DISC
and non-DISC firms were equally affected hy events influencing U.S. exports
during the period in questfon, such as devaluation, inflation, expanding world
trade, price controls, agricultural problems ete.2 The Treasury’s growth esti-
mates for manufactured products, estimated by the Treasury report was 18,29,
for DISC and 11.89% for U.S. exports. These growth rates make it possible te
calculate the dollar amount of the export of manufactured products attrib-
utable to DISC. The Treasury Tax Policy Staff estimates that during the FY
1973 period covered by the April 1975 DISC renort, the effect of DISC on
U.S. exports of manufactured products was £1.84 billion and the associated
revenue cost was $331 milllon (See Annex 1V).

n *,T'v;‘;asnr_v estimates that the amount of export going through DISCs was $78 hilllon
1The DTSC data covered fuil taxable vears endine from December 1972 + J 07!
*In order to compare DISC data with thnt of .8, exports a partinl nd?us;‘r':;:njt t":r
time nerfod disparities was made hy eateulating growth rote of 778, exnorts for ench of
:h;:&-mggtk:g:;ﬂgd:fophrllng hu;tween Ihecomhnr|1g72 uhnd Jnne 1972 and then calemiating
efse rates, using as welghts
WIth SorrespoOndIng foval vaqriite®: g g the export sales of full year DISCs



Ry

[
S

49

“the $1.8 billion increase is in additlon to export
growth caused by devaluation of the dollar, expansion of foreign income,unnd
other forces.” However, Treasury assumes that DISC did not provide ‘“any
significant stimulus to non-manufactured products.” As a result of this assump-
tion, the $1.84 billion increase in exports of manufactured products for the
period is shown as the total contribution of DISC. The total revenue cost of
DISC was approximately $380 million during the period covered by the DISC
report. These figures suggest that exports were increased by more than $4 for
each $1 revenue loss, assuming that exporters of non-manufactured goods are
not affected by rthe DISC incentive. -

If this four to ome ratlo of cost effectiveness is projected to 1975 one
should consider potentially positive and negative developments. The positive
is that pronounced changes in export pattern in response to the DISC incen-
tive are bound to be more in the later year of operation than in the initial
vear. The negative is that aggressive export oriented firms are likely to have
established DISCs earlier than others. If it is assumed that these two factors
are about equally important, the cost effectiveness ratio is likely to remain 4
to 1 in 1975. Since the cost estimate of the Treasury for calendar year 1975
was $1.31 billion, $5.2 billion is the likely export increase attributable to DISC

in that year.

According to the Treasury,

CAVEAT

It is necessary to point out that caution must be exercised regarding these
estimates. One reason is that only one year's data on DISC are available.
Moreover, sufficient precision in the adjustment for composition and time period
differences between DISC and U.S. exports could not be achieved. Rapid export
growth by DISC relative to non-DISC exporters during the first year of the
DISC incentive may have been the result, to some extent, of the readiness of
the more export conscious firms to form DISCs at the outset. The estimated
effects of export on GNP and taxes are based on econometric models of which
the underlying equation structure attempts to approximate the working of
the economy. However, forecasts and relationships derived from econometric
models may not always be correct and varies from model to model as well,
The employment impact of additional exports presented in this paper is based
on estimates of average reclationships from earlier input-output tables. The
actual job effect of a change in exports may be different from the average
relationship. In conclusion, these actual and potential shortcomings in the
available data base could have an important effect on the above estimates.

Annex II

EfFect oN GNP, EMPLOYMENT AND REVENUES

The GNP effect of the DISC induced exports can be estimated from the
econometric model of the United States economy of the Bureau of Economie
Analysis of the Department of Commerce. A $1 billion sustained increase in
the value of exports is likely to result in about $3 billion annual increase in
GNP. These figures are similar to unpublished estimates prepared by the
Wharton School of the University of Pennsylvania. Using these figures, the
GNP effect of the DISC incentive in 1975 was likely to have been $15.8 billion,
i.e., three times the $5.2 billion export increase attributable to DISC and 12
times the $1.83 billion tax deferral caused by the DISC legislation. It should
be noted, however, that according to some econometric estimates the export
multiplier may be as low as 2. Thus, the DISC induced GNP expansion could
be as low as 8 times the tax deferral, i.e, $10.4 billion in 1975. Based on
average relationships between GNP and Federal tax revenue one-fifth of these
GNP Increases can be estimated as the related increase in Federal tax reve-
nue, le, $2 to $3 billion. This estimated increase in Federal tax revenue ig
considerably more than the §1.3 billion DISC related tax deferral. ’

The 25.2 billion export increase attributable to DISC in 1975 was likely ta
account for 181,000 export related jobs, on the basis of a preliminary BI.S
estimate of 34,800 jobs associated with $1 bilion merchandise exports in 1075,
BLS estimates for 1972, 1973 and 1974 used in this paper are 57,400, 47,600

1 The reason for the declining numbers is inflation and increased productivity.
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and 38,600 jobs per $1 billion exports.! However, it should be noted that ac-
cording to Treasury estimates, the same $5.2 billion exports accounted for as
much as 300,000 jobs in 1975. This estimate is based on the number of jobs
associated with $1 billion non-agricultural GNP (858,500 in 1975).

This paper estimates that the $10.4 to $15.6 increase in GNP generated by
DISC induced exports in 1975 created 600,000-300,000 jobs since the number of
Jobs per $1 billion GNP was about 57,000 in 1975. These estimates and other
relevant indicators are summarized in the following table.

Annex II]

INDICATORS AND ESTIMATES OF DISC PERFORMANCE

1972 1973 1974 19751 1976

Biltions of dallars

U.S. exports (to0al) . .. oo e e ieereeeeiceeeceeaaa.- 48.4 69.7 97.8 107.0 120.0
DISC exports (total). . .. cuo ot eaneceamcceenceneaanaan 19.7 384 62.8 71.8 88.8
Taxes deferre bg 1] I .35 1.05 1.3t 1.49
DISC induced U fre L1 O T 1.4 2.6 4.2 5.2 6.0
ffects of the DlSC mduced U.S. exports:
(1) GNP gain
A Low estimate (2,3 T 2.8 5.2 8.4 10.4 12.0
B. High estimate (3X).._.. ... .. . ... ............. 4.2 7.8 12,6 15.6 18.0
(2) Federal tax receipts associated with GNP gain (}g of GNP gain):
A. Based on low estimate of GNP gain (2X)........._....... .56 1,04 1,68 208 2.40
8. Based on high estimate of GNP gain (3X)_ ... oeoeenn.... .84 1.5 2.%2 3.12 3.60
Thousands of jobs
(3) Jobs generated by DISC stimulated exports:
Usmg Labor (BLS) assumpltions . ..ooemeemennoaaonaannn 80 124 162 181 192
Using Treasurn ASSUMPHONS . o e iiee e cernaaeccceaaeaaas 300 ........
(4) Jobs assoclated with GNP gain:
(A) Based on jow eshmate of GNP gain (2X)...c.ceemnee.... 198 333 517 595 638
(b) Based on high estimate of GNP gain (3X)...eeeeeemuoan. 296 508 775 892 957
1 Preliminary.
1 Projection.

! Four times tax deferral.

Source: Office of tax analysis, U.S. Treasury Department; Bureau of Labor Statistics, U.S. Department of Labor; Bureau of
€conomic Analysis, and Bureau of International Economic Policy and Research, U.S. Depariment of Commerca.

Annex IV
Exhibit 1
EstiMaTED EFfFect OF DISC ox U.S. ExPorTs IN “1973"

SUMMARY

During the period covered by the 1973 DISC report, the estimated effect of
DISC on U.S. exports of manufactured products was $1.64 billion and the
associated revenue cost was $331. The 1978 DISC report covered annual
accounting periods of DISC’s ending between July 1972 and June 1973. This
period is referred to below, for convenience, as “1973”, and the corresponding
year earlier period as “1972",

—
——

In interpreting these figures, the severe time period and product class in- __
comparabilities between DISC and total U.S. export figures noted in the 1973 <——

DISC report must be borne in mind. In addition, it must be pointed out that
these estimates do not include the general equilibrium effects of the DISC
legislation on U.S. exports, imports, or rexenue collections.

METHODOLOGY

(1) Manufactured products—Using the growth rates in Table 3-1 of the
period 1973 DISC Report and underlying dollar amounts, U.S8. exports in
“1972" and “1973” were divided into DISC-related and non-DISC related
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goods, The growth rates for non-DISC-related exports between +1972" and
“1973" were then applied to total “1972” exports, yielding an estimate of what
“1978" total U.S. exports would have been in the absence of DISC, The dif-
ference between this figure and actual total U.S. exports in “1072" represents
the estimated effect of DISC on U.S. exports. The assoclated revenne cost is
249, of the net income earned by manufactured products DISCs in 1973,
(i) Non-manufactured products—Agricultural commodities constitute vir-
tually all DISC exports of non-manufactured products., Because factors other
than DISC completely dominate exports of agricultural commodities, it is
impossible to estimate the effect of DISC on exports of non-manufactured

products.

STATEMENT OF HOoN. WiILLIAM E. S1MoN, SECRETARY OF THE TREASURY

Mr. Chairman and menibers of this distinguished Committee: I am pleased
to be here this morning as yowwubegin your deliberations on major tax revi-
sions and the extension of expiring tax cut provisions. You have before you
an extremely challenging agenda.

This morning I will discuss H.R. 10612—the House-passed Tax Reform Bill,
While many of the provisions of H.R., 10612 incorporate proposals initiated by
the Administration in 1973, more work remains to be done,

I will also discuss the President’s proposals to cut individual and business
taxes and to reduce the rate of growth of Federal spending. I will present
proposals to encourage capital formation. These proposals. include integration
of the corporate and personal income taxes; a job creation incentive proposal;
the six-point utilities tax program: a proposal to reduce the tax on capital
gains and alleviate the burden of taxation on inflationary gains by the mech-
anism of a sliding scale; and elimination of the withholding system on for-
eign investments. In addition, I will discuss general and specific estate tax
revisions, as well as the relationship of the Administration’s energy policy and
tax policy.

‘The overall objectives of the Administration's tax poliey are simple and
fundamental. First, and foremost, our tax system must be fair. Its fairness
and integrity rest upon three premises: equity, simplicity., and efficiency. A
tax system not built on this foundation erodes both the confidence of taxpayers
anl the incentive required for economic progress and well being.

Second, our tax policy must complement and supplement our basic economie
woal of achieving a growing, vigorous, and noninflationary economy. We
achieve this by removing the tax barriers which impede our growth and pre-
vent the most efficient use of our economic resources.

Third, our tax policy must contribute to a sound energy policy. Here, again,
T must emphasize that allowing market incentives to operate would be the
most efficlent and effective means of achieving energy irdependence. As long
as we are unwilling to rely on the market, we should retain the tax incen-
tives we now have in place and by no means erect further impediments by
increasing the tax burden on oil and gas investments,

The Administration has already proposed the following measures:

Permanent personal and business income tax reductions coupled with corre-
sponding reductions in the size of the Federal Budget. This is the proposal
which the President first made last October and reiterated in his 1976 State
of the Union Message,

A p'an to integrate corporate and personal income taxes and thereby elim-
inate the perverse effects of the current double tax on equity investments.
This is the proposal I presented last July before the House Ways and Means
Committee.

A six-point utilities tax program to stimulate construction of additional
facilities by electric utflities, to reduce imports of foreign oil, and to insure
adequate electric generating capacity in the years ahead.

A proposal to repeal the undesirable and inefficient present withholding
systelil:l on portfolio dividends and interest earned by foreign investors on U.S.
secnrities, .

The Administration has also taken new initiatives to maintain and improve
the health and vigor of the econnmy. Theso proposals are:
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A job creation Incentive program which provides for accelerated depreci-
ation of new plant facilities and equipment in areas which experienced unem-
ployment of 7 percent or more fn 1975, .

A tax incentive to encourage broadened stock ownership by low and middle
income working Americans by allowing deferral of taxes on certain funds
invested in common stocks.

Estate tax relief which will alleviate the effect of inflation by increasing
the estate tax exemption from $60,000 to $150,000. The current exemption
level has been In effect since 1942.

Estate tax rellef for farmers and owners of small businesses to make it
easler to continue the family ownership of a small farm ‘or business after the
owner's death.

A proposal to encourage capital formation and the efficient allocation of
investment resources by the introduction of a sliding scale for the taxation of
capital gains which will, in addition, alleviate the burden of taxation on
inflatlonary gains.

The Administration is also committed to an energy pollecy that will achieve
our goal of energy self-suficiency.

In January 1975, the President proposed measures to conserve energy, in-
creased domestic production and provide for strategic reserves, Although the
Energy Policy and Conservation Act contemplates eventual decontrol of oil
prices, its immediate effect s to roll back the average price of oil. Prices of
natural gas are still controlled in interstate markets. As long as we refuse to
remove these government-imposed controls, and thereby prevent free market
incentives from increasing domestic energy supplies, we will continue our
dependence on foreign imports and our vulnerabllity to political blackmail.
For these reasons, we are opposed to the provisions of H.R. 10812 which
would erect further impediments by increasing the tax burden on investments
in oil and gas.

Further, in order to accelerate the replacement of obsolete oil and gas fired
electric generating capacity, we are proposing that you enact the six-point
electric utilities program recommended by the President’s Labor Management
Advisory Committee,

With respect to tax reform, the Administration’s goals are to:

Improve the equity of our tax system at all income levels. This principle
goes beyond the concept of vertical equity or progressivity which holds that
those with higher incomes should pay a larger share. It extends to the more
basic idea that the tax system of a democratic society must be fair to all
taxpayers and must be widely recognized as such;

Simplify many of the tax provisions of the Code which seriously affect the
taxpayer’'s abllity to cope with the preparation of his income tax return;

Make improvements in the ways in which our tax law is administered.

At the same time, of course, our tax system must be conducive to the
stable growth of our domestic economy and the long-run improvement of our
position in world markets.

In 1973, the Administration made a number of tax reform proposals. In the
nearly three years that have elapsed, much has been done by the House
Ways and Means Committee. H.R. 10612 incorporates to varying degrees many
of our 1873 proposals. We are, therefore, renewing the following proposals:

LAL (Limitation on Artificial Losses) to deal effectively with the problems
associated with tax shelters by a solution which reaches their most common
feature: Bad tax accounting rules which mismatch expenses and revenues
and tbereby produce artificial accounting losses. While we continue to endorse
the LAU concept, under current circumstances we find its application to oil
and gas Investments to be inappropriate and inefficient.

MTI (Minimum Taxable Income) which, in combination with LAY, deals
with the problem of taxpayers with high economic income who pay little or
no Federal income tax. H.R. 10812 rejects this proposal in favor of an ex-
ransion of the current minimum tax which does not subject taxpayers with
high economie income to progressive tax rates.

A simplification package designed to alleviate the intolerable repr :ting
burden imposed upon the average taxpayer.

We also have a number of specific recommendations on various asvects of
:heHHI‘tmsi%ﬂ T;;ll and I shall therefore devote a substantial portion of my time
o H.R. 2
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I. CONTEXT FOR TAX POLICY

Maintaining and Improving the Health and Vigor of the Economy

The Administration’s economic policies, as outlined by the President in his
‘State of the Union Message, are designed to keep the economy on an upward
path toward two central long-term objectives: Increasing steadily the number
of real, rewarding, permanent jobs, and sustained noninfiationary economic
growth,

The most immediate concern, of course, has been to support the recovery of
the economy from the most severe recession in the post-World War II period
in & manner which will achieve full employment as rapidly as possible with-
out rekindling inflatlonary pressures and expectations. Achievement of this
objective will not only provide jobs for all who wish to work but, equally
important, will reestablish the basic economic conditions necessary to sustaln
strong and continuous real ecomomic growth which can provide permanent
employment gains and a rising standard of living for all Americans.

Status of Economy

I am pleased to be able to report substantial progress in the recovery of the
U.8. economy. Gross national product in real terms has Increased by 5 per-
cent since the trough of the first quarter of 1975 and is rapidly approaching
the peak level of the fourth quarter of 1973. (Table 1). At the same time,
the rate of increase in consumer prices has continued to diminish. During the
last three months of 1975, the rate of inflation fell to 6.8 percent on an annual
basis. January data are even more favorable, showing a seasonally adjusted
annual rise of only 5 percent in the consumer price index (Table 2). The
recent declines in the wholesale price index augur well for continuing progress
on the inflation front.

Civilian employment continues to improve, showing an increase, seasonally
adjusted, of over 800,000 in January and February to 86.3 million, the highest
level since mid-1974. This improvement is reflected in unemployment rates
which dropped seven-tenths of a percentage point in January and February to
7.6 percent—substantially below the peak unemployment rate of 8.9 percent in
May of last year. Furthermore, improveinents in employment have been ac-
companied by greater labor productivity which increased over 4 percent from
the first quarter to the last quarter of 1975. _ ’

Short-Term Policies

Despite this advance of the economy, the overall rate of utilization of phys-
ieal and particularly human resources remains unacceptably low relative to
long-term objectives. Many advocate a highly stimulative fiscal and monetary
policy to cure this problem quickly. However, the risk in greatly stimulating
the economy at this time is that this will set off another round of infiation,
thereby undermining the economic recovery under way. Thus, our policies for
the short term must be to keep the present recovery on track in order to
provide a steady and sustainable increase in productive jobs, While employ-
ment might be raised somewhat more rapidly in the short run with massive
fiscal and monetary stimulation, such stimulus would lead to renewed inflation,
an eventual decline in the pace of economic activity, and renewed unemploy-
ment.

There is still an important role for tax policy for the short term. Thus, as
discussed in more detail later, the Administration proposed special temporary
tax incentives to encourage construction of new facilitles and purchases of
equipment in areas in which unemployment exceeds 7 percent. The objective
of this program is two fold. First, it will provide immediate relief to the
unemployment problem of the construction industry, one of the most depressed
industries in our economy. Second, the incentive will be provided in areas of
high unemployment where new Jobs are most needed.

Long-Term Policies ,

Our policies for the long term must be to create an economic environment
which encourages individuals to save and businesses to invest, and thereby
to restore the dynamism of our economy. The Administration has long and
continuously emphasized the need for a higher rate of capital formation, and
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I shall have more to say on this topic in a moment. At this point, I simply
note that we cannot expect businessmen to assume the risks of business expan-
sion unless the Federal government does its share to provide a stable climate-
in which sound business decisions can be made. This means stable prices,
ready access to financial markets, and the certainty that the Federal govern-
ment will not make increasing tax claims on the returns flowing from these-

investments. )
Two conditions are essential if we are to make substantial progress toward

achieving our long-term goals:
First, the rate of growth of Federal spending must be reduced and we must
move to a position of budgetary balance. The Administration’s program of

spending restraint coupled with tax reductions will help us meet the first

condition. The Federal deficit will be reduced from an estimated $76 billion.
in Fiscal 1976 to $43 billion in Fiscal 1977 and to budgetary balance by Fiscal
1979.

Second, economic incentives must be provided for saving and investment in.
order to increase the rate of capital formation. Several of the tax proposals.
which the Administration recommends are designed to promote such saving
and investment. More precisely, these recommendations are designed to re-

“~move some of the disincentives to saving and investment which are inherent

in our existing tax structure. Thus, as I will discuss in greater detail later,
we recommend the following tax measures: A permanent reduction in cor-
porate income tax rates from 48 percent to 48 percent and a permanent re-
duction of the tax rate on the first $50,000 of corporate income to replace the
current temporary provisions; a permanent 10 percent investment tax credit;
elimination of the double tax on corporate dividends: revisions in the taxation
of capital gains; tax incentives to broaden stock ownership; and tax incen-
tives to expand the use of individual retirement accounts.

We also recommend the elimination of withholding taxes on foreign invest-
ment to encourage the inflow of capital from abroad.

All of these recommendations are made out of a deep concern that the fail-
ure to increase the rate of capital formation can have profound consequences-
for our economy for years to come.

The dangers that can arise from inadequate capital investments over a
period of years are best illustrated by the 1973 production bottleneck. In that

~—¥ear,-industries that process such materials as steel, paper, fertilizers, chem-

fcals, cement, nonferrous metals, and textiles were operating at the limits of
their physical capacity. But they still were not producing enough goods and
services to meet the demands from industries that manufacture automobiles,
clothing, machine tools, and other finished products. This situation contributed
to the rapid rise in inflation and ultimately to the recession of 1074-75.
Another consequence of inadequate saving and investment is that annual

" gains” in productivity, that is total output per worker, have significantly

slowed during the post-World War II period. As shown in the figures below,
the growth rate of productivity, which had averaged between 2.0 and 3.3
percent per year until the mid-sixties decreased to an avernge of 1.5 percent
over the past ten years.

U.8. productivity growth, 1950-1976

[Average annual rate over 5 yvear intervals)
Gross

- dogu:tuc
product per
employed

Period: person

The diminishing of U.8. productivity gains takes on added significance when
eompared with the experience of our major trading partners. Over the past
fifteen vears, Janan, West Germany, France, Canada, Italy and the United
Kingdom have all experienced more rapid rates of nroductivity growth than
the T.8.: and, taken together, their rate of productivity growth is more than
double ours (Table 3).
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he rate of capital formation is a major determinant of the growth of

prg;luctivity. Therlzafore, an increased rate of capital formation is required to
maintain the competitive positioning of U.S. business in world markets.

Increased productivity also means that higher wages need not be passedl

forward as higher prices so that real income can rise for all. This point should

be emphasized. In a world where yearly increases In money wages are cus-

.“tomarily expected, our main line of defense against inflation Is an economy

with growing productivity. Wage increases need not lead to higher per unit
costs of production as long as output per worker, or productivity, rises suf-

fielently. This can happen if we provide workers with more and better equip-

ment, that is, if we maintain high rates of capital formation.

However, as I have noted on other occasions, our investment performance
has not been satisfactory. The share of our national output which goes to
investment has been below that of other major industrialized countries. When
we look at the future, we find little grounds for believing that our capital
needs will become uany less intense. Indeed, all studies on this subject conclude
that if we are to realize our economic goals, we must commit an even higzher
portion of our income to national saving and investment in the future than
we have in the past. )

Consider, for example, a recent study by the Bureau of Economic Analysis
of the Department of Commerce on projected capital needs of the country in
1980—only four years away. That study concluded that in order to achieve
our goals of full employment, greater energy independence, and pollution
abatement, the ratio of business fixed investment to GNP for the decade of the
‘seventies must be increased. -

Several other studies have also concluded that to meet employment an-
‘growth objectives, the demands for investmment as a proportion of GNP will
increase very substantially beyond what had been experienced in the recent
past. To finance the shift in resources toward more investment, more private
savings and sharp reversals of government deficits will be required.

Results of these studies are summarized briefly in Table 4. Taken together,
‘they imply a need for an increase in the rate of private savings from 15 per-
cent to 16 percent of GNP.

-Sources of Demand for Capital

The sources of demand for capital should be carefully identified.
First, there are enormous investment demands generated just in maintaining

" a growing labor force properly equipped with capital. Between now and 1985,

the labor force will expand by approximately 18 million persons. YWhen we
add to this the three to four million unemployed today, the total is nearly
half again the 13 million jobs generated during the past decade.

Second, capital is needed to achieve specific public policy objectives: accel-
erated development of new energy resources to make us more self-sufficlent ;
improvement of environmental quality; safer working conditions; better
housing. In the energy fleld alone, estimated investment needs for the mext
decade total $1 trillion.

Third, and most important, is the economic necessity to increase our pro-
duction efficiency to raise the real standard of living enjoyed by Americans.
If anything has been clearly established by economic studies over the years,
it is the close relationship between capital investment and productivity. Capi-
tal investment is a key factor in increasing productivity, economic growth,
and real earnings.

I do not mean to imply that investment in plant and equipment is the only
factor that affects productivity. There are, of course, other factors such as
new technology, the skills and growth of the labor force, access to raw mate-
rials,”and the stage of the business cycle. But the more capital investment we
have, the more these other factors can increase productivity.

The tax proposals which I have already mentioned and will discuss in
considerably more detafl are directed towards stimulating more saving and
Investment to meet our long-term capital needs. They will operate through
increasing the after-tax profitability of investment and thereby encourage
businessment to undertake more capital projects. The proposals will also
provide a higher after-tax return to those who save, thereby encouraging them
to reduce somewhat the customary amount of consumption. Along with the
reduction in the growth of Federal spending, these proposals should help tilt
slightly the overall allocation of our total income in favor of investment,
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Other Capital Formation Problems .

There are a number of related problems concerning capital formation which
our tax policles address. These problems are: The tax bias against savings -
and investment; the ineficiency with which the present capital stock is used;
the overstatement of profits as a result of inflation; and the problems of cor-
porate finance. Let me comment on each of these in turn.

Ta» Bias Against Saving and Investment

The willingness of people to save and invest depends in large part on the
financial reward which flows from the investment. Thus, to the extent the
income tax system takes away the reward, it lessens the incentive to save and
invest. Our jncome tax system is heavily blased against investments producing
financial returns that constitute taxable income.

A simple example illustrates this point: Assume you have $5,000 and that
the question is whether to spend it on consumption items or to save it and
buy a bond, In weighing the consumption alternative, you would not take
income taxes into account, but in weighing the bond alternative, you would
have to consider the fact that some percentage of the interest income on the
bond would go to the government in the form of income taxes., While this
result is not necessarily improper, it does mean that the existence of the
income tax system, or any income tax system, tilts the scale significantly when
people are deciding whether to save or consume.

Moreover, it is frequently forgotten that income from capital is not only
included in our income tax base, it is also taxed more tham once in our
Federal tax system—as corporate income, as personal income, and when trans-
ferred at death or by gift under the estate and gift taxes—and that such
income is also taxed in state and local tax systems.

In sum, the existing tax system—the combination of income, estate and
gift and state and local property and income taxes—imposes a heavy burden
on capital. Obviously, if we wish to increase saving and investment, a lessen-
ing of this tax burden is the logical place to begin.

Inefficiency in the Use of Capital

While I have emphasized the need to increase the total volume of invest-
ment, we should be concerned as well about the tax system’s effect on effi-
clent allocation of investment among competing uses. In fact, to the extent
that existing investment may be made to work more eficiently, we would be
reaching much the same results as we would from additional investment. We
should, therefore, work to remove those features of the tax system which
causes the flow of savings to be channeled away from more productive invest-
ment and into less productive investment. The most important such distortion
in the existing tax system s the two-tiered tax upon corporate income.

Moreover, viewing the economy in the aggregate, it is not just corporate
shareholders who have lower earnings as a result of this tax. If that were
the case, that is, if corporate stock investments provided a lower rate of
return than other kinds of investment, no one would invest in stock. In a
competitive capital market, capital is constantly flowing from one kind of
investment to another until the after-tax rates of return are comparable. If
investment in corporate equities is less profitable, then capital will flow out
of such investment, or less capital will flow in. If there is less demand for
stock on the stock exchange, the price of stock will fall and ylelds will rise.
For example, if a $100 stock pays a $5 dividend, the return is 5 percent. But
if the demand for stock declines and the price falls to $80, the $5 dividend
provides a yleld of better than 6 percent. At the same time, capital which is
diverted from corporate stock accounts will increase and result in a greater
demand for bonds and other debt instruments as well as a greater demand for
investments in assets and enterprises not held in corporate form. The greater
demand for that kind of investment will in turn depress the return on that
investment.

The market, therefore, operates to equallze rates of return between differ-
ent kinds of investment. In the end, a part of the corporate tax is a net addi-
tional burden on wage earners and consumers, and a part is a burden distrib-
uted across the owners of all kinds of capital, not just corporate shareholders.
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The factors I have just- described have major implications for the efiicient
use of capital and for tax policy. The price charged by corporations to thelr
customers must be adequate to provide funds to cover the return. This neces-
sarily means that prices for goods produced by corporation must be relatively
higher than prices of goods produced in the noncorporate sector. In turn, con-
sumers are discouraged from purchasing goods from the corporate sector and
spend less of thelr money on such goods than they would Iif taxes were
neutral with respect to different kinds of investment. If the extra tax burden
on corporate investment were eliminated, this bias would disappear and there
would be increased demand for corporate goods and services. People would be
able to have more of the things which they prefer, and the efficiency of our
stock of capital would be increased. The real income of the nation would rise
significantly, as more desired output is substituted for less desired output.
Thus, the two-tier tax on corporate income is a barrier to the most efficient
use of existing capital.

Getting more out of the capital we already have is as good as having more
capital. In fact, it is hetter because in order to get more capital we must give
up some current consumption, which need not be the case if we are only
increasing the efficiency of what we -already have.

Overstatement of Profits as a Result of Inflation

Inventories and depreciation are two major elements which substantially
overstate profits in periods of inflation.

The inventory situation may be {illustrated by assuming a company that
normally maintains an inventory of 100,000 widgets. Under traditional FIFO
accounting, if inflation causes the price of widgets to increase by $1, from
$2 to $3, the $100,000 increase in the value of the Inventories is reported as
profits, even though the company is no better off in real terms than it was
before the inflation. Economists have long recognized that this increase is not
a true “profit” and the Department of Commerce national income accounts
have, from the inception of those accounts in the 1940s, separated it from
profit figures.

A similar siuation exists with respect to depreciation. In a period of rapid
inflation, depreciation deductions based on historical cost result in reporting
as income amounts which do not represent an increase in wealth but which are
required merely to stay even.

These inventory and depreciation effects produce a dramatic overstatement
of real income: Nonflnancial corporations reported profits after taxes in 1975
of $60.1 billion as compared to $37.2 billlon in 1965, an apparent 62 percent
increase. But, when depreciation is calculated (under the double declining
balance method) on a basis that provides a more realistic accounting for the
current value of the capital used in production, and when the effect of infla-
tion on inventory values is eliminated, after-tax profits actually were constant :
$35.8 billion in 1975 and $35.6 billion in 1965. However. income taxes were
payable on the fictitious profit element. In effect, then, there has been a rise
in the eftective tax rate on true profits from about 43 percent in 1965 to 51
percent in 1975.

The overstatement and overtaxation of operating profits caused by inflation
is a problem for all business which represents yet another barrier to our goal
of stimulating a higher rate of capital formation. Our recommendations to
reduce business taxes should be considered in this context.

Problems of Oorporate Finance

One of the factors which can inhibit the future growth of needed capital
formation is the financial condition of American corporations. Analysis of debt-
equity ratios indicates that corporate halance sheets have shown signs of
deterioration over the past decade, which is a break from the pattern which
persisted in earlier periods. Debt has Increased dramatically, both in absolute
terms and relative to assets and income. Interest costs have risen appreciably,
roughly doubling over the past ten years. The combination of increased debt
financing and higher interest rates has resulted in a decline in the coverage
ratios reported by American corporations—that is, the ratio of “earninzs to
interest charges. The ratio of liquld assets to debt has shrunk. As a result of
these developments, there is a serlous question about the potential capability
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of companies to be able to finance the capital investment that will be required
to achieve our basic economic goals of reducing unemployment and inflation
as I outlined earlier in my testimony.

For many years there has been a discernible trend toward growing de-
pendence by business on outside funds to finance their growth. The percent
of business financing needs ralsed externally by nonfinancial corporations de-
clined from 1958 to 1064 and averaged about 80 percent of total needs Qurlng
that period. Howevéer, that trend was reversed heginning in the mid-1060's and
the proportion of external financing rose to over G0 percent in 1974’. The
growing dependence on external financing really began in the mid-1960's and
has risen steadily since then. This shift in financing methods from rellance
on internal to external sources of funds follows the pattern of inflation pres-
gures which also began to accelerate in the mid-1960's. Inflation rapidly in-
creases the costs of new investments and erodes corporate profits which are a
major internal source of capital for financing new projects. The distorting
effects of inflation force companies to rely more heavily on external sources
of funds.

Another, and perhaps more important, change appearing on corporate bal-
ance sheets is that the increased emphaslis on external financing has heen de-
pendent on debt rather than equity sources of funds. There are several funda-
mental reasons for the shift toward debt: (1) corporate treasurers have been
reluctant to raise new equity capital because the sale of additional shares of
ownership dilutes the earnings per share and ownership rights of existing
stockholders: (2) in the 1950's and throughout most of the 1960’s, the cost of
debt was low relative to the cost of equity; (3) because of the depressed level
of stock prices in recent years, the shares of many companies have had his-
torically low price earnings ratios—indeed many stocks are selling at prices
below their book values which discourages new equity financing; (4) the
financing costs of arranging new debt Issues or loans are usually must less
than the costs of selling new shares of stock and there is less uncertainty
about placement of the securities: and (5) the use of debt enables the bor-
rower to deduct the interest payments from earnings before determining the
amount of taxes to be pald. The tax deductibllity of interest payments creates
a major advantage in favor of debt financing and has encouraged the sharp
shift in the debt-equity relationship. Unfortunately, the emphasis on debt com-
mitments has made our financial system more rigid and more vulnerable to
economic shocks.

From 1965 to 1974 nonflnancial corporations raised a total of $2067.4 billion
of long-term funds. Long-term debt accounted for 83 percent of that total.
This means that the incremental debt-equity ratio for external funds was an
extremely high 4 to 1. The balance sheet impact of this change was to cause
long-term debt outstanding to rise from $141.4 billlon to $362.3 billlon over
the same time span—a two and one-half fold increase in just 10 years time.
What this means, of course, {s that there has been a significant rise in debt-
equity ratios over the past decade. These have roughly doubled for manufac-
turing firms as indicated in Table 5.

The implication of these fundamental shifts in the patterns of financing is
that the structure of corporate balance sheets is much more brittle and less
liquid than it was 10 years ago. Obviously there is no single level where the
corporate -financial structure suddenly becomes too illiquid and inflexible, but
at the same time an ever higher burden of debt commitments relative both to
finaneial assets and to income is a matter for some concern. Coverage ratlos
have dropped sharply over the past decade and operating breakeven points
have risen. This makes companies less able to withstand even modest-sized
recessions. Accordingly, the potential for bankruptecy has greatly increased
across the entire spectrum of U.S. business. This potential in and of itself will
discourage future investment as lenders become more reluctant to make long-
term commitments and companies become less willing to take on fixed pay-
ments of interest and repayment of debt obligations. Some investments which
zﬁul‘g have been undertaken in earlier periods will be passed over in the

u N —

We must achieve fundamental reforms in our tax system to redress the
imbalances in corporate balance sheets and broaden equity ownership—reforms
that will encourage the levels of savings and capital investment that are so
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vitally iieeded for our future. The increasing aversion to risk taking in the

lénding and investing process must be arrested. .

Toward those ends, the Administration is proposing to integrate corporate
and personal income taxes. This proposal would eliminate the double taxation
of corporate earnings which results from first taxing corporate incomes and

then taxing individuals who receive dividends. I strongly belleve that tbis
proposal—which has already been adopted in most of the other major indus-
trialized countries—would make a significant contribution toward meeting our
capital needs of the future. Moreover, it is the only major tax proposal of
which ¥ am aware that comes to grips with the growing imbalances between

corporate debt and equity.
o Energy Polioy -

No subject i{s more basic to the future of our economic prosperity than
energy. Unfortunately, we have been without a comprehensive energy policy
for too long. The oll embargo of 1973 and subsequent price increases demon-
strate how vulnerable we have become. Neither the supply nor the price of a
central ingredient fn our economy is under our control. Our well-belng and
progress have become subject to the will of others. If there is a major lesson
to be learned from our past energy policles, or the lack of them, it is that a
system of patchwork government regulations and short-run measures designed
to head off specific crises leads to more patchwork regulations and short-term
measures—not to a viable energy policy that will produce energy efficiently at
the lowest prices to consumers.

The President is committed to ensuring an energy policy that will achieve
our goals. In January 1975, he submitted a set of measures to conserve energy,
increase domestic production and provide for strategic reserves. The Energy
Policy and Conservation Act contains important steps in the right direction,
but the penalty for ultimately ending oll decontrol is first to roll back the
average oil price. This action, coupled with the action taken by Congress to
effectively repeal 70 percent of the depletion allowance for oil and gas, cannot
help but have a retarding effect on exploration and development. The Presi-
dent is committed to bringing about decontrol as rapidly as possible, and we
must make sure that the 40-month period for decontrol is not extended.

This legislationis certainly not the end of our efforts to bring about a more
rational energy policy. Prices of our natural gas are still prohibited from
rising to their market level in interestate markets, and shortages will con-
tinually plague us unless price 18 allowed to rise. Domestic marketed natural
gas production has declined by approximately 11 percent in the last two years—
a trend that must be reversed. -

We have the resources to change this if we will only adopt policles that will
develop these resources. As long as we refuse to remove these government-
imposed controls, and thereby prevent free market incentives from increasing
domestic energy supplies, we will continue our dependence on foreign imports
and our vulnerability to political blackmail. For these reasons, we are opposed
to the provisions of H.R. 10612 which would erect further impediments by
increasing the tax burden on investments in ofl and gas.

Further, in order to accelerate the replacement of obsolete oil and gas fired
electric generating capacity, I am once more urging this Committee to enact
the six-point electric utilities program recommended by the President’s Labor
Management Advisory Committee.

¢ Taxz Reform

The third major issue before you concerns the ways to enhance the fairness
and simplicity of the tax system,

Over the years, the continuing efforts by various groups to achieve Darrow,
but often worthy, objectives through the use of special provisions in the Code

‘have led us to a situation in which the confidence of the American taxpayer in

the very foundation of the Federal revenue system—the individual income tax—
is belng seriously threatened.

We are fortunate to have a highly successful tax system, one which has
over the years commanded widespread respect and a high degree of voluntary
compliance, We can be sure that Americans will continue to support this

60-460—76——5
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system so long as they have confidence that all are paying their fair share
af:d as long a% they feel they are getting their money’s worth. However, as
the system has become increasingly complex, we have begun to erode that basic
faith in the fairness of the system. Many people today feel that taxes are
being imposed upon them without thelr consent, that too many of their fellow
taxpayers are escaping their responsibility through dozens of loopholes, and
that the Code itself has become a Byzantine labyrinth of legal double talk.

To be sure, reasonable persons will differ on the importance of particular
bits or pleces of the income tax law. Broad agreement can be reached on the
overall objectives toward which meaningful tax reform strive: The tax system
should be fair and euitable; the tax system should be simple; and the tax
system should promote eflicient use of the Nation's resources.

I have addressed earlier some of the critical ways in which the tax system
needs to be improved in the interests of effictent allocation of resources. When
we focus instead on the fairness or equity of the tax system, we must be con-
cerned with the relationship of tax burdens borne by households to - their
ability to pay. Tax burdens should be similar for taxpayers whose opportuni-
ties and capabilities of supporting a standard of living are the same. Further,
the tax burdens of those relatively better off should also be relatively larger.
Because of some of the provisions in the Code, we have reached a situation in
which there is a widespread perception that neither of these criteria is suffi-
clently well satisfied by our tax law.

As I shall subsequently develop in greater detail, the Administration’s tax
cuts will also promote fairness and simplicity. Thus, the proposed permanent
increases in the standard deduction and personal exemptions as well as the
reduction of the tax rates will more equitably relate tax burdens to the ability
to pay and simplify considerably the preparation of tax returns. These tax
cuts also continue the pattern of reducing the tax burdens of low-income fam-
ilies—removing many from the tax rolls—while moving to restore the eroded
position of the middle-income group.

The House Bill contains many provisions designed to limit the benefits which
high-income individuals receive from certain investment incentives provided
in the Code. These incentives include preferential capital cost recovery dedue-
tions to encourage investment in such activities /s real estate, minerals and
farming. The effect of these incentives is a deferral of taxes which is worth
more to taxpayers in the highest marginal tax brackets. Individuals respond-
ing to these incentives are not acting illegally and represent a small fraction
of all taxpayers. However, excessive use of such incentives by high-income
individuals may undermine the progressivity of the income tax as well as its
perceived fairness. -

In 1973 the Administration originated the LAIL (Hmitation on artificial
losses) proposal which limits the benefits of these tax incentives—often called
tax shelters. We are pleased that the House BIill generally follows our pro-
g?salt z:ind we continue to support the broad objectives toward which LAL is

rected.

Further, to deal with the problem of high income taxpayers who do not pay
their fair share of tax, the Administration is renewing in modified form, its
1973 MTI (minimum taxable income) proposal. MTI is an alternative tax
which will subject taxpayers to progressive income tax rates. We continue to
feel that this approach is superior to the minimum tax which s an additional
flat rate tax on tax preferences, primarily capital gains. H.R. 10812 would
increase the minimum tax rate and would leave intact its structural defi-
cl%l;;y ats):| axhaddltltonal tax.

€ objectives of equity, simplicity, and eficiency can best be served
appropriate broadening of the base for the income tai, moving toward aemotl,'i
inclusive concept, and ultimately leading to a lower structure of rates for all.
Whereas the minimum tax represents an additional layer of complexity in the
;igtger?z'nﬂ:)ef gllghlnu:n taxabl:et incon;e concept is consistent with the léng-term
eveloping an alternative and more com
ta%?l?l th&t new basgﬂat lower rates. prehensive tax base and
e the House 1 contains some measures to improv
the tax system as it is encountered by the average tala):poavGert,h?t sxlxzjel()l"%’gdg
be pointed out that the overall effect of H.R. 10812 is to add another substan-
tial dose of complexity to the Code. In my view, we have reached the situ-
ation in which the objective of slmplicity, which might ordinarily be viewed
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as merely a minor or supporting objective of the gundamental objectives of
1 , has to be raised to a level of first importance.
talrness o oo system is encountered by relatively

Much of the complexity of the tax
affiuent households or by business firms. Yet, the number of taxpayers affected
by such complexities as the computation of the retirement income credit or the

sick pay exclusion has steadily grown. Furthermore, the complexity of the

Code as it confronts the relatively affluent must be of concern to all taxpaycrs
since it is this very impenetrability of the law which leads to the feeling of
the average taxpayer that his neighbor who can afford highly talented tax
advisors is able to manipulate the system to his advantage. We are, therefore,
renewing many of our 1873 simplification proposals including the miscella-
neous deduction allowance to substitute for hard-to-itemize deductions, repeal

of the sick pay exclusion, and revision of the retirement income credit.
Having set the context for our approach to the issues before this Committee,
gshall take up first the main ele-

Jet me turn now to some of the specifics, I
ments of the Administration’s tax proposals, discuss the relationship of energy
policy and tax policy, and close with a discussion of tax reform, focusing

specifically on H.R. 10812.
I1. ADMINISTRATION PROPOSALS

Permanent Tax Reductions

Last October President Ford proposed that permanent large tax reductions
be made possible for American taxpayers by Congress joining with bim to
limit the rate of groivth of federal expenditures. Specifically, the President
proposed a $28 billion tax cut (Table 6) linked to the adoption by the Con-
gress of a spending celling of $395 billlon for Fiscal 1077. That spending
celling, and the budget presented to the Congress this January, represent a
reduction of about $28 billlon from the projected levels of spending that
would have applied for Fiscal 1977 had actlons to limit federal spending not
been taken.

In my testimony before this Committee last December 9, I set forth in detail
the budgetary and economic trends that had caused the President to conclude
that decisive action to regain control over the budget was immediately re-
quired. Today I will summarize briefly the objectives underlying the Admin- -
istration’s proposal for permanent tax reductions. I will also describe the
details of that proposal, as modified to take account of the temporary tax

cuts enacted last December.
Administration Objectives

The proposed dollar-for-dollar reduction in federal taxes and federal ex-
penditures has two fundamental objectives. The first is to restore fiscal discl-
pline in the consideration of tax and expenditure measures; the second is to
return more decision-making discretion to individuals and families to deter-
mine how they will allocate their incomes and personal financial resources.

Fiscal Discipline

Our recent fiscal history demonstrates that the failure to link tax cuts with
expenditure cuts, and expenditure increases with tax increases, has resulted
in substituting the capriclous tax of inflation for the more equitable, but
politically difficult, legislated tax increase.

In Fiscal 19062 the Federal budget exceeded $100 billion for the first time im
history. By Fiscal 1971 it exceeded $200 billion. By Fiscal 1975 it exceeded
$300 billion, and a figure of $420 billion was in prospect for Fiscal 1977 with-
out some restraint—a fourfold increase in just 15 years! Federal government
outlays increased at an annual rate of 6.8 percent during the period 1961-1968,
at 9.4 percent per year during the next 5 years, and at 11.8 percent per year
from 1971 and 1976. If Fiscal 1977 expenditures should be permitted to grow
to $423 billion, the rate of growth will reach 14.3 percent.

Furthermore, the growth in spending has far exceeded the growth in reve-
nues. During these same years we have posted a string of budget deficits that
are unprecedented in peacetime. The Federal Government (including its agen-
cles) will have been forced to borrow over $350 billion from our private
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money markets over the decade ending with the current fiscal year. That is
over a third of a trillion dollars that might otherwise have been used to build
new plants and to create new jobs in the private sector.

It is no wonder that inflation has been such a severe problem and that
interest rates have risen to historic levels as a natural consequence of these
policies. Moreover, an even worse result of such budgetary practices is that
continuing deficits tend to undermine the confldence of the public in the
capacity of our government to deal with inflation.

Thus, a principal goal of the President's program is to restore the Federal
budget to balance. Reducing the projected Fiscal 1977 deficit to $43 billion
will make possible a balanced budget by Fiscal 1979. We are, of course, ex-
tremely pleased that your Committee, in its budget recommendations for
Fiscal 1977, has substantially agreed with the President’s target for that
Yyear's deficit and, as provided in section 1A of the Revenue Adjustment Act
of 1975, has accepted the basic premise underlying the President’s program
that expenditure increases reduce, dollar-for-dollar, the total tax reductions
that may be enacted.

Decision-Making Proccss

The second objective of the President’s program is to return more decision-
making discretion to individuals and families to determine how they will
allocate their incomes and personal financial resources. The growth of Federal
expenditures has brought with it increasing government dominance in basic
decisions respecting the use of our natlon’s resources and a corresponding
diminution in the role of private deciston-making.

Over the past 10 flscal years, Federal expenditures have grown 175 percent
while total GNP has increased about 120 percent—that is, the rate of growth
in government outlays was nearly 50 percent greater than that of the economy
ftself.

Some analysts have claimed that the surge of government spending and
deficits is only temporary and that more moderate outlay growth rates and
budget balance will return as soon as economic conditions stabilize. It is true
that part of the increases in the budget outlay can be traced to the “automatic
stabilizers” that should respond to recession problems. For example, unemploy-
ment compensation benefits have increased from $6 billion in Fiscal 1974 to
over $19 billion in Fiscal 1976. However, a review of the actual budget figures
clearly indicates that large spending increases have been occurring across the
traditional programs of the entire federal government. These spending in-
creases cannot realistically be regarded as “temporary” since government
programs are rarely eliminated or curtailed.

Our choice then is clear. We can regain control over Federal spending, stop
the trend toward the Federal Government's direction of the use of an ever
increasing portion of our national wealth, and restore a greater share in
decision-making to individuals and familles through large permanent tax cuts.
Or, we can continue down the road of the past which leads toward even
larger budgets, continuous deficits, and increasing domination of government
over our economic affairs.

Description of Administration Proposal

Let me turn now to the specifics of the Administration proposal for perma-
nent tax reductions. The enactment of the Revenue Adjustment Act of 1975
had made it impossible to apply the President’s full proposed tax cuts for all
of 1976. We are, thus, proposing distinct lability changes for 1976 and 1977,
which have the combined effect of applying the Administration’s permanent
tax reductions effective July 1, 1976.

Calendar year 1977 and beyond

The Administration’s permanent program has the following major features:
An increase in the personal exemption from $750 to $1,000; substitution of a
single standard deduction—$2,500 for married coupled flling jointly and $1,800
for single taxpayers—for the existing low income allowance and percentage
standard deduction; a reduction in individual income tax rates (Table 7-8) ;
a permanent 10 percent investment tax credit; a reduction in the maximum
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corporate income tax rate from 48 percent to 46 percent and making perma-
nent the current temporary tax cuts on the first $50,000 of corporate income;
and a program to stimulate construction of new electric utility facilities to
insure that long-run economic growth is not limited by capacity shortages in

the production of electricity.
Calendar year 1976 . d

Since taxpayers compute their taxes on a calendar year basis, the Adminis-
tration is proposing tax liability changes for calendar year 1076 that mesb
the permanent proposal with the Revenue Adjustment Act of 1975 and approx-
imate the effect of applying in 1976 the current temporary tax cuts for six
months and the Administration’s permanent tax cuts’' for six months. The
Administration’s full proposed tax llability changes will apply for 1977 and
subsequent years,

The Administration’s proposals would result in lower withholding tax rates
(and higher take-home pay) effective July 1, 1976. The lower withholding tax
rates would reflect the full impact of the tax cuts proposed by the President
last October and would remain constant in 1977,

The specific tax liability provisions that will apply in calendar year 1976
are:

Tar culs
(¢compared

tolwmw)
For individuals: (b@tion)
A personal exemption of $875._ . .o oo aeaoo.. $5. 4
A per capita exemption credit of $17.50, with alternative taxable
income credit equal to 1 percent of the first $9,000 of taxable
income (i.e., maximum credit eciuals $90) e e 4.9
Standard deduction changes: A low income allowance of $2,300
for joint returns and $1,750 for singles; a percentage standard
deduction of 16 percent of adjusted gross income with a maximum

of $2,650 for joint returns and $2,100 for singles_ .. _......_.___ 3.0
An average of the rate structures under present law and the Presi-
dents’ permanent tax cut program (see tables 7-8) ... _____.. 3.6

An earned income credit equal to 5 percent of earned income with a
maximum of $200, phasing out at $8,000 of earned income or

adjusted gross income, whichever is greater. . _ ... .__.__ T
Total individual cuts. - - o oo oo cacaaeacaa 18. 5
For business:

A reduction in corporate rates: The rates will be 20 percent for the

first $25,000 of taxable income, 22 percent for the second $25,000
of taxable income, and 47 percent for taxable income above $50,000.. $§3.2

The program to stimulate construction of electric facilities, effective
July 3, 1076 e m———m—————————————— .6
Total individual and business tax cutsS. oo e 22,2

Tables 9-13 fllustrate the effect of the Administration’s tax cut proposal
when it is fully effective in 1977 on different individual taxpayers compared to
(1) tax liabilities under 1972-74 law, (2) 1975 tax liabilitles, (3) 1976 tax lia-
bilities under the Revenue Adjustment Act, (4) the Administration’s transitional
proposal for 1976, and (5) proposed 1977 law.

Individual Tax Cuts )

The recently adopted budget recommendations of your Committee and of the
House Ways and Means Committee contemplate that reductions in taxes from
1974 law will be provided through calendar year 1977, without specifying the
details of those reductlons, Consistent with that approach, and in recognition
that the so-called “temporary” tax reductions are in fact in process of becoming
permanent, we believe it is essential to face the necessity for making funda.
mental decisions regarding the permanent structure of the individual income
tax, as opposed to the patchwork approach that has prevailed to date.
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! roposed individual tax reductions are designed to
e A oot gonls, T first goal is to simplify the existing tax struec-

wo important goals. The
gﬂéeg tprgvidililog-a six?gle standard deduction as a substitute for the present
low income allowance and maximum standard deduction. The second goal is
to begin the difficult, but most vital, task of realigning the tax rate structure
to relieve the middle income taxpayer from the onerous tax burden imposed
as a result of industriousness and thrift.

Let me elaborate: simplification should begin with those provisions that

ffect the greatest number of taxpayers. The provision of a single standard
ge;uctlon gguld in itself be a major simplification. In contrast, the addition
of the per capita exemption credit has been a -major complication, and many
taxpayers are failing to claim the credit. The situation will be worsened by
the addition of the alternative taxable income credit by the Revenue Adjust-
ment Act of 1975. :

Because of rising productivity, but more particularly because of the effect
of inflation on nominal money incomes, families comprising the middle and
upper-middle classes of society have been moved up the tax scales to positions
previously occupied by only the top one or two percent of American families.
As a result, the middle-income taxpayers find that larger and larger tax
bites are being taken from their paychecks and entrepreneurial incomes. For
this particular group of taxpayers, the rewards of enterprise, of sustained
effort, and of the accumulation of capital have been eroded. As we all benefit
from the vigor of this group, so are we hurt when its vitality is threatened.
The Administration’s proposals are designed to reverse the trend, by provid{ng
relief to the middle-income taxpayer while more than preserving the gains

of the lower-income taxpayer.
Tables 14-21 provide further information on the individual tax cuts.

Business Tax Cuts

The Tax Reduction Act of 1975 increased the nominal rate of the invest-
ment credit to 10 percent from 7 (4 percent in the case of utilities) for the
vears 1975 and 1976. The President’s proposal would make the increase per-
manent, It is well known that any tax provision intended to encourage invest-
ment is most effective when investors may regard it as permanent, for then
they may take it into account over the full range of their investinent planning
horizons, which are frequently 10 years or longer. As part of a program of
structural fiscal change, the investment credit helps offset the anti-capital
formation bias of the Federal tax system and should have_permanent status,

The Tax Reduction Act, for the year 1975, raised the corporation surtax
exemption to $50,000 from $23,000, and lowered the tax rate on the first
$25,000 of taxable income from 22 to 20 percent. The Revenue Adjustment
Act of 1975 extended this tax reduction an additional six months. Again, the
President’s proposal would make this change permanent.

In addition to this modification of the corporation tax schedule, the Presi-
dent proposes to reduce the top rate 2 points so that the maximum applicable
tax rate would be 46 percept. Until we, working with the committees of Con-
gress, can effect integration of the corporation and personal income taxes,
this modest relief of the extra burden of tax should cause benefleial increases
in the rate of capital formation.

Finally, the President’s proposals include a 6-part tax incentive program
for electric utilities to accelerate the replacement of facilities now made
obsolete by the higher costs of fossil fuels and to encourage the application
of more adequate capital cost pricing formulas by utility commissions.

Table 22 indicates the business tax cuts.

Job Creation Incentiveas

As I mentioned earlier, this Administration i8 committed to two funda-
mental economic policles: sustained noninflationary economic growth and
Jobs for all who seek work. The propesed tax cuts, coupled with the corre-
sponding reduction in the growth of Federal spending which I have just
described, go a long way toward achieving our goal over the long run. But
tax cuts alone are not enough. There is a pressing need for more immediate
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‘measures to allevidte .the unemployment- proble
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m that is particularly severe

in certain segments of our industry and in certaln areas of our Nation. What
we need ahdggust do is to create a favorable climate for private industry to
we believe, can best be accomplished by the adoption

ate more jobs. This . '
creste ) he President stated in his State of the Union Message,

of tax Incentives. As th
“One test of & healthy economy is a job for every American who wants to

work. Government—our kind of government—cannot create that many Jjobs.
But the Federal Government can create conditlons and incentives for private
business and industry to make more and more jobs.” i

The Administration has proposed just such a job-creation incentive. Intro-
duced in the House as H.R. 11854, the proposal will permit rapid depreciation
for businesses which construct new plants or expand existing facilities in

‘areas where the unemployment rate exceeds 7 percent, or purchase equipment

for use in these new or expanded facllities. The tax incentive approach to
provide jobs through the private sector is preferable to creating public service
jobs typically are temporary, often not production, and subsequently require
the recipient to find permanent employment after the program has been ter-
minated. Publle service jobs also typically require bureaucracles that are
dificult to establish and difficult to liguidate. The purpose of the Administra-
tion’s proposal iz to establish rewarding, permanent employment opportuni-
ties through the private sector.

The Administration’s proposal has the following advantages:

First, the stimulation of plant construction and expansion, and equipment
purchases will lead to the creation of new and permanent jobs, in the private
sector, in areas where they are needed most. -

Second, we expect the proposed tax incentive will provide substantial im-
petus for businesses to embark upon projects now deferred and to undertake
new projects which otherwise might not get started.

Third, the Administration proposal will provide immediate benefit to the
construction industry, one of the most depressed in the economy. The plan
will stimulate construction in areas where that industry has been hardest
hit by the recession and thereby provide jobs for unemployed persons con-
centrated in those areas.

Fourth, the proposal will also encourage capital investment., While not
directly affecting the overall suply of capital, the plan will provide an incen-
tive for capital spending to creat jobs. By improving the cash flow of com-

panies, it will encourage investment in 1976.
Let me turn now to some of the specifics of the Administration’s proposal.

Timing of Plan

The plan is proposed as a temporary measure, pending return to full employ-
ment in an economy that {s steadily recovering from the recession. Therefore,
investment projects must begin during the year beginning on January 19,
1976, and must be completed within 36 months. That is, facility construction
must be commenced, or production equipment ordered, on or after January
19, 1976, and before January 20, 1977, and must be completed and placed in
gervice within 36 months thereafter.

This time perlod has been chosen for several reasons. The requirement
that projects be begun in the year starting January 19, 1976, will result in
immediate employment opportunities—particularly in the construction sector.
The plan will also have immediate employment effects in the capital goods
industries, which also have been badly hit in the current recession and are
operating at well below normal utilization rates throughout the country.
Furthermore, requiring projects to be completed and placed in service within
three years will avoid the risk of unduly extending the temporary relief
measure. The bulk of construction and equipment manufucture will take place
in 1976 and 1977, when capacity will be available. Moreover, because of its
;tlx:rt etéme period, the plan will not threaten the relocation of projects already

nned.

Qualifying Location

Facilities and equipment will qualify for rapid depreclation under the plan
only if constructed and placed in service in areas which had an average
unemployment rate of 7 percent or more for calendar year 1975. Geographie
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as W high unemployment will be defined by the Department of Labor
?;e a:coriltgncegwuh thé) fgnctional definition of Labor Market Areas (LMAs)
presently used by the Department of Labor in the development of unemploy-
ment statistics. Areas of a state that are outside defined LMAs will be con-
sidered as a whole, and if this portion of a State had an unemployment rate
of 7 percent or more in 1975, it also will be eligible. Attached is a list of
potentially qualifled areas.

With the 7 percent trigger, about two-thirds of the metropolitan areas of
the country will be eligible for the plan. Eligible areas are found in 42 States,
plus the District of Columbia and the Virgin Islands, and include about 80
percent of the labor force.

According to the Department of Labor, since the middle 1960’s there has
been a dramatic shift toward greater regional variation in unemployment.
Pockets of high unemployment are not only persisting ~but increasing. By
focusing our efforts on pockets of high unemployment, we hope to provide
stimulus to areas with the greatest need. A desirable by-product of these
efforts is the potential benefit to the Nation as a whole because equipment
orders will flow to productive areas, whether or not they also may be an

area eligible for relief.

Application to Real Estate i

The Administration proposal will apply to any commercial or industrial
facility located in a qualifying area, the construction of which is started and
finished within the time perlod previously described. Commercial and indus-
trial facilities include factories, warehouses, shopping centers and office
buildings. Distinct additions to existing facilities wil! also qualify, but not
mere alterations or improvements.

Certain limitations will be applicable to the proposal. Thus, the tax incen-
tive will not be applied to facilitles used for lodging or to governmental
facilities or facilities or certain tax-exempt organizations. Moreover, the pro-
posal will not apply to any residential real estate activities. Housing and
residential construction have received substantial stimulus from recent actions
by the Department of Housing and Urban Development and will receive addi-
tional stimulus from other proposals made by the President in his State of
the Union Message. This particular proposal seeks comparable incentives for
the nonresidential sector.,

Amortization of qualified real estate will be allowed over a period equal to
one-half the shortest life which a taxpayer may now claim under the provi-
sions of the Internal Revenue Code and the regulations. This is a very sub-
stantial tax incentive. For example, in the case of a building with a 30-year
useful life, the taxpayer will be able to write off one-third of the cost in the
first five years as compared with 23 percent under the most accelerated
method of depreciation now available. Recapture of depreciation upon a dis-
posiltion of qualified real estate, under the rules of Code section 1250, will
apply.

Application to Equipment

The proposal will also apply to equipment which {s ordered during the year
beginning January 19, 1976, and placed in service within 36 months thereafter
in a facility or addition which also qualifies for the incentives under the
Administration’s proposal. Equipment placed in existing facilities in areas of
h:ghkemployment will not qualify. Nor will over-the-road equipment or.rolling
stock.

Under the proposal, at the taxpayer's election, straight-line amortization of
qualified equipment will be allowed over 60 months commencing on the date
the equipment is placed in service. For example, the amortizable. cost of
equipment with a 10-year useful life could be written off in five years com-
pared to about 67 percent under the double declining balance method which
would now be available. For this purpose, the definition of equipment—as
distinguished from real estate—will be the same as is used in the Investment
credit provisions. Here, too, the depreciation recapture rules will apply upon
a disposition of the property.

Notwithstanding the election to amortize qualified equipment over five years,
the full investment tax credit will still be allowed if the useful life of such
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equipment is seven years or more. This is a most significant benefit which will
n?:kg t(lale election t% amortize much more attractive than if the electing tax-
payer were limited to two-thirds of the investment credit as is the case under
current law with respect to property with a useful life of five years.

This proposal will not apply to those electric utilities covered by the

" Administration’s six-point utility program which I will discuss later.

Rcvenue Estimates i e 1 mated
The revenue cost of the proposed job-creation tax incentive is estimate
at $300 million for Fiscal Year 1977, $650 million for 1978, $900 million for
1879, and $1.0 billion for 1980. However, over the long-run, the same amount
of taxes will be paid because, generally, accelerating depreciation of capital

investment simply defers taxes.
Broadened Stock Ownership Proposal

I would like to turn now to the subject of broadened stock ownership in the
United States. The Administration believes that broadening the private own-
ership of business will further an American tradition, and thereby strengthen
the economic, social and political base of support for our free enterprise
system. In this respect, it is important to encourage participation by low and
middle income working Americans in private ownership. Widespread stock
ownership among all Americans will promote stability in the financial markets,
provide individuals with a greater sense of participation in the free market
system, and give them an opportunity to bulld 2 reasonable estate for them-
selves and their helrs.

There are many approaches which can foster broadened stock ownership
through the tax system. In his State of the Union Agddress, the President
proposed the adoption of a Broadened Stock Ownership Plan (BSOP). This
plan would have three principal characteristics which the Administration
deems important to any program designed to encourage broadened stock own-
ership. First, the plan should be avallable to all Americans, whether self-em-
ployed, employed by a corporation, or employed by the government, federa),
state or local. Second, particiption should be voluntary, but the plan can be
established by individuals or by their employers through payroll deductions.
Third, participants in a BSOP should have a choice as to their investment
in common stocks.

Other aspects of the plan include the following:

First, contribution would be deductible from taxable income, with particl-
pation being restricted to individuals in the low- and middle-income ranges
and limited to the maximum amount eligible for deduction. In addition,
there would be a phase-out of the amount deductible at the higher income
levels. For example, a taxpayer might be allowed to deduct $1,500 a year
or, if less, 15 percent of his compensation, subject to a phase-out in the
case of compensation between $20,000 and $40,000.

Second, income earned by a BSOP would be exempt from income taxation
until withdrawn from the plan. Upon withdrawal, a participant would be
subject to a current tax at capital gain rates to provide participants with
the benefits normally associated with the accumulation of capital values.
However, there would be a holding period requirement. Thus, funds held in
& BSOP would have to remain invested for at least seven years. Premature

.withdrawals would be subject to a penalty tax in order to discourage early

withdrawals,

Third, the contributions made to a BSOP would have to be invested in
common stocks, the selection of which would be entirely up to the partiei-
pant. He could, for example, select individual stocks or mutual funds.

Under the Administration’s proposal, taxpayers could establish a BSOP
on or after July 1, 1976, and qualify for a full tax deduction for calendar
%ear 1976. Further details of the BSOP proposal will be worked out with

ongress.

It should be nofed that BSOP’s would have no effect upon a taxpayer's
ability to participate in any pension or profit-sharing plan established by
his employer, or to establish his own individual retirement account oy Keogh
plan. The contemplated statutory pattern for BSOP's would be unrelated to
deferred compensation, retirement or employee benefit plans.
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Electric Utllitlies Tax Program

——Phe- electric utilitles tax program is another important part of the Ad-
ministration's program. It not only will serve as a stimulus to construction
of additional facilities by electric utilities, but will also provide a means
to minimize imports of foreign oil and to insure adequate electric generat-
ing capacity in the several years ahead. The construction activity will help
put many people back to work in the near term and, in the longer run, will
help insure that economic expansion will not be limited by energy shortages.

~  In sum, the program is highly important to the national economy.

Background
The proposal I presented last July 8 before the House Ways and Means

Committee, and before your Committee on December 9, represents the

recommendations of the President’'s Labor-Management Committee, and the

President has endorsed them. The need for this legislation has not lessened

since I last urged its adoption. In summary, the reasons for this leglslation

are:

1. Financing difficulties have prevented the construction, or completion,
of badly needed nuclear and coal fired plants.

- 2. The need to minimize our dependence on foreign oil demands adoption
of means to increase electric generating facilities fueled otherwise than by
petrolenm products.

3. The energy shortage must be met. Insufficlent electric power will in-
hibit construction of new manufacturing and commercial facilities. This
cannot be allowed to happen.

This Committee is acutely aware of the nature of our overall energy
shortage and the adjustments that our enocomy must make. We will never
again want to rely on foreign oil, as we dd for so many years. We must
greatly increase our domestic capacity for the generation of energy, and we
must begin to make progress immediately. The indispensable core of any
sensible energy program is the construction of electric power facilities which
do not operate on petroleum products—which, today, means primarily coal,
nuclear and hydroelectric. But these electric power facilities will not come
off the shelf in someone’s store. The lead times required to construct these
generating plants range up to seven or eight years. Generating plants are
complex and their construction cannot be turned on and off without incur-
ring major expense and causing great delay. The coal &nd nuclear fueled
electric power plants that we defer today will be missing tomorrow and will
prolong our dependence on foreign oil imports.

A recapitulation of the problems of the electric power industry may be
belpful. When fossil fuel prices started their rapid rise in mid-1973, the
consequence for electric utilities, whose rates are regulated, was a shrinkage
in the residual cash-flow. This reduced the return to equity and made in-
creasingly dificult the simultaneous (1) maintenance of dividend payments
which were needed to continue to attract and hold equity capital, (2) pay-
ment of interest on obligations to bond-holders, and (8) carrying out of
investment programs to replace existing capacity as well as to add additional
capacity needed to meet forecast growth in demand for electric power.

This squeeze on the electric power industry, resulting from what is com-
monly called “regulatory lag” or the slow adjustment of allowable prices
to reflect changed cost canditions, was exacerbated by two other factors: the
actual costs of replacement capital were pushed-up by inflation while the
allowances for this portion of capital cost embedded in utility rate struc-
tures remained unchanged; and interest rates on refunding and new issues
of bonds rose to incorporate the inflation premium. For many utility com-
panies the resultant drop in realized return to equity owners was so severe
that dividend payments were suspended and/or comnstruction programs were
cancelled or suspended.

It is true that the problems visited on the utility sector differed only in
degree from those faced by the entire private sector. Unregulated businesses
were also caught in a cash-flow squeeze as thelr costs rose more rapidly than
the prices they could recapture in the market. But, in the unregulated sec-
tor, restoration of balance between prices and costs has been quicker, not

—
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only because price regulation procedural lags are. generally absent, but also
beciuse their pcapital costs are generally a smaller fraction of total costs.

Bpeocifics of Program

1 would now like to turn to the specifics of the six-point proposal.

First, the proposal would increase the investment tax credit permanently
to 12 percent for all electric utility property except generating facilities
fueled by petroleum products. Under current law, utilities, like other tax-
payers, are eligible for a maximum investment tax credit of 10 percent. Al-
though the 10 percent credit is scheduled to revert to lower rates at the end
of this year, the Administration has proposed the higher rates be made
permanent. )

‘Second, the proposal would give electric utilities full, immediate invest-
ment tax credits on construction progress payments for construction of prop-
erty that takes two years or more to build, except generating facilitles
fueled by petroleum products. Under present law, utilities, like other tax-
payers, are entitled to Investment tax credits as they make progress pay- -
ments on long-term construction projects. However, the Tax Reduction Act
of 1975 provided a flve year phase-in of construction progress payment
credits so that entitlement to the full investment credit at the time a progress
payment is made will not occur until 19880. : .

These proposed changes with respect to the investment credit would be
limited to those utilities which “normalize” the increase in the investment
credit for ratemaking purposes and which are permitted by their respective
state regulatory agencies to include construction work in progress in their
rate base for ratemaking purposes. “Normalization” means reflecting the tax
beneflt for ratemaking purposes pro rata over the life of the asset which
generates the benefit instead of recognizing the entire tax benefit in the year
the utility’s taxes are actually reduced. In the absence of normalization, the
entire tax benefit would flow through immediately in the form of reduced
utility rates for consumers, and no real economic benefit would result for
the utility. .

Third, the proposal would permit electric utilities to begin depreciation
of major construction projects during the construction period. Under present
law, a deduction for depreciation is allowed commencing when a depreciation
asset is placed in service. The depreciation deduction would be based on the
accumulated construction costs which qualify for the investment credit under
the construction progress payment system enacted as part of the Tax Re-
duction Act of 1975. Accelerated methods of deprecfation would be permitted,
and the depreciation deduction would be based on an assumed useful life
which would include the remaining construction period plus the estimated
useful life (or asset depreciation range period) attributable to the property
as of the time it is placed in service. Depreciation after the property is
placed in service would be reduced by depreciation taken during the con-
structfon period. -

Electric geuerating facilities fueled by petroleum products would not
qualify for this construction period depreciation. Further, construction period
depreciation would be conditioned on the utllity’s normalizing the benefits of
the provision for ratemaking purposes and upon the agreement of the rele-
vant state regulatory agency to Include construction work in progress in
the utility’s rate base for ratemaking purposes.

Fourth, the proposal would provide for extending to January 1, 1981 the
perlod during which pollution control equipment installed in a pre-1969 plant
or facility will qualify for rapid five-year straight-line amortization in lien
of normal depreciation and qualification for the investment credit. Section
169 of the Internal Revenue Code, which provides for this treatment of pollu-
tion control equipment, expired December 381, 1975, and the proposal is to
extend the qualification period an additional five yeéars.

Fifth, the proposal would provide an election of five-year amortization in
Heu of normal depreclation and the investment credit for the costs of con-
verting an electric power generating facility fuel by petroleum products
into a facility fueled by nonpetroleum products, or for the cost .of replacing
petroleum products fueled facilities. -

7.

X
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Sixth, the proposal would permit a shareholder of a regulated electric

ostpone tax on dividends pald by the utility on its common stock
‘g:rug{ac:?ng topgake additional common stock of the utility in lleu of a cash
dividend. The receipt of the stock dividend would not be taxed. The amount
of the dividend would be taxed as ordinary income when the shareholder
gells the dividend stock, and the amoiunt of capital gain realized on the sale
would be decreased (or the amount of capital loss increased) accordingly.
Dividend stock would be deemed sold by the shareholder before any other

stock of the same utility.

Revenue Estimates ] " . tax
Altogether, the six-point electric utilitles tax program w reduce
fevenu%s by 'an estimated $800 million in the transitional quarter of 1976 and
$800 million in Fiscal 1977. The long-run benefits are an orderly restructur-
fng of the American electric utility plant to de-emphasize the use of petro-
leum-based fuels and an acceleration of annual investment to meet future

electric power needs of the economy.
Proposal for Integration of Corporate and Personal Income Taxes

I would Hke to turn now to a specific proposal to integrate corporate and
personal income taxes. In my testimony before the House Ways and Means
Committee last July, I discussed the details of such a proposal. Much of
what I will present today is drawn from that testimony. I will also attempt
to answer some of the criticism which has been levelled at the proposal.

Perverse Effects of the Doudle Tar on Corporate Dividends

Under our system of taxation, income earned by corporations is taxed
twice: first to the corporation and then again to the shareholder, if and
when it is distributed as a dividend or realized on sale. The existence of
this two-tier tax has a number of perverse results:

1. The system reduces rates of return for all savers. Viewing the economy
in the aggregate, it is not just corporate shareholders who bhave lower profits
because of the double tax on dividends.

With due allowance for risk, no one would invest in corporate equities if
the return to him, after payment of tax at the corporate level, differed
from that which he could earn from investment in real estate, bonds, or
other assets. In a competitive eapital market, there are constant flows of
capital from one kind of investment to another until the after-tax rates
of return are comparable. If investment in corporate equities is less profit-
able, then capital will flow out of such investment (or less capital will flow
in). If there i{s less demand for stock on the stock exchange, the price of
stock will fall and ylelds will rise. At the same time, capital which is di-
verted from corporate stock will flow into other kinds of investment. Money
in savings accounts will increase and there will be a greater demand for
bonds and other debt instruments and a greater demand for investments in
assets and enterprises not held in corporate form. That greater demand for
that kind of investment will in turn depress the return on it. For example,
when more people wish to have money in savings accounts, the interest rates
which banks are willing to pay falls.

Since investors have had 25 years to accommodate to the nearly 50 per-
cent rate of corporate tax, yields to investors after the tax have surely been
equalized with those elsewhere. This means that the corporate tax has
reduced the yields on all forms of saving, and that ellminating the extra
tax on dlvidends will reverse the process, raising rates of return to all savers.

2. By imposing an extra penalty on -the rewards for saving, the existing
8ystem restrains the capital expansion needed to meet our economic goals.
I have already detailed the cruclal importance of increased capital formation.
Integration will help to achieve our needed increases in the capital stock
in three ways.

First, domestic savings will respond to the increased return. The response
may be small, but even a modest change in savings habits would lead to a
substantial savings increase in the aggregate. Several recent econometric
studies of savings behavior have shown this savings response to be positive
and significant.
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Second, with a higher return to capital in the United States, relatively
more of the world’s investment will take place here. Less domestic savings
will flow abroad, and more investment by foreigners will be undertaken here.

Third, the method of integration which we propose allows deductions to
the corporation for a portion of dividends currently paid. This makes avall-
able additional cash flow to businesses for Immediate investment. While in
the long run, this aspect of the policy is less important for capital formation
than is increased profitabllity, additional cash flow may help to speed the
adjustment to the larger volumes of capital investment.

8. The extra tax on corporate income leads to economic inefficiency by
requiring that prices of corporate sector products be relatively higher than
prices of products produced by unincorporated business. The products of cor-
porations must sell at prices high enough to cover the additlonal burden
of the corporation income tax or else corporations would be unable to attract
and hold the capital needed to product those goods.

This tiliting of prices makes corporate products relatively less in demand
than they would be in the absence of the extra corporate tax. Economic
activity will, of course, be carried on in the corporate form in order to aggre-
gate the large amounts of capital required and to assure continuity of man-
agement. Heavy manufacture, minerals development and production, and the
utilities could operate in no other way, and there are many other activities
for which the sheer economies of scale outweigh the advantages of personal
management and the tax savings possible in a proprietorship or partnership.
But, the inefficlency of the corporation income tax is that it makes it more
expensive to realize these advantages of corporate organization.

Consequently, as measured by the prices we are willing to pay in the
market place, we have too little output from the corporate sector and too
much from elsewhere. If we could eliminate the cause of this misallocation
of resources, we would clearly be better off: we would have more of the
things we currently value more highly, fewer of the things we value less.
Professor Harberger, who has ploneered the analysis of this waste, has esti-
mated that the value of this loss to society is equal to 0.5 percent of our
national product annually,

4. The double tax is an extra inducement for corporations to seek debt
financing, rather than increased equity capital, because the tax applies only
to the income attributable to equity investment. Corporations must earn
enough gross income to cover the interest payments made to compensate
bondholders and other creditors for the savings which they have supplied.
But interest payments are deductible at the corporate level and thus—unlike
dividends—are not included in the net income which is taxable to the cor-
poration. If we were able to remove the extra tax on dividends, we would
make equity financing much more attractive and would reverse the steep and
dangerous increase in debt-equity ratios of recent years. I have already
indicated how high debt-equity ratios make businesses extremely vulnerable
to business cycle changes and that a high proportion of debt in the financial
structure will fu:ther discourage investment by introducing added wuncer-
tainty for lenders and borrowers. This is just another example of how the
tax structure hinders the efficlent operation of markets, in this case by
fncreasing the cost of equity compared to debt capital. We must remove
this tax impediment to business expansion and economic growth,

5. A double corporate tax creates & market bias against dividend yielding
stocks, So long as earnings are retained, the second tax on dividends need not
be paid. If the stock is ultimately sold, its value will generally be higher
because of the retained earnings, but the capital gains tax on the increase
fn value 18 imposed at preferential rates. Thus, the second tax in the case
of retained earnings may be substantially lower than in the case of dividends.
Consequently, companfes like utilities which have traditionally relied on
high dividend payouts to attract the capital needed for expansion, are placed
at a substantial disadvantage because the double tax imposed on their
income is greater than the double tax on ‘companies which retain earnings
and do not distribute them. Moreover, moderate income Investors who prefer
dividenas to capital gains are discouraged from stock ownership. Elimina-
:ﬁannn ;ﬁythﬁ :etc%n(il tax‘ iwould l%watly ass(i;slt utilitles and other companies

situated in raising equity money. Given our
a particularly fmportant polnet(.l d CNerEy problems, this is
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6. The double. tax places a heavy penalty on corporate decisions to dis.
tribute earnings. In an ideal free market, the tax system would be neutral
with respect to retention or distribution of earnings. Corporate msdanagers
would be led to retain earnings only if they would use them more produc-
tively in their businesses than their stockholders might use them in other
investments. Integration would remove the tax reasons for retaining rather
than distributing earnings. At present, the tax penalty on paying out earn-
ings puts corporate managers under great pressure to do almost anything
that might be productive with retained earnings rather than pay them out.
The double corporate tax thus tends to “lock-in" corporate capital and keep
it out of the capital markets which allocate capital more efficiently among

uaes,

International Comparisons ..

For many years our system of imposing a double tax on corporate profits
by taxing them at each of two tlers was also widely used abroad, and it is
often referred to as the “classical” system of corporate taxation. So- long
as tax rates at the corporate level remained relatively low, the system did
not create undue mischief. In the United States, the corporate tax rate was
less than 15 percent as late as 1935; it rose to 40 percent during World War
II dropped back to 88 percent in the last of the 1940s and rose again to 52
percent during the Korean War. The current 48 percent rate was enacted
in 1965. Thus, basically, it was only as recently as the Korean War in the
early 1050s that corporate rates reached their present high levels.

Similarly, corporate rates have been rising in other countries, but not so
fast as in the United States. As rates have risen abroad and as the need
for economic development and investment increased in other countries, changes
were made In their corporate tax system. Today, virtually all of our major
trading partners ellminate much of the double tax. Such systems are in
effect in Canada, the United Kingdom, France, Germany, Belgium and Japan.

The European Economic Committee has adopted a resolution urging all
of its members to adopt such a system and is presently engaged in an effort
to promote greater uniformity of existing systems and to harmonize the
differences. that remain. Since our two-tler tax system results in higher
prices for corporate products, and our major trading partners have taken
steps to eliminate this extra tax burden, we have placed U.S. corporations
at a competitive disadvantage in international markets.

The Administration’s Integration Proposal: Combination of Dividend Deduc-
tions and Stockholder Credits , N

We propose eliminating™the double tax on income from savings invested
in corporate equity and to do so in six phases, with the first phase effective
January 1, 1978. The remainder would phase in equally over the succeeding
;1;’?7years. The proposal would, thus, have no effect on the budget for Fiscal

We propose to eliminate the double tax by combining the two mechanisms
of a dividend deduction and a stockholder credit. When fully effective, the
credit at the stockholder level in combination with the dividend deduction at
the corporate level will completely remove the double tax on dividends.

The Dividend Deduction

Approximately half of the total relief would be accomplished by a dividend
deduction. Thus, ultimately there would be a deduaction from corporate
taxable income of roughly 50 percent of the dividends distributed. The reason
that I say “roughly 50 percent,” rather than exactly 50 percent is that in
Of‘d(le: r«le-l tl;e ntaiecha(;l!gm titgl achle;e its-objective with the maximum sim-
blicity, the fraction deductible at the corporate level must
stockholder credit procedure. P be geared to the

The accompanying table illustrates the effect of dividend deductibility at
the corporate level,
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ILLUSTRATIVE COMPUTATION OF 50 PERCENT CORPORATE DIVIDEND DEDUCTION

Proposed Law

With same With maximum
Prosent law?  dividend payout dividend payout

() @ (6))
A. Corporate income subject totax. .. ... .coceeucnnnaaas $110 $100. 00 $100. 00
8. DIv&oond L 50 50. 00 66.67
C. 50 percent dividend deduction (Aso parcentof line b)...cceeerrcecananeonn 25.00 33.33
D. Taxable corporate income line A — lineC)........... 100 75.00 66,67
E. Corporate Income tax (50 percent of line D)... . 50 37.50 . 33.33
. Coroprate income after tax (line A — tine E).. 50 62,50 66.67
G. Retained earnings (line F — line B)......ccccuceuuun. 0 12.50 0

Source: Office of the Secretary of the Treasury and Office of Tax Analysis, Mar. 11, 1976,
t Assumes, for simplicity, a 50 percent corporate tax rate.

For simplicity, we assume the corporation earns $100, that the corporation
tax rate is 60 percent and that 50 percent of the dividends are deductible at the
corporate level in computing the corporation income tax, Under present law, as
is shown in the table, the corporation pays $50 in tax and has $50 left over, to
retain or pay out in dividends. Under the proposed dividend deductibility pro-
cedure, if the corporation merely continues to pay out $50, its tax payment is
reduced to $87.50, for its taxable income is $100 less 50 percent of $50, or $75,
and the tax rate is 50 percent. Without changing its dividend payout, the
corporation has $12.50 of additional retained earnings. On the other hand, if
the corporation wishes to pay out the maximum amount of its earnings and
retain nothing, it may pay out $66.67 in dividends and pay tax of $33.33. In
this instance, the taxable income at the corporate level is $66.867—3$100 less half
the $66.67 in dividends paid—and it pays $33.33 in tax. Thus, the dividend de-
ductibility feature of the Administration’s proposal provides great flexibility
to corporate management in adjusting its financial policy to the overall reduc-
tion in corporate tax burden realized by integration.

The dividend deduction provided for the first year, 1978, would be that per-
centage which produces a net reduction of approximately $2.4 billion in corpo-
rate tax liabilities for that year.

Additional dividend deductions required to bring the total deduction up to
approximately 50 percent of dividends distributed would be phased in from
1979 through 1983, causing the revenue loss to increase at a rate of about
$1 billion per year (at 1978 levels),

The Stockholder Credit

The balance of the double tax on dividends svould be eliminated by a stock-
holder credit to be phased in equaily over the five-year period from 1979 to 1983
inclusive. This would cause a revenue loss in each of those years, increasing at
the rate of about $1.5 to $2.0 billion a year (at 1978 levels).

The credit mechanism would be quite simple. The taxpayer would “gross-up”
his dividend by adding to his taxable income an amount equal to 50 percent
of the dividends he receives and would then take a tax credit equal to the gross-
up. This is precisely the same proccdure as the taxpayer follows with labor in-
come subject tQ withholding. The taxpayer adds the withheld income tax to
his “take-home” pay, calculates the tax on the gross amount, then subtracts the
taxes withheld. In the case of the proposed stockholder credit, the taxpayer
adds to his “take-home dividends” corporate taxes paid by the corporation on
his behalf, calculates his tax liability on the gross amount, and then takes a
credit for the tax “withheld” for him by the corporation.

We may illustrate the operation of this portion of the proposal by extending
the prior example to the cases of stockholders subject to personal tax at 20 to 50
percent in the following table,
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ILLUSTRATIVE COMPUTATION OF 50 PERCENT INDIVIOUAL DIVIDEND GROSS-UP AND CREDIT

O e oo™ O aral ok raadercet
Proposed law Proposed law

Present  With $50 maxlnv:tlu‘:i Present  With $50 muim}:\'
law  dividend dividend law  dividend dividend

(4Y] ) 3 O} (©)) )
A. Dividend income recelved. __.._. .. $50 $50  $66.67 $50  $50.00 $66. 67
O e ! dividend (0 percentoel ... 25 3333 ... 25.00 1.3
R ne oy s pross-upline . B0 J00 100
gy B ORETe BEOHE
(L1 10 -0 -13.33 2 12.50 16.67
G: Toln, Ipsome after tax (line A— 0 60 £0.00 25 37.50 50,00

Source: Office of the Secretary of the Treasury 3‘nd Office of Tax Analysis. Mar. 11, 1976,

Under present law, the 20 percent stockholder receives $50 in dividends,
pays $§10 in tax and retains $40. In effect, the combined corporate and per-
sonal tax rate he has paild is 60 percent. If the corporation still pays out
$50 under the proposed integration procedure, the stockholder would add
$25 to the $50—that is, he could gross-up for the 50 percent corporation
income tax—and compute a $15 tax liability on the entire $756. He would then
be permitted to take a tax credit for $23, receiving a net refund of $10. Al-
together, this stockholder would net $60 after tax, 50 percent more than
under present law, and additionally have a claim to $12.50 of retained earn-
ings. And {f the corporation maintains its policy of paying out all income
possible, the 20 percent stockholder would receive a dividend of $66.67 which
he would gross-up to $100 to include the $33.33 tax pald by the corporation,
and compute his tax at $20 which would entitle him to a refund of $13.33.
This refund, plus the $66.67 in dividends received yield the 20 percent tax-
payer a total return of $80. This is exactly what he should net from a $100
income, given that he is subject to a 20 percent tax rate: and this iIs twice
his yield from such an income under present law. In effect, this taxpayer's
burden on income earned by the corporate enterprise has been reduced
from 60 to 20 percent, and his return has doubled.

The table shows similar results for the stockholder who is a 50 percent
taxpayer. Under present law, he nets $25 of the original $100 income, a tax
rate of 75 percent. Under integration, with the same $50 dividend payment,
he nets $37.50 plus retaining a claim to the $12.50 of retained earnings; and
with maximum payout, he nets $50 after taxes. Again, the proposal imposes
only the stockholder's own tax rate on the income of the corporation he
owns, so that with full payout of corporate income the reduction in his tax
rate is from 75 to 50 percent, and his return is also doubled.

As a matter of arithmetic, a 50 percent dividends paid deduction and a
50 percent gross-up and credit, when combined with a 50 percent corporate
rate, exactly eliminates the double tax. With a 46 or 48 percent corporate
tax rate, either the 50 percent dividends paid deduction or the 50 percent
gross-up and credit must be adjusted slightly. In terms of tax return sim-
plicity, it is obvlously very desirable for tens of millions of shareholders
to use a gross-up and credit of 50 percent rather than an odd percentage
which requires more complicated arithmetic. Therefore, we recommend that
the required compensating adjustment be made by reducing somewhat the
percen:age of“dlvtilfliva‘:)dtsi1 w(;:llcll:l al(-leddeducltible. It is for that reason that I
suggested earlier tha e dividen eduction might ultima
lesTshthnn 51?1 pel;cent gt the deduction. 8 tely be for slightly

e combination of the dividend deductlion and the stockh .
and credit has two major-advantages: stockholder gross-up
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First, use of the dividend deduction will initially create additional cash
flow at’ t‘llme corporate level, which provides an immediate increase in funds
available for investment.

Second, use of the stockholder credit mechanism permits flexibility with
respect to tax-exempt organizations and foreign stockholders in U.S8. cor-
porations. We do not belleve the stockholder credit should be extended auto-
matically to them. Like other stockholders, they will receive indirectly the
benefits of the dividend deduction at the corporate level. Thus, the tax bur-
den on income going to such stockholders will be reduced, but will not be
totally eliminated. That seems an appropriate way to deal generally with
such stockholders and it significantly reduces the revenue loss. Of course, it
may be appropriate in particular cases to extend the benefit of the stock-
holder credit to foreign stockholders by means of an income tax treaty.

Answering the Oritics

Four major arguments have been mounted against the integration plan; Tet
me answer these arguments.

1. Plan Favors Big Business.—The first argument is that the plan is
heavily weighted toward big business and high-income individuals at the
expense of the “little guy.”

This argument first ignores the fact that all Americans would benefit
from the plan as higher levels of real income are generated by higher levels
of productivity. As indicated earlier, our experience has been that we
achieve greater productivity through increased capital Investment. Greater
productivity means more jobs, greater price stability, and more goods and
services to fill rising demands. In short, it means a higher standard of living
for all.

Second, the ownership of corporate capital {8 much more widespread than
many may realize. In addition to the gains to direct owners of corporate
stock, benefits will flow to people who receive corporate income indirectly
through participation in pension funds, insurance companies, and other fi-
nancial institutions. These institutions have been increasing their ownership
of stock and now own about a quarter of all outstanding corporate shares.

About half of our work force is now covered by private pension plans.
Eighty-four percent of American adults are covered by some type of life
insurance policy, according to the Institute of Life Insurance. Other Ameri-
cans have other types of insurance or participate in mutual funds, trust
funds, and other types of dividend income. Thus, most American families
have some direct or indirect dividend income, and they all would benefit
from our program. -

Third, the integrated nature of our nation’s capital markets assures that
benefits will spread to people who receive all types of capital income, from
bonds, notes and savings accounts, as well as from stocks. Because in our
competitive economic system investment flows to those opportunities with
the highest after-tax returns, after-tax returns tend to be equalified. As more
investment flows to the corporate sector, and corporate earnings before-tax
will be reduced, the rates of rﬁturn on other assets will rise until stock
holding will again confer no differentinl advantage relative to other forms
of ¢apital people own. Thus, an initial buoyant effect of integration on rates
of return to stockholders will be dispersed to all capital ownership, to
higher money wages, and to higher real incomes for all, not Just rich stock-
holders as the critics assert. -

If corporations had it in their power to make their rates of return higher
than others, they would now be exercising that power. If they do not have
that power under present tax law, I am at a loss to see how the proposal
I have outlined for you will confer that power.

Finally, I should like to note that the lengthy perfod svhich is proposed
for phasing in this furidamental change in the tax law is calculated to mesh
the changes in rates of return to feasible adjustment rates in the structure
of the economy. There will be no sharp increases in rates of refirn, no
stimulation of speculative activities in the capital markets. By 1983, when
the plan is fully phased in, no financial evidence of full integration will be
apparent. The economic gains of a more efficlent use of our capital stock
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will, in fact, be realized, although since we always wish we had more, we
may not then recognize how much better off we will have become.

2. Oost of Program.—The second argument is that the cost of the program
is too high in proportion to the benefits. :

This argument fails to note that the whole thrust of the program will be
to encourage people to save and invest more now as well as to make new
capital more productive so that we will have more real output in the future
to meet our economic needs. We can effect this reform by restraining growth
in Federal expenditures. The cost, in this event, is merely the marginal
programs which are abandoned. Or, if we regard these expenditure programs
as more worthy than the benefits to be gained from this necessary reform
of the tax system, we might consider moderate increases in other taxes which
have less deleterlous effects on our productivity and welfare.

But this program would be a good investment even if we had to increase
other taxes to cover the revenue loss. For if efforts to improve capital for-
mation and increase the efficiency of capital use are not undertaken, Amerl-
cans will pay in the future through lower standards of living and poorer
employment opportunities.

In either case, I fail to see how retalning a tax system which incurs for-
us a current loss of economic welfare and consigns us to a lower growth rate
can be less costly than reforming it.

8. The Plan Favors Dividend-Paying Corporations.—Plainly, the present
unintegrated corporation income tax favors corporate retentions over divi-
dend -distributions, particularly for wealthy stockholders in tax brackets sub-
stantially above the corporate tax rate. For such stockholders, retained earn-
ings are translated into enhanced stock values which may be cashed at
favorable capital gains rates at some distant time, or never. This makes
retention for them preferable to current receipt of dividend income. As I
noted before, this has two consequences, both harmful to eficient use of our
resources: corporate managers are induced to retain more than they other-
wise might, leading them to make poorer investment decisions and those
classes of stockholders who need to hold securities which yield them current
income flow have fewer opportunities left to them to invest in stocks.

If we were to propose to so distort private choices by some tax scheme,
we justifiably would be criticized. I am, therefore, puzzled when critics chas-
tise me for proposing to neutralize the present distorting affect of tax policy
on corporate flnancial management policies.

As to the correlary argument that integration penalizes growth compantes,
it should be noted that true growth companies have unusually good invest-
ment opportunities. Such companies will still find it easier to raise capital
than nongrowth companies, for stockholders will always prefer shares which
promise higher future earnings to those with stable or declining earnings.

4. Reduction of Corporate Ta» Rates as an Alternative—The fourth argu-
ment is that reducing the corporate income tax would be simpler and just
as effective a means to stimulate capital formation.

I agree that this alternative is sound and would help achieve the overall
objective. However, simply reducing corporate rates would fail to confront
the inherent inequity and inefficiency of maintaining higher tax rates against
income from corporate as compared to noncorporate capital. To make most
productive use of savings available for investment, we must assure that all
investment opportunities meet the same test for profitability before taxes.
This requires that, as nearly as practicable, tax rates on capital income be
equalized regardless of the form of business organization or method of
financing.

Reducing the corporate tax rate by itself would also do nothing about
the grave problem of tax bias in favor of debt financing. The corporate debt-
equity ratio has risen dramatically in the past decade. Together with higher
Interest rates resulting from “inflation, lower corporate profitability, and a
serious recession, we have created a situation where suppliers of capital
are increasingly concerned with the safety of their investments. New com-
panles and new enterprises particularly are experiencing difficulties attract-
ing venture capital. v

Finally, reductions in the corporate rate unaccompanied by integration
serve only to increase the effective tax differential favoring corporate re-
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tention of profits rather than payment of dividends. This encourages cor-
porations to use retalned earnings for projects which may be less profitable
than the Investments shareholders would make for themselves. Also, poten-
tial stockholders who prefer income will choose investments other than stocks.

Lowering corporate tax rates would lead to increased capital formation,
but integration will improve corporate financial formation and bring about

more effective use of that capital as well.

Benefits of the Proposed Change -

First, the net tax reductions on the income from savings will increase the
rewards for saving and will thus increase the total amount which people
and institutions will be willing and able to save. That will produce benefits
not just for savers, but for everybody in the form of increased growth, higher
paying jobs and greater prosperity generally.

Second, it would ultimately eliminate a double tax which is unfair and
‘ineficient.

Third, it will elimnate the existing tax discrimination in favor of debt as
compared with equity financing and strike at the heart of the debt-equity

roblem.

P Fourth, American buseinesses will be better able to compete against foreign
companies for whom the cost of capital has already been reduced by elimina-
tion of the double tax. At the same time, increased returns on savings in the
United States will help attract additional foreign capital. Both of these
-consequences will help to maintain the stability of U.S. exports and em-
ployment and the strength of the dollar abroad.

Fifth, it will greatly improve the efficiency of the process by which capital
is allocated and produce the equivalent of an increase of at least 0.5 percent
‘in our national income.

Sixth, it will make the capital markets more competitive. Corporate man-
agers will have to demonstrate to stockhnlders that they can do a better job
of investing profits than the shareholders can do for themselves. It would
eliminate the tax penalty which presently induces corporate managers to
“lock-in” corporate capital and keep it out of the capital markets.

Seventh, it will be an immediate and major assist for equity financing.
Businesses which have lost access to equity markets will again be able to
compete.

Eighth, it will be a great help to utilities and to other industries whose
fnvestors rely upon steady dividends.

Capital Gains and Losses

I would like to turn now to capital gains and losses.

H.R. 10812 contains two relevant provisions dealing with the taxation of
capital gains. The first provides for an extension of the holding period re-
-<quirement to qualify for long-term capital gains. Under this provisoon, the
holding period requirement is increased from six months to 12 months over
a three-year period (1976—eight months; 1977—10 months; 1978 and there-
after—12 months). The second provision increases from $1,000 to $4,000 the
amount of net capital losses which may be used to offset ordinary income,
also over a three-year period (1976—82,000; 1977—$3,000; 1978 and there-
after—3$4,000). .

We support both provisions of the House Bill. The increase of the holding
period requirement is warranted because the reasons for distinguishing be-
tween long-term and short-term capital gains—“bunching” and distinguisbing
between assets held for investment and those held for speculative profitg—
suggest that the holding period should be one full year. The increase in the
amount of losses allowable as an offset against ordinary income is also war-
ranted because the present law $1,000 limitation has not been changed since
19»;‘2 (Espite substartlttial increases in the consumer price index.

urther, we are today proposing the adoption of a slidin scale appr
for the taxation of capital gains and losses. Under our pgropos:l, {g}eozta:g
burdens on capital gains will be reduced the longer the asset has been held
by a taxpayer. This will promote capital formation and the efficient alloca-
tion of investments. The proposal is a sensible rule-of-thumb to aMcon-
‘verting the income tax into a capital levy on shifts in investments, In adadi-
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tion, we believe the sliding scale mechanism will reduce the unwarranted

taxation of inflatilonary gains,
The principal features of our proposal are:
The amount of capital gain which may be deducted in computing adjusted

gross income will be based on the holding period of the asset, as follows:

Deduction
Holding period (pircmt)_
Uptolyr (phasedin) .o oo .._.. None.
1 yrto 5 yrs i ccaaaa- 50, .
Syrsto 25 yrs_ o oo 50 to 70 (Additional deduc-
tion of 1 percent for each
’ year).

Capital losses will also be subject to the sliding scale proposal.

All transactions which presently generate capital gains and losses will be
subject to the sliding scale.

The 25 percent alternative tax on the first $50,000 of the excess of net
long-term capital gains over net short-term capital losses will be repealed.

The portion of any capital gain which is deductible under this proposal
will be added back to a taxpayer’s taxable income in order to compute his
minimum taxable income.

The House-adopted capital gains provisions are effective January 1, 1976.
For reasons spelled out below, we recommend the following effective dates:
House provisions; January 1, 1977; sliding scale for gains: January 1, 1976 ;
sliding scale for losses: January 1, 1977; repecal of alternative tax: January
1, 1976; and effect on minimum taxable income: January 1, 1976,

Let me elaborate: ;
Stiding Scale Period

We propose that the sliding scale period commence after the taxpayer has
held a capital asset for five years and that the percentage increase in the
génount deductible be set at 1 percent for each additional year through the

th year.

In the short run, adoption of a sliding scale approach will cause a burst
of unlocking; in the long run, it may result in a new lock-in, at least insofar
as appreciated assets are concerned. 'I'o soften the impact of this potential
lock-in effect, the sliding scale intervals have been pegged at one year, rather

than at longer intervals.
Treatment of Capital Losses

Under present law, a net long-term capital loss may first offset short-term
capital gains on a 1 for 1 basis and then offset ordinary income (up to
$1,000) on a 2 for 1 basis. Thus, under present law it takes a $2 net long-
term capital loss to offset $1 of ordinary income. An elaborate carryover
system is provided to preserve the character (long-term or short-term) of
carryover losses.

Under our recommended proposal, capital losses as well as gains will be
subject to the sliding scale. Thus, for example, a $100 realized gain on a
capital asset held for 15 years will result in a taxable gain of $40. A $100
realized loss on a capital asset held for 15 years will result in a $40 de-
ductible loss, which may be offset against other capital gains, or against
ordinary income (subject to the dollar limitation previously discussed),

The symmetrical treatment of gains and losses generally accords with the
trend set by the Tax Reform Act of 1969 which introduced the 2 for 1 rule.
A further advantage of applying a symmetrical rule for gains and losses,
and computing reportable gain or loss on an asset-by-asset basis, would
be simplified considerably.

Qualifying Assets

The sliding scale proposal will apply to all assets which are presently
accorded capital asset status. Thus, all transactions which presently generate-
capital gains and losses will be treated in the same fashion without arbi-
trary distinctlons,



-

79

Repeal of Alternative Ta

We propose repeal of the 25 percent alternative capital gains tax on the
first $50,000 of the excess of net long-termn capital gains over net short-term
capital losses. Repeal of the alternative tax is a necessary first step in en-
acting a sliding scale. Coupling a sliding scale with the alternative tax
would require complex “stacking” and allocation rules.

Relationship to Minimum Tarable Income

Under our minimum taxable income (MTI) proposal, a taxpayer will be
required to pay a tax at the regular rates of 14 to 70 percent on the greater
of his minimum taxable income or his regular taxable income. We propose
that the amount of the entire capital gain deduction be included in com-
puting a taxpayer's MTI base thus assuring that each taxpayer will bear
a “fair share” of the tax burden.

Effective Dates and Revenue Estimates

As noted above, we propose the following effective dates: House provisions:
January 1, 1977; sliding scale for gains: January 1, 1976; sliding scale for
losses: January 1, 1977; repeal of alternative tax: January 1, 1976; and
effect on MTI: January 1, 1976. The effective dates of January 1, 1976 for
gains and January 1, 1977 for losses will have a maximum impact on un-
locking both gains and losses in calendar year 1976. Gains will be unlocked
because of the lower tax rates on realized gains. Losses” will be unlocked
because of the desire to realize losses in the current year rather than in
1977 when the sliding scale begins to impact on losses. The net effect will
be that galn and loss transactions will, to a considerable degree, offset each
other In calendar 1976.

Personally, I believe that the unlocking will be substantial and generate
significant revenue increases in Fiscal 1977. However, we are assuming that
the sliding scale proposal will product no material change for budget pur-
poses in Fiscal 1977 receipts.

In the long run, when fully effective, the four capital gains provisions—
(1) a sliding scale on gains and losses; (2) a holding period requirement of
one year to qualify for long-term capital gain treatment: (3) an annual
limitation of $4,000 on capital losses which may offset ordinary income; and
(4) repeal of the 23 percent alternative tax—will generate revenue losses
of about $800-3000 milllon per year.

Estate and Gift Tax Proposals

I would like to turn now to gift taxes. As you know, the House Ways and
Means Committee is now holding hearings on the major issues of estate and
gift tax revisions, and, Treasury Department officials will be testifying on
that subject next Monday, March 22. We believe that a complete reexamina-
tion of estate and gift taxes is long overdue and we look forward to coop-
erating with the taxwriting committees in this undertaking. As you also
know, the President has already recommended an increase of the estate tax
exemption from $60,000 to $150,000.

Estate Taz Exemptions and Rates

The basic structure of the estate and gift tax has remained fundamentally
unchanged since 1932, and the estate and gift tax exemptions were last
changed in 1942. Since that time, the ravages of inflation have substantially
eroded the value of the $60,000 estate tax exemption. No longer does the
tax impact principally on the relatively larger estates. Rather the estate
tax now has shifted to a more broadly-based tax on the private capital
accumulations of more moderate estates.

Let me elaborate on these two points. First, adjusting the $60,000 estate
tax exemption for inflation since 1942 would require an estate tax exemption
of $210,000. Moreover, while a person with a $60,000 estate in 1042 could
leave it to his family without tax, today an individual must have an estate
of $260,000, on which an estate tax of $50,700 will be levied, in order to
leave the equivalent amount, $210,000, to his family.



[ 1

80

Second, during the 1920s, 1930s and 1940s, the estate tax reached about .
1 to 2 percent of all estates. Thus, in 1950 there were 27,144 estate tax
returns fled (1.9 percent of estates) and 18,697 taxable returns (1.8 per-
cent of estates). By 1978 the number of estates flling tax returns had reached
174,809 (8.9 percent of all estates), of which 120,761 (6.1 percent) were
taxable. And in the Fiscal Year ending June 80, 1974, there was 211,540
estates filing returns (10.7 percent of all estates) and 146,000 taxable estates
(7.6 percent).

We belleve that an increase in the estate tax exemption is clearly war-
ranted. Indeed, such an increase is essential if the-estate tax is to be returned
to its historic role as an excise on the transfer of relativély larger wealth
accumulations. At the same time, we cannot ignore the significant revenue
consequences that would result from increasing the estate tax exemption.
Thus, we recommend that the estate tax exemption be increased to $150,000
over a flve-year transition period and that the lower bracket estate tax rates
on the first $90,000 of taxable estate be eliminated. Limiting the Increase to
$150,000 (with the proposed restructuring of rates) will permit the revenue
loss to be held to an acceptable amount, which can be absorbed gradually
during the phase in period.

Our specific recommendations regarding the estate tax rates and ex-

.- emptions are:

Increase the estate tax exemption to $150,000 in equal $18,000 increments
over flve years.

Eliminate the lower estate tax rate brackets so that the beginning eslate
tax rate would be 30 percent. The estate tax rate changes would be phased
in over five years along with the increased exemption.

We estimate that the combination of the increased estate tax exemption
and the restructuring of estate tax rates will result in a revenue loss of
$1.1 to $1.2 billion when fully effective and a revenue loss of less than $100
million in Fiscal Year 1977. At the same time, much needed relief will be
provided for moderate estates.

Liberalized Payment Provisions for Family Farms and Businesses

Inflation has had a particularly serious impact upon the family farm or
business. Property values have risen dramatically with the result that owners
have been faced with higher estate taxes. This has created a greater liquidity
need than faced by many other taxpayers, because family farms or busi-
nesses generally tend to represent a significant portion of the owners' estates
in terms of dollar values. Therefore, many families have found it necessary
to sell the family farm or business to obtain cash to pay Federal estate taxes.

To meet these problems, the Administration has proposed a change in the
Federal estate tax laws to make it easier to continue the family ownership
of a small farm or business following a substantial owner’s death. In sum-
mary fashion, the details are as follows:

At the estate’s option, a five-year moratorium will apply to payment of
that portion of the tax liability attributable to an ownership interest in a
family farm or other closely-held business qualifying for ten-year install-
ment payments under present section 6168 of the Interna! Revenue Code. No
interest will accrue during the five-year moratorium period and no prin-
cipal or interest payments will be required during that period.

At the end of the five-year period, the deferred tax will, at the estate’s
option, be payable in equal annual installments over the next 20 years.

Interest on the installments will be reduced to 4 percent per annum from
the 7 percent rate generally applicable to deferred tax payments.

The five-year moratorium and twenty-year extended payment provisions
will apply only to the estate tax Mability attributable to the first $300,000
in value of the family farm or business. Between $300,000 and $600.000 there
will be a dollar for dollar reduction in the value of the farm or business
qualifying for the moratorium and extended payment provisions. That por-
tion of the tax not qualifving will continue to be subject to ten-year in-

‘stallment payments with the 7 percent interest rate.

We belleve that enactment of the Administration’s proposal would be &
positive and essential step toward ensuring the survival of smaller farms:
and businesses for future generations.
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Forelgn Withholding

Let me turn briefly to the subject of foreign withholding. The Administra-
tion strongly supports the elimination of the existing withholding taxes on
dividends and interest paid by United States persons to nonresident aliens
and foreign corporations.

Under present law, and subject to numerous exceptions, a 30 percent with-
holding tax is imposed on the gross amount of dividends and interest paid
to foreign investors. This tax should be eliminated and it should be done
now. Elimination of this tax is desirable because:

Removal of the tax will increase investment by foreigmers in the United
States. It will make investing more profitable and less difficult for investors,.
and will make it easier for U.S. companies to seek funds in international
capital markets.

It will improve the relative attractiveness of long term securities and re-
duce the present imbalance favoring short term securities and bank deposits.
(which are presently exempt from withholding). Access to foreign funds will
permit the United States to continue its role as a capital exporter, including
the recycling of funds flowing into and out ¢f the oil producing countries.

It will put the United States financial commmunity back in the center of
international capital markets and help them to regain competitive ground

lost.
It is consistant with principles of tax equity and other rules relative to

source of income.

It will eliminate what has become a complex patchwork of legislative and
treaty provisions and simplify one area of tax law.

The basic point is that the many benefits of eliminating the tax outweigh
the small revenue loss.

The Desirabdility of Increased Foreign Investment

Increased investment by foreigners in the United States is desirable any-
time. Proposals to remove impediments to investment have been under con-
sideration for several years. Increased investment is especially important
today when we are faced with a massive outflow of funds to pay for very
expensive ofl. .

To the extent that dollars piling up abroad are used to buy goods and
services produced in the United States—say wheat for example—we are ex-
porting real wealth from our economy and are the poorer for it. Further,
as dollars simply’ pile up abroad, their value falls in the foreign exchange:

ports becomes a potential claim on an even larger part of our national
production. For example, as the value of the U.S. dollar falls, every Mer-
cedes we buy gives some German a potential claim on more bushels of our
wheat than previously.

In contrast, dollars which are reinvested in the United States stay here-
and do not involve exporting our real wealth—at least initially. Further-
more, increased foreign investment here keeps dollars from simply piling
up abroad and helps forestall further devaluation.

We have for years preached to other countries the value to them of for-
eign investment in their countries, It is time we took our own preaching

critical in the battle against inflation, Second, as capltal investment located
here wears out and depreciates, it tends to be replaced by machinery and
equipment and other assets that are manufactured here; and that too helps:
our economy. Third, as the investment generates income here, we get the
tax on that income. Thig happens whether the corporation - 1§ directly con-
trolled by foreigners, or the corporation simply sells bonds and other securi-
ties to foreign Investors,

It is true that the after-tax profits on investments by forelgners may even-
tually be removed from our €conomy and repatriated by the foreign investor,.
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But repatriation of income is usually only partial. And even when it is total,
it usually occurs gradually over time.

In sum, we are much better off to have the investment, even if the after-tax
profits are ultimately lost to us, than not to have the investment at all.

Enhanced Market Efficiency

The statutory elimination of withholding will greatly increase market effl-
<lency for investments !n the United States.

There have been so many ways—all complicated—around the United States
withholding tax thet the tax is as imaginary as it is real. However, even an
imaginary tax can have detrimental effects. While certain foreign investors
enjoy exemption or reduced rates by statute or treaty, the tax remains an
impediment to broader foreign ownership of United States investments.

The present withholding tax system handicaps U.S. companies seeking for-
eign capital by narrowing the market in which potential foreign investors
operate. Those who are unable or unwilling to deal with the complexities are
discouraged from investing. Since most of the exemptions depend on the status
or residence of the investor, the investor cannot freely market this invest-
mnet. Securities which are not freely marketable throughout the world are
ot competitively attractive investments.

U.S. borrowers seeking long-term funds are at a competitive disadvantage
compared to borrowers of other major countrles which do not impose with-
holding taxes on investments by nonresidents. U.S. withholding taxes increase
the capital costs of American companies. They either deter borrowing abroad
or cause the U.S. company to bear the burden of the tax. For example, an
American borrower who would otherwise borrow at 9 percent may be required
‘to pay a nonresident as much as 13 percent to secure the same loan.

Other countrles that have recently taken legislative action to eliminate

e————their withholding on long term international bonds in order to give their

.
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borrowers greater access to international capital markets include Australia
in 1973, Japan in 1975 and Canada in 1975. They have thus joined other
countries, such as Austria, France, the Scandinavian countries, and the United
Kingdom, that provide exemption of international issues from withholding tax.

Short-term debt investment rather than long-term debt or equity invest-
ments are favored by the present withholding tax system. This bias arises
as a result of the present exemptions from withholding for interest on bank
deposits and certain other short-term obligations.

We urge elimination of withholding not only with respect to interest in-
come, where a 30 percent tax on gross payments of interest is a clear impedi-
ment, but also for dividend payments. There is no reason to perpetuate favor-
-able tax treatment for debt investment over equity investment. Many foreign
investors are interested not solely in capital appreciation, which we do not
tax in the case of a foreign investor, but in yield. The 30 percent tax on port-
folio dividends is clearly a deterrent to those relying on the investment yield.
‘This deprives many of our businesses of access to a form of capital they ur-
gently require. -

Free capital markets and free capital flows are in the best interests of every-
one. In early 1974, capital controls were eliminated, and it again became pos-
sible for American capital to move ahead. The repeal of withholding taxes
on dividends and interest would be a further move toward unimpeded flows
of capital.

The Qucstion of Taxr Equity

The repeal of these taxes is consistent with generally accepted tax princi-
Ples, and is a part of tax reform. Jurisdiction to tax dividend and interest
income was considered more than 50 years ago by a commission of tax experts
established by the League of Nations. They concluded, back in 1923, that the
Tight to tax investment income properly belongs to the state of the taxpayer’s
resldence. This principle has been reafirmed in the commentaries to the OECD
Model Convention, while recognizing that some states may wish to maintain
some minimal withholding tax solely on revenue grounds.

Revenue

The present withholding tax system does not raise significant revenue, due
to a patchwork of statutory and treaty provisions. For 1973, the withholding
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taxes collected on dividends and non-bank interest were less than 10 percent
of the gross payments, despite a basic statutory rate of 30 percent. In 1978,
only $210 million of withholding tax was collected, $20 million with respect
to interest and $190 million with respect to dividends.

The House Bill

H.R. 10812 as reported by the House Ways and Means Committee, repealed
the withholding tax on portfolio dividends and interest, but a floor amendment
struck the provision. This floor action was an unfortunate error which -shoul®
be corrected. At the time, the House seemed to be focusing on the immediate
revenue loss and to be ignoring the large potential benefits from the proposal,
including the fact that increased foreign investment will produce increased
domestic revenues to offset any immediate loss. In fact, the Administration
strongly believes that the repeal should be broader than the Ways and Means:
Commlittee provision, that is, withholding taxes on direct as well as portfolio
investments should be repealed. In the case of direct investments the United
States would continue to collect the corporate tax on the underlying profits.

H.R. 10612 as passed by the House contains a provision which makes perma-
nent the “temporary” provision removing the tax on bank deposit interest
until December 81, 1976. While we are very pleased that this provision was
adopted by the House, there is a particular timing problem which requires:
your Committee’s attention. Foreign investors have already begun to with-
draw their funds, or switch to shorter term investments, to remove any risk
of withholding taxes being imposed next year. It is, therefore, essential that
that particular provision be passed immediately.

To summarize, our present withholding system is counterproductive. It
hampers our economy, denles access to foreign capital markets, favors short-
term foreign debt investment, and needlessly complicates our tax law, in order
to raise an insignificant amount of revenue. It should be repealed promptly.

Taxable Bond Option

The efficiency of the municipal bond market is a matter of major importance
to the Natlon and to government at all levels. While the municipal market is
basically sound, there is an artificial and unnecessary constraint on its effi-
cient operation—state and local borrowers are limited to only one group of
potential lenders, those who can use tax-exempt income. This means that the
interest rates for municipal debt are critically influenced by changes in the
tax and financial situation of such lenders. In addition, the municipal market
is experiencing important changes in supply/demand patterns. On average,
commercial banks are absorbing smaller percentages of new municipal issues,
particularly in the longer maturities. Consequently, other sources of financing
must be found if the volume of municipal borrowing is to be maintained.

In order to broaden the municipal market, Treasury strongly recommends
legislation giving state and local issuers the option to borrow on a taxable
basis and obtain a Federal subsidy of 30 percent of the borrowing cost. For
electing issuers of longer-term debt, a 30 percent subsidy will restore the cus-
Iomary “spread” in interest rates between municipal bonds and other debt
ssues.

The taxable bond option will introduce a much needed element of flexibility
by permitting state and local borrowers to tap the investment resources of
foundations, pension funds and other tax-exempt institutions., The Federal
subsidy will enable municipal borrowers to go to the taxable market to secure
lower net interest costs. As municipal bonds are issued on a taxable basls, the
-borrowing costs for governments which continue to issue tax-exempts will also
be reduced, since there will be a smaller sunply of tax-exempt bonds to be
absorbed. State and local governments can thus achieve lower interest costs
;egf;rdless of whether they choose to issue debt on a taxable or a tax-exempt

asis.

In making this proposal, we are not suegesting that state and local govern-
ments have need for higher subsidies from the Federal government. Our
objective is not to provide more in the way of a direct subsidy but rather to-
make the tax-exempt market itself more effective. The taxable bond option
will ensure that all munieipal borrowers recelve a subsidy of at least 80 per-
cent below taxable rates regardless of underlying credit conditions or the:
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meeds of particular institutions for tax-exempt income; and it will do this in
a manner which maintains the viability of the tax-exempt market.

We are working to devise procedures that will minimize Federal involve-
ment in the subsidy process. We firmly believe that state and local govern-
ments should retain their traditional rights to determine whether and when
to borrow and the terms of the borrowing. -

As shown in Table 23, we estimate that the cost of the 30 percent subsidy,
-after allowance for estimated revenue gains, will be $7 million for the first
full year of operation. This net cost will rise to about $80 million by the 10th

year. [ ——
Social Security and Unemployment Taxes

To assist in protecting the financial integrity of the Social Security System,
‘the President has proposed & slight increase in the payroll tax effective in

January, 1977.

The Old Age, Survivors and Disability Insurance trust funds are paying out
more in benefits than their current payroll tax receipts. This is largely due
to increased benefits in the past few years and payroll tax receipts which
have lagged because of unemployment and slowed wage growth. -

Presently the amount of trust funds is equal to about 7 months of expendi-

. tures. Under present law, the question is not whether the trust fund will be

depleted ; rather, it is a question of when it will be depleted. Recent estimates
by the Soclal Security System show that if the recovery should proceed more
slowly than expected, the combined trust fund would be depleted by 1981,
If a recession were to develop, it would be depleted even sooner. I am not sug-
-gesting that I expect a recession, or a slow recovery. I am suggesting, how-
ever, that the rapidly diminishing trust fund affords us precious little cushion
for adverse events,

To prevent the rapld decline of the Social Security trust funds over the
next few years, the choices are either to restrain increases ia the retirement
and disability benefits or to increase revenues. It is clear that we need to in-
crease Social Security receipts.

The President has included a full cost of living increase in Soclal Security
benefits in his Fiscal 1977 budget. To assure the future financial stability of the
‘Social Security system, the President proposed, effective January 1, 1977, a
p{iyroll tax increase of 0.3 percent of covered wages for employeces and em-
ployers.

The current Soctal Security tax rate is 5.85 percent for each employee and
employer of covered wages. Under this proposal, in 1977 the tax rate would
be 0.15 percent on a maximum wage base of $16,500. This increase will cost
workers with the maximum taxable income less than $1 a week and will help
stabilize the trust funds so that current and future recipients can be assured
of the beneflts that they have earned. ‘

The Increase is in the form of a modest rate increase as opposed to a further
increase in the maximum wage base. The base is already scheduled to rise
in progressive steps. Increasing the base even further to solve our short-run
financial problem will lead to greater complications because of the-increased
‘benefits to which the Social Security system will be committed. Consequentiy;,—
an increase in the tax rate is the responstble course of action.

Let me turn briefly to unemployment taxes.

The unemployment compensation program 1s no longer self-supported and
‘the financial structure of the system at both the State and Federal levels is
seriously threatened: As of March 15, 1976, 20 States have depleted their
‘unemployment compensation funds and as many as 10 additional States will
be forced to borrow from the Federal Government by the end of calendar year
1976, Also, as of March 15, $2 billion has been borrowed from the Federal
T.oan Fund. The Department of Labor estimates that under the present financ-
ing provisions, the State Unemplovment Compensation Trust Fund will have
deficits amounting to $16.5 billion in 1978, $19.3 billion in 1982, and $24.1 bil-
Ton in 1984, -

The Federal Unemployment Account (from which the States with depleted
‘trust funds borrow money) and the Extended Unemployment Compensation
Account (which finances the Federal share of the extended benefits program)
-are both depleted and borrowing Federal general revenues., The Department
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of Labor also projects that under the existing tax base and net Federal tax
aate, the Federal Unemployment Compensation Trust Funds will have a defieit

“of $6.2 billion in 1978 increasing to $8.2 billion in 1982 and $9.6 billion in 1984,
"7 To alleviate the urgent problem before us, the Administration has proposed

an increase to $6,000 in the amount of wages subject to the Federal Unem-
ployment Tax, beginning calendar year 1977. We algo propose to increase the
met Federal tax rate from 0.5 percent to 0.85 percent as of January 1, 1977,
and reduce it to 0.45 percent in the calendar year following the year in which

-all advances to the Extended Unemployment Compensation Account have been

repald. Since many States tie their State unemployment taxes to the Federal
rate base, State unemployment tax receipts will increase as well.

III. ENERGY POLIOCY AND TAX POLIOY

I would like to turn now to the topic of energy and the relationship of
energy policy with tax policy. Let me note at the very outset that there are
four provisions in H.R. 10812 which relate to oll and gas which we believe
will have a negative impact on our efforts to deal with the Nation's energy
‘problem. It is Just as important to avold programs that aggravate the problem
as it is to implement programs to resolve the problem of declining oil produc-
tion in this country. It signals a return to the complacency that prevailed
before 1973. Have we forgotten so quickly the effects of the embargo on the
American people or the effects of OPEC’s price increases on our economy?

Nature of the Problem

Let’s be clear about what the problem is. Forty out of every 100 barrels of
oil we consume in the United States are imported from foreign sources. Un---
less we take actions to increase the portion of our consumption from domestic
sources, the number of imported barrels will increase as a result of increasing
demand and declining domestic production.

The price of foreign oil paid by consumers is nominally about $12.50 per
barrel. However, we must recognize that there are additional costs involved in
each barrel of foreign oil; for we increase our dependence, and vulnerability
to OPEC and hurt our balance of payments.

Therefore, each barrel of domestic oil which could be produced for $12.50
is worth a premium to this Nation if it replaces a barrel of foreign oil. Tax
measures which encourage domestic exploration, in effect, pay for this pre-
mium and are justifiable to the extent they make it possible to replace im-
ported oil with domestic oil. Any provisions of the House Bill which reduce
the effectiveness of those tax measures would, along with other recent actions,
discourage domestie production. The cost of the resulting increased dependence
on imported ofl outwelghs any revenue gain from those provisions,

Administration Efforts

Let’s review what we've done that affects our dependence on imports since
‘the embargo. In January, 1975, the President_sent to Congress a comprehensive
‘energy program. The thrust of that program was to limit our dependence on
foreign ofl by seeking both an increased domestic oil and gas supply and an
-elimination of wasteful demand. If the free market were permitted to work,
without obstruction by government interference, thes goals could be achieved.

The major aspects of the President’s package included: Immediate decontrol
of oil and gas prices; an import fee on foreign crude ofl; a windfall profits
tax on domestic producers; a residential insulation credit; and return of the
revenue from the new taxes to consumers to compensate them for higher prices.
Under this program, energy would cost more, but consumers would have no
reduction in thelr spendable income. Ol producers would have an incentive to
find and produce the most costly domestic reserves that, under "éurrent world
‘market conditions, would be competitive with expensive foreign oil. However,
they would realize no windfall profits on the lower cost oil produced from pre-
existing capacity.

The President’s program was not accepted by the Congress. What have we
achieved {nstead in terms of either conservation or increasing our supply of

oll and gas?
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Price Decontrol

In the case of natural gas, interstate sales remain subject to price regula-
tion. Some initial steps in the right direction have been taken by the Congress
with respect to small producers. Unfortunately, however, the House has voted
to extend controls for large producers to cover intrastate, as well as interstate,
sales. I urge the Congress to avoid this backward step and recognize the high
priority of full decontrol of new natural gas.

In the case of crude oll prices, Congress agreed to a decontrol program after
numerous compromise offers by the President. Last December, the President
signed the Energy Policy and Conservation Act under which controls will be
removed after 40 months, It is expected that such action will increase domestic
production by a million barrels a day by 1985. However, production of new
reserves will occur only after a § year lead-time for exploration and develop-
ment. This means that the industry needs capital today to search for and de-
velop the higher cost, harder to find domestic reserves thaf we expect to be
produced 40 months from now.

Delay in decontrol will certainly have an impact on the ability of the in-
dustry to generate the needed revenues. Further, we must not forget that in
March 1975, the Congress repealed percentage depletion for that sector of the
oil industry which accounts for 75 to 80 percent of expenditures made to dis-
cover, develop and produce from new reserves. For the small producers, per-
centage depletion was retained for a small, and declining, amount of produc-
tion. What remains is subject to rules which are so complex that the uncer-
tainty and confusion in some cases may outweigh the tax benefit. In any event,
the repeal of percentage depletion took from the industry $1.6 billion of after-
tax revenues for 1976 that eould have been reinvested in exploration and
development of new reserves. h

- H.R. 10612 Oil and Gas Provisions

Now, we have before us the proposals of H.R. 10812 which would further
Jeopardize sources of capital needed for exploration and development. Under
this Bill, the limitations on artificial losses would be applled to all but explor-
atory wells on every oil and gas property. Intangible drilling cost deductions
would be included as a tax preference for minimum tax purposes, along with
Percentage depletion which is already included under present law. The deduc-
tion for intangible drilling costs would be denied where nonrecourse loans are
used to finance drilling, Finally, the tax burden would be increased on dispost-
tions of oll and gas properties with respect to which intangible drilling costs
have been deducted.

The combined effect of these measures would be a further reduction of the
after-tax revenues from ofl investment by almost $300 million in 1976. The
problem will be compounded if outside investors, an important source of cap-
ital, become disenchanted by these actions and redirect their investments to
other businesses. With the reduction of net revenues available for internal
financing, the dependence on sources of outside financing becomes more acute.
This is not the time to create more uncertainty or eliminate those incentives
which influence potential investors in ofl and gas ventures. Potential investors
in a business which is inherently very risky can certainly be expected to turn
to other investments if we continue to make oil investment less attractive.-

We believe that your Committee should take afirmative steps to ellminate
these measures from H.R. 10612, as well as the present treatment of percentage
depletion as an ftem of tax preference, if we are to fully achieve the objectives
of increased domestic oil supply and reduced dependence on imports. It was this
mutual objective which, after months of give and take by the Congress and
the President, led to a decontrol program. To enact these measures and dry
up a significant source of capital needed today to start finding and producing
those additional reserves would be patently counterproductive. Almost as detri-
mental is the uncertainty created by the existence of such proposals. They
should be disposed of quickly.

H.R. 6860

Your Committee is now considering H.R. 6860, the energy tax bill, a product
of an effort by the House to solve the energy problem with ofl import quotas
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and tax measures to encourage counservation of oil and gas and conversion
to alternative sources of energy. Although the effort was well intentioned, the
result is a list of provisions which would have only a modest energy savings
at the cost of significant economic distortion induced by discriminatory excise
taxes, amortization, and investment credit provisions. Let me give you just
a few illustrations of the problems we perceive with H.R, 6860:

The Bill includes a proposed excise tax on business use of oll and gas which
is objectionable on several grounds. First it imposes the conservation burden
selectively on a Yew members of one economlc sector and only on certain kinds
of uses of energy. We all need to conserve the whole barrel of oil. Second, it
would produce an undesirable distortion in petroleum usage by tilting prices
of products in favor of non-business uses. Third, it will be extremely difficult
to administer because of the multitude of exceptions, even within the business
sector.

The Bill would repeal excise taxes on radinl tires and buses. This would be
an unwise reshaping of the sole function of such user taxes which is to raise
revenue for highway maintenance uniformly from highway users.

It also would allow tax credits for installation of insulation and solar ener-
gy equipment and the purchase of electric cars. Such credits would make some
sense in the case of residential insulation, the energy saving facllities of which
have been proven for use on a broad scale. However, solar energy and electric
cars, early in their development, are available and useful for only a few tax-
payers for whom such credits would be a windfall, Little, if any, additional use
ottl solalar energy equipment or electric cars would result from such credits at
this time. :

Finally, the Bill includes several provisions which employ rapid amortization
or a selective increase or denial of the investment credit to induce the business
sector to either conserve oil and gas or convert to alternative sources. Wher-
ever economics are favorable, there 18 no need for special public subsidies to
induce private business decisions. When oil is sold at a given price, energy
users will convert to alternative sources which are competitive at that given
price. It is wasteful to subsidize conversion to alternative sources which are
not competitive at that price.

Thus, there are very few provisions of H.R. 6860 that we could support.

IV, TAX REFORM—H.BR. 10612 -

‘As I stated earlier, another major item before your Committee is H.R. 10812—
the Tax Reform Bill. In 1973 the Administration presented to the House
Ways and@ Means Committee specific proposals to improve significantly the
fairness, equity, simplicity and efficiency of our tax system. Our three prinecipal
proposals were: B

LAL (Limitation on Artificial Losses) to deal effectively with the problems
associated with tax shelters by a solution which reaches their most common
feature: Bad tax accounting rules which mismatch expenses and revenues and
thereby produce artificial accounting losses. _

MTI (Minimum Taxable Income) which, in combination with LAL, deals
with the problem of taxpayers with high economic income who pay little or
no Federal income tax.

A simplificatlon package designed to alleviate the intolerable reporting bur-
den imposed upon the average taxpayer.

After nearly three years of labor on the House side, you now have before
you H.R. 106812. In broad outline, the Bill deals with the same problems we
identified in 1973. Overall, it is clearly a step in the right direction. However,
in a limited number of cases, we believe that certain features should be
strengthened or deleted.

Because of our crowded agenda this morning, I will limit my comments only
to certain aspects of the Bill. With your permission, we will submit shortly
a technical memorandum of Treasury position on the Bill. The specific areas
I will address are: The limitation on artificial losses and other tax shelter
amendments; the minimum taxable income proposal; the simplification provi-
slons; the provisions affecting the taxation of foreign income and DISC; and
certain administrative provisions.
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Limitation on Artificial Losses and Other Shelter Provisions of the House Bilb

LAL Background

LAL was first proposed by the Administration in 1973. It was designed to-
eliminate “tax shelters” which introduce substantial distortions into the lncon_xe
tax system. Under the proposal, tax accounting rules would no longer be per-
mitted to create from a profitable enterprise an artificial tax loss to be deducted
against (and shelter from tax) other unrelated income. Under present law,
such losses reduce adjusted gross income and make tax shelters possible.

Artificial accounting losses limited by LAL would neither be permanently
disallowed nor capitalized. Instead, they would be suspended and carried for-
ward to be deducted in full against net related income in a future taxable year,.
thus more correctly matching income with the expense of earning it.

Because LAL was carefully directed at a narrow, but significant, problem.
under present law, it would affect relatively few taxpayers. LAL would apply
only where there are artificial “losses.” While such losses are frequently gen-
erated in the real estate and agricultural industries, LAL would normally not
affect either the ordinary farmer or the ordinary real estate developer, but
rather the outsider who buys into thos industries in search of tax “losses.”
Artificial “losses” from such sources as accelerated depreclation, the current
deduction of pre-opening costs, and prepaid feed deals, would no longer be
permitted to shelter unrelated income.

LAL would apply to individuals but not to corporations. In combination with
the proposal for a Minimum Taxable Income (MTI) provision, LAL would be
substituted for the present minimum tax on individuals.

The House Bill contains a modified version of the Administration’s 1973
LAL proposal. In addition, the BIll also contains other provisions dealing
with tax shelters. I will comment briefly on LAL and the other tax shelter

provisions, }

Real Estate

With respect to real estate, the House Bill applies LAL to commercial and
residential real estate. The accelerated deductions subject to LAL are limited
to the deductions for (1) construction period interest and taxes, and (2) ac-
celerated depreciation in excess of straight-line depreciation. A taxpayer may
aggregate all income from real estate activities in determining the accelerated
deductions on real property which are currently allowable.

Although our 1973 proposals would have allowed aggregation of all income
from residential real estaie, and applied a property-by-property rule for com-
mercial real estate, we favor the provision of the House Bill. Aggregation will
lessen the impact of LAL on the professional real estate developer and thereby
have no significant adverse effect on new construction. It will also tend to iso-
late the impact of LAL to the one-time passive investor. Moreover, the aggre-
gation rule will simplify the LAL computations.

_ Farming Activities

Under the House Bill, LAL applies to losses generated by accelerated deduc-
tions attributable to farm operations. Subject to numerous exceptions, LAL
applies to (1) pre-productive period expenses attributable to any property
having a crop or yield, (2) prepaid feed, seed, fertilizer and similar farm
supply expenses, and (8) accelerated depreclation on any property having a
crop or yield (which may be taken after the property begins to be productive).
LAL should have little impact on the ordinary farmer wko works during the
off season to supplement his income since farmers are permitted to deduct up
to $20,009 of farm losses against nonfarm income.

Although aggregation is generally permitted for farming activities, LAL
applies separately to each farm interest in the case of farming syndicates.

We generally support the application of LAL to farming activities but do
not favor the application of more stringent rules to farm syndicates. Instead,.
we propose that syndicates be required to use the accrual and inventory meth-
od of accounting. In this way, the tax shelter abuses resulting from the cash
method of accounting are dealt with directly. These syndicates should be
treated in the same manner as farm corporations {other than family cor-
porations) which, under the House Bill, are required to use the accrual method
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of accounting. Fxisting income tax regulations have long exempted farmerg
from the accgual methgd of accounting because of the dificuity of maln;ainmg
the books and records required for accrual accounting. However, today’'s non-
family farm corporations and syndicates are sophisticated business ventures
with ready access to the necessary expertise to maintain these records.

" O#l and Gas

Under the House Bill, LAL does not apply to exploratory wells but it does
apply to development welss. The House Bill also provides that gain on the
disposition of oll and gas interests will be treated as ordinary income to the
extent of the excess intangible drilling cost deductions over the amount that
would be allowed had the costs been capitalized,

We strongly oppose the application of LAL to any oil and gas activities. We
also strongly oppose the recapture of intangible drilling cost deductions, Ad-
mitteédly, our position on ILAL is a change from our 1973 proposal. However,
the situation has changed markedly. We have witnessed a sharp decline in
domestic sources of oil and gas. We have experienced the painful dislocations
caused by our dependence on foreign sources for oil. Energy exploration and
development activities have already been severely hampered by the repeal
of percentage depletion, the limitations on the foreign tax credit, and the
continuation of price controls. ¥or reasons I spelled out earlier, the existence
of government-imposed controls will prevent the market incentives from in-
creasing domestic energy supplies. Surely, now is not the time to erect further
impediments by increasing the tax burden on oil and gas.

Sports Franchises

The House Bill applies LAL to sports franchises. While LAL is a sound
concept, this is an unwarranted extension of the rules the Administration
proposed in 1973. These rules did not contemplate that LAL would apply to
sports franchises.

The Internal Revenue Code contains no special tax benefits for sports fran-
chises. In this area, abuses arise only when too high a value is placed on
player contracts, or when they are written off over too short a period of time.
However, abuses of this type are possible in the case of any business property
amortized or depreciated. These abuses can be dealt with adequately by the
Internal Revenue Service. Although the disputes surrounding the value and
life of player contracts dre the subject of litigation, resolution of these disputes
should eliminate the tax controversies in this area.

The House Bill also applies special rules for the allocation of the purchase
price on the purchase and sdle of sports franchises. It also provides that sin-
gle sale of a player contract will trigger depreciation recapture on previously
unrecaptured depreciation and abandonment losses taken on all other player
contracts.

These proposals are arbitrary since they apply only to sports franchises.
Allocating the purchase price among the assets of a sports franchise is no
different from allocating the purchase price among the assets of any other
business. Applying special rules to sports franchises to deal with a problem
that the Internal Revenue Service can handle adequately is not warranted.
Further, the unique depreciation recapture rule goes far beyond the usual as-
set-by-asset depreciation recapture rules in the Code. Here, too, there is no
apparent reason to isolate sports franchises for special treatment.

Limitation on Nonbusginess Interest

The House Bill imposes a $12,000 a year limitation on the amount of per-
sonal Interest, and investment interest in excess of investment income, that
an individual may deduct. Unused investment interest, but not unused per-
sonal interest, would be available as a carryforward and be deductible in
future years to the extent of related investment income in those years.

We oppose the $12,000 limitation since it is an arbitrary limit on the inter-
est deduction. It would deter individuals from purchasing assets with bor-
rowed funds. Moreover, the $12,000 limitation can have the effect of disallow-
ing permanently deductions for home mortgage interest. This is a funda-
mental change from current law since home mortgage interest will be subject
for the first time to a doliar limitation, and in some cases, will be disallowed
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permanently. The permanent disallowance can occur because of the absence
of a carryover for unused personal interest.

We believe that the problem presented by taxpayers who use the Interest
deduction and other itemized deductions to reduce their tax liability will be
handled adequately by treating the amount of itemized deductions in excess of
70 percent of adjusted gross income as an item of tax preference includable
in the minimum taxable income base. I will discuss this point in detalil shortly.

“At Risk” Limitation

The House Bill limits deductions to the amount of capital which a taxpayer
has *“at risk” in a venture in the case of motion picture films, livestock, cer-
tain one-year crops (grain, oil seed, fiber and others) and oil and gas wells.
The “at risk” limitation is intended to prevent a taxpayer from deducting
los 3es where the deductions are attributable to property acquired with bor-
rowed funds for which he has no personal lability, that is, nonrecourse
financing., The losses would be suspended and become deductible only in the
future as the taxpayer increases his “at risk” capital.

The “at risk” limitation is premised on the assumption that the present tax
treatment of nonrecourse financing-is unsound. The present law is based on
the Supreme Court’s decision in Crane v. United States, 331 U.S. 1 (1947),
which held that nonrecourse financing is treated in the same manner, for. tax
purposes, as financing for which taxpayers are personally liable. The Supreme
Court’s decision in Crane recognizes that nonrecourse financing is an accepted
financing medium in many industries. It is a valuable method of encouraging
individuals to invest in ventures with a high degree of risk. An “at risk” limi-
tation would overturn more than 20 years of established commercial practice,
and adversely affect the general business community as well as passive in-
vestors.

‘We belleve that LAL 1s a better remedy to the tax shelter problem than the
“at risk” limitation. The limitation—applicable to corporations as well as to
individuals—can result in distortions of income. Taxpayers would include
income from ventures but would not have the benefit of offsetting deductions.
Moreover, taxpayers will be able to control the timing of their dedurctions mere-
ly by electing to increase their capital “at risk” in those years ir. which the
deductions yield the greatest tax benefit. Further, the scope of the definition
of “at risk” is not clear. The House Ways and Means Committee Report ac-
companying H.R. 10612 adopted an expansive definition of the term which
would include within its scope many types of insurance arrangements obtained
in the normal course of business. Thus, the reach of “at risk” may be far
greater and affect far more transactions than necessary or desirable to cure
the potential abuse of mnonrecourse financing.

Minimum Tazadle Income )

In 1973 the Administration recommended a proposal which would require
each individual to pay tax at regular rates on a minimum amount of taxable
income. Last July, in testimony before the House Ways and Means Committee,
I recommended that the House follow our 1973 proposal with some modifica-
tions. Today, I am renewing our MTI proposal.

MTI was formulated with a view to balancing two competing considera-
tions. First, Congress has provided varlous tax incentives designed to encour-
age specific economic activities. Second, excessive use of these tax incentives
by some taxpayers with large economic incomes enables them to avoid paying
A reasonable amount of tax, or in some cases, any tax at all. This conflicts
direr.ly with the basic tenets of equity and fairness—the income tax should
be based on ability to pay; the income tax should be fair and should be per-
celved as such by all taxpayers.
~The House did not adopt MTI. Instead, it perpetuates the minimum tax,
Let me review briefly the defects of the minimum tax.

Defects of Present Minimum Taz

The minimum tax is a flat 10 percent tax on certain preference items, such
as the excluded portion of capital gains, accelerated depreclation on real
property, and the excess percentage over cost depletion. An exemption for the
first $30,000 of preferences and a full offset for regular income taxes paid are
applied to reduce the amount subject to the minimum tax.
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The minimum tax is defective in two critical respects:

First, since it is an additional tax, it penalizes the use of preferences, or
incentives, even where an individual has paid significant amounts of regular
tax. By contrast, MTI comes into play only if the taxpayer’s taxable income
18 not sufiiclently large, in relation to his economic income, to assure that he
is paylng His fair share of taxes.

Second, because minimum tax is imposed at a flat rate, it serves merely to
“slap the wrist” of those taxpayers who are able to shelter large amounts
of income from regular tax. By contrast MTI is predicated on the proposition
that taxpayers should not be permitted to avoid the graduated rates through
exclusion preferences, itemized deductions or the payment of a 10 percent sur-

gharge. :

Previous Proposals

Because of the deflciencles of the current minimum tax, the Administration
proposed in 1973, and again in 1975, repeal of the minimum tax and the sub-
stitution of MTI and LAL. MTI would prevent individuals from avolding tax
on high economic income by the use of exclusions or large itemized deduc-
tions. LAL would prevent individuals from deducting artificial losses against
unrelated salary or investment income.

The prior MTI proposal called for taxing an individual at regular rates on
one-half of an expanded income base if the expanded base exceeded his regular
taxable income. The expanded base consisted of adjusted gross income plus
the excluded half of net long-term capital gains, the bargain element in stock
options, the excess of percentage over cost depletion, and excludible income
earned abroad. The expanded income base was then reduced by personal ex-
emptions, certain deductions, and a $10,000 exemption,

House Action

Instead of adopting MTI, the House merely restructured the minimum tax.
The rate of tax is increased from 10 to 14 percent, the $30,000 exemption is
reduced to $20,000 and is subject to a pbase-out. Moreover, new items of tax
preference are added. A most serious consequence of the House action is the
denial of any offset for regular income taxes paid. This means that individuals
who have pald significant amounts of regular tax will now be subject for the
first time to an additional minimum tax.

The House Bill also treats as preferences certain accelerated deductions
which result in deferral of tax rather than a permanent exemption from tax.
To illustrate, as an incentive for real estate development, taxpayers may elect
to deduct taxes and interest during the construction period. To prevent the
mismatching of income and deductions the House adopted the Administra-
tion's LAL proposal, which allows thesc deductions only to the extent of re-
lated real estate income. Having closed the potentlal abuse, the House pro-
ceeded to treat construction period interest and taxes not limited by LAL as
items of tax preference for minimum tax purposes. We belleve this action is
conceptually unsound since the deductions, when allowed, are offsetting income
from a related activity. Furthermore, HUD and Treasury are convinced that
thig treatment can have no adverse affect on real estate development.

Revised MTI Proposal

We are convinced that neither the current minimum tax nor the amend-
ments made by the House Bill properly deal with the problem of high eco-
nomic income taxpayers who pay little or no income tax, We propose that your
Committee repeal the minimum tax and adopt an alternative tax along the
lines of our prior MTI proposal. We have modified our MTI proposal some-
what in light of concerns expressed since it was first proposed in 1973.

Adjusted gross income was the starting point for computations under the
original MTI proposal. A taxpayer with large, but legitimate, itemized dedue-
tions and little taxable income might have been taxable under MTI. We have
f:congide;ed t{:ig aéyect of the gro&osalf and have concluded that this result

not warranted. We recominend, therefore, that th
calfgulal;ltons should be taxable income. ' ¢ starting point for MTI

ermi{t me to review how MTI will work. MTI will be an alternativ
Under MTI, a taxpayer will pay tax at the regular rates on the ?arggi" gfullx]l(é'
taxable income or on his MTI base. The MTI base is calculated by (1) adding

69-460—76——7
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items of tax preference to a taxpayer’'s taxable income, and (2) taking 60
percent of that expanded base. A $10,000 exclusion is allowed (before applying
the 60 percent factor) to assure that MTI does not affect either low income
taxpayers or taxpayers with only a small amount of tax preferences. For
MTI purposes, there are only two tax preferences: (1) the excluded portion of
the net long-term capital gains, and (2) itemized deductions (other than
charitable contributions) to the extent that they exceed 70 percent of the
taxpayer’s adjusted gross income (AGI).

There are several preference items which are included under the present
minimum tax which are not included as preference items under our MTI
proposal. Our tax shelter program consists of two parts: LAL takes care of
some shelters; MTI will take care of others. Thus, to the extent that LAL
deals with an item of preference, there is no reason to _include it under MTI,
Most of the preference items under the minimum tax are handled under LAL.
We have not included percentage depletion in excess of basis as an item of
tax preference since percentage depletion has been virtually eliminated. The
remaining preferences are excessive itemized deductions and capital gains.
Therefore, they are tke only two included under MTI.

Under our present proposal, the alternative tax will be computed on 60
percent of the MTI base instead of the 50 percent which the Administration
recommended in 1973. The increase from 50 to 60 percent will make MTI more
effective in insuring that individuals with large economic incomes pay a tax
which is significant in relation to that income.

Charitable Contributions Under MTI

In 1974, when the House Ways and Means Committee in its tentative decl-
slons adopted the MTI concept one of the controversial issues was the impact
of MTI on charitable contributions. After considerable discussion, the Com-
mittee decided to put charitable deductions entirely outside the scope of MTI.
In view of the dire financial pcsition in which inflation has left so many pri-
vate charities, we became persuaded that the Committee decision was appro-
priate and we supported it fn cur July 1975 testimony.

Accordingly, we have carefully atructured our present MTI proposal to avold
completely all impact on charitable contributions. Under our proposal, chari-
table contributions, no matter how large, will not be an item of preference.
We will exclude contributions in computing the extent to which itemized de-
ductions will be a preference item.

In short, we have treated charitable contributions very generously. Under
no circumstances can MTI adversely affect contributions,

Overall, we believe that MTI is superior to the minimum tax as a way of
dealing with the problems of taxpayers who make excessive use of tax prefer-
ences. MTI will not affect taxpayers who use tax preferences—which the
Congress has provided to encourage various economic activities—and who oth-
erwise pay substantial ordinary tax. At the same time MTI will assure that
every taxpayer bears a fair share of the tax burden. The idea of “fair share”

- i8 related to the taxpayer’s ability to pay. Whereas the minimum tax is an

additional tax at a flat rate, our minimum taxable income proposal involves
an alternative tax, at progressive rates, based directly on a measure of ability
to pay. Not only is this in itself a desirable feature, it is compatible with
long-term tax reform in the direction of a more inclusive definition of income
taxed at a lower structure of rates. '

Simplification Provisions

As I mentioned earlier, simplification of the tax law m
jecbtiiveh oft atrlty meax!nn;ztul tax reform. ust be a major ob-
uch of the complexity faced by ‘he average taxpayer is in itemizin -
tions. Expansion and revision of the standard deductlzn under the Adxgiggl;}ac-
tion’s current tax proposal will result fn substantial tax simplification by
increasing the number of taxpeyers who will use the standard deductlon,
However, it is also necessary ‘o simplify the tax law directly, and thereby
enhance {its fairness, throug!. the elimination or restructuring of certain
provisions which require complex recordkeeping by taxpayers,
In 1978, the Administration made specific proposals to achieve simplification,
H.R. 10812 generally follows our proposals by expanding the optional tax
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tables and by revising the sick pay exclusion, the retirement income credit and
the child carye deduction. Overall, the changes are in the right direction. How-
ever, the House did not adopt the Miscellaneous Deduction Allowance proposal
recommended by the Administration in 1978. We belleve that further action
is required and that certain aspects of H.R. 10612 relating to simplification

should be revised.

Miscellaneous Deduction Allowance

The Administration recommends the adoption of a Miscellaneous Deduction
Allowance of $400 ($200 in the case of a married individual filing a sep'a'rabe
return) for taxpayers who itemize their deductions. This “simplification” de-
duction will replace or modify the following hard-to-itemize deductions: The
deduction for state and local gasoline taxes; medical expenses and casualty
losses; and certain miscellaneous investment expenses and em_ployee business
expenses.

These deductions are sources of complexity in the present tax law. While
they are used by many taxpayers, they generally. do not significantly affect
a taxpayer’'s ability to pay or provide substantial incentives. They require
taxpayers to keep track of pumerous small bills and receipts which are diffi-
cult to classify, summarize, and correctly reflect on the tax return. These
items also cause substantial problems on the administrative side at the audit
level.

Let me discuss briefly some of the specific deductions which will be affected
by our proposal. .

First, we propose repeal of the deduction for state and local gasoline taxes.
The gasoline tax deduction involves complications out of proportion to any
benefit to the taxpayer. There is a substantial amount of guessing in the
computation of the deduction (where the tax tables are not utilized) and the
amount of the tax saving to the average taxpayer is generally small.

In addition, state and local gasoline taxes, like the nondeductible federal
gasoline tax, are in essence charged by the state for the use of its highways,
They are in the nature of personal expenses for automobile travel rather than
a tax, and therefore, like such expenses they should not be deductible. Furth-
er, their deductibility is inconsistent with the character of the taxes as use
charges since they serve to shift part of the cost of the highway user to the
general taxpayer.

The "gasoline tax deduction is also inconsistent with our current national
energy polley. The deduction lowers the price of gasoline to taxpayers who
itemize deductions. Repeal of this provision should result in the reduction
of gasoline conmsumption.

Second, we propose to revise the medical expense and casualty loss deduc-
tions. Under current law, there is a complex three-tier system for determining
allowable medical expense deductions. First, a medical expense deduction is
allowed for one-half of medical insurance premiums (up to $150) without re-
gard to a 3 percent floor applicable to other medical expenses. Second, a tax-
payer must compute amoéunts paid for medicine zrd drugs to the extent they
exceed 1 percent of hiz adjusted gross income. 7Tais excess is then added to
the remainder of the cost of his medical insurance (which was not deductible
in the manner described above) and to general medical expenses not otherwise
compensated by insurance. If the total of these items exceeds 3 percent of the
taxpayer's adjusted gross income. then that excess is deductible as a medical
expense. ‘

Nonbusiness casualty and theft losses are deductible under present law only
to the extent that the loss in each case exceeds $100.

We propose to apply a floor of 5 percent of adjusted gross income on medical
expenses and casualty losses. Further, we proposed repeal of the dednction for
one-half of medical insurance premiums (up to $150) allowable without re-
gard to the current 3 percent floor. The 1 percent floor with respect to medicine
and drugs would also be eliminated. Expenses for drugs would be covered
under the proposed 5 percent floor, but the deduction would apply only to
prescription drugs.

Aggregation of medical and casualty deductions is desirable because they
are quite similar. Both are based on the theory that they reduce a taxpayer's
abliity to pay because of unfortunate circumstances generally beyond his con-
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trol, The 5 percent level is where these expenses become extraordinary and
affect substantially a taxpayer's ability to pay taxes, .

Third, we propose a $200 floor on the deduction of the following expenses:
Employee business expenses such as union dues, work clothes, small tools,
educational expenses and home office expenses; and, expenses such as tax re-
turn preparation expenses, and investment expenses such as the cost of finan-
cial newspapers, financial perlodicals, investment advisory services and safe
deposit boxes.

We propose a $200 floor on these expenses because of the considerable difg-
culty experienced by taxpayers in keeping records of a number of relatively
small items. By limiting these deductions to cases where a taxpayer incurs
a significant amount of such expenditures, some difficulty in completing tax
returns will be eliminated for many taxpayers.

We propose the adoption of a “Miscellaneous Deduction Allowance” of $400
(2200 in the case of a married individual filling a separate return) for tax-
payers who itemize their deductions to replace the itemized deductions elim-
inated or restructured by our propnsal. This deduction would be in addition
to a taxpayer's other itemized deductions which are unaffected by this proposal.

Child Care Provigion

The child care provision of H.R. 10612 converts the current treatment of
household and dependent care expenses from an itemized deduction to a non-
refundable tax credit. The revenue loss from adoption of a credit is estimated
to be £325 million for 1976, £355 million for 1977, and $393 million for 1978,
with the amounts projected to increase substantially for the years 1979-1981.
Such high cost for the child care credit is entirely unjustified in terms of
the resultant benefits.

Simplification and expansion of the provision ¢an be provided adequately
by retaining the existing deduction without substantial revenue loss. We
continue to emphasize that the child care deduction should be made available
only to low and moderate income taxpayers whonse economic situation is such
that it compels both spouses to work and who thus have no spouse at home
to ecare for dependents. There can be no justification for allowing the tax
system to subsidize high-income taxpayers in discharging a personal obliga-
tinn to care for dependents and thereby depart from what is the proper basis
for the provision. ’

We generally support the other revisions of the child care deduction made
by IL.R. 10812. Thus, we support those measures which make it fairer and
simpler such as its extension to married couples where the husband or wife,
or bhoth, work part time, or where one is a full-time student and the other
works. Similarly, we support elimination of the monthly limitation on the
deduction in favor of an annual deduction. -

We also support elimination of the current distinction between care outside
the home and care in the home. making the deduction available to a divorced
or separated parent with custolly of a child, and to a deserted spouse.

Sick Pay Faxclusion

Another prime candidate for simplification is the sick pay exclusion provi-
sions of the Code. Under present law, sick pay is excluded from gross income
and, therefore, nnt subject to tax. However, these provisions are complicated
by special rules turning on the amount of the weekly sick pay, the number of
days the employee has been absent from work, the relationship between the
sick pay and the employee’s regular wages, and whether the taxpayer has
been hospitalized.

H.R. 10012 repeals the present sick pay exclusion and the complicated time
and percentage rules. A maximum annual exclusion of $5,200 ($100 a week)
is provided only for taxpayers under age 63 who are permanently and totally
disabled. After age 63, these Individuals are cligible for a retirement income
credit. The provision requires a reduction of the exclusion on a dollar-for-dollar
basis by the amount of the taxpayer’s income, including disability income, in
excess of $15,000.

While the House modifications of the sick pay provisions are a step in the
right direction, we believe that complete repeal of these provisions is essential
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to the goal of simplification and equity. The sick pay provisions were enacted
with worthwhile objectives in mind. However, limitations, conditions, and
exceptions had to be grafted onto them to prevent abuses and substantial
revenue losses. As a result, these provisions are now incomprehensible to the
average taxpayer. More fundamentally, no justification exists for treating
sick pay any differently than other wages. Taxpayers who have comparable
ability to pay should be taxed in a similar manner.

Retirement Income Oredit

There is_a need to redesign the present retirement income credit for several
basic reasons:

First, the complexity of the present retirement income credit prevents it
from providing the full measure of relief it was intended to grant to elderly
people. Individuals who receive little or no social security benefits should be
subject to a tax treatment roughly comparable to that accorded those who
receive tax-exempt social security benefits, However, dificult compliance bur-
dens have been imposed on large numbers of elderly people, many of whom
are not gkillful in preparing tax returns. These individuals must now compute
their retirement income credit on a separate schedule which involves 19 sepa-
rate items, some of which require computations in three separate columns,
Further, the special provisions for public retirees under age 65 also add sub-
stantially to this complexity.

It is these complexities which undoubtedly account for the fact that some
of the organizations representing retired people have estimated that as many
as one-half of all elderly individuals eligible to use the retirement income
credit do not claim this credit on their tax returns.

Second, the credit needs revision because most of its basic features have not
been revised since 1962 when the maximum level of income and the current
earnings limits were established. Since that time, social security benefits have
been substantially liberalized. As a result, the present maximum amount of
income eligible for the credit is considerably below the average sccial security
primary and supplementary benefits received by retired workers.

Third, the present credit discriminates among individuals with modest in-
comes, depending on the source of their income. The credit is available only
to those with retirement income—that is, some form of investment or pension
inconie in the taxable year. Elderly individuals who must support themselves
by earning modest wages, and who have no investment or pension income, are
not eligible for any relief under the present credit.

This feature of present law is unfair. Elderly individuals who rely on
earned income should be aliowed the same retirement income credit as those
who live on investment income.

In 1973, we recommended a revision of the retirement income credit. With
one exception, H.R. 10612 follows our recommendations. The retirement credit
is converted to an age credit, available to all taxpayers age 65 or over regard-
less of whether they have retirement income or earned income. Further, the
maximum amount on which the credit is computed was increased and much
of the complexity reduced or eliminated.

One further step is necessary. The separate treatment of the retirement in-
come of public employees under age 65 should be eliminated. The continuation
of this treatment perpetuates the extraordinary complexity of this provision.
This would be contrary to the goal of simplification and fairness which was
the major purpose of amending the exlisting retirement income credit in the

first instance.
Foreign Income Provisions

The House Bill has several provisions dealing with the taxation of foreign
income. I would like to comment briefly on a few of these provisions.

Foreign Tax Oredit

The United States employs a foreign tax credit to avoid double taxation of
income. The basic concept of a foreign tax credit system is that, when an en-
terprise of one country does business in another country, the country in which
the business is carried on has the first right to tax the income of the business.
The home country also taxes the income, but only to the extent that the home
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tax does not duplicate the tax of the country where the income is earned.
The duplication is eliminated by the foreign tax-credit.

The basic concept of the foreign tax credit is sound, and has the full sup-
port of the Administration. The foreign tax credit is neither a tax loophole
nor an incentive to invest abroad. It is merely part of a system of allocating
primary taxing jurisdiction to the country within whose borders the income
is earned., U.S. companies are taxable on their worldwide income. Our tax
credit system does not reduce the total tax bill of U.S. companies below the
amount they would have paid if the income had been earned here. The effect
is that the total tax is limited to the higher of the U.S. tax or the foreign tax.

Despite the basic soumdness of the foreign tax credit, there are technical
problems with our present system. H.R. 10612 contains several provisions
which deal with these problems.

At present, taxpayers may compute their foreign tax credit under either the
per-country limitation or the overall limitation. Under the per-country limita-
tion, the foreign tax credit is applied to the taxes and the income of each
country separately. Where taxes in a given foreign country exceed the VU.S.
tax on the income from that country, that excess is not creditable. Where
another foreign country’s taxes are less than the U.S. tax on the foreign in-
come from that other country, the taxpayer will have additional tax to pay
to the United States. When there is a loss in a particular country, that loss
can reduce U.S. taxes on U.S. income, even if there is income in other coun-
tries with respect to which no U.S. tax is payable because of the foreign tax
credit.

Under the overall limitation, the taxpayer aggregates all his foreign income
and all his foreign taxes. If the foreign taxes do not exceed the U.S. tax on
the foreign income, then the entire amount of foreign tax may be taken as a
credit. The overall limitatlon permits the taxpayer to average out high for-
eign taxes with low foreign taxes, but does not allow foreign losses to reduce
U.S. taxes on U.S. income, unless there is an overall foreign loss.

The opportunity that taxpayers now have -either to offset foreign losses
against domestic income or to average high and low foreign taxes has given
rise to demands for revision of our foreign tax credit system. In response
to these demands, the House bill eliminates the per-country limitation.

The Ways and Means Committee Report explains that the elimination of
the per-country limitation is necessary to prevent foreign losses from offset-
ting domestic income, except in the case of an overall forelgn loss. In addition,
the per-country limitation creates difficult administrative problems. The pri-
mary problem is the difficulty of providing adequate source rules. Because of
these problems with the per-country limitation, the Administration has not
objected to its repeal,

The House Bill also includes a foreign loss recapture provision. This pro-
vision was proposed by Treasury in slightly different form in 1973, but we
support it in its present form. We view this as a technical change to elim-
inate an unintended benefit. Under present law, a U.S. taxpayer can use for-
eign start-up losses to reduce U.S. tax and then pay no U.S8. tax on subsequent
foreign gains because of the foreign tax credit. In such a case it is only fair
_ for the U.S. to-recapture the tax lost during the start-up perlod.

The House Bill provides a capital gain adjustment to the foreign tax credit.
We view this as a technical improvement, and we support it. Capital gains
are subject to lower U.S. tax, and it is logical that foreign capital gains
should receive a correéspondingly lower foreign tax credit limitation. Similar-
Iy, we view the full gross-up for less developed country dividends as a desir-
able simplification, eliminating an inefficient preference in our tax laws.

~ DISC

The House Bill has introduced an incremental export rule for United States
exporters through DISC and has provided that certain goods are not eligible
for DISC benefits. The Administration supports DISC and opposes the House
cut-backs in the program.

DISC stimulates exports. During the time DISC has been in existence, United
States exports have grown from $44 billion in 1971 to some $118 billion in
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1975. Obvlously, all of this growth cannot be attributed to DISC. The growth
reflects worldwide trade expansion, exchange rate adjustments, varying infla-
tionary movements, and so on. But part of the growth is due to the incentive
of DISC. Most estimates of the DISC part of the growth range between $+
billion and $6 billion per year.

DISC creates jobs. With more goods exported, more goods must be produced,
and more people are employed to produce them. DISC tends to neutralize the
provisions in foreign tax laws which encourage United States businesses to
establish plants abroad or encourage foreign export efforts in competition with
U.S. exports.

Any curtailment of DISC would be particularly unfortunate at this time,
when the economy is in the midst of a recovery. It would increase our present
problem of capital formation by raising the taxes on capital at a time when
they should be lowered. It would hit hardest those companies who have been
doing the most to help our export efforts. We shouldn’t alter DISC until there
is agreement in the multilateral trade negotiations concerning uniform rules
for taxation of exports.

The House moved to restrict DISC benefits in two ways:

First, the bill takes away DISC benefits for the export of certain goods. The
Tax Reduction Act of 1975 has already made natural resources ineligible for
DISC. The current bill would add to the disqualified list agricultural products
not in excess supply and military equipment.

Second, for companies with profils in excess of $100,000, the House Bill
restricts DISC benefits to income on sales. in excess of 75 percent of average
sales during a base period.

The first change, the disqualification of certain items from DISC, reflects
a desire to remove-the export stimulus from the export of goods believed to
be undeserving of stimulus, This effort produces hardship for companies ex-
porting those items. The hardship is made particularly difficult by the lack
of adequate transitional rules for those companies previously exporting the
now-disqualified items.

The second change, the incremental approach, was considered seriously dur-
ing the development of the DISC legislation in 1971, at a time when income
on incremental DISC sales would have been 100 percent deferred, rather
than 50 percent deferrd. This Committee judged an incremental approach un-
satisfactory and the legislation emerged with an alternative of a 50 percent
deferral. The reasons valid in 1971 for rejecting an incremental approach re-
main valid today. The problem is similar to that posed by excess profits tax
legislation. Inevitably, any base period will lead to unfairness. The new en-
trant will have an undue advantage, and the company with declining sales will
have no incentive to slow the trend. An already complex statute will be rend-
ered increasingly unworkable to the detriment of U.S. exports and jobs.

DISC_ has been in place for only a short time. And, it is working. Many
companies have made significant investments in reliance on it, but the legisla-
tive tinkering with the DISC can only weaken the program. DISC, like the
investment credit, should not be turned on and off depending on the whim of

~the moment. We must resist the temptation to adopt stop and go policies, which
create a climate of great uncertainty for business planning. ’

Other Foreign Incomec Itcms

The House Bill contains a number of other changes in the tax treatment of
foreign income. In general, we either support, or do not oppose, these changes
I would like to mention in particular only two of these items. '

First the foreign trust provision. The House Bill would end the tax loophnle
whereby many wealthy individuals avoid U.S. tax through the creationiof
foreign trusts. We strongly support this provision and, in part.cular, would
oppose any attempt to weaken the provision or to postpone its effectiw"e date

Second, the changes in the ruling requirements with respect to tax-free re:
organizations of foreign corporations. These changes are very technical, but
in general would allow taxpayers either to determine the effects of a tra,m'lc-
tion from the regulations rather than applying for a ruling or to apply fm: a
ruling after the event takes place rather than being required, as under })resent
law, to obtain an advance ruling. We strongly support this provision.

]



98

Administrative Provisions

The House Bill contains numerous changes affecting the administrative pro-
visions of the Code. Most of these provisions would directly benefit the cause
of sound tax administration and the Treasury welcomes their enactment. For
example, the provisions dealing with income tax return preparers, declaratory
judgments in section 501(c) (3) cases, assessments in.the cases of mathemat-
teal or clerical errors, and minimum exemptions from levy for wages, ete.,
would all have the effect of improving our tax system and we hope these pro-
visions, with certain minor drafting changes, will be enacted into law.

Jeopardy and Termination Assessments; Administrative Summons

We belleve, however, that extensive revisions are required in two provisions
of the House Bill, those dealing with jeopardy and termination assessments
and with administrative summons. Whenever the Congress makes changes
in the area of the capability of the Service to perform its tax administration
responsibilities, great care must be taken to provide that such changes do not
diminish the ability of the Service to effectively and fairly carry out these
responsibilities, While we share fully the concern underlying the House Bill
for the protection of taxpayers’ rights, we believe these provisions go too far
in imposing burdensome administrative procedures on the Service that unduly
handicap its ability to collect taxes.

For example, the Internal Revenue Service uses administrative summons
to obtain needed information from third parties concerning the tax liabiilty .

of taxpayers. This important investigatory tool, which has been provided by
modern revenue laws since at least 1926, is essential to investigating cases in
which there is a substantial probability of serious noncompliance with the
revenue laws. Although the Department believes that legislative review of
the entire administrative summons procedure is desirable at this time, it op-
poses the particular amendments passed by the House. If enacted, they would
enable a taxpayer, by simple notice, to prevent a third party from giving the
IRS information from the third party’s records relevant to the liability of
the taxpayer and compel the government to institute a court action (to which
the taxpayer will be a party) for the release of that information. This will
mean that in every case in which there is 2 high probability of noncompliance
with the tax laws, IRS investigations will, from their inception, be frequently
tied up for extended periods of time without any investigatory progress.

As regards jeopardy and termination- assessments, the Laing case, declded
by the Supreme Court after the House Bill wag passed, will plainly alter
procedures which the Service must follow in termination assessment cases,
and the effect of this decision should be taken into account when your Com-
mittee considers these provisions.

Employment Tawxes

There are two important areas affecting tax administration which are not
dealt with in the House Bill that we would hope the Committee will give its
serious consideration. The first deals with the Service's administration of the
employment tax area. Despite vigorous actions by the Internal Revenue Servy-
ice, the tools available under present law are simply not adequate to cope with
mounting delinquencies in unpaid employment taxes. Our experience shows
that this overall deterioration in compliance requires a thorough revision of
the basic definition of the employer-employee relationship and the penalty
structure for failures to file, collect, withhold, account for, and pay over em-
ploymegt taxes. Accordingly, we would like to work with your Committee in
developing clearer and more uniform statutory guidelines with respect to when
an employer-employee relationship exists. Such guidelines would have the
beneficlal effect of making clear the types of relationships that would be sub-
Ject to the various employment taxes. This would provide greater certainty
for ta::pafyet('iﬂs ?nldteli:inim;ite the dnecessity for the Service to devote a vast
amount of administrative time and resources to determ
payment of employment taxes. ¢ ining responsibllity for

Interest on Delinquent Tazes

The second area relates to the amount of interest charged and
ald
the Service on underpayments and overpayments of tax. Ugder presgnt lalg
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(enacted last ye: ), the rate of interest for tax purposes is to be fixed, not more
frequently than «.ery two years, at 90 percent of the average predominant
.prime rate quoted by commercial banks as determined by the Board of Gov-
ernors of the Federal Reserve System. To make the tax rate of interest more
realistic when compared with interest rates in the money markets, we recom-
mend that it be raised from 90 percent to 125 percent of the prime interest
rate charged by commercial banks. With thig revision, the interest rate on
underpayments and overpayments of tax would conform more nearly to the
interest ratesz that the average taxpayer could obtain in the money markets
and, thus, make it less attractive for taxpayers to “borrow” from the Govern-
ment by being delinquent in their tax payments. In addition, we recommend
that provision be made for an annual, rather than a biennial, adjustment in

the tax interest rate.
I would like to comment, now, on two other administrative provisions in -

more detail.

Disclosure of Private Letter Rulings

The House Bill contains a detailed set of rules providing for public disclo-
sure of the substance of private letter rulings issued by the Internal Revenue
Service to taxpayers and of National Office technical advice memoranda issued
to district directors, if disclosed to the taxpayer involved. We enthusiastically
endorse this basic concept of making public what has come to be considered a
body of “secret law.”

While the structure of the section is elaborate in describing what must be
disclosed under its terms, it fails to provide sufficient safeguards for the legit-
imate confldentiality of materials involved. This deflciency results from the
fact that the sectlon does not provide that it is the exclusive means of public
access to the material encompassed in its scope. Thus, the section leaves unre-
solved the basic issue as to what information contained in a ruling or a tech-
nical advice memorandum, or the related background file, is subject to public
disclosure under other provisions of the law, principslly the Freedom of In-
formation Act. Nor does the sectlon resolve the issue of what portions of such
information are protected from disclosure by the contidentiality principles
underlying our self-assessment tax system.

The section also provides that, in general, the identity of the reciplent of a
private letter ruling will be made public as part of the ruling itself. As a
result, it is likely thst a complicated and cumbersome procedure will have to
be established by the Service to insure that other significant information will
be deleted from -the public text of the ruling in order to protect the confiden-
tial affairs of the taxpayer.

We believé that the “secret law” is best understood when disclosure in-
cludes as many of the relevant facts as possible and, moreover, that broadscale
disclosure of the identity of ruling reciplents serves no useful public function
particularly when compared to the potential damage it may do to the basic
confidentiality of the tax system. We urge the committee, therefore, to attempt
to find a method under which identities of ruling recipients would be disclosed
when there is compelling cause for the disclosure but under which, as a general
rule, such identities would remain confidential. If a successful solution to this
problem is found, the need to delete other information from the ruling in
order to protect a taxpayer’s personal or financial privacy would be reduced.

Certainly it will remain necessary for a procedure to exist to permit the
taxpayer and the Internal Revenue Service to agree, before the issuance of a
ruling, as to what information may be disclosed. The taxpeyer should be en-
titled to protect trade secrets and other sensitive material, even if his identity
will not be disclosed, by withdrawing his ruling request. But so long as his
identity will not be disclosed, this agreement procedure should be facilitated ;
and public disclosure should not interfere with the basic ruling and technical
advice issuance programs.

I do want to emphasize, amid these comments, our basic support of many
concepts embodied in the House Bill. It preserves the confldentiality prineciples
of the Freedom of Information Act; it recognizes the repetitiveness of cer-
tain rulings by permitting disclosures of certain rulings in summary form;
ft acknowledges the need of the Service for Judicial uniformity on the scope
of disclosure by limiting disclosure and confidentiality actions to the Tax

89460 0—76——8
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Court and the District Court for the District of Columbia with appeal to the
Court of Appeals for the District of Columbia Circuit; and it permits delay
of disclosure when premature disclosure would interfere with a pending trens-

action. .

We also belleve it critical to have an effective date for disclosure of future
rulings to commence upon the expiration of a reasonable time, say 90 days,
after enactment of the precise statutory rules governing disclosure. The tax-
payer has a right to know, at the time he requests his ruling the degree of pub-
licity to which has affairs may be subject; and the Internal Revenue Service
will have a massive gearing-up task to face.

In addition, consideration should be given as to the best manner in which
to make public rulings requested in the past. First, we think that the most
recent rulings are likely to be the most informative to the public so that a
last-in-Arst-out (LIFO) order should be used. And, the Service for its own
internal purposes as important, or “reference,” rulings will be the most useful
and should be disclosed prior to any past ‘‘routine’” rulings.

Most important in your consideration of this issue is the preservation of the
concept in the House Bill that the process of disclosure of past rulings is ex-
pensive and should not be required without additional appropriation of funds

by Congress for this specific purpose.

Confidentiality of Tax Returns

As you are well aware, another matter related to the confidentiality of our
tax system has been the subject of recent Congrcssional concern, that is, the
degree to which tax returns and tax return information are made available
to governmental agencies outside the Treasury Department. Several members
of Congress, including Senators Weicker, Bentsen, Montoya, and Dole, have
introduced legislation to make section 6103, the section governing tax return
confidentiality, more specific and restrictive—replacing the present broad grant
of authority to the President to authorize disclosure by Executive Order.

In this Congress and the last, the Administration sent to the Congress a
bill which, in our view, constitutes an appropriate statutory balancing of the
need for confidentiality in the self-assessment tax system and privacy for the
taxpayer with the legitimate nceds of relevant governmental agencies for
access to a data source of unparalleled detail and@ completeness. At the end of
January of this year, the General Counsel of the Treasury, Mr. Albrecht, and
the Commissioner of Internal Revenue, Mr. Alexander, presented the Treas-
ury Department’s and the Service's views on this subject to the House Ways
and Means Committee. Such a complete discussion would be inappropriate
in the general context of my remarks and this hearing; but we are ready
and eager to meet with your Committee to review in detail the factors which
we believe must be taken into consideration in the legislative resolution of
this complex issue.

Let me, nonetheless, raise a few of the most pressing issues for your review.

First, there is substantial similarity among the majority of the proposals
presently before the Congress on the basic issues. There must be a comprehen-
sive set of statutory rules to replace the open ended Executive Order system
of present law. This system should cover not only the tax return itself but
also other tax data concerning a taxpayer gathered by the Service.

There are entities outside the Treasury Department which most proposals
agree have legitimate need for access to tax return information. These include
the Justice Department when it acts as the Internal Revenue Service's attorney
in litigating tax cases; the staff of the Congressional Joint Committee on In-
ternal Revenue Taxation and the tax-writing committees of the Congress,
themselves, when considering the changes in the tax laws or performing their
oversight function; the President and his specifically designated assistants
when he is acting in his capacity as the Constitutional Chief Executive; and
state tax administrators when trying to verify the correctness of income re-
ported on a state income tax return. On most of these issues, there is almost
unanimous agreement.

Second, the principal area of contention seems to relate to the use of tax
data in nontax law enforcement investigations and court proceedings. We be-
lieve that the Internal Revenue Service has all the necessary incentive to pro-
tect the confidentiality of returns if given a set of statutory rules permitting
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it to resist demands for disclosure. The Administration’s Bill requires that the
Service be satisfled that the information sought for nontax law enforcement
use “cannot reasonably be obtained from another source” and that the disclo-
sure of the information will not “seriously impair the administration of the
Federal tax law.” ,

A further requirement that the information have a ‘“direct bearing” on the
investigation or proceeding applies in the case of so-called “third party” re-
turns. We strongly feel that such a system of administrative control should
be tested in use before a cumbersome court order or search warrant proceduré
is established to govern access by non-Treasury personnel to tax returns.

Third, we believe that analysis of the degree of publicity involved in a dis-
closure and the relationship of the taxpayer to the matter under investigation
or litigation is necessary to determine the standards for disclosure. Thus, a
public courtroom disclosure must be justified by a stronger showing of neces-
sity or relevance than must a disclosure within the federal government. And
the disclosure of a third-party’s return should be permitted only on a showing
of a degree of directness of relevance specified in the statute.

Fourth, we have concluded, based primarily on the absence of past abuse
and on convincing claims of need, that the statistical agencles of the Federal
Government—specifically the Census Bureau, the Bureau of Economic Affajrs,
and the Federal Trade Commission’s Bureau of Economics—should have ac-
cess to individualized tax data for statistical purposes under strict confiden-
tiality controls.

Fifth, any amendment should permit the taxpayer to designate agents to
inspect his own tax information and to consent to any otherwise unauthorized
disclosure of information by the Internal Revenue Service.

Finally, we believe that nontax-writing Congressional committees should
have access to returns if authorized by a specific resolution of the appropriate
house and that the President, similarly, should not be limited to “tax-adiminis-
tration-only” access to tax data. There should, however, be a written record of
accountability for each disclosure (in the form of the resolution on one hand
and a personally signed request on the other), and a specification of the staff
assistants who are to be entitled to act as agents for the President and the
Congress in carrying out their constitutional functions. .

Clearly, there are many detailed provisions to be worked out. But we are
optimistic that there is a solid foundation of agreement on which a final and
practical structure can be erected which will protect the privacy of taxpayers
and enable the government to function effectively. :

Conclusion

In this testimony I have addressed long and seemingly disparate list of
tax provisions. As the members of this Committee well know, when we attempt
to embody policy in concrete provisions of the law, it is difficult to avoid
becoming entangled in a web of complexity. But let us keep before us the
long-term objectives of this Administration and, I believe, of all of you. The
tax system should be fair. The tax system should be simple. The tax system
should promote efficient use of resources.

Inevitably we are going to take some steps backward as we take other steps
forward and often we are going to move sideways. I believe that the positions
I have urged upon you today represent the direction of improvement. How-
ever, I must candidly say to you that I see a vast potential for further im-
provement. As I have sald earlier and as I have said many times elsewhere,
I believe that the extraordinary complexity of our tax system has begun to
threaten public confidence in it, and I do not believe that this complexity is
required to serve the objectives of fairness and efficiency. Quite to the contrary.

Let us -then, by alt means, take the steps I have urged upon you in the
direction of a better income tax Code, but let us not stop there. Let us have
these steps represent a part of a process of continuing true tax reform which
will take us eventually to a tax system which looks as though someone had
constructed it on purpose, a simple progressive tax on a broad base which
adequately reflects individual taxpayer’s ability to pay. That is the tax break

~. all Americans are waiting for.

Thank you.



102

Table 1

Real Gross National Product

Billions of 1972 dollars, seasonally adjusted at annual rates

Period ; Real GNP
:

1970 1075.3
1971 - 1107.5
1972 1171.1
1973 1 1227.7
11 1228.4

111 ’ 1236.5

v 1240.9

1974 1 1228,7
Il 1217.2

111 1210.2

v . 1186.8

1975 1 1158.6
I1 1168.1

I1X 1201.5

v 1215.9

Office of the Secretary of the Treasury March 11, 1976

Office of Tax Analysis
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Table 2
Consumer Price Index

Seasonally Adjusted

Percent Change From

: Level : Last Period

Period 3 (1967=100) : (Annual Rates)
1970 . 116.3 5.9
1971 121.3 4.3
1972 125.3 3.3
1973 1 128.8 6.0
11 131.6 8,7
II1 134.3 8.2
v 137.5 9.5
1974 1 141.6 11.9
11 145,.5 11.0
III . 149.7 11.5
v ' 154.1 11.8
1975 1 157.2 8.0
11 159.6 6.1
111 162.8 8.0
v 165.5 6.6
October 164,5 7.3
November 165.5 7.3
December 166.4 6.5
1976 January 167.1 5.0

Office of the Secretary of the Treasury i March 11, 1976

Office of Tax Analysis
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Table 3

Productivity Growth, 1960-1973
(Average Annual Rate)

Gross Domestic Product Manufacturing

per employed output per

person manhour
United States 2.1 . 3.3
Japan 9.2 10.5
West Germany 5.4 5.8
France 5.2 6.0
Canada 2.4 4.3
Italy 5.7 6.4
United Kingdom 2.8 4.0
11 OECD Nations 5.2% 6.1

*Average for 6 OECD countries listed.

Source: Department of the Treasury



Table 4
ACTUAL AND PROJECTED INVESTMENT AS A PERCENT OF GNP

Bosworth
Average Duesenberry Chase
1965-1974 NYSEL/ Carron2/ Friedmanz/ G.E.i/ DRIZ/ Econometrics &/

Gross private domestic

investment 15.1 16.4 15.5 15-8 15.8 15-7 15.9
lon-residential fixed 10.4 12.1 11.3 11.5 11.4 11.0 11.8 /
Inventory 1.0 0.3 0.8 0.8 0.4 0.8 0.8
Residential 3.8 3.9 3.5 3.5 4.0 3.8 3.3
&/ The New York Stock Exchange, The Capital Needs and Savings Potential of the U.S. Economy:

g0t

Projections Throuprh 1985, September 1974. Figures shown are based on cumulative projections
In current dollars, 1974-1985.

Barry Bosworth, James S. Duesenberry, and Andrew S. Carron, Capital Needs in the Seventigds,
The Brookings Institution, 1975. Figures shown are based on estimates for 1980 in current

dollars from Table 2-12, p. 39 (note the constant dollar 1980 figures in Table 2-11 project
gross private domestic investment as 15.8 percent of GNP).

Benjamin M. Friedman, "Financing the Next Five Years of Fixed Investment" in President's
Authority to Adjust Imports of Petroleum, Public Debt Ceiling Increase; and Emergency Tax
Proposals; Hearings before the Committee on Ways and Means, House of Representatives, January
1975, pp. 710-726. Figures shown are based on 1975-79 averages of current dollar projections.

Reginald H. Jones, "Capital Requirements of Business, 1974-85," Testimony submitted to
Subcommittee on Economic Growth, Joint Economic Committee, May 8, 1974. Figures shown ar-
based on cumulative projections in current dollars, 1974-1985.

Data Resources, Inc., Summer 1975, "Special Study: The Capital Shortage."” Summary table on
i;..ide cover. 1985 data only, current dollars, standard forecast.

Chase Econometrics August 1975. "The Next Ten Years: Inflation, Recession and Capitel
Shortage." 1984 data only, current dollars. Table, page #1 of 14. No recession run.
t



Table S
Debt-Equity Ratios for Selected Industries 1/

Fourth : : t Motor : Electrical : Primary : Nom- : Textile : : Petrolewm
Quarter : All : Durable : Vehicles & : & Electronics : Iron & ¢ Durable : Mill : Industrisl : and Coal
- u H i Equipment ; ipment _; Steel ; Goods ; Products ; Chemicals : Products
1956 « 249 «224 147 316 +191 o254 243 263 «200
1957 o242 «233 .150 «290 .188 «251 «251 276 197
1958 ’ 1239 . .233 0136 0260 .203 .m .236 Qm . Ol”
1959 " 2237 «235 132 +284 «216 239 237 «289 -180
1960 <246 248 126 «282 231 254 o242 «283 178
1961 «250 23S 135 273 «272 245 257 «280 JA72
1962 «253 «256 122 «299 «257 «248 «270 299 +166
1963 253 253 .113 +296 239 «253 <313 «338 168
1964 «258 «253 110 293 «249 «262 310 «368 «16%
1965 282 275 120 +«330 262 289 337 426 186
1966 321 321 141 403 309 319 366 426 211
1967 «350 «353 155 J4b4b «330 347 «392 452 »233
1968 377 375 -158 Ll «358 «382 +&08 465 «268
1969 .‘12 . .620 0196 .‘98 o‘°7 .1003 .“. .‘7‘ : .27 l
1970 om \ .“3 - 215 . s“ .‘72 .427 0“3 .m om
9N A «459 «255 5168 498 429 437 { +495 309
1972 431 442 232 «305 «500 420 326 +485 «292
1973 437 455 264 <549 «500 417 359 463 «282
1974 433 48 «230 «508 370 AL 356 46 «221
1975 431 450 287 7 422 412 335 +«503 «238

Office of the Secretary of the Treasury
Office of Tax Analysis

1

!

1/ Total stockholder equity divided by total short-term bank loans, installments due on ome-year or Iou on long-term
debt and long-term debt due in more than one year.

Source:

Federal Trade Commission "Quarterly Financial Report for Manufacturing Corporations,” Fourth Quarter of Yesr.
Not adjusted for changes in simple or methods of reporting.

901
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Table 6
The President's Tax Cut Proposals
(1975 Levels of Income)

($ billions)

: President’s
— : Tax Cut
H Proposals
"\—Indivtdu‘l 24020 B A PO P ISPV BINPI ORI RN IR RRNESIIOIPIN RN PPEINGSS 21'2
Increase personal exemption ...iceeceveccscescrcecsonss 10.1
Standard deduction changes ....ccovovvoccvesnsvsnosaanes 4.0
Tax rate reductions ...ccovvreecvcoscconnvascorsonvennnse 6.6
Investment tax credit 1/ ....veveecencorsossconersnnnes 0.5
COLPOYALE s.ovsverererssnossssosnrssassssansossoassosessanss 6.7
Surtax exemption and normal rates ....e.ecvecvcrrevenss 1.5
SUXLAX TALE covvsossvcerosvoostsoarecorssnsossssoscnccnsss 2.2
Investment tax credit 1/ ..eesveecrccssncrsransssonsse o 2.5
Utility relief .ocevevecsvosancnnnerencsasreccnnsocsssns _Q_,_i
Total LRCIC I I B B A N B B R R B R BN U R B R B BN B RN R A Y B R IR B RN R B A N B B BRI BB 27.9
Office of the Secretary of the Treasury March 15, 1976

Office of Tax Analysis

1/ The investment tax credit changes do not affect tax liabilities until 1977,
since these exact changes were already included in the Tax Reduction Act of
1975 and extended through 1976,

Note: Figures may not add to totals due to rounding.
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Table 7

Tox Rate Schedule for President's
Tax Reduction lroposals
(Single Taxpayers)

Taxable income H Present rates :Proposed rates : Proposed rates
bracket : : for 1976 : or 1977
$ 0 $ 500 14 ¢ 13 ¢ 12 %

500 1,000 15 - 14 13
1,000 1,500 16 15.5 R 3
1,500 2,000 17 16 : 15
2,000 3,000 19 17.5 16
3,000 4,000 19 .18 1?7
4,000 5,000 21 - 19.5 18
5,000 6,000 2] 20 19
6,000 8,000 . 24 22.5 21
8,000 10,000 25 24.5 . 2%
10,000 12,000 27 27 27
12,000 14,000 29 29 29
14,000 16‘000 31 31 31
16,000 18,000 34 34 34
18,000 20,000 36 36 36
20,000 22,000 38 38 38

22,000 26,000 40 40 40 *
26,000 32,000 45 . 45 45
32,000 38,000 50 50 50
38,000 44,000 i 55 55 55
44,000 50,000 60 60 60
50,000 60,000 62 62 62
60,000 70,000 64 64 64
70,000 80,000 66 66 66
80,000 90,000 68 68 68
90,000 100,000 69 69 69
100,000 .- 70 70 70

Office of (he Secrctary of the Treasury January 12, 1975

Office of Tax Analysis
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Table 8

Tax Rato Schedule for President's
.Tax Reduction Proposals
(Marricd Tarpayers Filing Joiutly)

Taxable income Prescont rates : Proposcd rates : Proposed rates
bracket ; ; for 1976 ; _ for 1977
$ 0 $1,000 %% 13% 12 %
1,000 2,000 15 14.5 14
2,000 3,000 16 15.5 . 15
-3,000 4,000 S ¥ 16 15
4,000 6,000 19 17.5 16
6,000 8,000 19 18 17
8,000 10,000 22 21.5 21
10,000 12,000 22 22 22
12,000 16,000 25 25 25
16,000 20,000 28 . 28,5 L/ 29 1/
20,000 24,000 32 33 1/ 3 1/
24,000 28,000 36 36 36
28,000 32,000 39 .39 39
32,000 36,000 42 42 42
36,000 40,000 45 45 45
40,000 44,000 48 48 48
44,000 52,000 : 50 50 S0
52,000 64,000 53 53 53
64,000 76,000 55 55 . 55
76,000 88,000 58 58 58
88,000 100,000 60 . 60 60
100,000 120,000 . 62 62 62
120,000 140,000 64 64 64
140,000 160,000 66 66 66
160,000 180,000 68 68 68
180,000 200,000 69 69 69
200,000 .- 70 70 70
Office of the Secretary of the Treasury January 12, 1976

Office of Tax Analysis

1/ While two rates arc incrcased in the higher brockets,
taxpayers with f{ncone taxed in those brockets will
benafit from rate reductions in the lower hrackets so
that on balance the cudupes in rates reduce Laxces
even for those aflccted by the increased rates.,
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Table 9

Tax Liabilities Under Various Tax Laws for Single
Person Without Dependents, With Itemized Deductions

of 16 Percent of Adjusted Gross Income 1/

Adjusted ¢ : Tax_Lisbility __

B e e e e e
class : = : Act :__extended law
$ 5,000 $ 490 § 404 S 425 3 364 $ 334
7,000 889 796 800 715 677
~ 10,000 1,506 1,476 1,430 1,331 1,278
15,000 2,589 2,559 2,500 2,410 2,358
20,000 3,807 . 3,817 3,757 3,667 3,609
25,000 5,325 5,295 5,235 5,145 5,080
—30, 000 6,970 6, 940 6,880 6,790 6,722
40,000 10,715 ’ 10, 655 -10,625 10,535 10,455
50,000 15,078 15,048 14,988 14,898 14,811

o

Proposed
: 1977 ,
lay

2,307
3,58%
5,015
6,655

10,37

14,725

Office of the Secrctary of the Treasury
Office of Tax Analysis

March 12, 1976

1/ If standard deduction exceeds itemized deduction uses standard deduction.

2/ Assumes that taxpayer is not eligible for the Home Purchase Credit.



- 111

Table 10

Tax Liabilities Under Varfous Tox Laws for Family with
No N'ependents, Filing Jointly with Ttemized Deductions

. of 16 Percent g&?ﬁ::;ed Lross lncome 1/

Adjusted ¢ : Tax Liabitfry -
T T I A e R T oy
My class : law H law 2/ H Act :_extended t_law : law

$ 5,000 $ 2 $ 170 § 225 $ 130 $ 88 60

7,000 . S8 492 = 548 448 387 335
10,000 1,171 1,054 1,084 948 872 800
15,000 2,062 2,002 1,972 1,862 1,827 1,750

20,000 3,085 3,005 2,995 2,905 2,862 2,780

25,000 4,240 4,180 4150 7 4,060 4,006 3,950

30,000 $,564 5,504 5,474 . 5,384 5,35% 5,328

40,000 8,702 " 8,642 8,612 8,522 8,481 8,444

50,000 12,380 12,320 12,290 12,?00 12,140 12,080

Office of the Secretary of the Treasury
Officé of Tax Analysis

March 12, 1976

b 1/ I'f standard deduction exceeds {temized deduction, fa:ﬁily t..uses standard deduction,

2/ Assumes that taxpayer is not eligidle for the llore Purchase Credit.
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Table 11

" Tax Liabilities Under Various Tax Laws for Family
with 1 Dependent, Filing Jointly with ltemized Deductions
of 16 Percent of Adjusted Gross Income )/

(Dollars)
Adjusted ¢ : “Tax Lishility o
- gross Po1e72-74 1975 ¢ Revenua : Revenuo Ad= : Propogsed : lropos
R income 1s LY ) ¢ Adjustment: justment Act: 1976 v 1977
class v ;e 2 H Act ;_extended : law : daw
$5,000 8. 208 § 29 8 98 $ o §$ o $ o
7,000 527 C 336 406 289 234 . 100
10,000 1,029 882 949 821 726 640
15,000 1,897 1,807 1,807 1,717 1,635 1,435
20,000 2,898 2,808 2,808 2,718 2,624 2,530
25,000 4,030 3,940 3,940 3,850 3,757 3,660
30,000 " 5,324 5,234 5,234 5,144 5,070 4,938
40,000 8,407 ‘ 8,317 8,317 8,227 8,140 8,054
50,000 12,028 11,938 11,938 11,848 11,739 11,630
Of fice of the Scecretary of the Treasury March 12, 1976

Office of Tex Analysis

1/ 1f standard deduction exceeds itemized deduction, family uses standard duduction.

2/ Assumes that taxpayer is not eligible for the Home Purchase Credit.
Also assumes that taxpayer is not eligible for the Earned Income Credit.
Taxpa:-;r:b?airfxtainmg 8 home in the United States for a dependent child
are eligible for the Earned Income Credit (BIC) 1f they ea
$5.000. “1£ the (RIC) y earn less than
effects of the EIC vere included, the table would have these sntries
(negat{ive entries represent direct payments to the taxpayar)

Revenue Revenue Ad-
Adjustment justment Act Proposed
AGL 1975 tav  _Ast. = __Extended 1976 law
$5,000 - $271 «$35 -$300 T - %150
$7,000 + $236 $356 $189 + $184

§ BEST corv avaname
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Table 12

Tax Lisbilities Und\hr Various Tax Laws for Family
wvith 2 Dependents, Filing Jointly with Itemized Deductions
of 16 Percent of Adjusted Gross Income 1/
(Dollars) .
Adjusted : : Tax Liashility
grosy H 1972-74 ¢ 1975 t  Revenue.

income law P olew 2/ fAdjustmenr.:justncnt Act: 1976 3 1977

: Revenue Ad- : Proposcd @ i'ropo.oe

"’% class Act  : extended : law . 12
$5,000 $ 98 $ 0 o 0 $ ) $ 0
7,000 402 186 § 268 $ 138 89 60
10,000 886 709 797 651 555 485
I 15,000 1,732 1,612 1,642 1,552 n4s6 1,325
20,000 2,710 2,590 2,620 2,530 2,405 2,280
25,000 3,820 3,700 3,730 3,640 3,507 3,370
30,000 5,084 4,964 4,996 . 4,904 4,781 4,648
40,000 8,114 7,909 8,024 7,934 7,799 7,664
50,000 11,690 11,570 11,600 11,510 11,345 11,180
0ffice of the Sccretary of the Treasury March 1\2., 1976

Office of Tax Analysis

1/ 1f standard deduction excoeds itemized deduction, family uses standard deduction,

2/ Assumes that taxpayer is not eligible for the Home Purchase Credit.
Also assumes that taxpayer is not eligible for the Earned Income Credit.
Taxpayers .maintaining a home in the United States for a dependent child
are eligible for the Earned Income Credit (EIC) if they carn less than
$8,000, If the
effects of the EIC were included, the tadble would have these entries

- (negative entries represent direct payments to the taxpayer):

Revenue Revenue Ad-
Adjustment Justment Act Proposcd
AGIL 1975 law Act _ Extended 1976 Luw
$5,000 ~ $300 -$150 -5$300 - $150
$7,000 +$ 86 $218 $35 +$ 39
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Table 13

Tax Lisbilities Under Various Tax Laws for Family
with & Dependents, Filing Jointly with Itemized Deductions
of 16 Percent of Adjusted Gross Income 1/

(Dollars) -

: Tax _liability

Adjusted : - —
Theoms 1 I LT eiment jostmen Aet: 1976 & 1977
class H - H H Act ;. __extended : Jaw 2 lav
$500 8. o § o 0 o § o $ o

7,000 170 0 ? 0 (] 0
10,000 603 372§ 8l $ 308 240 190
15,000 1,402 1,222 1,297 1,192 1,078 965
20,000 2,335 2,155 2,230 2,123 1,966 1,816
25,000 3,400 3,220 3,295 3,190 3,003 2,830
30,000 ° 4,604 4,624 4,499 4,39% 4,101 4,008
40,000 7,529 g9 ¢ 1he2 7,319 7,102 6,896
50,000 11,015 10,835 10,910 10,805 10,543 10,280

Office of thc Secretary of the Treasury March 12, 197&‘

Office of Tax Analysis

}/ 1f scandard deduction exceeds itemized deduction, family uses standard deduction,

2/ Assunes that taxpayer is not eligible for the Home Purchase Credit.
Also sssumes that taxpayer is not eligible for the Earned Income Credit.
Taxpayers maintaining a home in the United States for a dependent child
are elfgible for the Earned Income Credit (EIC) {f they carn less than
$8,000, If the
effects of the EIC were included, the table would have these entries
(negative entries represent direct payments to the taxpayer):

Revenue Revenue Ad-
Adjustment Justment Act Proposed
AGI 1975 Law Act __Extended _ 1976 Law
$5°,000 - $300 -$150 -$300 - $150
$1,000 - §100 -$43 -$100 - $ 50
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Table 14

Comparison of Individual Income Tax Provisions

Revenue

: 1974 1975 : Adjustment : pavenue Adjustment ©  President's President's
: Law H Law : Aet - : Act extended 2/ prepesal proposal
: : :unextended 1/: = . for 1376 for 577
1. S:anderd Deduction ’ ,
(a} Minimm standard
Single returns $1,300 $1,600 $1,500 $1,700 $1,750 81,820
Joint returns $1,300 $1,900 $1,700 $2,100 $2,300 §z,.500
(Y Tercentage staadard i5% 167 167 16% 16% -
(=" Yarimm standazd
irgle resurns $2,000 $2,300 $2,220 $2,400 52,129 §1,87?
Joint returns $2,000 $2,600 $2,400 $2,£00 $2,02 $Z,520
2. P2, -nal Zremption Deduction $750 $750 $750 $750 $375 $1,200
3. Ta~ “redit )
{a; ter capita None $30 $17.50 $35 $17.50 Soas
1% up to $90 27 up to $180 1% up to $9C
(b)) 2ercent of taxable income None Yone None
4, Rat. 2eductions None None None None See Annex See Annex
S. Earr.d Income Credit None 107 up to S400 S7% up to $200 107 up to $400 57 up to $200 None
6. MNome surchase credle None 5% of volue None None None None
up to $2,000
0 Zice » - the Seerctary of the Treosury March 12, 1976
D€ e oF Tex Analysis
v/ ¥uti-aear tax (3obllity change enacted by Keveaue Adjustmens Act of 1975,
1 e wye of Revenue Adjustmant Act changes to peomit con’innel vse or present withholding tax tables through
: W These proviilons are actuilly containeC in the Act but will be ivopevrative without further legislat’on,
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Table 15

Revenue Losses of Individual Income Tax Reduction Compared to 1974 Law

(1976 Levels of Income)

($ billions)

.

:Compination of :

Revenue : Revenue :President's pro President's
Adjustment : Adjustment :gram and Revenue: proposal
Act : Act :Adjustment Act : for
unextended : extended : for : 1977
H H 1924 H
1. Standsrd Deduction ..... -1.8 =3.9 -3.9 ~6.2
2. Personal Exemption
Deduction ............... - - - -5.4 -10.6
3. Per Capita Exemption/
Taxable Income Tax
Credit ........ccc.0.... 4.9 -9.5 -4.9 -
4. Rate Reductions ........ - - -3.6 -6.8
S. Earned Income Crediel/ .. -0.7 .14 -0.7 -
Total ...civvurinrnnnne,. -7.4 -14.9 -18.5 -21.6
Total excluding outlay
portion of earned income
credit 2/ .............. -6.8 -13.8 -17.9 -21.6

Office of the Secretary of the Treasury

Office of Tax Analysis

1/ 1Includes outlay portion.

2/ Revenue loss of tax liability changes that affect withholding tax tables.

March 12, 1976
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Table 16

Total Tax Liability Under Various Tax Laws

(1975 Levels of Income)

($ millions)
1 Reverme Revenue ¢ President's

t : President’s
Adjusted groes &t 1974 : 1975 1 Adjustment : Adjustment : proposed t  proposed
incaome class ¢ law : law 1/ 1 Act unextended: Act extended: 1976 law s 1977 law

($000)

Up to O &4 L1 (1) 44 44 44

0~ 5§ . 2,000 1,165 1,430 998 872 775

$5- 10 14,069 11,514 12,247 10,391 9,702 9,102

10 - 15 23,122 21,099 21,536 19,818 18,653 17,609
15 - 20 23,706 21,944 22,381 21,066 20,264 19,520
20 - 30 28,022 26,782 27,148 26,216 - 25,470 24,714
30 - 50 . 16,950 16,579 16,696 16,430 16,174 15,913
50 - 100 12,064 11,962 11,995 11,923 11,803 11,681
100 or over 9,445 _ 9,425 9,431 9,416 9,385 9,354
TOTAL 129,422 120,514 122,906 116,303 112,366 108,711

Office of the Secretary of the Treasury March 12, 1976

Office of Tax Analysis
Note: Estimates exclude net refunds under E.I.C.; they are treated as expenditures.

1/ Includes effect of home purchase credit.



Table 17

Distribution of Tax Lisbilities Under President's Proposal
for 1976 Compared with Revenue Adjustment Act Extended
by Size of Adjusted Gross Income

(1975 Levels of Income)

Total tax liatiliey . Tax cut caused by the President's Proposal for 1976
Adjusted gross : Revenue ¢ President’'s : Percent : As percent of tax under
income df“ * Adjustment @ proposzl for :  Amount ¢ distribution : Revenue Adjustment Act
: _Act Extended: 1976 . : . Erxtended
($000) (oeeereneriiiiil S bill4ons cereeccececiea)(erenininniaan..... percent terecatentietntininass)
‘Up to § 1.0 0.9 0.1 3.2% 12.12
5=-10 i0.4 9.7 0.7 17.5 6.6
W -15 19.8 18.7 1.2 29.6 5.9
15 - 20 21.1 20.3 0.8 20.4 3.8
29 - 3C 26.2 25.5 0.7 18.9 ‘ 2.8
30 - 50 16.4 16.2 - 0.3 6.5 1.6
50 - 100 11.9 11.8 0.1 3.0 1.0
100 + 9.4 3.4 0.03 2.8 9.3
TCTAL 116.3 , 112,46 3.9 100.0 3.4
Office of the Secretary of the Treasury ) March 12, 1976

Office of Tax Analysis

Kote: Estimates exclude net refuads under E.1.C.; ilzhcy are treated as expenditures.

.
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Table 18

Distribution of Tax Liabilities Under President's Proposal
for 1977 Compared with Revenue Adjustment Act Extended
by Size of Adjusted Gross Income

{1975 Level of Income)

L ]
<

Total tax liability ’ Tax cut caused by the President's proposal for 1977

Adjusted gross

Revenue : President's As percent of tax under

income class : ; : Percent : {
: Adjustment . : proposal for : Amount : : Revenue Adjustment Act
: Act_ extended, 1977 : . distribution : extended
($000) (cococvonecosnseocd DILLIONB .oveennunvecees) (bocveveccocnnoosos PETCENL ceeieevoosnccasoonnces).
Up to 5 1.0 0.8 .2 ’ 2.9% 21.4%
5-10 . 10.4 9. 1.3 17.0 12.4
10 - 15 19.8 | 17.6 2.2 29.1 11.1
i

15 - 20 ' 21.1 19.5 _ 1.5 20.4 - 7.3
20 - 30 26.2 24.7 . 1.5 19.8 / 5.7
30 - 50 16.4 15.9 "~ 0.5 6.8 3.1
50 - 100 11.9 11.7 0.2 3.2 2.0
100 + 9.4 9.4 0.1 0.8 0.7
TOTAL 116.3 108.7 7.6 100.0 6.5
Office of the Secretary of the Treasury March 12, 1976

o_ff:lcc of Tax Analysis

Note: Estimates exclude net refunds under E.I.C.; they are treated as expenditures.
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Table ) 19

Distribution of Tax Liabilities Undec¢ President's Proposal for 1976 Compared
with Revenue Adjustment Act Unextended by Size of Adjusted Gross Income

(1975 Levels of Income)

: Total tax liabi:ity : Tax cut caused bv President's proposal for 197€ —
Missted B0SE L et Act + a0%e b mmeune ¢, TR indlr Reveme Al
: ;nextenggd H law H H distribution : justment Act une_xt;egd_e_d_
- ($000) [ Sbillioqs ......... eeeceaacssssccsscavase J)( cee PEYCONT sovesnvccrscccasonccns)
Uptos 1.5 0.9 0.6 | 5.32 37.9%
5-10 : 12.2 9.7 2.5 26.1 20.8
10 - 15 21.5 18.7 2.9 27.4 13.4
15 - 20 22.4 20.3 2.1 20.1 9.5
20 - 30 ’ 27.1 25.5 . 1.7 15.9 6.2
30 - 50 16.7 16.2 0.5 5.0 3.1
50 - 100 12.0 1.8 0.2 1.8 1.6
* 100 + 9.4 9.4 0.05 0.4 0.5
TOTAL . : 122.9 ﬁ;: ‘ ;;-; 100.0 ;—
" Office of the Secretary of the Treasury March 12, 1976

Office of Tax Analysis :

Nots: Estimates exclude net refunds of E.I.C.; they are treated as expenditures.
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Table 20

Income Distribution of Liability Under President's Proposal
for 1977 Compared with Revenue Adjustment Act Unextended

(1975 Levels of Income)

z Total of tax liability f Tax Cut caused by the President's proposal for 1977
el Yy
. . for 1977 . ., discribution . ___unextended
(5000) Coeveennnae S BIlMONS Loooieienniirrreciacncerocns) (oPETCONL. cuerernoeenonsnnnsoseronses)
Up to 5 ) 1.5 0.8 0.7 4.6% (YA S
5 - 10 [ 12.2 9.1 3.1 22.2 25.7 oy
10 - 15 21.5 17.6 3.9 27.7 18.2 -
15 - 20 22.4 19.5 2.9 20.2 12.8
20 - 30 27.1 2.7 2.4 17.1 9.0
30 - 50 16.7 15.9 0.8 5.5 4.7
50 - 100 12.0 11.7 0.3 2.2 2.6 ’
100 + 9.4 9.4 0.1 0.5 0.8
2cmaL 122.9 108.7 .2 100.0 1.5

Jffice of the Secretary of the Treasury

Office of Tax Analysis

Note: Estimates exclude net refunds under E.I.C,; they sre treated as axpenditures.

March 12, 1976



Income Distribution of Lisbility Under
President's Proposal for 1977 Compared with
President's Proposal for 1976

Table 21

(1975 Levels of Income)

i

Total tax liability

Tax cut caused by the President's Proposal for 1977

AGI class : President's President's : : As pcrcent of

(5000) : Propuscl for Proposal for Amount Percent tax uader
1976 1977 : distribution : President's Pro-
: : : : : posal for 1976
(eeveceeeeo.Sbillions...uoiunuane “et tesecscsessencsanes) (o.POTCONE,  0eerinnnnnans esacens)

Up to 5 0.9 0.8 0.1 2.7 10.6

5-10 9.7 9.1 0.6 16.4 6.2 ’
10 - 15 18.7 17.6 1.0 28.6 5.6
15 - 20 20.3 19.5 0.7 20.4 3.7
20 - 30 25.5 24,7 0.8 20.7 3.0
30 - 5C 16.2 15.9 0.3 7.1 1.6
50 - 100 11.8 11.7 0.1 3.3 1.0
100 + 9.4 9.4 0.03 0.8 0.3
TOTAL N 112.4 108.7 3.7 100.0 3.3

Office of the ISecrecary of the Treasury
Office of Tax Analysis

Ve

Note: Estimates exclude net refunds under E.I.C; they are treated as expenditures.

March 12, .1976

44!



Table 22

Revenue Losses of Corporate Income Tax Reduction Compared to 1974 Law

(1976 Levels of

Income)

($ billions)

:Combination of :

Revenue Revenue :President's pro- President's
Ad justment Adjustment :gram and Revenue proposal
Act Act :Adjustment Act : for
unextended extended : for : 1977
: : 1976 :
1. Reduce basic corporate rate and
increase surtax exemption......... -1.0 -1.9 -1.¢ -1.9
2. Reduce corporate surtax rate...... - -- -1.2 -2.5
3. Six-point utilities program 1l/.... -- ~— -0.6 -0.6
Total, ......ccoivennnnnn eese -1.0"- -1.9 -3.8 =5.0

Office of the Sccretary of the Treasury
Office of Tax Analysis

1/ Assumes program effective July 1, 1976.

Note: Figures may not add to totals due to rounding.

March 15, 1976

gal
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Table 23
Annual Costs and Benefits of Taxable Municipal Bond
Plan with 30 Percent Subsidy

(millions of dollars)

.

Year s 01 0+ 2 i 3+ 4 i 5 i 10

Gross subsidy cost 39 79 122 166 213 486
Revenues generated 32 66 102 139 178 405
Net subsidy cost 7 13 20 27 35 81
Reduction in state 69 141 218 297 381 868

and local interest
costs

Office of the Secretary of the Treasury
Office of Tax Analysis

January 20, 1976
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Effects of Tax Proposals on Fiscal Year 1977 Receipt

(5 billions)

8

e on

Proposals

Effect on
fiscal year

ADMINISTRATION FROPCSALS IN-1977 BUDGET:

acw

o President's Tax Cut Proposals Effective July 1, 1976:

Individual:
Personal exemption R R N R IR )
Standard deduction S 0000 sI I es PN IIREREENBIIIEIOIRIOIRRS
Tax rate ChangeS.uecesssersvocssasscnsosacsossrsansossesns
Investment tax credit .io.ivaveoecnsnoccsvssrarirersanrsee
Total individual .eeeevrnrvonrersrercoccrosesaarsnanoes

Corporate:

Two percentage point surtax reduction ..e.eseesescesesnns
Change in rate and surtax exemption ..ueecececscressenione
Extension of investment credit ,..iveeceesscossosrscocones
Utility reldef ..o veeurrocrennerarecarsassaonanonsnansnns

TOtal COYPOTALE ccrvecarrviorssrnrrseacsntassnrsosoarsonsns

Total individual and COrPOTBLE i vuvrrvrevoserorccesssses

Other Proposals: .
Social security tax rate increase from 11.7% to 12,3%
effective January 1, 1977 .vuiceescnassensananrssosnsascnas
Unemployment tax rate and base increase January 1, 1977 ....
Stock ownership incentives ...vececscossscesasansnscecscrnne
Accelerated depréciation on investment in high unemployment
Breas LELCRE I B B BN B IR B B BB BB B B B A B I I B I B B B B BB B B BN R A R RN B N

Miscellaneous 1/ cuuevanocnecssonaossansssssnsrssnosannnssos

Total Administration Proposals in 1977 Budget ,........

1/ Miscellaneous consists of Financial Institutions Act; Afrport
Airway Trust Fund; cstate taxes; and miscellaneous receipts.

1977 receipts

+3.3
+2.1
-0.3

-0.3
=0,1

-23,4

and
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-2 -

($ billions)

Effect on

Proposals ¢ fiscal year
:1977 receipts

PROVOSED _ TAX REFCRM: H.R. 10612 TOGETHER WITH NEW INITIATIVES
NOT SPECIFIED IN THE PRESIDENT'S BUDGET

H.R, 10612 modified to delete certain provisions but retaining

general effective date of January 1, 1976 1/ ..i.vvvsereccereas -0,1
Replace the retirement income credit with a tax credit for the

clderly (as in H.,R, 10612, section 503) but eliminate the credit R

for individuals under age 65 ....ccocnvnvsesesanrsarsrsrnaress -0.3
Restructure the tax t certain disability pensions

(as in H.R, 106¥2, section 505) but repeal the sick pay

eXClUSION tevenencesrisvsnsoiosoossscsssocasconcsasassnsanson +0.3
Repeal 30 percent foreign withholding on portfolfo dividends
and INLeEreSt ....iieviearecesrnsienrotesisrerononnasrsnsnnans -0,2
Repeal alternative tax on capital gains .....cceoeevvecivecarans +0.1
Replace 10 percent minimum tax on individuals with rminimum tax-
able INCOME seiverisostnsssronrenrrroscsasacacrssssssossssane +0.4
$1iding scale additional capital gains exclusion ...c.cevnvsnes *
Allow 30 percent optional subsidy for taxable munfcipal bonds . *
Home insulation credit ,....ceviveerrnrrreoonssonescannnnnennns -0.3 -
Simplification package with $400 AlloWaNCE .vvvevsrrirnerroanes *
Total proposed taX FefOXM 4 .vuservaseovocosconsasnrsoonnssesss *
TOTAL ADMINISTRATION PROPOSALS IN 1977 BUDGET AND TOTAL
PROPOSED AR REFORM L. ... . ccereraestoensrosceosnsscornsasnonssss «23.4
Office of the Secretary of the Treasury March 16, 1976

Office of Tax Analysis
1/ Delete the following sections of H,R. 10612: 101 (as pertains to oil and
gas property and sports franchise property), 202, 206, 209, 301, 503, 504, 505,
1101, 1401, 1402, 1701, and 1801.
* Less than $50 million.

Note: Figures may not add to totals due to rounding,

[Whereupon, at 12:10 p.m., the committee recessed, to reconvene at
10 a.m.,on Thursday, March 18, 1976.]
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TAX REFORM ACT OF 1976

THURSDAY, MARCH 18, 1976

U.S. SENATE,

ComMMITTEE ON FINANCE,
- Washington, D.C.

The committee met at 10:05 a.m., pursuant to recess, in room 2221,

" Dirksen Senate Office Building, Senator Russell B. Long (chairman

of the committee) presiding.
c Present: Senators Long, Talmadge, Byrd, Jr., of Virginia, and
urtis,

The CHAmRMAN, This hearing will come to order.

The first witness this morning will be the Senator from Massachu-
setts, the Honorable Edward M. Kennedy. Is Senator Kennedy here{

We are also scheduled to hear from Senator Mathias. The Senate
is in session. Senator Mathias is not here either.

I will call Mr. Walker Winter, member of the board of directors,
chairman, Taxation Committee, Chamber of Commerce of the United
States. accompanied by Robert R. Statham, director, tax and finance
section. -

We are limiting witnesses to 10 minutes for oral presentation.

I will ask that each Senator confine himself to 7 minutes for the
first round of questions. .

I want to assure all witnesses and anyone else who does not know
this that we will endeavor to read every word of these statements if
we have already failed to do so. We have two good staffs, the joint
committee staff and the committee staff. who will study everything
that the witnesses have to present. The fact that they are not able to
present everything in their statement does not mean that it will not
all be considered. It will all be considered.

For example, the first witness talks about employee stock owner-
ship in his statement, and that will definitely have the attention of
the chairman, the committee, and the staffs,

STATEMENT OF WALKER WINTER, MEMBER OF THE BOARD OF
DIRECTORS, CHAIRMAN, TAXATION COMMITTEE, CHAMBER
OF COMMERCE OF THE UNITED STATES; ACCOMPANIED BY
ROBERT R. STATHAM, DIRECTOR, TAX AND FINANCE SECTION;
AND WALTER A. SLOWINSKI, MEMBER OF THE CHAMBER'S TAX-
ATION AND INTERNATIONAL COMMITTEES

Mr. WinTer. My name is Walker Winter. I am a member of the
Board of Directors of the Chamber of Commerce of the United States

127)
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and chairman of its taxation committee. I am also a partner in the
Chicago law firm of Ross, Hardies, O’Keefe, Babcock & Parsons,

I am accompanied by Walter A. Slowinski, a member of the cham-
ber’s taxation and international committees and a partner in the
Washington, D.C., law firm of Baker & McKenzie, and Robert R.
Statham, director of the taxation and finance section of the national
chamber.

Mr. Chairman, the chamber appreciates this opportunity to pre-
sent its views on tax revision and the extension of expiring tax reduc-
tion provisions. The American business community is concerned with
the burden of taxation and its effects on the economy.

There should be a continuing and thorough consideration of the
entire Federal tax system, with particular emphasis on the rate struc-
ture, other revenue sources, and amendments needed to remove the
ambiguities and the unintended hardships and the inequities in the
Internal Revenue Code.

The thrust of tax revision should be to encourage job-creating cap-
ital investment, Our present tax policy favors consumption and dis-
courages savings and investment. The existing corporate tax discour-
ages equity investment and encourages debt financing. Present depre-
clation provisions are grossly inadequate, still tied tc an outmoded
system of useful lives, and need major overhaul. And the rates of tax-
ation for both individuals and corporations are too high—so that they
discourage savings, investment and risk taking and promote inefli-
ciency.

To encourage modernization and expansion of productive facilities
in order to muke American industry fully competitive and capable
of meeting the added demands of our economy, the concept of prompt
capital recovery allowances designed to encourage replacement and
expansion should take the place of outmoded concepts of useful lives,
which have been used unsuccessfully in the attempt to measure de-
preciation and obsolescence.

ASSET DEPRECIATION RANGE

As a first step, the Asset Depreciation Range system should pro-
vide for a 40-percent variable capital cost recovery period applied
to the 1962 Treasury guidelines. The goal should be a complete capital
cost recovery system that groups assets in a few general classes, to
which a capital cost recovery percentage is applied to assets as a class.

INVESTMENT TAX CREDIT

A permanent 12-percent investment tax credit would help stimulate
the economy, reduce unemployment, increase capital investment, en-
courage productivity, stimulate new orders for materials, combat in-
dustrial obsolescence, and improve the climate for capital formation.

The corporate form of business enterprise is the premier form of
business organization in the United States, It allows for the efficient
concentration of the capital of large numbers of investors, and pro-
vides limited liability for investors. However, it is the only form
of business enterprise whose owners are subject to double taxation.
Double taxation discriminates against the corporate form of doing
business. This inequity should be removed.
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TAX REDUCTIONS

‘We urge that an across-the-board tax reduction for individuals and
corporations be made a major part of tax reform legislation. Tax
rates should be reduced to permit and encourage the reinvestment of
earnings in sufficient. amounts to promote economic progress and pro-
vide jobs.

CAPITAL GAINS TAX

We support modification of the rate of taxation of capital gains
by providing for reduced taxation of capital gains proportionate to
the length o% time a capital asset is held, with the reduction of being
gradual and continuous. Current law provides for a deduction from
gross income of 50 percent of the excess of net long-term capital gains
over net short-term capital losses for individuals.

TAXATION OF FOREIGN INCOME

The national chamber opposes legislation that would increase the
tax burden on U.S. businesses doing business abroad, either directly
or indirectly. There are sound reasons for the present tax law relating
to the foreign tax credit, DISC and deferral for certain foreign sub-
sidiavies of U.S. companies. Any adverse change almost certainly
would result in curtailing American foreign operations, with an
attendant loss of jobs both-here and abroad.

WITHHOLDING TAX ON PORTFOLIO INVESTMENTS IN THE UNITED STATES

We support elimination of the current 30-percent withholding tax
on portfolio investments in the United States of nonresident aliens
and foreign corporations and the elimination of the estate tax on such
investments. The United States is facing a critical capital shortage.
One way to alleviate this shortage would be to encourage investment
in U.S. businesses by foreign persons. The current 30-percent with-
holding tax and the estate tax is a discouragement to this investment
and should be eliminated.

ESTATE AND GIFT TAXES

It is time to reexamine Federal estate and gift taxes in terms of
equity, inflation, and the adverse effects on family-owned and small
closely-held businesses. These tax laws and their high rates have been
virtually unchanged since 1942.

We support an increase in the Federal estate tax exemption from
$60.000 to $200,000.

%%Vo%support an increase in the Federal gift tax annual exclusion to

We support an increase in the Federal gift tax lifetime specific
exemption to $60,000.

CORPORATE SURTAX EXEMPTION

Substantial further corporate tax reduction is necessary to permit
and encourage reinvestment of earnings in sufficient amounts to pro-
mote healthy economic progress. Prior to the Tax Reduction Act of
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1975, the $25,000 surtax exempiion had been in the tax law for 25
years. Clearly, the current exernption is not worth what it was in
1950. We urge that the corporate surtax exemption be increased to
$100,000, with a 20-percent normal tax on the full amount subject to

the surtax exemption.
DEDUCTION FOR NONBUSINESS INTEREST

We oppose any changes in the tax law that would eliminate or
abridge the present deduction for nonbusiness interest. H.R. 10612
would put a Exed dollar limit on the deduction for nonbusiness inter-
est, including investment interest and interest on home mortgages, to
$12,000 per year. This provision could provide a devastating restric-
tion in the long run on the deduction of nonbusiness interest.

Nonbusiness interest would include interest on home loans, auto and
home appliance loans, personal loans, vacation and student loans, and
transactions involving loans for installment purchases.

We are opposed to this provisién in H.R. 10612 which would place
a limit on nonbusiness interest. There already are sufficient limita-
tions in the law to prevent any possible abuse in this area. We urge
that this provision be eliminated from the bill.

DEADWOOD

In previous Congresses, legislation designed to remove the “dead-
wood” from the code was introduced. This proposed legislation—com-
monly referred to as the Deadwood bill—provides for repeal of
approximately 150 obsolete sections and changes in over 850 others.

These provisions are included in H.R. 10612. The stated purpose of
the Deadwood bill is to achieve simplification, but not through mak-
ing any policy or substantive changes in existing law. We endorse
the concept of the Deadwood statute. It is one step toward simplifica-
tion that should be welcomed by all taxpayers. We hope it will be
considered in the course of this committee’s deliberations on tax re-
form, and made a part of the proposed legislation.

TAX LAW SIMPLIFICATION

‘We hope that as a result of these hearings, Congress will simplify
the tax laws, rewrite inequitable provisions in the law, and develop
a program of tax reduction. As we have pointed out in the past, the
complexity of the Internal Revenue Code may be the real “loophole”
in our tax system. It should be pointed out that the current legislation
under consideration by this committee—H.R. 10612—is over 650 pages
long, contains over 90 sections and is accompanied by 475 pages of
explanatory material.

The uncertainty of the tax system adds to its complexity. A new
round of tax reform has been a matter of discussion since 1972. Un-
certainty as to the future of major tax legislation breeds uncertainty
in investment decisions. Taxpayers become reluctant to invest in ven-
tures that could produce jobs and improve economic conditions, be-
cause they are uncertain as to the impact of possible new income tax
changes on profits. Uncertainty in the tax system discourages eco-
nomic growth.
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Constant changes in the tax system add to the uncertainty and to
the complexity for the average individual taxpayer. Constant changes
in the tax law require constant changes by the Internal Revenue
Service in the individual income tax return forms. Every year the
taxpayer must familiarize himself all over again with a new Form
1040. Unable to keep up with these annual changes, the taxpayer
often grudgingly pays for assistance in the preparation of his return.
As you know, we have seen an increase of that year after year.

Tax reform rhetoric forecasting major overhauls of the Federal
tax system, constant changes in the tax system that cause inconven-
ience and return compliance problems for the taxpayer, the proposals
of changes in the tax laws—so complex they are often difficult even
for most of the Members of Congress to fathom—are causing major
problems for the average taxpayer and discouraging more job-pro-
ducing investment.

ESOP

Now, a word on the ESOP. What I have in mind is the investment
credit ESOP, Mr. Chairman. We are, of course, very interested in
the investment tax credit. There is a problem in the investment credit
ESOP which was administered by the Tax Reduction Act of 1975;
that is, that when you have a corporation issuing stock and you have a
second and third tier corporation, you have a big corporate setup and
you want to use the é)arent company stock. You do not want to use
the stock of the second or third subsidiary.

If you have a subsidiary with nonvoting stock, which is not owned
by the parent, you do not want to use the stock of that subsidiary,
you want to use the stock of the holding company. We cannot do that
now because the definition of control for this purpose is under section
868(c). It is in subchapter C. So that you knock out the second and
third subsidiaries and subsidiaries with nonvoting preferred stock.

On behalf of the national chamber, I wish to thank you, Mr. Chair-
man, and the members of the committee, for this opportunity to
testify on the subject of tax reform. We hope we have been helpful in

resenting the views of American business, and we again thank you
or the opportunity to appear and be heard.

The CramrmaN. Thank you very much. I especially welcome your
suggestion on employee stock ownership. If this Senator has any in-
fluence on this committee, we are going to do everything we can to
make employee stock ownership more and more the order of the day,
and so far as I can see, I think that everybody agrees that it helps the
rank and file to come to own an equity interest in the company for
which he works.

It improves labor relations when employees have a substantial
interest ; it increases productivity; it increases an employee’s interest
in the firm for which he is working. To put it another way, it tends
to get rid of the “don’t-give-a-damn” attitude that is altogether too
prevalent in some areas, and I think it tends also to help spread the
wealth of our country somewhat more evenly among the people.

So I think it is most important.

Now, I would be the first to agree that it was written altogether
too tightly, and that is the case because our dedicated staff does not

60-460—76—-—10
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want to see any one of these things become a big loophole where some-
body could get some money not intended to be a benefit. But I would
be the first to agree that in the areas that you are discussing we
should carefully study it to see that it achieves what we want it to
achieve and, at the same time, has the flexibility to permit the com-
panies to do what best fits their situation.

The definition of control you have had in mind is a good example.

Mr. WinterR. When you take a look at a group, you look at the
affiliation rules and you will include more participation for all the
companies, but when you are looking at the investment credit ESOP,
you do not look to the same rules, whether they are in consolidation.
One of the changes corporations look at, and this is a very narrow
definition of section 868(c), indirect control is not direct control for
purposes of the subchapter C.

So that is the very technical problem that needs to be corrected.

The Cramman. I hope that the staff will take note of this, because
that is one of the things that we should discuss.

It should not be a requirement that a company own 80 percent of
the stock of a subsidiary in order for the subsidiary to participate to
have an employee stock ownership plan in which the parent company
would encourage or participate directly or indirectly. We ought to
find ways to do that so that the employee stock would not, for control
purposes, be kind of against the rights of a company that uses a
consolidated tax return. :

Mr. WinTer. The important thing is a parent company that is a
company listed on the big board that is publicl}y; owned, that is the
stoc Pyou have to use if you are going to use the investment credit
ESO L]

The CrArMAN. Senator Talmadge?

Senator TaLmapge. No questions.

The CaammanN, Thank you very much, gentlemen. I want to assure
you again that we will study this very fine presentation that you have

made for us. . .
[The two statements of Mr., Winter follow. Oral testimony con-

tinues on p. 180.]
STATEMENT BY WALKER WINTER, CHAMBER OF COMMERCE OF THE UNITED STATES
SUMMARY

There is a need to evaluate the tax laws and their impact upon taxpayers
and the economy. The entire Federal tax system should be examined with par-
ticular emphasis given to the rate structure, revenue sources, and amendments
needed to remove ambiguities and unintended hardships and inequities from the
Internal Revenue Code. We endorse the concept of the deadwood statute. It is
one step toward simplification that should be welcomed by all taxpayers.

The American economy is faced with a major capital shortage. To encourage
the lgrowth of capital formation, the following changes should be made in the
tax laws:

1. To encourage modernization and expansion of productive facilities so as to
make American industry fully capable of meeting its new demands, the concept
of prompt capital recovery allowances designed to encourage replacement and
expansion should take the place of outmoded concepts of useful lives which
have been used unsuccessfully as a measure of depreciation and obsolescence.
As a first step, the Asset Depreciation Range system should provide for a 40
percent variable capital cost recovery period applied to the 1962 Treasury
guidelines. The goal should be a complete capital cost recovery system that
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groups assets in a few general classes to which a capital cost recovery percentage

is applied to assets as a class,

2. A permanent full 12 percent investment tax credit should be provided, on
an expenditure basis, uniformly applied to all business, and without limitations
based on tax liability in order to encourage job producing investment.

3. Tax rates should be reduced to permit and encourage reinvestment of earn-

ings in suficlent amounts to promote economic progress and provide jobs,

4, High tax rates have emphasized the unfairness and unsoundness of the
double taxation of equity capital resulting from the taxation of corporate earn-
ings and of corporate dividends received by individuals. This inequity should be
removed.

5. The rate of taxation for capital gains should be reduced proportionate to
the length of time an asset is held, with the reduction being gradual and con-
tinuous,

We urge that the corporate surtax exemption be increased to $100,000, with a
20 percent normal tax on the full amount subject to the surtax exemption.

There are sound reasons for the present tax law relating to the foreign
tax credit, DISC and deferral for certain foreign subsidiaries of United States
companies. Any adverse change almost certainly would result in curtailing
American foreign operations, with an attendant loss of jobs both here and
abroad.

_It is time to reexamine federal estate and gift taxes in terms of equity, in-
flation, and the adverse effects on family-owned and small closely-held busi-
nesses. These tax laws have been virtually unchanged since 1942, We support an
increase in the federal estate tax exemption to $200,000. .

STATEMENT -

My name is Walker Winter. I am a member of the Board of Directors of the
Chamber of Commerce of the United States and Chairman of its Taxation
Committee. I am also a partner in the Chicago law firm Ross, Hardies, O’'Keefe,
Babcock and Parsons. )

I am accompanied by Robert R. Statham, Director of the Tax and Finance
Section of the National Chamber.

Mr. Chairman, the Chamber appreciates this opportunity to present its views
on tax revision and the extension of expiring tax reduction provisions. The
American business community is concerned with the burden of taxation and
its effects on the economy. There should be a continuing and thorough consider-
ation of the entire federal tax system, with particular emphasis on the rate
structure, other revenue sources, and amendments needed to remove the ambi-
gultles and the unintended hardships and inequities in the Internal Revenue

ode.

The main thrust of major tax revision should be on capital formation and
job creation for long-term economic growth, With energy and environmental
requirements that are certain to increase, the legislation should encourage
capital investment in more productive, energy-saving and environmentally sound
machinery and equipment.

The legislation under consideration by this Committee will play a major role
in the course of the Nation's economy, and every segment of the American
enterprise system 1s certain to be affected by its provisions. It is in the best
interests of the country that this legislation be used to provide equity in the
tax laws and simplify compliance for the taxpayer. It should not be used as an
instrument to quash individual initiative to save, invest and provide jobs and
a better standard of living for our citizens.

Ours is a self-assessment system of compliance with the tax laws., Taxpayer
confldence is necessary or those administering the tax law will have problems
obtaining the revenue required for necessary government operations. It is im-
portant that we guard against constant changes in the tax laws lest this in
itself have a demoralizing effect. It is important that adequate consideration be
given to proposed changes to make sure that what is being enacted will provide
lasting solutions rather than temporary confusion.

The tax system should not restrict investment necessary for capital formation
and the growth of job opportunities. Taxes on income from foreign sources
ghould be imposed with due regard for the necessity of keeping United States
enterprises fully competitive in their operations abroad.

In keeping with these remarks, we enumerate our recommendations on the
issues of tax revision and tax reduction.
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The Need for Capital Formation

If we are to meet our economic goals, reduce unemployment to a minimun,
bring inflation under control, and meet our energy and environmental protection
needs of the future, it is critical that we allocate more of our resources to
capital spending and less to consumption. Our tax system should encourage more
business-investment in the tools of production.

A study for the Council of Economic Advisers indicates there will be a needed
shift in business fixed investment as a share of Gross National Product from

an annual average of 10.4 percent from 1965 to 1970 and from 1971 to 1974 t6— —

an annual average of 12 percent during the period 1975 to 19%0. Since investment
from 1975 to 1976 is expected to be less than 10 percent of GNP, a ratio in
excess of 12 percent may be needed over the next four years. This necessary
shift in emphasis in business fixed investment may not appear large in per-
centage terms, but—when considered in terms of the multi-trillion dollar econ-
omy of the future—huge dollar amounts will be needed. To achieve our employ-
ment, environmental, and cnergy goals, our tax policies must be revised to
encourage more capital formation.

We must apply those principles-to our taxing system that promote the mod-
ernization and expansion of our productive facilities. Other highly industrialized
nations understand these principles and are applying them, If we are to continue
to improve our standard of living, reduce unemployment and solve our inflation
problem and remain competitive internationally, we must balance our tax policy
in favor of capital formation.

The thrust of tax revision should be to encourage job-creating capital invest-
ment. Our present tax policy favors consumption and discourages savings and
investment. The existing corporate tax discourages equity investment and en-
courages debt financing. Present depreciation provisions are grossly inadequate,
stlll tied to an outmoded system of useful lives, and need major overhaul, And
the rates of taxation for both individuals and corporations are too high—so that
they discourage savings, investment and risk taking and promote inefficiency.

Capital Cost Recovery and Depreciation

Depreciation practices in this countiy are grossly inadequate. Although the
codification of the Asset Depreciation Range system has eased the situation,
it is far from being corrected. The Chamber supported the Asset Depreciation
Range (ADR) system when it was codified in the Revenue Act of 1971. We
continue to support the full retention of the ADR system and urge that it be
liberalized to insure the continued modernization of American industry and to
enable American business to compete more effectively in world markets. At
the same time, we reafirm our long-standing preference for a permanent and
flexible capital cost recovery allowance system.

For many years, we have called for meaningful changes in our eapital cost
recovery system. We have asked for a permanent capital cost recovery allowance
system along the lines set forth in the 1970 Report of the President’s Task Force
on Business Tarxation as a first step toward the adoption of a full capital cost
recovery system. Those recommendations include substituting a capital cost
recovery allowance system for the present system based on useful life of prop-
erty, and allowing full recovery of cost, unreduced by salvage value, in a period
40 percent shorter than would be allowed under the 1962 Treasury guidelines
for determining useful lives. The Task Force recommendations should he adopted
for their long-range, permanent effect.

We believe that the ADR system is an important step in encouraging invest-
ment and replacement of obsolete and ineficient machinery and equipment, in-
creasing productivity, fighting inflation, encouraging economic growth to provide
jobs and maintaining American leadership in the world marketplace.

American business 18 at a distinet disadvantage with regard to replacing its
obsolete machinery and equipment. Prior to ADR, a piece of equipment which
might be written off for tax purposes in the United States in 13 years typically
could be written off in 10 years or less in most of the highly industrialized
nations of the world. ADR now allows the depreciation of such a plece of equip-
ment in about 10 years. :

Even with ADR, American business is at a disadvantage. The table in Appen-
dix A illustrates comparative figures on capital recovery in 12 industrial nations
and shows that, without ADR and the investment credit, the United States
requires substantially longer depreciation periods than each of the other major
trading nations. :
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The table in Appendix B illustrates the comparative costs of manufacturing
machinery and equipment as influenced by income tax policies in major indus-
trial countries in 1971. The chart shows that, without ADR and the investment
credit, capital costs in the United States would surpass every other country
listed. Even with ADR and the investment credit, our capital costs are still
above most of the other countries listed. It is important to note that American
capital costs are substantially higher than Japan and West Germany, our
strongest competitors.

Seventeen percent of the plant and equipment of American business is at

i least 20 years old according to a McGraw-Hill survey released in November

% of 1974. The survey also reports that 61 percent of the Nation’'s plant and
equipment is less than 11 years old. In addition, according to the survey, busi-
ness considers 11 percent of its plant and equipment outmoded.

The March, 1975, International Economic Report of the President notes that
the average age of capital equipment i8 older in the United States than in most
of the other industrialized nations, which replaced their equipment after World
War II. This report states that it is estimated that 30 to 40 percent of American
productive_capital was in existence before 1960 as compared to 15 to 25 percent
in these other developed countries. This report also concludes that because of
the age of U.S. capital equipment, a greater portion of investment must go to
replac(iement. rather than to additional equipment, compared to these other
countries.

We cannot afford to fall iurther behind our major trade competitors and
still hope to recover from our precarious balance-of-payments position. Until
the time the United States can close the gap between the systems of capital
recovery used by our competitors and that which is allowed by our own tax
system, there will be little chance for increasing exports.

With wage increases outpacing productivity gains, there can be only one
practical course of adjustment. Since wages cannot be lowered, productivity
must be increased. This requires that an adequate permanent capital recovery
system be worked into our tax structure. By using more modern and efficient
production facilities, more goods can be produced at a lower cost per unit, By
encouraging American industry to invest in the most modern machinery and
equipment available, inflation can be reduced.

A piece of equipment is often depreciated at its cost over a long period of
time. When the time comes to replace that plece of equipment, the cost of
replacing it has greatly increased due to inflation. As a result, the increased
cost of replacement must be paid for primarily from earnings.

For example, assume a $20,000 asset is depreciated using the straight-line
methoa over a period of 12 years, and an inflation rate of seven percent is
compnunded annually. By the time that asset is depreciated and replaced, the
cost of replacement will have risen to approximately $45,000. Twenty thousand
dollars of this amount can be accounted for by depreciation, but the additional
£25.000 must come from the taxpayer's earnings or from new, after-tax, invested
capital. Had the asset been depreciated over a shorter and more realistic period
of time, the effect of inflation would have been reduced and the increase in
replacement cost would be less. This story has been .repeated over and over
again,

In actuality, American business has been paying taxes on its capital. A
~number of businesses in this country have been paying to the Internal Revenue
Service what purports to be a tax on earnings but what, in reality, is a contri-
bution of business capital. In order to lessen the effects of inflation on replace-
ment costs. a shorter perfod for computing depreciation should be permitted.

Since the enactment of the ADR provisions in the Internal Revenue Code,
there have heen those who have sought to have them terminated. Any such
termination would further handicap American business at a time when mod-
ernization and expansion of production facilitles are essential to the achieve-
ment of national goals.

It is important that the Congress adopt a tax policy that encourages the re-
placement of obsolete and ineflicient plant machinery and equipment so that
American enterprise will outproduce its rivals, continue to provide jobs at the
highest wages on earth. and maintain American leadership in the world market-
place.

To enconrage mndernization and expars‘on of productive facilities in order
to make American industry fully competitive and capable of meeting the added
demands of our economy, the concept of prompt capital recovery allowances
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designed to encourage replacement and expansion should take the place of out-
moded concepts of useful lives, which have been used unsuccessfully in the
attempt to measure depreciation and obsolescence. As a first step, the Asset
Depreciation Range system should provide for a 40 percent variable capital
cost recovery period applied to the 1962 Treasury guidelines, The goal should
be a complete capital cost recovery system that groups assets in a “cw general
c}asses, to which a capital cost recovery percentage is applied to assets as a
class,

Investment Taz Credit

The Congress restored the investment tax credit in 1971. The Tax Reduction
Act of 1975 temporarily increased the amount of the investment tax credit
through 1976. We favor enactment of a permanent 12 percent investment tax
credit, on an expenditure basis, uniformly applied to all business, without
limitations based on tax liability, and without any corresponding reduction in
depreciation allowances.

A permanent 12 percent investment tax credit would help stimulate the econ-
cmy, reduce unemployment, increase capital investment, encourage productivity,
stimulate new orders for materials, combat industrial obsolescence, and improve
the climate for capital formation.

The Tax Reduction Act of 1975 increased the investment tax credit from 7 to
10 percent and 4 to 10 percent for public utilities, and to 11 percent if the
extra one percent is invested in an employee stock ownership plan. Under the
1975 law, 10 percent of the cost of qualifying property—generally tangible per-
sonal property used in a trade or business—may be offset directly against income
tax liability. The increase in the credit applies to property acquired and placed
in service after January 21, 1975, and before January 1, 1977. In the case of
property acquired after December 31, 1976, the seven percent investment credit,
and four percent credit for public utility property applies even if the property
is ordered by the taxpayer before 1977. There are additional limitations with
regard to qualifying property with less than a seven-year useful life. Except for
most public utilities, the maximum amount of the credit is $25,000, plus one-
half of tax liability over $25,000. However, excess credits may be carrled back
for three years and forward for seven years, after which they expire if unused.

Property becomes eligible for the credit under present law when it is placed
in service. The 1975 Act provided for a new Code provision whereby a tax-
payer could make an irrevocable election to have the investment tax credit
apply to qualified progress expenditures for long leadtime property. It is our
view that this progress payments provision should go even further by providing
that the credit would be available for all investments in qualified property in
the year that the expenditure is made, rather than in the year that the property
is placed in service.

A brief history of the investment tax credit is helpful in understanding its
full effect. The investment tax credit was originally enacted by Congress in
1962 at the recommendation of President Kennedy. At the time of its adoption,
the Nation was experiencing a period of high unemployment, economic recession,
and idle industrial plant capacity. In proposing the investment tax credit in
1961. President Kennedy said:

“The history of our economy has been one of rising productivity, based on
improvement in skills, advances in technology, and a growing supply of more
eficient tools and equipment. This rise has been reflected in rising wages and
standards of living for our workers, as well as a healthy rate of growth for
the economy as a whole. It has also been the foundation of our leadership in
world markets, even as we enjoyed the highest wage rates in the world.”

Secretary of the Treasury Dillon in his opening statement to the House Ways
anﬂi Means Committee in support of the investment tax credit on May 3, 1961,
said:

“AN of our citizens will benefit from modernization of our industry. A basie
fact of economic life i{s that modernization and expansion are essential to higher
productivity. Rising productivity will provide us with a rising level of per
capita income, with resultant and widely shared benefits in the form of rising
real wages and rising investment incomes. Rising productivity will also permit
us to hold prices down.”

Four and a half years after its enactment, on September 8, 1966, President
Johnson asked Congress to suspend the operation of the credit temporarily.
Congress responded by suspending the investment credit for a period of 15
months, from October 10, 1966, to Decembher 31, 1967. However, the suspension



&

137

never ran its full course. Faced with an economic downturn in the first quarter
of 1087, President Johnson asked Congress, on March 9, 1967, to restore the
credit. The credit was reinstated as of March 9.

Two years later, on April 21, 1969, President Nixon asked Congress to shift
national priorities and repeal the investment tax credit. In his message Presi-
dent Nixon said:

“In the early 60’s, America’s productive capacity needed prompt moderniza-
tion to enable it to compete with industry abroad. Accordingly, Government
gave high priority to providing tax incentives for this modernization.

“Since that time, American business has invested close to $400 billion in new
plant and equipment, bringing the American economy to new levels of produc-
tivity and efficiency.”

Congress responded by repealing the credit. Two years later, in the midst of
a new recession, President Nixon asked Congress, on August 15, 1971, to reenact
the investment tax credit. In his message President Nixon said:

“The time has come for American industry, which has produced more jobs
at higher real wages than any other industrial system in history to embark
on a bold program of new investment in production for peace.

“To give that system a powerful new stimulus, I shall ask the Congress,
when it reconvenes after its summer recess, to consider as its first priority
the enactment of the Job Development Act of 1971.”

Congress subsequently enacted the Revenue Act of 1971, restoring the invest-
ment tax credit as of August 15, 1971,

President Ford, in his State of the Union message on January i5, 1975, asked
the Congress to increase the investment tax credit for all business to 12 percent
for a one-year period. He said:

“Let us mobilize the most powerful and creative industrial nation that ever
existed on this earth to put all our people to work., The emphasis of our eco-
nomic efforts must now shift from inflation to jobs.

“To bolster business and industry and to create new jobs, I propose a one-
vear tax reduction of $16 billion. Three-quarters would go to individuals and
one-quarter to promote business investment.”

The Tax Reduction Act of 1975, was passed by the House on February 27, the
Senate on March 22, and was approved by the President on March 29, 1975. The
fundamental reasons for the increase in the credit were well stated in the
Senate Finance Committee report on H.R. 2166

“, . . The investment (tax credit) not-only creates jobs both directly and
through the multiplier effect, but it also increases productivity. This is ant-
inflationary because it increases the amount of output available to meet future
consumer demands and because it results in lower production costs which means
that money wage increases will not exert the same degree of upward pressure
on product prices that they would in the absence of growing productivity. In-
creased productivity also has favorable implications for our balance of pay-
ments and the exchange rate of the dollar. Finally, unless in the future the
stock of capital is increased significantly, there will be serious problems in
providing enough jobs for those entering the labor force.”

Senate Report No. 94-36, p. 12,
94th Congress, 1st Session (1975)

H.R. 10612 as passed by the House of Representatives, would extend the 10
percent investment tax credit through 1980. Such a temporary extension of the
increased credit provision creates uncertainties as to the future of the credit
and the rate to be available to businessmen. It makes future investment plan-
ning more difficult, and it reduces the impact of the credit on long-range capital
investment. A permanent credit would be far more stimulating.

A 12 percent investment tax credit should become a permanent part of the
law. The economy cannot afford the on-again off-again approach to the invest-
ment credit ahsent a modern capital cost recovery system equal to our foreign
competitors. We must continue to stimulate, rather than stifle, the mighty pro-
ductive forces of American industry in order that we may fight inflation, pro-
vide more jobs, and increase the standard of living of the American people.

The tax policy of the United States toward the energy companies could deter-
mine the outcome of the energy crisis. The President’s Labor-Management Com-
mittee has recommended that the investment tax credit be increased to 12 per-
cent for electric utilities. The Congress should take action on this report. We
favor a full 12 percent credit, not only for electric utilities—but for all business.

An increasce in the investment tax credit to 12 percent would help to stimulate
the economy further. The economy is recovering from a recession hut is still in
difficulty. Unemployment was 7.8 percent for the month of February.
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The investment tax credit has been a proven stimulus to the economy. When
the credit was repealed in 1969, the country went into a period-of increased
unemployment and reduced business activity., When the investment tax credit
was reenacted in 1971, there followed a period of increased investment and a
decline in unemployment. New investment increased by nine percent in 1972 and
13 percent in 1978. The stimulus needed now is enactment of a permanent 12
percent investment tax credit.

An increase in the investment tax credit would help reduce—unemployment.
e must encourage the private sector to create jobs. The ability of business
to create jobs and reduce unemployment depends on its ability to equip workers
with the tools of production. To equip new workers requires new investment in
machinery and equipment. According to the 1978 Fortune survey of the “First
500,” some industry medians of assets per employee are: ~

Petroleum refining._ . - o iio- $177, 680
Mining.- - - e 147, 852
Metal manufacturing._ - - _ - . . - ... 50, 101
Chemicals_ _ - oo 44, 753
Motor vehicles and parts_ .. ... 28, 473
Metal products._ _ _ _ . e ceceeeen 25,112
AEpliances, electronics . - _ - o e eeceeas 22, 531
The median for all industries was__ - - . .._...._. 33, 658

A comparison with the 1974 IFMortune survey is most revealing in that the
median for all industries was $28,639. This reflects a substantial increase in
the amount of new investment in machinery and equipment that will be needed

- to keep high levels of employment.

As the labor force in the country increases, we must meet employmentneeds
with-huge investments in the capital base. Projections of the Bureau of Labor
Statistics indicate that during this decade the total labor force will expand
by 15.9 million, with the labor force reaching 101.8 million by 1980. Only with
the investment of thousands of dollars can a job be created for even one
worker. Well-paying jobs require tremendous capital investment in caplital in-
tensive industries.

We cannot expect to improve the economic well-being of all Americans unless
we are able to produce more goods at lower prices and provide for the employ-
ment needs of our society. Stimulating capital investment through an increase
jn the investment tax credit will assist efforts to meet a national goal of pros-
perity and a high standard of living for all of our citizens.

An increas2 in the investment tax credit would help increase capital invest-
ment. We believe that the investment tax credit and the Asset Depreciation
Range system are significant factors in encouraging investment in new plant
and equipment. These new outlays for plant and equipment will stimulate con-
struction, increase orders for materials, and result in increased employment.

An increase in the investment tax credit would help improve productivity.
It is this growth in productivity that can determine the living standards
Americans can expect to enjoy In the future. Unfortunately, since 1965, the
United States has the worst record among the major free-world nations in pro-
ductivity gains. During the sixties and early seventies, the annual growth in
productivity averaged more than 10 percent in Japan and almost six percent
in France and Germany. As illustrated in the table in Appendix C, the annual
growth in productivity averaged only 3.3 percent in the United States for the
same period.

Because a large proportion of Gross National Product was devoted to the re-
placement of obsolete plant, machinery and equipment, productivity rose rapidly
in the United States after World War I1. Bolstered by the new investment tax
credit and the liberalization of depreciation allowances in 1962, the trend
continued through 1988, when output per man hour increased 2.8 percent over
the 1967 level. However, with the elimination of the investment tax credit in
1969, productivity in the private economy as measured by output per man-hour
increased by only 0.4 percent in 1869 and 0.8 percent in 1970. With the adoption
of the Asset Depreciation Range system and the restoration of the investment
tax-eredit-in 1971, the productivity figure jumped by four percent. According to
U.S. Department of Labor's Bureau of Labor Statistics. productivity in the
private economy, as measured by output per man-hour, fell by 2.7 percent in
1974—the first annual decline since the series began in 1947. For 1875, private
sector productivity increased only 1.3 percent.
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An example of how the investment credit can affect productivity in the United
States can be seen from the apparent impact of the previous credit on new
orders for domestically produced machine tools. These orders are viewed as an
important indicator of the future capital spending plans of business.

The enactment of the investment tax credit in 1962, along with the reduction
in depreciation lives, marked the beginning of a sharp rise in machine tool
orders. After a slight decline in machine tool orders in 1964, new orders in-
creased strongly until October of 1866 when the old seven percent investment
credit was temporarily suspended. During the period of the suspension, orders
dropped more than 25 percent, When the investment credit was restored in
1967, orders began increasing, reaching a peak in April of 19069, when the credit
was terminated. After the termination, new orders for machine tools decreased
tremendously. In the first quarter of 1971, orders were over 70 percent less than
the all-time high in 1969. The investment credit was reinstated in August of
1971, and total orders rose 67 percent, from $747.3 million in 1971 to $1.25 billion
in 1972. Due to the recession, orders for new machine tools dropped off sharply
in 1974 to levels below those at the time of the reenactment of the credit in
1971, In 1975, with the increase in rate of the investment tax credit to 10 per-
cent, machine tool erders began to rebound.

An increase in the investment tax credit would help combat industrial obso-
lescence. We must consider the relative obsolescence of United States plant and
equipment as compared with our foreign counterparts. The investment credit
was designed to close the obsolescence gap. Stanley S. Surrey, former Assistant
Secretary of the Treasury, acknowledged this in a speech on March 12, 1962:

“The investment credit, coupled with realistic depreciable lives will make the
tax treatment of investment in the United States comparable with that offered
by our major competitors in Western Europe, Canada and Japan. The invest-
ment credit thus takes its place along with the variety of western European
devices such as the incentive allowances afforded in addition to depreciation
in the United Kingdom, Belgium and the Netherlands, or the first year addi-
tional depreciation allowances permitted in the United Kingdom, France, Italy
and the Netherlands.”

It is time to reaffirm Mr. Surrey's statement in the light of the fact that the
Canadian government allows a two-year write-off on costs of equipment for
manufacturing and processing. This means that 50 percent of the costs can be
written off in the first year and the rest in any subsequent year. Also, the
United Kingdom allows a write-off in the first year of 100 percent of the cost
of new capital equipment.

With the Common Market countries adopting the value-added tax, there are
increased pressures on our tax system to offer incentives to capital investment.
The type of value-added tax which is being adopted in Europe is the “consump-
tion” varlety, by which the cost of capital equipment may be deducted in the
first year of purchase, thereby encouraging new capital investment by our busi-
ness competitors. _—

On the other hand, the United States places a greater reliance on income
taxes, which in turn places a premium on high-cost production and ineficiency
and discourages modernization of American plant and equipment. Unlike the
value-added tax, the income tax, as it applies to exports, cannot be rebated.
The United States 18 thereby at a further disadvantage in international trade.

Stringent environmental standards necessitating new abatement equipment
have cut into productivity-increasing capital investment. Abatement procedures
generally do not directly increase productivity or eficiency of operations. The
investment credit and ADR will assist in meeting new demands to clean up
the environment, and at the same time assist in meeting capital spending de-
mands to assure continued economic growth.

We urge enactment of a permanent full 12 percent investment tax ecredit.
on an expenditure basis, uniformly applied to all business, without limitations
bzﬁsed on tax lability, and without any corresponding reduction in depreclation
allowances.

Doubdle Taxration of Corporate Income

High tax rates have emphasized the unfairness and unsoundness of the double
taxation of equity capital resulting from the taxation of corporate earnings
and corporate dividends received by individuals. We oppose the double taxation
of corporate income. Corporate income {8 the only form of income that is subject
to two federal income taxes. It is subject to a 48 percent income tax at the



140

corporate level and again subject to tax when paid out to an individual share-
holder. This double taxation of corporate income is wholly contrary to the
equitable concepts on which a tax system should be based. !

From 1918 to 1936 there was no income tax on dividends. There was only a
surtax that fell on a few shareholders. Corporations were subject to tax—but
in 1918, the corporate tax rate was only one percent.

During the Great Depression, the House proposed a tax on undistributed
corporate income. It hoped to pressure corporations to pay out more dividends
to pump more mouey into the economy. These dividends were to be made tax-
able to the individual shareholder. The House had intended to eliminate the
prior tax on corporate income and prevent double taxation. However, as finally
enacted, a graduated surtax was imposed on top of the corporate income tax.
There was no allowance for a deduction for dividends paid. Full double taxation
of corporate income was a reality.

The experiment with a corporate surtax was unworkable and was repealed
after three years in 1939. A full corporate income tax was imposed. The previous
exemption for dividends was not reinstated. Full double taxation was to persist
ungl :}254 What irony that double taxation should result from a plan to elimi-
na

In 1954, in an effort to mitigate double taxation, Congress passed a $50 divi-
dend exclusion coupled with a tax credit equal to four percent of dividends
received in excess of $50. In 1964, the $50 exclusion was raised to $100, but the
tax credit was eliminated.

We oppose any proposal that would repeal the dividends received exclusion
on the grounds that such repeal would be wholly contrary to the equitable con-
cepts on which a tax system should be based. Rather than eliminate this provi-
sion, consideration should be given to an enlargement of the existing exclusion
in order to attract additional venture capital.

Double taxation of corporate income dramatically increases individual income
tax rates. An individual in the 20 percent tax bracket in effect pays 48 percent
at the corporate level and then an additional 20 percent on what is left for a
total tax burden of 58.4 percent. This i{s nearly three times his individual rate.

The double taxation of corporate income creates additional pressures on
already scarce equity capital. When a potential investor assesses the attractive-
ness of the variety of investments available to him, he must consider the poten-
tial after-tax return on his investment. Double taxation, therefore, means that
the rate of profit on the actual investment must be higher than that required
where there is no double taxation.

When a corporation seeks additional financing, it may sell new shares of
stock or it may borrow money through debt financing. Since the interest on
debt is tax deductible, and dividends are subject to double taxation, there is a
bias toward debt financing.

The corporate form of business enterprise is the premier form of business
organization in the United States. It allows for the eflicient concentration of
the capital of large numbers of investors, and provides limited liability for
investors. However, it is the only form of business enterprise whose owners are
subject to double taxation. Double taxation discriminates against the corporate
form of doing business. This inequity should be removed.

Need for Tax Reduction

‘We favor corporate tax reduction to permit and encourage reinvestment of
earnings in sufficient amounts to promote healthy economic progress. The present
corporate income tax deters business expansion, diminishes sources of equity
funds, and discourages new investment by reducing profit incentives. A redue-
tion in corporate taxes would help provide the Nation with the new capital
necessary to produce a better life for all.

We also favor lower and less steeply graduated tax rates on personal income.
The maximum rate should be under 50 percent. Steeply graduated income tax
rates make the government the principal beneficiary from the generation of
additional income. This discourages individual initiative, leads to inefliciency,
diverts attention from efforts to reduce taxes, and impedes economic progress.

We urge that an across-the-board tax reduction for individuals and corpora-
tions be made a major part of tax reform legislation. Tax rates should be
reduced to permit and encourage the reinvestment of earnings in suficient
amounts to promote economic progress and provide jobs.
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Fast Depreciation Methods

Present law provides for depreciation methods other than straight-line, We sup-
port the retention of the existing provisions in the tax law and oppose changes
that would eliminate or abridge the present methods of fast depreciation. We
also oppose limiting depreciation of property located outside the United States
to the straight-line method. We oppose those provisions in H.R. 10612 which
limit, in certain circumstances, the current deduction for depreciation in excess
of straight-line depreciation.

When the Internal Revenue Code was adopted in 1913, the law provided for
a “reasonable allowance for depreciation, by use, wear and tear of property, if
any.” Taxpayers were left to determine their own rates of depreciation on the
basis of original or historical costs of the asset. The Treasury Department pub-
lished figures on the “useful lives” of certain assets in 1881 and these guldelines
were updated in 1942,

For many years prior to 1954, there was much criticism of these guidelines
on the basis they were outdated and biased, since the Depression resulted in
unusually prolonged service lives. Also, they failed to reflect post-war techno-
logical advances, inflation, and other economic changes. In light of these critl-
cisms, the Internal Revenue Code of 1954 explicitly authorized the use of double-
declining balance, sum of the years-digits and other means of accelerated
depreciation. .

Straight-line depreclation provides for a ratable write-off over the asset’s
useful life. Accelerated depreciation methods permit a greater write-off in the
earlier years of an asset's life. Of course, taking larger deductions for depreci-
ation in early years means higher allowable costs and therefore lower taxes.
But later, with the deductions used up, allowable costs decrease and there are
higher taxes. )

The same reasons for Congressional recognition of accelerated depreciation
allowances that existed in 1953 are present today. There 18 a necessity to stimu-
late capital investment as well as to reflect the realities of the actual practice
of business taxpayers. 'The straight-line method understates depreciation in the
early years of an asset’'s useful life. Fast depreciation methods take into
account this factor and permit the timing of allowances more in accord with
the actual pattern of loss of economic usefulness.

Fast methods of depreciation are needed to encourage capital expenditures
for expansion and for replacement of obsolete equipment. A more rapid recov-
ery of costs increases the rate of return on plant investment. This accelerated
depreciation permits smaller cash outflow for taxes in early years and facili-
tates repayment of loans that financed capital acquisitions.

Accelerated depreciation is often a critical factor for new or small businesses
which may have difficulty in obtaining financing for capital expenditures. The
Committee Reports on H.R, 8300, which became the 1954 Code, stated: .

“Small business and farmers particularly have a vital stake in a more liberal
and constructive depreciation policy. They are especially dependent on their
current earnings or short-term loans to obtain funds for expansion. The faster
recovery of capital investment provided by this bill will permit them to secure
short-term loans which would otherwisé not be available.”

House Report No. 1387, p. 24, 83rd Cong., 24 Session (1964) ;
Senate Report No. 1622, p. 26, 83rd Cong., 2d Session (1954).

Liberal capital cost allowances stimulate the modernization and expansion
of the Nation’s productive plants—especlially in the case of small or new busi-
nesses which have difficulty in obtaining capital for long-lived property.

Additional First Year Depreciation

In addition to the regular deduction for depreciation taken in the first year
of an asset’s life, the Internal Revenue Code provides an election to taxpayers
to take an initial deduction of 20 percent of the cost of tangible personal prop-
erty. Total deductions for depreciation cannot exceed 100 percent of the cost
of the asset. This extra 20 percent deduction applies only to the first $10,000
of investment. This provision was introduced in the Small Business Tax Revi-
sion Act of 1958 to stimulate investment and expansion of small businesses.

There is no question that an asset loses much of its value during the early
years of its life. The additional first year depreciation allowance takes into
account this factor. We urge that the useful life the asset must have to qualify
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for additional first year depreciation be reduced and the dollar limit of property
that qualifies be increased.

Special Five-Year Amortization Provisions

There are four provisions in the Internal Revenue Code that provide for

five-year amortization of capital investments in: pollution control facilities,
certain coal mine safety equipment, railroad rolling stock, and rehabilitation
of low and moderate income rental housing. These four provisions for five-year
amortization were enacted only for a five-year period in the Tax Reform Act
of 1969. These provisions were extended through 1975 by Publle Law 93-625.
We support the continuance of these provisions.
_ H.R. 6860 would extend the five-year amortization provision with respect to
railroad rolling stock until January 1, 1980. H.R. 10812 would extend for two
more years the present provisions providing five-year amortization for the
rehabilitation of low and moderate income rental housing,

We urge that a more rapid amortization period be provided for pollution
control facilities. McGraw-Hill economists estimate that it would take over
$34 billion to bring existing U.S. business facilities into compliance with present
pollution control standards. We urge that this five-year period for pollution
control facilities be shortened to provide additional encouragement for this
important task. i

Amortization of Rallroad Grading and Tunnel Bores

The Tax Reform Act of 1969 added to the Internal Revenue Code the provi-
sion for allowing a domestic railroad to elect to amortize over 50 years the
adjusted basis of gunalified railroad grading and tunnel bores placed in service
after 1968. This provision only provides limited recovery since it is inapplicable
to rafiroad grading and tunnel bores placed in service before January 1. 1909,
The deduction is in lieu of any depreciation deduction or other amortization
deduction. It was put into the Code because railroads, though required to capi-
talize these costs, were not able to depreciate them because of uncertainties as
to the length of their useful !ives. The same problem would exist today without
this provision in the law.

H.R. 106812 would allow railroad grading and tunnel bores in service before
1969 to be amortized over a 50-year period. We support the retention of existing
law regarding the f0-year amortization of railroad grading and tunnel bores and
nnpp1ort 9lés extension to grading and tunnel bores placed in service before Janu-
ary 1, 1969.

Capital Gains Deduction

We support modification of the rate of taxation of capital gains by providing
for reduced taxation of capital gains proportionate to the length of time a
capital asset ir held, with the reduction being gradual and continuous. Current
law provides for a deduction from gross income of 50 percent of the excess of
net long-term capital gains over net short-term caplital losses for individuals.

Capital gains treatment in the Internal Revenue Code has existed since the
Revenue Act of 1921. From 1921 until 1983, capital assets were defined as prop-
erty held for more than two years, and individuals could elect to be taxed at
the alternative rate of 12.5 percent on net capital gains. With the Revenue Act
of 1934. the two-year holding period was repealed along with the alternative tax
rate. angd a sliding scale system was substituted. Under this sliding scale system,
from 30 percent to 100 percent of the net capital gain was Included in income,
depending on the holding perind. .

The Revenue Act of 1938 simplified the sliding scale and provided for three
rates. Assets held for less than 18 months were taxed as short-term gains at
100 percent; assets held between 18 and 24 months were considered long-term
gnins and taxed at 66 percent: and assets held for more than 24 months were
taxed at B0 percent. The capital gains provistons in the present Code began
with the Revenue Act _of 1942, which divided long and short-term gains by a
sfix-month holding period and provided that only 50 percent of long-term capital
gains would be taxable.

A strong argument favoring the expansion of the capital gains deduction is
inflation. In many instances capital gains merely reflect the inflationary spiral
of our economv. What appears to he a gain in the amount of dollars over a
given period of time is merely a reflection of the decreasing value of the dollar
invested. This is a monetary gain which does not represent an actual gain, and
shnuld not be taxed.

~
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The rate of capital gains taxation should be reduced proportionate to the
length of time a capital asset is held, with the reduction being gradual and
continuous. Kxpansion of the capital gains deduction would encourage greater
capital formation through equity investment.

Capital Gains Holding Period

We recommend no lengthening in the holding period required to qualify for
long-term capital gains treatment, Such a change in the holding period before
long-term capital gains rates apply would serve to discourage capital investment
and make it immobile, as well as cause a reduction in the availability of risk
capital. H.R. 10612 would increase the present six-month holding period after
which gains from xales of capital assets become long-term gains to eight months
in 1976, 10 months in 1977, and 12 months in 1978 and following years. ~

The holding period in the present Internal Revenue Code began with the
Revenue Act of 1942, which divided long and short-term gains by a six-month
holding period. The present statute relating to the deflnition of long-term capital
gain goes back more than 30 years. To extend the holding period for long-term
capital gains could have serious long-range effects on the industrial and techno-
logical growth of the United States. The financing of new plant and equipment
is in large measure dependent on funds provided from the issuance of corporate
securities. If the holding period were to be extended, the effect could well be to
discourage investment in such securities and to increase financing costs.

It is also important that the tax laws not discourage the free flow of capital
from one investment to another. Any extension of the holding period would
have the effect of discouraging the shifting of capital among investments.
Investors would find their capital frozen into investments and be deterred from
switching into better opportunities during an extended period. Instead of placing
less emphasis on the tax consequences of business transactions, investors
wo?(l)g have to be made fully aware of the tax results of a more lengthy holding
period.

We believe that a lengthening of the holding period beyond the present six-
month limitation is not in the national interest. Such a change would certainly
reduce the avallability of venture capital and inhibit economic growth. Investors
are now willing to put their savings in high risk ventures envisioning capital
gains treatment of any gains after a reasonable period of time. A lengthening
of the holding period would make them reluctant to make such investments.

The present six-month holding period carries out the intent of_Congress to
provide different tax treatment for investment as distinguished from specu-
lative gains. This period is ample to deny capital gains treatment to those who
earn a livelihood from short-term sales and those engaged in highly speculative
short-term ventures.

It is true that there is some bunching of transactions at the end of six
months, but this is to be expected from any holding period providing in the law.
Extension of the holding period would place a much greater tax burden on the
investor. An extended holding period as a condition precedent to capital gains
treatment inevitably would become a roadblock to the free transfer of assets
which are not held for the entire period.

Alternative Tax on Capital Gains

The existing Internal Revenue Code provisions providing an alternative tax
on long-term capital gains of individuals and corporations should be retained.
Subject to the provisions of the minimum tax, the alternative tax taxes capital
gains of individual taxpayers at a maximum of 23 percent up to the first $50,000
and the capital gains of corporations at a maximum of 80 percent. The Tax
Reform Act of 1949 eliminated the 25 percent alternative tax for individuals
except for the first $50,000 of long-term capital gains. This limitation inereased
the effective tax on high-income individuals who had been using the alternative
tax rate. After transition rules prior to 1972, the maximum rate applicable to
capital gains is one-half of the 70 percent maximum individual income tax rate
or 38 percent.

While it is true that the alternative rate for capital gains primarily affects
a relatively small number of taxpayers in the higher brackets, it must be recog-
nized that it is this group of taxpayers that provides much of the risk capital
that keeps our economy growing. Any changes in the alternative rate for capital
gains would have the effect of discouraging the free flow of capital among
investments and could severely limit the availability of venture capital, thereby
limiting our economic growth. :
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Any higher alternative capital gains rate for corporations would be unwar-
ranted. Moderate taxation of capital gains for corporations has the same pur-
pose as moderate taxation of capital gains for individuals—to assure that in-
vestors of risk capital are not discouraged by the tax laws from undertaking
{nvestments leading to the establishment of new business enterprises or the
expansion of existing enterprises. Further, a capital gains tax on corporations
is but another example of double taxation of corporate income. A higher alter-
native capital gains tax on corporations can only serve to increase this inequity.

Recapture of Depreciation on Sale at Gain of Certain Real Property

The Internal Revenue Code provides that upon the disposition of real property
that has been depreciated, any depreciation in excess of that which would have
been allowed under the straight-line method is recaptured and treated as ordi-
nary income to the extent of any gain realized at the time of sale. The balance
of the gain is treated as capital gain. The Code also provides for the recapture
of prior depreciation on the disposition at a gain of machinery, equipment and
other depreciable personal property. This recapture is for the full amount of
the depreciation after 1962, to the extent of the gain, whether it is taken on the
straight-line method or by use of a fast depreciation method.

Under existing law, the amount of depreciation allowed on residential real
property which must be recaptured is reduced after the property has been held
for certain periods of time. H.R. 10612 would eliminate the reduction in recap-
turable depreciation on residential real estate and provide for the recapture of
all post-1975 deprecliation in excess of straight-line to the extent of any gain
realized at the time of sale.

In order not to hamper construction so necessary for the growing population
of the United States, we recommend that capital gains treatment on the sale of
depreciable real estate be retained as under present law and that only deprecia-
tHHon in excess of straight-line depreciation taken by the use of an accelerated
depreciation method be includable as ordinary income. In the event the present
capital gains treatment on the sale of depreciable real estate is eliminated from
the law, we urge that depreciable real estate be subject to the provisions of the
ADR system so that there can be an adequate recovery of the investment to
provide for reinvestment and continued growth and productivity in this country.

Ordinary Income Offset by Capital Losses

Bxisting tax law provides that up to $1,000 of ordinary income may be offset
by net capital losses. We support an increase in this amount. H.R. 106812 would
increase the present $1,000 limitation by which ordinary income may be offset
by capital losses to $2,000 in 1976, to $3,000 in 1977, and to $4,000 in 1978 and
following years.

It is important that we remove from our tax laws impediments to the free
movement of capital. It is vital that we provide rweasures that allow taxpayers
to eliminate unprofitable investments and shift to job producing profitable ven-
tures. The current limitation of $1,000 of ordinary income that may be offset
by capital losses increases the “lock-in” effect.

In 1974, Merrill Lynch, Plerce, Fenner and Smith, Inc, commissioned a survey
to discover what changes in the tax laws would tend to influence people to
increase their stock market investments. Over half of those surveyed indicated
that they would increase their investment if there was an increase in the
amount of ordinary income that could be offset by capital losses. Such increases
in investment are necessary if we are to solve the capital formation problem,

Oapital Loss Oarryback for Individuals

Current tax law provides that individuals may carry forward capital losses
to future taxable years. Corportions are limited to a five-year carryforward
of ‘capital losses, but may carry back capital losses for three years. We support
a carryback as well as carryforward of capital losses for individuals.

The projected capital needs of America are going to he difficult to meet. We
must provide measures that would tend to eliminate the ‘“lock-in” of capital
investment. The ability to carry back capital losses would tend to eliminate
the “lock-in” effect by allowing the taxpayers immediate reductions in the tax
through the offset of prior years capital gains. Without such a carryback provi-
sion, a taxpayer could have a tern.doney to hold unrealized capital losses until he
had capital gains to offset against his losses.

The 1974 survey commissioned by Merrill Lynch, Plerce, Fenner and Smith,
Inc. indicated that 66 percent of those surveyed would increase thelr investments
if capital losses could be carried back against the capital gains in the preceding
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three years. This would provide an immediate benefit to the shareholders. They
would receive a refund of prior taxes on the amount of income offset by the

‘Joss carryback. This would encourage them to ‘‘unlock” their investments.

Wash Sales

The 30-day period governing the wash sale provision has been a part of the
tax law for over 85 years. It was intended to prevent the sale of securities
solely to take a loss for tax purposes. This provision has served this purpose
well for many years and any change would only add to the complexities caused
by continual changes in the tax laws. We recommend there be no change in
the wash sale provision, which provides that the purchase of a security within
33 da);s of the sale of the same security will disallow any loss with respect to
the sale.

Capital Gaing on Sale or Bzchange of Patents

We support retention of existing law with regard to capital gains on the sale
or exchange of patents and oppose any changes in the tax law in this area.
Under present law, a transfer of property consisting of all substantial rights to
a patent is considered as the sale or exchange of a capital asset held for more
than six months and thereby treated as a long-term capital gain.

In 1954, Congress assured capital gains treatment on the disposition of a
patent in order to encourage the work of inventors. The applicability of this
provision is restricted under present law. It applies only to individual inventors,
whether amateur or professional. Also, it applies only to unrelated persons who
have financed their research, at a very substantial risk, before the invention is
reduced to practice, i.e., prior to the time the invention has been tested and
operated successfully.

The same reasoning for retaining the present treatment for patents exists
today as in 1964, namely to provide the incentive to inventors to contribute to
the welfare of the Nation. Any alternative proposal for income averaging, and
thereby taxing small inventors and their financial backers at ordinary income
rates, could seriously curtail individual resourcefulness in the flelds of science
anid {‘eigl:lnology at a time when the Nation can ill-afford to lose contributions of
th s .

Taxation of Foreign Source Income—Introduction

The National Chamber opposes legislation that would increase the tax burden
on United States businesses doing business abroad, either directly or indirectly.
There are sound reasons for the present tax law relating to the foreign tax
credit, DISC and deferral for certain foreign subsidiaries of United States
companies. Any adverse change almost certainly would result in curtailing
Agneriican foreign operations, with an attendant loss of jobs both here and
abroad.

U.S. multinational companies have made a substantial contribution to export
development and to the growth of American employment. These companies
have contributed substantially to the worldwide improvement of living stand-
ards, the rapid generation of employment opportunities, and the more effective
use of advanced technology. Sound and expanding international commerce is
essential to the continued expansion of the economy of the United States and to
the achievement of greater prosperity and strength of all nations. Mutually bene-
ficial trade raises standards of living by providing people with more goods at
less real cost, raising productivity, and by increasing economic eficiency through

competition.
Federal income tax laws already hamper participation of United States busi-

" nesses in world competition and additional tax burdens would further aggravate

this problem. It is to the mutual advantage of all countries that the exchange
of goods, capital, and services in international trade not be discouragd by taxa-
tion. Even if other conditions are favorable, excessive taxation by a single
country or multiple taxation by two or more countries of the same property or
income will leave inadequate incentives for incurring the risks involved. The
following discussion relates to specific foreign tax provisions under consideration
by this Committee,

Foreign Tao Oredit

Under present law, when a dividend is paid by a foreign subsidiary of a
United States corporation, the parent company can take a credit against its
United States tax Hability for the total of the direct foreign taxes paid on the
dividend and the tax incurred by the foreign subsidiary on its earnings which
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produced the dividend. We oppose legislation that would fncrease the tax burden
on United States businesses aoing business abroad, either direct'y or indirectly,
including legislation that would repeal or modify the foreign tax credit cur-
rently allowed to United States corporations for the payment of foreign taxes
paid both by the United States parent corporations and their foreign sub-
sidiaries.

The foreign tax credit was substantially modifled by the Tax Reduction Act
of 1975, which provided for a 52.8 percent limitation on foreign tax credits for
creditable foreign taxes from foreign oil and gas extraction income in 1975,
reduced to 50.4 percent in 1976 and to 50 percent in 1977 and thereafter.

Prior to 1918, foreign taxes paid were allowed as a deduction from taxable
income. In 1918, the foreign tax credit was adopted to provide relief from the
severe burden of multiple taxation of business operations abroad. It was recog-
nized that the f6reign tax credit was needed to avoid the double taxation
of forelgn earnings of United States corporations and to maintain competitive-
ness of American business in foreign countries.

Adoption of the foreign tax credit afirmed a policy decision to tax United
States citizens and corporations on worldwide income. It was argued, however,
that United States corporations were at a disadvantage in foreign markets
bhecause they also had to pay a United States tax, but this was rejected in
favor of recognition of the foreign tax credit to eliminate the burden of double
taxation. Adoption of the credit also reaffirmed the policy of source jurisdiction,
i.e.,, the United States recognizes the tax burdens of taxpayers with fiscal
responsibilities to two national jurisdictions. As a matter of tax neutrality, it
cannot be said that the forelgn tax credit violates the equities of American
taxpayers because United States companies must pay a tax rate on their foreign
earnings at least equal to the United States rate of income tax, irrespective of
the country from which the income was derived.

The immediate effect of substituting a deduction for the foreign tax credit for
foreign taxes paid would be to increase the total tax burden unfairly and force
a foreign subsidiary to pay a substantially higher dividend in order for the
United States parent to receive the same after-tax dividend it receives under
present law. As a result, a subsidiary which needed to retain in the business
all or a major part of its earnings for the year to finance plant expansion or to
carry inventories, receivables, etc., would be under a severe financial burden.

An example can best illustrate the inequity that would result to United States
companies operating abroad. If $100 of pretax profit of a subsidiary in a foreign
country is subject to $45 of income tax there, the United States tax would be
assessed on the remaining $55, leaving an after-tax profit of less than $29. Few
American companies could continue to compete abroad if they were forced to
pay, on the average, an effective tax rate on foreign earnings of over 70 percent.
The foreign tax credit is essential to prevent the taxation of foreign source
income at conflscatory rates.

It is often argued by opponents of the foreign tax credit that because only
a deduction is given for domestic state and municipal income taxes, a credit
should not be given for foreign income taxes. Unfortunately, the question of
permitting only a deduction assumes an analogy between the jurisdiction of a
state and a sovereign to levy taxes. The foreign tax credit recognizes that two
sovereign nations have the right to levy taxes. The proper analogy for states is
to look to see how corporate income is treated that is earned in two or more
states. A survey of state taxation in 1972 showed that 41 out of 44 states levy-
ing income taxes permitted a credit for income taxes paid to other states to
avold double taxation. Furthermore, the average corporate income tax rates
for all states was less than six percent, as compared with many nations that
bhave tax rates of over 40 percent, such as West Germany, France, and the
Netherlands.

Repeal of the foreign tax credit would result in less domestic employment,
and have a negative effect on the United States balance-of-payments over the
long run. Export sales would probably decline. Tax treaties would have to be
renegotiated. Host countries might take retaliatory measures.

Foreign direct investment has had a favorable effect on the United States
balance of payments. Income from trade coupled with dividends, fees, royaltles,
interest and other income from foreign affiliates has contributed favorably to
our balance-of-payments position. Foreign investment by United States compa-
nies contributes to job growth in this country. Jobs are provided in the home
offices of such companies, and at the same time exports of capital equipment,
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materials, and component parts provide employment for American workers in
this country.

Professor Robert B. Stobaugh of the Harvard Business School said in the
September-October, 1972, issue of Harvard Business Revicw:

“What effect does direct foreign investment have on the balance of payments?
Undeniably, it is positive. The net inflows due to the trade effects, together
with dividends, royalties, and management fees from this investment, total at
least $3 billion more annually than would be the case if there were no invest-
ment,

“In addition, U.S. economic strength abroad is growing at an annual book-
value rate of $8 billion. While this builldup makes no immediate contribution
to the balance of payments, it must be included in any survey of our economic
picture, since the increasing value of investment abroad will result in larger
future returns in dividends, loan repayments, and fees to the parent corpora-
tions.”

The foreign tax credit is essential for American industry to compete abroad.
There are over 22 international treaties to avoid double taxation and discrimina-
tory practices against foreign direct earnings. Repeal of the foreign tax credit
would thus bave an adverse effect on the entire United States economy.

We consistently have emphasized the need for a foreign tax credit giving
greater relief for foreign taxes paid which are not strictly “income” taxes. It
must be remembered that a substantial percentage of the total tax burden in
Europe is collected in the form of sales taxes, turnover taxes, transmission
taxes, trade taxes, excise taxes, taxes on capitalization, privilege and franchise
taxes, and property taxes—none of which are creditable under the present
United States income tax system. As in the past, we advocate that section 903
be amended to achieve equality for taxpayers who pay substantial foreign taxes
not specifically designated “income” taxes, and for those who lose even the
beneflts of the “in lieu of” provisions of section 903.

Foreign Tax Credit—Per-Country and Overall Limitations

We oppose elimination or fragmentation of either the overall limitation
method or the per-country limitation method of computing the foreign tax
credit. Both methods must be retained for American business to compete with
foreign-owned competition. Under H.R. 10612, the per-country limitation on
the foreign tax credit would be repealed in general for taxable years ending
after December 31, 19765.

Originally, there was no limit on the amount of foreign tax credit which
could be used to offset United States tax liability on domestic income. In 1921,
an “overall” limitation was added. It provides that the total foreign taxes used
as a credit in any year cannot exceed the United States tax attributable to the
foreign source income for the same year. In 1932, a “per-country” limitation
was added whereby the foreign tax credit on taxes paid to any one country in
a year cannot exceed the United States tax liability on the income earned in
that country in that year..

Between 1932 and 1954, the credit was limited to the lesser of the overall
or the sum of the per-country limitations. In 1954, the overall limitation was
removed, Since 1860, the taxpayer has had the option of using either the per-
country or the overall limitation. However, the Tax Reduction Act of 1975 pro-
vided that, for the 1976 taxable year, and thereafter, the per-country limitation
would not apply to foreign oil related income and therefore the amount of credit-
able foreign taxes with respect to such income could be computed only on the
overall basis. -

Since the per-country limitation requires computation of income and taxes
from each country, rather than in the aggregate, this limitation {s important
where a loss is sustained in one country and a profit achieved in another. The
?verall l}:initatlon is important because it permits a taxpayer to average foreign
axes paid.

It should be remembered that the availability of both an overall and a per-
country limitation is basleally a recognition of different foreign operating pat-
terns among Amerjcan taxpayers. In many instances, foreign operations of a
United States business will be compartmentalized according to national bound-
arfes and the per-country limitation is therefore more meaningful. In other
instances, operations in different foreign countries may be fully integrated with
each other, in which case it 18 the overall income tax burden of the operation
which is most significant.

69-460—76——11
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Although it is not the rule, in some cases in evaluating an investment oppor-
tunity abroad, the averaging of foreign tax burdens between countries is given
significant weight in the economic review. In this connection, it must be recog-
nized that when developing foreign countries extend tax incentives to American
investors, they are very much concerned as to whether the.investors or the
United States Government will benefit from those incentives. In many instances,
lthe gverall limitation offers the only way such investors may secure those
renefits,

Were not the overall limitation retained intact, many foreign governments
could promptly determine that their tax incentives are accruing to the benefit
of the United States Government. This situation could quickly be altered to the
detriment of American businesses operating abroad.

On the question of further fragmentation of the overall limitation, we believe
the existing law has already effectively limited the possibilities of abuse. Spe-
cifically, the overall limitation is subject to the following provisions of the
Internal Revenue Code: Section 1503 (b) reduces allowable foreign tax credits
in consolidated returns involving Western IHemisphere Trade Corporations;
Section 904 (f) requires a separate computation for certain interest income and
dividends received from a DISC or former DISC; and Section 901(e) reduces
allowable foreign tax credits for foreign income taxes paid with respect to
mineral income. Additionally, there are further limiting interrelationships with
loss operations and foreign tax credit carrybacks and carryovers.

The federal income tax laws already hamper participation of United States
husinesses in world competition and additional tax burdens would further
aggravate this problem. The overall and per-country limitation methods are
important mitigating provisions and should be retained.

Recapture of Foreign Losses ~

We oppose any modification of the foreign tax credit which would require
that any foreign losses that offset U.S. income be recaptured in future years
when foreign income is earned by denying a portion of the foreign tax credit
or deduction with respect to part of that income. The Tax Reduction Act of
1975 provided that for the 1976 taxable year and thereafter a foreign oil-related
loss which had offset domestic income would be recaptured in a subsequent
profitable year by limiting the foreign tax credits available with respect to such
subsequent foreign oil-related income.

H.R. 10612 would provide that when a loss from foreign operations is used
to reduce U.S. tax on U.S. source income, the resulting tax benefit is to be recap-
tured when the taxpayer earns income from ahroad. A part of the income sub-
sequently derived from foreign sources is treated as domestic income by deny-
ing a foreign tax credit or any deduction attributable to taxes paid on that
portion of the foreign income.

We believe placing a limitation on the foreign tax credit by requiring a recap-
ture of losses would tend to discourage companies which are less integrated
from entering into foreign ventures in less-developed, relatively high-risk coun-
tries. These countries present potential markets in the future. This discourage-
ment would result in yielding a part of these potential markets to companies
which are based in countries that encourage such foreign investment.

This limitation on the foreign tax credit would make it more difficult for
many companies, especially the smaller and less fully integrated companies, to
engage in overseas mineral exploration and development. At a time of increas-
ing awareness of the limitations of the currently produttble-mineral wealth of
the United States, and at a time when the Nation is experiencing serious energy
shortages, it seems especially unwise to adopt such a provision.

We believe that the recapture for foreign losses could impose unwarranted
penalties on U.S. companies operating abroad. These companies are competing for
overseas market opportunities through both trade and investment, and the compe-

tition they face is intense.

Earnings and Profits of Controlled Foreign Corporations

There have been proposals to tax on a current basis the earnings of certain
foreign subsidiaries of United States companies referred to as controlled for-
eign corporations. We oppose any changes in the law that would permit taxing
earnings of foreign manufacturing subsidiaries of United States corporations
in the year in which they are earned, rather than when they are paid to the
parent company as dividends, as at present. There are sound reasons for the
present tax law and any change almost certainly would result in curtailing
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Ut;s. fgreigu operations, with an attendant loss of American jobs both here and
abroad.

The Tax Reduction Act of 1975 contained a number of provisions which
severely limited the exceptions to the deferral of taxation of controlled foreign
corporations. First, the minimum distribution exception provided in section 963
of the Internal Revenue Code is repealed effective January 1, 1976. As noted in
the Ways and Means Committee’s summary of this change, “The effect of re-
pealing this exception would be to tax currently all income of foreign subsidi-
aries of U.S. corporations which is deemed to be tax haven income under the
so-¢called Subpart ¥ rules of the Code.” In addition, the Act also eliminated the
exception to Subpart ¥ income for dividends reinvested in less-developed coun-
tries, limited the provision for shipping income received by a foreign subsidiary
of a U.S. corporation to the extent that the profits of these corporations are rein-
vested in shipping operations, and modified the provision so that tax haven
income would be taxed currently under the Subpart F rules to the extent that
such income equals or exceeds ten percent of gross income, instead of the previ-
ous 30 percent rule. We are of the opinion that the changes were ill-advised.
These provisions were originally placed in the law for sound reasons.

Prior to 1962, foreign source income of a foreign subsidiary was not subjected
to United States tax until the earnings were repatriated, i.e., transmitted to the
United States in the form of dividends. In 1962, the concept of current taxation
of Subpart I income of controlled foreign corporations was introduced intc the
federal tax laws. This concept provided that those profits derived from ‘ain
categories of foreign income must be reported pro rata by the corpor. '8
United States shareholders, even though not distributed to them.

Certain exceptions to the current taxation of Subpart F income were made
partly because other countries did not tax their domestic subsidiaries on foreign
earnings until such earnings were repatriated as dividends. If foreign subsidi-
aries were to be taxed on a current basis, it would require either the United
States parent to pay a tax on dividends it has not received or force the foreign
subsidiary to pay dividends to its United States parent to help finance the tax
the parent has to pay. The effect of either of these would be highly detrimental
to the financing of American operations abroad.

As a matter of tax policy, it would be unsound to tax the income currently
because dividend income should not be taxed until it is received. A foreign sub-
sidiary of a United States corporation is a separate corporation incorporated in
that country. It is subject to the laws of the foreign country and must pay
taxes to the host country. The earnings of the subsidiary are not a part of the
earnings of the parent until they are distributed and therefore should not be
taxed until received. This is in contrast to the recognized policy that a domestic
corporation with branch operations abroad is taxed currently on .the income
received. .

Increasing the total tax burden of United States compantes operating abroad
would put them at a disadvantage with foreign competitors who are not taxed
by the mother country on the earnings of their subsidiaries overseas. It should
be emphasized that no other major industrial country taxes, currently, the un-
remitted earnings of the foreign subsidiaries of its domestic corporations. In
the long run, the only beneficiaries of a United States tax on current earnings
of forelgn subsidiaries would be our foreign competitors.

An underlying premise held by those who advocate the current taxation of
subsidiary income is that multinational corporations are threatening domestic
employment opportunities by manufacturing products abroad. The facts, how-
ever, indicate that an increase in foreign investment raises total American em-
ployment both here and abroad. Not only does new foreign investment directly
create jobs for Americans abroad, it also increases the demand for domestle
jobs by increasing the demand abroad for U.S. materials, equipment and know-
how.

Deferral of taxation on dividends is necessary to maintain equality with for-
elgn competition. The current taxation of income not yet received by American
business could only have an adverse effect on domestic employment, and on our
balanté&of-payments as well as seriously weakening our competitive position
abroad. —

Domestic International Sales Corporation (DISO)

We again express our support for the coneept of a Domestic International
Sales Corporation. The DISC provisions were codified in the Revenue Act of
1971 and were effective January 1, 1972, Although this provision has been in
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the law for a short period of time, many compaunies have set up DISCs, thereby
building plants in the United States and employlng American workers, rather
than locating production facilities abroad.

A DISC is a special type of United States corporation engaged in the business
of export sales. The DISC itself is not subject to income taxes, although its
shareholders are treated as receiving 50 percent of the DISC's income, and taxed
currently on the amount of dividends. American exporters ave permitted to defer
U.S. income taxes on the other half of exporting income, but the DISC must
reinvest it in its export business.

To qualify for DISC treatment, at least 95 percent of a corporation’s gross

receipts must arise from export activities. In addition, at least 95 percent of
the corporation’s assets must be export related. The recently enacted Tax Re-
duction Act of 1975 provided that DISC benefits would be denied in the case of
income from certain export sales of natural resources and energy products after
March 18, 1976.
« H.R. 10612 would require a new incremental or base period method of com-
puting DISC benefits. The DISC benefits would be allowed only to the extent
that the export gross receipts of the DISC exceed 75 percent of its base period
gross receipts. In addition. H.R. 10612 would eliminate DISC treatmment for
products sold for use as military equipment and for agricultural products not
in surplus in the United States.

Reginald H. Jones, Chairman and Chief Executive Officer, General Electric
Company, and a member of the President’s Export Council, stated in a letter
last year to the Editor of the Wall Street Journal on this important issue of ex-
ports and U.S. jobs: -

“Consider the impact on employment. Trade-related jobs have been growing
at an annual 1.:te of 8.7% over the past nine years compared with 1.69 for
the overall domestic economy. Thus, such jobs, now numbering 8.6 million, are
an increasingly important element of our employment picture. Moreover, in
1974 workers employed in export-related activities average earnings of $5.20 an
bour, 25 percent above the rest of the economy.”

Many U.S. companies that now use DISC have substantially increased their
exports and provided more U.S. jobs at a time when unemployment is a eritical
issue.

A Department of Labor survey reported that for 1972, more than 2.9 million
U.S. jobs were directly related to production or distribution of exported mer-
chandise. This figure does not include service industries. Furthermore, jobs
related to merchandise exports rose 30 percent between 1963 and 1972, while
the total United States employment in the private economy rose only 19 percent
over the nine-year period. This survey noted that 72,000 jobs were associated
with each billlon dollars of exports In 1972. Although it cannot be assumed
that each increase in billion dollars of exports will increase related jobs by that
amount, certainly this 2.9 million figure of U.S. jobs related to exports is very
low in the light of the fact that exports increased 100 percent between 1972
and 1974. Although it is too early to give concrete results, it is clear that the
DISC provisions have significantly contributed to U.S. jobs directly and in-
directly related to our exporting industry.

The fact is that in the past few years this country has experienced a substan-
tial growth in exports. In 1972, U.S. exports rose to $48.4 billion, a 13 percent
increase over 1971 exports. In 1973, exports expanded to $69.7 billion, an in-
crease of 44 percent. In 1974, exports increased 38 percent to a high of $06.5
billion. This is representative of a worldwide phenomena of rapidly expanding
trade. However, at the sarie time, America’s share of world exports of indus-
trialized countries declined in 1972, from 18.9 percent to 18 percent. In 1973, the
U.S. share of the market recovered to 19 percent and rose in 1974 to 19.6 per-
cent.

The Treasury Department has made two annual reports on the operation and
effects of the DISC. but the latest statistick available only cover tax returns
submitted for taxable periods ending between July 1972, and June 1973. For
-this perind. the Treasury estimated about 41 percent of U.S. exports, amounting
to $£21.9 billion in gross receipts, were DISC related. At the same time., DISC
exports increased ahout 33 percent, compared with a growth of 23 percent of all
exports weighted to correspond to the growth of DISC exports. Based on these
percentages, the Commerce Department estimated that export sales vaiued at
ﬂDhIrg‘(t £2.6 billinn would not have occurred without the encouragement from

Since the DISC legislation was enacted, we have witnessed a tremendous
growth in world trade, high rates of inflation, large increases in the price of
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oil and other products, floating exchange -rates and a recent international eco-
nomic slowdown. These factors have an effect on evaluating the role of DISC
in the growth of exports.

Coupled with the investment tax credit and the Asset Depreclation Range
system, DISC provides employment opportunities. During the hearings on the
Foreign Trade Act of 1870, the Administration estimated DISC could create
new jobs for almost 80,000 Americans.

Besides promoting domestic employment, increasing exports, and contributing
to the balance-of-trade, the DISC is intended to overcome two major disadvan-
tages that faced United States domiciled exporters. First, they were not receiv-
ing the tax deferral benefits available to foreign subsidiaries of United States
corporations. Second, domestic exporters were often competing against exporters
based in foreign countries, who were given more liberal tax benefits by their
governments, These disadvantages would exist today, were it not for the DISC
provisions, -

The DISC provisions provide the tax deferral opportunities for domestic ex-
porters where previously they were available just to American exporters using
foreign subsidiaries. Also, the DISC allows firms that are too small to operate
through foreign subsidiaries to enter the export field. It was estimated by
Treasury last year that over 7,300 elections have been made to become a DISC.
The tax deferral may not be large in many cases, but the cumulative benefit
provides a substantial increase of working capital for further export develop-
ment.

DISC places the American exporter in a more competitive position in world
trade and in the search for world markets. Foreign countries have a variety of
fncentives to encourage foreign trade, As mentioned in the discussion on the
investment credit, the European Common Market's requirement of the use of the
value-added tax permits member countries to rebate taxes paid by the exporter
at the time of the export, and to impose a tax on importers, On the other hand,
because the United States uses an income tax, it is precluded from giving a tax
rebate on American exports. Our foreign competitors, especially Japan and
members of the European Common Market, are vitally concerned with their
exports. They use export incentives because they believe increased exports cre-
ate fuller employment and positive trade balances.

The March 1975, International Economic Report of the President stated that:
“Foreign competitors, all with much smaller domestic markets, have for some
time devoted slzeable resources to foreign marketing programs. During the last
15 years, the United States has exported between 10 and 15 percent of the goods
it produced, while major Western Furopean countries have exported from 30
to 60 percent.” This report further shows that expenditures for export market-
ing and information services for 1973 by the governments of Canada, France,
Japan, Italy, and the United Kingdom averaged more than twice those provided
by the United States Government.

It is much too early to make changes without a full evaluation. Thousands
of corporations have relied on DISC. It is thus imperative that the DISC pro-
visions be retained fully in the law to help provide more jobs and maintain
equality in the tax laws for corporations that do not use foreign subsidiaries.

Less-Developed Country Corporations :

We are opposed fto an increase in the tax burden on U.S. enterprise doing
business abroad in less-developed countries, The Tax Reduction Act of 1975
eliminated the exception to “Subpart F income" for dividends reinvested in less- -
developed countries. H.R. 10812 would require that dividends received hy U.S.
shareholders from less-developed country corporations he “grossed-up” by the
amount of taxes paid to less-developed countries for purposes of computing the
foreign tax credit and related foreign source taxable income. Also, H.R. 10612
would tax U.S. shareholders at ordinary income tax rates on the gain from the
sale of stock in less-developed country corporations.

We favor retention of the exclusion from gross-up on dividends of less-devel-
oped country corporations. Japan, all of the Common Market countries, and
most other Buropean countries are prohibited by the Trade Act of 1974 from
being designated less-developed countries. The exclusion is warranted to-mitigate
existing tax provisions that act as a barrier to private investment in less-
developed countries because American firms must compete with firms incorpor-
ated in forelgn countries which are taxed at lower rates than United States
corpnrations. Alzo. treaties prevent less-developed countries from using tax re-
bates as a device to attract American investment.
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These provisions are needed to offset the great noncommercial risks of invest-
ing in less-developed countries. Social unrest and political instability constantly
pose thefthreat of discriminatory application of the laws, expropriation, and
civil strife

Preferential tax treatment is justified to stimulate private foreign investmen
because of the United States role in foreign affairs, The success or failure o
underdeveloped countries to take their place in the free world will depend to a
large extent on the strength of their national economies. An orderly expansion
of the economies of less-developed countries is desirable because it engenders
higher standards and greater purchasing power in these countries and improved
markets for United States exports.

We are opposed to the repeal of the less-developed country exception which
excludes earnings accumulated while a corporation was a less-developed country
corporation from those earnings and profits which are subject to tax as a divi-
dend if there is gain from the sale or exchange of stock in the controlled foreign
corporation under section 1248 of the Internal Revenue Code. Elimination of
tl;iis exception also would discourage investment in these less-developed coun-
tries.

Bzemption-of Earned Income From Foreign Sources

The exclusion in section 911 of the Internal Revenue Code for earned income
of citizens who are residents and/or employed abroad should not be reduced.
Under existing tax law, United States citizens, who are bona fide residents of
foreign countries for at least one full calendar year or who are physically
present in foreign countries for 17 out of 18 consecutive months, may exclude
from their federal income tax the first $20,000 of compensation received for
services performed outside the United States. The exclusion is increased to
$25,000 in the case of U.S. citizens who have been bona fide residents of foreign
countries for three years or more.

Under H.R. 10612, the exclusion for income earned by U.S. citizens living
abroad would be phased out over a four-year period.

The current exclusion has been a part of our tax law since 1926. This issue
was fully considered by both the House and the Senate in 1962, and the present
law is a result, with the exception that in 1964 the $35,000 exclusion was reduced
to $25,000. The tax benefit has been reduced substantially from an unlimited
exclusion to the present $20,000 and $25,000 exclusion. Furthermore, the exclu-
sion is limited sufficiently to prevent its use as a tax avoldance device.

Critics of the exclusion assert that it entices Americans, with technical and
professional skills not available in foreign countries, to work abroad by offering
them tax-free earnings. This assertion completely overlooks the fact that these
employees may be subjected to other foreign taxes in the place of income taxes.
Foreign taxes other than income taxes, such as value-added taxes, sales taxes
and custom duties, are not allowed as a credit or a deduction against United
States taxes.

American citizens working abroad do not have the benefit of many services
available at home that are paid for by taxes. As for the individual businessman
overseas, the tax exclusion of $20,000 and $25,000 helps offset the additional
costs of schooling, housing, travel, and other inconveniences. Such Americans
overseas do not get the benefits of those things their taxes help pay for in the
United States.

The exclusions in section 911 give some relief from this situation and repre-
sent a measure of justice for the American citizen abroad. Because of infla-
tionary trends throughout the world, any adjustment fn the exclusions should
be up rather than down.

United States Gevernment employees abroad remain subject to our income
taxes on their earnings, but they are not taxed on fringe benefits such as shelter,
cost of living, education, travel and other differential cost payments. On the
other hand, cost-of-living allowances are taxable compensation to employees of
private business.

Armed forces personnel enjoy facllities on foreign bases which provide an
environment camparable to a base in the States. Civilians employed abroad
must attempt to create a comparable cultural environment for their familles
on an individual basis. Reduction of the presently excludable portion of salary
earnings would discriminate against nongovernmént employees.

In order to operate on an international basis, American companies must
employ some of our citizens to work in foreign subsidiaries and branches. These



L

%
-

153

American employees are necessary because local nationals, in many cases, do not
posts&;l(si the needed skills, experience or famillarity with Amerlcan business
me 8.

United States citizens representing American businesses abroad often have
many years of experience with the language, laws, customs, and techniques of
the foreign country in which they live. They are invaluable and are as essential
to companies operating abroad as American capital. It is essential to have
American citizens in overseas positions to manage these investments, as well
as to train local personnel.

A citizen employed abroad must recelve compensation for speclal costs which
do not represent real income. If he is given an allowance for tuition for his
children to attend a private English language school, this does not represent
aﬁy income to the individual, but the United States will tax such a tuition
allowance.

As a revenue producing measure, the elimination of the exclusion would be
largely ineffective. Corporate employers would be obliged to increase salaries
or living allowances of their overseas American employees, thus diminishing
corporate tax receipts. The net effect would be to make American business
abroad less competitive with other foreign business, since other major indus-
trial nations generally do not tax their overseas businessmen.

The long-range effect of any unfavorable change would be to jeopardize our
competitive position abroad at a time when inflation and rising operating costs
have made it increasingly difficult to compete in foreign markets. Additional
costs could cut back on dividends and profits from foreign operations which
assist in solving our long-range balance-of-payments problems.

Income from Sources Within the Possessions of the United States

We oppose any change that would increase the tax burden on U.S. businesses
doing business abroad, including increasing taxes on the income from sources
within the possessions of the United States. H.R. 10612 would provide a tax
credit for possessions corporations in lieu of the exclusion provided by existing
law. Income not derived from a possessions trade or business or from qualified
possessions investments would be subject to U.S. tax. United States coiporations
receiving dividends from possessions corporations would be eligible for the 85
percent or 100 percent dividends-received deduction. Corporations could qualify
as possessions corporations only if they elect to remaln possessions corporations
for at least 10 years.

Under present law, American citizens or domestic corporations that receive
fncome from within a possession of the United States can exclude from gross
income 2ll the income derived from outside the United States if certain require-
ments are met. First, 80 percent or more of the gross income of the corporation
for the three-year period immediately preceding the close of the taxable year
must be derived from sources within a possession of the United States. Second,
50 percent of the gross income of the corporation for the same three-year period
must be derived from the active conduct of a trade or business within a posses-
sion of the United States. '

This provision has remained substantially unchanged from its enactment in
1921. While granting certain benefits, it exacts certain concessions, such as
prohibiting an individual from taking the standard deduction and prohibiting a
corporation from flling a consolidated return with its affiliates. Also, DISC
advantages are denled to possession corporations to preclude a double benefit
under these provisions. United States laws require minimum wage provisions
and requirements to use U.S. flagships in transporting goods between the United
States and various possessions which substantially increase the labor, trans-
portation and other costs of establishing business operations in the possessions.

Existing provisions came into the law over 50 years ago. The original reasons
for the law, to promote trade in the possessions, are still valid today. No
changes should be made which would adversely affect these business activities.

Western Hemisphere Trade Corporations

‘We oppose elimination of the deduction allowed to Western Hemisphere Trade
Corporations, H.R, 10612 would phase out, over a five-year period, the 14 percent
lower tax rate for Western Hemisphere Trade Corporations.

A Western Hemisphere Trade Corporation is a domestic corporation which
does all of its business in North, Central, or South America, or the West Indies,
and has at least 95 percent of its gross income from sources outside the United

- aam-—
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States and at least 90 percent of its income from the active conduct of a trade
or business.

The special treatment afforded these companies is necessary to encourage the
use of domestic corporations for operations in the Western Hemisphere. Be-
ginning with the Revenue Act of 1918, which provided for credits for foreign
income taxes paid by domestic corporations, there is a long history of special
tax treatment for income received by domestic corporations from sources outside
the United States. Special treatment for Western Hemisphere Trade Corpora-
tions was granted in 1942 to allow United States corporations to compete effec-
tively with foreign local corporations and third-country foreign corporations
doing business in the Western Hemisphere. N

Today, Western Hemisphere Trade Corporations engage in export activities
that provide a positive stimulus to our balance-of-trade. DISC status 1s denied
to such corporations to preclude a double benefit. Retention of the existing
provisions is necessary in order to continue the established avenues of trade
with countries in the Western Hemisphere, It is essential to our domestic econ-
omy and implementation of international policies. .

Foreign Corporation Investment in United States

H.R. 10012 would provide that the definition of investments in U.S. property
by controlled foreign corporations, which are treated as dividends, would be
limited to investments in stock or obligations of a related U.S. person, not
including a subsidiary and to tangible property leased to, or used by, such a
related U.S. person. We support this amendment. We urge that this Committee
recognize the detrimental effect the current law has on our balance-of-payments
bl)l' disgouraglng controlled foreign corporations from investing their profits in
the U.S.

Foreign Portfolio Invcatments in the United States

We support elimination of the current 30 percent withholding tax on port-
folio investments in the United States of nonresident aliens and foreign corpora-
tions and the elimination of the estate tax on such investments. The United
States is facing a critical capital shortage. One way to alleviate this shortage
would be to encourage investment in United States business by foreign persons.
The current 80 percent withholding tax and the estate tax is a discouragement
to this investment and should be eliminated.

H.R. 10812, as ordered reported by the House Ways and Means Committee,
would have repealed the 80 percent witholding tax on dividends and interest
received from the U.S. by foreign persons, except in the case of dividends and
interest from investments that constitute a direct investment in U.8. securities
rather than a portfolio investment. A floor amendment struck this provision
from the bill. We urge this Committee to reinstate a provision which would
eliminate the 30 percent withholding tax presently imposed on portfolio income
paid on foreign investments in the United States,

There {8 a definite imbalance in today’s business financing from forelgn in-
vestors that favors short-term securities and bank deposits, which are presently
exempt from the withholding tax. Removal of the withholding tax could redress
this imbalance by improving the attractiveness of long-term investments. Elim-
inating the withholding tax could improve our balance-of-payments by increasing
foreign investment,

There are many exceptions to the current withholding tax. The primary ex-
ceptions are contaluned in a series of bilateral tax treaties. The United States
has followed a policy of seeking to eliminate withholding taxes on interest
payments. These treaties often lead to complexities and manipulations to take
advantage of favorable withholding elimination or reduction features to avoid
the general 30 percent withholding tax. Elimination of the withholding tax
could effectively eliminate avoldance schemes. To the extent these treaties do
not apply, the mobility of Unlted States corporate securities is lessened. This
restricts the attractiveness of U.S8. investment for foreign persons.

We support the elimination of the 30 percent withholding tax on foreign
portfolio investments in the United States and the estate tax on such invest-
ments to encourage additional inflows of foreign capital into the Untted States.

Reorganizations Involving Foreign Corporations

Present law provides that when a foreign corporation is involved in certain
types of exchanges relating to the organization, reorganization. and liquidation
of a corporation, tax-free treatment i{s not available. unless prior to the trans-
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action the Internal Revenue Service has made a determination that the ex-
change does not have as one of its principal purposes the avoidance of federal
income taxes. With reference to the advance ruling requirement under section
867 of the Internal Revenue Code, we believe this provision should be repealed
to eliminate the unwarranted impediment to the reorganization and efficient
operation of international business.

H.R. 10612 eliminates the requirement in section 367 of the Internal Revenue
Code that an advance Internal Revenue Service ruling must be obtained for
tax-free exchanges involving a foreign corporation related to U.S. taxpayers.

We believe that the advance ruling requirement often results in undue delay
for taxpayers attempting to consummate their proper business transactions.
Furthermore, the advance ruling requirements provide unnecessary barriers to
perfectly legitimate business transactions. For these reasons, we support the
repeal of this provision of the Code in order to facllitate efficlent operations
of international business.

Tax Exemption for Ships Under Foreign Flags

We favor continuation of the tax exemption for ships under foreign flags.
For over 50 years, since the Revenue Act of 1921, the tax law has provided for an
exemption from taxation of earnings from the operation of ships documented
under _the laws of a foreign country which grant an equivalent exemption to
United States citizens and to corporations organized iu the United States. In
the absence of an equivalent exemption granted by the foreign country, these
earnings are taxable in the same way as other earnings from sources partly
within and partly without the United States.

The exemption was designed to encourage the international adoption of uni-
form tax laws affecting shipping companies and for the purpose of eliminating
double taxation. Without international cooperation, there is always a possibility
of diseriminatory taxes such as imposing double taxation on aliens.

Present tax law, on the books since 1934, recognizes the evils of discriminatory
taxation. Section 898 of the Internal Revenue Code provides that the President
of the United States may retaliate by doubling the rates of tax on foreign
citizens and corporations, if he finds American citizens or corporations are being
subjected to discriminatory-or extraterritorial taxes under foreign laws.

Elimination of this exemption could draw retallatory taxation by the affected
countries, Withdrawal of the exemption could have severe adverse effects on our
international trade relations.

Depreciation on Foreign Asscts

We oppose limiting depreciation on property located outside the United
States to the straight-line method. There have been proposals to prevent tax-
payers depreciating property located outside the United States from using an
accelerated method of depreciation, such as double declining balance or sum of
the years-digits. Instead a taxpayer could use the straight-line method only.

There appears to be no sound basis for discrimination between methods of
depreciation based on the location of the assets, especially since foreign invest-
ments tend to carry more risk than domestic investments. Many countries—
fucluding Japan, Canada and the United Kingdom—permit much faster write-
offs than does the United States. Any further prohibition on capital cost recovery
for American businesses operating abroad would only curtail direct foreign
investinent and weaken our position in international trade. -

Transfer of Patents, etc. to Foreign Corporations

We oppose any changes in the tax law to provide for taxing the gain realized
on the transfer to a foreign corporation of a patent, invention, model design,
copyright, secret formula, process or any other similar property. There have
been proposals to tax any gain arising from a United States corporation’s
transfer of a patent, or similar rights to foreign corporations, Not only would
such a measure seriously impair the free flow of commerce. it could lead to
reciprocal actions by foreign countries which would prevent American industry
from benefiting from technological advances developed abroad.

State Taxation of Foreign Source Income

We are opposed to either the apportionment or the allocation of foreign
source income among the states for income tax purposes. It has been the policy
of the Federal Government, through the federal tax laws and treaties with other
nations. to avold double taxation. It is the most practical approach as well as
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in the best interests of the Nation, for an international policy to be left—to
the Federal Government, not the states.

Deductidbility of Eopenses for Attending Conventions Outside the United States

H.R. 10612 would disallow deductions for expenses of taxpayers attending
conventions, educational seminars, or similar meetings outside the U.S. incurred
in attending more than two foreign conventions per year. It would limit the
deduction for transportation expenses to the cost of airfare based on coach or
economy class and limit subsistence expenses to the fixed amount of per diem
allowed to government employees.

We oppose repeal of existing law regarding the deductibility of expenses in-
curred in attending conventions outside the United States, since the Treasury
Department has suffictent authority under section 274 of the Internal Revenue.
Code to control possible abuses in this area. Under present provisions of the
Code, ordinary and necessary business expenses and expenses incurred in the
production of income are allowed as deductions. Expenses for attending busi-
ness conventions, if they meet the tests set forth in certain sections of the
Code, are generally allowed as deductions.

Under present law, if the primary purpose of the individual in going to a
convention held outside the United States is a vacation, the convention is con-
sidered to be personal in nature and the expenses incurred are not deductible.
Present Internal Revenue Service regulations provide that the allowance of
deductions for such expenses depends upon whether there is a sufficlent rela-
tionship between the taxpayer’s trade or business and his attendance at the con-
vention, so that he is benefiting or advancing the interests of his trade or busi-
ness hy such attendance. The regulations specifically state that if the convention
is for political, soclal or other purposes unrelated to the taxpayer's trade or
business, the expenses are not deductible.

We recognize that there have been abuses by some in this area. But those
abuses are subject to correction through present law. To confilne deductions for
attending conventions to the United States and its possessions would be an abuse
in itself. It would penalize those who are presently not abusing the law, and it
could create many other inequities. For example, such a rule could disallow
deductibility for a group of Detroit businessmen attending a convention across
the Detroit River in Windsor, Canada, but allow éxpenses for attending the
conventfon if it were held in Guam., :

The renl question is whether an individual should be required to pay taxes on
income used for a legitimate business meeting with a legitimate business pur-
pose. To predicate the answer on the basis of location is unreasonable and
fre?,tes hardships not only for Americans but also for our nelghbors in other
ands.

Our neighbors in the Caribbean, Mexico and Canada would suffer materially
from this new change in American policy. As a result of such action, we could
anticipate similar crackdowns on business travel to the United States by na-
tionals from those countries. American-owned hotels in other countries which
depend npon American convention trade would also suffer. In addition, Amer-
jean-owned airlines would enconnter new economic problems.

There is no reason to discriminate against deductions of legitimate business
expenses for attending conventions held outside the United States, If there is
any abunse in this area, the Treasury has adequate means to deal with such
cases. The tax law is already ton complicated and should not be further altered
when many taxpayers would be denied legitimate business deductions.

Rstate and Gift Tares—Introduction -

It is time to reexamine federal estate and gift taxes in terms of equity, infla-
tion, and the adverse effects on family-owned and small closely-held businesses,
These tax laws and their high rates have heen virtually unchanged since 1942.

Excessively high estate tax rates disrupt the family’s economic position and
produce harmful effects on the private enterprise system. So far as the estate
tax is concerned. much of the discussion would be inconsequential were it not
for high rates which rise rapidly to 30 percent for a taxable estate of $100,000.
_When estate tax rates hecome unreasonable, every dollar of property included
in the gross estate becomes important. Minor defects in the law are magnified
and injustices become real problems requiring legislative solution.

The tax law should he just as concerned with the future tax base as with
present revenues. Private capital is the basis of the American economic system,
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and a ready supply of such capital is essential to the stability and continued
economic growth of the United States. According to the 19756 Foriune survey of
industry medians of assets per employee, about $50,000 of capital is required on
the average in a metal manufacturing business to employ one person. '1‘119 fed-
eral estate and gift taxes are capital levies, and, as such, steadily reduce private
capital available for investment. The result, but for inflation, can be a constant
erosion of the tax base. If the estate tax deters the building of wealth through
productive enterprise, there could come a time when comparatively little wealth
would be available for capital ventures,

In the case of estates of owners of small family-owned businesses, the tax
problem can be particularly acute. Few estates of this kind include large
amounts of liquid assets with which to pay taxes. Typically, such an estate is
primarily composed of closely-held assets of the business, making it necessary
on the death of the principal shareholder to sell a substantial portion of his
holdings to ({my the death tax. Often, in order to meet the tax llability, stock
must be sold in such amounts that the decedent’s family could lose control of
the business. At times, complete liquidation of the enterprise may be necessary.
The consequences of the estate and gift tax can be a heavy burden on tho
small enterprises which have a vital role in the country’s economy, .

Estate Taz Exemption

We support an increase in the federal estate tax exemption from $60,000 to
$200,000. The 1916 Revenue Act, which enacted the estate tax, allowed a $50,000
exemption. Because of the excessive rates, the exemption was raised to $100,000
under the 1926 Revenue Act. In response to needed revenues during the Great
Depression, the exemption was reduced from $100,000 to $50,000 under the 1932
Revenue Act. In a further response to revenue needs, the $50,000 exemption was
reduced to $40,000 under the 1935 Revenue Act, remaining there until 1942,
During the period from 1918 to 1942, there also was a special exemption of
840,000 for life insurance payable to specific beneficiaries. In 1942, the special
insurance exemption was eliminated and the present $60,000 exemption was
enacted. It has not been changed in the past 84 years.

The effect of inflation on the fixed dollar amount of the $60,000 exemption is
a substantial increase in estate taxes, Because of the inflated values of land
and business assets, the exemption no longer provides & circuit breaker against
the forced sale of closely-held businesses and family-owned farms.

The plain fact is that the $60,000 exemption is just not worth what it was
in 1942, Inflation has substantially reduced the intended effect of the exemption.
To maintain an equivalent amount of purchasing power in 1975 dollars, based
on the Consumer Price Index, the original $60,000 estate tax exemption should
be about $198,000 for 1975.

- The intent of the original exemption was to allow a reasonable amount of
the estate to be untaxed to insure that a surviving spouse and children could
support themselves. When adopted in 1842, the present exemption would have
provided sufficient capital to produce enough income to support the decedent's
dependents, This is no longer true. Today in common stocks, it would provide
only $2,700 to $5,400 of pretax annual income. A sufficient amount of capital

~. should be exempted from tax to provide an annual income for the decedent’s

dependents. Even this test does not give full consideration to the economic status
to which the family has been accustomed.

Gift Tarx Annual Eaclusion
We support an increase in the federal gift tax annual exclusion to $6,000.

“Under current law, the first $3,000 of gifts made to any one person during a

calendar year is excluded for purposes of computing the tax. Gifts to third
parties by a husband or wife may be treated as having been made one-half
from each with the result that each spouse may claim an annual exclusion.

The first federal gift tax was imposed in 1924 but repealed in 1926. The pres-
ent gift tax law dates from the 1982 Revenue Act, which included an annual
gift tax exclusion of $5,000 for gifts to any person. The 1888 Revenue Act re-
duced the annual exclusion to $4,000. The 1942 Revenue Act reduced the annual
exclusion to $3,000, where it has remained.

The exclusion {8 intended to allow small gifts without the administrative
burden of filling gift tax returns. It must be remembered that the gift tax exclu-
sion represents a means by which, without additional tax burden, one can pro-
vide for persons to whom the donor owes a moral duty to support and maintain.
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Aged and indigent relatives, widowed daughters-in-law, disabled veterans, and
the education of grandchildren come within the gift tax exclusion. In many
cases it does not cover a year’s tuition.

The current amount is too small and certainly not worth what it was over
three decades ago. We support an increase in the gift tax annual exclusion to

$6,000.

Gift Tax Lifetime Specific Exemption

We support an increase in the federal gift tax lifetime specific exemption to
$60,000. Under present law, a lifetime specific exemption of $30,000 is allowed to
each United States citizen or resident. This gift tax specific exemption is not
an annual exemption but may be spread over the donor's lifetime at his cholce.
No part of the $30,000 specific exemption may be attributable to the other
spouse, and once exhausted, there is no further speciflc exemption available. The
rpecific exemption was $50,000 for the period 1932 to 1935 and $40,000 for the
period 1936 to 1942. The current $30,000 exemption has been in effect since 1943.

We support an increase in the specific exemption for the same general reasons
that the gift tax annual exclusion should be increased. The 1932 Act provided
for the gift tax lifetime specific exemption to correspond to the specific exemp-
tion in the estate tax law. If the exemption were increased to $60,000, owners
of small closely-held businesses and family-owned farms would be encouraged
to transfer a part interest in the enterprise while still alive. This would help
to encourage the retention of such operations within the family and still allow
for thei expertise of older and more experienced personnel to ald in its successful
operation.

Installment Payments for Estates of Closely-Held Businesses

We favor a reduction in interest rates in installment payments for estates
of closely-held businesses. This reduction should result in a differential of two
percentage points between the interest pald on 10-year installments of estate
tuxes and the interest paid on other deferred taxes. Estates of closely-held busi-
nesses have experienced difficulty with the 10-year installment provisions under
the Internal Revenue Code because of the increased interest rates under Public
Law 93-625. :

Section 6161(a) (2) gives the Internal Revenue Service the authority to
extend the time for payment of estate taxes for a reasonable period not in
excess of 10 years from the due date of the return, if payment of the estate
tax would create an “undue hardship to the estate.” Undue hardship to the
estate may result where the personal representative could be forced to sell an
fnterest in the family business to raise enough money to pay the estate tax.

Section 6166 of the Internal Revenue Code allows the estate tax to be paid
in installments over as nmany as 10 years where the estate consists largely of an
interest in a closely-held business or family farm. This provision applies only if
the value of the decedent’s interest {n a closely-held business exceeds either 35
percent of his gross estate or 50 percent of his taxable estate. Only that portion
of the tax attributable to the value of the interest in the closely-held business
included in he estate is eligible for the installment payments.

Prior to July 1, 1975, the interest rate on estate tax installments was four
percent per year. As a result of Public Law 03-625, signed into law in 1978,
the interest rate is to bhe adjusted to approximately 90 percent of the commereifal
bank prime rate. The rate was initially set at nine percent but was adjusted to
seven percent effective February 1, 1976. Before the recent change in the law,
the interest charged on estate tax installment payments was two percent less
than the interest charged on other deferred tax payments. The 1975 change in
the law substantially reduced the intended effect of the deferral of estate tax
payments for family-owned farms and closely-held businesses,

The House Ways and Means Committee Report on the Small Business Tax
Revision Act of 1958 stated that the installment payments provision was primar-
ily designed to keep together a husiness enterprise where the death of an owner
of the business results in the imposition of a heavy estate tax.

The report stated:

“This provision is primarily designed to make it possible to keep together
a business enterprise where the death of one of the larger owners of the business
results in the imposition of a relatively heavy estate tax. Where the decedent
had a substantial proportion of his estate invested in the business enterprise,
nnder existing law this may confront the hefrs with the necessity of either
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breaking up the business or of selling it to some larger business enterprise, in
order to obtain funds to pay the Federal estate tax. Your committee believes
that this result has an especially unfortunate result in the case of small busi-
nesses, which traditionally also are closely held businesses. Therefore, although
not removing any Federal estate tax in these cases, your committee hopes that
by spreading out the period over which the estate tax may be paid, it will be
possible for the estate tax in most cases to be paid for out of earnings of the
business, or at least that it will provide the heirs with time to obtain funds
to pay the Federal estate tax without upsetting the operation of the business.
Your committee believes that this provision is particularly important in pre-
venting corporate mergers and in maintaining the free enterprise system.”

H.R. Rep. No. 2198, 85th Cong., 2d Sess., p. 6.

The Natfonal Chamber urges an amendment to the current law to require
a two percent reduction on the interest rates of these deferred estate tax pay-
ments as compared to the interest pnid on other deferred taxes. This was the
law prior to the amendment under Public Law 93-625. R

Estate and GQift Ta» Ratee

We suport a reduction in estate and gift tux rates. The estate tax was adopted
in its present form in 1916 in response to the government's quest for additional
revenues. The quarter century between 1916 and 1941 marked a substantial
climb in estate tax rates. The 1916 rates ranged from one percent on the first
$50,000 of taxable assets to 10 percent on the amount over $5 million. The cur-
rent rates, which have not been changed since 1942, rise rapidly from three
percent of the first $5,000 of net estates to 30 percent at $100,000 and then more
slowly to 77 percent on that amount over $10 million. The gift tax rates are
three-fourths of the estate tax rates.

In reviewing the federal estate and gift tax laws, serious attention should be
given to the adverse economic and social consequences of the present highly
progressive rates. The high rates impair the incentive to continue the family
business for the future generations of the family. Successful family enterprises
are broken up and family ownership and control of enterprises destroyed as a
result of estate and gift taxes. The estate and gift tax laws should avold the
demoralizing impact of these taxes on individual incentive, especlally consider-
ing the relatively small amount of revenue derived.

Capital Gaing Tax at Death

We support the current stepped-up basis rules for assets acquired from a
decedent. We oppose the imposition of a tax at capital gains rates on the net
gains acerued on capital assets at the time of transfer by death. We are equally
opposed to carrying over the decedent’s basis for property so acquired.

Under the provisions of the Internal Revenue Code, the basis of property
in the hands of a person acquiring it from a décedent is generally the fair
market value of the property on the date of the decedent’s death or an alterna-
tive valuation date. The concept of a stepped-up basis at death has been in the
tax law since the enactment of the estate tax in 1816, There have been proposals
before to alter the present Code provisions on this subject by either taxing
the appreciation in value of property held until death, or requiring a carryover
to the heir of the decedent’s basis in the property.

A tax on the appreciation of property passing at death would be a departure
from the income tax concept of capital gains. An income tax on capital gains
arises on the voluntary conversion of property, by a sale or exchange, into an-
other form in a closed tax transaction so that gain is actually realized. There
is no sale or exchange or voluntary conversion of property that is left by a
decedent. Consequently, any such tax would constitute a new and additional
capital levy on death. In effect, it would be an additional estate tax imposed
specifically on thuse who have taken investment risks.

With regard to closely-held businesses, this type of tax would probably result
in a gain determined by a highly speculative fair market value over cost—
whether or not there is a market for the property or whether fair market value
could be realized on the sale of the property. It could amount to a tax on the
jnvested work of the owners. The effect could be to force many closely-held
businesses to sell out to, or merge into, larger corporations whose marketable
securities would provide the needed liquidity to pay heavy death taxes.

In some cikses where property cannot be divided for partial sale, a tax would
be due, but funds to pay the tax would not be available. In other cases, where
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the asset fluctuates in value, even with the sale of the asset, because the tax
is based on the “paper value” of the asset, there could be insufficient funds to
pay the tax. With a very low basis and a high fair market value of the asset,
the tmposition of an estate tax as well as an additional capital gains tax, could
produce extreme hardship where stock is not readily marketable, as in the case
of a closely-held corporation, or where the asset is not readily divisable. In this
case, tax liability could exist without any consideration for the taxpayer's
practical ability to pay the tax.

A carryover basis is complex and unworkable from a recordkeeping stand-
point. In past years, taxpayers, in rellance on present law which does not
require proof of the decedent’s basis in property held at death, have not saved
records. There are many instances where it would be impossible to determine
the decedent’s cost or other basis in the property. Any such determination would
impose on executors and administrators the extremely difficult, if not impossible,
task of determining the decedent's cost of property which may have been held
for many years or transferred by gift over several generations, In addition, the
problem of trying to establish fair market values of properties, even as of the
date a new tax reform bill becomes law, could be fantastic. It would parallel
the problem in the law for decades of determining the value of property as of
March 1, 1918. It is dificult enough now to determine the fair market value at
the time a person dies. A

A tax on the appreciated value of property held at death could greatly add
to the complexity of the federal tax laws. What would be the result with jointly
owned property that is partially owned by the decedent and surviving spouse, -
but with the spouse receiving part of the property under the marital deduction?
This problem results from the assignment of a fair market value basis of part
of the property at death and a proposed carryover basis in part of the property
by the surviving spouse. .

Proponents of a capital gains tax at death overlook the taxes at both the
federal and state levels palds at death. The alleged “loophole” is that there is
an unrealized appreciation of assets which arises from the increase in value
over cost, often the result of inflation, without the payment of any income tax
on this increase in value. However, these proponents fail to recognize that
there is a federal estate tax and a state estate or inheritance tax paid on the
entire value including increase in value.

An argument is made that the current system favors holding assets until
death, without paying a tax on the appreclated value, over selling before death
and paying a capital gains tax. This argument overlooks the fact that this is
not an area of absolutes. A sale of the asset before death, even with a tax and
a resulting reduction in capital, can have a number of beneficial economic
objectives. The sale of the asset prior to death assures its present gain, produces
diversity for other investments, increases liquidity, and reduces the risk in hold-
fng the asset. The holder of assets until death does not obtain these economic
objectives and therefore should not be forced to pay an additional tax for the
greater risk of holding the asset for a longer period of time,

There {8 no assurance that the imposition of a capital gains tax at death
would eliminate the so-called “lock-in” effect attributed to the holding of prop-
erty until death to avoid a capital gains tax that would result from a sale dur-
ing lifetime. Even with such an additional tax, many decedents would still pre-
fer to hold the property until death with the estate or their decendents paying
the taxes owed.

We cannot overemphasize our opposition to any change in the Code which
would tax appreciation of property at death or provide for a carryover of basis.
These changes could add considerable expense to the administration of estates,
Any such proposals would cause additional liquidity problems, impose unwar-
ranted hardships on the dependents and heneficiaries of those who have supplied
much of the investment capital necessary for this country’s economic growth,
and add uncertainty, inequity and complexity to the tax system.

Transfers Involving Generation S8kipping

We belleve there should be no imposition of an additional tax on transfers
merely because they result, or might result, in property not being subjected to
a transfer tax for one or more generations.

A tax on transfers which skip a generation would probably encourage outright
gifts and discourage the use of trusts. As an example, where certain family
members have business acumen and others do not, it would be advisable to leave
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certain property outright to those who could manage it. To those who do not
have the know-how to manage a business, it would be advisable to leave prop-
erty in trust for them to conserve their interest in the l}»:opex-ty and provide
income from it, as well as to preserve the property itself. A tax on transfers
that do not violate the rule against perpetuities, but that do in fact skip a
generation, such as gifts to grandchildren, could cause imprudent gift situations
and discourage the use of trusts where trusts should be used.

There is no reason why gifts in trust should be subjected to a higher tax
than outright gifts. Such a tax would tend to concentrate wealth in the hands
of children, whereas it might be more desirable to preserve some of that prop-
erty for a future generation, In addition, the overwhelming majority of trusts
are created to provide income for the beneficiaries and to conserve the trans-
terred property, rather than to avoid tax.

Congress has never expressed an intention to tax all property at least once
in every generation or at periodic intervals. As part of the Powers of Appoint-
ment Act of 1051, the Congress enacted the forerunners of sections 2041(a) (38)
and 2514(d) of the 1954 Code. These sections of the estate and gift tax law
provide that if, through the exercise of a power of appointment, the holder of
that power can create a trust which will extend for a greater period of time
than that permitted by the common law rule against perpetuities, the property
affected by the exercise of that power shall be included within the taxable
estate or the taxable gift of the person exercising that power.

It was at that time that Congress had before it the question of how long
property should be permitted to remain in a private trust without generating
a second estate tax. Its response was that the property would be allowed to
remain in trust for the period permitted by the rule against perpetuities and
that if it went beyond that time, a second estate tax should be applicable.
There 18 no more reason now than there was in 1951 to provide for an addi-
tional estate tax unless the rule against perpetuities is violated.

Marital Deduction

We support the present marital deduction of one-half of the adjusted gross
estate for estate tax purposes and one-half of the amount transferred in the
case of gifts. Under present law, in order to qualify for the marital deduction
for transfers at death, the property must be transferred directly from the
decedent to the surviving spouse, the value of the property must be included
in the decedent’s gross estate, and the surviving spouse must be given outright
ownership, or its equivalent, of the property.

Proposals have been made to remove the present percentage limitations on
the estate and gift tax marital deductions and allow gift-splitting between
spouses to apply to both lifetime and deathtime transfers on any desired basis.
In the Treasury Department proposals in 1968 on this subject, estimates were
made that the current loss occasioned by an unlimited marital deduction would
be approximately 18 percent of estate and gift tax revenues—declining to about
10 percent after 10 years.

With regard to the problem of equality between residents of community
property states and common law states, present law alleviates this problem,
even though the taxes in common law states are still not equal in all respects
to those in community property states. An unlimited marital deduction would
be basically unfair to unmarried persons or to those who do not leave property
to their spouses. If there are revenues available that could be used for an
unlimited marital deduction, whatever revenue loss that woul{d have resulted
from an unlimited marital deduction could better be spread across-the-board
in the form of lower rates and increased estate and gift tax exemptions.

Separate Estate and Gift Taves

The present separate estate and gift taxes should not be combined into a
unified transfec tax, Under current law, property transferred at death is subject
to a federal estate tax utilizing a progressive rate structure increasing with
the size of the estate. Lifetime transfers, which are in most instances eliminated
from a decedent’s estate, are subject to a federal gift tax at rates 75 percent
of the federal estate tax with the same progression as the estate tax. The taxes
are separate so that gifts are taxed from the bottom of that schedule upwards
and estates are taxed from the bottom of that schedule upwards.

We oppose unification of estate and gift taxes. Qifts are voluntary in nature
as compared to involuntary transfers due to death, If the total tax will be the



(52

162

same whether or not the property is given away during life or at death, donors
will be more inclined to hold property until their death, thereby being the vie-
tims of a new “lock-in” effect of such a unified tax, The encouragement to make
lifetime gifts to avoid the lock-in effect, which is the situation under present
law, would be removed. Thus, the encouragement to dispose of property by
gift during life would be stified. Family circumstances rather than the tax
laws should determine when property transfers are advisable. The making of
lifetime gifts that can permit younger individuals to make Investments and
enter business ventures should not be discouraged by the tax laws.

Even under a unified estate and gift tax system, it will be necessary to deter-
mine when a transfer is to be taxed. Where the transfer would not be covered
specifically by statutory provisions, the same disputes and litigation would occur
under a unified system as under the present dual system. It is unreasonable to
throw out the present body of law and administrative interpretations that have
developed under the estate tax statutes for 60 years and under the gift tax
statutes for 44 years. The result would be long years of litigation to settle the

problems arising under the new system.
In addition, a unified tax would increase the costs of administration of estates

and the burden of executors and administrators, since they would have to deter-

mine not only transfers made at death but_also the lifetime transfers of the
transferor. This could result in liability of fiduciaries if transfers are over-
looked and not accounted for in the estate tax return. For these reasons, we
oppose any combination of the present separate estate and gift taxes into a

unified transfer tax.

$5,000 Employee's Death Benefit Exclusion

We support the $5,000 employee’s death benefit exclusion. Section 101(b)
of the Code-provides that amounts -up to $5,000, received by the beneflciaries
or the estate of an employee, paid by or on behalf of the employer by reason
of the death of the employee, are excluded from gross income.

We believe the present $5,000 per employee limit is adequate to avold any
abuses that might result from an employee having two or more employers with
each employer paying death benefits. This exclusion should continue to be
available regardless of whether the employer has a contractual obligation to
pay the benefits. This provision helps to remove any inequity in tax treatment
of benefits between employers who use commercial insurance and employers who

use direct-payment plans, .

Corporate Surtax Exemption

Generally, corporate income is subject to & normal tax of 22 percent on the
first $25,000 of taxable income and a surtax of 268 percent on taxable income in
excess of $25,000. The Tax Reduction Act of 1975 temporarily increased the
surtax exemption from $25,000 to $50,000 and reduced the tax on the first
$25,000 of income from 22 percent to 20 percent. Taxable income in excess of
$50,000 continued to be taxed at the rate of 48 percent. These reductions apply
to taxable years ending in 1975. These changes were continued through June
1976, by the Revenue Adjustment Act of 1975.

Substantial further corporate tax reduction is necessary to permit and en-
courage reinvestment of earnings in sufficient amounts to promote healthy
economic progress. Prior to the Tax Reduction Act of 1975, the $25,000 surtax
exemption had been in the tax law for 25 years. Clearly, the current exemption
is not worth what it was in 1950. We urge that the corporate surtax exemption
be increased to $100,000, with a 20 percent normal tax on the full amount sub-

ject to the surtax exemption,

Deduction for Moving Bepenses

With regard to the provisions of section 217 of the Internal Revenue Code
relating to the deduction of moving expenses, we urge that the maximum
allowable amounts be increased to levels which realistically reflect the—ifla-
tionary changes in the economy and that the 50-mile limitation contained in
the law be reduced to 20 miles.

The $2,500 maximum deduction for moving expenses allowed under section
217 was established in 1968 when that section was added to the Code. If we
assume January 1964, as the base period, inflation through December of 1975
has reduced the dollar value of the deduction by over 50 percent. H.R. 10612
would increase the maximum deduction from $2,500 to $3,000. This proposed
increase is not adequate to make the deduction meaningful in relation to current

" costs and values. The purpose of the deduction for moving expenses is to lessen

the tax burden on employees who move to maintain or chauge their jobs. If
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allowable expenses are reasonable, then the actual expenses incurred could be
allowed without regard to an arbitrary limit.

Prior to the Tax Reform Act of 1969, one test for qualification for moving
expense deductions was that the taxpayer's new place of employment be at least
20 miles farther from his old residence than his old place of employment. The
Tax Reform Act of 1969 amended this provision to make this a 50-mile test for
qualification for the deduction.

According to the House report on the 1969 legislation, this change was made
to eliminate deductions for inter-suburb moves within a metropolitan area.
However, the inequity of such a change is that a taxpayer moving his job
from Washington to Baltimore is not entitled to the deduction. It is important
to consider that & number of companies are moving out of the citles and into the
suburbs. The 50-mile test restricts many low income employees who live in the
city and penalize them if they follow their employment.

H.R. 10612 would reduce the mileage limitation from the present 60 miles to
85 miles. This change is inadequate to resolve the inequities in the present
law. However, the inequities can be ameliorated by reinstating the 20-mile test
contained in the statute when it was originally enacted.

Sudchapter 8 Corporations: Number of Sharcholders
We support an increase in the number of shareholders allowable to a Sub-
chapter S corporation. The Subchapter S provisions were added to the Internal
. Revenue Code by the Technical Amendments Act of 1958 to permit small corpo-
rations to be taxed as though they are partnerships. To prevent shareholder
abuse of the Subchapter S provisions, Congress established requirements that
were to be satisfied before a corporation would be eligible to elect Subchapter S
status. To confine Subchapter S status to small businesses, Congress limited the
number of shareholders to not more than ten.

To limit Subchapter S treatment to businesses with 10 or fewer shareholders
overlooks the difficulties of raising investment capiril from such a smwall group
of investors. Intation and tight money markets hiave made it increasingly
difficult for small businesses to obtain financing. The ability to offer Subchapter
S status to prospective investors could make the difference hetween financing
and not financing a new small business. Kurthermore, the rules providing for
the automatic and involuntary termination of Subchapter S status may make
shareholders reluctant to elect such treatment when there are close to 10 share-

holders.
We support an increase in the number of shareholders allowable to a Sub-

chapter S corporation.

Subchapter S Corporations: New Sharcholders

We support a change in current law so that a new shareholder in a Sub-
chapter S corporation must affirmatively refuse to consent to a continued Sub-
chapter S election rather than affirmatively consent to such an election in order
to terminate a corporation’s Subchapter S election. Subchapter S status is
elective and its inadvertent termination can cause severe hardship for all of
the shareholders. Under existing law a new shareholder, no matter how small
his percentage ownership, must flle a consent to the election within 30 days
after acquiring his interest or the Subchapter S election is automatically termi-
nated retroactive to the beginning of the taxable year of the corporation during
which the shares were acquired.

All of the shareholders of a Subchapter S corporation could suffer severe
financial damage from the inadvertent termination of the Subchapter S election.
“We support a change in the law so that a new shareholder in a Subchapter §
corporation would be required to affirmatively refuse to consent to a Subchapter
S election in order to terminate such an election.

Subchapter 8 Corporations: Trusts as Sharcholders

We support changes in current tax law to allow voting trusts, grantor trusts
and temporary trusts to be shareholders in Subchapter S corporations. Under
existing law a corporation may not qualify as a small business corporation
eligible to elect Subchapter S status if it has a trust as a shareholder. This
provision limits the usefulness of the Subchapter 8 corporation as a form of
doing business by limiting the sources of capital available to it.

Voting trusts, grantor trusts and femporary trusts should not be prohibited
from being shareholders of a Subchapter S corporation. Many small business-
men could use the voting trust where they are forced to relinquish equity to
facilitate the raising of capital for their business. The voting trust would
permit these businessmen to raise necessary capital and to retain control of

69-460—76——12
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‘the business with each beneficiary being counted as a shareholder for purposes

of applyTng the number of shareholders test.

The prohibitlon against trusts asg shareholders of Subchapter S corporations
also aggravates the inadvertent termination problem with potentially serious
consequences to all shareholders. For example, if, on a shareholder’'s death his
shares become part of the corpus of a trust, the Subchapter S election is auto-
matically terminated as to all shareholders. For these reasons, we support a
change in the law to allow certain trusts be shareholders in Subchapter S

corporations.
Subchapter S Corporations: Estalcs As Shareholders

Under present law, the death of a shareholder in a Subchapter S corporation
can cause the automatic termination of the Subchapter S election. The deceased
shareholder’s estate is treated as a separafte shareholder for purposes of apply-
ing the limitation on the number of shareholders. However, for the purpose of
applying the number of shareholders limitation, spouses who own stock in the
corporation jointly or as community property are treated as one shareholder.
Thus, it it possible that the death of one spouse and the transfer of the de-
ccased’s shares (o the estate would cause the corporation to have more than 10
shareholders, automatically terminating its Subchapter S status, and adversely
affect all shareholders. We support a change in current law so that the deceased
spouse’s estate is not treated as a separate shareholder when the surviving
spouse is also a shareholder to alleviate this problem.

Net Operating Loss Carryover

We support an increase in the period for which net operating losses may be
carried forward by a new business. Current tax law generally allows net oper-
ating losses to be carried back for three years and carried forward for five
vears. This five-year limit creates hardships for new businesses which have
early losses during start-up years and then barely break even for several
years,

Although the total period for which net operating losses may be applied is
technically eight years, three years back and five years forward, new businesses
have no prior years to use-for carryback. We support an extension of the net
operating loss carryforward period for new businesses to provide a degree of
equality between new businesses and established ones.

Minimum Accumulated Earnings Credit

An accumulated earnings tax has been a part of our tax laws since the
Revenue Act of 1913. Currently, it is a tax imposed on accumulated or retained
corporate income. There is an accumulated earnings credit equal to the amount
of earnings and profits for the taxable year retained for the reasonable needs
of the business. There is a minimum credit of $150,000. Prior to the Tax Reduc-
tion Act of 1975, the minimum credit was $100,000. We support an increase in
the minimum accumulated earnings credit.

It is generally agreed that the accumulated earnings tax is intended to pena-
lize corporations who retain earnings in excess of their needs to avoid paying
out dividends to shareholders who would again be taxed on that income. Because
this tax is not self-assessed, it often is a trap for the unwary. It is clearly a
penalty tax.

The accumulated earnings tax is generally applied to small closely-held
corporations. These corporations already have a difficult time raising capital.
The possibility of an additional tax on earnings retained in the business could
hinder raising additional capital. .

Deduction for Nonbusiness Interest

We oppose any changes in the tax law that would eliminate or abridge the
present deduction for nonbusiness interest. H.R. 10612 would put a fixed dollar
limit on the deduction for nonbusiness interest, including investment interest
and interest on home mortgages, to $12,000 per year. This provision could@
})rovidei a devastating restriction in the long run on the deduction of nonbusiness
nterest. ’

Nonbusiness interest would include interest on home loans, auto and home
appliance loans, personal loans, vacation and student loans, and transactions
involving loans for installment purchases.

Inflation alone could eventually put a large number of individuals living in
metropolitan areas up against the limit. Our society is built largely on credit.

. If the deduction for interest on such credit is eliminated or sharply curtailed,
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the general use of credit could be markedly reduced causing irreparable harm
to our economy.

We are opposed to this provision in H.R. 10612 which would place a limit
on nonbusiness interest, There already are sufficient limitations in the law te
prevent any possible abuse in this area. We urge that this provision be elimi-
nated from the bill.

Nonrecognition of Gain in Connection with Certain Liquidations

We oppose the elimination or any restrictive modification of section 337
of the Internal Revenue Code relating to nonrecognition of gain in connection
with certain liquidations.

Under prior law, a tax was iniposed, both at the corporation and shareholder
level, when a corporation sold its assets and distributed the proceeds. There was
a question, because of a Supreme Court case, whether the corporation or the
shareholders actually sold the property. Section 337(a) was enacted to remedy
this situation so that a tax is not imposed at the corporate level on the gain
resulting from the liquidation. To make the necessary distinction between the
corporation and the shareholder, section 337 provided for nonrecognition to the
corporation of any gain or loss when it sells or exchanges its property within
a 12-month period after adopting a plan of liquidation and in fact distributes
all the assets of the corporation in complete liquidation.

We urge retention of the existing provisions that are necessary for alt
shareholders to avoid inequitable double taxation on the liquidation of a corpo-
ration. Any restrictions on this present provision could severely hamper orderly
transactions under the present Code provision that has worked for over two
decades with only slight modifications.

Interest on State and Municipal Obligations

We support the continuation of the exempt status of state and municipal
obligations. Any change from the present tax treatment of interest on state and
municipal securities would not be in the best interest of the Nation or of states
and municipalities. We oppose granting states and municipalities the option of
issuing taxable bonds and having the Federal Government pay any additional
interest costs involved to the states and municipalities, and we oppose the use
of a federal fund as a substitute for the borrowing by the states and municipal-
ities from the general public. ’ -

The interest on state and local government securities has been exempt
from Federal income tax since 1913. Congress has consistently chosen to retain
the exemption despite the fact that its elimination has been discussed in almost
all tax reform hearings.

Tax exempt securities are attractive primarily to those in the upper income
tax brackets. One hundred dollar “minibouds” have been issued, but the small
investors have not bought these tax exempt bonds. If taxable bonds are issued,
they may not have appeal to those presently providing municipal and local
financing. Taxpayers would have to make up the difference.

Crities of the interest exemption assert that the system is inefficlent. An
alternative federal subsidy system would not be any more efficient. Besides
additional administrative costs, taxable bonds would not yield more revenue
than the cost of the existing system. Low-marginal rate taxpayers would not
pay as high taxes on the interest as upper bracket taxpayvers who would not
find the bonds profitable in comparison with corporate common stock.

States and municipalities place heavy reliance on bond issues to finance
schoonls, colleges. hospitals. highways and other capital improvements, If the
exempt status of state and municipal bonds is curtailed or eliminated a much
greater burden could be placed on property taxpayers to finance new capital
expenditures. The removal of the exemption provision would place a particular
hardship on small units of local government which do not have access to na-
tional municipal bond markets.

Granting states and municipalities the option of issuing taxable or tax exempt
bonds coupled with a federal subsidy is another step toward greater federal
domination. The long-range effect of any such change in the law will make the
states and local units of government more dependent on the Federal Govern-
ment.

Industrial Development Bonds

Industrial development bonds provide many companies with the opportunity
to finance new plant facilities in areas where it would otherwise be unprofitable
to do so. These bonds can create jobs and improve the tax base of the commu-
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nity. We support an increase in the maximum face amount of industrial develop-
ment bonds and a removal of period restrictions.

The interest on industrial development bonds is tax exempt on issues between
$1 million and $5 million. Retaining the exemption partially depends on keeping
a company’s capital expenditures to less than $3 million during a six-year period
beginning three years before the date of the bond issue and ending-three years
after issuance of the bonds. -

Jndustrial development bonds provide an opportunity to construct facilities to
reduce pollution and to increase energy. They are essential to bring industry
to many areas of the country in need of emplovment opportunities for their
citizens. The dollar limitation should be increased and the period restrictions
removed to make this important provision more effective.

Research and Experimental Expenditures

To encourage research and experimentation and the development of new
products, Congress has enacted in the Internal Revenue Code provisions pro-
viding that certain research and experimental expenditures can be expensed in
the year incurred or amortized over a period not to exceed flve years. We sup-
port extension of present tax law to permit deduction or amortization of ex-
penditures for buildings and equipment which are used in research and develop-
ment. These expenditures presently must be capitalized and cannot be expensed
or amortized over a five-year period.

One of the principal reasons for America's premier position in world trade
has been the overall superiority we have enjoved in science and technology.
Our advanced technology has produced one of the highest standards of living
the world has known. As in the past, our future growth will depend in large
measure on the ability of our research establishment to discover and develop
new products that will improve the quality of life of all Americans. —__

We face tremendous challenges in our attempt to solve the energy problem,
clear up _the environment, increase productivity, improve health care, and solve
other problems that we face, There should bhe increased stimulus for industrial
research and development to enable United States industry to provide new
and improved technologies needed to remain competitive in world markets
and to raise the standard of living of all Americans.

It is important that those research and development expenditures that now
must be capitalized be afforded the alternative of heing expensed or amortized
over a period not to exceed five years. There should be no discrimination between
the types of research and development expenditures that are accorded expense
or amortization treatment.

Employee Stock Options T

We endorse the retention of existing Internal Revenue Code provisions with
regard to employee stock options and urge the elimination of tax preference
status on the exercise of a stock option.

Generally, under present law, an employee realizes no income when he exer-
cises a qualified or restricted stock option. Usually., gain on the disposition of
any stock acquired through an option is taxed as long-term capital gain. The
Tax Reform Act of 1969 provided that tax benefits from qualified or restricted
stock options are to be included as an item of tax preference for purposes of
the minimum tax. On the other hand, the value of a nonqualified stock option
generally constitutes ordinary income to the recipient employee if the option
had a readily ascertainable fair market value when granted. If the option
had no readily ascertainable fair market value when sranted, ordinary income
would-be recognized but not until the option is exercised.

H.R. 10812 would repeal the present rules with respect to qualified stock op-
tions: and, in general, subjects qualified stock options granted after September
23. i1975, to the same ordinary income treatment now accorded to nonqualified
pptions.

Through the use of stock options and stock purchase plans, employvees are
afforded a chance to acquire a proprietary interest in the corporation. Em-
loyees naturally will he more productive if they have stock options as a con-
stant reminder that they are hired not just to perform specific services. hut to
.mnfrn;ute to the long-range profitability of the enterprise whose ownership
‘they share,

Until stock acquired through the exercise of an optioen is sold. there is no
financial gain. Therefore. the argument that a tax should be levied at the time
the option is8 exercised i8 wrong. There should he no tax until the time the
stock is sold, value is recelved, and a profit realized.
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In effect, deferred compensation is a promise by the company to pay & sum
of money tin the future, I:ﬁmer circumstances where there is not constructive
receipt. Certainly to tax this income as though it were received is not in keeping
with the concept of taxation of income on a cash basis.

Capital gains treatment of income was intended by Congress to compensate
for the element of risk involved. In allowing stock option income to be treated
as capital gains, Congress recognized the presence of a definite risk. A gain
realized from a stock option very often accrues over several years, However,
such gains are actually realized in one tax year and capital gains treatment
helps alleviate the resulting ‘‘bunching” effect which gives rise to increased

ax liability,

t Under tlslre present law, there are numerous tests that stock options must
meet before they receive favorable tax treatment. The .employee is not taxed
until the stock is disposed of and he then receives capital gains treatment at
that time if the stock option meets the following criteria: the optionee must be
an employee and may not be a substantial stockholder; the option price musff
be 100 percent of market value of the optioned stock at the option grant date;
the stock must be held at least three years; the option must be exercised within
five years of its granting; and the plan must have stockholder approval.

Restricted stock is not subject to the stock option rules. The Tax Reform Act
of 1969 did change prior law with respect to restricted property. Now, an em-
ployee who receives a beneficial interest in property, such as restricted stock,
for reasons of his performing services, must report the value of the property as
income in the taxable period received unless his interest in the property is sub-
ject to a substantial risk of forfeiture and is nontransferable,

"The Revenue Act of 1964 introduced employee stock purchase plans. Unlike
qualified stock options used for compensating key employees and executives,
stock purchase plans give an opportunity for rank and file employees to purchase
stock in their company at a discount and obtain tax advantages.

In 1963, the Chamber supported changes in the treatment of stock options..
We strongly urge this Committee to retain the existing Code provision with
regard to employee stock options and to remove the tax preference status on
the exerclse of stock options. Subjecting stock options to a minimum tax has.
added greater complexity to the Code. We believe any abuses should be met
head-on, rather than subjecting a legitimate provision of the Code to an addi-
tional tax.

Employee Stock Ownership Plans (ESOP)

Generally, an ESOP is a qualified, deferred compensation plan which invests
a large portion of its funds in the stock -of the employer. ESOPs can be used as
a tool to expand the ownership of the corporation to include its employees
and/or as a financing technique.

The Tax Reduction Act of 1975 Introduced the concept of the investment
tax credit ESOD into the Internal Revenue Code. It is a special type of ESOP
which permits an electing corporation to increase its maximum allowable in-
vestment tax credit from 10 percent to 11 percent if an amount equal to the
additional credit is contributed to an ESOP trust. This special provision applies
only to the investment tax credit attributable to qualified property added be-
tween January 22, 1975, and December 31, 1976. The investment credit ESOP
is subject to certain restrictive requirements. The principal restriction is that
only common stock of the employer or a corporation in control of the employer
or securities convertible into such stock may be contributed to or acquired by
an investment credit ESOP. However, the investment credit ESOP permits a
tax credit rather than a deduction for qualified contributions.

The Employee Retirement Income Security Act participation rules, which
generally require that all employees age 25 or over with more than one year
of service are eligible to participate, apply to ESOPs. This means that all
employees of an affiliated group, including employees of second tier subsidiaries,
mlg(sit be eligible to participate if the ESOP is to qualify for the additional tax
credit.

Generally, under existing law, only common stock or securities convertible
into common stock of the employer or a corporation in control of the employver
may be contributed to an ESOP. Control is limited to direct control. The result
conld be that corporations with second tier subsidiaries would be required to
include the employees of these subsidiaries in the plan in order to qualify
for the additional credit, but could not use the stock of the corporation in
effective control of the subsidiary, because of the corporation in control require-
ment. Thus, corporations with second tier subsidiaries would be effectively pre-
cluded from establishing an investment credit ESOP using their stock. ¥Further-
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more, as a result of the control requirements, a first tier subsidiary with non-
voting preferred stock is not considered controlled by the parent unless 80
percent of the preferred stock 18 owned by the parent. Here again, the participa-
tion and contribution rules may preclude the parent corporation from establish-
ing an investment credit ESOP,.

Valuation of the stock of the employer corporation may become a critical
issue in the case of closely-held corporations the stock of which 18 not regularly
traded. It is necessary to know the value of the stock in order to determine
whether the value of the stock contributed to the ESOP Is equal to the addi.
tional one percent tax credit. or whether, if stock is sold to the ESOP, the
price paid was the fair market value of the stock. Since serious questions may
arise and vunintended hardships may result from the inability to value, or the
innocent assignment of an incorrect value to the employer's stock, this Commit-
tee may wish to consider whether a means to determine a definitive value for
the stock of a closely-held corporation shonld be established to remove uncer-
tainty from transactions between the BSOP, the corporation, and persons in
control of the corporation.

Another area of uncertainty results from an Internal Revenue Service inter-
pretation of the Tax Reduction Act. The Internal Revenue Service has taken
the position that the corporation must absorb the administrative expenses of
managing the additional one percent tax credit held in trust for the employees,
rather than having the trust hear the administrative expenses. As a result, the
cost of administering the ESOP must ultimately be borne by the corporation’s
nonemployee shareholders. Corporations considering the establishment of an
ESOP could be forced to decide whether charging these administration costs to
nonemployee shareholders can be justifled.

Under existing law. the amount of the oftset against tax preference items
is reduced by the investment tax credit, including the additional one percent
credit attributable to contributions to an ESOP. This requirement could operate
to discourage taxpayers, whose business generates preference income, and who
might otherwise establish an ESOP, from doing so. This Committee may wish
to consider whether steps should be taken to change this result.

Contributions to an investment credit ESOP must be made at the time the
return claiming the investment credit is filled and be based on the amount of
qualified investment claimed on the return. The law does not permit subsequent
adjustments to ESOP contributions {f the amount of the credit is determined to
e less than originally claimed or if the property is prematurely removed from
service. An employer, even one which made its ESOP contribution in good faith,
could be required to recapture a portion of its investment tax credit without
being able to adjust the ESOP contribution. The hurden of this restriction falls
on the existing shareholders of the employer whose interests in the corporation
are diluted by the issuance of shares to the ESOP without a corresponding
receint of equity capital. A similar problem can arise if an audit of the corporate
return results in the redetermination of the amount of propertv eligible for the
investment tax credit. The Tax Reduction Act dres not provide for an adjust-
ment of the ESOP contribution in such a eirecumstance. The amount of the
contribution would be subject to a deficiency assessment. As in the case of
recapture of the investment credit, the interests of existing shareholders would

be adversely affected.

" The requirement that an ESOP be permanent in order to be qualified is diffi-
cult to reconcile with the fact that unless the tax credit is extended it will expire
at the end of 1976. This raises the question of the status of the ESOP if the
investment tax credit expires. Employers considering establishing an ESOP
could he deterred from doing so by the possibility that the Internal Revenue
Service could rule that the plan is not permanent since the investment tax
credit {8 to expire.

Regulated utility companies required to treat all or part of the investment
tax credit as a cost reduction to be flowed through to consumers may not, as &
matter of practical economics. be able to use the investment credit ESOP, Such
companies could be paying into the ESOP for the employees and paying out to
customers in the form of rate reductions at the same time. In the long-run,
the shares contributed to the ESOP would not he represented by an increase in
equity and no permanent capital would be formed. Existing shareholders could
suffer the dilution of their interests in the corporation.

Group-Term Life Insurance Purchased for Employees

We support retention of the present law with regard to group-term life insur-
ance purchased for employees with modification of the existing $50.000 limit,
if a limit i1s retained, so as to keep the lmit current with the inflationary"
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economy. Under the provisions of the Internal Revenue Code, premiums paid
by an employer for group-term insurance of up to $50,000 per employee are not
taxable to the employee.

The national economy benefits when employers provide group-term insurance
for their employees. Group-term insurance provides economic security for large
numbers of families, thus minimizing the number of people dependent on gov-
érnment aid.

Deduction of Development Erpenditures for Mines

Under present law, after the existence of ores or minerals in commercially
marketable quantities has been disclosed, all expenditures for the development
otda mine or other natural deposit, other than an oil or gas well, may be
deducted.

The attainment and maintenance of a sound domestic mining industry re-
quires more ample recognition in the tax laws that mining is unigue in that it
exhausts its assets in the course of its operations; that exploration for, and
discovery and development of, new mining deposits has continually grown more
difficult, more costly and financially more hazardous; and that a recovery of
capital and return on investment commensurate with the risks is essential to
induce venture capital to enter this hazardous financial field.

To meet the national requirements and to assure adequate continuance of the
industry by the replacement of exhausted mineral assets, the tax laws should
provide that all nonrenewable natural resource jndustries be granted the cur-
rent deduction of research, prospecting, exploration, and development costs or,
at the election of the taxpayer, such deferment as the taxpayer deemns most
appropriate in each case. without the now existing limitations.

The tax laws must give adequate consideration to the special problems of
the mining industry. Unfavorable consideration will result in an inadequate
supply of minerals, increased prices. and a lower standard of living. To com-
pete with growing demands by foreign countries for minerals, it is essential that
the tax laws encourage mining investment to promote and maintain the compet.
itive enterprise mining economy.

Capital Gaing for Timber, Coal and Iron Ore Royalties

We oppose any change in existing Internal Revenue Code provisions relating
to capltal gains treatment for timber, coal and iron ore royalties. Under provi-
sions of the Code, capital gains treatment is available for the cutting of stand-
ing timber, if certain requirements are met. In addition, the owner or sublessor
of a coal mine who disposes of coal under a royalty contract, or dispnses of iron
ore under a royalty contract, generally is entitled to capital gains treatment for
a gain or loss on the disposition.

The capital gains treatment accorded timber and coal under this section hag ————
heen in the Code for over three decades and over a decade for iron ore royalties.
These provisions should not be disturbed. The rule was adopted with respect to
timber because the gain from sale was regarded as having accrued over the
period during which the trees matured. The provisions of this section have
heen beneflelal both to the industries and to the country through encouragement
of orderly disposition of these assets. g

In the case of timber, these provisions of the Code have encouraged forest
conservation by selective cutting and proper reforestation. If timber could not be
taxed at cuapital gains rates, timber tracts would be sold outright and this
would result in complete and wasteful operations by a cutting company without
any incentive to plant new trees. The future of private forestry depends on the
maintenance of the present tax system.

The development of coal and iron ore through leases should be encouraged
rather than penalized. Supervision of such development by the property owner
conserves our natural resources by insuring a more complete recovery of the
mineral product present in the property.

Percentage Depletion for Oil, Gas and Other Minerals

In order to meet the Nation’s needs and to assure the continning replacement
of exhausted mineral assets, the tax laws should provide that all nonrenewable
natural resource industries Le granted adequate depletion allowahces.

The attainment and mnaintenance of a sound domestic mining industry re-
quires more recognition in-the tax laws that mining is unique in that it ex-
hausts its assets in the course of its operations; that exploration for and dis-
covery and development of new mining deposits continnally grow more difficult,
more costly and flnancially more hazardous; and that a recovery of capital and
return on investment commensurate with the risks is essential to induce ven-
ture capital to enter this hazardous financial field.

N
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Tax laws must recognize that rising energy demands in this Nation require
the constant development and maintenance of a healthy petroleum industry.
Exploration and development of petroleum resources grow more difficult, more
costly, and financially more hazardous. Venture Capital will continue to be at»
tracted in this fleld only if the reward for success is commensurate with the
risks involved. Therefore, to meet national needs and to assure replacement of
oil and natural gas produced for energy use, the tax laws must provide adequate
depletion allowances. -

Intangible Drilling and Development Cosls .

Present tax law permits an oil or gas producer to deduct intangible costs of
drilling when incurred as operating expenses. Intangible drilling and develop-
ment costs are the intangible costs of drilling wells and preparing them for pro-
duction. Examples of such costs are expenditures for labor, fuel, power, expend-
able materials, supplies, tool rental, and repairs of drilling equipment in con-
nection with drilling and equipping productive wells. Tangible development
costs include expenditures for such items as pipe, tanks, pumps and other equip-
ment which are treated as capital expenditures.

The deduction for intangible drilling and devlopment costs is essential to en-
courage the development of the United States petroleum resources. The need
for this deduction is as great today as it has been in the past if America is
ever to return to a level of self-sufficiency in its oil and gas supplies. This de-
duction has attracted capital into high-risk petroleum exploration that would
not otherwise have heen available. Added taxes on oil and gas operations
through the elimination of, or a limitation on, intangible drilling and develop-
ment costs would not be consistent with the need to expand our domestic petro-
leum resources.

Deduction of Erpenditures for Soil and Water Conservation

We urge retentlon of existing law dealing with the deduction of expenditures
for soil and water conservation with respect to land used in the business of
farming. The limit on the deduction is 20 percent of the gross income derived
from farming during the taxable year.

This provision was first introduced in the 1954 Internal Revenue Code and
adopted to clarify the existing tax treatment of soil and water conservation ex-
penditures and to encourage sound conservation practices. The 25 percent limita-
tlon was included to.prevent a current deduction for substantial investments
in farm lands from being obtained from sources other than farming. Expendi-
tures for soil and water conservation such as the leveling, grading and terracing
of farms should be regarded as maintenance costs, and should therefore be de-
ductible as a current expense. The current tax treatment for such expenditures
reflects a sound conservation practice and should be encouraged.

Deduction of Brpenditures for Clearing Land

We urge retention of existing provisions dealing with the deduction of ex-
penditures for clearing land. A taxpayer engaged in the business of farming
may elect to treat as a deduction, instead of as a capital expenditure, expendi-

- tures incurred by him in clearing land to make that land suitable for farming.

The limitation on this deduction is the lesser of $5.000 or 25 percent of the
taxable income derived from farming during the taxable year.

The election to deduct expenditures for clearing land was provided for in
the Revenue Act of 1962. As with the case of expenditures for soil and water
conservation, expenditures to make land suitable for farming are closely associ-
ated with the trade or business of farming and are, therefore, properly included
in the category of deductible expenses. .

Minimum Tax for Tac Prefcrences

The tax Reform Act of 1969 instituted the minimum tax. Generally, it is a
flat-rate 10 percent tax on “tax preference” items in excess of $30,000 per year
and the income taxes imposed for the year.

As originally passed by the House, the minimum tax did not apply to corpor-
ations. However, the Senate-passed version applied the minimum tax to corpora-
tions. This constitutes a penalty tax on corporations that have capital gains or
use the percentage depletion allowance. It represents discriminatory taxation
of those corporations using long-standing provisions of the tax laws.

In 1969, we appeared before this Committee and acknowledged the problem
that some individuals may avoid income taxes, but urged review of those
specific provisions deemed {mproper. We stated that new taxes such as a mini-
mum tax often gain popular acceptance by being directed initially at a few;
but, in the long run, there is a temptation to increase the burden and scope of
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a new tax until virtually all taxpayers come under its yoke. We warned that
a new minimum tax could very well become the foretunner of a gross receipts
tax on all taxpayers.

The minimum tax disregards the principle that the federal tax is based on net
income. Congress has placed certain provisions in our tax laws because they
were considered to be needed for reasons of fairness, because they were in the
best interests of the Nation, or because there was a constitutional question
involved. If Congress determines certain provisions to be improper, they should
be modified. A penalty tax should not be imposed on corporations or individuals
properly conforming with the provisions of those laws.

The amendments to the minimum tax in H.R. 10612 bear out our concern
that the burden and the scope of the tax would be expanded. For individual tax-
payers the rate would be increased from 10 percent to 14 percent, the deduction
for regular taxes would be eliminated, the carryover of regular taxes would be
eliminated and the $30.000 exemption would be lowered to $20,000 and phased-
out so that it would vanish entirely at $40,000. H.R. 10612 would also add addi-
tional preference items for individual taxpayers including itemized deductions
in excess of 70 percent of adjusted gross income, -

Limitation on Artifictal Accounting Lossecs (LAL)

H.R. 10612 provides for a new concept called Limitation on Artificial Account-
ing Losses (LAL). Under LAL. certain deductions may not exceed the income
from the sources from which they are derived. Thus., deductions in excess of
income may not be used to reduce income from other sources. Arcas affected
and deductions restricted include such vital segments of the cconomy as real
estate, oil and gas and farming operations, We oppose changes in the tax laws
that would disallow or postpone an otherwise allowable deduction to the extent
it exceeds related income.

The LAL concept would cffectively place certain investors on a transaction
method of accounting. If an investment were to be made that would be subject
to LAL, deductions would be allowed only to the extent they did not exceed
the income from the investment, Excess deductions would have to be carried
over to future years until income from the investment could be generated to
offset them. A taxpayer could be in a net economic loss position for a given tax-
able year based on generally available tax provisions. He might have to pay
1taxes. however, because he could not use certain deductions against his total
ncome.

LLAL would unnecessarily complicate the tax laws. If certain provisions of
the tax laws are no longer serving the function Congress intended, they should
be modified or eliminated. A new layer of complex tax restrictions should not be
applied. :

Eremptions for Excess Deductions Account for Farm Losses

The Tax Reform Act of 1969 required a taxpayer deducting farm losses from
nonfarm income to establish an “excess deduction account” if the adjusted
gross income from nonfarm sources exceeds $50,000 and the net loss from farm-
ing exceeds $25,000.

H.R. 10812 deals with the issue of farm losses in the LAI provisions and
provides that no additions to farm exeess deductions accounts wonld be made
for taxalle years ending after December 31, 1975. ILAL would restrict the extent to
which certain accelerated deductions attributable to farm operations could be
used to offset income from nonfarm sources. 'To the extent that deductions
exceed the amount permitted to be deducted, they would be deferred in a
“deferred deduction account” until a later taxable vear. True economie losses
would continue to be deductible currently. Losses from farm operations could
be used to offset up to $20,000 of nonfarm income. If nonfarm income exceeds
$20,000, a dollar-for-dollar reduction of the amount of nonfarm income eligible
to be offsel by farm losses would apply. Thus, no artificial farm osses could be
deducted currently by taxpayers with incomes of $40,000 or more.

This treatment is unwarranted. There should be no discrimination between
taxpayvers engaged in farming activities solely on the basis of other income
they earn during the year. The excess deductions account for farm losses and
LAL discriminate against taxpayers with other sources of income, and discrimi-
nate between cash and accrual basis taxpayers.

The excess deductions account and LAL provisions unnecessarily complicate
the Code. Abuses should be dealt with directly and not through the elimination
or reduction of the exemptions from farm loss excess deductions account re-
quirements or through the imposition of LLAL. Both the existing Coadle pravision
and the LAL provision discourage farmers from diversifying into nonfarm
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businesses and investments. The present Code provision should be eliminated
and should not be repluced by a similar LAL provision.

Limit on Deductions “at Risk"”

Current law allows deductions without regard to investment except in the
case of partnerships and Subchapter S corporations. In the case of partnerships,
deductions are limited to a partner's basis in the partnership. For Subchapter S
corporations, a shareholder’s deductions for corporate net operating losses are
limited to his basis in his stock and the corporation’s indebtedness to him.

We oppose a limitation on deductions based on the amount the taxpayer is
“at risk.” Such a limitation would further compticate the tax law and would
place taxpayers forced to borrow to make investinents at a competitive dis-
advantage in relation to taxpayers not forced to borrow. The iuequality of treat-
ment could discourage taxpayers who might otherwise make leveraged invest-
ments from making those investments.

Business Use of Home

H.R. 10812 would limit deductions for business use of the home to expenses
attributable to the portion of the residence used exclusively on a regular basis
as the taxpayer's regular place of husiness, or a place of business used for
patients, clients or customers in meeting or dealing with the taxpayer. A tax-
payer who i8 an employee would be able to deduct the expenses of an office in
his residence only if, in addition to meeting all of the other requirements of
deductability, the use was for the convenience of his employer. The deduction
allowed any taxpayer may not exceed the amount of gross income derived from
the business use of the residence reduced by the deductions which are allowed
without regard to whether the residence is uxed in business.

We oppose changes that would eliminate or abridge the methods of deducting
expense attributable to the use of the home for business purposes. The pro-
visions of H.R. 10612 ignore the fact that there are numerous occasions, in-
cluding weekends and evenings. where the most efficient and productive place
for an individual to work is his personal residence. The expenses incurred in con-
nection with this work are ordinary and necessary business expenses and should
be deductible under section 162 of the Code.

Deduction for Medical BExpenses

The Internal Revenue Code provides for the deduction of medical and dental
expenses, including medical insurance, with some modifications, in excess of
three percent of a taxpayer’s adjusted gross income. Medical insurance preminms
are deductible without the three percent limitation for half of the first $300
of such premiums. The other half is allowed as a medical expense deduction
subjc;,cit to the three percent limitation. We support retention of such Code
provisions.

Deductions for Charitadle Giving

The tax laws shot id continue to allow the charitable contribution deduction
without regard to &: ~ minimum contribution. The tax laws should encourage,
rather than discourage, charitable giving. Caring for the needy through recog-
nized private charities alleviates some of the need for the government to pro-
'ivlg(ia th(tes financial assistance required to meet the requirements of the Nation's
ndigents. )

We oppose any minimum contribution requirement before the charitable
deduction is to apply. The use of such a minimum would result in a substan-
tial reduction in total charitable contributions. A reduction in the number of
charitable givers could mean that government would have to finance the bene-
ficiaries of these gifts from higher taxes paid by all citizens.

In view of the need to continue encouragement of charitable giving, we recom-
mend that the tax law continue to allow the charitable contribution deduction
without regard to any minimum contribution.

Eeaclusion of Sick Pay

We support retention of existing Internal Revenue Code provisions relating
to the exclusion of sick pay. These provisions allow the exclusion from Kross
income of certain amounts received under wage continuation plans during tem-
porary absence from work. H.R. 10812 would repeal the sick pay exclusion and
substitute a maximum annual exclusion of $5,200 ($100 a week) for taxpayers
under the age of 65 who are permanently and totally disabled. The $100 a week
maximum exclusion is reduced on a dollar-for-dollar basis by the taxpayer's
income, including disability income, in excess of $15,000. Both civilians and
military personnel are subject to these provistons.
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Existing law helps to equalize the treatment of insured and noninsured sick-
ness and accident benefits. We support the retention of existing Internal Reve-
nue Code provisions relating to the exclusion of sick pay from gross income.

Deduction for Loss from Certain Noncorporate Obligations

We oppose any changes in the tax laws that would eliminate or abridge the
present deduction provided in the Internal Revenue Code relating to losses
from noncorporate obligations. H.R. 10812 would provide that where a taxpayer
has a loss arising from the guaranty of a loan, he would receive the same
treatment as where he has a loss from a loan which he makes directly. The
same rule would apply to the guarantors of corporate obligations. Because
trade or business reasons give rise to losses on obligations, these losses should
continue to be allowed as a deduction.

Under the current provisions of section 166(f) of the Internal Revenue Code,
the loss on noncorporate obligations borne by the taxpayer as a guarantor,
endorser or indemnitor are allowed as a deduction if the borrower used the
proceeds in his trade or business.

When this section was added as a part of the Code by the Senate Finance
Committee in 1954, the reasoning stated was that in most cases debts of this
type were incurred because of business relationships. That same reasoning holds
true today. The Code contains an appropriate limitation on this deduction by
requiring that the person who incurs the debt use the proceeds in his trade or
business in order for the guaranteeing taxpayer to take a loss, if one results
from his having to make good on the guarantee. Endorsers and guarantors who
pay their principal's debt take over the creditor's rights against the principal
debtor, If their claim against the principal debtor is or becomes worthless, they
are entitled to the deduction. The deduction does not arise out of the payment
itself of the principal’s obligation, but because the payment gives rise to &
claim that becomes a bad debt.

Deduction for Nonbusiness Tares

We oppose any changes in the tax law that would eliminate or abridge the
present deduction for nonbusiness taxes, Various state and local taxes—on real
and personal property, general sales, income and the sale of gasoline—are
allowed as a deduction to all taxpayers, whether or not they were paid or
incurred in connection with the carrying on of a trade or business or an activity
relating to the production of income. Present law recognizes that payment of
state and local taxes reduces a taxpayer's nbility to pay federal taxes. It also
alleviates the possibility that federal, state and local taxes combined could ex-
ceed the taxpayer's gross income.

Deduction for Nonbusginess Casualty Losses

We oppose changes in the tax law that would eliminate or abridge the present
deduction for nonbusiness casualty losses. Present law provides for the deduc-
tion if such losses exceed $100. The Chamber supported the casualty loss deduc-
tion and the $100 floor when it was first introduced into the Internal Revenue
Code by the Revenue Act of 1964. We continue our support of the deduction
for nonbusiness casualty losses on the grounds that unreimbursed casualty
losses are logical and equitable items of deduction.

Miscellaneous Employee Expenses

Generally, an employee is allowed a deduction for expenses connected with
his performance of services as an employee. Deductible expenses include ex-
penses for such items as the cost of seeking employment, education, uniforms,
labor union dues, and professional organization dues. We support the deduction
for employee’s miscellaneous business expenses and oppose changes that would
eliminate or abridge the present deduction. Nor should some sort of overall
deduction be substituted for the miscellaneous business expense deduction,

Miscellaneous Deductions Allowance

We oppose changes in the tax law which would provide for individual tax-
payers a miscellaneous deductions allowance in place of the elimination or
restriction of a number of itemized deductions. Itemized deductions serve to
create a tax equity that would be diminished through a miscellaneous deduc-
tions allowance. Itemized deductions should not be replaced by an across-the-
board allowance.

Retirement Income Credit

We recommend that the existing retirement income credit be retained and
we urge that it be simplified. The retirement income credit provisions are de-
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- signed for those elderly who do not receive tax exempt social security or similar
types of tax exempt benefit payments. These provisions give a limited exemp-
tion, by means of a tax crecfi%. for those who have other types of retirement
income so that they can be on the same footing as pensioners recelving social
security or other tax exempt benefits.

H.R. 10612 simplifies, restructures and increases the maximum amount of
the present retirement income credit and provides for the credit to be available
to taxpayers age 65 or over regardless of whether they have retirement income
or earned income,

We support the simplification of the existing retirement income credit and
urge its retention to help eliminate the disparity in tax treatment of different

types of retirement income.

Declaratory Judgments With Respect to Exempt Organizations

We support a declaratory judgment procedure to appeal from an unfavorable
Internal Revenue Service ruling with regard to the tax-exempt status of an
organization under section 501(c) (8) of the Internal Revenue Code and recom-
mend that a similar procedure be exstended to chambers of commerce and trade
and professional associations exempt under section 501(c)(6) of the Code.
H.IR. 10812 would provide a procedure whereby an organization may ask the
U.S. Tax Court or a Federal district court for a declaratory judgment as to
its tax-exempt status and classification under section 301(c¢) (3) or its charitable
donee status under section 170(c) (2) of the Internal Revenie Code.

In the Employee Retirement Income . Security Act of 1974, the Congress
provided for a procedure for obtaining a declaratory judgment with respect
to the tax-qualified status of an employee heneflts plan. The remedy is available
when the Internal Revenue Service has issued an adverse determination as to
the status of a plan and the petitioner has exhausted his administrative reme-
dies within the Internal Revenue Service.

Under the anti-injunction provision of the Code, citizens are denied the
opportunity to go into the courts to enjoin the assessment or collection of taxes.
The purpose of the law is to allow the government to assess and collect taxes,
and then if the taxpayer wants relief he can file a suit for a refund. Some
difficnlt problems have arisen for exempt organizations under this provision.
For instance, can an organization contest the revocation of its exempt status
by the Internal Revenue Service or must it wait until taxes have been assessed
against it? If it waits, what about the fact that in the meantime there will be
those who will not make contributions due to the question of deductibiliy?
What about where the Internal Revenue Service changes the status of an orga-
nization from one category to another so that the organization remains exempt,
but contributions to it are no longer deductible?

n Bob Jones University v. Simon, Sceretary of the Treasury, 416 U.S. 725
(1974, and a companion case, Alerander v. Americans United, 416 U.S. 752
(1974). the United States Supreme Court held that Bob Jones University came
-under the anti-injunction provision of the Internal Revenue Code, and, there-
fore. prior to the assessment and collection of taxes, could not go to court to
eninin the Internal Revenue Service from revoking its tax-exempt status and
withdrawing the advance assurance to donors that contributions to the Univer-
fity constituted a charitable deduction. The Court noted that it was aware that
the anti-injunection statute imposed a harsh rule, but said that it was a matter
11’01' Congress to weigh the relevant, policy-laden considerations of the present
aw,

The declaratory judgment procedure provided by H.R. 10612 would mitigate
the harsh rule imposed hy the anti-injunction statute with regard to tax-exempt
status under section 501(e) (3) of the Code. We recommend that a similar pro-
cedure he extended to chambers of commerce and trade and professional associa-
tions exempt under section 501 (¢) (8) of the Code.

Tax Exemption for Credit Unions, Mutual Insurance Funds and Certain Finan-
cial Institutions
‘We support retention of existing law with regard to the tax exemption for
eredit unions, mutual insurance funds and certain financial institutions provided
for in section 501(c) (14) of the Code. Section 501(c) (14) organizations are
operated without profit, provide essential services to the public, and should be
entitled to retain their exempt status.

Deduction of Antitrust Damage Payments

We believe that the Internal Revenue Code should be changed to provide for
a full deduction of damage payments made in an antitrust case.

In 1964, the Internal Revenue Service issued a ruling that amounts paid in
satisfaction of treble damage claims under section 4 of the Clayton Act were
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deductible as ordinary and necessary business expenses. The Tax Reform Act
of 1969 changed that ruling and said that only one-third of the treble damage
should be deductible on the ground that it was the payment of actual damages
and that a deduction should be denied as to the other two-thirds as that was
a penalty and it would violate public policy to permit a deduction. Since 1969,
if a taxpayer in a criminal proceeding is convicted of a violation of the anti-
trust laws or a plea of guilty or nolo contendere is accepted, then no deduction
is to be allowed for two-thirds of any amount paid on a judgment or settlement
from a treble damage action brought under section 4 of the Clayton Act.

The tax laws should be used for the purpose of collection of revenues to meet
the necessary costs of government. Their purpose should not be extended to
inflicting punishment for violations of nontax laws. The changes in the handling
of deductions for treble damage payments made by the 1969 Reform Act ex-
tended the tax laws to being punitive for violation of the nontax antitrust
laws.

Where the purpose behind the statute compelling the wrongdoer to make
payments is remedial in nature and is intended to provide a formula for the
reparation of a private injury—such payments properly constitute allowable
deductions. Where a law is intended to punish a wrongdoer, punishment would
be mitigated by the allowance of an income tax deduction. Actions that are
brought under section 4 of the Clayton Act are remedial in nature, since the
purpose behind the section of the Act is to allow the victim a method of recov-
ering the damages inflicted and not to punish the wrongdoer. To disallow the
deduction of the treble damages would amount to ignhoring the remedial character-
istic of that part of the law and inflict punishment by use of the tax laws.

The antitrust laws are very complex. It is often difficult for those in the
agencies of government who enforce the laws to agree on whether a violation
has occurred, and the courts have often experienced difliculty in determining
whether the law was violated. This difficulty of interpretation means that
there will be businesses subjected to treble damages even though they have
made every effort to avold violating antitrust laws. In such cases, treble
damages provide remedial relief for the injured party, and the tax laws should
not inflict a fine in such cases. Consequently, the National Chamber recommends
that the Code be changed to reflect the 1964 position of the Internal Revenue
Service that a full deduction be allowable for damage payments made in an

antitrust case.

Energy Tazes

H.R. 6860, the Energy Conservation and Conversion Act of 1975, as passed
by. the House, provides for a tax on the business use of oil and natural gas,
When fully effective, the excise tax on the business use of oil and natural gas,
as proposed by -H.R. 8860, would be $1 per barrel for oil and 18 cents per Mcf
for gas. This is a negative approach to the stated purpose of the provision:
“Encouraging Business Conversion for Greater Energy Saving.” The answer to
encouraging greater energy saving is not to put a penalty tax on business but
tt} let the market system produce more efficient energy supplies and new sources
of energy.

If the tax is designed to encourage industrial conservation of oil and gas, this
has been, and will continue to be, accomplished more efficiently in the market-
place by interaction with higher energy prices. If the tax is designed to encour-
age industrial conversion to coal, this can also be better accomplished through
the marketplace where industry can determine what energy source is most desir-
able based on cost and availability. Industries which are unable to convert to
coal would be unjustly penalized. Those industries which desire to convert to
coal should be assisted through a prompt capital cost recovery system, rather
than by ‘“prodding” through penalty taxation. Penalty taxes drain needed
capital for companies to invest in energy efliciency equipment.

An excise tax on oil and gas will raise revenue, but do nothing to increase
production of gas or oil which should be the thrust of national energy policy.
Efficient conservation will result from higher energy costs which will also en-
courage exploration and production of new sources of energy. We urge that tax
measures be adopted to encourage energy exploration, energy production, and
capital investment in energy-efficient equipment,

Presidential Authority to Change Tax Rates

It has been suggested in the past that the President be given the discretionary
authority to raise or lower income tax rates by a limited percentage as a con-
trol on the economy. We have opposed since 1962, and continue to oppose, vesting

stand-by tax reduction authority in the I’resident.
We favor retention of exclusive authority in the Congress to raise or lower
income tax rates. The power to raise or lower income taxes is such a basic
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legislative power that it should not be shared by two branches of the Federal
Government. This is not an area where delegation to the Executive branch is

appropriate.

Private Letter Rulings

We support legislation which would preclude publication of private letter
rulings previously issued by the Internal Revenue Service. Taxpayers who
received private rulings in the past applied for them in reliance that the in-
formation submitted to the Internal Revenue Service would be treated as confi-
dle)ntialedtax information. This confidentiality should not be retroactively
abridged.

A private letter ruling is a written statement issued to a taxpayer by the
Internal Revenue Service in which interpretations of the tax laws are made
and applied to a specific set of facts. The function of the letter ruling is to
advise the taxpayer regarding the tax treatment he can expect fromn the
Internal Revenue Service in the circumstances specified in the ruling. In the
past, expecting to receive full confidentiality, business taxpayers have not been
reluctant to set forth in requests for Jetter rulings trade secrets, extensive
financial data, and other information ustally kept guarded from competitors.

H.R. 10612 would require that private letter rulings isswed by the Internal
Revenue Service after September 25, 1975, be made available to the publie,
along with the names of the taxpayers receiving the rulings. In addition, tech-
nical advice memoranda are to be made public, but without information disclos-
ing the taxpayer’'s identity. Rulings and technical advice memoranda issued
between July 4, 1967, and September 25, 1975, are to be disclosed in the order
of issuance but the name of the taxpayer involved is not to be disclosed. Rulings
and technical advice memoranda issued prior to July 4, 1967, are not to be
made public.

The Internal Revenue Service has been issuing rulings since 1919. The private
letter rulings program began in the 1940's, but was not formalized until 1953.
Under this program the Internal Revenue Service issues to a taxpayer a letter
ruling stating its views on the substantive effect of the tax laws on a specifie
proposed transaction. If the taxpayer enters into a transaction that has been
the subject of a private letter ruling, the Internal Revenue Service generally
treats the interpretation it gave in such ruling as binding upon the Service.

The complexity of our tax laws and their importance in the business decision-
making process require that taxpayers be afforded -the opportunity to clarify
tax effects on contemplated transactions prior to their consummation.

After letter rulings are issued to taxpayers, the Internal Revenue Service
categorizes them intu two classes. The first class of rulings has no significant
reference value and such rulings are retained for only four years. The second
class is considered to have continuing reference value for the Internal Revenue
Service and is retained along with published Revenue Rulings, court decisions
and other relevant material helpful in the interpretation of the tax law.

For the Government, the advance private letter rulings program :

1. Promotes voluntary compliance,

2. Reduces litigation,

. 3. Makes possible a higher degree of uniformity in the application of the tax
aws, .

4, Simplifies administration, and

5. Serves as a hasis for published rulings.

The Internal Revenue Service has recently announced that it will make letter
rulings available to the public. In the past, letter rulings have been considered
confldential and under the privacy provisions of the Internal Revenue Code. A
recent court decision instructed the Internal Revenue Service to make available
certain past private letter rulings. This decision may force the Service to open
for public inspection all prior léfter rulings and not just prospective ones as
already announced. Confidential business and personal information could now
become matters of publie record. i

There are a number of business transactions that require prior Internal
Revenue Service approval if dire tax results are to be avoided. These include
change of accounting method and nonrecognition of gain under certain sections
of the Tnternal Revenue Code. These sections were intended to contribute to a
fair and impartial administration of our tax law and to prevent tax avoidance.
Requiring prior approval by the Internal Revenue Service for certain transac-
tions was not intended to also require public disclosure of these transactions.

The Internal Revenue Service is one of the most eficient tax collecting organ-
izatlons in the world. Even so, its personnel are stretched thin in order to per-
form its duties. The private letter rulings program is an important feature of
the Internal Revenue Service's operation. It significantly improves taxpayer
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compliance and reduces the possibility of expensive litigation. Confidentiality
of a taxpayer’s contacts with the Internal Revenue Service has been an im-
portant factor in the efficiency of the self-assessment tax system. It has been an
accepted and vital part of the administration of our tax laws.

The private letter rulings on hand at the Internal Revenue Service contain
significant amounts of data that were given to the Service with an understand-
ing of confidentiality. Due to the large amount of material to be considered, it
would create an unimaginable administrative hurden on Internal Revenue
Service personnel to open past private letter rulings if protection of taxpayer
privacy is to be maintained.

We oppose secret law. We agree that interpretations of the tax laws by
the Internal Revenue Service should be available to all. We do not oppose publi-
cation of future private letter rulings provided all identifying and confidential
information of taxpayers is kept private where such information is not essen-
tial to the substance of the ruling. We do believe that past private letter rulings
should not be opened to the public because many, if not most, contain confiden-
tial information.

If the Congress decides that the hest interests of the Nation are served by
retroactively retracting the government's assurance of confidentiality of past
private rulings, the disclosure of past private letter rulings could be phased-
in beginning with the oldest rulings. A phase-in approach could allow the
Internal Revenue Service the time necessary to uelete identifying information
and confidential data. This is vital for continued protection of taxpayer privacy.
Such a phase-in could also provide the opportunity for the Internal Revenue
Service to give notice to the past recipients of private letter rulings that dis-
closure was to be made. It was these taxpayers who entered into the private
letter ruling process under a guarantee of confidentiality. It is their confiden-
tinlity that would be broken. They should be given the opportunity to review
what is to be disclosed and the power to have protection against disclosure ot

confidential information.

“Deadwood” Provisions

In previous Congresses, legislation designed to remove the “deadwood” from
the Code was introduced. This proposed legislation—commonly referred to as
the deadwood bill—provides for repeal of approximately 150 obsolete sections
and changes in over 850 others. These provisions are included in H.R. 10612,
The stated purpose of the deadwood bill is to achieve simplification, but not
through making any policy or substantive changes in existing law. We endorse
the concept of the deadwood statute. It is one step toward simplification that
should be welcomed by all taxpayers. We hope it will be considered in the course
of this Committee’s deliberations on tax reform, and made a part of the pro-

posed legislation.

Conclusion

We hope that as a result of these hearings Congress will simplify the tax
laws, rewrite inequitable provisions in the law and develop a program of tax
reduction. As we have pointed out in the past, the complexity of the Internal
Revenue Code may be the real ‘“loophele” in our tax system. It should be
pointed out that the current legislation under consideration by this Committee
—H.R. 10612—is over 630 pages long, contains over 90 sections and is accom-
panied by 475 pages of explanatory material.

The uncertainty of the tax system adds to its complexity. A new round of
tax reform has been a matter of discussion since 1972. Uncertainty as to the
future of major tax legislation breeds uncertainty in investment decisions.
Taxpayers become reluctant to invest in ventures that could produce jobs and
improve economiec conditions, because they are uncertain as to the impact of
possible new income tax changes on profits. Uncertainty in the tax system dis-
courages economic growth,

Constant changes in the tax system add to the uncertainty and to the com-
plexity for the average individual taxpayer. Constant changes in the tax law
require constant changes by the Internal Revenue Service in the individual
income tax return forms. Every year the taxpayer must familiarize himself
all over again with a new Form 1040. Unable to keep up with these annual
changes, the taxpayer often grudgingly pays for assistance in the preparation
of his return.

Tax reform rhetoric forecasting major overhauls of the Federal tax syvstem,
constant changes in the tax system that cause inconvenience and return com-
pliance problems for the taxpayer, the proposals of changes in the tax laws—
so complex that they are often difficult even for most of the members of Con-
gress to fathom—are causing major problems for the average taxpayer and dis-

couraging more job-producing investment.
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The burden of taxation should be widely and equitably distributed, in order
to reach all segments of the public and all forms of economic activity. The entire
Federal tax system should be examined with particular emphasis given to the
rate structure, revenue sources, and amendments needed to remove ambiguities
and unintended hardships and inequities from the Internal Revenue Code.

On behalf of the National Chamber I wish to thank you, Mr. Chairman, and
the members of the Committee for this opportunity to testify on the subject
of tax reform. We hope we have been helpful in presenting the views of Ameri-
can business, and we again thank you for the opportunity to appear and be

heard.
Appendix A

CoMPARISON OF CosST RECOVERY ALLOWANCES

The following table summarizes a comparison of cost recovery allowances
for industrial machinery and equipment in leading industrial countries with
similar allowances in the United States. The capital cost recoveries for each
of the foreign countries have been computed on the assumption that the invest-
ment qualifies for any special allowances, investment credits, grants or deduc-
tions generally permitted. The deductions in the United States have been deter-
mined under the double declining balance method without regard to the limited
first year allowances for small business.

It is common practice in many countries, prior to investment in fixed assets
therein, for investors to agree with the tax authorities as to a rate of deprecia-
tion and other benefits available. Such agreements would, in many cases, have
the effect of substantially increasing the cost recovery allowances presented in
the table below.

Aggregate cost recovery allowances (per-

Representative centage of cost of assets)
cost recovery —-—
periods (years) First taxable year First3taxable years First 7 taxable years
United Kingdom. 1 100.0 100.0 100.0
Canada........ $312 31 50.0 100.0 100.0
Netherlands wyns 14.0 £8.0 108.0
Sweden__ ... ......... ns 60.0 95.7 130.0
Ialy 1 it 106 19.6 11 67.9 100.0
Frante. ..o oececeacaeiecainaaane LLE:] 31.3 67.5 1949
(2 T ug 25.0 57.8 86.7
WestGermany . coee e eiaceecaannn %9 7 16.7 49,6 nge s
Belgium. o e icanaa 110 3420.0 48.8 $89.0
NET.Y T 111 15 345 56.9 81.4
Australia. ..o 16 50.0 70.0 110.0
United States:
1962 law2s___ 113 »21.7 47.9 80.1
1969 law 2t_ . 113 1.7 33.9 66.1
1971 lawis_ - 17 10}4 » 23,5 54.7 88.5
1975 law 3s_ .- 1" 1014 $29.5 60.7 94.5

! Depreciation in Australia is based on an estimate of its effective life and taxpayers, at their option, may elect to use
either the prime cost (straight-line) method or the declining balance method. This computation is for assets acquired
after Jan. 1, 1976 and assumes that currently proposed legislation is enacted.

? Double declining balance method.

3 Full year allowance in 1st taxable yr, .

4 Aithough not considered, installation costs allowed as current deduction which reduces recaverable base cost.

b: Mcthod changed to straight-line in Sth taxable yr. Straight-line rate applied to original cost for 5th, 6th, and 7th tax-
able yrs. -

¢ Machinery and equipment acquired for manufacturing and processing of goods in Canada ¢can be written off over
2 yrs (50 percent per year).

+ 250 percent declining balance method. . . .

hfﬁA!th?%h not considered, effect is given to muitiple shift operations by reducing service life of assets used under
shift conditions,

? Method clianged to straight-line in 6th taxable yr.

10 Straight-line method.

n lntqlu?es additional foreshortened allowances of 15 percent, 15 percent, and 15 percent in 1st, 24, and 3d taxable yrs
respectively,

13 In terms of a law introduced on Dec. 5, 1575, companies may revalue the carrying value of assets and the related
accumulated depreciation and place the resulting credit to a tax-free reserve. The assets which may be revalued include
machinery and equipment if acquired before Dec. 31, 1972,

'!' Modified double declining balance method; 18.9 percent per Japanese Government rate table, salvage built into
rate.

16 Depreciation in addition to ocdinarg depreciation in 13 above is allowed to pive effect to multiple skift operations,
Dep‘reciatlton multiplied by factor of 1.28 gives effect to 8 hrs of daily average excass usags of an item of machinery and
equipment.

1 ?ncludes special 1st yr allowance of 25 percent; allowance reduces recoverabie base cost in 2d and succeeding taxable
years,

16 Raserved . ) ! .

17 Depreciation Foﬁods are fixed by agreament. With multiple shift operations, a 5 yr life is normal.

1» Modified declining balance method—30 percent rate plus acditional 30 percent allowance in st taxable yr (such
additional allowance dces not reduce recoverable cost); accumulated cost recovery may not be less than 20 percent of
cost for each year asset is In service. A special investment allowance of 10 gercent will or.ply to investments made from
Oct. 15, 1975, to Dec. 31, 1976, and is deductible from taxable income for State income tax purposes. The allawance is

(Contlnued)
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[Appendix B)

Comparative capital costs of mantfacturing machinery and equipment as
influenced by income tax policies: Corporation income taxr rates, depreciation
allowances, and investment allowances and credits; mafor industrial countries,
1971 .

Comparalive cost
of capital’
(United States*
Country: 1970=23160)
United Kingdom . - oo oo ieeeeoo 79. 1
APAN . o o o e e e meme e m e m e —— e 81. 1
ALY oo 81.9
West GermaAnY - - - v oo oo oo e e cccc e e 82. 8
Sweden - . e emcee e 83.0
Belgium . o e 84.7
France. - o e deceea 89. 7
The Netherlands . - oo oo o oo e - 9.1
Canada _ - . o cccmeeceeceas 97. 2
United States (1970) .. o ____. e emcmmcaeeees 100. 0
United States with ADR__ .. 95. 6
Plus 5 percent investment credit "o _ o ________.___ 88. 9
Plus 7 percent investment credit '_ __________________________ 86. 2
Plus 10 percent investment credit '_ . __________.___.__. 82,1
United States with ADR less modified 1st-yr convention_ . _._______ 96. 6
Plus 5 percent investment credit_ . - . ______.____ 80.8
Plus 7 percent investment credit . . . oo ______ 87. 1
Plus 10 percent investment credit_ . _ .. __ . __________ 83.0
United States without ADR.:
But with 5 percent investment credit. .- .- __._____.______. 93. 2
But with 7 percent investment credit - . oo ... 90. 5
But with 10 percent investment eredit- - . __ .. _____.__.____ 86. 4

1 Effective credit assumed to be unaffected by income limitation for purposes of international comparisons.
Source: Office of the Secretary of the Treasury; Office of Tax Analysis, (Oct. 6, 1971),

(Continued)

granted for expenditure on machinery and equipment acquired for use in business, agriculture or forestry, provided a
purchase agreement has been signed after Oct. 15, 1975, and delivery made before the end of 1976. The allowance is
'avallabée only if the claim is made in the appropriate tax return. Losses resulting from the allowance may not ba casried
orward,

As an alternative to the investment allowance, mainly for small businesses or those not making profits, an investment
grant will be available under the same conditions. The investment grant is not taxable income and will be 4 percent of the

urchase cost of up to S.Xr, 500,000 for each financial year. An investment grant may be claimed in 1 financial yr and an

nvestment allowance in another, but not both in the same year, .

19 Normal life of 8 grs reduced to 63¢ yrs to reflect multiple shift operations. . /

3 The average cost recovery period for machinery and equipment in West Germany is 8 to 10 yrs to which additional
allowances are permittad for multiple shift operations: 25 percent of allowance for 2 shift operations and 50 percent of
allowance for 3 shift operations. Allowances may be further increased when plant is located in certain areas such as Berlin
and areas bordergng on iron curtain countries. The above table sets forth cost recovery allowances based on an average
cost recovery period of 9 years. The double declining balance method is used. A 25 percent additiona) aliowance for 2
shift operations is taken into account be%tqmng with the 5th yr when the method is changed to straight-line. The corporate
depreciation rate thus computed Is slightly over the maximum 20 percent rate permitted on a declining balance methad to
reflect that: (a) The straight-line method produces more depreciation than does the double dectining balance method for
certain short-lived assels; and (b) items of machinery and equipment costing under U.S. $320 can be expensed.
| 1 Fullge:rﬁilowance in 1st taxable yr for assets acquired in first half of such year; half year allowance for assets acquired

n second half. -

1 Method changed to straight-line in 5th taxable yr. See 20 above.

2 With investment credit but without ADR,

2 Without either investment credit or ADR.

13 With both investment credit and ADR. . N i . -—

* [ncludes 14 percent allowance equivalent to 7 percent investment credit at effective 50 percent income tax rate. Credit
does not reduce recoverable base cost.

%1 13-year recovery period reduced by 20 percent and rounded to nearest one-balf year. Double declining balance method,

28 Machinery and equipment purchas:d between June 30, 1974, and July 1, 1975, limited to 200 percent declining balance
method applicable to an asset with an 3-yr life. o

1 Additional 4 percent investment allcivance permitted in 1st and 2d yrs. )

30 Incfudes 20 percent allowance equivalent to 10 percent investment credit (temporary credit enacted in the Tax
Reduction Act of 1975) at effective 50 percent income tax rate. Credit does not reduce recoverable base cost. .

= 1 The Federal Government has recently enacted an investment tax credit of 5 percent of the cost of new buildings, machin-
ery, and equipment acquired between June 24,1975, and June 39, 1977, inclusive to be used in manufacturingand process-
ing and other specified activities. Taxpayers will be permitted to appl‘y the credit to the extent of their Federal income
taxes up to $15,000 plus one-haif of the amount by which their Federal tax otherwise would exceed $15,000. Any unused
credit may be carried forward for ur to 5 years. For tax depreciation purposes the capital cost of the property acquired
will be reduced by any investment tax credit received. The effect of this credit is retatively small in view of the 2-yr
write-off allowed in Canada (see footnote €) and the reduction in basis for depreciztion purposes, In the 1st taxable yr the
5(percent aggregate cost recovery would be $2.5 percent with full recovery slill allowed in the 2d yr.

Source: The Report of the President’s Task Force on Business Taxation, updated by Prige Waterhouse and Co,
69-460—76——13
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{Appendix C]
PRODUCTIVITY GROWTH, 1960-15873
[Average Annual Rate]

Gross domestic Manufacturing
product per output per
employed person man-hour

2.1 3.

9.2 10.

5.4 —— 5,

5.2 6.

2.4 4,

5.7 6.

2.8 4,

15,2 6,

—0OEWO KW

1 Average for 6 OECD countries listed.
Source: Department of the Treasury (May 7, 1975).

The CaamMmaN. The next witness that we have is the Senator from
Massachusetts, who is now with us.

I am pleased to call the distinguished Honorable Senator Kennedy.
We are very happy to have you before our committee again.

STATEMENT OF HON. EDWARD M. KENNEDY, A U.S. SENATOR FROM
MASSACHUSETTS

Senator KexNepy. Thank you very much, Mr. Chairman.

I would like the indulgence of the committee, for I have a very
extensive statement going into great detail on all the proposals that
I would like to highlight today. I would like to ask if it could be
made a part of the record, and then I do have a summation and also
some charts here.

With the indulgence of the committee, and I know you have 2 time
problem, but if I could go through this, Mr. Chairman, it would take
about 20 minutes just to run through, but it would highlight the pro-
posals that I would like to present. I appreciate the indulgence of the

comimnittee,

TAX EXPENDITURES

Mr. Chairman, T appreciate this opportunity to present to this
distinguished committee my views and proposals concerning the
reform of our Federal income tax laws.

Significant income tax reform is one of the most vital issues facing
our country. The inequities that permit upper income individuals to -
pay little or no tax are undermining the foundations on which our
tax system rests.

In addition, we now perceive that tax reform also involves spend-
ing reform. Decades of past decisions to-use the income tax system as
the mechanism for vast Federal spending programs are coming home
to roost. There are simply not enough Federal dollars in the Federal
Treasury to pay for all the direct sYending and tax spending and tax
relief programs that Congress would like to fund.
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The Budget Reform Act is bringing the same long overdue disci-
pline to tax expenditures as it has already brought to direct expendi-
tures. The Senate looks to this committee and to the Budget Commit-
tee for responsible fiscal leadership in controlling tax ex;l')enditures,
just as it looks to the Appropriations Committee and the Budget
Committee for responsible fiscal leadership on direct expenditures.

As part of my testimony, I have prepared three charts to illustrate
various aspects of tax expenditures.

The first chart compares the growth of direct expenditures and tax

" .expenditures in recent years. Over the past decade, direct Federal

spending has risen by 146 percent, from $158 billion in 1967 to $394
billion proposed by President Ford in 1977. Buf during the same
period, tax expenditures rose by 176 percent, from $38 billion in 1967
to $101 billion in 1977, as estimated by the Congressional Joint Tax

‘Committee. We now have, in round numbers, a Federal budget of

half a trillion dollars—$400 billion in direct spending and $£100 bil-
lion in tax spending, for a total of $500 billion in overall annual

Federal spending,
[Chart 1 follows:]
GROWTH OF TAX EXPENDITURES
TAX EXPENDITURES \/“ 176%
 146% ///

DIRECT |i:. =il B on

EXPENDITURES ‘ "".;:; h
FY 1967 $158.2 B $ 3668
FY 1977 $3942 B $1011 B

Senator KeNNEDY. The second chart shows the relationship between

the growth of the tax expenditures and the growth of expenditures

for national defense in recent years. In the budget debate this year,
as in each debate in past years, one of the leading issues will be the
priorities between spending for defense and spending for domestic-
social programs like jobs and schools and health.,

Congress has devoted major attention and energy and hours to the
annual debates over the rising expenditures for defense. But there has

© e -
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been virtually no debate over rising tax expenditures, which have
subtly but swiftly mushroomed to levels rivaling the level for defense.

In 1967, the amount of tax spending was only a little more than
half the amount of spending for defense. By 1972, the ratio had risen
to 80 percent. Now, in fiscal 1977, in a curious coincidence of the
budget process, tax expenditures have cau%ht up precisely with
defense expenditures, even to the first decima E)int-sIOl.l {illion..

And by 1981, as the Congressional Budget Office projections indi-
cate, tax expenditures will have grown to a level even higher than.
projected defense expenditures.

[Chart 2 followslzr]p

" GROWTH OF TAX EXPENDITURES

Dollars in Billions

Y/ Tax Expenditures

Defense Expenditures

$135.6

$101.1 $101.1

- $77.4

598 .

77 198

4

1967 1972 1
Fiscal Year

0w

Senator Kexnepy, The third chart illustrates still another dimen-
sion of the tax exgenditure problem—the potential future growth of’
various tax expenditures. The six examples on the chart indicate the
way tax incentives, once ensconced in the Internal Revenue Code, tend
to grow like Topsy. According to C.B.O. estimates:

Tax spending for DISC, the export tax subsidy, will rise by 30 per-
cent, to $1.7 billion by 1981. ,

Tax spending for the investment credit and ADR, two of the major-
subsidies for capital formation in the current law, will rise by 39
percent to $13.6 billion.,

Tax spending under the rule exempting capital gains at death will
rise by 65 percent, to $11.1 billion. ,

Tax spending for health—the special deductions and exclusions for-
medical expenses and for health insurance premiums—will rise by:
78 percent to $9.8 billion.
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Tax spending for oil, through the deduction for intangible drillmg

and development costs, will rise by an incredible 184 percent to $2.

billion.

[Chart 3 follows:]

PROJECTED INCREASES
IN SELECTED TAX EXPENDITURES

Dollars in Blllions
$1.7 $13.6 $9.8 $2.2

N

i

®
-l
-«
-k
w
o

1

b

$1.3

$9.8

$8.7 $5.6

$0.8

I

800
1976 1981 1976 1981 1976 ;?:Jal Y;gzsﬁ 1981 1976 1981 1977 1981
DISC __INV. CG HEALTH INTAN- FORD-
CR./ADR DEATH GIBLES CORP.

INTEGR.

30% 39% 65% 3%  184% y

Senator Kenxepy. Let me digress here to mention what I regard as
one of the most cockeyed aspects of the system of tax expenditures.
Mr. Chairman, you and Senator Ribicoff and I are all supporters of
one or another Federal program for national health insurance.

But we already have a national health insurance program—and I
am not referring to Medicare and Medicaid. The Internal Revenue

~ Service is running a multi-billion dollar national health insurance

program, and it has been doing so for many years through the Inter-
nal Revenue Code and the deduction for health insurance premiums
and medical expenses. -

Let me describe this program.

The only persons who can take advantage of the program are those
who itemize deductions. In general, persons who itemize deductions
are usually those with mortgage interest to deduct. So, the tax code
has a national health insurance program for homeowners.

The IRS, like many private insurance companies, has a “deductible”
in its health insurance program, since health expenses may be deducted
only to the extent they exceed 3 percent of income. That eliminates
most taxpayers from the program, even if they are homeowners.

Worst of all, the IRS program also has a “coinsurance” feature,
like many private policies. Only this coinsurance is upside-down—
the richer you are. the more the government pays. For those in the
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Jowest tax brackets, the government pays 14 percent of the health bill,
and the taxpayer pays 86 percent. But for the wealthiest taxpayer,
the government pays 70 percent of the bill, and the taxpayer pays
only 30 percent.

urely, if we were starting now, none of us would create a national
health insurance program with absurdities like that. Yet that is the
program the Internal Revenue Service is carrying out today.

I believe that all tax expenditure provisions should be put through
a series of tests. I would like to establish some basic tests. You and I
have debated this question a number of times on the floor of the
Senate. What 1 wou(id like to ask this committee is, as we review these
areas, is to apply some basic and fundamental tests.

The first one is, do we feel in any of these areas that there are
sufficient public policy reasons for justifying Federal expenditures,
whether direct expenditures or tax expenditures? Are there sufficient
justifiable policy reasons?

If there is a need for a Federal expenditure, the second question
that we ought to ask is whether, from a public policy position, this
is really done most effectively and efficiently throngh direct expendi-
tures or.whether it is done most effectively and efficiently through tax
expenditures.

If there is a need for a tax expenditure, the third test is whether
the form of tax expenditure achieves the fairest, most equitable, and
efficient distribution of Federal funds among taxpayers. When you
look at the items that we have raised today, I would hope that you
would use those three tests in assessing particular tax expenditures.

_I think the questions are, first, are we going to make the decision
that we should provide a Federal subsidy at all; second, we make a
judgment as to whether the subsidy is through a direct expenditure
or through a tax expenditure.

Third, if we make the judgment that it is going to be in the form
of a tax expenditure, then we ask whether the particular method is
the fairest and most eflicient distribution of the tax subsidy.

Those are the tests which I have applied in terms of the proposals
that we are discussing here today.

I believe that all tax spending provisions should be reexamined
under the criteria we use for evaluating direct spending programs:
Need, efficiency and equity. We are applying those tests to direct
expenditures, and I\think we ought to apply them as well in terms
of tax expenditures. -

We also must not lose sight of the fact that the tax laws and efforts
of this committee must produce equity and fairness for all taxpayers.

In my work in the Subcommittee on Administrative Practice and
Procedure, I have come to appreciate the truly remarkable effective-
ness with which our self-assessing tax system works. It is no under-
statement to say that it is the envy of all modern industrialized
countries.

But at the same time. the success of the self-assessment system rests
on the most fragile of bases—the confidence of each American tax-
payer that our tax laws are drafted and administered so that all other
taxpayers are contributing their fair share of taxes to meet our com-
mon national goals. \

There is increasing and disturbing evidence that the confidence of
the average taxpayer in our Federal income tax system is being
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severely eroded. The middle-income individuals who make up the vast
majority of taxpayers are losing faith in the integrity of our income
tax system. . )

This loss of faith is directly attributable to the preferential provi-
sions in the Internal Revenue Code that permit individuals with
$50,000 and more of income to pay less taxes than workers making
$7,500 to $10,000 a year.

Some of these lower income taxpayers understandably wonder why,
if the rich can avoid paying taxes by legal means, they should not
favor themselves a bit when computing their income tax deductions.
Indeed, a distressing number of books and magazine articles have
appeared in recent years, purporting to tell average taxpayers how to
create their own loopholes on their income tax returns.

" Fortunately, most taxpayers file their tax returns fully and honest-

ly. They report their total income and they claim only their legitimate
d}:aductions. But the adverse impact of massive—though legal—tax
avoidance by upper income individuals on the morale of the ordinary
taxpayer cannot be overestimated. .

Congress should act this session to reverse this dangerous trend.
We must reassure the average taxpayer that his wealthy fellow citi-
zens are paying their fair share of income taxes.

This committee should examine the data on tax avoidance by high
income mdividuals developed by the staff of the Joint Committee on
Internal Revenue Taxation. How can we justify facts like these:
Two well-known individuals. with incomes in excess of $500.000, paid
no Federal income tax. An individual with an income of $2 million
paid tax at an effective rate of 214 percent. An individual with an
Income of over $900,000 used tax shelter deductions to the extent that
he almost entirely escaped paying any income tax. A corporate execu-
tive with almost $450.000 of income paid tax at a rate of three-tenths
of 1 percent as a result of tax shelter deductions. A corporate execu-
tive paid 8.5 percent in tax on $532,000 of income. A lawyer paid no
tax on $151,000 of income. A dentist paid no tax on $156,000 of
income. A stockbroker with an income of $181,000 paid tax at a rate
of five-tenths of 1 percent.

Mr. Chairman, these are actual case histories in which high-income
individuals have been allowed to avoid making any significant contri-
bution te their Government. T urge the members of this committee to-
examine carefully the cases developed by the Joint Committee staff.
I believe you will come to share the sense of outrage felt by millions of
average wage earners at the glaring injustice of our present system.

H.R. 10612, the tax reform bill now pending before this committee,
offers the Senate a real opportunity to remedy some of the worst
abuses in the Internal Revenue Code. The House bill contains many
important provisions that move us in the direction of genuine tax
reform. For their efforts, the Ways and Means Committee and the
Joint Tax Committee staff deserve the thanks of all of us interested
in tax reform. -

But the Senate should view the House bill as a foundation on which
to build, not a structure to be demolished. There are some reforms
that should be kept. There are others that should be strengthened.
There are still other reforms that should be added. And, in some
instances, provisions in the bill should be deleted or studied further,
lest they become sources of new tax inequity.
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I am submitting to the committee as an attachment to this state-
ment my detailed proposals for comprehensive tax reform. In my
remarks today, I would like to touch very briefly on the highlights of
the proposed reforms and describe how they represent appropriate
responses to the inequities in our tax system.

MINIMUM TAX

The House bill substantially strengthens the minimum tax, which
is designed to insure that individuals with large economic incomes will
make at least some contribution to their Government.

For individuals, the House bill would raise the minimum tax to 14
percent, repeal the deduction for regular taxes, repeal the carryover
of unusued regular taxes, and add new items of tax preference. Many
of us in the Senate have proposed these changes in the past, and
urge the committee to adopt these actions of the House.

The House failed, however, to adopt these reforms for corporations.
This is an unjustified omission in my viewpoint. Corporations use
loovholes, too, and they should be subject to the minimum tax on
their income from such loopholes.

In addition, the committee should reduce the present $30,000 mini-
mum tax exemption to $5,000. This is the approximate income of a
low-income family of four that is now exempt from tax. I do not
believe that high income individuals neced a larger exemption for tax

reference income than we give to families at the poverty level. The
$5.000 exemption for individuals should be phased out dollar-for-
dollar, so that it disappears at $10,000 of preference income. For
corporations, the exemption should be eliminated completely.

MAXIMUM TAX

As another measure to insure that high-income individuals pay
their fair share of taxes, I urge the committee to repeal the present
50 percent maximum tax on earned income. This preferential rate
produces a $660 million tax benefit for some 1 percent of the taxpayers
i$n Otl(l)g Ocountry——virtually all with adjusted gross incomes in excess of

50.000.

- One of the principal objectives of the maximum tax was to encour-
age the highest income earners to “mind their business” instead of
concocting tax avoidance schemes. With the adoption of reforms to
curb tax shelters directly, and with a stronger minimum tax, this
unfortunate tax bow to the wealthy should be eliminated. I would also
note that current tax shelter offerings indicate that the maximum tax
is actually causing a greater Federal revenue loss from tax shelters
than was the case before its enactment. Thus, the provision has appar-
ently failed to achieve the objective originally stated.

CAPITAL GAINS TAX

Another major reason why upper income individuals pag less than
their fair share of taxes is the preferential treatment accorded capital

_ gains. This income is taxed at only one-half the normal tax rates, and

it is exempt from tax entirely if passed on to heirs at death.
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These two rules result in a Federal tax subsidy of over $12 billion
in fiscal 1976—$5.5 billion from the preferential rates and $6.7 billion
from the failure to tax gains at death. By fiscal year 1981, the Con-
gressional Budget Office estimates that the total subsidy will rise to
more than $20 billion. . )

. Who benefits from this Federal generosity? An estimated 42 per-
cent of the benefit from the failure to tax gains at death goes to the
top 1.2 percent of income recipients in the country—those with
incomes over $50,000 each year. Two-thirds of the lost revenue from
preferential rates goes to this same privileged group in our popula-
tion. ~

TAX SHELTERS

Iet me turn to another area. and that is tax shelters, Tax shelters
have become a new American way of life for wealthy individuals in
this country in tax brackets of 50 percent or higher. There is hardly
an area of economic life that tax shelters have not infected in recent

ears.

v They are used in farming, from cattle to azalea bushes; they are
used in drilling for oil and gas; they are used in motion pictures.
from family-oriented films to hard-core pornography; they are used
in real estate development, from motels and shopping centers to com-
mercial high rises and beach front condominiums; they are used in
equipment leasing, from oil tankers that are too big to dock in Amer-
ican ports, to boxcars for the railroads and 747’s for the airlines; they
are used for professional sports franchises from the machinations that
may be keeping baseball out of Washington to the Atlanta Falcons
case now in court.

Tax shelters cost the Treasury billions of dollars annually in lost
revenues. And all of this tax subsidy goes to investors in the top tax
brackets. Indeed, most of the handsome, multicolored brochures adver-
tising tax shelter investments, caution that prospective investors
sh(;lqlc}1 consider the shelter only if they are in the 50-percent bracket
or higher.

Stgdies of tax shelter transactions show the significant waste of
Federal funds involved in these transactions. Much of the Federal
tax expenditure is siphoned off—in lawyers’ fees, accountants’ fees,
brokers’ fees, computer fees and commissions to those involved.

In some real estate transactions, for example, as much as 40 percent
of the Federal tax spending goes not to actual construction costs, but
to these parasites in the syndication process by which tax shelters are
packaged and sold to wealthy investors. ‘

Congress can and should provide Federal aid to some of the eco-
nomic activities in which tax shelters now operate—low-income hous-
ing, for example. But we owe it to the average taxpayer to spend the
funds in a way that achieves the real objective of the Federal aid,
and does not create hordes of “tax millionaires” in the process.

The existence of tax shelters also generates significant distortions
in the economy. Tax shelters in farming, for example, have artificially
driven up the price of land; they have accentuated the boom and bust
cycles for legitimate cattle ranchers and citrus growers.

The heart of this aspect of the problem is that many tax shelter
deals do not need a real economic profit to make money for the inves-
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tors—the profit is derived from the tax savings alone. Obviously,
legitimate businesses that have to make a real economic profit find it
difficult to compete with such tax profit operations.

I urge the committee to adopt strict measures to stop these tax
abuses. These various proposals, if enacted, will represent a major
step by Congress toward insuring that our progressive tax system is
fair to every taxpayer. High-income individuals and corporations
must pay their way if the Internal Revenue Code and our self-assess-
ment system are to deserve the confidence of millions of ordinary
American taxpayers, who pay too much because others pay too little.

CHILD CARE DEDUCTION

Let me turn now to low- and middle-income individuals,

The House took a significant step toward greater equity by convert-
ing the present child care deduction into a tax credit. Under the
House bill, the credit would equal 20 percent of child care costs, with
a ceiling on the credit of $400 for one child and $800 for two or more
children. :

The House provision eliminates the “upside-down” effect of the cur-
rent deduction, which gives much greater benefits to working parents
with $35,000 income than to those with $10,000 income. Under the
credit mechanism, all working couples with the same amount of child
care costs will receive the same benefit, regardless of income.

But the House bill leaves a glaring inequity in the proposed credit.
Tt is not available to those who need it most. The credit goes only
to working parents who have a tax liability. All working parents
below the poverty level are excluded from the benefit.

To remedy this inequity, the committee should amend the child care
credit to make it refundable. Parents with child care costs could
obtain a tax refund of $200 to $400, if their income was not sufficient
to incur a positive tax liability. This action would parallel the recent
committee and Senate action putting the WIN tax credit for child
care facilities on a refundable basis, the proposal Senator Mondale
worked so well on.

EARNED INCOME CREDIT

The refundable earned income credit is a reflection of the genius
of the chairman of this committee. It is an imaginative and useful tax
response by Congress which encourages low-income Americans, trying
to work their way out of poverty status, by alleviating the burden of
social security taxes they have to pay.

The credit is equal to 10 percent of earned income, up to $4,000 of
income; it gradually phases out by $8,000 of earned income. In gen-
eral, the amount of the credit offsets the amount of social security
taxes paid by low-income workers.

As presently structured, the credit is typically available only to
couples with dependent children. I urge the committee to expand the
eligible class to include married couples, even if they have no children.
Indeed, if revenue constraints permit, I hope the committee will give
serious consideration to extending the earned income credit to single
persons working on a substantially full-time basis.
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INVESTMENT TAX CREDIT

Finally, I wish to discuss some proposals to provide more rational
and equitable rules for capital formation and business operations.

The Budget Reform Act is now requiring Congress to develop more
efficient ways to deal with the critical fiscal issues facing the country.
As I have mentioned earlier, the terms of the act make clear that
Federal spending programs through the tax system must be subjected
to the same critical secrutiny and control already being given to direct
spending programs authorized by Congress.

This means that these tax-spending programs,must be examined in
light of the questions we normally ask of other spending.

In the recent past, the investment tax credit has been the primary
method by which the Federal Government has encouraged business
to invest in capital equipment. The credit has served its purpose
reasonably well. It has been an effective tool in stimulating the pur-
-chase of machinery and equipment.

But the tool must be sharpened if it is to meet the Nation’s modern
needs. I, therefore, propose that the investment credit be modified in
the following specific respects:

The basic credit—which is presently scheduled to revert to 7 per-
-cent in 1977—should be extended at a flat rate of 10 percent.

Beginning in 1977, an additional 5 percent credit should be pro-
;ridel for incremental investment above a 3-year average base period

evel.

Beginning in 1978, the full 15 percent credit should be made
refundable.

The “incremental credit” feature of the proposal recognizes the
need to stimulate increased capital investment to create new jobs. The
“refundable” feature will provide needed assistance to new businesses,
to those undergoing temporary economic losses. and to nonprofit. orga-
nizations such as hospitals, colleges and universities that are not
eligible for the program at this time and which also deserve the
benefit of this incentive.

ASSET DEPRECIATION RANGE

To help provide the revenue for this more efficient and more equit-
able investment credit, Congress should repeal the Asset Depreciation
Range [ADR] system, which was unwisely enacted in 1971. There is
broad agreement among economic experts that the investment credit—
with the changes I have proposed—will be a more efficient and effec-
tive stimulus to capital investment than accelerated depreciation gim-
micks like ADR. -

I also believe that the refundable, incremental investment credit I
-am proposing will constitute a valuable resource for small businesses,
-especially those that are in their formative stages of development.

TAX REDUCTIONS FOR SMALL BUSINESS

In addition, T urge the committee to approve the House action in
extending for another 2 years the tax reductions for small business. I
know that the lower tax rate and higher surtax exemption have been
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extremely beneficial to many small businesses in my own region of
New England and in many other sections of the country. Too often.
when tax incentives have been enacted in the past, small business has
been left out. The measure in the Tax Reduction Act of 1975 have
been of useful value, and they deserve to be extended.

TAXATION OF OIL AND GAS

With the price of oil continuing at astronomic levels, the time has
come to end the major Federal tax subsidies for oil and gas. The
Congress should take the following specific steps:

Require capitalization of intangible drilling and development costs.

Require “recapture” of the tax benefits in cases where property
subject to the intangible deduction is subsequently sold at a gain.

Phase out the 2,000-barrel-per-day exemption from repeal of the
percentage depletion allowance.

Reduce the tax credit for foreign oil income to 48 percent.

TAXATION OF MULTINATIONAL CORPORATIONS

In the area of multinational corporations, we must revise the rules
that provide “tax favoritism” to American corporations doing busi-
ness overseas. I believe that America and American business will
benefit together if our tax rules are neutral as between enterprises
that operate entirely in the United States and those that operate
through subsidiaries abroad.

The Senate should once again—as it did in 1975—vote to end the
present tax deferral on income earned by foreign subsidiaries of U.S.
multinational corporations. We need jobs in the United States. We
should not be encouraging American companies to go abroad to hire
foreign workers when unemployment is over 7 percent at home.

DISC

The Senate should also repeal the DISC tax benefit. This subsidy
is a Treasury-spawned tax loophole enacted in 1971. It has proved to
be an almost complete waste of taxpayers’ money—now costing the
Treasury $1.5 billion a year. The House Budget Committee, after an
extensive study, concluded that DISC has created few if any jobs for
American workers. The AFL~CIO has reached a similar conclusion.
Congress can think of better ways than DISC to spend $1.5 billion

to create new jobs.
.ESTATE AND GIFT TAX

Finally, comprehensive estate and gift tax reform is long overdue.
Not since 1942 has a complete review of the entire system been under-
taken by Congress. It is encouraging that the Ways and Means Com-
mittee has this week begun hearings on this important subject. )

If the committee decides to include estate and gift tax reform in
the pending bill, T would appreciate the opportunity to appear at a
later date to present detailed views on the steps I believe we should
talke to insure a fair and effective transfer tax system. I have outlined
some of these points in the “detailed” portion of this statement,

I stroraly urge the committee, whatever action it takes on broader
issues of the estate and gift tax laws, to re_jecti outright the President’s
proposal to increase the estate tax exemption from $60,000 to $150,000.
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This proposal—ostensibly intended to help small farmers—would
severely undercut the effectiveness of our estate and gift tax laws.

If the committee does wish to take action at this time to alleviate
liquidity problems of farm owners, I would suggest & proposal to
acalieve this goal without impairing the basic structure of the transfer
tax system. Under the proposal, farmers would be entitled to transfer
“development” rights to charitable or governmental organizations. In
this manner, the land would be valued at its farm value, not its
development value for estate tax purposes, and the goal of preserving
the Nation’s open spaces would be enhanced.

TAX REFORM NEEDED

Let us resolve that “Always a bridesmaid, never a bride” shall not
be the epitaph of tax reform in Congress in 1976. The lobbyists and
their clients are at the altar now, as always in the past. And for many
years, they have taken the bride away in the form of massive subsidies
for their interests.

For too long, tax reform has been a failing movement in Congress.
Our perennia gromises of reform have a hollow ring by now to tax-
payers weary of the rhetoric and cynical about their Government. We
have the tools and the knowledge to fulfill the promise now. The only
doubt is whether we have the will.

Mr, Chairman, I submit these tax reform proposals to the commit-
tee in a spirit of constructive cooperation. I stand ready to work with
the members of the committee and all other Senators to insure that a
major tax reform bill is on the President’s desk before election day.

The CrarrMaN. I appreciate the kind words you said about the low-
income tax credit, and I will join with you in seeking to advance that
concept to help the poor to improve their condition and move them-
selves out of poverty into proud reliance upon their own efforts.

CHILD CARE DEDUCTION

I also will enjoy working with you to see that we do better by
giving the working people a better tax break when they try to find
someone to look after their children while they are working. You
perha{)s saw a very thoughtful article in the Washington Post about
2 weeks ago, “The IRS Is Unfair to Grandma.” It pointed out that
gon can deduct the cost of leaving your child with a day care center,

ut if you leave your child with grandma where the child is getting
more tender loving care, you cannot deduct it. We in the Senate voted
to make it so that grandma would receive the same favorable tax
treatment as the day care center and I hope that we can do something
about changing the law. —

TAX EXPENDITURES

I find myself feeling that a tax expenditure can be just about any-
thing that you want it to be. If you want to, you can start with the
assumption that since the top tax rate is 70 percent, everything that
fails to take 70 percent away from a person is a tax expenditure.

I used to chide our friend Albert Gore on his view that the Govern-
ment, in effect, owned 100 percent of the man’s income, and anything



192 -

he was permitted to keep was a tax expenditure, that the Government
had a right to take it all if the Government needed it more than he
did.

I have found it difficult just to decide where you should draw the
line about tax expenditures. Tt still gets back to the same point, like
the difference between an incentive and a loophole. It just depends on
one’s point of view. which is sort of like looking at a mountain. If
you are trying to describe it to someone. he is going to agree with
you if he saw it from the same side and the same elevation that you
did. But if you saw it from the top and he saw it from the bottom, he
is not going to agree with von. The same would be true if you saw it
from the east and he saw it from the south.

T believe we can agree that it just gets down to the role of judgment
in looking at all those things. Ts this amount of tax that we tax this
person desirable, or is he getting treatment that is too favorable? A
lot of that just gets down to be a matter of subjective fudgment.

We tax peanle on income based on how thev made it and what they
did with it. We ean encourace a great deal of socially desirable con-
duet and discourage a great deal of undesirable or even marginal
conduct through the tax law. That is how the tax laws are structured
right now, or how thev should be.

Senator Kevnepy, Well. Senator. T would put it in a different wav.

We have tallkked ahout this at other times and T am sure that we will
in the future. but T have given a good deal of thought to your point
which is that—what is tax reform for one person is another’s tax
loophole, or that it is just my set of priorities or yours, and that who-
ever has the votes wins.

I would hope that we could establish at least some criteria which
we could all agree on. or at least which we can submit for 51 members
of the Senate to agree on: that is, there are certain objective tests to
apnly in terms of supporting a particular tax expenditure.

There are manv cases where 51 members of the Senate will easily
agree that it is valnable and worthwhile to provide a Federal subsidy.
Tf we agree to that. then we can make a decision and determination
whether that oneht to he in the form of a direct financing, because we
feel that is the most effective way, or through a tax expenditure.

If we can again make some agreement. on that, by deciding that we
want to do it hv a tax expenditure. T think we have to ask if the dis-
tlri.huti.nn of the subsidy really is the most efficient or effective way of
doing it, .

Tf we set reasonable criterin like these, then there is a substantial
difference hetween applving these neutral criteria and simply saying
tax reform is whatever 51 Senators say it is. )

For examnle, under the present tax laws, we are providing a tax
exnenditure for the nornographic movies, Now. does that meot eriteria
No. 1?7 Do we feel that there wonld be anv votes over on the floor of
the Senate. much less 51, to offer a Federal subsidy in that area?
Quite certainlv not.- :

So we see. it does not even meet test No. 1.

To take another issue, shonld Congress be underwriting real estate ¢

If you had a direct subsidy program that says we are going to
encourage the building of shopning centers and highrise apartments,
how many votes over on the floor of the Senate do yvou think you
would get? I do not think that you would meet the test for No. 1.
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I think what we ought to do is establish criteria like this for each
tax expenditure. We can say, for example, that it meets eriteria No.
1. We make a decision that we are going to provide direct expendi-
ture in the area of low-income housing. Now, the question is whether
that should be done with tax expenditures or by a direct subsidy. At
the present time, our basic housing policy takes advantage of the
existing tax expenditure programs, so we must make a judgment on
that.

Now, with low-income housing, we should retain the tax expendi-
tures until some better alternative is available.

If you say in the area of tax shelters, say in oil and gas drilling, a
subsidy is required to meet our energy needs, then it meets test No, 1.
But under test No, 2. should the subsidy be a direct expenditure or
should it be a tax expenditure? So you say, well, maybe we agree that
we are going to use a tax expenditure. Even if you meet test two and go
to test three, the tax shelter fails, where 40 percent of the IFederal
subsidy is going to benefit a dentist in downtown Boston and is not
going to benefit the person who is drilling in the ground out in Texas,
Oklahoma, or in other areas.

Could not there be a more effective way of doing that. with a
refundable credit? At what rate, I am not prepared to say. It would
be above the existing rate of 10 percent. The Finance Conmittee can
make judgments on that. Wouldn’t that be a more effective way if
you passed the earlier kind of tests on it ?

So I think there is a real difference in terms of how to approach
that question. We cannot just say that anything we want is tax
reform. If we apply this kind of criteria in the analysis of major
kinds of tax expenditures, I think we would come up with dramatic-
ally different provisions than we now have in the Internal Revenue
Code, or what is being proposed now by the administration in terms
of a subsidy for shareholders of stock.

The CuARMAN. My time has expired.

Senator Talmadge?

Senator Taryance. Senator Kennedy. the chairman touched on one
aspect of your testimony that I would like to be enlightened on a
little more. "

Exactly what do you mean by a tax expenditure?

Senator KexxepY. Any of the expenditures that are being made
through the Internal Revenue Code that are not subject to taxation
or are taxed at more favorable rates. ;

Senator TavLyapce. Would unemployment compensation be a tax
expenditure ? '

Senator Kennepy. It is included in the tax expenditure list.

Senator Taryapce. Would depreciation on plants that are used to
employ people, to pay wages. be a tax expenditure ?

Senator KENNEDY. It would be. :

Senator TaLMapce, Is it your idea to eliminate all kinds of tax
expenditures?

Senator Kex~NEpY. No. Quite to the contrary, Senator. T think there
are many desirable objectives that can and should be reached through
tax expenditures. One major advantage is that they eliminate the
establishment. of a Federal bureaucracy to run other kinds of Federal
subsidy programs. All I am asking is that tax expenditures meet the
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criteria that I have outlined here this morning. If they do meet the
criteria, then there is a justification for them. That would be the test
that I would use. . .

Senator TaLmapae. Our capitalistic system is a system of risk and
reward.

Senator KENNEDY. Yes.

Senator TaLmapce. Then you think it is necessary that we get
people to assume a risk in order to achieve a reward ¢

Senator KennNepy. I certainly do.

Senator Taraaper. Otherwise, we would have no capitalistic system,
no employees, no jobs.

Senator KExNeDY. I agree with that.

Senator TarLmapge. Under the system of the so-called tax expendi-
tures, you would agree that it leaves the option to the individual as

. to what applies to capital, would you not?

Senator KexNeEpY. The Senator is correct. But in many instances,
the decision is left to a very specialized group of individuals. It does
not give the option, for example, for a tax shelter to be used by 80
percent of the American people. They theoretically have the choice,
but they do not have the practical choice.

If you want to say there is a freedom of choice in terms of taking
advantage of the tax shelter, or taking advantage of the capital gains
at death, you can say as a matter of theory that they have the individ-
ual choice. but for the practical matter, there is no bluecollar worker
who can take advantage of that.

Senator Tarmance. I know a lot of bluecollar workers that have
started businesses and have done extremely well.

Senator KexnNEpY. But I am sure that we are not using the excep-
tion to prove the rule.

Senator Taraapce. Well, of course, most of the family fortunes in
this country were made that way, including yours, I believe, were
they not ?

Senator Kexweny. That is right. Dad was not a bluecollar worker,
but sometimes I wish he had been.

Senator Taraapace. If you eliminate all of your tax expenditures, it
would take the option away from the individual and put it in the
hands of the Government, would it not ? '

Senator Kenxnepy. I differ with you, Senator. It would simply
mean that the tax laws are neutral among various activities. There
would be no tax preference for particular activities. )

Senator Taraapce. If you eliminated that depreciation, the Gov-
ernment. would have come in and built apartments for the people,
would they not ?

—=——=Senator KENNEDY. Well, not necessarily; not with the proposals
that_I have offered, with an increase in the investment credit. which
I think works a great deal more effectively and efficiently. I think
that would be a fair and more equitable way to do it. '

Senator Tarnmapcr. I agree with you that we ought to periodically
look at every one of these so-called exemptions.

Senator Ken~Eepy. Can I ask you a question?

Senator TALMADGE. Sure.

Senator KennNEpY. If you are interested in construction of high-rise
apartments, what is the advantage of giving the tax benefit to wealthy
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investors, rather than to the people who are going to construct them,
or the workers on the job? Why give the subsidy to a dentist in
Boston,g who may get 40 percent of the tax expenditure for the
roject

P S]enator TALMADGE. T think the main thing that you have got to do
is attract capital to a cause that is socially worthy. I do agree with
you that we must periodically review every one of these deductions,
exemptions.

Senator KENNEDY. Don’t you think the burden ought to be on the
committee to justify the tax subsidy, before we extend these loopholes
ad infinitum ¢

Senator Tarmapge, I do not say we ought to extend the matter ad
infinitum. They ought to be reviewed, and it is a matter of judgment
as to how best to try to capitalize on the capitalistic system for a
worthy purpose. It is likely that under your proposal that capital is
going to have to come from the Government itself.

If you do that, you will change our capitalistic system to one which
is not capitalistic. I do not think you or I want to do that.

Senator KEnNNEDY. That is true. Take capital gains at death. This
committee ought to be very sure that the continuation of the capital
gains at death expenditure is going to mean more capital in terms of
the free enterprise system, rather than less capital, which I believe is
the result of the present system.

Senator TarmAapGE. I share that view, but I can’t in the name of tax
reform go so far as to destroy the goose that laid the golden egg with
the capital system.

Senator KENNEDY. No; but I would dare say, under that general
kind of admonition, we have written into the tax code many, many
golden eggs for many, many people to take advantage of. It raises
the fundamental question about the integrity of the tax laws.

Senator TarLmapee. I think every one of them ought to be examined
periodically to determine whether they serve a worthy cause.

The CHAIRMAN, Senator Curtis?

Senator Curtis. Senator Kennedy, to save time, would you mind
putting a few things in the record

Senator KENNEDY. I put in a lot already.

Senator Curtis. I mean, in response to some of my questions.

Senator KENNEDY. Sure.

Senator Curtis. Would you give us a breakdown of how you arrived
at the $100 billion of tax exnenditures, showing what they are and
how much each one accounts for ¢

Senator KexNEepy. I would be glad to. The figures are provided by
the Joint Committee on Taxation and published by the Congressional
Budget Office, but I would be glad to supply it for you.

Senator Curtis. But I would like to have you set forth each item.

Senator KExnEpY. I will be glad to submit the table. The table sets
forth the amount for each tax expenditure item. If differs in few
items from the Joint Tax Committee table, because CBO assumes for
purposes of the table that the investment credit, the corporate surtax
exemption, the earned income credit, and the increased standard dedue-
tion will all be continued through 1981. The Joint Tax Committee
table assumes that only the standard deduction is continued.

[The table referred to follows:]

69-460 0—76——14



Source: “Budget options for fiscal year 1977: a report to the Senate and House

Committees on the Budget,” Congressional Budget Office, March 15, 1976;

pp. 384-387
TAX EXPENDITURE ESTIMATES, BY FUNCTION -
[Miltions of dollars, fiscal yrars)
Punetion Corporations Individunts
wn wn T to8L 1977 1]
National defease (030):
Exclusion of benefits and allowances to armed forces
pepsoanel. .o
Exctusion of military disubility pensions. - - -oo oo cecvncensl oo doo o
International affairs (150):
Exclusion of i earned 'broad by U.S. citiseas_ . ______|........l....__. .l . ... .
Exclusion of gross-up on dividends of LDC corporations. ... 55 55 55
Deferral of i of d ic int tional sales corpora-
tons (DISC). . s 1,420 | 1,460 | 1,495
Deferra! of i of lled foreign corporations. ._ ... 365 365 363
Special rate for Western Hemisphere trade corporations. .. . . 50 50 50
Natural resources, environment and energy (300):
Exclusion of interest on state and local goverament potlution
control bonds..._ .. ... ... ... 170 220 265
Expensing of exploration and development costa. . 840 | 1,045| 1,285
Excess of percentage over cost depletion. ___.._. ,020| 1,015 1,110
Pollution control: 5~year amortization. .. __..... ] |- 20 P,
Capital gains trestment of royaltics on coal and iron o 20 20 25
Capital gains treatmcat of certain timber income. . . . .. _..._. 165 1751 190
Agriculture (350):
Expensing of certain capital outlays_......._......_.__._. 115 120 130
Capital gains ¢ t of certain income_.__._.______.... 40 40 45
C tives: deductibility of h patronage dividends
and certain otheritema_..__.___________ ... ... _. 455 485 320
Commerce and transportation (400) :
ption of eredit unions. ___ ... ..o, 135 145 155
Corp surtax PHOB . _ L iiiiiaene. 6,185| 6,745| 7,300
Deferral of tax on shipping companies. - ...oooo......._._._ 130 155 180
Railroad rolling stock : 5-year amortization... .. ....... 10 L3 ISR,
Financial institutions: excess bad debt reserves. ... 570 635 730
Deductibility of nonbusiness state gasoline taxes. ... ... ... .|oo Ll flioillfeaooooo.
Depreciation on rental housing in excess of straight line._ _ . ... 125 138 145
Depreciation on buildings (other than rental housing) in ex-
cess of straightline. . ... ___._....__..._ ... ...._.__... 280 300 325

See footnotes at end of table.
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TAX EXPENDITURE ESTIMATES, BY FUNCTION *—Continued
[M1litons of doltars, Siscal years} : v
Fuactien Corporacions Individasls
4 1w m 1980 v wrr wrs e e wm
Expensiog of resesrch and development expenditures.......... 695 725 7558 785 818
Capital gains: Corporate (other than farming and timber)... 900 | 1,015! 1,000] 1,170 1,260 .
Investment credit............. cmmeeccmesesecremenaemanns 7,585 | 8,045| 8480 ) 8,800 9,310 1,530 1L,635f 1,750} 1,870 1,998
Amset depreciation range._ ... ..o .o ... 1,630 | 1,828 2,000 2,005| 2 135 175 195 220 230 38
Dividend exotuslon... .- oo b T T 350 370 388 408 425
Capital gains: Individual (other than farming or timber) _...{........|.._...__{.._._ SUURIE SO 6,225 7,380 7,905] 8 490 9, 145
Capital grins et death. ......couue . ... .. ) (SRR FUEPURRI EYRISRON NS BRI 7,280 | 8,120| 9,015 10,005 | 11,105
Deferral of capital gains on bome sales... . . ._............|.__....)______\ o\l 890 938 880 ] 1,030 1,080
Deductibility of mortgage interest on owner-occupied homes.|. oo e oaooe oo eea e 4710 5228 53800)] 6440 7,150
Dedustibility of property tax on owner-ocoupied homes.......{..__._|._______| [T 3,825 4,245| 4710{ $,230 5, 808
Deductibility of interest on consumer oredit......_.........|....._.|-._.___{_______f " L,078) 1,195| 1,328 1,475 1,638
Exclusion of interest on state and local industrial develop-
ment bonds. ... 195 235 270 315 355 90 110 130 150 170
Excess 13t year depreciation. - .. ... ____._._ ... _____ 165 180 200 220 240 85 85 105 118 130
Expensing of construction period interest and taxes. .. .___. 1, 085 1,110 1, 150 1,190 1,230 570 585 620 645 670
Credit for purchase of new home............__........._ | f {1 "o T 100 |...... X FRRSRESIN S EON
Community and regional development (450): .
Housing rehabilitation: 5-year amortisation. .. __________._ 25 20 15 10 10 40 25 135 15 15
Education, training, employment, sad social services (500):
Exclusion of scholarships and fellowships. ... ..._.._..)- ... | )\ } 220 235 245 255 270
Parental personal exemption for student sgel9andover... b ____ .\ |l . 718 738 760 780 805
Deductibility of charitable contributions (education). . __.._ 280 325 355 390 430 500 558 610 670 735
Deductibility of ehild and dependent care expenses... ... |-.....|....___ ... . [ " 420 460 510 560 615
Child care facilities: 5-year amortization. ... _...__...._ 5 L. N RN ORI AN AU . -
Credit for employing AFDC recipients and public assiatance
recipients under work incentive program..........__.._.| 10 10 10 10 1) 20 O AU -
- Deductibility of charitable contributions (social services) . _. . 352 402 446 489 $36| 3,124 3,468 | 3,847 ] 4274 4, 740
ealth (350):
Exclusion of employer contributions to medical insurance ' .
premiums and medical eare..._.._ ... ... | ...t .t _____ & & 4,225 4,730 5300{ 5935 6, 650
Deductibility of medical expenses. ..o o._ - ooooeenefoueoo oo T 2005| 2,325 2,380) 2865 3,175
Deductibility of charitable contributions (health).._....__. 173 198 219 241 264 831 9221 1,023 1,138 1,260
See footnotes at end of tadle.
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TAX EXPENDITURE ESTIMATES, BY FUNCTION *‘—Continued

{iscal years, in millions of dotlars}
Punctien Carporations Iodividwals
wn 1w wn 1900 71 wr w7 m we 98
Income security (690):
Exclusion of social security benefits:
Disability insurance benefits. cecccccecuraa ——— PO 370 { 418 470 528 595
OASI benefits for aged.... o ooooeeaceacnafoann. - 3,525 | 3,965] 4,460 5020 5,045
Benefits for dependents and survivors. - - . eeoeoooeoo. oo o .. B S 565 633 ns 805 905
Exclusion of railroad retirement system benefits. ... . PSS SO S, 200 218 30 145 .260
Exclusion of unemployment insurance benefits.._____.____ - JEUN IS HPIIN EEPI 2,855 | 2,685] 2,470 2298 2,138
Exclusion of workmen's onmpensation benefits...______.__ - - ——- —— 640 705 775 85% 0
Exclusion of public assistance benefits. ... _... 130 145 165 185 210
Exclusion of special benefits for disabled coal miners_____.._ 50 50 50 50 50
Exclusion of sick pay.-. oo caibaeaas 350 370 385 405 428
Net exclusion of pension contributions and earnings:
Employer plans. .. o eeeeeemeenonemcccccafeceeree e e feaaan 6,475 7,120] 7,833 8620 9, 480
Plans for selif-employed and others. . oo oooooowaaoob o] .. cemccaferamcoce]eaccaaad] 9651 1,066 1,180 1.3!_» 1,440
Exclusion of other employee benefits: 4
Premiums on group term life insurance. . ..o ....... [ RN FURIPIIN SO S - 898 95| 1,050] 1,135 1,230
Premiums on aoccident and accidental death insuranoe._ .| . ......|oeeeooofomooofoaoaaes 60 65 70 80 85
Income of trusts to finance supplementary unemploy- P
ment benefits... . oo oo ... SN .- RPN AV S 5 5 5] 8 5
Meals and Lodging_ - - - - oo oenocoeeocmnoeeeoeo)oeomes SRR T 305 20| 335 350 365
Elchﬂiondupihlpimdnhneuhlf over 88 .o feaaaaa. ——- cmacamafanccnan c—- 50 58 60 [.<3 70
Excess of percentage standard deduction over minimum
standard deduction.... . .. oo acieecceecceafecmacac oo ea e 1,560 | ‘1,635| 1,720 1,805 1,898
Additional exemption for thablind. . . ..o ooeooeoeeateooaooidoc e oo 25 25 25 25 28
Additional exemption for over 85 . - _ .o oooooomcoeeececocaae oo ——a 1,220 1,280 1,340] 1,410 1,480
Retirement income eredit .- ... oo oooeoomememeaeao oo - cemcafancccaaa 110 100 20 80 70
Earned income credit: nonrefundable portion. ... ___.___.. FORR IR R R - 280 270 255 15 238
Eamned income credit: refundable portion . . - e oo oo b oo b ,110] 1,065 1,028 985 948
Exclusion of interest on life insurance savings. ... ... ... -4 ool 1,855 20251 2,210 2,410 2,625
Deductibility of casualty 108ees_ - - - . oo oooooonooooobomocodoaeoooi e 330 355 380 4038 430
Maximum tax on eamnedineome._ .. ... ..o oooonocemeeneeao oo e oo 505 580 670 770 885
Veterans’ benefits and services (700):
Exclusion of veterans’ disability compensation. . .- - - v v oo ofecnce .o i ———— 595 508 508 598 5
Exclusion of veterans’ pensions. . ... ..o ooomeooeecefocaanas ool .- - 30 30 30 30 30
Exclusion of GI bill benefits ... cnue oo ORIIIPIR SO - 280 265 258 240 230

8ee footaotes at end of table.
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TAX EXPENDITURE ESTIMATES, BY FUNCTION "“—Continued

(Milious of Gollars, fiscal years)
Fanction Corporstions Individoals
977 wn , 1979 1900 bt} Wy 7 79 190 wa

Genera! government (800):

Credits and deductions for political contributions. .- cccooleceomoeJaaoaoaafcaes - - [ 40 50 50 85
Revenue sharing and general purpose fiscal assistance (850):

Exclusion of interest on general purpose state and local debt__| 3,180 | 3,375 8,630 3925| 43001 1,300{ 1,400] 1,605{ 1,735 1,880

Exclusion of income earned in U.8. possessions. .. ccoouue--- 285 305 325 3% 315 X

Deductibility of nonbusiness state and local taxes (other

than on owner-occupied bomes and gasoline) - - - o cecoococafocecooofociioaanlomenna- -- 6,680 | 7,416| 8,230 | 9,140 | 10,140

Interest (900): t

Deferral of interest on savingsboDAS. oo e e o ccacommacmanaaceccoc o ceieecfecsencaclamann.- 685 765 845 925 | 1,008

Sourcs: 8taffs of the Treasury Department and the Joint Comnmittes on Internal Revenne Tazation;
* Sum of the Tax Expenditure Items by Type of Taxpayer and Fiscal Year*

(Millions of dollers)
Carporations
Plscel yoar aod individuals  Corporstioos Individoals
wn.. 105,970 2%, 000 77,200
1w, 118, 600 30,980 4,050
w0, 125,67 0. 2,100
000, 138,250 36,70 100, 400
pL U8, 190 0,488 100,675

lmmwmwmdmmmm“dﬁdmn
tax expenditure items included in this table.
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Senator Curtis. Is the nontaxable status of the Social Security
payments a tax expenditure?

Senator KENNEDY, Yes;itis.,

Senator Curtis. And is it true that the earned income credit——

Senator KennNepy Pardon

Senator Curtis. The earned income credit ¢

Senator KENNEDY. There are some 82 tax expenditures in the table.

Senator CurTis. I would like to ask about some specifically.

Would you regard the earned income credit as an expenditure?

Senator KENNEDY. It is so listed.

Senator Curtis. And also the investment credit

Senator KenNepY. Yes, sir.

Se;mtor Currtis. Is the deduction for interest paid a tax expendi-
ture

Senator KENNEDY. The Senator is correct.

Senator Curris. Would you make any change in it$

Senator KExNEDY. I am not suggesting any change; no.

Senator CurTis. Is the personal exemption, whether it be $1,000 or
$750 or $850, a tax expenditure ?

Senator KENNEDY. A personal exemption ?

Segnator Cortis. Whether it be $750, $1,000; is that a tax expendi-
ture

Senator Kexnepy. No, sir, it is not.

Senator Cortis Well, is it, according to your definition, a tax ex-
penditure

Senator KENNEDY. No; I would say no.

Senator Curtis. Are charitable deductions a tax expenditure?

Senator KenNEDY. Yes, sir.

CAPITAL GAINS TAX

Senator Cuorris. You are recommending the inclusion of the capital
gains tax at death, whether it is sold or not; is that correct?

Senator KenNeDY. Yes; that is correct.

Senator CurTis. So, if someone is living in a home that cost $10.000
many gears ago and at the time of the person’s death is worth $50,000,
even though they do not sell it and their widow or their family con-
tinues to live in there, you would collect from them a capital gains tax
on the $40,000¢

Senator KEnNEDY. No; the Senator is not correct. The tax would
not reach back to past gains. And it would not apply to transfers to
a spouse at death.

Senator Curtis. Would you explain that ¢

Senator KEnNepY. Yes. All gains up to December 1975. would be
eﬁempt from the tax. That is on page 8. It would be phased in gradu-
ally.

Senator Curtis. But it would apply in the future?

Senator KEnNepy. Yes. But you would have the basic $60,000
exemption available. All transfers between spouses wonld be exempt;
all transfers to charities would be exempt. And special rules would
apply to small farms and businesses with liquidity problems. I out-
lined that previously.
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Senator Curris. It will be phased in in the future, though ¢
Senator KEnNEDY, The Senator is correct.

ESTATE TAX

Senator Cortis. And are you opposed to-raising the estate tax
exemption from 60 to 150%

Senator KENNEDY. Yes, Senator, for this reason: Only 7 percent of
estates pay an estate tax now, 93 percent of the estates are already
exempt, because they are not large enough to owe any estate tax. The
. princxs;al concern which has been expressed has been over farm and

agricultural lands. I have outlined a way that I hope the committee
would consider, so that the land would be evaluated for farming
purposes, not development purposes.

The developmental rights could be contributed to a charitable orga-
nization or a State organization. The land would be maintained as
open space, and the farmer would not be taxed on the  development
value of the land.

TAX EXEMPT BONDS

Senator Curtis. Do you feel that the tax-exempt bonds are tax
expenditures?

Senator Kexxepy. Yes; I do.

Senator Curtis. Would you make them taxable?

Senator KenNEDY. No.

Senator Curtis. Is that a tax expenditure that benefits the rank
and file people of the low-income bracket %

Senator Kexxepy. I think it passes one of the tests which I have
outlined here. There is 2 major need for Federal aid to States and
cities. But I do think it fails the other tests. The tax expenditure is a
very inefficient Federal subsidy, and much of it is siphoned off by
wealthy individuals.

A much better approach would be to offer a Federal interest sub-
sidy for bonds that a State or city agrees shall be taxable instead
of tax exempt.

Senator CPURTIS. You cited several cases where people with substan-
tial incomes paid no tax. Would you take three or four of those and,
for the record, state what the source of the income was and what
sections of the Internal Revenue Code were used by them, and to how
much it would reduce their tax liability to zero?

Senator KrNNEepy. I would, certainly. I would be glad to. The cases
I referred to are from a 1974 study by the Joint Tax Committee,
which analyzed the returns of some unidentified wealthy individuals
and celebrities. T don’t believe that any more information on the study
has been published. But I would be glad to submit for the record a
pamphlet published by the Joint Tax Committee, which provides
similar information on tax shelters.

[The pamphlet entitled “Tax Shelter Investments: Analysis of 87
Individual Income Tax Returns, 24 Partnerships and 8 Small Busi-
ness Corporation Returns”, prepared for the use of the House Com-
mittee on Ways and Means, by the staff of the Joint Committee on
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Internal Revenue Taxation, submitted by Senator Kennedy in re-
sponse to Senator Curtis, was made a part of the official files of the
committee. ]

The Cuamman. I was looking over this list of top expenditures
that you made reference to and that includes things like this under
tax expenditures for general government—deductions for political
contributions, I thought that this was something we worked to put
into law ourselves. The list also has things like this: Exclusion from
taxes of social security benefits, disability insurance benefits, benefits
for the aged, benefits for survivors, benefits under the railroad re-
tirement system, employment insurance benefits, and exclusion of
workmen’s compensation benefits.

Senator KennEpy. I support many tax expenditures. I only want to
change the wasteful ones. One of the most dramatic facts is the extraor-
dinary increase in tax spending in the past few years. We have to
bring this runaway tax spending under control.

EARNED INCOME CREDIT

The CmairMAN. Let us just look at a few other items on this tax
expenditure list: Earned income credit. If I had my way, we would
expand the earned income credit to take care of a lot of additional
poor people, and so would you.

Senator Kexxepy. The Senator is right. I have indicated here in
terms of the child care credit where I would expand it, by making it
refundable, like the earned income credit. There is an alternative to
the tax expenditure for intangible drilling costs. I would support an
increased 1investment credit for that area and work out what the rate
ought to be. The tax subsidy should be going to the person who is out
on the rig and trying to get the oil, rather than somebody in Boston
taking advantage of a tax shelter. So we do not have any disagree-
ment. :

The Cramrman. I do not want people to get the wrong impression
from your testimony. I suspect 80 percent of the tax expenditures in
the red column of your chart you would advocate yourself.
~ When you are talking about increasing tax.revenues by eliminating
so-called tax expenditures, you are talking about a relatively small
part of that red column that you put on that chart.

Senator KenxEepy. I would not go along with the Ford administra-
tion program, which is basically tax relief for shareholders. The
average tax bracket for shareholders is 42 percent. If they have $13
billion to give away, they should be giving it away to those who are
working people. _

The Cramrmax. That is not on the tax expenditure list you made
reference to.

INVESTMENT TAX CREDIT

Senator KENNEDY. It is on my complete statement.

The CHARMAN. Let me ask you this: Would you put the investment
tax credit on there or leave it off ¢

Senator KENNEDY. I would put it on.
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The CrAmMAN. I think it belongs on there.

Senator Kenxnepy. That is right.

The CramrMaN. When we passed the so-called Tax Reform Act
in 1969, that was the biggest item of revenue gain. I asked President
Nixon to recommend that it be repealed and so did Wilbur Mills. We

voted to repeal it. We thought we were going to pick up about $2.9

billion. By the time we got through, I am confident that the Treasury
lost money, because so many people canceled out their orders that we
lost revenue by the ripple effect, the secondary and tertiary effect.
All that repeal did was to roll back employment to put people out of
jobs, I have no doubt that when we reenacted it in August 1971, it
probably did more the second time to start moving us out of the reces-
sion.

Now, it was your brother who first recommended this credit, and I
was persuaded against my will to go along with it. It looked to me
like a Fift out of the Treasury for an expense that does not exist. But
I would be the first to confess today that it has probably been more
beneficial in encouraging people to make capital investments, which
lead to jobs more than any single thing we have tried as long as I
have been on this committee.

It has been very effective in increasing employment. Now, you are
not advocating repealing that ¢
_ Senator KeNNEDY. Senator, you are quite correct, because it meets

the criteria.

The CHATRMAN. As a tax expense?

TAX REFORM

Senator KENNEDY. Yes; I want to make it very clear that I advo-
cated in some of these areas that tax expenditures should be increased,
because they do meet basic and fundamental public policy needs,
and they meet them in the fairest, most equitable way.

I have also indicated other areas, such as DISC and ADR, capital
gains at death, and tax shelters, where there is no justification for the
tax expenditures.

The CralrMAN. It seems to me that it serves very little purpose for
us to discuss these things in terms of tax expenditure or in terms of
reform. A tax expenditure, as you have explained here, might be a
very good thing for the country and might not be a very good thing
for the country, depending upon your point of view.

Reform means that you are making a change for the better; at least
we would like to think so. I do not know of any bill that anybody
introduced that he regarded as anything other than a ch