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SMALL BUSINESS TAX REFORM

TUESDAY JUNE 17, 1075

U.S. SenaTH,
SerecT CoMMITTEE ON SMALL BUs:'NESS,
AND THE SUBCOMMITTEB ON FINANC AL MARKRETS
or THB CoMMITTER ON FINANCE,
. Washington, D.O.

The committees met, pursuant to notice, at 9:40 a.m., in room 2221,
Dirksen Senate Office Building, Senators Gaylord Nelson (chairman
of the Select Committee on Small Business), and Lloyd Bentsen
(chairman of the Subcommittee on Financial Markets of the Com-
mittee on Finance) presiding.

Present: Senators Nelson, Bentsen, Byrd, Clark, Javits, Brock,
Dole, and Packwood.

Also present: William B. Cherkasky, staff director and Herbert L.
Spira, tax counsel, Select Committee on Small Business; Richard R.

ivers and Michael Rowny, professional staff, Senate Finance Com-
mittee; David Allen, Office of Senator Bentsen; and Phillip Kawior,
Office of Senator Brock.

Senator BenTsEN [presiding]. The hearing will come to order,

I am very plea ed to be here cochairing this with my distinguished
colleague, the Senator from Wisconsin, Senator Nelson.

This morning the Senate Financial Markets Subcommittes and the
Senate Small Business Committee, open the first in a series of joint
hearings on the tax and financial problems ocurrently facng our
Nation’s small businessmen.

I include the family farmers and the ranchers in this category.

Americans too often forget the indispensable role of small business
in promoting healthy competition in our economy, creating jobs for a

owing work force and developing innovative ideas and producte.

mall business, in many ways, is the essence of our country’s promise.
It has always been relatively easy for an American to go into business-
for himself; to become his own boss,

This has not only been good for the millions of individual Americans
who have set up their own businesses, but it has been good for our
economy and the country at large. This great diversity of ownership
has spurred competition, helping keep prices down, helping to assure
a wide variety of goods and services and helping f)ting strength and
resilience to our free enterprise system.

In recent years, though, it has become more and more difficult for
Americans to ﬁo into business for themselves, and for those already
operating small businesses to keep their doors open or to resist urgings
to sell out to the giant concerns.

(1)
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Gentlemen, that is why you are here. I have a complete open-
ing statement that I am go %to insert in the record.
The prepared statement of Senator Bentsen follows:]

SraTEMeENT OF HoN., Lroyp anrsn':lz‘«, A US. SeNnaTor FroM TaE STATE OF
; EXAS

This morning the Senate Financial Markets Subcommittee and the Senate
Small Business Committee open the first in a series of joint hearings on the tax
and financial problems ourrent}{ facing our Nation’s small business.

I inolude family farmers and ranohers in this category.

Amerioans too often forget the indispensable role of small business in promotin
healthy competition in our economy, creating jobs for a growing work force an
developing innovative ideas and products. Small business, in many ways, is the
essence of our country’s promise, It has always been relatively easy for an Ameri-
oan to go into business for himself; to become his own boss,

This has not only been good for the millions of individual Americans who have
set up their own businesses, but it has been good for our economy and the country
at large. This great diversity of ownership has spurred competition, helping keep

rices down, helping to assure a wide varlety of goods and services and helping
ring strength and resilience to our free enterprise system,

In recent years, though, it has become more and more difficult for Americans
to go into business for themselves, and for those already operating small businesses
to keep their doors open or to resist urgings to sell out to the glant concerns.

Inflation, recession and energy shortages are especially harmful to smaller
enterprises. Tax laws and related paper work burdens impose a disproportionate
burden on small business. Too often Government ignores the interests of the
small businessman when it establishes tax policies or energy policies or other
economic policies affecting this vital segment of our economf.

In recent years it has become particularly difficult for smail businesses to raise
the capital they need to expand or modernize or simply get off the ground.

Family farmers and ranchers, too, face a severe credit crunch. Since 1969 farm
debt has increased 80 percent. In 1974, while net farm income dropped 37 percent,
farm indebtedness increased about 25 percent. So it is important to review the
financlal needs of agricultural as well as commercial businesses.

The current economic climate and the difficulties it imposes on Americans
seeking to open their own businesses, works to the detriment of each of us.

It deprives us of the benefits of new and better ideas. It stifies competition. It
denies employment to millions of Americans who would be employed by small
business. In short, it makes it increasingly difficult to spur the economic growth
needed to end this recession and restore economic health.

The initiative of small inventors and enterprises led to the development of the
photo-copying industry, of insulin, and cellophane, and air conditioning, and the
cyclotron and other products and processes too numerous to list.

We ocan't afford to stifle this progress.

During these hearings we will be looking at the major problems faucm?l small
bulsiaess——and once we identify the problems we will try to come up with some
solutions.

We will be looking at possible tax reforms and how we can best encourage the
development of small business through the tax system. As things stand now, tax
laws and incentives are so complex that often onll‘y large corporations with specially
trained lawyers can take advantage of them. For the small business, these laws
gxeagh only an added paperwork burden of forms and filings, documents and

eadlines, .

What we're talking about here, is a return to the climate of opportunity that
has promoted broad-based economic groWth in America since our beginning,
‘E%ox;?mic growth that is stable and vibrant. Economic growth that is not
nflationary.

Econom%, growth that will keep grices down as it works to put eight and one
half million unemployed Americans back to work,

I am convinced this can be done. I know it must be done. And during these
small business hearings we will be working to see that it 7s done.

Senator BENTSEN. Mr. Chairman, would you care to make a
comment,.
Senator NeLson. Thank you, Senator Bentsen.
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I also have an opengxs statement; but in order not to impose upon
the witnesses’ time, I will submit the statement for the record.
[The prepared statement of Senator Nelson follows:]

STATEMENT OF HON. GAYLORD NELsoN, A U.8. SeNATor From ThHE STATE op
ISCONBIN

This morning’s session begins three days of joint hearings of the Seleet Com-
mittee on Small Business and the Subcommittee on Financial Markets of the
Senate Finance Committee, under the chairmanship of Senator Bentsen.

We hope to develop sound and balanced recommendations on small business tax
provisions for inclusion in the omnibus tax reform legislation, upon which hearings
will begin in the House Ways and Means Committee at the end of this month,

Over the past 20 years, since the Internal Revenue Code was last revised in 1954,
the nation’s tax laws have grown enormously in complexity. For example, the
compact version of the Code is now 134 inches thick and weighs almost 2}¢ pounds.

For any small, local, family, or independent business—and especlally for the
thousande of new businesses which are born each year—this tax statute, together
with its related regulations, instructions, guidelines and forms, is a baffling and
frustratin%maze. ttempting to understand and comply with ﬁederal, State, and
local tax o ligatiom constitutes a major drain on the time and productive energies
of the nation’s smajl enterprise.

As a result of thig growing mountain of material-—and of special provisions which
large corporations ean take full advantage of while small business cannot—the
treatment of smaller business has become increasingly Inequitable,

Although the statutory corporate tax rate is 48%, one out of every five big
companies pay less than 43%, and the largest 100 corporations consistently pay
between 25 and 30%. In contrast, medium-sized companies which are trying to
expand into effective competitors must often pay the full statutory 48%, and
sometimes even more than half their income in taxes.

This sort of taxation discourages the formation and development of new busi-
nessges which have traditionally been America’s best source of innovation, employ-
ment and economic growth. In other words, the tax laws are stifling economio
exgansion in the United States, which is especially noxious now that we are
suffering the worst recession since the 1930's and unemployment of over 9%.

No one wanted it to be this way; it just hapgened. But our nation can no longer
afford such inefficiency, and we must correct the situation for the sake of fair play
as well as for the revival of our economy.

Of the nearly 13 million U.S. enterprises, small business accounts for:

About 97% of all businesser, by number;

52 to 639%, of all private employment;

43% of all the business output in the country; and

About one-third of the entire gross national product.

Beyond those statistics, these enterprises carry with them not only the dreams
of their owners, but the hopes of our country for better goods, services, and ideas
at lower prices. We look to enterprising businesspeople to renew the reservoir of
American in enuity; to give our citizens productive and dignified employment, and
to sharpen America’s advantages in world competition,

However, over the years, the pressures on Congress have not really permitted
an in-depth exploration of how the tax system affects the smaller and medium-
sized independent business firm. Our Committee began to dig into the issues in
f&})guary of this year, in connection with the emergency Tax Reduction Aot of

The facts which we developed at that time assisted Congress in putting into that
law the first rate reduction for smaller corporations in a decade and the first tax
reduction for medium-sized corporations in 26 years. However, these provisions
remain in effect for only one or two years,

As Congress now beﬁlns what may be the most searching overhaul of the Tax
Code since 1954, we will be working to assure that the needs of smaller business for
s&nwllcity, clarity, and equitable treatment can be given appropriate consideration,

e feel a sgeoml responsibility in undertaking this study because there are nine
members of the Senate Finance Committee involved—one-half of the membershi
of that vital committee. Six are also members of the Select Committee on Small
Business. We have already agreed that three further days of public hearings will
be held September 23 to 25 to implement this inquiry.

Our witnesses share this heavy burden, and we appreciate their willingness to
turn their thoughts and efforts into this area of importance for the nation,
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Our first subject will be the impact of business taxes upon employment and upon
small businesses in generating employment,

Senator NeL8ON. Our hope out of these hearings is to develop a
sound and balanced series of recommendations on small business
tax provisions that we will be able to propose for inclusion in the
omnibus tax reform legislation, upon which hearings will begin in the
House Ways and Means Committee at the end of this month.

The committee is very pleased to have you gentlemen here this
morning to present your testimony.

At about 5§ minutes to 10 I must go to the Foreign Relations Com-
mittee to present some testimony on pending legislation there. This
series of hearings will be jointly conducted by the Subcommittee on
Financial Markets of the Finance Committee and the Select Com-
mittee on Small Business.

Before introducing the witnesses for this morning I would like to
insert into the hearing record at this point a statement by Senator
Robert Dole on the matter before us.

[The statement of Senator Dole follows:)

STATEMENT OF HON, ROBERT DoLE, A U.8. SENATOR FROM THB
STATE OF KANSAS

Mr. Chairman, I am pleased that the Select Committee on Small Business and
the Subcommittes on Financial Markets of the Committee on Finanoce have con-
vened these joint hearings on the flscal problems of small business in Amerioa,
And I am especially pleased that the hearings include an inquiry into the special
probiems of an often forgotten sector of “small Lusiness''—the family farm and
ranch,

For too long, the Congress has ignored the unique financial problems of the
small business sector of our economy, focusing attention on larger enterprises
instead. And by so doing, we have neglected over 11 million businesses, accounting
for over 90 percent of all manufacturing, farming, wholesaling, retailing, and pro-
fessional sorvices in the United States,

Of particular interest to me as a farm State Senator is the severe financial
situation created for family farming and ranching operations by the unreasonably
low estate tax exemption—an outmoded provision of the Internal Revenue Code
which threatens the very existence of the family farm in America. I have intro-
duced legislation (S. 678 and S, 679{ designed to correot this most unfair provision
of our tax laws, and I am hopeful that we will move swiftly to enact realistio
estate tax laws which will assure the continued existence of the family farm.

Fortunately, Congress has demonstrated some willingness to deal with the
problems of small business during this session. Already, in the tax reduction Act,
we increased the corporate surtax exemption to $50,000, lowered the tax bracket
to 209, on the first $25,000 of corporate income, increased to $100,000 the amount
of useg property eligibfe for the investment tax credit, and increased the amount
of the investment credit itself to 10 percent. These actlons should be of partioular
benefit to small business. But, as presently constituted, they are temporary
revisions, most of which expire at the end of the current year.

And therein lles a more fundamental problem for small business, For the small
or medium sized farmer, rancher, or businessman does not have the time or
money to keep to date with constantly changing laws., Thus, in planning his
future capital needs, the small businessman is faced with an inoreasingly complex
ever-changing tax struoture around which he must make a wise investment an

. operating deoisions. The need for relatively simple, constant federal tax laws s,

therefore, a major concern of small business.

Mr. Chairman, it is time for Congress to begin addressing itself to the Xroblems
and needs of that sector of our economy upon whioch fully half of the American
%eople depend for support. Hopefully, today's joint hearings, along with the

ebruary hearings by the Select Committee on small business, signals a deter-
mination on the part of Congress to begin a thorough evaluation of the needs
and problems of small businessmen and women.
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Senator NeLson. Will you gentlemen proceed?

Would you gentlemen please identify yourselves so that the reporter
will have an accurate record properly attributing your comments to
the}avf)ro er witnesses?

r. E1sneR. Yes; I am Robert Eisner.

Mr. Hour. I am Charles Holt.

Mr. HarweLL. I am Jim Harwell.

Senator NeLsoN. Mr. Eisner, you are chairman of the department
of economics of Northwestern University?

Mr. ExsnEr. That is right, sir.

Senator NeLson. Mr. Holt, you are director of unemployment
research at the Urban Institute?-

Mr. Hovrr. That is correct.

Senator NeLsoN. And James Harwell is executive director of Texas
Industrial Commission.

Mr. HarweLL, Right, sir.

Senator NxLsoN. (Rentlemen, we are very pleased to have you here
this morning.

You may present your testimony however you desire—read it or
submit it for the record and speak extemporaneously, however best
suits your purposes.

f any one of you wishes to comment on any testimony of the
other witnesses, please feel perfectly free to do so. I trust you will
have no objections to interruptions for questions by Senator Bentsen
or myself, or any other committee members who may be here.

Please go ahead.

STATEMENT OF ROBERT EISNER, WILLIAM R. KENAN P.ROFESSOR.~
AND CHAIRMAN, DEPARTMENT OF ECONOMICS, NORTHWESTERN
UNIVERSITY, EVANSTON, ILL.

Mr. EisNer. I am very happy to be here.

I will submit my statement for the record and make my remarks
extemporaneously.

[The prepared statement and attachments.of Mr. Eisner follow]

STATEMENT BY ROBERT E1sNkER, WiLLiaM R. KENAN PROFERSOR AND CHAIRMAN
oF THE DEPARTMENT or EcoNoMIcs, NORTHWESTERN UNIVERSITY, EVANSTON, ILL,

I am happy to have this opportunity to offer some introductory remarks on
the indicated subject of “Employment, Taxes and Small Buginess.” I shall add
for the record a number of articles that I have written on related issues. I shall
confine myself here largely to the enunciation of a few general but basic prineiples
and a suggestion of their particular applicability to small business.

The principles relate to the essential nature of a free and competitive economy
and the proper role of government intervention and the tax structure. Where
proposals aimed at aiding small business are inconsistent with these prineciples,
they suffer apgropriute hazards in solicitinﬁthe su;g)ort of an enlightened Congress
or, worse, if they nre adopted, they are likely to do more harm than good to the
economy as a whole.

Basioally, of course, we are faced by the usual stricture that there is no such
thing as a free lunch; someone is paying for it. This must immediately be qualified
by the fudgment, that if the lunch is already available, the act of eating it conveys
no additional cost. That qualification is of major importance when the economy
is in a recession as dees; as the current one, with perhaps 15 to 20 percent of our
resources idle. Using involuntarily idled resources of men or machinery does
not impose a real cost in the sense of denying us other opportunities.
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With over 9 percent unemployed, with industrial eapacity unutilized in stag-
gering proportions, almost any tax relief, ‘‘tax ox{)enditures," or other direoct
govemment expenditures tend to create additional demand and increase pro-

uction. That is hardly an argument for wasteful expenditures but even the

classio canard of paying some workers to dig holes in the ground and others to

fill them in again has the advantage of %lving both groups income with which

they oan freely buy goods and services of some use. And then the producers of

these goods and services can in turn spend the income they receive on other goods

and services and the well known multiplier effect can give us a substantinl exﬁnn-

sion. Nevertheless, it would be better to accomplish the same results without

: the wasted effort of digging and then filling in holes in the ground. And in terms
Mrea of long run tax policy, we should strive to use government to improve and not
injure efforts to achieve optimal allocation of resources and maximum efficiency

in production, consistent with a climate that enhances individual freedom of

cholce.

All this tells us that, as a first approximation, we should ask all businesses and
individuals to pay for the government services that they receive. Beyond that we
should try to correct for imperfect or inadequate functioning of markets. This
may relate to imperfections which give undue advantage to one type of business
or individual rather than another or to what economists refer to as "‘externalities,”
that is ndvantages or disadvantages, as a consequence of economic transactions,
which are enjoyed by those who do not participate directly in those transactions.
Thus an enterprise endeavoring to produce under competitive conditions may

find it most economical to operate in a fashion that pollutes the environment,
causing costs which are not taken into account by either producers of the product
or its purchasers. Conversely, an employer giving a youth a decent job which
leads to a constructive carcer may be saving society at large considerable costs
in idleness, unrest and erime which would not be taken account of in the individual
caleulus of profit maximization.

Other than these two justifications for government intervention, market
imperfections or externalities, there is a third possible justification, that we like
to improve, by some socially accepted standard, on the distributfon of income
which would occur without the government intervention. Put bluntly, we wish
to take from some and give to others. This does not increase the total pie but
redistributes it in a way which we may consider to be more fair. An economist
has no basis in principle for rejecting income redistribution, and many of us in
terms of our own political views and senses of equity, favor such redistribution in
one case or another, But if it is redistribution we are advocating, we should make
clear it is just that and not try to confuse_the public with arguments that such
redistribution is good for ‘“the Country,” economic growth, prosperity or some
other presumed national interest.

Getting down to the particular, diverting resources to increase investment,
unless the resources were idle in the first place, means less consumption now.
It may mean more consumption in the future than the sacrifice now, but that will
be true only if the investment is sufficiently productive to offer surplus over and
above its original cost. Diverting resources to business investment in plant and
equipment means less for consumption or other business investment (such as
inventories or research and development expenditures or job training), or less for
investment in residential construction, or less for household investment in durable
goods, or less for investment by non-profit institutions or government. Diverting
resources to small business means less for large business. ere small business is

less efficient than large business, diverting resources from large business to small
- business without influencing eﬁciency will reduce total output.

Warnings of this type from dismal economists cannot be ignored without Peril
to out national prosperity and perhaps ultimately to our national solvency. “Do-
gooders,” whether on behalf of presumably worthy charities or any particular
economic interest, including that of small business, can do a great deal of harm {f
in the process of helping their special cause they shrink the total pie. There are
certain areas where, in accordance with the basic principles enunciated above,
government intervention in behalf of small business, via the tax structure or
otherwise, may well be in order. I shall suggest some of these. In other instances
gerhnps more important, existing government intervention is injuring smalf

usiness inagproprlntely and unjustifiably from the standpoint of the economy
as a whole. Such intervention should be eliminated. But in many instances pro-
posed remedies, however well meaning, are bad for the economy, of questionable
equity and possibly cven productive of a negative backwash which would more
than cancel out their presumed direct advantages to small business.

k!
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The major category of tax concessions to which I must object, tax concessions
widely advocated by most business spokesmen and apparently many spokesmen
for small business, pelate to so-called incentives for capital expenditures. These
include most directly the now increased (at least temporarily) equipment tax
credit (frequently misnamed: ‘‘investntent-tax credit” or even "job development
credit’’), rapid or accelerated de{)reclatlon allowances which increase tax deprecia-
tion beyond economic depreciation or the true rate of decrease of capital values,
and so-called liberalization of cagltal gains taxation. These various concessions
“tax preferences,” or ‘‘tax expenditures’ already In cffect cost the Treasur, well
in excess of $30 billion per year. Their proposed extensions will increase this loss
by many billions more. The resultant gains to the economy are largely, if not
entirely, illusory and in any case far less than could be achieved by other measures
with much lower alternative cost.

The equipment tax credit is a prototype of unjustified intervention in the eco-
nomic system and distortion of economic processes. Ostensibly introduced to
encourage investment, it actually relates only to business investment and to one
portion of business investment at that, Investment in cligible equipment. To the

‘extent that it is successful in drawing real and financial resources into business

expenditures on eligible equipment, it thus discourages other business investment
residential construction, and investment by housecholds and government. Ié
tends also to be pro-cyclical rather than counter-cyclical in its effects, offering
more benefits to business in times of boom when equipment expenditures are high
anyway and less benefit in times of recession when equipment expenditures are
low and probably, indeed, less likely to be stimulated by relatively moderate tax
advantages. It is also of doubtful eficacy. My own estimates and those of a number
of other econometricians and economic analysts suggest that tho tax loss to the
Treasury from the equipment tax credit is considerably In excess of the amount of
whatever additional investment it brings about.

From the standpoint of economic growth, the notion that tax gimmicks of this
kind are desirable stimuli to cconomic growth by ralsing the rate of investment in-
volves several unfortunate confusions. First, and too often ignored, there Is a real
question whether government has any business, at least in a society which with
full employment can be as prospcrous ns ours can be, in stimulating economio
growth, that is more tomorrow at the expense of having foss today, than the people
would choose by their free saving and investment decislons in the market. But
second, beyond that, a notion that investment brings on growth {s based on the
view that the net marginal productivity of investment is positive or, in less tech-
nical terms, that a dollar of investment now will add more than a dollar to pro-
duction in the future. This will generally be true in a frec economy without govern-
ment tax subsidies. For businesses would hardly knowingly undertake capital
expenditures which would not return in the future at least as much as their orig-
inal cost. Once special tax advantages enter into the entrepreneurial calculation
we can have no confidence that that requirement is met. A business may well ﬂn(i
it 1ustlﬁable to spend $100 million on equipment that adds to future production
only $96 million as long as a 10 percent government tax credit adds $10 million
to make up the missing $6 million and put the company $5 million ahead. But
spending on capital equipment that cannot pay for itself without government
handouts is the path not of economic growth but of economic decay. And if the
capital expenditures were profitable to begin with, they should have been under-
gu en {Jnl?l properly functioning free competitive economy without the government

ax subsidy. -

What may appropriately be of most Earticular concern to small business is
that the equlrment, tax credit and other business investment tax preferences are
of disproportionate advantage to large business, with small business figuratively
glcking up the crumbs from the table. A major reason for this is simply that It is

ig business that tends to be most capital intensive and uses not only the largest
amounts but the largest proportions of equipment in the produetive process.
Hence tax benefits for the purchase of business equipment are a much more sub-
stantial boon to large business than to small business, both absolutely and rela-
tively. The consequence is not only that small business gets less relative benefit.
There may also be a backwash in this instance which leaves small business al-
together worse off, Aside from the fact that an alternative to reducing business
taxes in a manner that gives peculiarly large benefits to bi%business might be a
reduction in taxes of another form which would be of more benefit to small busi-
ness, there are certain real and monetary effects of a tax credit and other invest-
ment tax subsidies which indirectly injure small business. First, to the extent that
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large business does take advantage of the tax credit to invest more it puts added
gressure on the supply of machinery, thus raising machinery prices which all

usiness, including small business, must pay. SeoondlK, added business invest~
ment by large concerns may further tighten credit markets, raising interest rates
and making credit more difficult to obtain by small business. The net gain to
small business from these incentives would thus clearly be less than the ap-
parent gross gain which seems so attractive, and may more possibly he negative.

There is in fact a third manner in which the equipment tax credit and ac-
celerated depreciation allowances are likely to be of less relative benefit to small
than to large business. This relates to the rather obvious fact that the tax credits
and inoreased tax depreciation deductions are essentially benefits to firms that are
already making profits. With limited provision for loss offset, small firms and new
firms which are showing little or nothing in the way of taxable profits hardly
benefit from tax advantages which would reduce their profits tax liabilities.

The ohjections to direct business investment tax subsidies suggest other kinds
of tax relief which might be more in order for the economy in general and small
business in particular. Firat, to the extent that relief in direct business taxation s
called for, it cannot take the path of special favors for this or that kind of expens
diture or behavior unless there is a clear and com;‘wlling social reason for such
relief. For high rates of business taxation in general along with deductions for both
apgroprlate and Inappropriate expenscs tend to bias the economy in favor of
deductible expenditures. It is a well known and easentially acourate axiom of
business hehavior that Uncle Sam is o partner in not only close to half of business
profits, but roughly half of business costa, Many decisions as to business behavior
whether the support of conventions in happy vacation spots or three-martin
business lunches or many more prosaic costs might well be different if the U.8.
Treasury were not meeting half of the bill. Tho way to correct the questionable
allooation of resources impliolt in these expenditures is not to ndd further deduc-
tlons but rather to reduce the overall tax rate. I have recently proposed the elimi-
nation of the corporate income tax, with attribution of corporate earnings to
individual stockholders in proportion to their equity. By thus taxing corporate
earnings direotly once at individual income tax rates, regardless of whether thg{
are distributed or not, we would improve capital markets by encouraging distri-
bution of earnings along with our discouragement of tax deduotible expenditures
by business. But this is of course a considerable proposal on which I do not mean
to dwell now, It might be kept in mind, however, while we are considering such
adjustments to the ourrent tax law as raislnf the figure at which the corporate
tax surcharge hecomes effective, thus possibly significantly reducing the rate of
business taxation on small corporations while having relatively little effect on
large ones. Such a measure might be deemed reasonable merely in terms of
comgensatlng for the erosion by inflation of this tax benefit to small corporations.

There is another tax reduction which I proposed in another context that might
be of special benefit to small business and even have some peculiar justification in
terms of small business, This would involve what might be considered a real job
development credit, a direct reduction in taxes on employment. Without attribut~
!ngl evil motives to all those who have used the term, I must express my personal
feeling that application of the ‘job development'’ term to a business equipment
tax credit was one of the more dastardly actions of an Administration that had
elevated to high purpose the dece})tlon of the public in the interest of international
and domestic policy. For to all of the arguments advanced against the equipment
tax credit we may add another to those concerned with increasing emrlo ment, A
tax credit for purchase of machinery can have only an indirect effect of stimulatin
employment by stimulating the economy, an cffect which endows it with no ad-
vantages over any other tax cut or stimulus to the economy. But a credit for the
purchase of equipment has a direct effect of making it more profitable for firms to
substitute machinery for labor. That can hardly increase employment. Where the
tax advantage induces firms to acquire equipment which without the tax subsidy
could not pay for itself, it is essentially bringing about the substitution of less
productive machinery for more productive labor!

It we wish to encourage direotly the employment of labor, the obvious approach
is to reduce the taxes on that employment which have now risen to 11,7 percent
on the great bulk of wage earners’ income, 1 have proposed that for the young, let
us say, those under 21 years of age, this tax be reduced, eliminated, suspended or
defrayed out of general Treasury revenues. Such action would encourage what is
rtobably the most important and productive investment that we can undertake,

nvestment in human capital. An increasing body of economic research {n the last
decade or so has strengthened a view which many of us may have long had, that
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the major and perhaps the dominant compound in economic progress is a well-
trained, well-motivated, growing and creative labor force, from lowest paid workers
up to top management. Workers learn by doing. Their skills improve when they
have jobs. The idleness of our youth, the large proportions of women and minorities
unemployed or out of the labor force because they despair of finding decent
jobs represent not only a current loss but a huge loss in productive capacity in
output for years and decades ahead. Many who do not find good jobs now and
develop the habits or skills to make them permancntly productive members of
society may drift into chronic idleness and dependence on ‘‘welfare’” or criminal
activity for survival. A tax advantage for giving a youth or other marginal member
of the labor force a job is likely to do far more for employment and for economic
grogtthb{;han a tax advantage to buy machinery which would not otherwise seem
profitable.

Some form of exemption or rebate on employment taxes might be of special
benefit to small business. For a variety of reasons, small business has tended to
pay lower wages and hire more marginal workers than many of our largest cor-
porate enterprises. Increases in minimum wage requirements may then strike
small business particularly hard. I do not share the view of those who see in reduc-
tion or elimination of minimum wage requirements solutions to problems of large
unemployment among youth and minorities and overwhelming unemployment
among young blacks. In general it should be feasible for a nation as productive
as ours to see to it that enough is invested in all of our workers and potential
workers so that they can enjoy an adequate wage. But we undoubtedly create a
problem for those employers who might be ready to hire inexperienced workers if
we insist that in addition to bearing the costs and risk of their training they must
pay mounting employer ‘fayroll taxes as well as take out of employees’ relatively
meager wages a so-called employee contribution.

A proposal to reduce, or else subsidize or eliminate payroll unemployment tax
for the young and possibly others is consistent with one of the basic requirements
to justify government intervention which I offered early in this statement. For as
long as we do not have a slave economy, investment in human capital, in on-the-
job-training and developing socially advantageous habits of work fall in the cate-
gory of “externalities.’” Employers cannot own employees or the human capital
invested in them. This may be all the more true of small firms which may have
neither the longevity nor the attributes to hold a dglven body of workers together
over all or most of their work -careers. The skills and benefits which workers acquire
from their early job experiences hence accrue to later employers and society at
large. This means that an initial emé)loyer. balancing wage costs and tax costs of
putting on a new employee may find it individually unprofitable because he is in
no dpos tion to include in his calculus the external benefits to future.employers
and the economy generally. In the case of machinery, since he can own it for its
entire useful life, there is no such externality or argument for government subsidy,
In the case of employment of human labor and particularly the young, untrained
or marginal members of or entrants into the labor force, such government tax
subsidies may well be most justified. And these benefits may be both larger in
amount and more necessary in the case of amall business.

As we contemplate the needs of small business and iuatlﬁable measures of -
government eupPon through the tax system and otherwise, we should be olear
as to the areas in which small businsss suffers disadvantages because of institu-
tional characteristics of the economy o;lfovemment itself whioch have nothing to
do with the inherent efficlency of small business. One, for example, relates to
research and development. As with human capital embodied in workers, it is
difficult, even with our system of patents, for individual firms to retain enough
of the benefits of research and development, before competition beﬁl)ns eating
away at their fruits, to warrant the amount of expenditures that may be soefally
optimal. Large firms are in a better position to cope on their own. One major
government answer might be the provision of research and development know-how
to business generally, Including small business, as is now done most exclusively
in agrictlnture and in military-space areas which are of most benefit to large
corporations.

ut finally, I must call attention to one of the greatest difficulties under which
small business labors, one which is cudemic to the nature of our economic system
and the cost of information but which is greatly aggravated by institutional
arrangements of our banking system and monetary policy. This is the great
difficulty a small business has in obtaining erecit to finance its operations and the
high cost of that credit when it is obtainable. Large corporations can sell shares
of equity and can borrow in organized markets or from banks because they are
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well known and latfe enough to pool risks., One of the greatest difficulties that
small business has in competing with large business has to do not with great
economic efficiency but rather with the unavailability or huge costs of credit. A
major beneflt to both small bysiness and to the economy can hence be provided
by reform of our banking syst¢m and financial markets to provide much readier
access by small business to sdurces of capital. Where reforms by finanecial insti-
tutions and private banking systems as currently controlled by the Federal
Reserve are inadequate, we may well wish to seek direct government guarantees
in financing to see to it that efficient small business can make use of its real
efficiency, thus adding not only to its own profits but to the output of the entire
economy.

I have discussed in this statement certain general principles and certain specific
policy measures and proposals, some in my opinion clearly to be rejected and
others to be implemented. I should like to submit for the record a number of
recent articles which enlarge upon some of these matters. I hope this will help
provide a useful framework and introduction to the further highly important
work of this Committee.

[From Business Week, Dec. 14, 1074)
IpEas AND TRENDS—A HaRD LooK AT CoRPORATE TAXES

(By Robert Eisner)

Last year, a commission sponsored by the Fund for- Public Policy Research
recommended—along with a number of loophole-closing reforms—elimination of
the corporate income tax. The proposal should be considered squarely on its
merits, which are many.

Probably the question most frequently raised in opposition to such a plan is:
Can we expect the U.S. Treagury to do without or make up the $48-billion in
corporation income taxes it has counted in its estimated receipts for fiscal 1975?
The answer is simple: The government could recapture a substantial part of the
lost revenue by allocating corporate income directly to stockholders and requiring
them to pay individual income taxes on all earnings, whether distributed in the
form of dividends or not.

Ideally, this system should be reinforced by taxing accrued capital gains to the

- extent that they exceed retained earnings (and by allowing full deductions of

capital losses). But even without this extension, the elimination of the corporate
income tax and the integration of corporate income into the individual income
tax structure would go a long way toward improvement equity in our tax structure.
It would also encourage better function of capital markets, and it would remove
some of the tax incentives to business inefficiency and waste,

A fairer way. Investors have frequently complained about the inequity of so-

_. called ““double-taxation’ of the portion of corporate income paid out in dividends.

Eliminating the tax would answer their complaint, but that is perhaps the least
of the gains in equity that would result. The ultimate incidence of the corporate
income tax is uncertain, and in the last analysis we all are paying double, triple,
and multiple taxes all along the line.

More-important, economists and tax experts can hardly doubt that some
significant portion of the burden of corporate taxes is passed on to the ultimate
consumer of the corporate product and to the corporate employees as well. That
inakes the tax equitable only in the almost random sense that it hits people in some
proporticim to the amount of product they buy from or the services they supply to
corporations. -

o the extent that the corporate tax is really borne by stockholders, its equity
is even more questionable. Far from being clearly progressive with respect to
individual incomes, the essentially flat marginal corporate tax rate of 48%, or
the current “‘effective’” rate (the ratio of actual tax liabilities to corporate earnings
before taxes) of approximately 38%, has little to do with the presumably pro-
gressive taxes on individual incomes. Thus, the proverbial poor widows and
orphans, whom we do not wish to tax heavily, suffer the same 389% to 48% bite
out of their return on equity as the millionaire in a 70% tax bracf{et who finds
himself better off if the corporation pays the tax and accumulates the net carnings
instead of paying dividends. This gives him relatively tax-free unrealized or
deferred capital gains.

In terms of improving the flow of cugital, eliminating the corporate income
tax would remove a major difference in the treatment of bonds and stocks. Both
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interest and dividends would be treated as deductions from gross earnings in the
calculations of undistributed earnings to be allocated to shareholders for tax
gurposes. Companies would no longer be pushed by tax considerations into debt

nancing. The danger of a liquidity orisis brought on by a top-heavy debt-to-
equity ratio would be reduced.

Further, corporations would no lonfer have an incentive to retain earnings
when their own investment opportunities are not relatively good. Under the
current tax laws, many stockholders find it desirable to have corporations retain
earnings and plow them back into relatively marginal projects or use them as the
base for outside acquisitions. The object is to generate capital gains rather than
dividend income, which must pay high tax rates. '

With the integration of corporate and individual income for tax purposes, the
pressure will be all the other wai,'. Since stockholders will have to pay taxes on
corporate income anyway and will have to pay capital gains taxes if earnings are
retained, they will generally much prefer to have the earnings paid out so they
can pay taxes with them and also reinvest them in whatever promises the highest

———return. Corporations may well offer their stockholders the chance to invest
earnings in additional shares, and they could offer evidence that their companies
are better than alternative investments. But the individual investor would decide
whether or not to plow his earnings back into General Motors or IBM uninfluenced
bY arbitrary tax considerations. A major element in the appropriately bemoaned
“lock-in" effect would be eliminated.

More eﬁiclencf. The integration of corporate and individual income taxuy
would have a healthy effect on the U.S. economy. It would end a peculiar incentive
for tax-deductible business expenditures. For a 489%, tax on corporate earnings
is, in a sense, a 48% subsidy of ‘all business expenses. If the tax were abolished,
Uncle Sam would no longer be routinely paying almost half the cost of three-
martini lunches and winter conventions in sunny climes. Corporate management
would have to reckon therras a 1009, charge against stockholder earnings. And
while it is true that any reduction in stockholder earnings would also reduce
stockholders’ tax liabilities, it hardly appears likely that the owners of American
business would see that as adequate compensation in a period of increased con-
cern about raising productivity to combat inflation, elimination of the corporate
income tax could prove a welcome goad to greater efficiency. Furthermore, it
would lessen the pressure to raise prices in an effort to improve earnings. Under
the present system, a company must increase its gross profit by almost $2 for
every $1 that it carries through to net after-tax earnings. This gives the whole
system an inflationary tilt, especially at a time when companies can attract equity
capital only by showing high rates of return,

Surmountable obstacles. There would be %roblems, of course, in implementing
such a change in the tax structure. For one thing, if individual tax rates remained
unchanged, there would he some revenue loss. The average effective rate of tax
on the additions to adjusted gross income for individuals would be about the
same as the 389, effective rate of the present corporate income tax. It might
even prove to be a bit higher, thus gaining a few billion dollars. But eliminatin
the double taxation of dividends would cut the take by some $11-billion, an
there might also be some reduction in capital gains taxes. The net loss might be
made up by eliminating or reducing certain exclusions from taxable income—the
special treatment of capital %ains, for example—that have allegedly been justified
by the need to offset the discouraging effect of corporate taxes on investment.

Other problems would arise from the fact that 209 to 26% of corporate earn-
ings would be allocated to nonprofit institutions or other stockholders who are
not liable for individual income taxes. Some substitute tax might have to be
devised if we did not want the tax-exempt recipients to get a bonus from corporate
tax elimination.

Finally, we would have to give some thought to the most efficient way of
collecting taxes on the considerable addition to individual taxable income. The
best procedure probably would be to have corporations withhold individual in-
come taxes on stockholders’ earnings as they do on employees’ earnings. This
would allow us to get at foreign owners of American firms, whether individual or
corporate,

here is, of course, one last problem: what to do with the hundreds of thousands
of corporation employees, tax accountants, lawyers, and major groups in the
Internal Revenue Service itself who are all currently occupied with the immense
tasks of devising, amending, implementing, executing, and avoiding the volumes
and volumes of regulations involving corporate income taxes. We might indeed
have some transitional unemployment.

84-3970-75 -2
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Business Investment Preferences

ROBERT EISNER*

Tax incentives for business investment are neither equitable nor eco-
nomically efficient. They contribute to the misallocation of resources
and a consequent reduction of economic output and growth. They
also contribute to a redistribution of income from working people to
property owners and, generally, from moderate income Americans
to the relatively rich. By unduly reducing the burden for some,
they must in the long run, if not immediately, raise the burden for
others,

I have estimated the current cost of several major business invest-
ment tax incentives to the Treasury, and hence to taxpayers in gen-
eral, as $26 billion per year.! With continued growth and continued
inflation that annual amount will tend to rise. What are these “busi-
ness investment preferences?”’ What is their purpose and rationale?
How effective are they in achieving their stated purpose? And how,
in terms of basic principles of economics and justice, are we generally
to evaluate them and possible alternatives in our tax structure?

The Substance of the Major Preferences

Major provisions of the Internal Revenue Code of 1954 affecting
business investment relate to depreciation deductions, the investment
credit, and the treatment of capital gains.. . Supporters have sought to
justify them as increasing business capital expenditures. The extent

* Professor of Economics, Northwestern University, and research as-
sociate of the National Bureau of Economic Research. Neither institution,
of course, nor the National Science Foundation, which has contributed gen-
erous finaneial support to my research on the investment function, is respon-

sible for the contents of this pag»er.

1. Eisner, B for 8i Investment, 18 Cravrence, Nov.-Dec.
1973, tables 1 & 2, at 40-41.
March 1974 Vol. 42 No. 3
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to which each does increase investment, singly or in combination with
each other and with additional tax provisions, has been disputed. I
shall discuss that dispute below, and shall also come back to what
is properly a primary question, whether the overall purpose is appro-
priate.

Depreciation Deductions

The basic federal income tax provisions for depreciation provide that
“[t]here shall be allowed as a depreciation deduction a reasonable al-
lowance for the exhaustion, wear and tear (including a reasonable
allowance for obsolescence) of property used in the trade or busi-
ness . . . ."? There has been considerable disagreement as to what
constitutes “a reasonable allowance.” Furthermore, there has been
considerable agitation, with much success, to increase these allow-
ances, whether “reasonable” or not.?

In World War II, presumably to encourage acquisition of facilities
of limited, war-time use, firms were allowed under “certificates of
necessity” to write off many capital additions in five years for tax
purposes, regardless of normal expected lives. Similar five-year
amortization was permitted for Korean War-related facilities. The
major revision of the tax code in 1954 introduced on a pérmanent ba-
sis “liberalized” or more rapid depreciation in the form of the “dou-
ble-rate declining balance” and “sum of the years digits” methods.
While these new methods were widely advertised as offering merely
more rapid “recovery” of capital investment$ they actually consti-
tuted both initial and continuing reductions in tax liabilities for
firms making capital expenditures. And the more capital-intensive
the firm, the greater the tax advantages.

The gain to the taxpayer and loss to the Treasury resulting from
accelerated depreciation is not always fully understood. Since total
depreciation charges on individual units of plant and equipment or
on all the capital additions of a single year are unaffected by accelera-
tion, but are merely moved forward in time, it is sometimes incor-
rectly inferred that accelerated depreciation merely decreases total
tax payments in early years but increases them correspondingly in

2 INT. Rev, CobE or 1954, § 167.

See Terhorgh, Tax Depreciation, in 2 Tax RevisioN COMPENDIUM 837
(1959) Hearings on General Revenue Revision Before the House Comm. on
Ways and Means, 83d Cong., 1st Sess,, pt. 2, at 743-75 (1953). See also TR~
BORGH, REALISTIC DEPRECIATION PoLICY 51954), arlow. The Tax Law Blas
Against Investment in Production Facilities, 26 NAT'L, Tax J. 415 (1973) Dc-
mar, The Case For Accelerated De%emation, 67 Q.J. Econ. 493 (195

See, e.g., Barlow, The Tax Law Bias Against I t in Production
Facnmec, supra note 3, at 428-29.
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la v years.® This incorrect inference is not to be confused with the
coniect statement that more rapid depreciation for tax purposes may
be viewed as interest-free loans in the amount of the tax .deferrals.®
Such interest-free loans are enormously valuable, even when rates
are below the 10 percent prime figure of the late summer and early
fall of 1973. At a 10 percent rate, the cost of a dollar of tax payments
next year is only 91 cents today; a dollar ten years from today has
a present value of less than 39 cents.

But if rapid depreciation for tax purposes is viewed as an interest-
free loan on a single piece of plant and equipment or all the capital
expenditures for a single year, it must be recognized that business
firms go on acquiring plant and equipment year after year. To the
interest-free “loans” of the first year are superimposed additional
interest-free loans in each of the years in the future, For stationary
firms, which merely replace plant and equipment at constant prices,
the initial interest-free loans become permanent, hence outright gifts.
In growing firms, for which the money value of gross capital ex-
penditures generally grows year after year, that is, for almost all
large United States corporations, the gifts and lower taxes are re-
peated year after year, indefinitely, for as long as the tax and de-
preciation regulations remain in effect. Thus, the annual excess of
depreciation charges stemming from the 1954 “liberalization” or ac-
celeration of depreciation is now running in the neighborhood of $12
billion, or some $6 billion in reduced taxes.”

By the early 1960’s, the clamor for further reductions in business
taxes via still higher tax depreciation charges was again loud. In
response, the 1962 ‘“guidelines”® generally speeded depreciation by

5. A particularly egregious example may be found in a statement by Pres-
ident Nixon announcing the Asset Depreciation Range System. “A liberaliza~
tion of depreciation allowances is essentially a change in the timing of a
tax liability. The policy permits business firms to reduce tax payments now,
when additional purchasing gower is needed, and to make ulp ese payments
in later years” Office of the Pres, Press Release (Jan, 11, 1971). An ac-
companying statement by then Treasury Secretary David M. Kennedy de-
clared, “It should be kept in mind that a liberalization of depreciation allow-
ances primarily involves a postponement of the tax payment, and that this
payment will eventually be added to government revenues.” SURY DEP'T,
NEws RELEASE, 717 CCH 1971 Fep. TaX. Rep, § 6366. This author responded to
such statements in Panel Discussion on General Tax Reform Before the House
Comm, on Ways and Means, 93d Cong., 1st Sess.,»ﬁt. 3, at 380 (1973):

These statements are false. At the worst the represent a conscious

effort on the part of some to deceive the public, At best they repre-

sent a confusion between the consequences of the “liberalization” in

depreciation for a single agset or assets of a single year or even a

limited number of years and the permanent “liberalization” envisaged

in the proposed system.
For auppomni!::alyses. see {d, at 380-90; Eisner, Depreciation and the New
Tox Law, 33 v. Bus. REv. 66 (1058); Eisner, Conventional Depreciation
Allowances vs, Replacement Cost, 21 THe ConTrortrr 513 (1953); Eisner,
Depreciation Allowances, Replacement Requirements and Growth, 4 ,
Econ, Rev. 820 (1952); Eisner, Accelerated Amortization, Growth and Net
Profits, 66 Q.J. EcoN, 6533 (1952).

, See, e.g,, ACCELERATED DEPRECIATION IN TRE UNITED STATES, 1954-
60, ,?t 14 (1967).

. Projected from data of the Bureau of Economi¢ Analysis, lar, e}ly pub-
.lthhecllo’lig Survey or CURRENT Bus, Aug, 1068, Aug. 1971, Jan, 1972, and
an, o
8. Rev. Proc, 62-21, 1962-2 Cum. BuLL, 418,
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lowering the old “Bulletin F"** lives which were to have been consid-
ered in setting depreciation formulae, Along with the liberal guide-
lines came the “reserve ratio test,” which was intended to keep each
firm’s actual depreciation charges consistent with its replacement ex-
perience,'® The test was never really enforced.

The reserve ratio test was abandoned when the Treasury!! insti-
tuted the new “Asset Depreciation Range System” (ADR). Congress
formally enacted ADR into law after considerable protest and the
initiation of litigation against the Treasury’s action.!? Its central
element was the permission to depreciate properties at rates up
to 20 percent faster (or slower!) than those indicated in the guide-
lines, Evidence has developed that ADR is not being utilized as
widely as envisaged because many firms, in the long secular move to-
ward more “liberal” depreciation, had already taken to writing off
capital considerably more rapidly than indicated in the guidelines.
Picking my way through a variety of figures, involving all of the
“liberalizations”—the double-rate declining balance and sum of years
digits speedups, the 1962 guidelines, the shortening of tax lives, and
the ADR system—I have been able to estimate total reductions in
1973 taxes stemming from accelerated depreciation as amounting to
$11 billion,!®

The Investment Tax Credit

Proponents of business investment preferences are rarely satisfied
with accelerated depreciation. In 1962 the so-called investment tax
credit was introduced.!* It entailed a reduction in taxes of up to 7
percent of the amount of business purchases of eligible new equip-
ment. This measure has had a varied and checkered career, with
changing interrelations with depreciation: suspension and reinstitu-
tion in 1966-67, abandonment in 1969, and reinstitution again in 1971,

9. See, e.g., Barlow, The Tax Law Bias Against Investment in Production

- Facilities, supra note 3, at 415 n.3: “Bulletin F was first published in 1921

without any schedule of standardized depreciable lives, hedules of sug-
geste:i stand,ar(}iized lives were added in 1931 and revised in 1934 and subse-
quent years.” .

10, “I"he reserve ratio test was intended to provide objective standards for
determining whether taxpayers were justified in claimin% depreciation based
on the useful lives suggested by Rev. Proc. 62-21 for guidelines classes. Re-
serve ratios were computed for each guideline class by dividing the actual
cost of class proi)ert still in use into the total amount of claimed deprecia-
tion. The actual ratio was then compared with a range of test ratios fur-
nished in Rev. Proc. 62-21. To the extent that the firm's class ratio fell out-
side the parameters of the test range, adjustments in useful life were recom-
mended unless the taxpayer covld otherwise justify his treatment.

11. TreAsury Dep't News RELEASE, ASSET DEFRECIATION RaANcE (ADR)
SystEM, 717 CCH 1971 Fep. TAX Rep. 1 6736,

12, INT. Rev. CODE or 1954, § 1687(m) (1).

13. Eisner, Bonanzas for Business Investment, supra note 1, at 40,

14. InT. Rev. CopE OF 1054, § 38,
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Recent high-level proposals, particularly from Arthur F. Burns,
Chairman of the Federal Reserve Board,!® to have the credit vary with
counter-cyclical considerations, seem to have been scuttled by the
Nixon Administration, In its current form the equipment tax credit
is saving business taxpayers and costing the Treasury some $4
billion per year.1®

The Capital Gains Exclusions

Investment or saving is capital accumulation. But for many, if not
most individuals, and many businesses, the bulk of capital accumula-
tion takes place not through what is ordinarily ajcounted as invest-
ment or saving but rather by means of capital gains. Yet, income or
saving through capital gains has some very special tax treatment.
Half of realized capital gains on assets held six months or more are
excluded from adjusted gross income for tax purposes.’? All of capi-
tal gains generally escape income taxation when they are passed as
testamentary gifts.’®* These exclusions amount to $10 to $12 billion
per year in tax savings to the lucky taxpayers and in lost revenues
to the Treasury.1®

It is enlightening to note the distribution of advantages on realized
capital gains, even leaving aside the gift and bequest exclusions. Cal-
culations from Statistics of Income for 1870 reveal that the realized
capital gains exclusions resulted in average tax savings in the order of
only 0.2 percent for those with incomes under $2,000. By contrast,
in the $1,000,000-and-over category for adjusted gross income, some 63
percent of total income, including capital gains and losses, came
from net capital gains, and the tax savings ran to about 20 percent
of total income.??

Realized capital gains, however, are literally only the tip of the ice-
berg. It may matter for tax purposes whether an asset is sold and re-
purchased or whether another asset is purchased in its place.®* But

15. See, e.g., Statement by Arthur Burng, Hearings on the President’s Ec-
onomic Report Before the Joint Economic Comm., 93d ConF., 1st Sess, (1073);
Address by Arthur Burns, Some Problems of Control Banking, Internat'l Mon-
etary Conf., June 6, 1973,

14, It is estimated that the tax credit “lowered corporate taxes by $3 billion
in 1972.” The U.S, Ecommi’ in 1972, 53 Survey or CURRENT BusiNess 12,
27 (1973). The substantial increase in dollars spent on investment in ma-
chinery and equipment since 1972 and the additional tax savings to non-
corporate business are clearly sufficient to warrant the $4 billion figure,

12 }g‘r R%]fo“ oF 1954, § 1202,

19, Total net long term capital gains in 1970 amounted to $20.2 billion.
See Teasury Dep't, Pus. No, 198 (2-72), PRELIMINARY 1970 STATISTICS OF IN-
COME, INDIVIDUAL INCOME TAX RETURNS ( 1972). Of these, well over half were
reported on tax returns with adjusted gross incomes of over $30,000. Taxes
on the excluded portions of these gains would certainly have averaged close
to 50%, indicating tax savings then of at least $5 billion. The general secu-
lar growth in all forms of income would make a current estimate of $7 billion
appropriate, aside from short run stock market fluctuations, Estimates of

billion for tax savings on capital gains untaxed in bequests brings the
otal into the $10 billion range.

20. Calculated from tabulations contained in Treasury Dxe'r, Sraristics
or INcOME, INDIVIDUAL TAx RETURNS, 19870,

21, InT, Rev. Coox or 1054, § 1231,
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in the case of marketable goods, value or the accrual of value exists
equally whether the good is actually sold or not. A meaningful eco-
nomic definition of income is that which can be consumed while
maintaining wealth or net worth intact. On the assumption that sav-
ings could be consumed, income is the total of consumption and sav-
ing. For saving then is the increase in net worth or wealth, which
is identical in amount whether it occurs from the growth in value of
existing assets, sold or unsold, or the use of salary or income to buy
other new assets.

Accrued capital gains in most of the last quarter century have
significantly exceeded the total amount of traditionally measured per-
sonal saving (the difference between disposable personal income,
which does not include capital gains, and consumption.)?? But the ac-
crued capital gains are not taxed unless and until they are “real-
ized,”? frequently many years after accrual. As pointed out above,
time is money and a dollar of taxes to be paid years in the future has
a present or discounted cost much less than a dollar. This factor,
compounded by the gift and bequest exclusions, results in an effective
rate of taxation on accrued capital gains, according to at least one
carefully constructed estimate,?* of about 8 percent, far below the 50
to 70 percent rates associated with the total incomes of the major
recipients of the capital gains benefit. The tax loss to the Treasury
from these “interest-free loans” that delay even the half taxation on
capital gains until “realization,” is yet to be measured.

Effectiveness of the Tax Preferences

These various tax advantages are presumed by many of their backers
to increase business investment. The rationale is varied, but in some
cases clearly illustrative of the fallacy of composition: What may
be true for individual firms cannot be true for the entire economy.

A major argument is that tax concessions give would-be investors
necessary funds. It is suggested that there is a shortage of capital
and that individuals and businesses would increase investment by
the amount of their tax savings. But if more resources are to be
devoted to capital accumulation, given an economy at full.employ-
ment, resources must somehow be taken from use in providing for
consumption or government purchases.

22. See McElroy, Capital Gains and the Concept and Measurement of Pur-
chasing Power, in 1970 Proc. oF THE Bus. AND ECON, STAT, SrC, AMER, STA«
TISTICAL Assoc. 132,

23. InT. Rev, Cope or 1954, § 1001,

24, See Bailey, Capital Gains and Income Taxction in THE TAXATION OF
INncome rROM CAPITAL 26 (Harberger & Bailey eds. 1969).
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Recognizing this, probably the single greatest feasible stimulus to
investment would be drastic cuts in the defense budget, although
this solution is rarely offered by proponents of business investment.
Comparison of the post-World War II records of the United States

- and Japan is suggestive on this point. Japan has shown a tremendous
rate of growth and a much higher ratio of business investment to
GNP than has the United States. But the difference can be ac-
counted for largely by the much larger proportion of United States
~ GNP which goes to defense.

If consumption and government expenditures for defense or else-
where are not cut, reduction of business tax liabilities frees no re-
sources for business investment., Each firm or individual might have
more funds to invest with lower tax liabilities if all other parameters
were unchanged, which would imply that all other taxes, demand,
prices, and costs were unchanged.

But this, in the economy as a whole, is not possible. Given the
needs of a sound fiscal policy, lower taxes relating to business in-
vestment preferences must be matched by higher taxes elsewhere. A
firm may believe that higher depreciation allowances or the equip-
ment tax credit gives it more funds. This assumption will not gener-
ally be true if these tax reductions are matched by higher-eorporate
or individual income taxes that reduce the funds coming in through
purchases of the firm's products or securities. If a sound fiscal policy
gives way to an inflationary one, the flow of funds for investment
may still be restricted by the need for greater expenditures to pur-
chase higher priced goods and services, as well as by the high interest
rates likely to be engendered. Of course, if investment tax prefer-
ences are introduced in a depressed economy requiring stimulative
action, more investment along with more spending in other directions
is likely to result. This, however, would be generally true for stimu-
lative fiscal policy, with or without special incentives for investment.

The more likely effect of business investment preferences may be
explored initially in a model of determination of business investment
which involves maximization of expected profits or the present value
of the enterprise. This model can be used to note effects on business
investment demand functions. In the economy as a whole, however,
business investment demand must be related to competing demands
for capital and to the supply of saving. Viewed this way, the various
tax advantages must effect their consequences by means of one or
more of the following:

i 1. Lowering the price of capital relative to other factors of

‘j”" production, or of more durable or substantial capital relative to

" less durable capital, so as to bring about more capital-intensive
methods of production;

2. Causing a substitution of certain kinds of favored capital,
such as equipment or plant and equipment, for other forms of
capital; —_—

3. Bringing about a substitution of business investment for
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investment by government, non-profit institutions, and house~-
holds;

4. Increasing the total supply of saving and hence total invest-
ment,

There have been a number of econometric analyses focusing on at
least some of these issues.?® Results have been varied. Where in-
vestigators have assumed particular forms and parameters of func-
tions that imply large quantitative impacts of changes in the cost of
capital such as might be brought about by tax incentives, substantial
effects on business investment have been claimed. More generally,
however, where such assumptions have not been made, the effects,
particularly of accelerated depreciation and the equipment tax credit,
appear to be severely limited. In general, estimates of added invest-
ment have been significantly less than the sacrifices in tax reve-
nues used to promote them.

This conclusion is reinforced by analysis of individual firm re-
sponses in McGraw Hill Capital Expenditure Surveys3® Specific
questions inquiring as to the amount of investment due to new and
revised depreciation schedules, tax credits for new equipment, and
reductions in corporate tax rates indicate generally minor increases.
Questions were asked in successive years and anticipated effects were
actually less after tax incentives were in operation long enough to
prove more potent. Moreover, ex post reports of actual investment
resulting from the tax measures were less than ex ante anticipations.
The mean estimates of effects of investment incentives proved less
in the surveys than all except the smallest of estimates from several
econometric models considered, and these, as noted above, have not
_generally been high, When the variables were fitted into investment
equations including other determinants of capital expenditures, ev-
idence suggested, as in earlier work with quarterly SEC data for
manufacturing,?’ that the independent effects of the incentives were,
if anything, less.

But this is still essentially a partial equilibrium analysis, Sup-
Jpose tax incentives for business investment do have some positive

. Su generally, Tax INCENTIVES AND CartraL SeenpiNg (Fromm, ed.
!hll & Jor, ’emon, Tax Policy and Investment Behavlor, 87 AMm, EcoN.
01-41 (11‘96 ); Eilsner, Tax Policy and Inyestment Behavior: Comment,
bD Am, EcoN, Rtv, 879-88 (198 89); Coen ‘I‘az Policy and Investment Behavior:
Comment, 89 AMm. ECON, B 370 79 (1969); Hall & Jor enson, Taz Policy and
Investment Behavior: Repl and Furthcr hc sults, 59 EcoN. Rev, 388-401
kwesi Elmer, Tax Pol(c&’and Investment Behavior: Further Comment, 60
c

E sm & LAwu:n, TAX POLICY AND INVESTMENT: AN ANALYSIS OF
Stmm Rurouus 5'19733
27. See Eisner, olicy and Investment Behavior: Comment, 59 Am,
EcoN. Rev. 879-88 (1060); Eisner, Tax Policy and Investment Behavior: Fur-
ther Comment. 60 AM EcoN. Rev. 746-52 (1910).
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consequences for the particular forms of business capital expendi-
tures favored. What does that do to total investment? Even within
the business sector, the results must surely be mixed. Where the
investment credit is limited to equipment, may there not be some sub-
stitutions of equipment for plant? The credit is limited to equipment
with depreciable lives of at least three years,?® Is purchase of equip-
ment with a lite of less than three years not then discouraged?
Only one-third of investment in qualifying property is eligible for
the credit where useful life is at least three years but less than five
years, and two-thirds of the investment is eligible if the useful life
is at least five years but less than seven years. Is there not there-
fore some encouragement for expenditures for durable equipment
lasting at least seven years, at the expense of all less durable equip-
ment?

But further, to anticipate an issue to which we shall return, what
is the effect on more broadly defined business investment, which in-
cludes the output of all resources applied to the increase of future
capacity or productivity? Will not investment in research and de-
velopment, manpower training, and management know-how now be
made relatively more expensive as compared to plant and equipment
expenditures? By focusing only on forms of investment directly
affected by tax preferences, we may forget the full interrelations of
the economic process. One does not stimulate in one area without
having consequences elsewhere.

Some of the consequences are felt outside of the business sector.
Increased expenditures for business plant and equipment will put
pressure on the supply of construction services for residential hous-
ing as well as buildings for non-profit institutions and government.
Given the supply of saving and, particularly, the consequent de-
sire of monetary authorities to curb inflation by limiting total spend-
ing, money is likely to become “tight” and interest rates rise. These
consequences indeed impinge on the primary positive effects of busi-
ness investment. Neither econometric estimates nor surveys focus-
ing on business investment will catch this negative fallout if they as-
sume that other factors such as interest costs and supply prices
remain unaltered with tax preferences.

The consequences for non-business investment expenditures can be
marked. Not only do they lack the favorable stimuli directed to
profit enterprises, but they are frequently struck severely by strin-
gencies of physical and monetary supply. The very tax deductibility
of expenditures makes profitable-enterprises ready to bid high for
the equipment and construction services they need. But tight money
becomes notoriously critical to investment in housing and in construc-
tion by school districts, states, and municipalities. And while the fed-
eral government can presume to raise all the money it wishes, infla-

28. Revenue Act of 1971, Pub, L, No. 92-178, § 102, 85 Stat. 499, See TREAS~
gnaglq)g’r Pus. No. 572 (10-72) Tax Information on Investment Credit, at
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tionary pressures fueled by heavier business capital expenditures
surely increase the resistance to federal investment spending.

An overriding issue regarding total investment is the nature of the
saving function, a matter surprisingly ignored on occasion. Early
Keynesfan analysis raised serfous questions as to the elasticity or
proportional response of saving to changes in the rate of interest or
other measures of its rate of return. Contemporary analysis has, in
fact, underscored these questions. Dominant views of economists re-
garding the determinants of savings tie them to the “permanent in-
come” formulation of Friedman? and the basically analogous life cy-
cle model of Modigliani,®* While both envisage effects from the re-
turn on saving, they bring to the fore the more basic considerations
of providing for a lifetime of consumption. Indeed, the mixture of
income and substitution effects resulting from higher rates of return
after taxes continues to leave ambiguous the very direction of re-
sponse to changes in rates of return on saving, Put simply, we save
out of income in the primary income-earning years of life in order
to have wealth available for consumption during retirement or other
future periods when current expenditures are likely to exceed cur-
rent income, A higher rate of return makes us able to meet rela-
tively fixed future needs with less current saving.

Paradoxically, business investment in plant and equipment as well
as other capital accumulation might receive more stimulus from cer-
tain measures, at first thought far afield, that might have major
impact on private saving. In particular, the motive for much saving
is to provide for retirement. Our increasingly comprehensive Social
Security system tends, desirable as it may be—and I do not want to
be interpreted as opposing Social Security—to obviate some of the
need for private saving. It is not necessary to put aside income now
to provide for the future if retirement expenses will be taken care of

" by the government.

‘Of course, employer and employee contributions for social insur-
ance deprive households of income which might otherwise be spent
in consumption, but current Social Security payouts have compen-
sated for this. Moreover, recent substantial increases in Social Se-
curity benefits and in associated medical assistance have tended to
make traditionally defined consumption expenditures higher than
they would otherwise be. In an economy operating close to full ca-
pacity, given existing institutional arrangements, increased consump-

29, FRIEDMAN, A THEORY OF THE CONSUMPTION FUNCTION (1857).

30. Modigliani & Brumberg, tmm!, Analysis and the Consumption Func-
tion: An Interpretation of Cross-Section Data, in PosT-KEYNESIAN EcoNomics
388 (Kurihara ed. 1954).
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tion must come from somewhere, and as we trace the involved inter-
relations in our complex economy we can expect to see some fallout
on business investment. Hence, if we really want to stimulate invest-
ment, we might well consider sacking the Social Security system!
By reserving less for comfortable years of retirement and less for
medical services, more resources can be made available for machines
and factories, And if American households cannot expect to be
taken care of by their government, they can be expected to save
more themselves for the rainy days in the future, entrusting their
savings, directly or indirectly, to investment in profit-making enter-
prises.

Usefulness of the Tax Preferences

Suppose the investment tax preferences were more effective than I
indicate, or suppose that they were made so massive that they would
bring about substantial business investment in any event. What
would the added business investment accomplish? If the economy
were suffering from inadequate aggregate demand and large scale
unemployment, the increase in investment would raise total demand,
output, and employment. The same result could be accomplished by
other fiscal and, perhaps, monetary measures that might do less to
distort resource allocation, but this is not the issue currently posed.
Rather, it is argued that we need more business investment to in-
crease the rate of growth, presumably of productive capacity, which
it is implicitly assumed will be utilized, and to modernize our produc-
tive facilities so as to improve our “competitiveness in the world mar-
ket place.”3! Let us consider these arguments in turn.

Bohm-Bawerk argued persuasively for the greater productivity of
more “roundabout” or capital-intensive methods of production. The
pail is more productive than the hollow of a man’s hand in collecting
water from the spring. And the “runnel or rhone which brings a
full head of water” to the man’s cottage is more productive still,3?
But should the peasant be given a tax incentive to build large tanks,
a reservoir, or a dam for his own use? Not so clear!

Surely not every capital addition is worthwhile. Not every new
plant or new piece of machinery adds to future products more than
its own cost. Yet, in making investment decisions apart from tax
considerations, businesses must pick among all possible capital ex-
penditures those that promise sufficient advantage. Why should
they be persuaded by special tax preferences to incur capital ex-
penditures that would not appear sufficiently advantageous without
such preferences?

Indeed, the basic notion underlying Bohm-Bawerk’s view of the in-

31. See, e.g., Madden, Is Our Tax System Making Us Secona-Rate, 26 NATL
Tax J., 403 (1873),

32, EuceN von BoHM-BAWERK, PosrTive THEORY or CariTAL (1891), ex-
cerpted in ReApINGS 1N EcoNomIcs 30-32 (Samuelson 7th ed. 1873).
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crease in productivity from using capital for more roundabout pro-

duction is precisely that in a free market, decision-makers would be

acquiring those additional units of capital that would pay for them-

ot selves in added production and pay enough more to justify the delay
W in current satisfaction while the investment is undertaken. If an addi-
tional unit of capital costing $100 returns in discounted future value

$108 of additional output or cost savings, it will be profitable for the
businessman and a benefit to the economy as a whole. In general,

tax concessions for investment, if effective, induce business to sacri-

fice the economy’s opportunities for current consumption to invest

for future consumption at terms that consumers would not accept

freely. At the extreme, if the marginal rate of time preference were

zero—if we were indifferent as between additional units of future

or present consumption—incentives for investment would be attempts

to induce business to acquire units of capital which would pay back

less than their own original costs: 100 units of final output now

would be sacrificed to get 95 units later, This is a path of decay, not

- economic growth!

The arguments for subsidizing business investment to improve
competitiveness in world markets are no better. For they generally
ignore the basic principles of international trade and competition that
go back to the law of comparative advantage enunciated early by
the great classical economist, David Ricardo. Given free exchange
rates, the poorest economy in the world, with the most obsolete
plants, will find itself “competitive” in some products and unable to
meet foreign competition in others. Even a nation less productive in
all commodities than the rest of the world will find it profitable for
itself and the rest of the world to produce and export those goods
which it can produce at a lesser absolute disadvantage, or compara-
tive advantage, and import those gouds which it can produce at a
greater absolute disadvantage. Making such a nation more produc-
tive by providing additional capital may increase trade to the extent
it_increases total output and income. It will not, however, provide
the nation with a greater capacity to undercut the rest of the world.
As productivity increases and costs come down, the foreign exchange
rates will adjust. The nation will still find it more profitable to pro-
. duce and export those commodities in which it has a comparative
g advantage and to import those in which it has a comparative disad-

vantage.

Of course, comparative advantages may shift from one industry

to another. And this may be precisely the effect of business invest-

— ment incentives on competitiveness with foreign producers, A direct
subsidy to one industry or one set of industries may well enable it

to sell more cheaply abroad. The increased foreign demand for the
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product of the subsidized industry implies an increased foreign de-
mand for dollars and a higher price of the dollar in terms of foreign
currencies, This in turn will make all American products more ex-
pensive for foreigners, thereby injuring the “competitiveness” of-
products of unsubsidized industries, Tax incentives for business in-
vestment have precisely this kind of effect indirectly. They tend to
decrease costs most for capital-intensive industries which benefit
most from the tax subsidies. The products of these industries will
then be more competitive in foreign trade, but only at the expense
of the products of less capital-intensive and less subsidized industries
which suffer more from the increased cost of the dollar to foreigners
than they gain in decreased costs of production.

While business investment tax preferences do not make American
goods generally “more competitive,” they do make it easier for some
(capital-intensive) goods and harder for other goods to compete. In
so doing, they shift some production from goods in which, by free
market criteria, we are more efficient, to goods in which we are
relatively less efficlent. They thus lower 12al income and the stan-
dard of living for the country as a whole. If, for example, American
agriculture, and grain producers in particular, experience a huge, un-
manipulated demand for their products, giving the United States an
export balance that raises the value (cost to foreigners) of the United
States dollar, thus making it more difficult for at least some Ameri-
can manufacturers to sell abroad, we should not subsidize those man-
ufacturers. To do so is to divert resources from grain production,
in which we are more efficient, to the use of-less efficient manufac-
turers. These manufacturers, and their workers, may well prove
gainers, but it is not only the grain producers but the nation as a
whole, on balance, that will prove thé losers.’®

All this shades into the broader issue of when and where it is de-
sirable to have government intervention, by controls or tax policy,
in the workings of the economy, It is perhaps strange that many self-
proclaimed business spokesmen, presumably wedded to the virtues
of free enterprise, are quick to espouse government intervention in
the form of tax preferences from which they believe they will gain.
But free enterprise has more virtues than are apparently recognized
by some of its supposed adherents. Most economists recognize the
need for government action in the way of general fiscal and mone-
tary policy to establish the conditions for full employment, hope-
fully with reasonable price stability. They further recognize the
need for government action to preserve workable competition where
that is possible, and to regulate quasi-monopolies where competition
is unfeasible or prohibitively costly. They also recognize the need
for government intervention to improve the flow of information es-
sential to intelligent purchasing, whether of securities or cigarettes.

33, Ar ents relating to international considerations are dincuued more
fully in Eisner, Investment, Obsolescence and Foreign Competition, CONFER~
ENCE BOARD RECORD, reprinted in Vrrarn Sexxcaxs 285-88 (Feb 16, 1072),
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And they recognize increasingly the need for government interven-
tion in instances where capital markets are serlously imperfect or
extéfnalities are involved in production or consumption,

These last considerations suggest a major government role in as-
suring sufficient investment in human capital, in education and train-
ing, and in health, Since in a non-slave economy human capital can-
not readily be sold, nor under our laws can its product be readily in-
dentured, it does not pay private producers to invest in it to the
extent that its productivity may warrant. The owners and prospec-
tive owners of human capital correspondingly may have insufficient
access to funds, confidence in their prospects, and willingness to bear
risk to lead them to invest sufficiently in themselves. Furthermore,
investment in human capital frequently has external effects which
benefit others than those who embody the investment. A more edu-
cated population may, for example, be less productive of crime.

Somewhat analogously, investment in research and development
takes on much of the aspect of a public good. New ideas, new tech-
niques, and know-how are not easily appropriated for long periods
by their discoverers. Benefits to the economy may thus considerably
outweigh those that can be retained by original investors. In this
situation, also, soclety or government is called upon to subsidize pri-
vate investment or to undertake it itself.

A hint as to the relative impact or significance of the “intangible”
investment that does not usually profit from business investment
preferences was given in a classic article by Robert Solow, who re-
ported some years ago that only a small portion of growth and out-
put in the United States economy could be accounted for by in-
creases in the usually observed inputs of labor and capital?* The
major share of growth was accounted for by a trend factor “T,”
which has been taken by some to stand for technical progress, but
which may better be seen to encompass all of the many elements of
investment, human and non-human, which do not get the benefit of
tax preferences.

Government intervention may well be justified to encourage much
non-business investment. In addition to child-rearing, education and
training, job mobility, health, and research and development, it may
be desirable to encourage public investment or subsidize private
investment in our natural resources, in our environment, and in all
of the large-risk but vital overhead capital which makes the func-
tioning of a modern economy possible. And we may further see -

34. See Solow, Technical Chan, ge and the Aggregate Production Function
39 Rev, or EcON. & STATISTICS, 312 (1957). See also Denison, The Sources o
Economic Growth in the United Staces and the Alternatives Before Us, Supp.
Paper No. 13, Comm, for Econ. Development (1962).
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value in subsidizing individuals to own certain forms of physical cap- -
ital, such as housing and home or personal tools and appliances that
permit more efficient, personalized production of goods and services

than can be expected to flow through the market.

But what about business investment in plant and equipment? This
has been a major recipient of tax preferences. Such investment is
properly the last candidate for public support. Where it is worth-
while for the economy it should appear worthwhile for the profit
and wealth maximizing firm, and should hence be undertaken without
government support. If it does not appear worthwhile to the busi-
ness firm without such support it may be safely assumed that-it
should not be undertaken,

It is time to turn away from the entire program of business invest-
ment preferences along with other “tax expenditures” whose justifi-
cation is ultjmately to be found in private self-interest rather than
economic principles relating to the public good. Tax depreciation
more rapid than true or economic depreciation, equipment tax credits,
exclusion of capital gains from taxable income, and the deductibility
of interest expense should all be eliminated in a comprehensive re-
vamping of the tax structure. As far as possible, business should be
taxed for the services it receives from government: .police and de-
fense, education, and general government, as well as roads and postal
services. It should quickly be conceded that business income taxes,
including the corporate profits tax, are very poor methods of pay-
ment for government services rendered. They penalize the “Tore
profitable and productive companies and encourage the incurring of
current costs, whether for labor or other services or capital, and thus
promote inefficiency. Ideally, where taxes cannot be related directly
to the government services received, they might better be based on a
reasonable proxy measure of those services, that is, the size of the
enterprise. And perhaps the best single measure of size would be the
total amount of invested capital.

The direction in-which-to-move-is-then.not_that of increasing or
maintaining business investment preferences. Rather, the whole set
of these preferences, along with business income taxes and the cor-
porate profits tax to which they are tied, should be removed. Taxes
on business should be related, as far as possible, to the services re-
ceived by business, and where particular taxes for services received
are not feasible it may be preferable to impose a general tax not
on earnings but on capital. This would help establish a correct mar-
ket price for capital so that ifi a competitive society we can properly
economize its use along with that of all other scarce resources., Gov-
ernment would best move to promote free enterprise and away from
the use of the public purse for private profits!®® -

33, Further discussion by the author of issues raised in this paper may
be found in Panel Discussion on General Tax Reform Before the House Comm,
on Ways and Means, 93d Cong., 1st Sess, ‘,:t. 3 at 370-90 (1073); Tax In-
centives for Investmeént, 26 NATL TAX J. 901 (1973); Men and Machines and
Taxes, 4 Soc1AL PoLicy 44 (1973). -
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Tax Policy and Investment: An Analysis
of Survey Responses

By ROBERT EISNER AND PATRICK J. LAWLER*

Economic policy in the United States in
recent years has included tax measures de-
signed to affect the level of business invest-
ment, These have taken several forms: ac-
celerating rates of tax depreciation on capital
goods, thus lowering the present value of
expected tax liabilities and actually decreas-
ing annual tax payments; tax ‘‘credits”
amounting to subsidies for the purchase of
equipment; and alterations in business in-
come tax rates, With additional acceleration
of tax depreciation in the “Asset Deprecia-
tion Range” system and reenactment of an
equipment tax credit in 1971, and recent
proposals for suspension and then for in-
creases in the credit, the issues are particu-
larly current.

A number of analyses have attempted to
estimate the effects of investment tax incen-
tives by incorporating their presumed impli-
cations in more general variables, such as
the cost or ‘“rental price” of capital, and
estimating the parameters of these more
general variables.! In some instances at-
tempts have been made to estimate effects
mote directly, either entering tax rates
separately or isolating the specific changes in
more general variables which have been due
to the tax measures.? Our efforts here are
directed primarily at what business respon-

* Professor of economics, Northwestern University,
and instructor, University of North Carolina at Ashe-
ville, respectivelv. Eisner is a member of the research
staff of the National Bureau of Fconomic Research.
Underlving research has benefitted from financial
support of the National Science Foundation. None of
these institutions, of course, is in any way responsible
for the contents or views expressed in this paper. We
are most grateful to Robert Coen for comments on an
earlier draft,

! See, for example, Charles Bischoff, Robert Coen,
Robert Hall and Dale Jorgenson, and Lawrence Klein
and Paul Taubman in the collection of papers edited by
Gary Fromm; also Coen and Jorgenson.

# See Eisner (1969), in particular, —

dents in McGraw-Hill surveys said a number
of tax measures would do or had done to
their anticipated or actual capital expendi-
tures and comparing these with several
econometric projections. We shall also re-
port briefly on inconclusive results of inclu-
sion in general investment functions of the
survey responses as to anticipated or actual
effects of the tax measures on expenditures,

1. The Survey Data

The current analysis utilizes McGraw-Hill
capital expenditure surveys of firms in non-
financial industries. The following questions
in the 1963, 1964, 1965, 1966 (fall), and
1968 surveys deal with the effects of tax
measures on investment.?

In the survey for the spring of 1963, Mc-
Graw-Hill included the question, “Of the
total amount you now plan to invest in 1963,
roughly how much is due to: a) New de-
preciation schedules? ___ %: b) Tax credits
for new equipment? ___ 9..” In the survey
of the spring of 1964, a similar question re-
ferred to plans to invest in 1964,

The spring survey of 1965 asked, “Of
the amount you invested in 1964, roughly
how much more did your company spend
than it would have because of: a) Reduction
in corporate tax rate? . %: b) Revised
depreciation schedules? _._.. %:; ¢) Tax
credits for new equipment? ___ %.”

Then in the fall of 1966, McGraw-Hill
asked, “How much have you reduced vour
1967 capital investment plans because of
suspension of: a) Investment tax credit?
S__.: b) Accelerated depreciation on struc-—
tures? §____.""¢

# The authors are indebted to the Departmént of
Economics of the McGraw-Hill Publishing Company
for making available the actual questionnaires used and
individual firm responses, with firms coded by number
to preserve the confidentiality of the data.

¢ We divided these responses in dollars by anticipated
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TABLE 1—SURVEY RESPONSES AND INDEPENDENT ECONOMETRIC ESTIMATES® OF THE
ErrecTs oF TAX Poricy ON CAPITAL EXPENDITURES

(Shown in Percent)

Percent Effects on Capital Expenditures

-~ Mean of Survey
n b

Econometric Estimates

v

Hall and Klein and
Year Simple Weighted Jorgenson Bischof Taubman  Coen
Proportion of anticipated capital -
expenditures due to:
New depreciation guidelines - 1963 4.2 1.9 2.1 0.2 1
(339) (217) (ex post) 0.3 1.9
Equipment tax credit 1963 2.8 1.4 4 0
@3 (219)
New depreciation guidelines 1964 2.8 1.3 - - —_ _
(301) (213)
Equipment tax credit 1964 1.1 0.8 — - — —
(299) @@n)
Proportion of actual tapital expen-
ditures due to:
Corporate income tax reductions 1964 0.8 0.5 -0.4¢ 0.05 - )
275) (245) |
New depreciation guidelines 1964 1.5 0.9 2.2 1.04 y 3.5
(273 (243) 0.9 |
Equipment tax credit 1964 1.3 1.1 6.8 3.9 J
272) (242)
Proportion anticipated capital ex-
penditures reduced due to: R .
Suspension of accelerated depre- 1967  ~0.7¢ ~0.1° -1.4 —
clation on structures (331) (332) Y -2.8 —
Suspension of equipment tax 1967 —2.2¢ —0.7 ~6.8 -
credit (331 (339)
10 percent corporate tax sur- 1968 ~1.6 -0.2 — — - —
charge (281) (160)

* For data hase, see Appendix.
® Number of responses in parentheses.
¢ Assumed no effects on output.

4 Bischoff's estimates relate only to equipment. If the depreciation guidelines and equipment tax credit had no
effect on expenditures for structures the implicit estimate of their percent effect on all capital expenditures would be

roughly two-thirds of the figure shown,

o McGraw-Hill reported, as to the aggregate, that suspension of accelerated depreciation on structures and of the
equipment tax credit had reduced fall 1966 capital expenditure plans by $1.5 billion out of a total of some $63.4 billion
(Press release, February 10, 1967, *McGraw-Hill’s Special Check-up on 1967 Investment Plans") or about 2.4 per-
cent, a somewhat higher figure than the weighted mean total of 0.8 percent but less than the simple mean total of

2.9 percent calculated from our partial sample.

Finally in the spring of 1968, we have the
question, “If the proposed 109, surcharge
on corporate income taxes is enacted, how
much do you estimate this will reduce your

capital expenditures reported in answer to an accom-
panying question, thus securing observations in ratio
form comparable to those relating to questions on the
other surveys. -

capital spending plans for 1968? ____. %.”
Table 1 presents information regarding
all of the responses available. Working with
the raw means of survey answers as to the
percent effect of the various measures on
anticipated or actual expenditures, we find
respondents generally indicating small move-
ment in the presumably correct directions,
and usually somewhat larger effects from
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liberalized depreciation than from the tax
credits for new equipment.® Thus the un-
unweighted mean proportion of anticipated
investment in 1963 attributed to the new
depreciation schedule was 4.2 percent while
that attributed to tax credits for new equip-
ment was 2.8 percent. The similar question
in 1964 again shows a larger amount of
anticipated investment attributed to liberal-
ized depreciation than to the tax credit but,
interestingly, considerably smaller propor-
tions for both than in the previous year.
That this is so, despite the cumulative
gains from continued accelerated deprecia-
tion and the fact that 1964 investment
should have reflected the lagged results of
carlier as well as current stimuli, raises

some question as to the internal consistency

of the responses. This concern may be
heightened by the ex post response in early
1965 regarding actual 1964 expenditures.
For the proportion then attributed to the
revised depreciation schedule was only 1.5
percent, little more than half of the 2.8
percent which had been indicated in pre-
vious anticipations of those expenditures
and little more than a third of the 4.2 per-
cent mean figure noted with regard to the
1963 anticipations.

The suspension of accelerated depreciation
on structures instituted in the fall of 1966,
presumably to last until the end of 1967, was
reported on average to have reduced 1967
capital investment plans by only 0.7 per-
cent. In this case, where depreciation related
only to structures, the equipment tax credit
seemed more potent, inasmuch as the mean
percentage reduction in investment plans as
a consequence of its suspension was 2.2 per-
cent,

& This despite estimates indicating that the present
value of tax advantages due to the equipment tax credit
was, for ble rates of di t, greater than that
due to the depreciation guidelines, a fortiori, since it
turned out that many firms had been “liberalizing”
their depreciation before the new guidelines and hence
had less additional gain. Hall and Jorgenson, pp. 50,
51, S5, estimate the impact on the rental price of
capital as roughly one and one-half times greater fcr
the equipment credit in 1963 and roughly two and one-
half times greater in 1964, after firms were no longer
required to deduct the credit from an asset's depreciable
base.

MARCH 1975

In early 1965 the effective reduction in
1964 corporate tax rates of 3.8 percent, or
2 percentage points, was reported to have
brought about an average increase of only
0.8 percent in 1964 investment, aithough
profits before taxes were between two and
three times investment. Thus each dollar
of tax reduction was reported to bring in the
neighborhood of some 20 cents in added
capital expenditures, The proposed 10 per-
cent corporate tax surcharge, raising the
effective tax rate by some 4} percentage
points, was estimated in early 1968 to re-
duce capital spending plans for 1968 by a
mean figure of 1.6 percent, implying again
only about a 20 cent reduction in corporate
capital expenditures for each-dollar of in-
creased corporate taxes.® B
Both the accuracy and consistency of these
responses {8 questionable. The bulk of indi-
vidual survey answers as to percentage effect
were ‘zero.” There is no evidence that lack
of information was translated into zero re-
sponses, hut to the extent that it was, means
would of course be biased toward zero and
effects of tax measures underestimated.
Running the other way, a number of relative-
Iy extreme observations, including figures
of “4 100 percent,” contribute to higher
means and make the differences between
means of doubtful significance. Large per-
centage r&sponses seem to come predomi-
nantly from small firms, We have conse-
quently calculated weighted means of survey
responses, and the estimated incentive ef-
fects, measured as total indicated changes
in expenditures divided by total expendi-
tures, are universally more moderate. Thus
the anticipated total effect of depreciation
guidelines in 1963 amounted to 1.9 percent
of total expenditures, rather than the 4.2
percent which was the unweighted or simple
mean of survey percent responses. For the
equipment tax credit, a weighted mean of
1.4 percent for anticipated effects in 1963

¢ These figures are interestingly comparable with
those of Coen (1971, p. 179). Dealing with manufactur-
ing only, for the entire period 1954 to 1966-111, he esti-
mated increased capital expenditures of $4.8 billion to
be associated with total tax reductions of $13.7 billion,
a ratio of some 35 percent.
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TABLE 2—PErcENTAOE EYrects oN CAPITAL EXPENDITURES, SINPLE AND WEIOHTZD
MuzaNs, VARVING AND IDENTICAL PANZLS OF RESPONDENTS

Tdentlcal Panels

All Observations
Avallable

Anticipations, 1083 and 1964

Anticipated and Actusl, 1964

Panal for Welghted Means Panel for Welghted Means

Simple Welghted  Simple Simple  Weighted  Simple Simple  Welghted

Expenditures Tax Messure Meams Mans Mesns Means Mens Mean Means eans
Anticipated  Depreciation Guidelines 4.2 1.9 4 2.8 1.2 - - —
for 1963  Equipment Tax Credit 2 1.4 2.6 1.2 0.7 —- —
Anticipated  Depreciation Guidelines 2.8 1.3 3.0 2.0 1.3 2. 2t 1.2
for 1964  Equipment Tax Credit 1.1 0.8 1.1 1.2 0.8 1.1 1.1 0.7
Actual, 1964 Deprecistion Guldelines 1.5 0.9 - - - 1.8 1.8 1.0
Equipment Tax Credit — 1.3 1.1 - 1.8 1.8 1.4
Number of Respondents . . ki 178 178 206 182 182

& Varies as indicated in Table 1.

replaces the 2.8 percent unweighted mean.

Some inconsistency stems from the fact
that samples were not identical from year
to year (or for simple and weighted averages,
because a number of observations did not
include the actual dollar expenditures re-
quired in weighting). In particular, no down-
ward trend in anticipated effects from 1963
to 1964 is apparent when we examine identi-
cal panels of respondents, as may be noted
in Table 2,

Tt is possible to compare survey responses
with ex post estimates derived from econo-
metric estimates by Hall and Jorgenson,
Bischoff, Klein and Taubman, and Coen.
The survey responses generally indicate
considerably less effectiveness of the various
tax incentives, especially in terms of
weighted means, than the predictions of -
Hall and Jorgenson. The 1964 expenditure
effects viewed ex post come midway between
those estimated by Klein and Taubman and
by Coen and, for the depreciation guidelines,
come quite close to those estimated by
Bischoff. The largest discrepancies occur in
estimates of effects of the equipment tax
credit, where the econometric estimates,
particularly those by Hall and Jorgenson,
are much higher than the survey responses,
and in the case of the short-run 1967 sus-
pensions, where the econometric estimates
are again higher. Only corporate income
tax reductions, viewed as perverse or trivial

_in their results in two econometric estimates,

appear to have greater, though still very
small, effects in the surveys,

Examination by industry of the means of
reported survey effects in Table 3 shows
wide variations with particularly large
figures reported for railroads and generally
negligible ones for utilities, where the credit
was only 3 percent and where indeed other
evidence has indicated that capital expendi-
tures are substantially dominated by demand
and output considerations.

11. General Investment Equations Including
the Tax Messure Survey Responses

The survey responses have been intro-
duced as variables in regressions which also
include the sales change, profits, and de-
preciation variables which were used earlier
in explaining these capital expenditure
data.” In such regressions, if a particular
tax measure always had precisely the effect
on capital expenditures indicated by respon-
dents it would enter with a coefficient of
unity. For example, if the respondent indi-
cated that the new depreciation schedule
increased the investment he planned for
1963 by 5 percent, an increase in planned
investment by 5 percent over and above the

* The underiying investment model into which the
tax policy response variables were fitted may be seen
in Eisner (1967), particularly Tables 3 and S, pp. 376
and 380.
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TABLE 3—PERCENTAGE Errects oN CAPITAL EXPENDITURES,
SiMpLE MEANS OF SURVEY RESPONSES, BY INDUSTRY®
- Trany, tion
Chemical Other and Cmun!-
. Primary Metal Procem- Maaoufac. Udll- Petro- Rail. cation Other
Expenditures Tax Measure Metals Working  ing turing  Mining  tles leum roads Stores Than Rsllroads
Antleipati Guidel .8 4.3 8.6 8.6 1.7 0.2 ] 9.8 1.0 2.3
for 1963 (19) 99) (42) (38 e a8 @ un a8 (11)
Equipment Tax Credit 0.8 2.8 1.8 $.1 6.8 0.7 0 38 1.0 4.8
(18) (99) “?) [C3)) (is) (28 (9 (1 (2 (10)
Anticipat! peeciation Guidell 2.3 4.6 2.8 3.1 0.7 0.3 0 9.8 1.7 0.8
for 1964 (18) (84) (41) [£1) (e @y o ©) (18 (8)
Equipment Tex Credit 1.1 1.7 1.1 1.4 0.7 0.6 0 1.8 0.7 0.2
(18) (84) 41) 1 e @y o ® Qs )
Actual, 1964  Corporate Income Tax 0.1 0.9 0.9 1.1 1.4 04 0.2 06 02 1.7
Reductions (14) {81) (33) (46} (1e) (19 (8) [U] (24) {9)
Depreciation Guidelines 0.9 1.1 1.3 1.2 0.7 0.4 0.1 13.4 1.7 3.3
(14 1) a3 “s) a9 (18 @ [ )] 9)
Equipment Tax Credit 0.6 1.4 1.6 1.6 0.7 04 0.4 1.9 0.8 8.0
(14) (81) (33) (48) (4 an (e [ 1)) (9)
Auntleipations  Suspension of Acceler-
for 1967 sted Depreciation -0.4 -2.7 -2.9 -5.2 0 =01 0 ~19 0 0
on Structures = (19 (100) 41) ($9) 9 @0 9 gy e (10)
Suspension of Equipe ~0.4 —1.4 [} -1.2 0 =00 ] 0 0 ]
ment Tax Credit (19) (100) (41) (83) ¥ @0 s (20 (10)
Anticipations Corporate IncomeTax ~1.6 2.8 =0.3 -4.0 0 0 0 ~2.1 «0.8 []
for 1068 Surcharge (19) (82) 33 “) () @3 (O] (12) 22) (10)
¢ Figures in heses are numbers of firms di

amount planned as a consequence of sales
changes, profits, and depreciation charges,
would imply a coefficient of unity for this
response variable. If anticipated invest-
ment, despite the response, were actually
only 2 percent more than indicated by the
regression on the other variables, then the
coefficient of the response variable would be
0.4. If the response variable in fact proved,
despite respondents’ claims, irrelevant to
their anticipated expenditures, the coeffi-
clent should turn out to be zero. If ancipated
expenditures actually moved counter to the
direction indicated by the response, the co-
efficient would prove negative.?

Despite the availabllity of over 3600 ob-
servations, regression results were incon-

¢ Algebraically, the regmﬂom were of the form:
‘-bo+£bjxj+ t bt u
ot hom4t

where {=the ratio of capital expenditures, actual or
anticipated, to gross fixed assets; x;=the current and
lagged relative sales change, profits and depreciation
variables; and xi = the tax policy survey response vari-
ables, expressed as ratlos of actual or anticipated capi-
tal expenditures.

clusive. The depreciation guideline coeffi-
cients in firm time-series regressions, and
less consistently in cross-sections and in-
dustry regressions, were roughly in the
neighborhood of unity. But coefficients of
the equipment tax credit variables were gen-
erally negative and of outlandish values in
the time-series, while usually positive but
varying substantially in cross-section regres-
sions. Coefficients relating to the suspension
of accelerated depreciation in 1966 were
wildly negative (of the ““wrong" sign as the
variable was defined), while those of the sus-
pension of the equipment tax credit were
more often positive, but of considerable vari-
ance. Coefficients for the corporate income
tax surcharge anticipated in 1967 and early
1968 were less than unity in firm time-series
and cross-section regressions. In all cases
standard errors were 8o high that parameter
estimation and statistical inference were
unreliable. There was, however, little in the
results to suggest that the relatively moder-
ate survey responses underesiimaled the
effects of the tax measures, and the various
negative coefficients raised further questions
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in some instances as to the positive effects
reported.?

111, Conclusion

It is of course possible that survey re-
spondents are unaware of all the influence,
direct and indirect, that particular policies
may have on investment. For what they are
worth, however, survev responses have
indicated only modest effects of tax measures
designed to stimulate, or discourage, capi-
tal expenditures. Means of survey results
were usually less than all except the smallest
of estimates from several econometric mod-
els. Each dollar of loss or gain in taxes ap-
peared to generate only very minor compen-
sating capital expenditure. An attempt to
estimate parameters of survey variables in
general investment equations was incon-
clusive, but did not suggest that the survey
responses, while of questionable accuracy,
were underestimates,

APPENDIX

Basic data for econometric cstimates in
Table 1 are taken from Fromm as follows:

1. Hall and Jorgenson
Table 2-5 on pp. 46-47 lists gross invest-

- ment divided into equipment and structures,

by vear:
Equipment  Structures Total
(billions of 1965 dollars)
1963 31.191 19.418 50.609
1964 35.116 20.604 55.720
1967 (est.)  39.408 24.433 63.841

Table 2.7, p. 52, lists estimated capital
expenditures due-to the guidelines and tax
credit: .

Guldelines Tax Credit
(billions of 1965 dollars)
1963 1.062 2,238
1964 1.220 3.765

? Detailed tabulations of some of the regression re-
sults {nvolving observations from all of the surveys
from 1955 through 1968 are available on request to
the authors,
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Table 2.8, p. 54, reports estimated capital
expenditures in 1964 due to the corporate
tax cut, assuming no effect on the level of
output, as —0.248 billions of 1965 dollars.

All of these incentive effects were divided
by total gross investment to obtain the
percentages shown in Table 1.

Table 2-11, p. 58, reports estimated effects
on capital expenditures due to 1966 sus-
pensions on the assumption that the sus-
pensions would last through 1967:

Equipment Structures
(tax credit) (accelerated depreciation)  Total
(billions of 1965 dollars) |
1967 -4.062 ~0.864 —~4.926

Table 2-10, p. 56, reports estimated effects
on capital expenditures associated with the
actual abbreviated suspensions.

Equipment  Structures Total
(billions of 1965 dollars)
1967 ~0.870 —~0.289 -1.159

A figure for anticipated capital expendi-
ture plans in the fall of 1966 when the sus-
pensions were expected to last through 1967
was then obtained by subtracting from
actual 1967 capital expenditures the differ-
ence between these two sets of effects. The
percentages shown in Table 1 are the esti-
mated full-term suspension effects divided
by this reconstruction of anticipated capital
expenditures:

$63.8415 — ($4.9265 — $1.159b) = 860.074b

2. Bischoff
"Table 3-15, p. 117,

3. Klein and Taubman

Table 5-4, p. 238, offers gross investment
estimates on the various assumptions: (1)
no change in tax law; (2) thanges in cash
flow as a\result of the equipment tax credit
and the new guidelines; (3) changes in rates
of return as well as cash flows:
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(¢)] @ @) @ Our estimate for 1963 and 1964 incentive

Ratio of effects exclusive of the 1954 acceleration of

Change In incentive effect depreciation LVEE obtained by S\;lbtracti“g~

Changein rateof toinvestment the 8179 millionn of investment Coen finds

No,  cash flow returnand @)=(1) (3)-(1)
Change only  cashflow (2) @A)

(percent)
58975 03 1.9
66,400 0.9 4.6

(billions of dollars)

1963 57.825  58.000
1964 63.350  63.928

Following Klein and Taubman’s preference
for the “cash flow only” estimate, the differ-
ence between “no change” and cash flow
only, divided by the latter, is presented in
our Table 1.

Table 5-2, p. 234, gives estimates of 1967
investment under the assumption of no sus-
pension of incentives and that of a temporary
suspension lasting through 1967.

No Suspensi Temporary Susp
{billions of dollars)
84,475 82,175

The difference in estimates divided by the
temporary suspension figures yields the per-
centage effect.

4. Coen

Table 4-12, p. 178, reports actual invest-
ment in manufacturing and estimates of
investment attributable to the whole pack-
age of tax incentives including the accel-
erated depreciation dating from 1954, Coen
offers several sets of estimates. For his
preferred variable-adjustment-speed model
with a twelve-quarter inverted-V lag and
user cost based on declining balance de-
preciation, the relevant figures are:

Ratio of In-

Attributable Manufacturing  centive Effects

to Incentives  Investment to Investment
(millions of 1964 dollars) (percent)
1963 422 12,673 3.3
1964 704 14,848 4.7

attributable to incentives for 1961, when
this depreciation effect was last isolated.
The figure had been decreasing according
to Coen's results. Thus later estimates listed
for Coen, entailing the $179 million subtrac-
tion, are probably a bit too low.
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TAX INCENTIVES FOR INVESTMENT

ROBERT BISNER®

1. Preface

RUSSBLL B. LONG, Chairman of the

Senate Finance Committee, has recently
been credited with a litle doggerel
describing *"Most people('s] . . . philoso-
phy about taxes”: .

Don't tax you,
Don't tax me,
Tax that fellow behind the tree.!

As this audience certainly knows well,
economic policy in the United States in re-
cent years has included a number of tax
measures ostensibly designed, at least in
part, to affect the level of business invest-

ment. These have included accelerated rates-

of tax depreciation on capital goods, tax
“credits" “for the purchase of equipment,
alterations in business income tax rates and,
probably most important and of longest
standing, the major exclusions of capital
ins from taxable income. Twenty-five
illion dollars per year would not be a bad
estimate of cutrent cost of these measures
to “that fellow behind the tree.”? :

2. Capital Gains Exclusions

Exclusion of half of “realized” capital
gins from adjusted gross income and ex-
clusion of all of capital gains in estates or
in gifts amounts to some ten to twelve
billion dollars per year in lost revenues to
the United States Treasury. And this is
not a broadly distributed boon. Leaving
sside the gift and bequest exclusions,

*Professor of Economics, Northwestern Uni-
versity, and member of research staff of National
Bureau of Economic Research. Underlying re-
search has benefitted from financial support of
the National Science Foundation. None of these
institutions, of course, is in any way responsible
or the contents or views expressed in this paper.

JReported in William B. Mesd, “Congress
Il(’k’les the Income Tex,” Money, July 1973,

3See Eisner, “Bonanzas for Business Invest-
@ent,” Challenge, forthcoming.

clearly benefit only to the rich, calculations
from Statistics of Income for 1970 show
that capital gains were trivial for the great
bulk oF taxpayers, resulting in average tax
saving in order of 0.2 per cent for those
with incomes under $25,000. In the 1,000,
000-and-over category for adjusted gross
income, by contrast, some 63 per cent of
total income including capital gains and
losses came from net capital gains; the tax
savings in this group ran to about 20 per
cent of total income.

Realized capital gains are only the tip of
the iceberg. Income amounts to consump-
tion plus saving, and saving is the increase
in net worth, whether it occurs from the
growth in value of existing assets, sold or
unsold, or the use of salary or other income
to buy new assets: Accrued capital gains
exceed significantly total “'personal saving,”
defined as the difference between disposable
personal income and consumption. But
they are taxed, even at half rates, only at
realization, frequently many years after they
accrue. With appropriate discounting of
such delayed taxes and recognition of the
gift and bequest exclusions, the effective
rate of taxation on accrued capital gains has
been estimated at about 8 per cent by one
competent analyst, far indeed from the 50
to 70 per cent tax brackets of their major
ret_i&ients.

e special treatment of capital gains
offers a basic bias in the tax system in favor--
of saving and investment in marketable
aYiul assets and hence to a very considet-
able extent in corporate enterprise and,
specifically, corporate equity. And since
corporate enterprise finds plant and equip-
ment a predominantly appropriate form of
investment, the tax structure, with its
special treatment of capital gains, offers an
incentive to business expenditures for plant
and equipment.

#Martin J. Bailey in “Capitsl Gains and In.
come T ** in A. Hatberger and M. Bail

editors), Taxation of Income from Capil:l
n;shin.ton. D.C.: Bronkings Institution, 1969,
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3. "Liberdlized” Depreciation and the
Equipment Tax Credit

Despite this major lug‘m to investors,
business spokesmen and other have fostered
and secured significant subsidization by
means of special equipment tax credits and
deprecistion allowances in excess of true
economic depreciation. All of these mea-
sures, in their unwarranted interference
with free macket forces, contribute to a’
misallocation of resources and a consequent
reduction of economic output and growth,
And they contribsute to a redistribution of
income from working people to property
owners and, generally, from moderate
income Americans to the relatively rich. By
unduly reducing the burden for some they
must in the long run, if not immediately,
raise the burden on others.
“Liberalization" or acceleration of depre-
cistion has taken many forms: five year
amortization on "certificates of necessity'’;
the switch to double rate declining balance
and sum-of-the-year digits in 1954; varied
but persistent reductions in tax depreciation
lives throughout the t-war period;
further, formalized redaction of lives in the
1962 “‘guidelines”; subsequent delay in
enforcement and eventual donment of
the resetve ratio test; and finally the asset
deprecistion range system and related mea-
sures in 1971 and 1972, This “liberalized”
depreciation is widely proclaimed as
ering merely more rapid “recovery” of
capital investment, and some choose to
view acceleration of depreciation for tax
putposes simply as an interest-free loan.
ch & perception, while correct for each
single piece of plant or equipment or all
of the capital expenditures for a single year,
is incomglete and readily subject to dis.
tortion. For since business fitms go on
acquiring plant and equipment year after
yeas, to the interest-free loans of the first
year are added interest-free loans in each of
the years in the future, Hence, even sta-
tionary firms, which merely replace
expicing plant and equipment at constant
rices, find that their initisl intecest-free
oans become permanent, thus mathemati-
cally indistinguishable from outright gifts.
In growing firms, for which the money
value of gross capital expenditures tends to —
grow, that is for almost all large United

NATIONAL TAX JOURNAL
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States corporations, the gifts in lower taxey
are repeated, year after year, as long as the
liberalized depreciation remain in effect,
On the basis of projections from data of
the Bureau of Economic Analysis, Ingely
published in the Survey of Current Bus.
ness, 1 estimate the tax savings from added
depreciation charges in 1973 alone as ap.
proximately $11 billion. And similar tax
savings will be enjoyed throughout the
futuce, indeed eventually growing in
annual amount as the rate of capital
expenditures continues to grow.

he so-called investmeat tax credit or
even more misnamed “job development
credit,” amounts to a further tax subsidy
of some $4 billion in 1973, and this sub.
sidy too will be repeated in growin
amounts as business equipment expendi.
tures increase. But it may be well initially
to clear up some semantics; what we have
here is not a general tax credit for invest-
ment. First, !ﬁe credit does nat apply to
plant, but only to equipment. Second, it
agplies only to investment by business. It
therefore excludes the vast amounts of
investment in ghzsical capital by non-profit
institutions and by state and local as well
as federal government. Third, it does not
apply to investment in durable goods—by
households. And fourth, it does not apﬁly
to any form of intangible investment, that
is the investment in research and develop-
ment and in human capital which modern
economists recognize as the perhaps deci-
sive to economic growth and prosperity.

4. Investment Subsidies and the Free
Market

It is curious that conservatives claiming
to believe in free enterprise and a minimum
of government intervention in the economy
should favor special tax advantages for
business capital expenditures in general
and special further advantages for equip-
ment exgenditures. It is frequently argued
that such tax preferences or subsidies are
necessary to make our industrial system
more productive. But in a free market,
where investment will raise productivity
and prove profitable, we might expect that

4April 1968, August 1971, January 1972, and
January 1973,
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businessmen would be undertaking it al-
ready, in plant and equipment of in re-
search,  development,  technology and
knowledge. Government subsidies to capital
expenditutes encourage that one kind -of
investment —as opposed particulasly to
investment in human capital and public
0ods — where the matket should prove
adequate. If a $100 piece of equipment will
raise productivity and add $110 to returns
we can expect a profit-maximizing firm to
acquire it. If the $100 in new equipment
will add only $95 in returns, it is not
generally economics to give the firm
1 813 subsidy to encourage it to incur what
in real terms, aside from the government
aid, will be a $3 loss,

The one srgument that defenders of
economic freedom may offer for such inter-
ference in the market is that the tax struc-
ture is somehow already rj ageinst
:usg:t?‘sl invest‘t’nfnt. mi O tl:lls i;lea is mlx
ou widely held an ently
expmswx. it does not withsundr:?;orous
analysis. It is of course true in a period of
insufficient aggregate demand that any tax,
by further diminishing demand, is likely to
reduce investment., But the notion that
business income taxes somehow bear speci-
ally on investment is not correct.

For one thing, & profit tax in the short
run does nothing to affect the equilibrium
level of profit-maximizing output and hence
does nothing to affect total factor inputs.
It also does not in itself affect the relative
52:: of capital and other inputs and hence

not induce substitution of other factors
for capital,

In the longer run, it is true that re.
sources may move out of a taxed sector
into & non-taxed sector. But then where do

move, if we are talking of business in-

—~_ come_taxes which affect the great bulk of

conventionally measured uctive activ-
ity? There may conceivnbf; be some move
into non-profit, goveriment or non-market
activity but it is hard to see that this can
amount to very much and it is also not clear
that this would reduce total investment; it
might at most substitute investment in non-

iness activity for investment in the busi-
ness sector.

But further, this argument quite ignores
the tax deductibility of intetest costs. Since
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firms have the option of borrowing to
finance capital investment (or in some cases
selling intetest bearing securities which they
hold) and since capital goods are quite pre-
ferred items on which to lend (generally
better than human capital), the combina-
tion of business income taxes and right to
charge interest costs against taxable income
may well constitute a tax bias in favor of
business physical investment. And further,
as can be seen b{ applying the analysis of
a recent article by S}:i litz,0 within a tax
structure that includes full taxation of ordi-
nary income, the capital ﬁains loopholes
may offer a most substantial tax advantage
to ‘corporate investment. Accelerated tax
depreciation and _investment credits then
only serve to aggravate an already major
distortion, . B

The prime determinant of business
investment is demand. Investment in plant
and equipment falls off when the economy
is sluggish and excess capacity makes addi-
tiondl plant and equipment unnecessary.

" In such a situation, moderate annual tax

benefits to business would appear to have
little effect, particulary in the short run.
Well-run firms will not be led to invest by
tax reductions which increase after-tax
eamings but do not make additional equ‘iﬁ-
ment profitable in the face of existing idle
capacity. Where demand is brisk, firms will
invest without special subsidy. Theoretical
analysis, empirical studies and the candid
responses of businessmen supplemented by
my own work with McGraw-Hill sucvey
date all tend to confirm this view. Over a
long tun, given the level of employment,
it may well be argued that it is people’s
propensity to save that determines total
investment, Various governmental mea-
sures, including special treatment of capital
gains, accelerated tax depreciation and
equipment tax credits, may then essentially
only alter the mix of investment — toward
the corporate business sector and expendi-
tures for plant and equipment.

8Joseph E. Stiglitz, “Taxation, Corporate Fi-
nancial Policy, and the Cost of Capital,” Journal
of Public Ecomomics, February 1973, especially
pp. 24.32. See also Eisner, “An Appraisal of
Proposals for Tax Differentials Affecting Invest.
ment,” Chapter XII in Tax Institute, Income
Tax Differentials, Princeton, N.J., 1938, espe-
cially pp. 167-168.
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S. A Variable Tax Credlt or Subsidy about $76 billion,® with busiq,ess tax depre.-
The one meritorious argument for sub. :““aﬁ‘::‘m: &&bw“;ul%':ﬂ ‘:
ﬁ:::in?' “ﬁ:‘m "T”dh imm"ml"“L some firms have deprecistion charges in
ghtbeduti“ q 154"‘0’? P?“ &L,  excess of capital expenditures so that the
:muun is be per unemp W’g’“" sum of positive differences between capital

g ls better than nothing. Even oypendivures and depreciation charges must
then, it would be better to stimulate produc- beple::ger than the ‘P tegate diffecence. We

tion of the human capital and public goods
which the absence c?f 8 propgi‘:tt,e n?arket n}ty f’ﬁm“; rougihytlut the t:‘td Excesses
incentive may have left at suboptimal g.P W:ﬁ:::‘ Jrai e m‘e:tl;gen ;:ﬁ“ over
levels, But if our problem is thit of un-  gEiess have heenw more than $20 billion.
employment, cyclical or seculsr, more 89 2"var credit of 2 this amount
propriste policy tools may be proposed. For tax credit of 21 per cent on this amount
the major current subsidies to business m‘;’; mlm than 7 pet cent on the $76
capital spending all tend to be pro-cydlical Not too dissimilar results might be seen
ooy ﬁdmﬁgﬂm‘y J‘L::ﬂ&&f if we confined the cedit to !:h‘f two-thirds
. s ~of capital expenditures which went to
8s are current and recent capital expendi- equipgmt. And of course a varisble

tures. The equipment tax credit in a sense 1y oina] credit of this kind could well be
is also of larger benefit in time of boom conssidenbly higher than 21 per cent in

than in time of recession. Similarly, acceler- periods where increased expenditures were

med oﬁﬂzné::n?e&?‘mtc?:;ﬁ desited, It would still cost the Treasuty and
ditures and hence lso increases tax the general taxpayer relatively little on the
benefits in booms as opposed to ions mugcga o; no;l‘\lm at all (1f adequately
. \. fecessions. an [ taxes (or ‘negative
intfodv:‘e:i.bllea “i“‘Pm?“ tax might be credits”) l: periods when business avest.
u $ ,:”"“':il Pd‘ “um‘"'l clical  ment were to be discouraged. Ideally, the

oS uch & cr }E.' t’l:nm have g;ogum would celate not only to business
afgxnm?tl?w“t‘;?‘ ! de;e po th‘::t :3 t to non-profit institutions such as uni.
on the stimulus of wr(c)gue Wt :‘:“;‘l Haor  Versities, hospitals and private schools, and
bave lace w‘x,tuhout Tt Tt should vary to state and local governments. It should
o delymln‘ piace b with all concerned hence probably generally take the form of
h th“wut " te is tem it direct subsidy rather than of & tax credit
msnhms sny rate poraty and  4nq be arranged to benefit small, unprofit-
y to vary not only between a lasge ,bie and new fiems which may have little in

itive number and zero but to & negative ; :
g"' bec. thus g8 tax s ﬂ\erstggu :l::l:;y of income on which to enjoy tax

»

a credit, when it becomes necessary to dis.
coursge expenditures in order to cool off )
the economy. A varisble tax credit would 6. A Red Job Development Credit and
be much -more potent than s permanent Investment in Human Capital
one, in that its effects would rest In addition to and aggravating the cycli-
inter-temporal _substitution ~rather than ] problem is that of structural unemploy-
inter-factor substitution which may be ment. This is significantly identified with
limited, pacticulasly in the short run. new entrants into the labor force and

One simple device for concentrating the especially the young. A real job develop-
credit or tax on marginal investment would ment ccedit would be one that encourages
be to relate it to only the excess of capital the hiring of labor and particularly of
expenditures over de::cciation chatges,
Some mfh notion of the orders of magni- 24;£conomk Repors of the Presidens, 1973, p.
tude invoived may be gleaned from figures "i} S. Treasury Depastment, Internsl Revenue
for 1969, which indicate b‘f’mm expen.dl- Seniée; .\‘wmiz of plnroml.: Business Imcome
tures for new plant and equipment totalling  Tax Returns 1968.1969, 1972, p. 3.
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youth, where the incidence of unemploy-
ment is highest.

There are currently some million and a
half persons from 16 to 21 years of age
listed as unemployed, over 12 per cent of
the 12 million youths in the civilian labor
force, ‘There are another 10 million not
in the labor force, nun{ of them because
they have given :F looking for jobs which
seem to be unavailable. And there are an-
other half million youths listed as working
part-time who are looking for full time
employment. Jobs for young people is one
of our 3‘mm potential investments, not
only in their own human capital as individ-
uals but in the capital of the economy and
the nation,

If, as has been suggested Herbert
Stein, Chairman of the Council of Eco-
nomic Advisers and Arthur Buens, Chalt-
man of the Federal Reserve ‘Board, we
were to suspend of temporarily reduce the

investment tax credit, we might encourage
businesses to itures for new
equipment, thus reducing the boom in

business investment which has contributed

" substantislly to the high demand we associ-

ate with inflation. Yet, to the extent this
suspension were successful, it would keep
the output of business equipment below

* what it would otherwise be and thus reduce

employment in the capital goods industties.
Mp‘loy general rule.e:& increases, or other
fiscal or monetsry measures simed at re-
ducing inflation, run the serious risk of
saising unemployment. But there is s
’ﬁul:ﬁe in the tax structure or tax mix
which might reduce the rates of inflation
ad unempl and contribute to eco.
nomic growth, In & forthcoming article,®
1 have proposed such a tax package, which
would combine suspension of the Invest.
ment tax credit with suspension (if not
permanent repesl) of part (ot all) of the
payroll or employment tax on workers
under the age of 22,

Sus&eemion of the investment tax credit
could be ex, to cause some cooling of .
the economy by reducing demand for
aapital equipment. But the effects would be
slow, And since much equipment is

$Men and Machines and Taxes," Social
Policy, September 1973,
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produced in oli istic industties where
sﬁw are notoriously rigid in & downward

irection, we might well fear more un.
employment than reduction in prices. Sus-

E:mlon of the equipment tax credit, could

counter-balanced, however, by elimina.
tion fof the einployet pottign of the p:yxoll
tax for employees to 21 yeats of age.
‘This would mean ‘:Preduction of ov"ge’
per cent in labor costs for youths curtently
employed. But what is more, em loyers
would have an incentive to hire additional
young people and to give full-time jobs to
many now working only part-time.

The guins from such increased employ-
ment of youth are likely to be lastin
Employers are frequently understandably
reluctant to hire young people without
experience and training. If new employees
ok ol i oo with he. esoploger

wi e em)
wie\z invest in them A
job, before the frusteation of idleness has
wresked its toll, may be critical to estab-
lelt’thMt of life-long skills and the “work
c.ll

In terms of itudes, the six million

full-time and t":;? million parttime em-

T neghborbood of $30 bllion gef“,i".';
in covered employment, so that em-

with the 5.85 percent that they contribute
for employees.

Reducing the supply price of & on
of labor, thus cutt %’:.ugmt mP:v:uild
operste both to curb the rate of inflation
12 e s i

tten in m e,
hlt unjustifed governpent I
to encourage investment in machines while
reducing government discouragement of
investment in man.” And in addition to
stim::lmig; invutiment i:; vital human
capital, incressing em ent, oul
un% income, it wguld Pdm <:eﬂmt‘lx::‘l‘t
increase traditionally measured saving
investment.

t. As 1 have.

¢t job. Yet that first .

ent intecvention
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Men and Machines and Taxes

Four billion dollars a year That is what
the U.S. Treasury can expect to lose In
bly needed tax asare-
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equipment without special government
encoursgement. And if the $100 pisce of

sultof the investment ux cndn. This pro-

vision, designed y to

capital expenditures, reduces bualmz

taxes by up to 7 percent of the amount of
h of new y or equip-

mm!. By contrast business taxes are

gonecally d by 8.83 p t of olf

inery will only return $93, it does

not contribute to economic growth to

have the U.S. Treasury pay out an extra
$7 to make the Investment profitable.

Whiie In a free enterprise system busk-

nesses should be expected to scquire on

their own an optimal amount of plant and

wages, the employer contribution of the
payroll tax.

Why should business get a special tax
break when it buys new machinery and
oquipment? Some say that such pur-
chases contridute to sconomic growth,
But if they do, that I, if a $100 machine

. will, with proper discounting for the fu-

‘ Ty,

ture, produce more than $100 in extrs
output or cost savings, any profit-seeking
firm should be expected to install the new

ROBERT EISNER Is Prolnsor of Eco-

nomics ath

Y

44

fo growth might well
besti d by §o

ment of other forms of investment that
Mmmmmnmwrm
These include, in particular, |

in humsn capital, mlnlna.kmw-'ww
and baslc job skills, many of which can
comae only from experierice.

There are currently some miilion and &
wlpommtrommmtomnm
yoars of age listed as yed, over

, September/October 1973, pp. 4445, . .

POLICY PROPOSALS

listed a3 working part-time who are look-
ing for ful-time employment. Making
Jobs avaliable for young people is one of
the greatest investments we can make,
for the investment is not only In them but
in the economy and the nation.

Despite repeated insistence by Presi-
dent Nixon and his administration that
there will be no increase in taxes, Herbert
8tein, Chairman of the President’s Coun-
cil of Economio Advisers, now suggests
that higher taxes might prove desirable to
combat inflation. He adds that one par-

. ticularly sppropriate Increase might be &

suspension of the Investment tax credit.
By suspending the credit, we might en-
©ooursge businesses t0 POSLPONe expens
ditures for new equipment, thus reducing
the boom In business Investment which

12 percent of the 12 million p inthe

has ity to the high
d d we iate with Infiation, Yet

civilien iabor force. There are another 10
miilion not in the labor force, many of
them because they have given up looking
for jobs, which seem to be unavalisble.
And thers are anather half miilion youths

to the extent that this suspension were
succasstul, it would keep output of busie
ness equipment below what it would oth-
orwise be and thus reduce employment In
the capital goods Industries—this with 8§

SOCIAL POLICY
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Iron!cdly when the Investment tax

credit was reincarnated in 1971, It was
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drawal of the investment tax credit by
cutting corporate  after-tax eamings
would reduce the boon of lightly taxed
euplhl geins enjoyed most by therich.

d in best Madison Avenue fashl

8 “job development credit.” Many of us
were skeptical then, but it is true that tax
increases, or other tight fiscal and mone-
tary measures aimed at reducing infia-
tion, run the serfous risk of raising unem-
ployment. Yet there s & change we can
offect In the tax structure or tax mix that
would reduce tm rates of inflation and

Y t and tribute to eco-
mlceromh.

| propose a tax package that would in-

clude lon of the fax

credit atong with suspension (it not per-
manent repeal) of part of the payroll or

4 tax on all up to the
8ge of twenty-one. This will reduce Inflas

lon of the | tax credit
couldbe expected to chuse some cooling
of the y by d d for
capital oqulpumt But the eHects would
be slow, md since mueh oqulpmml Is

" 9 m

whm prleu are nolonoully rigid in &
downward direction, we might well fear
more Y than reduction in
prices, This could be counterbalanced by
slimination of the employer portion of the
payroll tax for employses up to twenty-
one years of age. As far as that applies to
the 8 million currently working futl-time,
It would mean a reduction of over 5 per
cent in labor costs. That in tum should
reduce prices. But what is more, em-

that 6 million full-time and 4 million part-
time employees sixteen to twenty-one
years of age are earning $50 biltion per
yeat in covered employment, the employ-
or portion of the payroll tax amounts to
$3 bililon,

1t may be objected that a special incen-
tive 10 hire youths will result In less em-
ployment for adults. This is hardly likely,
Whiie there might be some “substitution
effect” In the economisty’ jargon, the ex<
pansion effect of added employment
should considerably outweigh it. A more
serious objection might be that the 5.88
percent reduction in lsbor costs (more
precisely, 5.85 divided by 105.88, or 5.63
percent)-would not be enough either to
induce significant additional hiring of
young workers or to have much effect on
prices. The answer to this might be to of-
fer employers still turther Incentives to

“While In a free enterprise system businesses should be expected to
acsuire on their own an optimal amount of plant and equipment, eco-
nomic growth might well be stimulated by government encourage-
ment of other forms of investment that businesses cannot handle on

their own.”

tion while keeping to the targets of full
4 and 1e arowth.

The proposal has much to commend it
In terms of equity. The tots! payroll tax
now to 11.7 p of employ
o incomes up to $10,800. According to

ployers would have an incentive 10 hire
additional teen-sgers and those twenty
and twenty-one years of age and to give
full-time jobs to many now work

hire youths, such as crediting them with

5 85 percent that they contribute for
in the of § ing
9 only ity and

part-time. The gains from such increased

President Nixon's budget, it will t

0y of youth are likely to be last-
are under-

for 29 cents of every dollar of federal tax

d only tothe p | in-
coma tax in the aggregate and far in ex-
cass of the 14 parcent of tax revenues
now ted for by corporati Yet it
Is a highly regressive tax with no deduc-
tions or exemptions and with smaller pro-
portions of Income taken the more in-
come exceads the $10,800 limit. Thus for
an individuat with an Income of $100,000
the maximum payroll tax of $1,263.60 is
only 128 percemt rather than the 11.7
percent for those with incomes up to
$10.600. To redress the balance, with-

SEPTEMBER/OCTOBER 1973

64-397 0 - 15 - 4

Ing. Employ quently
nmmb!y retuctant to hire young people
without experience and training. Risks
are considerable and if new smployees

work out thers is no gusrantes that they
wiil remain long with the employsre who
*,Invest In their first job. Yet that first job,

before the frustration of idieness has
wreaked (ts toll, may be criticat to estab- .
lishmant of litelong skilis and the work
ethic, .

1n terms of magnitudes, this switch in
taxes Is entirely feasible. We may esti-
mate the Investment tax credit as ap-
proaching $4 billion in 1973. I we assume

prices, one might extend the reduction or
slimination of taxes beyond those under
twenty-two years of age, for example, by
applying to the payroll tax the $750 per-.
sonat exemption In the individusl Income
tax,

But whatever the limitations of my pro-
posal, eliminating the employer payrol
tax for youths as we suspend the invest.
ment tax credit would clearly be a.step
In the right direction. It would help to
reduce unemployment and the rate of
intiation. And n would hatt unjustified

9 to ine

in i while duel 0

9 di 0 t of invest-
mentinman,
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Mr. Esner. I would like to indicate certain basic principles that I
think should guide us in terms of government policy, tax policy toward -
small business and indeed, toward the economy in general. I start
from the premise that, unless there are reasons to indicate other-
wise, there should essentially be a Rlolicy of nonintervention. This
hard’ly means that the government will have nothing to do with what
?oes on. Indeed, as I proceed, I will indicate principles which will call

or significant intervention, but intervention that does not interfere
with the optimal allocation of resources and efficient operation of
enterprises,

The basic principles which would call for intervention in aid of
small business or in aid of anybody else, or restricting anybody fall, I
would think, into three categories. First we have the matter of imper-
fections in markets. Where there are imperfections in markets such
that competition is not operating adequately, or there is inadequate
access to capital funds, we may want to correct those imperfections or
compensate for them.

A second phenomenon calling for intervention involves what in
economists’ jargon is called externalities, that is, in the area even of
perfect competition there may be things that an individual firm will
do which involve costs or benefits to others than those who are in-
volved in the transactions. The obvious case in point we are all
familiar with now involves pollution. A firm producing competitively
may find it-best to burn a kind of coal or engage in a process which is
cheaper for it, cheaper for the customer, but imposes costs elsewhere.

However, there are also positive externalities; that is, a firm may,
for example, by hiring youth, by training peopie, convey benefits to
society for years and years to come—by talking youngsters off the
street, by building in them a kind of human capital that will enable
them to be productive members of society for the rest of their lives.

Now, a final basis for intervention might be, very frankly, that we
want to redistribute, we want to take from some and give to others. I

- think if we keeﬁ these categories in mind, we will find on the one hand

that many of the proposals, however well intentioned, that have been
advanced in behalf of small business or anybody else, really fall to the
ground with proper analysis, but other proposals come to the fore.
Underlying this there has to be recognition of the simple truth, the
aphorism that there is no free lunch—someone has to pay for it. That

-has to be immediately qualified by the recognition that when there is

massive unemployment, as there is now, and there is a huge amount of
capacity unused, there may be lunches waiting to be eaten. They are
already there. There is no cost to eating them,

Now, I can begin rather negatively by suggesting that a lot of the
proposals in the way of encouragements to iusiness capital expendi-
tures in my opinion are very much misguided. They are misguided
for large business, and misguided even more for small business. These
are the whole variety of proposals, including a lot of policies we already
have, and extensions of them for equipment tax credits, in which busi-
nesses are told if you spend money to buy eligible equipment, you get &
tax break.

Similarly, there are proposals for increasing depreciation allowances
beyond true economic depreciation—again, there are tax advantages,
giveaways, loopholes, tax expenditure—however you want to call it.
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. There are other groposals in the way of changing capital gains taxa-
tion, already very liberal, already a very large loophole, in the direc-
tion of somehow givinﬁ favor to small businesses and. to their owners.
All of these proposals I consider incorrect—incorrect in terms of vio-
lating the basic principles I have enunciated, encouraging businesses
to spend on things they would not otherwise spend, indeed distorting
the economy. If we think about it quickly, take the equipment tax
credit, misnamed the investment tax credit, that does not cover all
investments, not even all business investments, more arrogantly and
I think mischievously misnamed at times, the g’ob development credit—
there are far better ways of developing jobs. If anything, an equipment
tax credit would, as compared to other stimulatory devices, tend to
encouraige expenditures on equipment as opposed to expenditures
on people. ~

nother objection to the equipment tax credit and the whole col-

. lection, really, of devices to encourage business spending on invest-

ment, 1s that it tends to be procyclical, rather than countercyclical.
The higher the business investment, the higher equipment spending is,
the more the tax break. The higher equipment spending is, the more
we are in a boom. That is exactly when we do not want to give more
in the way of tax breaks. .

“On the other hand, in a recession where equipment spending is
down, then the benefits would be less, and then, indeed, the stimula-
tory effects are likely to be less.

might add that my own research suggests that the benefits from
these things usually are far less than the costs. We may find ourselves
giving away $5 billion in tax advantages to get $1 or $2 billion in
increased investment spending. =~

There is, however, a final note in re%s,rd to this that I might stress,
of particular relevance in the case of small business.

ubsidies for business investment tend to help those businesses
that are most capital intensive. It is reasonably well known that this
is not likely to be small business. The very nature of capital intensity,
as such, is to require large businesses, large investment. It means then
that the investment credits that we have or those proposed, the in-
creases in them, would much more favor large business than small
business. Figurately speaking, small business will be picking up the
crumbs from the table, -

I hope then that I have made clear that this is an unfortunate
intervention in the system, one which again is understandable, but
one on which I think the Congress in an enlightned fashion should be
vigilant. Everybody wants something for himself. Everybody can
figure out a reason why a tax advantage to him will somehow help the
country, help the economy, help economic growth, and these items
actually become very attractive for any individual. Of course, it
seems to make sense for the individual.

But the classic argument for the equipment tax credit or investment
credit is that it favors economic growth. There is first an issue to be
raised as to whether Congress has any business biasing the economy in
the direction of more or less economic growth. For a prosperous coun-
try, the free market decisions of how much we want to save or invest
for ﬁxl‘gwth might well be respected. Second, the notion that more
machinery or more business investment stimulates growth is, after
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all, & notion which comes from a competitive economy, from the idea
that business firms normally left to themselves will acquire equipment,
will invest when it adds to their own profits, to productive capacity.
That is well true when the Government does not intervene: but if the
Government is giving, let us say, a 10-percent tax credit, what it means
is that businesses that might contemplate a $100 million investment

~which would net them perhaps $95 million in increased productivity

in the future, would now undertake that loss investment; such invest-
ment means $100 million will get you not more but less, $95 million,
which they undertake becatise when they enter into their own calculus
they recognize that the Government handout of another $10 million
from & 10-percent credit will put them ahead.

‘Now, as opposed to investment credits, there are ways to stimulate
the economy to help small business and to be consistent with the
princ(if)les that I have §u%$ested. I think a major one here would be
subsidizing investment in human capital. It is notorious in our system,
since we are not a slave economy, that businesses really have no in-
centive other than good will to invest adequately in the human capital,
in the training of people, the hiring of young, inexperienced workers,

‘because they cannot own them. If you take a young kid of 17 or 18,

a dropout from high school, or a recent graduate whose future is
uncertain, and you hire him, in the first place it may be a bust and
you have lost, and in the second place it may be a success and there is
no way you can keep him or her from going elsewhere. Not that, of
course, is a problem of all business. But I submit it is a problem of

articular import for small business. With a large concern there may
Ee much more in the way of longevity. People think of lifelong pensions
and careers. Small businesses will tend to have a greater turnover.
There is therefore more reason than ever to help smaﬁl business in the
hiring of geop].e and the keeping of geople.

I would suggest that there may be some tendency for small busi-
nesses for a variety of reasons to pay low wages. There will therefore
be arguments that the way to help small business would be to remove
?hﬁ minimum wage law requirements, This is a path that I would not

ollow.

However, let me come to a proposal that I would follow, that
I think would help small business and would help the economy, and
would involve investment in human capital—that is to have a true
job development credit—not the misnamed one for equipment, but
one which would subsidize businesses in the hiring of labor. That would
be a very simple device. We, by this time, have an 11.7 percent tax
on the hiring of labor—not a subsidy, not a credit, but a tax. Every-
time an employer hires a worker, he has to in effect pay to Uncle
Sam 5.85 percent which is pulled out of the employee’s salary, and
another 5.85 é)ercent, on top of that. An appropnate thing to do
might be—and you can work out the bookkeeping, the accounting,
the legal niceties as you wish—to have business excused or credited
for some or all of these payments. The Government then would,
perhaps out of general Treasury revenues or however it would do it,
take over some portion of this 11.7 percent. Indeed, what I would
suggest is that they pay all of it for those under 21. By doing that you
would have a major subsidy, perhaps not adequate, but a significant
step in that direction to businesses to hire the young, to give them
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" training, to give them developing careers and in that way help not

only themselves, but to help the economy as a whole, to get the kids
off the streets and into the habits of work and into long lifetime

jobs.
This would also, by the way, hardly be inflationary, because it would

‘be increasing the degree of effective demand by lowering labor costs,

by lowering the costs of production; by so doing, you would make
prices lower under competition and would give increased real incomes,
that would actually increase demand.

Senator NeLsoN. You would apply this provision to any business?

Mr. Eisner. I would, unless there was some reason to suggest
otherwise, I think it might well be applied to any business.-In fact,
that was the original form in which I mentioned it in several publica-
tions. But obviously it is possible to apply it only to small business,
I think there are some arguments that it is even more meaningful
for samll businesses than 1t is for large businesses along the lines I
have suggested.

Senator NeLson. Have you thought of what implications that
might have in the job market competition of young versus middle-aged
or older, in low skilled jobs? ,

Mr. EisNER. It woufd undoubtedly make the hiring of the young
somewhat more attractive. I think the measure could be extended to
others who are marginal in the labor force, to women, to new entrants
generally, It could be a provision, let us say, that the payroll tax

e excused or paid for for the first year of employment of anybody.
;I‘his would be one way of encouraging people to enter the labor
orce.

I, of course, do not believe that our economy has only & fixed
number of people that it can employ. I think measures to stimulate
employment will tend to increase employment generally. On the one
hand, if businesses hire more young, I am afraid some uninformed
people may say they are taking away the jobs of the elderly or the
middle-aged or the normal adult workers; but, as a matter of fact,
the theory is, as these people get jobs, they will be working, producin
buying, creating demand which will put other people to work. I wi i
strongly urge and argue that the total effect will be favorable for all.

I might quickly conclude with just a few other related points. I
think one area where small business suffers acutely in the competition
with large business and in the simple nuest for survival is the effort
to secure funds. It finds itself for good reasons—institutional costs of
information—it finds it very difficult to get the funds it needs for
expansion, for investment, for carrying inventories, for carrying on
operations. I think this committee and the Congress should look into
means of equalizing this. This would mean that we would be helping
the economy and helping small business, and I might submit that
many of the policies followed by the Federal Reserve and more or
less by the Congress have, in fact, further aggravated the problems
of small business in getting funds. When you tighten money, we well
know that large corporations can get the funds. It is the small busi-
nesses that get stuck. They are the ones that are locked out. They do"
not have capital markets, eruity markets to which they can readily
turn, and the costs of funds become prohibitive if they do not become
completely unavailable, '
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Some of the measures like the eruipment tax credits and subsidies
to invest can avate this, because to the extent they do encourage
business generally to buy more machinery, they increase investment

- demand, they raise machinery prices, the cost of investment for every-

body, and they raise the cost of credit for everybody, and that means
disproportionately for small business.

n sum, then and there is obviously more detail in my prepared
statement and also in a number of articles that I have submitted
for the record, we should be careful about intervention in the system,
where we intervene. We should be careful that we are not contra-
dicting our basic principles, giving some direct help in the short run,
but stimulating a backwash out of our interference in the economy
that in the end injures a great many people and may even injure those
that we are endeavoring to help more than the direct help that we
could give them.

Senator BEnTseN, Thank you very much, - Professor Eisner.
Dr. Holt, would you proceed with your testimony now?

STATEMENT OF CHARLES C. HOLT, DIRECTOR, INFLATION AND
UNEMPLOYMENT RESEARCH, THE URBAN INSTITUTE, WASH-
INGTION, D.C.

Mr. Hour. Senators Bentsen and Dole, I am very pleased to be
here. I am testifying on my own behalf and not as representative
of the Urban Institute. I am submitting a written statement and I
will try briefly to summarize it.

The role of small business in our economy is critically important
in its contribution to technological innovation, to growth in employ-
ment, and to competition.

Unfortunately, small business faces difficult problems that are
directly attributable to the Federal Government, in the areas of
taxes, financing, and inflation. -

These problems are much clearer than their answers. While I will
Eropose some policy approaches, I do so very tentatively. One of the

ey points that I want to make is that we have neglected the basic
and applied research and-the policy analysis that Congress and the
administration need to make good decisions in these areas.

I would first like to underscore many of the things that Professor
Eisner has said. I thoroughly concur with his general thrust.

Turning to tax problems, every group, of course, complains about
its taxes, and small business is no exception. But, what we need to
seek is changes in our present tax structure which is especially detri-
mental to small business, relative to that of larger business.

The Federal tax system is a morass for small business as a result
of its complexity, uncertainty, administrative burden, and the costs
for legal, tax, and accounting services. As a result, some small business
managers are seriously distracted by these burdens from running
their businesses. ~

Small business is especially risky, and as the manager seeks to limit
his liability and raise more capital, he considers moving from a simple
proprietorship into other forms of business organization: a partner-
ship, a limited partnership, a limited partnership with an incorporated
general partner, a subchapter S corporation, or a conventional cor-
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poration whose earnings are taxed. With each of these successive
alternatives comes more complex rules and restrictions, or more
adverse taxes.

In short, none of the alternatives are very attractive for the small
businessmen facing problems of raising capital on the one hand, and
facing high levels of risk on the other. ~ -

Even the routine preparing of withholding taxes and other routine
tax forms are differentially difficult for the small business as a result
of the tremendous complexity.

The first objective of tax reform should be a drastic simplification

of structure, and to eliminate adverse costs and incentives. Professor

Eisner talked a good deal about the Government intervening in the
private economy and questioned whether they were socially sound.

We need to review carefully our whole tax structure and areas of
regulations—SEC and so on—that actually produce preverse incen-
tives and preverse problems for small business. The least the Govern-
ment can do, if it does not choose to favor small business, is to not
cause unique difficulties for it.

There are many indirect regercussions of making any structural
changes in the tax system. In the proposals I make, I do so very ten-
taétively, and urge that they be very -critically examined for indirect
effects.

One approach to someé of these problems would be to make the
corporation income tax continuously progressive, starting at a zero
tax rate for the first $25,000 of earnings and increasing in steps for
lax;%er earmngs. ~

his would allow very small corporations to have the advantages
of limited liability using a simple corporate structure, and be free of
many of the restrictions that are associated with the subchapter S
corporation, and limited partnerships, and so on, which would be &
tremendous advantage in operating small business, and would avoid
the heavy burden of the corporation income tax.

Now, carrying that idea to its logical conclusion, we might have &
corporation income tax, grogressive up to the point that size itself
would be a detriment and hence would give a negative incentiye for
merging, and a positive incentive for corporations voluntarily to
split into smaller business organizations. ' ;

These proposals—and some of the others I mentioned—should be
carefully researched to make sure they would contribute effectively
to a simpler, more effective tax system for small business.

Unfortunately, no agency is doing the kind of economic, legal, and
administrative research that such problems require to understand
the important indirect effects as well as the direct ones. L

The efficiency, equity, and incentive effects need to be considered
for the economy generail{, for the small businesses themselves, but
also for the government bureaucracy and the supporting legal, tax,
and accounting services. New types of basic, applied, and policy
research are needed to get good answers. I will return to this shortly.

In the area .of equity capital and employment, Professor Eisner
hes made & number of extremely good points, and I would ally myself
with them, .

Smell businesses are in critical need of equity capital. The stock
market has been badly disrupted for large firms as the result of tight
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monetary policy, but for small businesses a market for equity capital
has been virtually nonexistent for almost half a decade.

Part of this difficulty is directly attributable to the fact that high-
income people, who are the ones who can most readily carry the risk
of investing in small corporations and small businesses, are unduly
attracted to tax shelters. And these tax shelters tend to absorb a
great deal of equity capital that would otherwise be available, if
investors were examining normal business returns.

One example is the program by which the Federal Government
leaves municipal and State bonds tax-free. This is an effort of the
Federal Government to do a type of revenue sharing and support
State and local governments. But, it has the effect of siphoning off
what otherwise might, be capital available for risk investments into
very conservative bonds. If we are concerned about the availability
of risk capital for not only small businesses but large businesses as
well, there are other ways that the Federal Government can sub-
sidize interest payments to State and local governments that would
avoid short circuiting the redistribution effects of the progressive
income tax and the absorbtion of potential risk capital into - ery
conservative investments.

This is simply one example. One can point to various other typ..s of
investment that appeal to high-income people—the capital gains loop-
hole; the investment tax credit can accrue to individuals through
organizations designed specifically to capture the tax benefits through
such things as oil depletion allowance and other government programs
that may be desirable, in and of themselves, but do have the effect of
tending to attract risk capital into such things as land speculation
and real estate, instead of making it available for investment and
equity capital.

As you can see, although we start with the concerns of small business
the issues spill over into the whole tax structure, both for large cor-
porations and for personal income.

Effective solutions are far from obvious, but a good starting point
would be to close the tax loopholes that divert investors from bein
attracted to sound business investment opportunities many of whic
would be found in small business.

There are various kinds of biases that affect institutional investors
in the form of mutual funds, banks, pension funds, and trust depart-
ments, which dissuade them from engaging in equity investments.

Senator BENnTsEN. Why is that?

Mr. Hour. One of the considerations is that very large mutual
funds are concerned with their market impact and simply because
the mutual fund is large, they have to look for investment oppor-
tunities that will abosrb very large amounts of money. They are
concerned, when they make transactions in their portfolios, that they
may in the process of unloading a particular investment unduly
depress their prices and there { essentially suffer _investment
performance. So by having very large portfolios, they are biased
toward seeking very large volume securities. .

Senator BENTsEN. Also, when the institutions concentrate their
investments in a few of those major companies, if, for example, you
get a legal opinion that IBM is violating the antitrust laws a:nci had
the judge not reversed his opinion 3 days later, all of the institutions
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try to get out of that gate at the same time and it gets awfully narrow,
anggou could see some very precipitous drops in the price of stocks.
r. Hour. One of my points is the solutions are far from obvious.
The indirect effects of the institutional changes that we are talking
about need to be very carefully examined. If someone comes before
you and pretends to have a panacea, you need to be very careful.

These problems are exceedingly difficult. ‘

_ One other response to our tax laws is that large corporations that
naturally earn a great deal of the profits in the economy have a tend-
ency to reinvest in their own companies—even though that may
not be the socially best investment—because if they pay out in
dividends, their stockholders will pay a personal income tax. If they
reinvest and run up the value of their own corporation, the stock-

" holders will benefit by delayin%their taxes and be able to use capital
gains tax rates that are lower than for ordinary income.

You start with a situation in which a large part of these capital
funds are in the hands of large businesses and there are tax incentives
to keep it from going back into the capital markets, where small
businesses would have a better crack at it. :

Sepator BENTSEN. Suppose we took away the cor%orate“tax com-
pletely on the first $26,000? Have you run any numbers as to what
we would lose in the way of tax revenue?

Mr. Hout. No, I have not. It would be very easy to get the first
order impact. Estimating the second order impact, what the indirect
effects would be as business firms change their forms of organization,
would be difficult.

One of the things that characterizes a great deal of the research
that is done at Treasury is very much directed at what will the tax
revenue be? Joe Pechman at Brookings has a model of the structure
of income for individuals. And he can readily determine if we change
the tax structure what the change in revenue will be.

However, in that model, no account taken of how people will change
their behavior in response to the tax laws, so that it explicitly ex-
cludes the really tough indirect effects. A great deal of ingenuity by
taxpayers goes into trying to minimize taxes, and when we change the
tax structure, obviously there will be changes in behavior by in-
dividuals and businesses that were not fully anticipated in advance
when the legislation was passed.

- This leads one to want to be cautious and to try to anticipate,
insofar as possible, what kinds of responses will occur.

Senator BENTSEN. When you speak of ‘preverse’ incentives, are
you referring to the investment tax credit as one of them?

Mr. Hovt. I would think that the remarks that Professor Eisner

“made with regard to the investment tax credit should be taken very
seriously. We now collect taxes on employment that are associated
with retirement, loss of life of the wage earner, and so forth, that are
not directly employment connected.

We have legislation that is very likely to pass in the near future
that will pay a large part of the medical bill not only of employees
but of the country as a whole from an additional payroll tax.

There are many things that we are now doing that really taxes
employment. On the other hand, we are subsidizing particular kinds
of capital goods investment.
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Senator BentsEN. Which ones would you try to negate? You know,
a case has been made for each of these tax preferences and that is
why we have them on the books. ‘

Now, which ones do you think we haye overemphasized and that
we ougilt to be triring to do.away with?
. Mr. Hovur. Well, I would be inclined to question very seriously the
investment tax credit, for the reasons that we have been discussing.

- If you look at the distribution of income among different demographic

Froups, you find that women, blacks, and young people are seriously
eft out of the labor market.

Now I would not ascribe that to any one single cause, but one of the
causes, to the extent that the investment tax credit is effective in
stimulating expenditures on caﬂital goods, is to increase the demand
for skilled labor. The type of labor that can be most readily displaced
by the-use of machinery is unskilled labor.

One of the effects of the investment tax credit will be to change the
distribution of unemployment in favor of skilled labor, and adversely
effect unskilled labor., -

Senator BenTsEN. Senator Dole, do you have any questions?

Senator DoLg, I have a short statement I would like to make a part
of the record, following the statement of the chairman.

Do you want to finish with Mr. Holt before we ask questions? Or,
maybe he is finished?

Mr, Hovur., Well, I am just about through.

Senator BentseN. Well, why do you not go ahead and finish, then.
I assumed you were. I am sorry. :

Mr: HoLr Well, I would say that if we do want to use the invest-
ment tax credit, the very least we ought to do is accompany it with
manpower training credits in order to upgrade the labor force, along
with upgrading equipment.

I thmﬁ there are problems of distortion that may be associated with
the investment tax credit that may have adverse effects, and it is far
from obvious that it is in the social interests to try to promote any
particular type of investment.

I agree with Professor Eisner on this, that we have a price-guided
economy, and the challenge really is to make it work better. 1 think
that one of the spillover effects of the investment tax credit is to dis-
tort the investment decisions made by business firms, and, to some
extent, soak up capital that would otherwise be available for other
purposes.

urning to the need for business research, I have tried to spotlight
difficulties facing small business and to propose ‘“‘solutions.”

However, even when such hearings are as extensive as this one, and
golitical consensus is finally reached on legislation, all too often we

nd that unexpected consequences ensue.

Simplifications lead to complications, or the administration of the
law changes its whole thrust. Such outcomes are especially likely in
the area of taxation where a great deal of talent always is devoted to
bend the regulations for private advantage.

Unfortunately, the knowledge that is needed cannot always be
quickly generated. Depending on the problem involved, some or all
of the following may be needed: Basic research, applied research,
programmatic research, and operational research.
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Universities, institutes, profitmaking research organizations, and
governmental agencies may all be called on for significant contribu-
tions to the knowledge-generating process.

The political pressure for practical answers now, or at least before
the next election, cannot be reconciled with a time-consuming research
process unless the problems requiring research are identified well in
advance and action taken,

No instrument of the Federal Government now has the responsi-
bility and authority to see that this job gets done in the area of social
and economic policy, and an adequate job is, in fact, not getting done
despite many relevant contributions by the operating-agencies,

Most university research is concerned with basic relationships and
usually stops short of considering the specific programmatic and opera-
tional issues about which governmental decisions must be made.

d I think that one concern that this committee needs to have is
not only to focus on the problem, but to look ahead to what knowledge
we need to be in a position to answer those problems. We are dealing
with very subtle problems and, in a serious sense, we simply do not
know the answers.

Thank you. —

[The prepared statement of Mr. Holt follows:]
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"!‘A!ES, EQUITY CAPITAL, EMPLOYMENT, AND POLICY RESEARCH

S by

Charles C. Holt

Senator Gaylord Nelson, Select Committee on Small Business, Senator
Lloyd Bentsen, and the Financial Markets Subcommittee of the Senate Finance
Committee: I am pleased to be asked to testify at your hearings on Taxes,
Capital, Small Business, and the Economy. I speak as an individual, and
not for The Urban Institute or its sponsors.

The role of small business in our economy is critically important in
its contribution to technological innovation, growth i:n employment, ﬁd
competition. Unfortunately, small business faces difficult problems that
are directly attributable to -;he federal government in the areas of taxes,
financing, and inflation. These problems are much clearer than their
answers. While I will propose some policy approaches, I do so very tentatively.
One of the key points that I want to make is that we have neglected the basic
and applied research and the policy analysis that Congress and the Administra-
tion need to make good decisions in these areas.

Before considering the substantive problems, it 1is pertinent to review
the criteria that the government should use in considering intervention in the
operation of the market-regulated sectors of the economy. In the past, excessively
simple rationales often have been accepted as justifications for tax incentives
and other measures. We can have most confidence that governmental intervention
will actually improve on the outcome of independent decisions by consumers and
businessmen, if one or more of the following conditions are met: the govermmental -
action improves the fairness of income distribution, improves knowledge of action
alternatives or outcomes, compensates éor impacts external to the deciaion makers

or reduces imbalances of market power.
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Tax Problems )
Bvery group complains about taxes and small business 1s no exception, but we
) should be more concerned about problems that arise from the structure of the tax
‘ system that 'are especially detrimental to small business. The federal tax system
M;“ a:orasl for small business as a result of its complexity, uncertainty, admin-
“';!wisttative burden, and costs for legal, tax, and accounting services. Some small bus-
iness managers are seriously ‘distracted by these burdens from runnings their businesses.
Small business 1suespoci.nlly risky, and as_the manager seeks to 11mit;. his
1iability and raise more capital, he considers moving from-a prw\tfe(:otship to alter-
native forms of business organization: a partnership, a limited partnership, a limited -
T partnership-with-an-incorporated general partner, a §9bcha1;ter 8 corporation, or a
conventional corpo;ation whose earnings are taxed and whose losses can be carried back~
ward or forward, but not passed on to the owners. With e'ach of these successive
alternatives comes more complex rules and restrictions, or more adverse taxes.
Because small businesses are much more risky than large businesses,
lilitip! 1liability is relatively more important. Meve:. if the small
business limits its liabiffty by forming a conventional corporation, the
effect of its high risk is much more adverse, relative to larger firms
vhen the federal government abares in profits but not in losses. The "in
between" forms of business organization surround the small busings with cgnpiox
artibrary restrictions on forms of capital structure, etc. The overall effeét
of these tax-oriented and SEC laws is to adver;ely affect small business
relative to large business that generally is si:bject to less rink;
Even preparing routine the great variety of forms and tax
reports works to the relati‘ve disadvantage of small buainess in mastering all
the ever-changing regulations and forums.
When a small firm seeks to.tdilé equity capital, often through a limited
partnership because of tax shelter considerations for its investors, it can

encounter complex legal and tax issues thnt cannot be answered with certaiaty,
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thereby adding the IRS risk to normal busineos rhk. Bacause the typical-career
path of the IRS attorney leads to the private lav firms in & few years, thers is
some incentive for ms\-:\tu to promulgate regulations that, by being both complex
and vagus, create uncertainty and make work for their future employers. The first
objective of tax reform should be a drastic simplification of ltrutctun. and the
elinination of perverse costs and incentives. In doing s0, key changes would

be needed. ’ '

One approach to these problems would be to make the corporstion income tax con-
tinuously progressive, starting at a zerd tax rats for the first $25,000 of sarnings
and increasing in steps for larger earnings. Then’ nu_n independent businesses
f._ould take full advantage of the simplicity of the corporate form of organization
vithout being taxed for it. Another spproach that would reduce risks for small
independent corporations in the $25,000 earnings bracket without eliminating :unti:on
would be for losses to produce tax refunds rather than loss carry forwards.

Extending the corporate income tax rate progressively._to above the 50% level
could give firms an incentive to split rather than to merge with a resulting
lessening of corporate concentration. v

Paralleling restrictions on government contract officers going to work for the
contractors, IRS staff should be prohibited from working for a period of two years
for law uﬁ» specializing in tax work.

These proposals should be carefully researched to make sure that they would con-
tribute effectively to a simpler, more -ffoctive.nx system for small business. Unfor-
tunately, no agency is really doing the kind of economic, legal, and admininstrative
ressarch that such problems require .to understand the important indirect as well as
direct effects. The efficiency, equity, .nc! incentive effects need to be considered
for the economy generally, the small businesses, and for the governmeant bureaucracy

and its supporting 10;&1; tax, and accounting services. New types, of basic, applied,

and policy research are ded to get good answers. I will return to this below. .
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Bquity Capital

Small businesses are in critical need of equity capital. The stock
market has Deen badly diarupted for large firms as the result of tight
monetary policy, but for small buginesses a market for u(\m:y' capital has
been virtually nonaxistent for almost half a daccde;

""*ii Because of their relatively high risks, few people will invest in .
small business. 'rhqu who cen carry such risks tend to have high incomes
and are attracted inordinately by tax shelters. Sometimes this works to
the advantage of small businesses that can take advantage of partnerships'
flexibility in allocating tax shelters among investors. But more often the
tax break given long-temﬂcapiul gains, oil depletion, etc., attracts
risk money into apac.iﬂ.c types of capital intensive investments such as
land speculation, real estate, oil exploration, etc.

The zero .tax rate on municipal bonds gives a federal subsidy to state
and local governments, but also attracts potential risk capital into highly

* comservative investments and reduces the progressivity of the personal
income tax. Mutual funds, pension funds, and bank trust departments,
even though they boast of professional manggement, tend to favor th; large
blue-chip investments. A large p;tt of the nminéa of the economy that
could be available for investment are controlled by large corporations that
firet satisfy their internal capital needs before paying out the residual as -
dividends to stockholders. For all these reasons, equity capital which could
be used to -nrtAmd expand small businesses is scarce and .growing scarcer.

.Of the federal programs ;{med at this problem, the Small Business Adminfstration
and Small Business Investment Companies are relatively small and the former is

a loan program rather than a source of equity capital.

e —

B Effective solutions are far from obvious, but a good starting point
would be to close the tax loopho'lcs that divert inveators from being attracted

by sound business investment opportunities many of which woild be found in
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small business. Next, institutional iavestors should be encouraged to extend
their diversificstion to small business by be'ing required to file public
reports vhich analyzed the sizes of the companies in their portfolios.

The argument that big mutusl funds must invest in high volume securities
might be met by questioning whether such large financial blocke may not’
themselves contribute to excessive economlc concentration in big companies.

The federal government can easily share its revenus with state and local
government by directly subsidizing part of their bond interest rather than doing
it indirectly through the tax system with adverse effects on equity capital and
income distribution. .

If the promotion of small business is taken as an explicit lt:vc:lnl objective;
then public policy would need to go beyond the elimination of government-induced

. problems for small business and consider specific incentives, such as subsidizing

equity c.pital for small business. But the latter measures require careful

jJustification.

Employment
I recently tutiﬂedl concerning employment before Senator Bentsen's JEC

Subcommittee on Economic Growth that it was essential to organize a coordinated
progran of aggregate demand, manpower programs and broad structural change, 1if
we are to attain full esployment without inflation. I need’not repeat except’
to note that the type of issues which you are investigating today with respect
to small business is a good example of the painstaking reform that we must seek
on many fronts. Progress will be slow~there are no shortcuts.

Our'rently. the federal government subsidizes capital investment
but the wage bill, thropgh the Social ‘Security tax, carries pensions,

survivors insurance and other fringes that are not .inherent components of

1. “Unemployment, Inflation, and Str‘pcturu: Reform,” by Charles C. Holt,
June 3, 1975. .

84307 0-76 -5
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compensation for employment. Soon a major health program probably will be
added to the "tax on employment.” It can be argued that the investment tax credit
helps to pay for new productive machinery that makes workers more productive. How~
" ever, tlu‘oubaidy to capital and the "tax" on labor could produce an imbalance

in business incentives which could induce businessmen to substitute capital for

et

"’f\mm labor, thus producing more jobs for highly skilled workers, but because of dis-
placement by machines, fewer jobs for unskilled workers. The large number of
unemployed youth, women, and blacks today suggests that this distortion in
incentives may be operating.

—- At the very least, .investment tax credits should be accompanied by
manpower training credits to upgrade the workforce along with the néw
. equipment. -~ . '
Subsidies can be designed for new jobs and for the employment of
_ particular types of workers. Such developments may have important comtribu-
u.m} to make. However, reform of perverse incentives should have top

priority. Much more work is needed in .determining the best policy choices.

The Need for Research
I have tried to spotlight difficulties facing small busineass and to .
propose "solutions.” However, even when such hearings are extensive and

political consensus is finally reached on legislation, all too often we find

that unéxpected q es Sieplifications lead to complications, or
the administration of a law changes its whole thrust. . Such outcomes are
especially likely in the area of taxation where a'gretut deal of taleat is
alvayn expended to bend the regulations for private advantage.
The' breath-taking rush of new dnval;pnenca and new problems that occurred
:u:: during the last two years should stimulate the federal government to review

the effectiveness of its legislation, policies, programs, and orgenizations
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bearing on many structural porblems, and to .;‘k practicsl iwprovement.
However, such improvements are difficult to achieve because of the tempo of
change, the complexities of issues and the increasing recognition of the
importance of the indirect impacts which governmental programe have. In
many areas governments are asked to solve important problems for which .

sdequate knowledge is simply not available for designing effective actions.

Just to name some of the tly pi » 1nteractin; problems such as
energy, transportation, pollution, inflation/unemployment, population, and
urban development, not to mention the complex problems of small business that
you have been investigating, suggest both the urgency and the diffiéu].ty

of obtaining better knowledge for policy.purposea. Also, old problems take
on new dimensions as the traditional policy solutions pr;vide inadequate

for current requirements. —

lJA‘.lfort:mmtel;y_.~ the knowledge that is needed cannot d\nyn‘ha quickly
generated. Depending on the problem involved, some of all of the ‘Eollwiug
may be needed: basic research, applied research, programmatic research,
and operational research. Universities, inatitutes, profit-making research
organizations,and governmental agencies may all be called on for significant
contributions to the knowledge-generating process.

The ifolitical pressure for practical a;mn now, or at least before the
next election, cannot be reconciled with a time-consuming research process -
unless the problems requiring research are identified well in advance and
action taken. No instrument of the federal government now has the ™
responsibility and authority to see that this job gets done in the
area of social and economic policy, and an adequate job is, in fact, not

getting done despite many relevant contributions by the operating agencies.

Most university research is concerned with.tgulc relationships and usually

.o .
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.

stops short 9§ considering the specific ptogt;-'lttc and operstfonal issues
about which governmental decisions must be made. The result is that when
a problem reaches the agenda for governmental action, we u-ut;ily are forced
£0 rely on the basic semi-relevant research t.tm: happened to get done at
universitities and last-minute crash studies made by Congressional or

A

agency staff, upually with partial data. The answera typically are far from
adequate and the policy actions that are taken fall short of being fully ‘
effactive. This is not to suggest that research cu; "solve" our policy
problems, but rather that it can help to reduce ths rxiak of Congress enacting
programs that are ineffective or hit the wrong target. Considering the need
for better policy-oriented research, ijt 1is ironic that research budgets in
many agencies are being cut. But the problem goes deeper than funding., Ve
need to build the capability for doing more powerful pro.blu-orimtad studies,
Reformulating the interactions between government and small business, and '
structural reform in general raises critical issues. Finding good policy

ansvwers will not be simple or easy.

F4
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Senator BentseN, Thank you very much. Senator Dole? e

Senator Dore. Thank you, Mr. Holt. I want to find out for my
own benefit—we are talking about small business. Now, is your
statement compiled with any definition of small business? We sort
of throw that term around; it has different meanings in different
areas of the country. It certainly does in my State, and I am certain
it does in others,

Dr. Eisner, you are t,alkin§ about small business in your statement,
What are you talking about? . )

Mr. EsNEeR. That is an excellent question, Senator Dole. I raised
that with the staff, and I notice that the figures——

Senator DoLE. 500 em%loyees or so many dollars?

Mr. EisnEr. I really had, I have to confess, nothing specific in
mind, although I think it would be a rather considerably narrower
definition than what has been used in statements by, I think, members
of your committee, which suggest that small business accounts for
something like 53 percent of total employment. That, I think, would
be carrying it pretty far.

1 understang there are various definitions which are relevent to
Small Business Administration and other actions of Government. I
have no operating definition of my own.,

Senator DoLe. Well, my point was, when I read your statement
whether it applied in each instance, or in what instance it might apply.
You indicate that there is some concern with reference to the invest-
ment tax credit. You might have a different view based on the number
of employees or the volume, or whatever it might be. I am just trying
to define, delineate, or somehow limit the impact of your statement—
or maybe it should not be limited.

Mr. EisNERr. It is hard to be precise, but I can just sort of paint
the image. The corner grocer, the traditional sma businessman, is
not using anywhere near the same proportion of equipment in his
operations as United States Steel or (General Motors or IBM is.
Obviously there will be occasional small businesses that are relativel
capital intensive. But generally, where a lot of capital is required,
the small business is in difficulty, because he cannot raise the funds.
So small businesses tend to be not as capital intensive, in businesses
that are using relatively less equipment. There will be exceptions
but I think if we drew a graph, we would find that the proportion o
equipment of capital generally used in business by some measure
will tend to grow as businesses get larger. L

Senator DoLe. Dr. Holt, do you have any specific thing in mind
jg_ﬁ'fu_r}?tatement? ) .

r. Hovur. No; I do not. In facing the same problem, I relied on the
annual report of your committee, which does present some statistics,
which surprised me, rather, if I understood them. The cutoff of firms
that had something like 10 em}iloyees or less were indicated as ac-
counting for 53 percent of employment; and furthermore, the very
startling finding that 721Percent of the growth in employment was
in this category of small business, associated with the growth of
services. : - o :

Senator Dovk. I think it is fair to assume that the remarks of both
witnesses were addressed to a broader group than 10 or less employees.

Mr. EisNer. Oh, yes.

_Mr. Hovrr. Yes.
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Senator DoLe. Now, Congress had demonstrated some willingness
to deal with the problems of the small business during this session.
In the Tax Reduction Act, we increased the corporate surtax exemp-
tion $50,000, lowered the tax bracket to 20 gercent on the first $25,000
of corporate income, increased to $100,000 the amount of used property
eligible for the investment tex credit, and increased the amount of
investment credit itself to 10 percent. Now, is there anything in that
bag that you believe can be justified insofar as small business is
concerned, and that may be helpful for small business? I will start with
Dr. Eisner.

Mr, Eisner. Well, the one thing I would not look unkindly on is
the lowering of the corporate tax rate on small business, which is
involved in raising the point at which the surcharge becomes effective.
I think there is some justification for that, simply in terms of keepin
up with inflation, and leaving the tax structure where it was intende
to be some time ago. I also am on record for eliminating the corporate
income tax altogether, and have it integrated with the personal income
tax, so as to have the flowthrough to individual holders. The corporate
income tax is a very deceptive tool. Economists have a hard time
agreeing what its ultimate incidence is, but it is clear it encourages
a great number of wasteful expenditures. Uncle Sam is literally the
partner, not only in close to half of the profits, but in close to half of
the costs, which is an invitation to businesses to have, as I remark in
my statement, conventions in happy vacationlands and free martini
lunches and the like. And I would argue strongly, if we are concerned
about the rate of taxation on business, the road is not to look for
more loopholes, to leave the rate high and say, let us give an increased
credit for equipment spending or for this or that, but just lower that
rate. Then, you will not be distorting the economic process as much.

Now, I realize that that is politically more difficult to do, because
the general public may well howl if they see a reduction in the cor-
porate tax rate, and they hardly understand anything about deprecia-
tion allowances, and not much more about equipment credits. But I
think that is really the economic way to proceed if we want to lower
business taxation, and therefore the only one 1 feel I would have some
sympathy for is the lowering the rate on small business; and as I
say, that is consistent where inflation has taken place, to leave us in
the same place we were some years ago, and in line with the general
policy of trying to lower the rate of taxation as opposed to increasing
the loopholes or the special advantages.

Senator DoLe. Dr. Holt, do you have any additions?

Mr. Hour. I would agree with that, I think, even including the
possibility of the passing through to stockholders the earnings of the
corporations, and taxing them at that point, and doing away with the
corporation income tax. However, the point I made about the need
for better research applies here. We need to know what we are doing
before we do, because these taxes do have tremendous impacts. How-
ever my inclination would be to feel it would be an improvement. .

There is one very good thing about the corporation income tax
that should not be lost sight of, and that is it is a very good counter-
cyclical tax. In other words, when we head into a depression, and
profits drop fast, the associated tax revenue also drops fast. That
tends to contribute to economic stability. There are other ways of
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doing that. We can have automatic formula changes in tax rates that
accomplish the same thing. But it does work well as a countercyclical
tax, and if you did want to make some of these institutional changes,
we certainly need to look at the dynamic effects. ’

Senator BenTseN. I wonder if we could proceed with the other wit-
ness, 80 he could be a part of this series of questions?

Senator DoLge. Oh, that is fine. :

Senator BENTSEN. Qur next witness is Mr. Jim Harwell, who is the
executive director of the Texas Industrial Commission.

~ STATEMENT OF JAMES H. HARWELL, EXECUTIVE DIRECTOR,
TEXAS INDUSTRIAL COMMISSION

Mr. HarwerLr. Mr. Chairman, distinguished members, ladies and
gentlemen. My name is James H. Harwell. I am executive director
of the Texas Industrial Commission, whose primary purpose is to
promote and encourage the development of business, industry, agri-
culture, and commerce within and without the State of Texas.

At the present time, at least 196,449 Texas companies qualif;
as small businesses having less than 100 employees or less than $1 mil-
lion in annual gross receiﬁlt:. Total employment of these companies
is 1,625,406 people; and this, Senator, is out of a total labor force of
6.2 million.

Senator DoLE. What was the number employed?

Mr. HarweLL., They employ 1,625,406 people out of a total of
5.2 million labor force. Now, these are companies having less than 100
employees or less than $1 million in gross receipts, which is the defini-
tion that we used in this particular one, because of a bill that was
proposed before the Senate of our state legislature. And this does not
go al;)er‘lig necessarily with the SBA’s qualification, but was one which
we used.

The purpose of my appearance before this Senate Select Committee
on Small Business is to inform you of the importance of new industry
and new business to our State economy. I shall focus upon four impor-
tant factors as follows: the employment, or numbers of jobs; Federal
_ taxes generated, State taxes generated, and local taxes generatsd..
" The present Texas economy is a well-balanced regional economy
in that all of the major groups of sectors are represented in major
proportions, Texas has significant agriculture, mining, construction,
manufacturing, communications, utilities, transportation, wholesale
and retail trade, finance, insurance, real estate, and personal and
business services. Thus, the Texas economic community has raw
materials, energy, and services needed by new and growing industries.

During the period 1968-72, the Governor’s Division of Planning -
Coordination collected data from all segments and  regions of the
Texas economy, and calculated input-output models of nine regions
and of the Texas statewide economies. .

From the time of release in 1973, the Texas input-output models
have been used to analyze the impacts of resource supply changes,
natural resources investments, public sector spending, new industry
locations and public policies of proposed related actions upon the
economy of the State. Water agencies have used regional models
in their work of estimating benefits of alternative water projects.
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The Governor’s office, members of the State legislature, our Texas
Industrial Commission, the Texas Education Agency, the Greater
South Texas Cultural Basin Commission, the coastal resources
management program, councils of government, educational institu-
tions, and other State agencies have calculated needs and made
future plans based on these input-output models. This approach to
to analysesand planning is serving to improve the coordination of the
natural resources, human resources, and economic development
programs of Texas. , )
e Texas Industrial Commission uses the Texas input-output
models to identify industries that have potential to fill gaps in regions
of the State’s economies. A search of the imports data shows the size
of local markets now served by outside suppliers. Likewise, an analysis
of exports data shows where unfinished materials are leaking away.
A followup feasibility analysis is then used to détermine whether or
not a new or an expanded industry would be a successful and profit-
able venture in‘.that region. In addition, the input-output models
are used to calculate the economywide impacts of new industries upon
emqloyn;ent, and taxes paid to each level of government. Such an
analysis is provided in the printout that I have prepared, and will have
for distribution to the Senators.
" During the period September 1, 1973 to August 31, 1974, which is
the State’s fiscal gvear, there were 186 new or expandecf manufacturing
plants announced in Texas. The list is shown on the computer print-
outs. From the input-output models, the Industrial Commission
computed the total employment generated, both the direct é)lus
indirect employment, and annual new taxes generated and paid to
the Federal, State and local governments from each of these new
plant locations. The computations are determined bg the tax rates
and employment technology in existence at the time the input-output
models are calculated. Thus, the tax estimates depend upon the tax
structures as determined by each level of government. If tht tax
rates change, then business profits will be affected and tax collections
will change. The input-outgut models can be modified to reflect such
changes and_thereby can be used to evaluate potential impacts of
new taxes or tax chanﬁes upon individual sectors of the economy,the
entire economy and the tax revenues collected by governments.
During the 1973-1974 period for which analyses were made, it
was estimated that the 186 new plant locations in Texas would emﬁloy
11,429 people annually. Due to the interdependencies among these
new plants and the remainder of the Texas economy, an additional

120,653 ggo le will be employed by business and industry already

located exas, for a total employment effect of 32,082. This new
economic activity, once fully operational, will result in more than $69
million of new annual taxes Spaid to the Federal Government, $5
million in new annual taxes to State government, and $6 million in new
annual taxes to local governments of Texas. The estimated contribu-
tions by each individual new establishment are shown on our printout
listing. It can be seen that the economywide emp(i(i)&'ment and tax
contributions by different types of industries are different; that is,
the employment multiplier for Standard Industrial Class—SIC—2221
is 2 whereas, the employment multiplier for SIC 2335 is only 1.4.
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If tax rates are changed, then each individual establishment will be
forced to evaluate his profit expectations on the basis of the new tax,
other things equal. Obviously, higher taxes will result in lower earnin
to capital and new or expanded operations will be ‘discouraged. We
have not thoroughly analyzed the sensitivity of new plant location in
Texas to different tax rates, but with the input-output-model such
analyses can be undertaken. However, these analyses would require
some additional data about production costs of each new industry,
data about markets for products, and data about proposed tax changes.

On behalf of the Texas Industrial-Commission, I-wish to express our
sincere thanks for this opportunity to be here with you today, and
like Senator—if I might introduce the gentleman behind me, who is
the 'section chief for the economic analysis branch of the Governor’s

. office of planning, Dr. Herbert Grubb. Dr. Grubb put together our

input-output model.
[The prepared statement and attachments of Mr. Harwell follow :]
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Statement By
James H. Harwell
before

Senate Select Committee on Small Business
Senator Gaylord Nelson, Chairman

o
‘::*“ Mr. Chairman, distinguished members, ladies and gentlemen. My
name is James H. Harwell. I am executive director of the Texas Industrial
Commission, whose primary purpose is to promote and encourage :ﬁé develop-
ment of business industry, asricultqgg. and coﬁnerce within and without the
‘atatea -
- At the present time at least 196,449 Texas companies qualify as small
businesses having less than 100 employeas or less than $1,000,000 in
annual gross receipts. Total employment of these companies is 1,625,406.
The purpose of my appearance before the Senate Select Committee on
Small Business is to inform you of the importance of new industry and new
business to our state economy. I shall focus upon four important factors
as follows:
1. -EBmployment or jobs —
2, Federal taxes
3. State taxes
4. lLocal taxes
«— The present Texas etonomy is a well balanced regional economy in that
all of the major é;éupn of sectors are represented in major proportions.
Texas has significant agriculture, mining (oil and gas), constructién, manu-
Dol facturing, communications, utilities, transportation, wholesale and retail
trade, finance, insurance, real estate, and personal and business services.
Thus, the Texas economic community has raw materials, energy and services
needed by new and growing industries,
During the period 1968~1972, the Governor's Division of Planning

Coordination collected data from all segments and regions of the Texas



69

Statement to Senate Select
Committee on Small Business
by James H. Harwell

Page 2

economy, and calculated input-output models of nine regions and of the

Texas statewide economies.

From the time of release in 1973, the Texas Input-Output Models

have been used to analyze the impacts of resourcé supply changes, naturgi
resource investments, public sector spending, new industry locations and
public policies of proposed related actions upon the economy of the state.
Water agencies have used regional models in their work of estimating bene~
fits of alternative water projects. The Governor's Office, members of the
State Legislature, the Texas Industrial Commission, the Texas Education
Agency, the Greater South Texas Cultural Basin Commission, the Coastal
Regources Management Program, councils of government, educational institu-
tions, and other state agencies have calculated needs and made future plans -
based on these input-output wodels. This appzouch' o analyses and planning.
is serving to improve the coordination of the natural resources, human
regources and economic development programs of Texas.

The Texas Industrial Commission uses the.Texas Input-Output-Models to"
identify industries that have potential to f£ill gaps in regions of the state's
economies. A search of the imports data shows the size of local markets - ]
now served by outside suppliers. Likewise, m‘ianalynis of exports data shows
where unfinished materials are leaking away. A follow-up feasibility
analysis is then used to determine whether or not a new or an expanded

ot

industry would be a successful and profitable venture in that region. 1In
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addition, the input-output models are used to calculate the economywide
i{ impacts of new industries upon employment, and taxes paild to each level
of government. Such an analysis is provided for your information. -
During the period September 1, 1973 to August 31,1974, there were
186 new or expanded manufacturing announcements in Texas. The list ig
shown on the computer pri:::gutn. From the input-output models, the
Industrial Commission computed the total employment generated (direct
plus indirect employment) and annual new “x“, generated and paid to the
fedaral, state and local governments from each of these new plant locationi .
The computations are determined by the tax rates .and employment technology
in existence at the r.ine the input-output models are calcuhteﬁ. Thus, the
tax estimates depend upon the tax structure as determined by each level
of government., If the tax rates change, then business profits will be
affected and tax collections will change.” The input-output mpdels can be
modified to reflect such changes and thereby can be used to evaluate
potential impacts of new taxes or tax changes upon individual sectors of
the economy, the entire economy and the tax revenues collected by
governments.,
During the 1973-1974 period for which analyses were made, it was estimated
that the 186 new plant locations in Texas would employ 11,429 people
annually. Due to the interdependencies among these new plants and the
35:_., remainder of the Texas economy an additional 20,653 people will be employed

by business and industry already located in Texas, for a total employment

» S
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effect of 32,082. This new economic activity, onée fully operational

will result in more than $69 miilion of new annual taxes paid to the

federal government, $5 million in new annual taxes to state govexnment, ...
and $5 million in new annual taxes to local govermments of Texas (see

page 10, total line). The eatimated contributions by each individual

new establishment are shown on the listing. It can be geen. that the
economywide employment and tax contributions by different tybos of indus-
tries are different; i.e., the employment multiplier for Standard

Industrial class (SIC) 2221 is 2 whereas, the employment multiplier for

SIC 2335 is only 1.4. (Page 10, lines 4 and 5).

If tax rates are changed, then aach individ;xal establishment will be
forced to evaluate his profit expectations on the basis of the new tax,
other things equal. Obviously, higher taxes will'_;esui‘t"ﬁ“fdiéf earnings
to capital and new or expandn;d operations will be discouraged. We h{‘?
not thoroughly ahalyzed the sensitivity of new plant location in Texas to __
different tax rates, but with the input-output model such analyses can be
undertaken. However, these analyses would require some additional data
about p:oduction costs of each new industry, data about markets for products,
and data aﬁout proposed tax changes:—

On behalf of the Texas Industrial Commission, I wish to express my

sincere thanks for this opportunity to be here with you today.



ECONOMIC IMPACT ANALYSIS °
SUMRARY SHEET

FOR

MR, JAMES Mo HARWELL
PLANTS LOCATED 9/1/73-8/31/7%~8,84Re

ANNUAY

PaGE 1

TOTAL ANNUAL
ECONORIC

. g sy DTS GO, MOSIOWOT S BT o
FIRN NAME cooe EMP. GENERATED GENERATED FEUERAL 7/ STATE 7/ LOCAL tIN DOLLARS) C{IN DOLLARS)
RLCREATION SPORTS INTERNATOL I 3732 250 220 70 828426 414807 4643592 #e086,027 124499329
HOUSING BY VOGUry INC. 2482 100 201 301 S90+404 39027 37405 441904387 100685997
KINCOs INC, 3711 120 M 3 11639:891 3320 62¢04%  174769.880 274187.916
RENORAG, INC. sm 16 16 3 39,687 2,988 34388 291,313 856,460
IA@::M MCLDING CORPORATION 3079 2% 26 51 a7 | a7 30868, 517,630 1e808,188
PAGE GULFSTREAN. INC. F1133 156 93 208 3214182 384479 20380 2¢116.302 Seu60,262
SHINTECHs INC. 2821 0 " 121 3624678 17.079 234852 1973%9.227 84765,039
GLNERAL caubt OtL CONPANY 2 150 14136 14206 34807092 $87.939 2664635 2740314097 68+931¢337
ROTOCAST PLASTIC PROD.OF TEXaS 2519 20 12 32 2.819 20868 2.718 282,178 I 728,019
INGRAM REACY MIYe INC, 3273 s 1 19 33:226 30179 2+677 212,137 559,989
TEXAS OIL & GAS CORPORATION 1322 1 135 s 8170131 THe822 394580 3e031.708 8+308,732
PYRANIO QERNICK 3533 L1 (1} 9 1664533 8.638 10098 945,859 20372,736
BROMNSYILLE QUALITY SALES MFG. 2331 50 3 " 1074087 601860 6e79% T0S.a87 148204033
ANDY INTERMATIONALe INC. 3733 180 123 263 863+919 230208 264093 20265778 606614379
SANDY MANUFACTURING COMPANY 2338 100 [ 182 1684092 9719 11122 142090262 24708,029
VISOR INOUSTRIES 3079 L] 138 3¢ 58,705 2700 BeS19 310,378 866,513
PINE=Q=PINE COMPANY 2842 (1Y [13 129 5814369 170043 200832 20982.606 602634557
ANOREWS LUMBER. INC. 2848 ] [ 108 131.98% 74680 124659 926,183 24328,71%
DURZ=LINK PANUFACTURING CO. 3496 ’ 10 19 434290 24098 2+480 262,291 600,686
BRADSHAN MANUFACTURING COMPANY 3496 0 11 ‘ 23 48+300 20287 24768 zu'.no 667,388

oL
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SUMMARY SHEET ‘ )
FoR '

KRe JAMES He MHARNELL
PLANTS LOCATED 9/1/75-8/31/T4~8.B.R,

! TOTAL ANNUA,
ANNUAL ECONOMIC

ADDITIONAL TOTAL NEW TAXES GENERATED: OIRECT ANNUAL  IWPACT OF FIRw

(334 ‘NEw EMPLOYMENT EMPLOYMENT {IN DOLLARS) OUTPUT OF FIRw ON THE ECONCMY

FIRR NAME COLE EMP, GENERATED GENERATED FEDERAL 7 STATE /  LOCAL {IN DOLLARS) {IN DOLLARS)
ENTERPRISE PROOUCTS COMPANY 3299 3 3 [ 124425 €85 798 7%.214 3179.00%
TUGGLE MANLFACTURING COMPANY 3792 50 101 151 295+202 194714 18827 20095.293 803024997
TRUS UOIST CORPORATION 3801 10 16 3 434367 24536 si110 336,995 798,678

K & B ENGINEERING COMPANY 3662 S0 31 8y 129816 61269 70634 750,626 109214602
DONALOSON ¥ANUFACTURING CO. 2639 pH] 9 2y 264397 14836 20532 185,236 268,902
GRAY ENTERPRISES, INC, 3079 F13 26 LT} 91176 4873 Se86e $17.630 L1eda8,238
M 3 F MANUFACTURINGs INC. 3369 “ 16 20 ©8+227 3.043 6"555 $66.401 919667
CONCRETE PRODUCTS MFG,s INC. 289 L] 3 [} 184283 a8 850 99.002 260,523
BEST & BETTEK. ¥NC. ass k4 7 1is 2549353 14299 1866 183,807 f 391.303
PRECISION FORMED PLASTICS.INC. 3079 1z 12 28 a3eT764 24195 2+813 288,462 6930209
PPG INDUSTRIESs INC. 3232 a? 19 36 5%+788 34722 e3¢ 317,063 976,554
BAVTIST STANDARN PyBe CO. INC. 2721 ‘ 19 18 33 410882 24103 20553 197.800 6214810
VS‘L CORPORATION 3496 2¢ 22 2 96208 44873 3329 582,869 1+338,770
UNION CARBIOE CORPORATION / 2013 26 s 79 160+920 184120 192330 140334068 36214638
UeS. FURNITURE TADUSIRIES 2512 2% 16 L3 5343523 3e080 3e397 3524723 910.02%
SLITSCH CRYOGENICSe INC. 3443 S 26 106 218152 13861 3134837 105724082 3+397.686
GLFFORD-HILL COMPANYe INC. 3273 60 83 183 2094179 234003 200078 10390.07¢ 8019%.918
VARCU SEMICONOUFTORs INC. 3674 , 1% 2 2%2 3894443 184854 220983 202514080 8,768,812
FEATHER FABRICS, INC. . 2281 20 (14 99 161+256 89019 12+698 807676 202614093

SAFETY-KLEEN CORPORATION 2992 L] s is 344430 30042 14994 170.922 528,149

84
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ECONOMIC IMPACT ANALYSIS PAGE 3
SUMMARY SHEET !
FOR

MR, JAMES M., HARWELL
PLANYS LOCATED 9/1/73°8/31/T78«B.B.R.

| s 9 T
ACOITIONAL YOTAL NEW TAXES GENERATED: DIRLCT ANNUAL  INPACT OF FIRy B
sic NEw EMPLOYVENY EMPLOYMENT (IN OOLLARS) QUTPUT OF FIRM ON THE ECONCAY
FIRR NaME COUE EMP. GENERATED GENERATED FEODERAL / STATE /  LOCAL (1% OOLLARS) (1IN DOLLARS)
-
TLXAS OIL 2 GAS CURPORATION 1321 [ 108 116 815,708 . 59,849 31627 207850367 GeEhB.TAZ
®R. SID 2331 [ 38 11e 13%:79% Te778 84097 967,410 20396,023
XEROX COKPCRATINM 3573 84000 34160 70160 1146624425 6204456 7534976 »64573.463 182:0114209
UNICO MILLSs INE, 2211 160 "188 318 516.019 25:6%8 37832 24520,563 72304776
DELTRONe INC. 3679 a0 6 16 29,963 14257 14331 150,125 38,320
NATIONAL TRANSFORMER CORP. 3612 50 29 Se 11%.2%% 3e739 6e573 948,706 2403%,718 |
SALTYS CAPS 3 APPAKEL. INC. 23 LY 20 67 7%4192 1568 Se227 66,333 14290.161 ;g
TURNER MANLFACTHRING COMPANY 2311 20 'y 28 33,698 10988 24220 241,082 549,000 ’
J & W INOUSTRIES 2339 56 21 141 88246 “060 91962 606,63y 1+872,%12
JOHN MEYER OF NORWICH 2331 15¢ 63 213 2524739 14579 160682 14823,89% 40317339
LONE STAR FIPE COMPANY 3079 13 13 3o S%¢705 20744 3819 310,578 865,912
OEM BEARING COMPANY ans “u 9 130 S46¢630 - 284403 2009%3 519254293 94062.63¢
KERNCO INSTRUMENTS: INC. 3823 & 9 17 39346 14653 1e872 26%.327 592,653
RONE INDUSTRIES. iNCe 3621 Y 10 20 390733 14908 2+198 316,235 679,908 ,
GENERAL ELECTRIC CORPORATION' 3822 “c [ 13 197728 84267 94362 1+3%6.937 20963,261 ‘ i
TEXAS LABEL COMPANY 2242 0 70' 158 2584009 120824 186726 xdl”z-zox 3456104387
STEPHENVILLE MFG. ConpanY 23m 100 .2 162 1684492 9719 13a2 1+209.262 20768,02%
ROSEBUD*Se INC. ; 23 3 13 L2 304348 2916 30336 362,778 823,506
PLASTIC ACYIVITIES 2499 1 10 28 30479% 10792 20958 216,109 582,438
CUROPAK. INC, 2087

7 se1 6l¢ 797127 #7+405 974052 443884839 1842174691 N
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CCONOMIC INPACT ANALYSIS PASE &
SUNMARY SHEET
FOR :

JANES He HARWELL

PLANTS LOC‘YKD $/1713=8/51/1%B.BsRe ,

; TOTAL ANNUAY
ADOITIONAL TOTAL NEW u:::u&nnuzo: OIRECT ANNMUAL xnfgmlgnv .
SIC NEw EPPLOVHENT EMPLOYMENT {¢IN OOLLARS) QUTPUT OF FIR® ON THE ECONONY
FIR® NARE } covE £MP, GENERATED GENERATED FEOERAL 7 STATE /7  LOCAL (IN OOLLARS) (IN DOLLANS;

JOHKSTON 3533 (1] e 118 197,839 104366 12e127 1+135:030 30087.262

DOTTY DANs INC. 2337 *0 17 7 674397 34088 N800 483,708 10098,010

STEELDIP GALVANTZING CO.¢ INC. 3479 100 67 167 438553 12+238 19+399 31+3184078 347434342
INDUSTRIAL coun?ctons. Ine, 3483 100 111 ‘zu 4364305 224923 264873 39182,00% Te39537°

THEE AND mE 2361 20 [} s 1648049 972 132 120,926 274302 B
SANTONE INCUSTRTESs INC. 2327 150 3 213 2524739 uzs” 160682 10813.89%% 04317,53%

RORER SYSTEAS CONSULTANTS.INC. 3369 20 2% L2} 864458 34758 8.8% 518,726 142914620 g
OELTA, INC. 3069 150 ” 2ss sss.{n 21+226 28+302 242114378 516394018

POLAR CUSE 1CE COMPANY 2097 3 3 L] 1989 %0 10333 173,943 3364582

HURPHY PROCUCTS. INC. 2008 3 18 23 38560 20087 3788 197,693 6824081

CASEY*S WELDING 3 FABRICATING 3811 . 10 1 33087 1.901 1.072 216.61% 5614030
WILLIAMSON INSTRUNENT maCHING 3599 B L} L] 18.378 782 "2 83,216 228,032

8 & w INDUSTRIExs INC. 389% . k4 i3 28862 3372 10699 174,860 0000829
ARKeLA=TEX HEAT TREAT 3398 30 39 (2] 1704567 T+608 0¢338 9164202 202994263

MeLe MAILEY ENTFRPRISE. INC. 3831 10 7 17 264309 1e017 h‘ﬁt 17%.913 437,200

816 HORM. INC. } mns 19 3 L) 209,986 94165 74056 202210255 B3e398.890
CHMEROKEE STAIMLFSSICARBONeINC. 3325 1% 14 29 ELTT L33 20753 34307 2914023 763116

GSR FEEOER PARTS®. INC, 3588 20 a0 [T} 1304566 61948 8672 140914267 ; 20033,302

ctNTun KOBILE-AIR MFG.AENG.CO 3583 20 LY] 60 1304566 6908 672 140914367  24833.302

B B[E WANUFACTURING COMPANY 3894 20 30 S0 106+349 !3e627 6801 T0%nub 108164182



ECONOMIC IMPACT ANALYSIS Pact S
; wa:;ﬁ SHEET
MR, JAMES He HARWELL
PLANTS LOCATED 9/1/73-8/31/7%-8,8.R.

TOTAL ANNUA

ADDITIGNAL TOTAL NEW n‘nguélénmuco: OIRECT ANMNUAL x»sg:ng:!g!”

(314 Ntw  EMPLOYMENT EMPLOYMENT ¢IN DOLLARS) GUTPUT OF FIAw ON THE ECONCNY

FIRM NAME CODE EnP. GENERATED GENLRATED FEDERAL / STATE 7/  LOCAL (I™ DOLLARS) LIN DOLLARS)
SOUTHROST STEEL CASTING CO. 3323 1) 32 (3] 1284196 60828 7'2‘51 583,729 1¢780,608
FLOWFREE PRODUCTSs INC. 3361 3% 37 72 131429% 6877 8.008 907,770 2¢260+3847
AMER=TRON¢ INC, 3662 35 23 Se 90,870 4399 3e338 525,438 1+388,121
ATP. INC. 3531 su 36 LT3 1314908 Te086 8090 874,569 201864823
CHEROKEE STEEL FABRICATORJINC. 3481 kA 82 187 227037 124680 134550 1468%4976 3:993.393
INDUSTRIAL STEEL FABRICEWELO. 3841 7% 82 157 227,837 12+680 15+530 1+60%,976 30993,392
STANDARD BRANDS. INC. 2021 100 352 “S2 708,072 434068 934333 Se3830032 1816294278
ARMRCO STEEL CORPCRATLON 3848 200 194 39 6420639 320258 350223 54635636 94788508
JOSEPH SCHLITZ mc-xn& COKPANY 3813 30¢ 759 20099 206619328 142099 1800826 1602064073 4240774329
VULTEX ALLOY STFELs INC. 3332 [ L) 10 15+833 850 972! 100,948 262,370
LEVI STRAUSS 3 CCAPANY 2328 800 168 568 6734970 384876 [LITY LN #9837:051 10+980+206
Mo 8¢ Go PRINTING COMPANY 2751 3 1 2 3095 196 298 18,783 4,699
STOP 3 PRINY 2732 3 1 2 30495 196 2% 318,73 58,659
FRANK Jo DaviO 2751 2 1 2 5+093 196 258 18,783 50,659
K & K MACHINE SWOP 3399 1 1 2 2¢916 156 188 316.683 45,602
HOUSTON PRINTCRAFTs INC. 2751 3 3 2 30493 196 293 18.783 54,659
CLEAR LAKE PRINTING 2752 b 1 2 34893 196 2% 18,783 58,659
Je3R, FAURICATION COMPANY 3499 “ 2 . 2,622 a7 598 38,286 133,473
STANDARD FASTENFRSESUPPLY CO. 3632 2 1 3 ae068 283 377 29,488 75.187
CRUSADER GRAPHICS+ INC, 27193 2 2 . 64957 380 “27 30,867 9%5.688

oL
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ECONORIC IMPACT ANALYSIS PAGE 6
: SUMMARY SHEET
B For N
MR, JANES M, HARWELL T
i PLANTS LOCATED 9/1/73-8/33/78=8,B.R, T
‘ TOTAL ANNUS; 1
Aonximn. TOTAL NEW n::"suginsurcoz DIRECT ANNUAL l»ﬁgg"g:"r:uu
SIC NEW EMPLOYMENT EMPLOYRENT (IN OOLLARS) QUYPUT OF FIRe ON THE ECONCRY
FIRM NAME cocE ExP, GENERATED GENERATED FEDERAL /7 STATE 7/  LOCAL (IN DOLLARS) (IN DOLLARS)
{ . , .
OSLETHORPE PRINTING COMPANY 2132 2 2 L 60991 393 . 530 374567 109,320
SWAGECO MANUFACTURING 3498 H 3 s 104633 563 680 T0.9%8 1824617
FARGO CAMPER COWPANY 37192 H L3 6 114808 789 ™1 83,811 213,110
CHLRRY INSTRUMENT COKPORATION 3399 3 2 s 84787 s 563 49,930 136,808
METAL-FAS COWPANY 3841 3 3 . 9,113 807 622 67,399 159,736 .
ASTRO FURNITURE MANUFACTURING 2513 3 2 s 60023 370 08 424326 109,203
JOT FABRICATGRS i 3328 3 3 ‘ 100988 ss1 621 50,208 152,623 3
TUBULAR TECHNOLOGIST 3452 3 2 s 61702 28 S66 we.227 132,779 n
ROAIC CYCLE COMPANY. INC. 3758 3 . 9 17.732 [ 14103 1212 125,717 3204578 o
HOUSTON PALLET FOMPANY. INC. 2088 3 2 s 61599 38 633 6,309 116,236
JRCO CHEMICALS, INC. 2816 3 10 13 324868 17733 30366 2114188 7054122
INQUSTRIAL STEEs SERVICFS 3599 - 3 7 110662 624 756 66,573 182,830
RILWAUKEE ELECTRIC TOOL COMP. 3846 “ . a 16306 a3 34537 80,276 232.800
BUILOERS QUALLITY MARBLE 328 . . e 16367 913 10050 100,209 238,678
NONTGOMERY MACHMTME WORKS 3599 L] . * 184578 781 "2 83.216 228,012 _
VISSERROWLAND ASSOCIATES.INC. 3931 5 . ° 14532 ase lel2e 83,128 228,143 o
WJONES PRECISION TOOLSINSTRUNEN 3399 5 . L] 104578 81 982 83,216 228,012
n'v WORK ;u‘c- 27132 1Y [y 10 17878 982 10276 923,919 273,306
REDI BLUE PRINT 2732 5 H 10 174478 982 10276 93.919 273,308
WASHINGYON MANUFACTURING CC. 2328 5 2 1 84423 (Y'Y 556 60,463 137.2%
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" ECONOMIC IMPACT ANALYSIS PAGE 7
SUNRARY SHEET .
MR, JAMES M. MARWELL
PLANTS LOCATED 8/1/75+8/81/74-B.BeRe
. TOTAL ANNUAY
ADDITIONAL TOTAL, NEM u:::u&u:knco: OIRECY ANNUAL x-uggﬂg:“r:xn
o d i GRERE GDEE o SN o TRRLE TILEET

GUALITY SIGNS. INC. 3993 s | . ’ 18831 ase 10126 85,328 220,162
DURNAL OFFICE SIPPLIESSPRINT. 2752 s s 10 17078 982 10278 92,919 273,308
STONE 3 SHAw PRINTERS 2132 s 5 e 12 20978 10179 10801 112,703 327496
CORR TECH: IMC. 5079 [ [y 12 210882 1097 19807 128,231 3864608
ROL=ORI+ INC, ; 3949 (3 ' s 11 184634 1e138 14092 117.720 293.128
GLIODEN ROCFING & SHEETRETAL I 3842 [ 3 -] b33 16:029 1+058 1019 90022 278,897
HUTCO CORPORATIONN 3599 7 [3 13 204809 1+093 1339 136303 319.238
L & Z INOUSTRIESs INC, 2038 7 s 12 150398 89 1e077 300,038 m.as
FRANC rhctoki 2099 ® 3 1 17+598 10026 10688 123.492 30%.9%62
ACERQ RETAL FINTSHING CORP. 371 [ ] L] 13 35+08% L 22 10232 ‘105'.“ 297867
SCOTT STEEL. INc. 3499 10 1 21 a8.200 20287 20768 291,030 PRXT
UNIQUE BROTHERS MANUFACTURING 2392 ¢ ’ 19 33412% 10722 24182 220.218 948,087
CHROME CORPORATTON 3099 10 11 21 s8.100 24207 20768 291,030 5670308
PONER 3 PRCPULSION SYSTENS,INC 3519 a3 19 30 360908 3e602 Te308 489,606 101218963
ACCURATE FABRICATING: INC. 3ah6 ptd 12 28 38358 10936 20238 238,138 S“t‘.“
TRUE=TECH RACHINE 3599 13 10 a3 37308 24029 20058 236.363 m.u?
SCHUBERT CCMPANY 3662 5 ! L ] 26 38+988 1+883 202% 225.188 376082
OLYNPIA CARPET ailli 2272 1% 13 30 484377 2800 8509 282,302 CT8. 004
WESTERN STRESS i!“ 18 39 T 259+853 11832 12¢507 1+3578.008 3e008,Te8
GAUGES INTERNMATIONALe INC, 3823 1 17 32 79188 Be100 $e321 509,303 1033134222




ECONORIC INPACT ANALYSIS Past &
souugﬁmf
1 NR, JANES M. MARWELL
PLANTS LOCATED 9/1/73=0/31/7%+8,.8.R. :
TOTAL Anwus;
ADOITIONAL TOTAL NEw ?AmMerCN DIRECT ANwUAL lﬁgmlgl’”
FIRN NANC cgg ::: ‘«”‘.252?‘:5 2:"&::;?0‘ FEOERAL 1"‘:3‘:%“"5 LocAL “:I:"E&L::‘." 0':1:"‘ mm:'

WASCO WANUFACTURINGs INC, 3079 1% 13 30 584705 20700 3919 310,578 966,313
BLEMMER CHERICAL CORPORATION 2069 1 (7Y 80 202+798 204910 210078 10632792 44300,812
ORURMOND CORPORATION 3081 1 17 33 484609 20708 80317 339,462 851,923
OAK CRELX PRESS. INCe sy 23 26 51 8Te391 “e912 6378 469,598 19366338
HOUSTON HEAT CXCHANGERS 3?7 3 (1] 83 1680673 8880 94038 142204068 20928,19¢
OATA DOCUMENTSe INC. OF TEXAS 2681 (1 8 L 1 173.081 9978 174126 14217883 Se512.820
SHELTOR CNTERPRTSES 3812 %0 101 1 35%.870 19.012 16723 241660103 50610318
WALKERHALL ~SEARS, INC, 3662 L2 ] 27 T2 1364833 54656 6889 675,568 207290080
NENELL SALVAGE cOmPaNY 3382 S0 9% 1% 3680627 224267 264950 20002,887 6+902,60%
ARRAK COMPANY 2019 50 190 2% 687+912 20881 aBe732 84009,539 100671,13%
ARCO CHERICAL CopPANY 2911 100 7 857  24338.328 3954959 177737 1840214269 454958226
FULLER COMPANY 3363 200 212 a2 8644338 3758 434980 8¢3187,260 12+4916.277
TENNECO CHEMICA: S¢ INC. 2821 263 m 63 10307638 89.837 128+082 9+083,083 20:938,90%
/ SRITH INOUSTRIESe INCo 3482 503 1306 kst 14008573 68+630 91+512 T7+330,123 18+232,818
W{nxntm CoPPANY 8 500 510 14020 1707827 98+208 127362 9391964 2743380619
SOWEN TOOLSs INC. 3533 630 L) :.q‘s‘ 202694920 112029¢ 1314273 2242964167 33¢0403.57¢
UMITED STATES STEEL CORP, 332 700 24022 xdaa 39926308 259356 20042351 204800,103 604083,933
ROWK AND HAAS COMPANY 2822 900 3+103 o008 647914180 720934 7780705 794113.92% 2144398, 73¢
CAST YEXAS PLATTING COMPANY.INC 3871 20 13 33 87720 20008 34080 263,019 788,667
DAYIS WATER 3 WASTE INDUSTAIES 3309 100 ke 17e 291361 1%+611 18:049 10669336 45604281

6
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FOR
WA, JANES Ho MARWELL
PLANTS LOCATED 9/1/78+8/33/7%+8.B.R.
TOTAL ANNUA,
{ ADOITIONAL |  TOTAL NEW 1.222”2%:.:»7::;: OIRECT ANNUAL x»fgg"::t&v
. . SIC | NEw EMPLOYNENT ENPLOYMENT {IN DOLLARS) OUTPUT OF FIR® ON TME ECONCMY

FIRM NANE ¢ CODE | EMP, GENERATED GENERATED FEDERAL / STATE / tLOCAL (IN ODLLARS) (IN DOLLARS)

AMARILLO OIL COMPANY 1321 S (1] 73 2581566 370403 190767 1:1733.83%8 80152367
KERReNCGEE CORPORATION 322 20 270 2% 190380263 1894622 79+067 61863.417 164609,069
OIL STATES RUSSFR CORPANY 3069 “0 22 62 83378 Sensy 60282 uss‘.ns 10298,982
INTERNATIONAL BuILOERS MART.I. 243% [ 6 s 17898 14020 10688 128,891 309,962
VALLEY CORRUGATSD 80X« INCo 2683 100 138 238 380+207 234758 400232 20647,253 T4832.091
STILUELL FOODS. INC. 2037 300 618 s 1+383¢681 77770 116+338 8+979,805 26580460
PARKER SEAL COMPANY 3069 300 218 178 190174229 53¢738 774280 596974291 160237279
SUE ANNe INC. 2332 100 82 182 168+492 %719 uvx‘(zx 102094262 20765,02%
RABBIT INDUSTRIESe INC. 2016 1 e 88 864729 Se128 18462 438,678 20088.626
OAIWABO« TEXAS TNC. 2281 750 728 10878 208184039 1204223 179¢86%  124115.162 3309224392
ENNTS aus|utss FORNSs INCe 2761 10 10 20 32+779 i 10926 2832 207,869 565.808
TRAVEL QUEST COMPANY 37192 2% 0 7s 1674601 9.857 91263 10087606 246714897
STRONBERG®S STATUARY 3272 ] 33 57 %671 9537 84030 636,351 219672967
GREAT WESTERM JrAlS 239 2s 11 36 820223 24430 2.700 302,519 686,258
POLYFOAM IKOUSTRIESs INC. 3079 LT (33 81 2454881 Tes6 94383 820,208 29320,700
SHERWOOD MCDICAL INOUSTRIES.I. 3069 150 s3 233 3054169 164722 280188 1470%,187 40871183
LANCE. INC, 2051 300 321 621 995,783 584189 774353 6+6924201 1812664973
WALKER MANUFACTURING COMPANY 371 300 78 78 §1099:729 1834309 187¢331  €8.828,700 67+969,792
STATE WELDING & MACHINE 3731 S6 (T3 % 1694685 8.301 94320 809,208 2¢379,063
PORT ARTHUR SHIPYARDSe INC. 3132 200 17 376 662:743 334209 374279 3+236.022 905164297

!
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ECONOMIC IMPACT ANALYSIS : PagL 10 |
SUBWNARY SHEET
FOR

MR, JANES H. HARWELL .
| PLANYS LOCATED 9/1/748/31/7%-8.8.Re

: : ! TOTAL ANNUS
Aoouéo-u TOTAL NEW u:méuznvm: DIRECT ANNUAL lnscc?'g:t :tw
P T aines. FrocaaL S STeEST)  LocAL (1N GoLans) | CIN DOLLARS)
1 : S
NCECHSY CORPORATION 2818 390 1¢206 1306 a-sozu’u 3924065 39903189  50,202.33%% 800640,288
TEXACOs INC, ‘ 291 $:000  37.8%50 424830 zhn‘oslbo 19¢997+:973 808874827 901063425 2977110298
TARGET MANUFACTURING COMPANY 3599 3 2 s 84787 ) 563 49,930 136,808
PORT+A=SYSTERS. INC. 3se8 10 10 20 324132 14613 107632 181,781 487,178
WILKERSON COMPANYs INC. nn 20 L] 28 33397 12708 2170 198,662 482,709
TECHMICAL PLASTICSs INC. 307 2% 26 51 91176 41873 Se804 3174630 14888188
MERICOe INC. 2091 800 .28 828 13274660 TTe58% 1034373 009281601 204355571 3
WUCOR CORPORATION m2 250 368 615 1e802032% 924627 83:808 87174179 214848260
CLEVELAND FORGE. INCe 3862 100 3% 49 1e703067% 76+081 834382 94160023 2249914662
CHMANPION INTERNAT®L TIMHERLANO 2031 xn+ 219 s1e 6394922 38+802 63¢2%¢ 446304915 1146234357
MISSION VALLEY wILLSe INC. 2212 300 291 593 967,536 48+090 700186 %4896,056 1343684957
MONROE TRAILER wFG. COMPANY 3ns 12 27 39 163+909 7+332 6e28e 107764388 247184792 ;
FEATHER FABRICS. INCe 2281 3 3 3 94673 481 702 48,860 138,682 i
8 3 Gy INC, 2086 10 18 28 734968 Se211 3,752 3224351 754,301 o )
MAJESTIC MCBILE WOME MFG, CO. 2651 25 so 78| 3aTh0d [9vas7 9:2658 1047606 20671097
TEXAS INSTRUMENTSe INCe 3873 . 24000 14580 3¢380 " se832.212 slbazo 3760988 3302864731 910205683
RIESEL ATHLETIC LETTERING CO. 2391 11 10 o 384258 1e89¢ 20344 2024306 598496
MULTI FITTINGS eSehes LTD. 3079 180 108 368 6354045 S2v92% . 820223 307264939 10+398.160
NAVIGATE. INCe 38335 40 26 (% 1324826 $4023 64098 719852 10619:66% Sy

DEANA K SPCRTSwFAR 2339 L4 34 -ils 138794 Te773 Be837 967,010 aou&.m'

i



ECONOMIC IMPACT ANALYSIS PAGE 11
SURMARY SHEET .
FOR

MR, JAMES He MARWELL
PLANTS LOCATED 9/1/73-8/31/7%-8.8.R,

ToTAL AwfuAy -
: ANNUAL ECONOMEC -

s w SENE o | CGNQIGEWO S en prier el
FIRM NAME cooE €MP, GENERATED GENERATED FEQERAL 7/ STATE 7/ LOCAL (IN DoLLARS}Y CIN QOLLARS)
IRON STAR POTTERS 3269 [ .9 13 204734 24396 1e332. 94,160 290,013
EAST TEXAS ASPHALT COMPANY 2951 ° 1 22 $5+322 40065 3e390 273076 888,001

& 3 » RANUFACTURLNG COMPANY 2338 100 .2 182 3684492 %719 uoxn' 1+209.262 20705.02%
NCERAW = ECISON COMPANY 3612 200 192 392 7&”-059 384126 434859 6032_0;71' 15+598.127
CORSICANA SPORTRNEAR 2339 125 53 ‘178 2104618 124149 134901 14913,578 548314202 -
WEATHERBY ENGIMFERING CoMPANY 3568 7 [T} 158 32¢¢201 144098 170283 10989,222 428884603
DUNTECH xm;n:s' Inc. 3662 100 61 161 2594629 124570 134309 145014258 S.848.208
TEXAS RARITIPE INDUSTRIFS(INC. 3732 130 118 208 430.782 214883 2%+282 Ebx”.«p;ﬁ 641854566
GLORGETONM TEXA®| STEEL COKP, 32 14000 1e460 24060 546094298 370+¢508 305+213  3%.068.719 854777089
SETTELMAN WANUFACTURING. INC. 3337 10 7 17 264389 1eM1? 10620 17%.933 437,283
CORVUS CORPORATION 3873 178 189 367 0861+919 30.831 W%e678  3409%.88 1149330604
ILLINCIS TOOL WORKSy ING. 3029 250 «33 | ses  2¢217.937 1384828 1174022 13+538.39% 3500644480
UNITED RMAGNETIC PRODUCTS 3612 9 9 18 354778 1e726 10970 284,621 6124910
CHEWICAL m@xcs- INC. 3399 20 16 3 394312 3122 3+770 332,067 932,036
FLEX FOAM XH’DU,SYIH’.S' INC. 3079 25 26 S1 1176 873 51864 517630 100400108
"=, D°S mﬁut. KFGe COMPANY 2339 7 32 107 126+369 74209 o381 T 906.90T 24038,770
"FRIONA INDUSTRIFS 2088 200 10192 14392 20303:97% 1364889 2524338 134179572 4548690320
CHANPION IATERNATIONALs INC. 2833 L] 32 Te ; 96789 Se632 90208 679,201 10700, 79

WINOON FASKIONS 2392 49 1 2 sbebod 24583 82197 330,838 81641352
C‘QOI’Q ) 2011 % 12N 616 7970227 47003 97032 413884839 18+217692




PaSE 12

:mmm:ﬂ; é::&‘sts
FOR
WR, JANES Mo HARMELL
PLANTS LOCATED 9/1/75=8/31/74-8,8.R,
; TOTAL ANNUA;
H ADDITIONAL TOTAL Nﬂ'; T‘m&“nf:o: DIRECT ANNUAL l”igg.?'tgxl'
FIRR NAME C:ég 'f‘s:o ‘;&g::sgz E.;t::'m FEDERAL ; x“‘ﬁ“’t‘“} Loca. om“zog:‘:;f‘ m"l:ﬁm
B8 J NANUFACTURING COMPANY INC, 3323 au S8 138 2134110 11+338 12095 14399,310 34898275
STONEVILLE FURNTTURE CW‘“(? 2513 180 1122 292 365,369 22+375 200838 2¢339.610 $e532+19%
INIRASTATE GATHERING CD.?‘AY 1321 3 [ 3} (1Y 159,139 224003 110860 100294512 2:891.419
GLNERAL SHELTER® OF TEXASs INC 2451 10 20 30 594080 Beses se708 ¥19,030 10068,5%8
TEXAS EAST TINES 2n1 2 2 L} Te180 339 .29 29,661 904169
BROMDER ANC YOUNG PAPER CG, 2686 7 10 17 304639 1sTe6 3"1" 213,122 579,692
OONELSON, INCe 3751 30 60 %0 177121 11+828 114116 1+297.176 34203799 '
DONELSON. INC. 3751 3 ™ ” 1rTaa 110828 12016 1257076 30208799
BUDOY SCHOELLKOPF PRODUCTS.INC 2392 56 QS/ s 1554626 8+609 18+636 1+108,398 g'"”,.!
REX-HIOE: INCe 3011 100 145 a8s 428,188 2877 37087 3+899,699 10¢338,202
G000 TINLSe INC. 3079 H 2 [ Te29¢ 366 (12 ] 41,6010 115.53¢
SOUTHWEST PUPPET SUPPLY CO. 5652 s s s 121960 see a9 77,808 198,762
VOODGRAIN WOLOING an . ‘ 1 1Tes98 20026 1e688 125,491 309,962
Viu! INDUSTRIES 3569 it 11 22 4350227 14879 20298 259,343 GM{;
SLALED AIR CORPORATION 3079 F3) 11 22 40,317 20032 29380 227,787 ) ‘!Som ‘
TUBE AND **‘L TNOUSTRIFS 3599 13 12 27 43734 24382 20827 200,650 €08, 083
LANCE. INC. 2099 a7 3 5 1104039 “es03 sese3 205,678 2.0200600
BEMR OF AMERICA. INCe 3385 19 38 57 12%4038 6+600 84237 1:0364608 203134636
RICHMOND SCREw ANCHOR CO.oINC. 349 2% 28 53 120+260 Sr726 6911 728,586 19668062
PNPPERIDGE FARM, INC. 2081 L1 S1 % 159+319 9310 32¢805 Ze9320716

;
il

1+070¢592
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ECCNORIC IMPACT ANALYSIS
SUMMARY SHEET
FOR

JANES fe HARNELL
PLANTS LWAY‘D 9/1/13=8/31/7%<B.84R,

AODITIGNAL TOTAL

ANNUAL
NEw TAXES GENERATED:

DIRECT ANNUAL

PAGE 13

TOTAL AwNUA;
ECONOWTC
INPACT OF FIRe

‘ £144 NEW EPPLOYMENT EMPLOYMENT (IN DOLLARS} OUTPUT OF FIRM ON THE E
FIRM NAME i COLE EMP, GENERATED GENERATED FEOERAL / STATE /  LOCAe (IN DOLLARS) ¢IN DOLLARS)
i

BLAN BAG 3 80X ~OMPANY 2021 86 187 233 4034321 28:410 649308 21902.459 8e23%,92%
I6LO0 CORPCRATION 3079 113 117 232 4319+%08 21033 204976 2+381.100 6e603,269 ;
RECTOR aELL EQUIPMENT COseInC, 3933 120 108 228 3994679 20.752 24428 24270.062 61174366
GRAHAM MAGNETIC®s INC, 3573 310 z_»u 5358 903838 484399 50833 5:15%,603 184136.87%
MCOONCUGH PORER EWUIPMENT. INC 352¢ 100 14407 24107 41132+829 2754990 289+376  29.334,11% "oauo;’a
CONTINENTAL TELF BELECT#ONICS  36el 24000 1.220 3+220 541924978 291392 3000179 $0¢025.070 764868179
KARABAY INCUSTRIESs INC. 2312 12 s 21 27.832 14602 ‘ 1+766 183,016 713,213 l
UNIVERSAL FOUNDRIES. INC. 389 s w6 (13 1994691 84356 8e826 978,760 2+0528,63% §
CROnM CORK 3 SEaL COMPANYJING, 3411 as L1 12 3104533 16:636 1643838 1¢893.37% 4.90%,021 %
TEXAS COCA-COLA BOTTLING CO. 2086 100 188 2%0 739.688 52+111 37320 35.228.518 Te343,032 I
MAKTIN SPROCKET 3 GEAR. INC. 3566 100 106 206 8324269 18+792 220980 24393,630 6e838,13% ‘
THE GEAR WCRKS 2381 3 13 .3, 500568 24916 3¢336 362,778 823,506 i
MASTERCRAFT INDUSTRIESe INC. %11 14 25 65! 834637 %928 Bensd su.as"' 1836081 i
INTERNATIOAAL MARBLE.: INCo 3281 7 7 1 284992 1+598 1e851 175,500 817,690
ATLEEN, INC. 2339 25¢ 105 338 8231232 280298 27803 340284157 ©e862456€
WEIGH SYSTEMSe TNCe 3376 S “ .9 18378 761 9”2 3.216 le'ﬂz
HILANDS MECHANICALs LYO. 3652 20 13 33 80:683 20830 Se77¢ 294,858 791.0868
RILWAUREE ELECTRIC TOOL CORP. 35346 15 152 302 61%1030 30508 1320623 3:010+35% 8¢730,03u
MALOUF COMPANY 235 12% s3 178 2100623 120149 | 33e901 :osn-épn 3ea31.282
HEIL COMPANY ms 28 87 82 3414608 15:276 3150098 s.voa.ks. Se66%¢189




[

! E€CONOMIC IMPACT ANALYSIS PAGE 1%
. SUMMARY SHEET
MR, JAMES M. HARNELL
PLANTS LOCATED 9/1/73=8/31/74<8,8.R, :
! , TOTAL ANNUA
! ANNUAL ECONOMIC
ACOITIONAL TOTAL NEM TAXES GENERATED! OIRECT ANNUAL  IMPACT OF FIRw
£3{4 NEW EPPLCYMENT EMPLOYWENT ({IN DOLLARS) QUTPUT OF FIRe ON THE ECONCMY
FIRK NamE copE EMP, GENERATED GENERATEO FEOERAL /7 STATE /  LOCAL (IN DOLLARS) (IN OOLLARS)
LONE STAR GAS COFPANY 2019 7 27 38 96.308 . 6.003 62122 617,538 1+493,958
MICKETY REFINERY COMPANY 2912 30 227 257 761498 1317+3588 53327 S+0064379 1370642646
CORPANIA TEXTILtAS MEXTCANA 2212 25 24 L2 801628 %0000 54889 03,038 141384786
JURBOTEX MILLS £ORPORATION 2201 100 ” 197 32248312 3160030 284395 146194352 809220906
SPEED FAB*CRETE 3272 29 39 (1] 103+82% 90935 o368 662,866 10789.96¢
criovac 3079 250 298 s0% 9114757 372" 58:603 Se376.300 JOTLLERY 1
CERTAIN-TEED PRADUCTS CORP. 3079 14000 14020 24020 306470029 182¢920 2390571 200705.219 874767561
CENTURY INCUSTRYESs INC. 3531 2% 18 3 650972 34583 84089 837,288 10093218
OEAN K RANLFACTIRING 2339 120 L1 i170 2020202 111663 1803835 1.-51.115 3¢298.031
. !
Re Co CRABB COMPANY 3253 2 13 .33 514836 54890 8.281 233,402 725,038
KERMIT ATHLETIC PLY COKPanY 2329 L1 17 s7 674397 3e080 Sodnd 483,709 14098,010
PORTA=STORAGE OISTRIBUTORS 008 3 5 6 " 9639 (Y1) 28 S%,53¢ 1464151
THRIFT WAY 0SL COMPANY 2911 0 76 8 2534833 39196 17776 1+8024226 45950822
s TOTALS:
% PLANTS & ars 382776 73,808  110+626  590383¢630 2802154806 17+997034%  7714703,347 243214798018



! ECWM:‘;"A::LYS!‘ PAGE L ;
. PLANTS EXPANDEO-9/1/73-0/B377% -8.8.0
' i ToTAL ANNuAL
ADDITIONAL TOTAL LNEW Yll‘:u:'éufﬁlfml OIRECT ANNUAL l"s‘cgﬂb:!%”'
p—— O, O Cenid FrocmaL el Lok (I Doviasds ton Goiansy

J 3 ¥ REFININGs INCe am 10 7% [N 238,838 39419 776 108020226 | weS9Bee21
PERNOCAST CORPORATION 3361 10 3 . 1700867 Tes08 o338 916,002 20299:165
TEXAS HYORAULICR. INC. 33 " ”» ar? 3660896 19253 220578 24639381 61008118
SOUTHWELL COMPANYs INC. 3079 2 2 et e 238 20,708 ' sT.767
BICRO-GEN EQUIPWENY CORP. 3539 [ LY 8 13687 ,’ ™2 838 034947 ul-n’s
KAISER CEMENT 3 SYPSUM CORP. 3261 i 8.‘ 2 IX!!io 3970 i 3e3086 moll‘ 699,983
wa:ia:s: BCOT COMPANY 3163 L] 1 63 794593 3+833 94882 86,991 100864108
MILLER CURTAIN CORPANY. INC. 23 .00 . 360 Tée 1e209:005 68873 83209 8081241954 2147634958
DATAPOINT CORPORATION 313 s am 205 2810228 79:306  99TI3 583,029 2341664231
3n C”&NY 2581 ae 12 32 842+819 20064 2:728 282,:78 m.’l}.’
NAGNUR TRAILER conPANT 57199 18 ) . 88361 5010 133 cas.see 10602,899
GULF PACKING COMPANY 208 ’ P 7 934638 34689 110608 ' 330,660 241860220
CTS OF BROWNSVIILEs INC. 3079 19 10 20 364870 - 30829 20306 207,082 877,473
DURD PAPER BAS wANUFACTURING C 3“3 L1 S8 % 175+081 9.978 170126 30217802 Be312.528
WOWARD B. NOLFe INC. 2388 “ 19 T 73.022 “37e 31008 see.168 10238262
UNION CARBIGE CARPORATION 2069 0 201 231 e3BeTas 630308 650836  3.03B.728  134880.006
COSAR CORPGRATION 3678 10 83 113 183700 8799 18726 1+¢090.877 20890243
EAGLE INTERNATIONALs INC. 371 | 200 32 92 207334152 1224206 100782 2946164066 §5+3134193
WASONIHANGER SILAS WASON CO.1. 2892 . 350 228 ST8 1,219,924 e1em01 590500 6:906.167  164636.662
WESTERN AMMONIA CORPORATION z‘u’ 2 76 % 279:165 17192 xh;’l 1e763.028 442684052

i

98
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¢ ! ECGNONIC IMPACT ANALYSIS Pragt 2
" SUMBART SHELT .
WR, JANES Mo MARMELL
PLANTS EXPANDEDL9/1/788/31/T% «8.8,Re
- oz e
g o SN e, oG g s miTEiw
FIRR NARE cooE EWP,  GENERATED GENERATED FEDERAL /7 STATE / LOCAL (IN pOLLARS) {IN OOLLARS)
. .

WARREN PETROLEUM COMPANY s . s ss 206.052 29,924 150828 1.372.603 24321093
TAST TEXAS MANORAG COMPANY an 25 10 3s a1e996 24130 2em2 208,328 603,837
MARTIN BRICK COMPANY! 3251 20 13 33 524836 S+490 ‘ Se202 239,802 725,038
COMANCHE MANUFACTURING COMPANY 2327 3 18 s0 58,972 3ea02 3.892 823,282 960,799
WEBER AIRCRAFT 2531 [ 2] 53 138 181+980 10872 11+949 1+19%.260 3+098,0%92
ARNCO STCEZL CORPORATION 3533 100 ”° 1% 333.066 17+276 120419 1+8%1.728 541094873
QUALITY MCAT TRFATs INC. 339 3 12 1s 51170 20282 2803 278,800 8% Ta8
FIRST ComPaNY 3588 . . 12 260113 1390 150 218,233 2864668
ATLAS ARCHITECTIRAL METALS.INC 3442 s L3 ’ 154387 882 s 75.351 232,001
SOUTHLAND CORPORATION 209 [ 12 18 38037 10696 3+068 387,886 733+166
BURGESS xmum:cs-i INCe 3%61 ] [ ] 16 %381 14503 10838 207,490 516630
Le Le RIOGENAY FNTLRPRISES: T. 2731 20 10 20 . %956 10963 2¢891 187,839 546,611
Q=007 INOUSTRIAL PROOUCTS.INC. 3483 10 11 22 4350630 24292 20687 318.208 719.336
UeSe .F?Al’lhﬁ'c InCe 3T 20 13 33 8T+710 2e808 3+080 268,615 798,667
HENSLEY INDUSTRYESs INC. 3328 30 t 14 S7 . 109.883 3507 64229 502,080 205264232
CORR TECHe INC. 3078 Y . " 1680216 setty 10+086 81,788 2099%,338
G P PLASTICS CORPORATION 2683 S0 7 123 2180852 120473 214807 345224301 91108.69%
VARO 3EMICONDUCTORe INC. 367e 56 n o 129,018 6208 Tee3e 730,626 10921603
STECK-WARLICK COMPANY 2758 100 102 202 349363 19+650 29312 3+878,392 Se066+121
LIGUID PAPER CORPORATION 2688 150 219 8‘9 37018 $90222 $¢566.90% 1200214982

656333

8




ECONOMIC INPACT ANALYSIS Page 3
SUMMARY SHECT

. MR, JAMES He MARWELL |
| PLANTS EXPANDED«9/1/73+8/31/78% =B.B.R.

TOTAL ANNUA; Bl
ADDITIONAL TOTAL MEW w‘(g“&mauo: OIRECT ANNUAL x”fcc?:’f'rn . \‘v :
F1am wane CO0E [N, GENEMATCD CENERATED FEOEMAL 4\ STATE 1/ LOCAL (I% DOLLARS]  (IN GOLLARS)
f
ARNOUR & COMPANY 2011 (] 33 s 637702 37926 770602 346724972 300878,152 )
WORRISOM MILLING COMPANY' 2081 ' s . ~ 8%9.292 54297 11030 589,910 198824108 \ :
OHIO RUBBER COMPANY 3079 0 L33 8 . 185:881 Te316 9383 828,208 . 2¢310.700
TESORD PETROLEUM CURFORATION 291 12 n 103 " 30%.s99 %7033 u;ou} 201624551 ' 54534502
ORILCO - 3532 i 21 19 .0 €Pesan Beg28 LY 17T 397,260 100804547
GILES RONUFENT FOMNPANY | R F13Y 13 1 2 L0 228 264 25,071 89,669
PROLER STEEL COMPANY ‘ 3383 25 L34 T2 182+313 110133 130478 198010023 3+2530301 8 _
PEYTON PACKING COMPANYs INC. 2011 60 33 93 637702 37.92% 770642 346724073 18¢579,192 s
INVAOER BOAT COWPANY 3732 3 31 (73 115+980 Se811 o528 S66,083 106694382
EL PASO NATURAL GAS COWPANY 1321 s 68 3 258546 37008 190767 1+719:85% 89152367
CELANESE CHERICAL CONPANY 2091 12 s 20 43,883 20119 24040 239,525 T 8770230
PACKERLAND PACKING CO. TEXAS.T 2013 200 ekl 10662 201254673 1264014 2564806  124236.906 4845604517
SHERRAN FOUNDRY 3321 pEY 10 21 400290 24019 20279 186,088 959,628
HITCHCOCK INOUSTRIES 3362 500 10970 20478 845280369 360+40% 4164910 45,800,128 1104958432¢
LONSVIEN REFINING CONPANY : 2 L} s0 3a 1014533 184478 74120 720,650 14838168
DARSY EQUIPMENT COMPANY 3ns . * 1s 544663 20008 20095 592,329 906,263
GIFFORD=HILL PIPE COMPANY 3272 [ s b3 , 2%918 2+388 2e007 159.087 839,990
PROFLO, INC. | ' 3333 10 9 1 334306 1e720 24020 18%..71 518,548 !
HAYNARD TANK Eo-nnr 307 10 10 20 364870 30829 203%6 207.0%52 © 577.67% !
BUILDERS SUPPLY COMPANY 3273 10 18 2¢ 414530 3978 30346 26341086 69%,983
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ECONONIC IMPACT ANALYSIS PAGE &
SUMMARY SHEET
FOR
MR, JANES Mo HARWELL
; PLANTS EXPANDED=9/1/T5=8/33/7T% =BeB.Re
TOTAL ANNUA
ADDITIONAL TOTAL NEwW u:gs‘u:‘éueuncm OIRECT ANNUAL xnsggug:!gm-
. sIC NEW ESPLOYMENT ENPLOYMENT (IN DOLLARS) OUTPUT OF FIRM ON THE ECONCRY
FIRM NANE  cooE EMP. GENERATED GENLRATED FEOERAL 7 SYATE /7  LOCAL ¢IN COLLARS) (IN DOLLARS)
€ 4 S MACHINERY 3599 iz s 29 38,987 10873 20262 199,720 547,233
LONGVIEW BRASS 2 ALUMINU® CO. 3341 Pt 9 T 255+0351 11012 124307 1+37%.005 3e008,788
ENGINEERED CASTYNGSs INCo 3521 v 18 L] 734258 Be671 LTPL Y] 358,700 1+017.088
€oTEXAS CONSTR, SPECIALTIES.I. 3841 20 22 2 60+787 3e382 Nere7 49,327 1006%.90%
USI-AXELSON 3833 30 27 s 994920 50183 4039 s&r.s}s 105830643
LEBUS MANUFACTURING COMPANY 3837 30 22 2 790166 84282 40839 526,781 10311,888 .
JOSEPH SCMLITZ RACKING COMPANY 2082 3¢ LH 72 221+89% 19633 3131:2% 967,055 202624909 %
JOSEPH SCHLITZ AREWING COMPANY 2082 L1} [3} 108 3324880 234850 164888 1+0850,.383 30398364
CUBANKS WFG, & FNGINEERING 3508 s0 100 150 3260415 174370 214676 24727 917 60083.2%%
ARCHEAY COOKIES OF LONGVIEs ' 20%2 0 [13 12¢ 199:149 11+638 15+306 1¢338.280 3¢653.390
HEAT RESEARCH CORPORATION 3539 75 73 1% 2564600 13¢919 15+706 1¢536+307 $e198,66%
TEXAS INSTRURENTS INCORPORATFO 3079 200 204 08 1294806 36+482 460910 401414003 u-sss.sﬁ
UNITED COYTON GOOOS CONPANY 2320 20 [ 28 334698 109%% 2+22¢ 292,852 549,004
HOLLY FARNS, INC. 2016 173 922 . 10097 1+00%.063 699202 2300777 $¢883,486 2506074880
QUALITY SERVICE METALS COMPaANY 3361 i . s 17.057 761 838 91:600 229716
ARNOLOY a7 z 1 3 [ 2328 248 308 264365 THyes -
GILMORE VALUE CoMPANY 349 H ) ‘3 s 104639 -uis 688 70,940 181617
SCHILL STEEL COmPANY 3081 3 3 3 180031 86 829 87,30 200,212
UNISAFE. INC. 3032 PR S . 184830 620 792 | 108,000 222,200
NORTHNESY PACHINE SHOP 3599 . 3 v 110662 o2e 66373 162,830




€CONONIC IMPACT ANALYSLS PAGE S S S
SUNMARY SHEET ¢ . . )
FOR
JAMES Mo HARWELL Vs
PLANTS :xnuotn.uxnwams *BeB.Re
TOTAL ANNUA) . ol
M AODITIONAL TOTAL NEW rn‘::u:éunutox DIRECT ANNUAL !”Egg"?".xstlv '
e e COUE  ThP. "GENRATED CENRAVED FEDEMAL 4 STATE. / LOCAL  (In DOLLARS) | (IN GOLANS:
HILOEBRANDT ENGINEERING CO.INC 3823 E3 [ 11 2% 716 34033 14370 168,367 370,807
HUGHES TOOL COMPANY 3ras s L3 ° 203388 31031 ° 10223 1264353 279,282 { 2 )
SROOKS PROCUCTS OF TEXAS 3212 B 7 12 204763 14987 14673 132,373 369,992 *
BEST INOUSTRIES, INCe 3498 L4 11 18 37222 14969 20408 248,306 635,663 o B
PROTOLAB. INC. asee s s 1 324772 10627 70075 160,352 63,601 -
TEXBERRY CONTAINER CORPORATION 3079 . s 6 294176 10063 1877 1650eat 2,138
FRED CLARK FELY COMPANY 229 ® [ 16 25.802 14282 1872 129,228 361,838 18 i
SCHURACHER COMPANY ui:. w7 10 T a7 *3.053 1e22% 1988 131,807 378,332 )
BLUE RIBAOK RICF MILLS: INC, 2094 1% (13 % 178+38¢ 10459 224061 14119.820 Se688,208
TEXAS IRON WORKSe INC. aade 10 18 25 8a7s 20m8 sevs  ase.mas 908,091 ‘
FORGED PROCUCTS 3062 15 S9 ™ 253.832 21+032 12¢807 14378003 Sene8, 788 {
OYRON JACHSON INC. 3533 15 1 29 #9960 24891 3029 203,757 e o
SCIENTIFIr CORPORATION 3373 ie 13 29 6670 2098 § 3016 '2“0293 T72%9.683 ' )
WERIDIAN STEEL CASTING COWPANY 3323 a7 1s 32 620267 32 5822 200,098 68,86
SKYVARA FOUNORY. INC. 3328 20 18 38 784235 3ekT2 LI30Y 338,700 1+017,488
HAHN 3 CLAY 3483 2% 28 3 10%:076 S¢732 6718 785.521 ;-M“&
UPJOHN CONPANY 2019 & 120 303+936 21+480 214866 242084779 84335,56%
BEAUNONT WELL WORKS COMPANY.I., 3312 3 1 s 1964325 120968 120033 1¢220¢40% 30024196 ) "'
$ 3 R YOOL 3 SUPPLY CowpANY 3449 3 P ¢ 3120862 5e6es oraes 636,256 14708,112 '
ANF TUBOSCCPEs TNC. 379 .0 27 2] 179021 “en9s o160 527,281 14097,336

i
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ECONOMIC INPACT ANALYSIS sAGE &
SUMMARY SHEET )

MR, JARES Mo HARWELL
PLANTS EXPANDER<9/71/7528/31/7% «ReB.Rs

1 TOTAL ANNUS

ADOTTIONAL  TOTAL NEW u::’s‘ué'én:nnco: DIRECT ANNUAL mfﬁ?"zxgm
Finn wane CODE  CmP. GENERATCD CEMEAATED FEOCMAL /' STATE. s LOCAL (1N OOLLaRS) (1n DOLLARS)
VAN LEER PLASTICS (UeSeae)INCe 3079 50 s 101 1824352 99165 11729 14035,260 208684372
CHICAGD BRIOGE x IRON COMPANY | 3043 S¢ 6 10s 2184152 1140l 130437 145714002 3+5974686
PHILLIPS PETROLFLM COMPANY 2821 T [ 169 5074782 23e911 B32v972 248064900 6e6a3,05%
TEXAS INDUSTRIERs INC. 3273 Te 102 176 307+320 294406 204798 149624004 541794902
GULF OIL CHEMICALS CONPANY a1 T 568 [13) 10903+746 2934970 133+317 1345194948 3840465667
ARNCO STEEL CORPORATION : 3533 1100 90 1% 333.066 17:27% 20+196 1+891,728 Se188.873
REED TOOL CONPANY . 3599 100 7 179 2910561 150412 100889 1466336 . 443604281
TEXAS PIPE BENOTAG COMPAMY 3898 125 190 s 66%.60% 354169 34008 . 4,434,939 13+3514180
ATLANTIC RICHFIFLD COMPANY 2911 146 14060 14200 3495344639 480703 2084859  25,229.171 684335916
GRUMNAN HOLSTON COMPANY LIT3Y 160 (Y1 s6s 194190479 764050 T948% 8+668,572 224081.291
MOUAY CHEMICAL COMPANY 2821 230 32¢ 5S¢ 10668+29¢ 78e368  108:338 7+908.400 214827306
POMDER RIVER CATTLE-HANNLING £ 3523 7 s 12 18.872 992 ‘ 10330 122,439 306.098
CANPBELL CHAIR FACTONRY 231 22 1% 3¢ 474101 2+710 24989 310.396 809,822
M. FINE. INCe 2337 15¢ 63 218 2524739 14879 160602 1:813.89% Se1174539
MAD=4AY=LERs INC. s079 2 2 . Te29% 366 (3] 43,820 115.93%
THE WARBLE FACTORY 4 3201 ) “ ' [ 16367 (1% 3+058 100,288 238,670
THE VALLEY TOWN CRIER . an: ie 8 18 35750 10696 201035 188,306 450,850
WCALLEN COCA=COLA BOYTLING Cn. 2086 13 21 38 1100947 7e817 3¢628 83,527 101320488
KENNETH FOX SUPPLY COMPANY 2393 30 27 L1 934373 50166 Se3% 460,836 306324265

Wews CRISWELL CNRPANY 3369 ™ 6o 198 3244201 18+09% 17+233 109934222 40843,602
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ECONOMIC IMPACT ANALYSIS
SUMMARY SHEET
FOR
MR, JAMES Mo HARWELL
: PLANTS EXPANDED.9/1/788/31/7% ~BoB.Re L

TOTAL ANNUA;

ADDITIONAL TOTAL NEW YI:gu&uCRATtD: . DIRECT ANNUAL 1»52"3:“2:»

S1C NEw EMPLOYMENT EMPLOYMENT (IN DOLLARS) QUTPUT OF FIRm ON THE ECONCmY

FINR NAME CODE EMP, GENERATED GENERATED FEODERAL / STATE /  LOCAL (IN DOLLARS) (IN DOLLARS)
He Do LEL COMPANY. INC. 2327 115 D) 163 193.766 13177 12789 143904652 3¢1564780
ALEE, INC. 2328 127 (1] 166 1974136 13e371 13022 1¢438,837 3¢211+680
LAKE PRINTING COMPANY 2731 1] 8 16 27+96% 1972 20041 190,271 37,289
EASTEX. INC. ' 2612 7S 983 1¢5%58 2+709+998 18%9948 4299983 194007,317 58+922.707
GOCOYEAR TIRL 3 RUGBER cOMPANY 2821 1z 17 29 87+081 8e099 De6952 832,622 1¢138,80%
Eele DU PONT DE NEMDURSECO.INC 2622 20 &9 89 1954360 16+021 174198 1+758,087 $e76%4516

SARINE FUELING @ZIVICE. JINC. 37132 30 26 Se 99411 %0981 99592 85,523 104270030 8

RUSSELL=NEaMAN MFG. CONPANY 2361 100 82 192 2684492 %1719 1121 192094262 247050022
KARKEN: INC. %2 3 2 s 60023 370 - 408 42,326 109,201
KASPAR DIE 8 TOOLs INC. 3364 H] H 10 20.483 10017 $e421 100,348 2914001
MORGAN PORTABLE BUILUINGS ConP 3448 10 10 20 32+332 14613 10761 181,788 887,173
rRAiItﬁ 8 FRAZIFR INUUSTRIES 3321 15 1% 29 S%e9ul 247593 30207 és;.nzs 763,116
KEY PRINTIKG ARTS 2131 1 1 2 24202 111 13¢ 104389 32,72%
FRITO-LAYs INCe 2099 E] 10 18 324364 10013 20356 289,908 598,502
MRS, BATRD'S GAERIES 2051 [ . 12 1%:913 1e160 10993 133,02 3634340
HALL FOUNDRIES % WFGe COevINC. 3361 a 39 L1] 170867 74608 0:338 9164002 2929%016%
UNDERWOOD*S F‘Mu FO00S 2012 0 72 82 106+284% 6321 lh’f“ 611.845 2082%,02%
PLAINS COOPERATIVE OIL MILL 3499 1 11 21 880104 24287 20768 291,830 667380
DEVRO. INC, 2013 20 19 168 212+567 120481 235.8831 102234690 448564009
OEVRO !xuc. 2013 235 180 20s 15+802 32351 1052%.613 60072564



CCONDRIC LINPACT ARALYSIS Pagt o
SURMARY SHEET
FOR

MR, JAuES M. AARNELL
PLANTS EXPANDED.9/1/73-8/52/T8 ~B.8.R«

TOTAL Awus,

ADOITIONAL TOTAL ] 7&@3 DINECT Adwvual wﬁcﬂwﬂtgl”

P CO0f . “COMCRATD COMAATED FEDDWL ¢ STAVE /oo (1% DoLLanss. tre Soctams:'
1 nm-' WUBRO CORPCRATING 3301 Y P e 103,308 To118 53,993 702,016 240374006
N TEXAS INSTRUPENTS. INC. sn 600 NS 19878 170360 23668 115:0%  9.986.019 270362.692
g - UNIVERSAL RUROLF CORPORSTION 3261 o - 100 133308 17wn eees 706,206 20178,23%
{ NePLAINS FERTILTZER & CHEMICAL 2873 1 ~0 % 126e 709 130069 130172 140860745 2+688,008%
‘ n WOORE BUSIAESS FORSA. InC. e 100 102 202 327796 19.2¢8 20312 20078ew 806304061
: 8 ni8Co oF TEXAS | ;32 120 “2¢ 706.%8 27.300 27.902  seoT9em1 80690,210
] .< OLSON-KESSLER NEAT COMPANY.INC 2011 s 36 L s3e102 3160 6en70 383,922 1.218.520
i SAN MAUSRAM FEAT PACKER. INC. 2813 10 2 ®° 106.20% 6e322 12.9%8 621.0e3 20429,023
- SOUTIMESTERN REFINING Cu.eInc. 2921 3% 227 23y 7614898 117388 SB327  3e06:379 13.706.266
} < HORTON AUTCRATIFS sea2 % n “ %an 6o309 7167 se2,320 14670,906
-> i CHANPLIN PETROLFUM COMPALY 29112 50 37 29 10269165 3195+980 28+878 9¢820.632 224977.112
F €-1. DU POKT DE MEROURSICC.INC 2821 F) s o 181433 8e380 11776 39608 20372,510
i - OMENS-ILLEINGESs INC. 2631 s 12¢ aes 313t 27 56+088  2.331.389 70163831
o G i TEXERSRICS, InC. 3233 26 17 - P Toss? w263 306.022 on2.308
r JMRAK, INC, 3293 2% 2% %96 1.033.427 S7.0%8 660106 6.267.063 100927510
m COOPER AND 4OCDRULFFe INC. 2951 23 -~ [ 172252 15283 978 38613 2:600.7T3%
S ARARILLO INDLSTRIES. INC. 2077 FeS n 106 226035 2893 174081 2,029,338 we260.103
SELL MELICCPTER COMPANY 5721 ses w28 320 20050.883 103138 1224205 12.63%.513 270928, 088
OAL-AIR TOCL COwPANY: INC. 302 ] 3 12207 69 w”? 68,3627 198 ,04¢
TEXAS PLASTICSs INC. 3078 3 3 10902 "y 7% 62,113 173,351
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ECONORIC INPACT AN TSIS
SUNRARY SHEET

W, JANES n. HARMELL
PLANTS EXPANDED-9/1/73-9/31/T% -B4B.Re

|

Al
+WEM TAXES GENERATED:
t

ey,

TOTAL Moty
ECONORTC
OIRECT AMNuAL  INPACY OF FIRY

(3 {4 NEW EMPLOTRENT CRPLOYHEN IN DOLLARS) OUTPUT OF FIfw ON THE ECONCERY
FIRM NARE COOE EMP, GENCRATED GENERATED FEDERAL 7/ STATE /7 LOCA (I% OOLLARS) CIN DOLLARS)

TRIPLE/S OYNARICS. INCe 3323 10 7 17 264389 1027 1629 1703 a37.208
BLVERAGE PACKINGe INC. 2006 s 7 12 364982 2e600 14876 163173 377,180

RTY STet 3679 . 26 2%.a7% 1e068 2+077 163,601 %130
SUPERIOR HEAT TREATING COXPany 33%8 1¢ ss () 238+79% 100652 11673 1+202.003 3+2184832
TEXAS LEISURE CHALRSe IaC. 3079 1s 1 3¢ SAeTES 20700 Se%29 310.578 0664913
KIDS STUFF CREATIONS 2362 1% 3 22 29270 3.438 10668 181,389 431738
WRS. BAIRD®S SAMERICS 2081 1 17 33 35.206 34103 (T 336.06% 979,253
BELL MELICOPTER COMPANY 3122 26 17 37 20179 .1 2s Sedoe 505,420 10226970
TARRANY CO. ASSAC. FUR ALIND 3931 -0 53 7s 1160206 Te183 8989 83.02% 15250108
RICRO ROLDING COPPANY. 1NC. 3079 ™ ” 132 2734327 13.7m8 17¢398° 1.3%2.0m 4e332+366
BASS MANUFACTURTAG CORPANY nn 26 s 28 334397 2708 20170 198,662 ° 82,799
PRIDE REFININGe INC. 291 190 1ea38 14628 80224823 TeeeT23 3374737 38.208.803 87+313.028
TINEX CORPCRATION 3873 €00 <36 1e23¢ 20903306 130.a91 150387  17+190.499 80225768
TALK Q°TEXAS BRANGSe INC. 2035 10 22 5 %788 2592 3878 29%.32% 806,018
SAN ANGELO CCA®, 3 ELECTRONICS 3663 23 18 L1 o907 3ere2 3827 373.513 260,001
BARRY OF Sa% ANCELG 3182 230 108 33 819+960 214297 U122 20088.207 600304387
ARERICAN BCX COMPANY 2x21 E-3 19 L 65230 wor6d 1%e082 39%.22¢ 1+838436%
MODERN PACKHIAE <HOPe INC. 3323 S as s 183138 P27 10338 836,750 2+343.720
TRANTER MAAUFACTURING. INCo 3403 e s 106 218232 12e062 13+437 10371082 3e597.686
DORORE OFFICE FURRITURE. INC. 2322 T .3 us 189066 Se62% 321 937,626 20548.07%
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AQDITIONAL TOTAL

hEw  EPPLCYRENT  ENPLOYRENT OOLL.
GENERATED GENERATED FEDERAL / STATE

ECOMORIC INPACT ARALYSIS
SUNRARY SHEET

MR, JAMES . MARMELL
PLARTS EXPANUED.9/1/73-8/31/78 -B.8.Re

Anduhy
NEW TAXES
o

GENERATED? [
ARS)

Varg,

TOTAL Awssay
1C

ECONO!
IRECT ANNUAL  TMPACT OF FIme
OUTPUT OF FIRW ON THE ECONCRY

FIRR sANC CODE [ 8 7 LOCA. (I8 ootLARS) (IN DOLLARS)
CIBA-GEIGCY CORPORATION o7y 150 133 se3 AT« 270036 350286  3.105.782 826654132
NARTIN-LANE FEEn MItL 2008 ~ 238 27 68T 27.29%8 S8e067 2¢63%.m8 9:093.903
KERRBAN FURNITURE WFG.CO.INC. 2099 22 36 38 839 2+826 0682 33%,600 852.39%
LORNA DRESS MAMFACTURING CO. 2333 3 13 L3 30948 2.me 34336 362.778 823,506
SOUTHEST FIBER GLASS IaDUS.T. 2221 L] L} ) 12900 (12N 236 68,6318 180,13
REPUBLIC ALURINUR COMPANY 3354 100 ns3 ans 7620186 36e318 s2+858 Se736.207 1193139

s TOTALS:
s PLAATS = 186 11829 20.453 520082 690270873 3.039.091 Se0000279  400.695.000  1.101+97272%
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OFPICIAL POLICY OF
TEXAS INDUSTRIAL COMMISSION

Adopted December 17, 1974

Pursuant to Artiocle 5183 through 5190 1/2 and Artiocle 6ld4e:
Revised Civil Statutes of Texas as Amended, and Senate Concurrent
Resolution 89 introduced May 26, 1967, the Texas Industrial
Commission shall pursue a program to satisfy those proitllonl

of existing statutes and the recently adopted amendments of
Seotion 56, Artiole XVI of the Constitution of the State of

Texas as follows: -

sggg:oﬁ 1. PURPOSE OF THE TEXAS INDUSTRIAL COMMISSION

It shall bs the purpose of the Texas Industrial Commission
to satisfy the responsibilities assigned to it from time to
time by the Legislature on behalf of the citisens of Texas.

It shall acoept among its responsibilities as mandated by the
Legislature, the need to:

a, Investigate, study and undertake ways and means of
promoting and encouraging the prosparous development and
protection of the loqttlmaio interest and welfare of Texas
business, industry, agriculture and commerce within and outside
of the Btate.

b. Plan and develop an effective business information
service both for the assistance of business and industry of
the State and for the oﬁaonraqomcnt of business and industry
outside the State to use economic facilities within the SBtate.

o, Compile, collect and develop periodicals or otherwise
make available information relating to current business conditions.

4. Conduct and encourage research designed to further
new and more extensive uses of the natural and other resources
of the State, and designed to develop new produat! and

industrial processes.
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e, Encourage and develop commerce with other states and
foreign countries.

£, Cooperate with interstate commissions, engage in
formulating and promoting the adoption of interstate compacts
and agreements helpful to business, industry and commerce.

g, Cooperate with other State Departments and with
Boards, Commissions and other State Agencies in the preparation
and coordination of plans and poliocies for the development of
the State as such development may be appropriately directed
or influenced by State Agenoies.

h, Promote and encourage the location and development
of new business in the State as well as the maintenance and
expansion of existing business.

i, Advertise and disseminate information as to natural
resources, desirable locations and other advantages for the
purpose of attraoting business to locate in this State,

J, Aid the various communities in this 8tate in getting
business to locate therein.

X. The Commission shall have the power to enter into
contracts with a recognized and financially responsible
advertising agenoy, having a minimum of five years of experience
in handling accounts of similar scope; and for the contraoting
of time on broadcasting facilities, space in magazines, papers,
and periodicals for the publication of such advertising information,
historical facts, statistiocs and piotures as will be useful
and informative to persons, and to corporations outside of the

State of Texas, and shall have the power to enter into contracts

’ with motion picture producers and others for the taking of moving

pictures or still pictures in the State, and provide for the
showing of the films when taken and ths Commission may join with
other governmental departments of the State in publishing such
information or publicity matter.

1, Prepare and administer a statewide rural business
development program designed to revitalise the rural aconomy
and orsate rural job opportunities through business and industrial

development.,
2=
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m, Specifically, administer the Texas Rursl Industrial
Development Act, as amended and as permitted by lav to loan
money from the Rural Economic Development fund,

SECTION 2, PROGRAM OF THE TEXAS INDUSTRIAL COMMISSION

The Commission shall plan and implement a program of
action designed to fulfill its responsibilities and to generally
encourage the economic development of the State. The Commission
shall maintain working relationships with other governmental
and private groups who are also interested in economioc develop~
ment in order to provide service to business and labor in the
most effective manner possible. Whenever possible resources of
local communities, both private and public, will be supported,
developed and utilised to promote the economic growth of the
communities.

SECTION 3, ORGANIZATION OF THE COMMISBSION AND COMMISSION MEMBERS
At the direction of the Legislature, there shall be twelve
members of the Texas Industrial Commission. The members of
the Commission shall be appointed by the Governor with the
advice and consent of the Senate, such appointments to be made
bi-annually on or b,!orc Pebruary 15 of odd-numbered years.
a, Membership of the Commission shall be structured so
that:
(1) Bach member shall be from a different geographical
area of the 8tate.
(2) Two members shall be employers of labor.
(3) Two members shall be employees or laborers.
(4) Three members shall be from rural areas; rural
meaning from counties which have no oity within
their boundaries with a population of 80,000 or more.
(5) rive members shall be from the general public.
b. The term of office of each member shall be six years,
with appointments made in such a manner that the terms of four
menbers shall expire every two years.

-de
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¢ As required by law, vacancies in the Commission shall
be f£illed by appointment of the Governor, such appointments being
for the unexpired term of the member who previously held the
position.
4. Oofficers of the Commission shall consist of a Chairman,
a Vice Chairman and other officers as a majority of the
Commissioners may from time to time deem necessary. The
Chairman, in addition to his duties specifically assigned, shall
aot as spokesman for the Commission, shall be Chairman of the
Publlclhflairl Committee, and shall be an ex-officio member
of all other committees of the Commission and shall direct
the activities of the Commission and its staff to accomplish,
the goals and objectives set by the Commission. The Vice
Chairman shall aot in behalf of the Chairman in his absence
and, in addition, shall serve as Chairman of the Finance Committee.
e, There shall be four standing committees of the Commission:
(1) The Program Committee shall maintain olose and
continuing liaison with the program staff of the
Commission and with its advertising agenoy. It shall,
at least annually, review program performance and
recommend to the full Commission program priorities,
program changes and/or new programs, Included in
the work of the Program Committee shall be the pro-
vision of general guidance and periodic review of
all advertising and public relations activities
of the Commission, When it has been detarmined to
be in the best interest of the Commission to consider
the selection of an'advortiuinq agency, the Program
Committee shall assist the Commission staff in
soreening and qualifying advertising agencies prior
to their presentation before the full Commission.
(2) The Public Affairs Committee shall represent
the Commission and its programs to members of the
Texas Legislature, the office of the Governor, the

-t
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oftfice of the Lieutenant Governor, and the office of
the Speaker. It shall establish and maintain liaison

with such other State Agencies and local jurisdictions

as ,the Commission may deem advantageous. It shall
aleo maintain liaison, and close working relationships,
with the State's Chambers of Commerce and the various
private seotor groups interested in the economio
welfare of the state.

(3) The Finance Committee shall review operating
budgets, actual expenses, loan portfolio and loan
applications and audit reports in order to report on
the financial status of the Commission, at least
annually, Based on program priorities set by the

.Commission, it shall work with the Commission staff

in the preparation of all budget requests, either

for 8tate or other funds, and shall present all

budget recommendations to the full Commission. The
Finance Committee shall work with the Executive

Director and shall consider changes in budget allocations
when necessary for raecommendation to the full Commission.
(4) The Personnel Committee shall develop and main-

tain personnel policies for all employees of the
Commission. The Personnel Committee shall review the
performance of the Executive Director each year and

with the Executive Director, the performance of the
statf., It shall recommend, with the advice of the
Executive Direotor, salary inoreases and classification
changes. At least annually, the Personnel Committee
shall report to the full Commission on the performance
of the Executive Director and the 8taff,

1t shall be the responsibility of the Commission to

set poliocy, identity objectives and to approve all programs and

aotivities of the Commission and its staff,

q.

The Commission shall employ an Executive Direotor to

serve at. the pleasure of the Commission as Chief Administrator

of the Texas Industrial Commission.

(1) In addition to his general administrative duties,
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the Executive Direotor shall keep full and accurate

minutes of all tr tions and proceedings of the

* Commission. He shall also be the custodian of all
files and records of the Commission.
(2) wWith the consent of the Commission, and in the
name of the Texas Industrial Commission, the Exacutive
Director may accept gifts of property or money,
grants and other funds which may bs made to futher
the purposes of the Commission.
(3) It shall be the responsibility of the Executive
Director to develop and recommend programs and
activities that will accomplish the objectives
of the Commission.
(4) The Executive Director shall have full authority

to employ any and all personnel sary to te
the programs and activities within staffing levels
approved by the Commission. He shall, however,
consult with the Personnel Committee of the Commission
on the selection and announcement of the staff member
who is ‘&utqnatcd to aot on beshalf of the Executive

Jirector in his absence.

SECTION 4. SELECTION OF OFPICERS AND COMMITTEES OF THE COMMISSION
The Commission shall organize itself to accomplish the

orderly discharge of its business.

a. In October of each even-numbered year the Chairman
shall appoint a nominating committee of four members, one of
whom will be designated as the Chairman of the Nominating Committee.

b, The Chairman of the Commission shall structure the
Nominating Committee so that (1) one member shall ba‘ an employer
of labor, (2) one member shall be an employee or laborer (3) one
member shall be from a rural area, and (4) one member shall be
from the general public, The Nominating Committee shall propose
to the full Commission at least one candidate for Chairman and
one for Vice Chairman at the following April meeting. All
Commissioners, whather newly appointed or not, shall be eligible
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for nomination to any office by the Nominating Committee or
from the floot at the April meeting,

¢. The Commission shall elect its officers at its
regular April meeting in each odd-numbered year. The normal
elective terms of each officer shall begin immediately, at
the same regular April meeting in each odd-numbered year, and
shall extend for two years.

d. 8hould resignation, death or incapacity for any
reason create a vacancy in the Chairmanship, the Vice Chairman
shall, at the next regular meeting of the Commission, or a
specially called meeting, conduct an election for a new Chair-
man to £i11 the unexpired portion of the former Chairman's
term, Should resignation, death or incapacity for any reason
oreate a vacanocy in the vice Chairmanship, the Chairman shall,
at the next regular meeting of the Commission, conduot an
election for a new Vice Chairman to f£1ll the unexpired portion
of the former Vice Chairman's term.

('8 No officer of the Commission may succeed himself
for that office more than one time.

£. The Chairman of the Commission shall appoint three or
more members of the Commission to each of the Standing Committees;
Program, Public Affairs, FPinance and Personnel, i

(1) In making appointments he shall attempt to
utilize fully each Commissioner's professional back-
ground and special interests,

(2) The Chairman shall attempt to balance the
tenure of Committee members in an attempt to insure
maximum continuity of Committes memberships.

(3) Every Commission member shall be appainted to
at least one Standing Committes.

(4) EBach Standing Committee shall meet, or confer,
at least once prior to every annual meeting of the
Commission,

g The Chairman may with Commission consent appoint such
addiuor_ul. committees as he may from time to time deem necessary.

-l
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h. The Chairman of the Comnission shall designate a
Chairman for each Committee of the Commission, except that the
Chairman shall serve as Chairman of the Public Affairs Committee,
and the vice Chairman shall serve as Chairman of the Pinance
Committes.

i. EBach 8tanding Committee of the Commission shall meet
on the call of its Chairman or the Chairman of -the Commission,
who shall be an ex-offioio member of the Committees.

3. The EBxecutive DiY¥edtor of the Commission or his
designee shall be an ex-offioio member of each Committee and
at the request of the members of each Committes or at the
request of the Commission Chairman, shall provide such staff

assistance as the Committee from time to time may require.

SECTION 5, MEETINGS OF THE COMMISSION

Meetings of the Commission shall be held quarterly:

a. There shall be four regular meetings of the Commission
each calendar year. They shall be held on the third Thursday
of January, April, July and Ootober, or as near these days as
the Commission may f£4ind practicable. The regular April
meeting each year will serve as an annual meeting for purposes
of reviewing programs and in each odd-numbered year for the
eleotion of officers., Notice of regular meetings and preliminary
agendas shall be mailed to sach member of the Commission at
least fourteen (14) days prior to the meeting date,

b. Special meetings of the Commission may be called by
the Chairman when he deems necessary, or shall be called by
the Chairman within fourteen (14) days of receipt of a written
request of a'majority of cﬁc Commission as then constituted.
Notice of any special meeting shall be mailed to Commission
members at least tin (10) days in advance, with a statement of
the time and place of the special meeting, and information as
to the subject or subjects to be considered.

¢, Por the purposes of conducting all business of the

Commission:
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(1) A majority of the members of the Commission

shall constitute a quorum.

(2) All matters submitted to members of the

Commission for their vote, including the election

of officers of the Commission, shall be decided by

plurality vote.

(3) 1;0 Chairman shall preside at all meetings of

the Commission. M 'his absence the Vice Chairman

shall preside. xfinotthcr the Chairman nor the

Vice Chairman are present, the Commission members

shall select a Temporary Chairman who shall preside.
4, The place of meetings of the Commission shall be
determined by the Commissioners except that unless specifically
determined otherwise the annual meeting will be held in the

City of Austin.

Senator BENTSEN. We are glad to have you with us,
Now; following the rule of those who appeared here first, Senatoy
Dole, did you have any further questions to ask? i
Senator Dove. I think you have defined what you mean by smlell
- busiposs. I was trying to sort of get in the ball park, where wp were,
what'we were talking-about. I think I have taken Pf)out 10 minutes‘
- go I williwait until the next round. . ‘ o
+ Senator BeNTsEN, Senator Brock? ‘
Sanator Brocx, Mr, Chaifman, before I start I would like to pu?
in the record the statement by Dr. Martin'Schnitzer, })rofessor of » -
. business administration, pnd Dr. Monroe Byrd, professor o mp.rketing,
rom VPI, . - SR
. Senator BenTsen. Without objection, it will be done.
[The material referred to follows:} e

“9n
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COMMENTS AND SUPPORT YOR 8.959
byt Dr. Martin C. Schnitser
. Dz, Monroe Murphy Bird

The purpose of this paper is to provide comments on and support for
8.959, vhich is designed to provide incoms tax relief for small businesses.
In particular, the paper stresses the need to provide a more positive
incentive for small businesses to invest in nev machinery and equipment for
the purpose of stimulsting productivity and output, It is felt that one
wvay 'tn which the problem of inflation can be slleviated is to utilise
measures designed to increase production. Recent inflstion policy is designed
to curb the rate of 1n!1¢tlo:n by contracting the rate of growth in the money
supply. This policy has cru‘ud supply shortages. The end result of this
policy has been the virtual collapse of the housing tndu;ety. with layotfs
affecting not only construction workers, but thoss in elfo appliance, wood,
stons, clay, and glass industries as vell. Public utilities ave also having
their share of problems, with the cost of borrowing at the highest level in
this century. Moreover, the index of industrial production turned downward
this year which led to s drift into a desp recession. '

Inflation 1s a world-wide phenomenon. During the period, July 1973~
July 1974, prices went up an average of 13.) percent in the OECD countries,
with a lov of 6.5 percant for West Germany and a high of 44 percent for
Iceland. The U. 8. n'u of inflation vas 12 percent, below average for the
OECD countries, but nothing to brag about. mrcov‘r. the growth in inflation
was not accompanied by any o’igntucln: gain in real economic growth. To a
major degres this world-wide inflation can be attributed to the following

factors: an enorwous increase in fuel prices associated with the oil embargo,



s

;’%

107

gurrency depreciation, an increase in food prices attributable to crop
failures, and an escalation of raw material costs caus¢§ by forward buying
of inventories throughout the industrial sector. It can be said that
inflatfon, whether it be in the United States or Japan, has been exacerbated
by a rash of exogenous factors unrelated to government apcndiné that sent
prices up in 1973 lnd‘1974.

There are several standard remedies that can be used to cure inflation,
The monetary remedy is to raise interest rates by decreasing the supply of
money and credit. The fiscal remedy is to raise taxes, decrease government
spendiug, or do both. Both remedies assume the existence of d;mand-pull

inflation - "too many dollars, chasing too few goods." This is true only in

part in our economy. Neither approach can do much with cost-push inflation,

which also exists in part. Of course, neither monetary nor‘fiecal policé can
do anything to alleviate the fuel shortage or crop failures. So there is no
ready panacea for inflation. However, the tight money approach used over

the past year is about as effective as feeding castor oil to a person suf-
fering from.diarrhea., High interest rates are forcing industry to gurtail
investment and production, tﬁul causing shortages of goods and hence more
inflation.

Before setting forth certain proposals relative to 8,959, it is necessary
to point out the fact that there are no easy answers for the cure of inflation.
These proposals presented here are bi;cd on th; premise that it ie¢ necessary
to increase investment and production in’ order to‘increaoa the supply of goods
and services. In the long-run, a partial solution to 1nt1.ti6n'can be
achieved by increasing the efficient output of goods and service. This
jncrease can be accomplished through the use of sccelerated deprecistion

and the investment credit. The merits of each are outlined as follows,

84-397 075 -8
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Accelerated Depreciation

A very common tax incentive device is accelerated depreciation. When a
government increases depreciation-allowances, it reduces the tax burden on a
firm, at lgaat on a short-term bagis. One advantage of accelerated deprecis~
tion is that i} is equivalent to an interest-free loan. That is, since a
firm 1s not required to pay the tax in the immediate period, it has the use
of a greater supply of funds - greater cash flow - interest-free, which it
would not have had without accelerated depreciation.

It 18 also true that accelerated depreciation means that thg firm will
be able to pay off the investment project in a shorter period of time. This
means a significant reduction in risk and uncertainty, both of which increase
with the life of the asset. This factor serves to stimulate investment by
raising the cash flow, by raising present value, and by lowering the discount
for uncertainty. *

Since accelerated depreciation increases the cash flow that provides
funds for investment, small firms that experience difficulty securing funds
from the capital market, and other firms that do not care to' g0 to the cap,itnl
market, are induced to invest if profitable investment opportunities axiatf.

The effectiveness of accelerated depreciation is also influenced by the
present and expected f‘;tura tax structure. Generally speaking, the higher
tax rates, the more a business firm can gain from accelerated depreciation.
1f, for example, a firm expects tax rates to go down in the future, it would
be anxious to have the higher .depreciation allowances effective immediately
8o as to reduce its current, and therefore 1ot;a-tuq. tax bﬂlj. This would
have a stimulating effect on c'h. firm's 1nv;atunt plans. We encourage

further liberalization of depreciation rates. However, we believe a major _
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coptribution to a recovery of production and productivity can and should be

made through an increase in the investment tax credit as described below.

The Investment Tax Credit

The investment tax credit, a relaﬁvely new concept as far as its use
in the United States is concerned, has been used with varying degrees of
success in other countries in the post-World War 1I years. The investment
tax credit is a credit against the income tax liability of an individual or
corporation allowed by the government for amounts invested in particular
assets that meet ;pecific requirements. The investment tax credit can be
thought of as a negative tax, and ordinarily comes about, as the one now in
the United States, through the desire of the government to promote 1nves‘tunt
in specific assets and, through this promotion of investment, to stimulate
ecoﬁonic growth. .

The investment tax credit provides a stimulus to investment in that it
permits an earlier recovery of investment through reduction o;‘. tax cash
expenditures, and a decrease in the risk involved in the new investment
through a shorter period of capital recovery. In addition, the investment
tax credit represents a direct increase in after-tax profits to a business
firm investing in new qualifying plant and equipment through the reduction of
‘dncome taxes. This al;ould help a firm aquire new capital at more favorable
Totes. .

Cash flo:v is increased for the reason that firms can apply the credit

to extinguish up to 50 potce;\t of their income tax bill. Thus, by applying

1nve:tunt tax crodito‘. it 1s possible for a company to reduce its effective

tax vate to as lov as 24 percent - half of the 48 percent rate. I1f the

investment credit is flowed through to earnings as reported to the stockholdere



110

dhring the ‘year in which the asset is purchased, this is reflected in terms of
higher earnings per share of stock and a greater return on investment. How-

ever, 1f a firm amortizes the investment credit over the asset 1ife, reported

" earnings per share would be reduced considerably. However, in cie;;at case the

after-tax rate of return on equity is obviously increased through a shorter

flow-back period.

Recoumendations

It is strongly recommended that tax relief be given to small business
firms., First of all, strengthening the small business sector of the U. 8,
economy will provide more competition to large firms, To some extent, this
could prevent the cost-push type .f inflation where large firms, because of
their market power, can simply push :lncre‘sed prices off on to consumers.
Moreover, there would be possible support from labor ainc'e the tax relieve
would increase capital investment, production, and uplc;ymnt. In addition,
small business firms would provide more ‘employment opportunities in an
economy suffering from unemployment as well as inflation.

Both §,3833 and HR14837 provide for some liberalization of depreciation
for small business firms., However, depreciation only allows for recovery of
capital overtime. During inflation capital recovery through depreciation
means a return of cheaper dollars in years to coma from more expensive dollar
investments made today. Therefore, there is some doubt as to the stimulation
effect of liberalized depreciation during times of high inflation. .

8.3833 (Small Business Tax Reform Act of 1974) contains & number of
needed tax ptoviu'onn, but did not contain any direct incentive to spur
capital investment. HR14837, on the other hand; did contain such a provision,

Section 2 called for an increase from 7 percent to 10 percent in the investment
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tax credit for eligible items of capital equipment up to a maximum of $20,000
of investment per year. This provision was considered a direct step toward
curbing inflation, but fell far short of being an effective stimulant to
capital investment in that it provided a maximum of $600 additional incentive
for each small business firm over the present provision of the investment
credit ($20,000 x 10 percent - $20,000 x 7 percent). This would not provide
sufficient incentive to call forth significant new investment in more .
efficient capital equipment.

What the U. 8. economy needs at this point in time is a large, but
temporary, increase in incentives to stimulate small business firms to invest
in productive capital equipment. The incentive must be large enough to jolt
managenent into a quick but sound decision to 1nv;st. However, the stimulus
must be so directed that investments will be made in capital equipment that
will increase production and or productivity. Therefore, it is recommended
that 8.959 be supported by the Committee. Iﬂparticuh; the following
provisions of 8,959 are most noteworthy.

Allow small business firms (as defined by SBA) to claim for a ‘pcriod

of 36 months following the enactment ofithe‘lt! & 20 percent tax credit on

capital 1nvclt-et;ts wvhich can bde r ably d trated to increase production
and/or decrease the cost of production (increase productivity). This credit
would be allowa up to a maxioum of $200,000 worth of investment during any
teaxable year.

The temporary nature o!. this incentive provides an impetus to invest
and expand production facilities now rather than h‘tcr. A surge of new
production would work to blunt inflation without increasing unemployment
(reduce cost-push inflation). In fpct the new production would reduce .

‘unemployment. Moreover, small business firms are not usually hampered by
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internal administrative delays. This means that they would be quicker to

" react to a stimulus than a large firm thus creating a much needed boost to

the economy.

The increase in productivity by the small businesses would provide
real competition for the hz\'{er firms and thus spur the large firms to find
more productive production methods to allow them to stay competitive.

Perhaps the single most compelling reason to support 8.959 is that the
proposed 20 percent tax credit will give" small businesses a much needed
:lncruse.in their cash flow. Tight money policy has hurt small business

much harder than large corporations. As money became tight, sources of

‘supply of short-run capital dried up for small businesses. This is true

because small firms have not the expertise to seek out and secure capital as
do large firms. Many small firms are being forced out of business because
of being "cash broke." This bill will provide the incenti:ve to invest and
produce as a measure of gaining short-run capital.

A benefit to the national economy to be gained from the investment
credit is a shift from consumption to need;d investment, Over the last fer
years, the U. 8. has consumed or given away more than it has produced. Mosat
national efforts have centered on problm of consumption rather than
production. Recent fuel and grain shortages have caused the U. 8. to
realize that its major long-term economic problem is underproduction and
shortages. Goods and services in this world are not free. We are notl as
zich as rich can be. We nu'-t increase our ability to produce more with more
efficiency.

Unless direct action is r:nken to stimulate investment, the high cost of

mopey will surely continue to decrease the rate of capital investument. Thi's
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will red production, a decline in productivity, increase unemployment,
and contribute to inflation in the short run by decreasing the supply of goods

in an already inflated economy.

Pimeg,,

Martin C. Schnitzer
Professor of Business

M. Murphy Bird
Professor of Business
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‘Senator Brock. You know, I am most interested in what the first
two witnesses referred to. I cannot really argue the point of the invest~
ment tax credit, if you go on to talk about the corgorate tax itself.
But, gentlemen, we do not have that situation. We have got & situa~
tion where there is a corporate tax. Living in the real world, I think

ou would agree that one of the problems we have got in this society
1s the shortage of capital formation. If you do not, you had better
say so now, before we get on that path. I would like to pursue that
some more. Dr. Holt?

Mr. Hovr. I would be interested in what leads you to that conclu-
ﬁ;m. It 1: often asserted, but I think there are serious questions about

e point.

Senator Brock. Maybe we can turn it around. You said—and I

‘think I am quoting you accurately—that this %articular device, the

investment, tax credit, might soak up capital which would otherwise
be available. What do you mean—available from-where, for what?

Mr. HoLt. Well, this was in the context of how capital is allocated
in the economy, with respect to large business versus small business.
Many small businesses are in service areas, and investment tax credit
may not do very much good for a small business firm that cannot
raigse either equity capital or borrow very much mon?y. They simqu
cannot afford to spend the money to take advantage of that particular
tax break. If larger companies are able to, then there is a differential
effect of the investment tax credit. I am sure it was not the intention
of Congress to try to promote the growth of capital in large business
as distinct from small business. It was put in terms that we want to
promote capital growth in general.

Senator Brock. Just to be fair with you, I think we are prett
close together. Let me tell you why. I was the author of the amend-
ment in the tax bill to cut the tax on small business. My first amend-
ment was to cut it measurably more than we ultimately did, and to
gut it on a progressive basis; and I think both of you mentioned that.

o in that respect, we are in agreement.

I also suggested another modification that was not adopted, and
1 am still somewhat interested in it; that we have, since small business
too often are labor-intensive and not capital-intensive, and they could
not use a capital credit, that we have an employment tax credit for
small business, which would have a double effect, both of giving them
additional capital resources, but also of course of affecting employ-
ment to a measurable degree. But again, back to the basic problem.
We are in a situation in which, with the $70-plus billion deficit pro-
jected this year, and the effect that has on the capital markets, if the
economy begins to surge, as we hope it will, I think there is a serious
grospect of an increase in interest rates, because of the long-term

emand for capital, for energy, and for other structural improvements
that have to be made in this societﬁ'.

Now, if you see an inadequacy there that I have not found, maybe
you could tell me where it is. L

Mr. Howr. You speak about the problem of rising interest rates
which are controlled by the actions which the Federal Reserve Board
takes, If that is what is concerning you, then an investment tax
credit is not a very direct way of getting at the issue.

Senator Brock. What is the alternative? Do you want the Fed to
finance the deficit? I mean, can they do that in times of prosperity
without an inflationary impact?



“Yg,

i

‘of the sword. It is either saying we have too ti

116

Mr. Howr. If {ou think that the interest rate is rising too high—if
the prospect is that the interest rate is going to rise so high that we
will cut back on investment and slow down the recovery, then that is
equivalent to saying we have got too tight a monetary policy and, so,
we need to—— o

Senator Brock. No, it is not. You are dealini with only one edge

. t & monetary policy
or an inappropriate fiscal policy. It could be either,

Mr. Hovt. Well, these two obviously interact.

Senator Brock. We have never dealt with them as interacting.

Mr. Hour. But the most direct effect on interest rates, which is
what you had focused on, is by monetary policy; the effect of fiscal
fiscal policy on it is secondary.

Senator Brock. I am using interest rates as a symptom of the
problem. Now, there may be some wgy of massaging the problem by
govermental exercise, an increase in float in the open market opera-
tions by the Fed, things of that sort, or a reduction in the level of
nonproductive Federal expenditures, or an increase in taxation. All
three of those would have the same result in terms of relieving the
symptoms.

r. HoLt. Well, I think what you are concerned with is the path
of recovery which is an aggregate demand question, and it is much
more a monetary-fiscal policy issue than an investment tax credit
one. Now, I think—-

Senator Brock. I do not argue that.

Mr, Hour [continuing]. If you can get one kind of economic
stimulus through Congress and obtain the President’s signature, and
you cannot get another one, and we need more stimulus, then I
would buy what stimulus we can get, but I think the context in which
Professor Eisner and I have been talking are structural issues—
basically whether we can reform the way the economy o%erates and
make it work better in the long run. These changes cannot be achieved
fast, so I think there is a distinction about whether we are talking
about short-term issues, where we have to be essentially opportunistic
or whether we are really talking about the long-term ones that reflect
on growth, efficiency, and equity in the economy. .

enator Brock. Professor Eisner is sitting there itching to get into
this, Why do you not go ahead? ) .

Mr. EmsNer. Yes, I am delighted at the thrust of the discussion,
the thrust of Professor Holt’s remarks, with which I largel?r agree.
I would question the evidence that we have a shortage of capital
formation. Indeed, I would question the notion, with all due respect
whether it is to (Jongress or to the economists, to assert over an
against the market that there is a shortage of capital formation. What
we pride ourselves on in a free ecomomy, is that business concerns
and consumers make decisions which meet individual tastes and
demands. There might be a shortage of capital formation on two
grounds: one, that we have followed an economic policy that has
created very substantial recession, unemployment, and excess capacity.
and that, I believe, is true. But then the remedy for the lack of ca; ital
formation is to restore a full-employment economy. Without that,
businesses will not find it profitable to invest. Consumers, individuals,
will not have an income out of which to save. )

Now, with any particular kind of incentive, I think we all too often
lose sight of the ultimate effects. Take for example, the equipment
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tax credit, supporting what Professor Holt said earlier, and amplify-
ing what T sai , which is encouraging businesses to spend on equip-
ment. It means only on eligible equipment. It means if there are limited
funds, if there is a limited amount that people want to save, that
those funds, that that investment must be taken from other kinds of
investment which are not so favored; for example, investment in

lant; for examgle,. investment in residential housing; for example,

vestment by businesses in research and development. Hers, by

the way, 1 think there are good theoretical reasons for arguing that
business investment is insufficient because when a business buys a
piece of machinery it can own it, get its full benefits, but with invest-
ment in research and development and training people as I indicated
earlier, there is no way it can hold on to that benefit, so what we do
is we encourage one kind of investment that soaks up funds; to the
extent it is successful, it causes businesses to go out and borrow.
That raises interest rates with that kind of investment and discourages
it elsewhere. Indeed, it is a truism in economics that saving equals
investment. If you are not taking a measure that causes an increase
in total savings then any investment that you stimulate in one direc-
tion is going to come from investment somewhere else, and that is
part of this no free lunch. There is no escaping it.

. Now, I do not quarrel with the businessman that says, gee, if you
give me this credit for this, I will invest more. He may be perfectly
right. He is not looking at the whole economy, but, unless an economist
or you can show some way in which that increase is in saving in the
whole economy, then you know, as a matter of arithmetic, that that
increage in investment by this guy is going to mean less investment
somewhere else, and, indeed, since you have destroyed the free market
allocation of resources by encouragmg one kind of investment, you are
very lik:}ﬁ' encouraging the kind of investment which is less productive,
which will aid growth less than another kind of investment which a
businessman might have found more profitable if he had not been
pushed out of it by the bias that the tax structure introduced.

Senator Brock. Unfortunately, my time is expired. I find nothing
you say that I disagree with, and I would like to pursue it a little bit,
maybe a little bit better. ,

enator BeNTsEN. Thank you, Senator Brock. I made the serious
mistake on the part of the chairman. I did not ask my own questions,
so I am going to intervene at this time and ask a few myself.
* First, let me say, Mr. Harwell, one of the very significant themes
made in your statement, one of the significant points, is on pafe 3,
when you talk about in the 197374 period the analysis made of the
186 new plant locations employing 11,429 people. And then you talk
about the interdependence among those plants and the remainder
of the economy in Texas, that an additional 20,653 people would be
employed by business and industry already located in Texas. In other
words, two for every one, and I guess that is one of the significant
differences that we see in our public service employment, which we
use as an emergency procedure, to try to help the unemployed, but
we do not get as muc ripplin§ effect as we do with small usfnesg,
creating new jobs, because, as I understand it, when you get ublic
service jobs, it does not necessarily follow that you end up with two
additional employees, Would that be a fair statement?
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Mr, HarweLr. Yes, sir. We have gone on the basis, or we operate
on the basis, that our No. 1 concern is to generate new income which
gives you the spilloff effect, and the only way we are able to do this in
our State is one, by either creating a manufacturing job, which gives
you the value added by manufacturing, through agriculture, which
we have a very large basis, througlh tools, and where we have a transfer
of funds generated someplace else, and we can bring to Texas or
through Government spending, and really in all four of these areas we
are dprett;y well balanced. We have a very good return of Federal
funds per taxes that we pay in the State of Texas. In fact, I think we
are_probably a little more blessed than most, but moving around it
within the State is part of the thing, but you have got to start some-
place with new—you have to generate some amount of new money.

Now, my purpose of beinihere is to say that with our input-output
model, if you come up with some proposals for taxes we would be
delighted to run them through our model, and I think we could give

ou an answer as to what the effect would be. Our State legislature
as used the input-output model to determine what effect State taxes
would have on the businesses of the State of Texas, and we would be
delighted to use this model to at least show you what a proposed new
tax, what its effect would be in the State of Texas on both small and
large business. We can differentiate. ,
enator BENTsEN, Thank you verﬁ' much, Mr. Harwell, We get
some interesting results when we ask the Treasury to run models for us.

Mr. HArwELL. Well, ours is not a model that was made by estimates.
It was made by actually goinﬁ out on personal interviews, so we do
not have something that we have just guessed at. We have got an
honest-to-goodness model that gives a true reaction.

Senator BEnTsEN. I hope that is right. We have had a number of
these econometric models give us entirely different results, and I am
sure we have very sincere people operating each of them.

Mr. Howr. Senator Bentsen, I think that that multiplier of 2 would
be a general ballpark figure for public employment, as well as private
employment. )

eq?abor BenTtseN. You think it follows through on public employ-
ment

Mr. Hovr, Yes. It is the right order of magnitude. It clearly de-
pends somewhat on the particular employment, but, in general, 1t lias
to do with the expenditures of the newly hired government worker—
sonfleb%dy has to cut his hair, do his laundry, sell him groceries, and
so forth,

Senator BenTseN. Do you think it follows the same as it does in
private business then? .

Mr. Hour. Basically, unless there are subtle, indirect effects. For
example, you may stimulate the development of one kind of industry
which makes the State more attractive to another kind of industry
coming in. L.

Senator BEnTsEN. Dr. Eisner, let me pursue one point with you.
I know you oppose the graduated capital gains tax. My concern is a
lot of people make what, In effect, are tax decisions and not investment
decisions, and I look at a situation where a man starts a company and
he has a zero tax base virtually and he has worked at it for many
years, and then he reaches an age when he would like to retire and he
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does not want to merge into someone else’s company and get their
stock, but he would like to sell out. He does not have kids who want
to carry it on, and he looks at a situation where he would pay a 35-

ercent tax and then a ﬁreference tax would probably run it up to
37% percent, and then if he is in a State like New York or California,
it runs up to 42% percent, and what does he do? He says no, I am just
not going to take that kind of cut in my estate, so he keeps it and you
have capital frozen.

I do not think that is good either. I think you ought to have mo-
bility of capital, If you had a graduated capital gains tax, that would
give some offset for inflation. Why do you feel it is inequitable or
improper to have a graduated capital gains tax? I would like to hear
your argument on that.

Mr, Eisner. Certainly, sir. I actually, to begin with, believe in
the income tax, and I would try to tax all income equallly, including
the income which accrues in the form of capital gains. I think you
have made an excellent point on the problem of inflation, because our
capital gains tax is such that we tax nominal capital gains and, where
we have inflation, there may be no real capital gains. The economist’s
definition of income is that which one can consume while keeping .
one’s capital intact, meaning one’s real capital, so that adjustment
miililﬁ well be in order in some instances, but I would argue that the
lockin effect, the immobility of capital, can best be answered by some-
t which I fear may be impolitic at this time, but is to me, the
clearly called for answer, and that is taxing all capital gains, after
adjustment for inflation, as if they were income, but taxing them as
they accrue, and you can allow businesses or individuals to declare, as
best they can, what they consider the gain to be. They do not have to
even pay the year it accrues, They can accrue the liability and pay
interest on it, but in that way there would be no lockin.

I think the difficulty with graduating it—and I think you mean
graduating it over time——

Senator BenTsEN. Professor, I can not agree with you on that one, I
must say.

Mr, E1sner. I would feel that graduating over time would, if
anything, increase the lockin. That is, once I have held a security for
6 months, except to the extent I want to hold it to leave to my estate,
the only advantage of holding the asset longer is, of course, I delay
the payment of the capital gains tax if it has gone up in value, and
that is a not insignificant gain. But, if we have a situation where
I include, let us say, 50 percent of the gain in taxable income after
6 months, 45 percent after a year, and 40 percent after 2 years, and
so forth, then at each point of time, I will say, well, if I held it another
year I will reduce the rate to less, so I wo.ufd‘ think that graduating
the capital gains tax over time has every likelihood of increasing the
lockin, rather than decreasing it. ,

I submit it is an empirical question. You have to analyze it, and
you may never know until after the facts are in, but I see no reason
a priori that that would reduce a lockin. ) .

r. Hovr, Senator Bentsen, the biggest lockin effect is the ultimate
wag' of escaping the capital gains—that is to die out from under it
and never have to pay. ’
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Senator BenTseN, But, if You have a graduated capital gains tax,
you get away from that problem to a degree.

Mr. Hour, Well, the biggest lockin effect is that you may never
have to pay it. So, if we ehm:iez the inheritance tax so that a capital
gain will automatically be realized at death, then there is no way of
escaping the capital gains tax. You pay it sooner or later, and the
only issue is when you pay it. That drastically reduced the lockin
effect. Then, you can make a choice as to whether it is desirable to be
locked into this particular investment or whether, alternatively; it
would be better to diversify. I think that is really not a serious eco-
nomic problem. When it is a serious one is (Fving a person an incentive
to }:ﬁl it for 40 years so that finally he dies and never pays the tax
at all.,

Senator BEntseN. Thank you very much, my time has expired.

Senator Nelson, do you have any questions?

Senator NeLsoN. Since this is Finance Committee room, I assume
we are following the committee rules, so I will wait.

Senator BENTSEN. Senator Javits.

Senator JaoviTs. Mr, Chairman, I shall be very brief.

Iam verf interested in one area in reading your statement, but I
regret that I was not in time for it since I had a meeting this morning,
If you would be good enough to follow me, Professor Eisner, it would
save a lot of time. On page 11 where you really lay out a program for
small business in lieu of the tax reduction, you, yourself, would put
your finger on the ball by pointing out that you have to make profits
to pay taxes. If you do not make profits, it 1s peanuts.

r. E1sNER. That is correct.
. Senator Javits. That is true of the equipment tax, it is true of the
income tax. But I do not think the income tax is making or breakin
small business. So, I am very much in support of amending it an
workin% with my colleague, Senator Nelson, as I have for years,

But I like what you are domg here. Now, lat us go over that if I
may, briefly. One, a tax advantage for giving the youth or another
marginal member-of the labor force a job. Now, that is a very impor-
tant concept. Have you drafted anything on that? I have tried and
have been defeated In the Senate on this. Not too decisively, but
defeated on a tax for taking on additional workers, always concerned
about the criterion of what are additional workers. I like the idea of
a tax advantage for youth and marginal workers rather than lowerin,
the minimum wage or the youth exemption or whatever it is called,
which is very tough and which I am against. I think most of the pro-
labor members here are against that, too.

So, question: Have you actually drafted anything on that score, or
would you try your hand on it, as a service to us? .

Mr. Eisner. I have not drafted a garticular proposal for legisla~
tion. I have in several writings, which will be put into the record
made the proposal, but hardly in terms that would be direct or useful
for legislative purposes. I would be happy to draft a set of options,

Senator Javits, Would you do that?

Mr. Chairman, I ask unanimous consent that those would be
included as part of Professor Eisner’s testimony. -

Senator NEL3ON [presiding]. Yes, we would be glad to receive them,
The record will be open for some time.
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Senator JaviTs. Say in 10 days, is that all right, or 2 weeks?

Mr. Eisner. Unfortunately, I am about to go out of the country
for 2 weeks on Sunday.

Senator JaviTs, How about a month, or 30 days?

Mr. EisnEr. That is fine.

Senator NeLson. May I say, Senator, the staff advised me we will
not be printing the record for a month a.nywa{. So if you had it in
there blyg 30 days, it could be included. Would that be possible?

Mr. EsnEr. Yes, sir.

[The material referred to follows:)



L

121

NORTHWESTERN UNIVERSITY

COLLEGE OF ARTS & SCIENCES
EVANSTON, ILUNOIS 60201
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Washington, D. C. 20510



122

147718

Proposal for a Job Development Credit: A Tax Credit for Investment in-
Human Capital

by Robert EBisner
i Intxoduction ,

A direct way to incresse employment is to reduce taxes on employ-
ment. There has been and is much talk of incentives for business invest-
ment i{n general and the purchase of equipment in particular. The ;quimut
tax cradit has even been strangely labeled & "job development credit,"”
although among its effects must certainly be some 1pducmn: to substitute
machinery for labor.

Yet employers and all covered employees are now faced by taxes
totalling 11.7 percent of nominal earnings up to $14,100 per year,

These direct taxes on employment, however dubbed as employer or employes
contributions, are now being paid at a rate of over $100 billion per
year and constitute a tax well in excess of corporate income taxes and
second only to the individual i{ncome tax in payments to the Federal ..
Treasury. Further, these taxes, as a component of marginal or variable
costs, are a major element in prices. Their substantial increase in
recent years -- they have approximately doubled since 1970 -- must
certainly be a significant element in both the inflation in geaneral
prices and the loss in purchasing power which contributes to recession.

Unemployment appropriately adjusted is now at {ts highest propor:
tion of the labor force since the Great Depression of the 1930's. Of
the approximately 8 million counted as totally unemployed, almost

- 2-1/2 million are concentrated in the 16 to 21 year age group. There

e
o,
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is also substantial additional underemployment in that age group.
Large 1f precisely untold numbers of youths do not enter the labor
force or withdraw because of the apparent impossibility, for
inexperienced new entrlﬁto, of Eocnttng Jobs in @ -
period of deep recession. While exceedingly heavy for whites as well,
the unemployment rates are exceptionally high among blacks, running
to approximately one-third of the labor force in the Labor Department
category of "Negro and other races.'" Finally, in addition to those
fully unemployed or out of the labor force, we must add some three-
quarter of a million youths in the 16 to 21 category who are "employed )
part time for economic reasons," but would presumably prefer full time
work, this out of a total of 3,7 willion in all age groups "employed
p;;; time for economic reasons,'

Current 9nemplquent of youths threatens a permanent loss to
the economy and to socifety. It {s well known that labor learns by
doing. Experienced workers are more valuable than inexperienced workers.
Continued large scale unemployment among youths threatens to create a:
new generation of chronically unemployed and underemployed, frequently
doomed to an endless repeating cycle on '"welfare" or other forms of
public aid and/or surviving in an underworld of crime and {llicit activity.

While investment and accumulation of capital are clearly critical
to economic growth,massive ov:deﬁie has been accunulating in recent
years that probably the most important component of that capitel is

human capital, the know-how based upon training and experience, along

with habits of productive labor of which we have in so much of our past

84-397 O~ 75 -9
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history been justifiably proud. That human capital is acquired by
education and training. It {s also most importantly acquired by actual
job experience and that particularly in the early and formative years of
11fe. A measure to reduce directly the gonergl level of unemployment,
and most particularly the level of unemployment among youth, and

further to increase employment both by drawing additional potential
workers Lnto the labor force and making full time labor available to

all those who wish it, is therefore called for most urgently,

Broposal

It is proposed that beginning with the first month after
enactment of appropriate legislation, both employers and employses
be relievad of contributfons for social insurance or further contributions
to social insurance for employees under 22 years of age, up to a cumulative
maximum for each employee equal to the maximum amount of annual payments
requiraed under the law,

Thus currently, an employee eligible for such relief and the..
employer of such an employee would be excused from social insurance
taxes on up to the first $14,100 of the employee's earnings., This
may be {mplemented without affecting social security trust funds by
having the equivalent contributions to those funds made by the United
States Treasury., The exemption from payment of such taxes would expire
for each employee at tha time that his cumulative earninge have reached
the total gnnual earnings on which such taxes are levied (currently

$14,100) or on the employee's 22nd birthday, whichaver comes sooner.
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For those under 22 years of age at the time of the enactment of this
legislation who have already had some eligible earnings and paid some
social insurance taxes, this relief would extend until their cumulative
earnings, including those earned before the effective date of this
legislation, reach_the maximum figure, or until their 22nd birthday,
whichever comes sooner. ‘

Under the workings of this proposal, all employers of employees -
under the ages of 22 whose cumulative lifetime earnings have not yet
reached the maximum of annual earnings subjact to social insurance
taxes will receive an immediate reduction in their labor costs cghal
to the payroll taxes that they will not have to pay on these employess.
In addition, such. employees will immediately enjoy an increase in gross
earnings after payment of employee contributions for social insurance
equal to over 6.2 percent (that is, 5.85 divided by 94.15)., The
relative increase in their take-home earnings after taxes would of
course be greater., The i{mmediate reduction in labor costs would be most
beneficial for labor-{ntensive enterprises. To the -
extent that small business 18 a relatively greater employer of labor
and of youths in particular, the benefits will be disproportionately
greater for small business. There will be further benefits to employers
as turnover {8 likely to be reduced where youthful workers with larger
take-home pay find their jobs more desirable.

Of considerably greater importance, however, employers will now
find a twofold advantage in hiring youths with little or no exparience.

In the first place, they will recognize the gain of lower labor costs
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due to relief from employer contributions for social {nsurance, a relief
which i{s likely to last for well over a year for each youthful employee because
most young workers would not in one year earn the current meximum of annual
earnings subject to social insurance taxes. Secondly, they would f£ind it
esconomical in many cases to offer new youthful employees a take-home pay which
would be attractive to such employees without the added cost of & built-in
employee tax for social insurance., This would further move some way to na;tlnz
the objection that minimum wage laws tend to make it uneconomical to hire young,
inexperienced workers who may be less productive until they scquire experience
and for vhom initial employars would {ncur a high training cost. Minimum wage
legislation would thus be retained without exception while the United States
Treasury meets the social costs of offering initial job experience which will
ovoatullly-mnke workers sufficiently productive for employers to be willing

voluntarily to pay them the minimum wage and above, and all relevant taxes,

Coscs and Benefite

Those in the current labor force under 22 years of sge number approxi-

mately 14 million, and their current contributions for socfal {nsurance in

-

1975 may total about 5.2 billion douuu.1 Recognizing that some workers will
have already reached their maximum cumulative esrnings and most will already

have had some earnings, we may estimate roughly that the faitial annual cost

1A one percent social security sample {ndicates that contributions for social
insurance of those 16 to 21 years of age were $4.476 billion in 1973, Multiplylag
this by 104.5/89.3, the rato of total contributions for social insurance

in the first quarter of 1975 to those in the first quarter of 1973, yields an
initial estimate of $5.238 billion. Similar results are obtained by extra-
polating with the ratio of the Wharton Model's projection of 1975 contributions
for social insurance to 1973 contributions.

1 am indebted to Roy Webdb for assistance in locating the underlying”
data and preparing these calculations.
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‘to the Treasury should be no more than $3 billion. The annual

cost to the Treasury would run somewhat higher, however, in
future years as there would be fewer employees who reach the
cunulative earnings cutoff without enjoying full tax relief,

but would remain well under the $5.5 billion for the current
labor force, with current wages, current employment and the
current annusl earnings limit applied in the cumulative earnings
cutoff. As wage rates and employment vary, in part due to
implementation of this proposal, and “as the cucgtf is changed,
the direct tax effects would of course also change.

Direct benefits are to be found first in a reduction of
labor costs of approximately 5,53 percent (that {s, 5.85 divided
by 105.85) for perhaps 6 million workers under the ;gca of
22 who would be affected immediately. This should in turn
reduce prices or lower the rate of inflation. To the extent
that employees are concerned primarily with take-home pay,
employers would find that they might realize a further saving
in labor costs while offering new employees a Llower wage
than would be necessary Lf» the net wage were reduced
by social {insurance taxes. If employers were not drlv;;

by competitive pressure to lower the prices of the products

to reflect fully the lowered labor costs, they would of course now
enjoy higher profits which would result in higher profits taxes,

thus reducing tax loss to the Treasury.



it

128

Second, and most significant, employers would have an incentive
to hire additional teen-agers and those 20 and 21 years of age and to
glve full-time jobs to many now working only part time. The gains
from such increased.employment of youths are likely to be lasting.
Employers are frequently understandably reluctant to hire young
people without experience and training. Risks are considerable and
if new employees work out there is no gusrantes that they will remain
long with the employers who invest in their first job. Yet that
first job, before the frustration of idleness has wreaked its toll,
may be critical to establishment of life-long lklll; and the work ethic.

In the short run, increased employment for those under 22 years
of age would add to production and income. As youths and their families
spend the tncrnau_a ;n income further employm;nt will be generated as
production of goods and services is increased to meet the increased
demand. The initial tax revenues generated from increased employment,
production and income are likely to offset a significant portion, u__not:
all, of the initfal tax losa. The savings in social costs of idle youth _
and the ultimate costs of lives ruined by youthful idleness are incalculable.

It may be objected that a special incentive to hire youths will
result in less employment for adults. This is hardly likely. While
there might be some “substitution effect," in the economist's jargon,
the a:pansion effect of added employment would considerably outweigh it.

It may further be objected thut employers would hire youths only

until they exhausted their tax-relief potential and then fire them.
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This, however, does not make economic sense and ;eams highly
unlikely. For after one to two years of employment most workers have
enough experience to increase their prospective value by considarably
more than the 5.85 percent in additional labor costs which would be
entailed in the employer contributions to social security and indead
by more than the total of 11,7 percent. If it paid employers to hire
the youths to begin with it should certainly pay to keep them after

they have acquired initial experience.

ble E: i

This proposal could obviously be modified to remove the
ceiling cutoffs and permit relief from payroll taxes for all employment
of those under 22 years of age. The monetary costs would be somewhat
greater but so would some of the benefits, although it might be argued
that the benafits of increased employment would not grow proportionately
with extension of the duration of the relief.

The proposal might also be modified to a lesser extent by
removing the inclusion of income already earned before the effective
date of the embodying legislation from the cumulative earnings counted
toward the cutoff, This would also increase the costs and some of the
benefits but, applying to those already employed, would consequently
have a lesser effect on increasing employment.

The proposal might also be extended to cover initfal employment
for those of any age. It might be argued that employers should be

encouraged in the social interest to treat kindly any new entrants
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into the labor force. This may be particularly important for women

who have not had previous work experience. Lf the age limit were
extended beyond 22 years it would entail the inclusion of many young
college graduates and of those who have completed graduate or professional
training as well. Inclusion of thesa latter, relatively better qualified
entrants into the labor force, would not, however, seem as fruitful in
terms of the key objective of increasing employment. In general, it

can be argued that the greateast benefit in terms of human capital

is derived from {nvesting in those in the youngest age groups. They

have the longest number of years in which they and iocto:y can profit
from {nvestment in initial jobs and training. In the interest of
increasing employmant generally and lowering prices, however, one

might extend the tax relief beyond those under 22 years of age,

for example, by applying to the payroll tax the $750 personal exemption

in individual income taxes.

Conclusion

This proposal will fncrease real demand while lowering costs
and hence combat inflation while increasing production and employment.
It will be focussed directly on employment and increasing the most ‘
vital and productive human capital of the nation's youth., 1If it were
desirable to substitute other tax revenues for those lost under the
initial operation of this propossl, it might be appropriste to limit,

reduce, or eliminate the equipment tax credit, which in its expanded
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form will involve a similar or greater magnitude of loss of Tressury
value., While the benefits of this proposal would extend to all

enterprises, they will be trated hat more heavily on

relatively labor-intensive small business and, of course, thase
businesses which hire or might hire larger propbrttonl of youthful
workers. But by contributing to the reduction of inflation while,
most fmportantly, moving us back toward a target of full employment,
adoption of this propossl will contribute to prosparity and

economic growth.
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Senator Javirs. Secondly, I think we ought to consider very care-
fully your idea of eliminating the unemployment compensation taxes
for younger workers, again, rather than breaking down the minimum
wage structure. '

ut to proceed to the next point, dyou than say, credit. Credit is a

big problem for small business. And do Jrou agree with the illusion
that the SBA is an adequate source of credit—especially as that credit
is uncoupled with any technical guidance that a banker gives to his
client. And this business that bankers, you know, are just leeches—
from my own experience; and I was a fng business lawyer long before
I was a Senator—is wrong; the banking firms have, on many occasions,
given very, very useful and special guidance and advice. They are a
very high salaried control which a small business cannot hire,
. So, qgeqtnon: Should we go for some concept of a develo?ment bank
in the United States which, even as conservative or as middle of the
road a Senator as Senator Sparkman has shown a very great interest
in, because of the need, as is shown in the World Bank for coupling
larger source of credit from the SBA with technical assistance in the
financial banking field for small business.

Mr. E1sNER. 1 would be sympathetic in principle to such a proposal
because it seems to me that it would fit the general criteria I woul
have of perfecting markets and improving capital markets in this
instance, and also offering the kinds of services which may well be
externalities—that is, expertise—which perhaps an individual concern,
and 1particulm'ly a small concern, may not be able to afford, but which
would be of greater benefit than the cost.

Senator Javits. Now, would you do a little added work for us and
let us submit to you—the bill which I have introduced for some

ears—or Senator Sparkman’s bill, which may be even better—a bill
or the development bank—and would you give us your critique of
tha% at the same time that we hear from you on this other propositional
tax

Mr, EisnER. I shall endeavor to do so. ) ) .

I should add that I am not really a specialist in this particular
area, but I will offer what opinions I can.

Senator Javirs. Well, all riBht.

And last, what about R. & D, for small business? We wrote into the
law what practically amounted to an antitrust exemption for small
business in respect to research and development. It has had very few
takers, which is sad, because it was so well intentioned and so necessary.

Would you have any suwstion as to that? That, collaborative
research by small business. What is keeping them out of it, or what to
do instead, where they really are behind the eight ball as far as big
business is concerned. '

Mr. Esner. I fear here I have only general principles. For one
thing, as I indicated in my prepared statement, we discourage R. & D.
expenditures by giving tax adyantages to other kinds of expenditures;
for example, equipment, in this instance. But generallt),r, by its nature,
research and development ex&e;)ditures are requenlll'w{l unjustifiable
in terms of ordinary profitmaki E for an enterprise. The smaller the
enterprise, the less it is justifiable, because the enterprise cannot
maintain for itself a sufficient proportion of the advantages. And the
remedy there is to, as you suggested, encourage some kind of coopera~
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tive effort or to have the Government in the business as it is for
agriculture, as it is largely in the military-space area, providing the
research services itself.

Senator Javirs, Mr. Holt, would you like to contribute to this—we
will not have time in questioning—in the way of writing? Especially,
I noticed you shaking your head on the R. & D,

Mr. Howur. I think the model of having nationalized agricultural
research is a very good model here. You cannot expect small business
firms, say in the dry cleaning industry, to do a lot of research.

Senator Javits, Could you give us some finite thoughts on that in
writing?

Mr. Hovur. Certainly.

Senator JaviTs, I ask again unanimous consent for 30 days.

[The information referred to follows:)



-

134

SUPPLEMENTARY STATEMENT ON RESEARCH ASSISTANCE TO SMALL BUSINESS

by
Charles C. Holt -

The federal government should make greater efforts to make laws,
regulations, and administrative procedures more responsive to the capabilities
of amall business. Failure to do so will handicap small business relative to
large ones that often are thousands of times bigger.

However, a strong case can be made that government should lend positive
assistance to small business in certain areas. The failure rate for small
business, particularly in the start-up phase, is so shockingly high that
attention needs to he directed at achieving successful firms. For ths pain and
costs of business failure to be reduced, many ill-stared ventures should never be
started and others should be started better.

Better knowledge is needed on how to start and run amall businesses.
Unfortunately, the small busineas manager cannot afford to do the ressarch on
the technical, financial, marketing, etc., problems that must he solved, if he
is to survive and prosper. Even though the henefit/cost ratic of research is
prohibitive for the /.122{‘1'1?1’3. it may be highly advantageous from the social point
of view, provided that the resulting knowledge is widely disseminated.

In agriculture these considerations have led to extensive, publicly-funded
research, which has contributed importantly to our high agricultural productivity.
Lacking such research and the technical assistance to deliver it, small businesses,
in the interests of survival, will tend to be forced to rely increasingly on

standardized franchise packages. While this is a healthy development in many
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ways, it does decrease the rich cultural variety of home-grown businesses, ~
and may lead to a decrease in ‘eononi; (::;:-petition.

Given the fact that large business can afford research but small ones
can't, unless government research and technical assistance is supplied, our
small business sector will be technologically and managerislly handicapped, and __
tend, in the long rum, to shrink in relative importance.

For these reasons I would urge that the federal government .establish a program
of research and technical assistance designed to operate in the industrial
areas and on the problems of greatest concern to small business., In d-r'awing
legislation to implement this recommendation, comsideration should be given
to economies of scale in performing and publishing research, on one hand, and
to the need for widely dispersed technical assistance in the application of
the findings at the regional, state, and firm levels. Profit-motivated
consulting firms also should be encouraged to participated in the dissemination
process and in the .t'omhtion of problems requiring research. The agricultural
-extension system should be studied as a possible model for this legislation. A
federally-coordinated and supported program at land-grant business and engineering
schools could supply much of the research, technical assistance, and adult education
that are needed by small business. However, the involvement of federal laboratories

and agencies also needs to be considered.
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Senator Javits. Now, anything on this, Mr. Harwell, that you
would wish to contribute would be more than welcome, although 1t is
nowarticularly in your line.

r. HaArweLL. No, I would like to say just one thing, and maybe
get concurrence with something that Senator Brock mentioned, and
that is talking about whether a tax incentive or some kind of a tax
break will encourage business, versus the cost of money itself.

In the Federal Reserve and its policies—just as an observer, not an
economist—but every time the interest rates go up, the number of
new jobs created in Texas from a manufacturing standpoint drops
drastically. And I can take a look at the number of new plants, the
number of new jobs in industry created in the State of Texas, and it is
in direct proportion to the lowerinF of the cost of interest. And I
think that one of the things, especially in the small business, the small
businessman is going to be much more influenced by whether he grows
or (ciioes not grow by the cost of money than he is by some kind of a tax
credit.

Senator JaviTs., Well, Arthur Burns is always wont to say that the
cost of money-depends on its supply. That is why I suggested to
Professor Eisner development banking. -

Mr. HarweLL. There was a statement made about the fact that
we have a lot of capital. Now, we have a Jot of capital in Texas, but
it is all for very short-term notes. I do not know that we have solved
the long-range capital problem in this country at all. And in fact,
just last year we were all tearing our hair, saying where are we goin
to come up with the money to finance new powerplants, and all o
the rest of it. And we have companies all across the State that are not
able to get long-term money.

Senator Javits. So that you say that the supply of money at
reasonable rates is the critical problem for small business in Texas.

Mr. HarweLL, Absolutely.

Senator Javirs. Thank you, Mr. Chairman.

Senator NELsON. Senator Packwood.

Senator PAckwoop. One question, Mr. Holt.

On page 3 of your statement, you are talking about the progressive
corporate income tax. You vary it according to size of business, and
then you say, ‘“‘For small cor?omtions in the $26,000 earning bracket
losses should produce tax refunds rather than loss carryforwards.”

Tax refunds of what? ’

Mr. Hour. Well, actually, I talked with a tax attorney since I
wrote that, and it is to some extent obviated by the fact that not
only do we currently have tax carryforwards, but we have tax carry-
backs which allow you, in effect, to get a tax refund. So, in some part,
that problem has been taken care og However, there is a real distinc-
tion between the isolation that you get from losses in a corporation
as distinct from say a proprietorship or partnership. And some of the
points that Professor Kisner made about decreasing the dependence
on the corporation income tax, simply passing through both earnings
and losses directly to personal taxation, has a good deal to recommend
1t.

_ The interaction between the corporation income tax and personal
income tax gives corporations an incentive not to pay qut earnings
in the form of dividends and to simply reinvest in their own busi-
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nesses—that introduces a type of rigidity. It keeps those funds from
flowing back into capital markets where they might be more profit-
ably invested in other industries.

enator Packwoon. I want to- make sure I understand.

You are not suggesting that if Iyou and I go into business and we
form a corporation—just a small business—and the first year we
lose $10,000 or $15,000, that we get some kind of a subsidy from the
Government for our loss?

Mr. Hovr. If you wanted to encourage people to go into new busi-
nesses, that is the kind of program you might consider. There was a
time when the corporation income tax operated in such a way that
when you made money, the Government participated, and when
You lost money, the Government closed its eyes—you were given a
oss carryforward, but you have no way of recovering taxes that you
had paid earlier. That obviously was a very negative incentive for
people to undertake risky investments. We have to some extent

, gotten away from that problem through the loss carryback.

However, if you want to encourage people to go into risky business
more could be done. Since the Government now takes about 50 per-
cent of the profits, for the Government to take 50 percent of the
losses essentially puts the Government in partnership with the
entrepreneur in terms of risk bearing. You might do that, if you felt
that there was a real problem in getting small businesses started.

Senator Packwoob. It is intriguing.

Mr. Hovt. I am not st,ronglﬁr advocating it without further studf'.

Senator Packwoob. I have hundreds of friends who I think wou
take advantage of it.

Mr. Hout. The idea that you are going to risk losing money simply
because Uncle Sam is in there losing with you is not a game that you
necessarily would want to play if you look at it closely—that still
does not make losing money to be good business.

Senator Packwoob. Oh, no; I agree. Nobody wants to lose money.
It would make projecting our Federal Government expenditures very
difficult from year to year—assuming we were going to pick up 50
percent of all the losses of new businesses for the first 2 or 3 years
they were in business.

Mr. Hovr. I am sure that is peanuts in terms 6f the overall budget.

Senator Packwoop. I have no other questions. h

Senator NEeLsoN. Senator Byrbp. . i

Senator Byrp. Thank you, Mr. Chairman,

May I ask Mr. Holt and Professor Eisner this: What do you regard
as the tlx_s)propriate income tax rate for corporations?

Mr. EisNER. I am on record—I hope it does not shock you—I am
on record in & “Business Week’ article of December 14, that I have
offered for the record, as sugfesting that the ap})ro%riate corporate
income tax rate is zero, and I mean that seriously. But that would
involve having individuals include in their taxable incomes the share
of corporate earnings which is represented by their eguity or owner-
ship in a corporation. And that would remove a considerable number
of the distorting effects of business taxation. )

Senator Byrp. You would apply subchapter S to all corporations,
is that what you are saying? R

Mr. EisneRr. I would have to be sure I knew precisely the implica~
tions of subchapter S. . ‘
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Mr. Hour. That is what it comes to without all of the restrictions
associated with subchapter S.
Senator ByrRp. May I ask Mr. Holt what he feels would be an
appropriate tax structure?
r. Horr. I do not consider myself a tax expert, and I am inclined

- to agree with the point that Professor Eisner made that there are

serious questions in terms of distortion in the corporation income tax.
But I have not done as much thinking about it as he has, and I am
less ready to firmly urge its abandonment.

Senator Byrp. If you lay out 50 Iiercent now, and leave it out for
the t:m]alle; corporations, do you feel that is too high or about right
or too low

Mr. Horr, Well, I am inclined to think, if it is anything, it is too

high. .

%enator Byrp. May I ask Mr, Harwell his view on it?

Mr. Harwers, Well, Senator, I am not a tax expert at all, but I
would go along with the concept that if you can eliminate any taxes,
I am in favor of them, -

Senator Byrp. May I ask Professor Eisner this: What do you feel
would be the appropriate capital gains tax? 26 percent? 35 percent?
More or less? . -

Mr. Eisner. The appropriate capital gains tax, I would argue,
would be the income tax rate, with capital gains taxed as they accrue
with adjustment for inflation. But I would suggest that this would
mean a considerably lower income tax rate than we have had. The
direction—and I am sure that the members of this committee are
aware—that we have followed in this country is generally an increase
in rates, either directly or by letting the effects of inflation bring us-
into a higher tax bracket. And then at the same time, with people
more and more miserable with the higher rates, we exclude more and
more income from these rates. We ask special preferences in reduc-
tions, whether they are on capital gains or equipment credits or
municipal bond interest or one thing or another; and of course, that
means, then, that the higher rates which become necessary increase
the demand for still more exemptions.

If we included all capital gains in taxable income, even if we merel
included the realized capital gains—including, as Professor Holt 1s
apt to urge, the taxation of capital gains at death—we would find
that we can decrease the rate on all income, including the income from
capital gains, to everybody’s benefit.

nator Byro., What do you regard as the two or three major
factors in the inflation which we have been experienc :

Mr, EsNer. The major factors in the inflation, I would say, are,
first, it is an initial pull from the surge of expenditures way back in
the Vietnam war from which we have never quite recovered.

Senator Byrp. Federal spending? )

Mr. Esner. Yes, Federal spending at that time. But second, I
believe that the major push has come from the increases in petroleum

-prices and the push from the shortages of the sugply in agricultural

commodities in the last few years. And this has been aggravated by
imperfections in markets, regulatory agency action, and other charac-
teristics of the economy, such that there is hmily any downward

flexibility. _
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I cannot refrain from adding quickly that given this explanation,
I think trying to fight the inflation by reducing demand has been &
very misguided action which might well have been (i)redioted to brin,
on the massive recession that we have had, You do not come bac
from an inflation due very largely to increased costs of sugplying goods
and services due to a shortage of supply by trying to reduce demand,
and certainly not in an economy where it is notorious that there is
relatively little downward flexibility of wages and prices.

The particular effect on the economy now has been precisely the
huge surge of unemployment we have had.

nator Byrp. How do you feel?

Mr. Hour. I totally agree with that, adding simply one point;
that there has been a general inflation of world prices—all commodities,
not just agricultural commodities and petroleum—and that, although
forexﬁn trade is not of dominant importance in the American economy,
this has contributed to our inflation problem.

The testimony that I gave to Senator Bentsen's JEC Subcommit-
tee on Growth dealt with some of these aggregate demand issues.
And it is also somewhat responsiye to the issue that Senator Brock
was raising. And if the committaee is interested, it might like to include
that statement in the record.™

[The information referred to foilows:]

64-397 O - 7810 -
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UNEMPLOYMENT, INFLATION, AND STRUCTURAL REFORM

Statement for the Economic Growth Subcommittee
of the Joint Economic Committee
by
Charles C. Holt

Senator Bentsen and members of the JEC Subcommittee on Economic Growth,
I want to express my pleasure at being asked to testify before you on
Manpower Policies to Restore Full Employment.

Ralph Smith and I are testifying as individuals and not as spokesmen
for The Urban Institute or ita sponsors. However, we will be drawing freely
on the research o; Aour colleagues Richard Toikka, William Scanlon, and Jean
Vanski. Our research has been supported by the Department of Labor, the
National Science Foundation, and the Ford Foundation. Ralph Smith will

talk about near-term unemployment prospecta and I vz:ll]T consider the need

for structural change and manpower policy.
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I. THE ROLE AND LIMITATIONS OF MACRO POLICY

Ralph Smith's presentation, based on our econometric study of the laboé
market, shows vividly both the severity of current and prospective unemployment
and the uneveness of its impacts. It aleo suggests the existence of severe
structural problems in the labor market. I will return to those issues
later.

However, doing something about mgnrployunt requires the recognition of its
intimate connection with inflation. The Phillips diagram in Figure 1 shows
the recent history of unemployment and inflation in this country end
a long-run Phillips curve fitted to data from 1954 to 1969. The data from
recent years, of course, reflects extraordinary international impacts from
wheat, oil, etc., but even before that the increasingly adverse unemploy-
ment-inflation tradeoff is evident. We have also plotted the Administration's
"extrapolatione” to 1980. One might question whether their unemployment and
inflntion.;igutea are mutually consistent, much lesa optimal, but they do
need to be taken seriously as the best indication of the President's intentions.

Monetary, fiscal, and international ugbhnsc policiea can certainly
reduce the unemployment level, but the governing comstraint is the dynanie'
link to inflation and the choice of the least painful mix of unewployment-

inflation outcomes, both currently and in the future. In my view, greater

demand etimulus, if promptly applied, would lower unemployment without

excess tﬁk of inflation; Aggregate denand stimulus including public

service employment is urgently needed and further action should be taken now.
Unfortunately, macro damd'poncien can only deal with less than half

of today's unemployment. Macro policies are limited because using them

to attain and hold unemployment at much less than five percent is likely to

produce inflation that would be unacceptable to the American people. Lower
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Figure 1

INFLATION-UNEMPLOYMENT
1954-1974 MEASURED

1975-1980 ADMINISTRATION ASSUMPTIONS -
(AS OF 5-30-75) .

PRICE
TNFLATION
RATE

——
108G RUN RELATION ~@?
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levels of unemployment have been attained temporarily without undue
inflation, especially when the reduction has been made very slowly. However,
our recent experience of high rates of inflation has \mdoubtedli made our
economy more vulnerable to inflation because of the increased responsive-

_ —ness of inflationary expectationsa.

Mm Hence, we must seek other policies to complement macro stabilization

policies.

1I. THE NEED FOR STRUCTURAL REFORM

If we are to obtain a better Phillips tradeoff between unemployment

and inflation, we must take actions that impinge om:

(1) the processes that detérmine prices,
(2) the processes that determine wages,
(3) the processes that determine unemployment.

These are not simple supply and demand relations, but are processes that
intimately involve the institutions of industry, trade, finance, unions,
and government and c}w economic, social, pasychological, and political
behavior of people and organizations. -

John T. Dunlbp, Sacretary of'Lnbot, and Professor Hendrik S.
Houthakker, formerly on the Council of Ecomomic Advisers, have attempted to
spell out specific structural changes that governmental policies should
pursue. Many other economists as well have urged structural reforms.

Reducing the structural contributions to uf}ntion and unemployment is
a systems problem whose solution will require changes in public and private
policies on many parallel fronts. No easy, simple, quick solutions exist.

An active process of change is needed that will take many years. In the

W
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face of the severe challenge to national leadership, which this problem

poses, it is encouraging to meet wifh a Congressional Committee that is

willing to consider a horizon that extends beyond the next election.

In the short Yun,.little can be done about structural inflation and

structural unemployment. Yet there is a critical interaction with macro
W policies, because structural reform is very difficult, if not impossible,
- under high levels of cyclical unemployment. But, on éhe other hand,
shor:-ferm economic stimulus, taken alone, will be inadequate -~ over half

of the current unemployment is structural and frictional in nature.

11I. DO _WE KNOW WHICH STRUCTURAL CHANGES TO MAXE
AND HOW TO MAKE THEM?

The short answer is no, and we're not likely to, unless changes are
made. Some reasons can be suggested. There are very few micro economists
who relate their research to macro problems. Few social psychologiste
connect work satisfaction with the problem of unemployment. The Departments
of Labor and Health, Education and Welfare haven't related their programs to
the Council of Economic Advise;é' national inflation-unemployment problem.
The federal government is fragmented by agency functions and universities
are fragmented by discipline. Such specialization is helpful, but vital
interactions between national inflation and unemployment, and the structure
of industries and the labor market have been largely ignored.

This is partially due to the serious difficulties that are involved u
in researching complex socioeconomic systems, but it also results from the

inept use of research by government in solving practical problems.

3
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* Although there are a few notable exceptions, the federal government's
socioeconomic research relating to structural issues can be roughly char-
acterized as follows:

(1) A coordinated research strategy is missing for
producing the essential basic knowledge and
applying it to solve the government's policy,
. program, and operating problems;
B, (2) Governmental staff often haven't done research
thenmselves, and, as a result, don't administer
outside research well;
(3) Governmental data collection is fragmented, slow,
and inadequately tied to research needs;
(4) Much research doesn't get used because adminis- -
trators are not analytically oriented;
(5) Resources have been inadequate for research support.
(6) Universities and research institutes have not
adequately overcome fragmentation among disciplines.
Consequently, the research often is low in quality, fragmented and
.1ittle used. The resulting deficiencies in our knowledge'base affect all:
the areas requiring structural reform: manpower, antitrust, regulation, etc.
An index of the inadequacy of the government's research effort on
inflation and unemployment is the fact :haﬁ it has had no coordinated research
program directed at finding structural solutions. Aside from the knowledge
issue, the needed structural changes will be politically and administratively

difficult.

The above overview is not intended to discourage the Subcommittee from
the structural approach to inflation and unemployment, but rather to supply
a realistic assegsment of the point of departure and the magnitude of the
efforts that will be required. Legislation which is currently being proposed
by some members of the Comnittcy should give .oriéﬁa attention to filling

LS
L2

our knowledge gap.

e
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Since two out of the three processes mentioned in Section II that
account for the Phillips relation occur in the labor market, i.e., those
that determine unemployment and those that determine wage changes, we turn

to the issue of structural changes through manpower policies.

IV, LABOR MARKET PROGRAMS AND POLICIES FOR FULL EMPLOYMENT -

I would 1ike to examine briefly the present status of manpower programs
and then consider directions for development. The bulk of manpower progr;ms
have been transferred from the federal level to the state and local (SMSA)
levels through the CETA legislation. Although this decentralization was not
adequately tested for workability in advance of its implementation, it prob-

ably vas a sound move to build more manpower capability at the state and

1

local levels. However, it has left the federal government with few programs

for organizing a national manpower effort in responee to national economic
conditions. Because of the inclusion of public service employment in CETA

and the transfer of funds between its titles, it would be possible through

local decisions to have very small support of power programs and instead
have a revenue-gharing type program which resulted primarily in state and
local tax savings.
The Employment Service, which is a more integrated federal-state acti-
-vity, is under increasing budget pressure and its role is bci.n; challenged.
Indeed, it might not be inaccurate to characterize the federal manpower
thrust as b‘sing almost defeatist with tespect to the difficult grobleu of

improving our economic structure. K To be sure, actions by the Executive

1. Public service employment has been much more an aggregate demand

re than a power program in terms of developing human capital or
dealing with structural problems. In this discussion I do not consider
PSE a manpower program although it could and should also be so used.
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branch and Congress have restricted manpower funds, but much more could
have been done to improve prograii impacts. The points discussed abov;
about research and its utilization are relevant here.
Let me give a few examples. The Employment Service is under pressure
to increase placements and a drive is underway to improve career education.
M, Yot neither DOL, HEW, nor the National Imstitute of Education have significant

research efforts to find out what basic factors account for the success of

a peraon. in a job. Effective programs of placement and counseling require
this knowledge. The effect of low job vacancies on placements 1is recognized
by the Employment Service, but its potential to affect aggregate demand
policies is not.

Ioproving the quality of work, which has important implications for the
quality of life, turnover, and unemployment, has been declared a high priority
objective by HEW, DOL, and the Productivity Commission, yet there is little
basic research or carefully designed experimentation underway.

' Evaluations of training progams have shown widel;" variable results, ranging
from disappointing to spectacular, but little careful work has been done to
find out what accounts for the differences.

I do not want to sound overly critical of what has been done, because
all of these areas pose extremely difficult problems for both research and
adminlstfation. But the efforts are utterly inadequate relative to tha-
importance of finding manpower policy approaches to improving the structure
of the economy. '

While we need better knowledge, we cannot simply wait for the
research to be completed. Manpower results achieved in Sweden, Japan,
and West Germany suggest what can ba done and. lend encouragement, but

o e

" they do not offer solid transferrable knowledge.
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Against this background, what manpower policiis should ve pursue to help

achieve full employment? Many people should contribute to the answer. 1

propose the following recommendations for consideration:

(1) Clear policy targets should be established through
legislation directing that manpower programs be developed which
would contribute to lowering unemployment and reducing inflation.
This means concentrating attention on the one-third of the lahor
force that have the greatest employment problems and the one-third
of the jobs that, at the time, are most difficult to £ill,
and, hence, contribute to inflationary pressures.

(2) Plan and fund a process of gradually developing, testing,
and implementing programs and policies that would be effective in
attaining the above objectives. .

(3) Build up the imaginative, experimentally~oriented,
administrative leadership necessary to get this job done.

(4) Support the administrators with research staff and
a program of basic, applied, and experimental research.

(AS) Gradually reorganize existing CETA, DOL, and HEW

manpower programs and add new ones as needed in order to

balance contributions at -the federal, state, and local levels,
each agency funded and empowered to make its best contribution.

The system should be designed for both coordination and competition

including the participation of community and commercial organizations.

Resources should reward the most effective agencies.

(6) Discriminatory barriers in the labor market should be
attacked more forcefully, both through enforcement actions and
supportive programs which would absorb some of the costs of change.

In order to be successful, this program would need to be supported

with as high a level of aggregate demand as possible consistent with

reasonable reatraint on inflation. Parallel structural reforms would

need to be made in other areas including those designed to reduce

disruptions resulting from inflation. Since sound programs and policies
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will more than pay for themselves in increased output, they should be
iaplemented and funded as quickly as their effectiveness is reasonable
demonstrated. However, unreasonably high standards should not be set in
view of the fact that structural problems and the recession which we
induced to fight inflation currently are wasting productive resources at the
rate of over one hundred billion dollars annually, 'not to mention the inequity
in the distribution of unemployment. Also weight needs to be given to im- )
proving the distribution of income as well as mp—t\oving economic efficiency.
The strategy of structural reform will take years to implement, and
improvements will come in undramatic increments, but there is probably no
other way to achieve sound and continuing full employment without inflation.
The structural problems will be there until we face up to them. Shouldn't
we accept the challenge now?
Portunately, there are some encouraging signs on the ho;:izon. with
respect to structural reform. Secretary Dunlop is deeply knowledgeable
about and interested in the issues that I have been discussing, and I understand,
may be testifying again before this Subcommittee. Also, the National Commission
on Manpower Policy, under the leadership of Eli Ginzberg, has expressed keen
interest in plans for expanding our manpower capabilities. His testimony '
today will indicate some directions for that development. FPinally, President
Ford has strongly urged structural reforms in the area of government regula-
tion. I hope the recession will spur a critical reexamination of policies

needed to deal with inflation and unepployment.
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Senator Byrp. Has inflation and/or recession had a significant im- -
pact on small business different from larger businesses in the percent~
age of profits retained? )

Do you hapfen to have any information on that, either one of you?

Mr. Howr. I think that small businesses are very much more
vulnerable to economic fluctuations than large businesses. They do
not have the economic resources financially, and they are selling in

_ very much narrower segments, so they have less opportunities to
.;_“:; compensate losses in one area with increased sales in another. So I
would anticipate that you would find a very much more drastic effect
on profits and sales of small businesses compared to large.
bviously, it will depend on the industry as well.

Senator Byrp. Could I ask Professor Eisner, in what way are

retained earnings related to the ability to attract equity and debt

capital?

R{r. EsNER. Retained earnings are certainly positively relatéd to
the ability to attract capital, although I should qualif{ that by sayin%
that earnings generally will be positively correlated because none o
us can forecast the future perfectlly. If we see a concern is earninﬁ

money, we feel it may be somewhat less risky—if we feel it has retaine
earnings, we may feel it has a certain cushion. On the other hand,
paying out some of the earnings may also attract some investors,
particularly if they are not too concerned about the tax consequences
on the receipt of dividends. But earnings will tend to generate an
ability to borrow.

Senator Byrp, Thank you, gentlemen.

Thank you, Mr. Chairman.

Senator NeLsoN. Thank you. -

Thank you, gentlemen, for you very valuable testimony and for
taking your time to come here and present it today. We appreciate it
very much. -

Mr. Eisner. Thank you, sir.

Mr. Hovt. Thank you, sir. , .

Senator NELsoN. The record will be open for 30 days for anything
you might wish to submit in addition. L. )

Our final witness today is Mr. John Lewis, executive vice president,

~ National Small Business Association, accompanied b{IHerbert Lieben-
son, staff vice president for Government Affairs of NSBA; and John
Mendenhall, CPA and attorney. . .

The committee is pleased to welcome you here this morning,
gentlemen.

If you would please identify yourselves for the reporter.

2utE

A



.

¥
.
Ty

_ national product.”

152

STATEMERT OF JOHN LEWIS, EXECUTIVE VICE PRESIDENT, NA-
TIONAL SMALL BUSINESS ASSOCIATION, ACCOMPANIED BY
HERBERT LIEBENSON, VICE PRESIDENT FOR GOVERNMENT
AFFAIRS, NATIONAL SMALL BUSINESS ASSOCIATION; AND JOHN
MENDENHALL, CPA AND ATTORNEY, A MEMBER OF THE LAW
FIRM OF WILLIAMS, CONNOLLY & CALIFANO OF WASHINGTON,
D.C.

Mr. Lewis. Mr. Chairman, my name is John Lewis, and I am ex-
ecutive vice president of National Small Business Association. Our
association represents firms doing business in more than 500 categories.

On my left is John Mendenhall, a certified public accountant, at-
torney at law, a member of the law firm of Williams, Connolly and
Califano of Washington, D.C.

On my right is Mr. Herbert Liebenson, vice president of Govern-
ment Affairs of National Small Business Association.

With your permission, Mr. Chairman, I would like to summarize
my statement.

Senator NeLsoN. Go ahead, your statement will be printed in full
in the record, and you may go ahead and summarize it.

If you would please pull up your microphone so that everyone in
the room can hear.

Mr. Lewis. We are very, very grateful, Mr. Chairman, for these
joint hearings involving the Senate Small Business Committee and
the Senate Finance Committee. In announcing these hearings, you
stated that “small and independent business accounts for between 62
percent and 53 percent of the Nation’s total private employment, 43
percent of the business product, and about one-third of the gross

There are about 10.5 million small business firms in this country
today—about 98 ?ercent of all of the firms. These firms, their em-
ployees and their families, dependent on small business employment
total about 80 million people—more than one-third of the total
population of the country. And as impressive as these percentages and
these figures are, a great problem for small business is that you cannot
bank them, you cannot spend them and you cannot borrow on them.

The major problem that small business faces today is that it is

- losing market share and losing it rapidly.

Now, concentration is not as bad in the distribution industries as
it is in manufacturing. However, there are certain exceptions. For
examﬁle, in the retail food industry, there are 142,000 food retailers—
less than one-tenth of 1 percent—in orther words, 142 food chains,
retail chains, make 57 percent of all sales. We almost have a similar
situation in the drug industry. Approximately 40,000 retailers—
one-tenth of 1 {)ercent,—that is, 40 retail drug chains—make one-
third of the total sales in that industry.

In manufacturing, in 270 out of 413 industries—and that is 65
percent of all—-

Senator NELsoN. What are those figures again?

Mr. Lewis. 270 of 413 manufacturing industries. That is, 65 percent
of all of the industries for which figures are available the eight
largest companies in those 270 industries accounted for 40 percent or
more of the value of shipments from their industries.
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Let us compare manufacturing profits, manufacturing assets, to
determine how small business is faring with regard to profits.

In 1960, small and medium-size business galned 41 percent of the
groi_‘its; 12 years later, the share of profits for small ans medium-size

usiness had dwindled to 28 percent. With respect to assets, small
and medium-size business’ share of the assets in 1960 was 50 percent;
12 years later, this had shrunk to 30 percent.

nly last week Senator Hart, in introducing his Industrial Re-
organization Act, said that 200 manufacturers, 200 corporations,
control at least two-thirds of the manufacturing assets of the country.

We are concerned with concentration, just as you are. We are not
anti the bigs, we are for small business. This country is now in its
Bicentennial—200 years ago, there was only small business. Today,
there is not one giant that did not start out as a small business—even
General Motors, United States Steel. They are a combination of small
businesses. -

If there is one important factor about the giants, their greatest
growth, with some exceptions, came when the tax bite was the smallest
on them. In other words, they got a headstart in plowing back profits
for expansion. Now the tax rates have changed. Theoretically, the
smallest of the smalls—the Joe’s Machine Shops—and General Motors

ay the same tax rate; but it does not work out that way. The truth
1s that there are provisions in the tax code that only certain com-
panies—and generally these are giants—can take full advantage of.
And when this happens, there is a discrimination against small
business. Averaged out, it is approximately a 15 percent discrimina-
tion—16 percent in that the effective tax rate gald by the smalls is
15 percent higher than that paid by the giants. Some day there must
be a complete overhaul of the tax code to bring equity for small
business and to bring growth for small business. But we are willing
to take one step at a time,

Senator Nelson, we applaud the leadership of you and the members
of the Senate Small Business Committee and the members of the
Finance Committee that worked so diligently and so effectively in
winning some benefits in the 1975 Emergency Tax Reduction Act.
Unfortunately, these benefits are for only 1 year and they do not go
deep enough; and they should be made permanent. )

e have certain recommendations that we believe should be in-
corporated in the new Small Business Tax Reform Act—the new
Nelson-Evins Act—which we hope that all members of the Finance
and the Senate Small Business Committee will cosponsor with you.

The starting point is what was incorporated in the Bible-Evins bill

lus what was almost—and 1 rgg:at——almost acted on by the House
ays and Means Committee. This was an excellent start, but there
are certain recommendations that we want to make to you today.

With regard to the 19756 Emergency Tax Reduction Act, those who
needed help and relief the most, actually got the least. The normal
tax was reduced from 22 percent to 20 percent. Now, in truth, we
favor a graduated income tax for corporations, just as we have with
the individual income tax. But being very practical, we know that
that cannot be accomplished in all Erobabnlit . But to help the small
smalls, we would recommend that the normal tax be cut permanently
to 10 percent for those companies that meet the SBA’s size definition.
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Second, we would like to talk to you about adljl:xsting the fixed-
dollar amounts in the code. Everytime the debt ceiling, which is the
fixed figure, has to be raised, Congress acts. When the cost of living
i‘oes up, the social security payments are adjusted; Federal salaries,

ederal pensions are adjusted. But the fixed-dollar amounts in the
code have been there for decades and are never adjusted.

Our recommendation to you is that, to compensate for the erosion
by inflation, these fixed-dollar amounts be adjusted accordingly.
And to prevent recurrence of this problem in the future, we recom-
mend these adjustments be tagged to the Council of Economic
Advisors’ index of ‘Price Deflators for Gross National Product.”

Illustrative of what we are talking about is a surtax exemption for
1 year in the 1975 Emergency Tax Reduction Act; it was increased to
$60,000. Actually, it should have been increased to a minimum of
$100,000. The surtax exemption was enacted in 1938. It has eroded in
value to approximately $7,000. What cost $25,000 to buy in 1938
would require at least $100,000 today. Item after item similar to that
should be amended in the code to reflect the ravages of inflation.

Next, we would recommend to you that the code be equalized.
Businesses competing with businesses should all be taxed. We think
that it is unfair that the co-ops get a special tax break. We think that
there is no such thing as a free lunch—as one of the witnesses said this
morning. The co-op and the small businessman are competing for the
same dollar, Their earnings are the same; but one is taxed and one is
not. Not only are the co-ops sheltered by the tax code, but they are also
sheltered from antitrust violations by the Cap’per-Volstead ct. That
act, enacted in the early 1920’s, provided that for production purposes
a co-op was possible; but they have extended that now into marketing,
distribution. They are practically in every industry, from aspirin to
zippers.

n the dairy industrfr, a specific example: In 1958, there were 5,828
fluid dairies; 14 years later, 1972, there were only 2,507.

Senator NELSON. You are saying fluid dairies

Mr. Lewis. Fluid dairies. The person that is taking the beating is
the independent dairyman. .

Look about you. In Washington, D.C., where are the independent
dairies? Do you remember when the independent da.irg used to deliver
door to door? They are gone; they are economic tombstones today.

Senator NuLson. Caused by what? . )

Mr. Lewis. Caused by, No. 1, the tax break given a co-op; two, its
unfair use of its exemptions given by Con%ress to the co-ops.

The big get bigfer. They use their profits for expansion and they
drive the small independent dairy out of business.

Senator NEL8ON. Are you referring to the dairies that used to make
home deliveries? 4 < .

Mr. Lewis. Yes, sir, that is exactly what I am talking about—
independent dairies like that. L

Senator NuLSON. I do not know anything about the data in this
area, but I think, if you are talking about home deliveries, these firms
may have gone out of business for other ressons.

Mr. Lewis. Well, the tax break given the co-op is one of the reasons.
gqtually, the large co-op uses it profits to acquire the independent

airy.
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Senator NeLson. Well, nobody is delivering at home, not even the
co-ops. That business seems to be by the board. Co-ops do not make
}uzlme delivery of milk, and neither does anybody else, to my know-
edge.

Mr. Liewis. Well that is correct, sir, but also it is very, very difficult,
practically throughout the country, for an independent dairy to get
Into many chain store outlets.

Senator NeLsoN, Well that is maybe another question——

Mr. Lewis. So their market is vastly limited.

The next point that I wanted to make to you relates to the creation
of a source of capital for small business. We are talking specifically
here about tax-exempt Federal bonds.

Our recommendation is that Federal tax-exempt bonds be permitted
with the proceeds earmarked for small business. Mr. Liebenson will
be testifying in a few minutes regarding the impact of recession on
small business.

The facts are that small business today is not attractive to outside
investors. The mamagers of mutual funds, the managers of pension

. funds would rather put their money in an IBM, a Xerox, a (eneral

Motors, rather than in small businesses.

Second, when the money market gets tight, that is exactly the
time that the bank participation in SBA guaranteed loans dries up.
Whenever money is needed the most, it is unavailable.

Now what we propose, sir, is that these tax-exempt bonds be issued
with the proceeds earmarked solely for small business. This has many
advantages. A new agency would be unnecessary. There would be no
additional Federal employment, no additional redtape, no additional
paperwork.

econdly—

Senator NELsoN. You are talking about Federa' bonds?

Mr. Lewis. Federal, tax-exempt bonds.

Senator NELsoN. So that investors could %mcha,se them, then
{;he m?oney would be available for small business. Do you mean through
oans

Mr. Lews. That is correct, sir. Through the Small Business
Administration. The Treasury would actually operate the program,
but the loans “would be made by the Small Business Administration
using their experience and expertise ‘n this. .

In other words, there would be no need for any additional apﬁropm-
tions by Congress for direct loans to be made by the Small Business
Administration. The ﬁroceeds would be available from the Federal
tax-exempt bonds. There is a story in The Washington Post this
morning. One of the staff members of the House Small Business
Committee said that the OMB is opposing any appropriations for -
direct loans. ) K

The problem is there that the need for direct loans is great and this
is a direct solution to that problem. .

Also, we feel that part of the proceeds could be dedicated to the
housing industry, and SBIC’s for use in stimulating small business and
' makinicapital available to it. :

Furthermore, because certain areas of the country have extremely
high unemployment, preference could be made for loans into those
areas.

84-397 0 - 15 - 11 o _
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For the long pull, our tax code should permit a greater accumulation
of litiuid assets by small business. This would be a cushion to enable
small business to survive wild economic fluctuations. For-the short
term, this Congress should give small business a challenge and an
incentive to pull this country out of its current economic tailspin.

We have three specific recommendations with respect to this. One
is that the small business be permitted to retain $250,000 in accumu-
lated earnings. Second, we would recommend that small business be

iven a 10-year carry forward and carry back, and we are going to

e a supplemental statement on this within a matter of days. Third,
we recommend that small business be given a one-time job creation
credit of 50 percent of the cost involved in hiring one or two new em-
pl%ees. The maximum credit being limited to $20,000.

ow, this bill is being readied for introduction into Congress. There
are good indications that this bill will have broad support from both
aisles of Congress. Under it, permanent jobs and permanent taxpayers
will be created.

There are 9.2 million people unemployed today. This is no time for
doles, no time for trickle down remedies. It is a time for direct solu-
tions and we recommend that you give small business both the

_challenge and the incentive to put people back to work.

[The prepared statement of Mr. Lewis follows:]

STATEMENT OF NATIONAL SmALL BusiNess ASsOCIATION BEFORE THE SENATE
COMMITTEE ON SMALL BuUsINESS AND-SENATE FINANCE SUBCOMMITTEE ON
f‘;ni\gfgu MARKETS ON TAX REFORM LEGISLATION TO BE PROPOSED, JUNE

1

Mr. Chairman and Members of the Joint Committee: my name is John Lewis,
and I am Executive Vice President of National Small Business Association (NSB).
Ota; Asisociation represents firms doing business in more than 500 industry
categories.

WEth me.is Herbert Liebenson, the Association’s Vice President for Govern-
ment Affairs. Also with us is John Mendenhall, attorn‘gy-at-law and certified
public accountant, and a_member of the law firm of lliams, Connolly and
Califano of Washington, D.C. Mr. Mendenhall will testify shortly as will Mr.
Liebenson. By chart he will document, based on the government’s own figures,
that small business is hurt longer and more, as a general rule, than big business
in economic downturns. We believe that the current recession will be no different
unless help is given (ﬁﬁckly by Congress, especially to the very small. ~

The Chairman of the distinguished Small Business Committee, in announcing
these hearings, said that “Small and independent business accounts for between
529% and 53'7P of the nation’s total private employment, 43% of the business
proguot and about one-third of the gross nation product.”

Small business reﬁ)resents at least 989 of all the business firms of the country.
These firms, together with their employees and families dependent on small
business employment, constitute at least 80 million of this country’s people—
more than one-third of our population. But you can’t deposit numbers or impres-
sive percentages in a bank, Or spend them. Or borrow on them.

A much more important yardstick is market share. Small business is falling
further behind year by year in market share.

In 270 of 413 manufacturing industries—in 65% of the industries for which
figures are available—the eight largest companies account for 409, or more of
the value of the shipments from their industry. .

In 1960, small and medium-sized corporations in manufacturing had 50% of
the assets and were responsible for 41% of the profits. By 1972 this had declined
to 30% of the assets and 28% of the profits. Only last week Senator Hart (D-
Mich.) stated on the Senate floor that 200 corporations control two-thirds of all
manufacturing assets in the country. -

Relatively, small business is doing better in distribution market share than in
manufacturing market share. But there are some frightening exceptions. One-
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tenth of one percent of 142,000 food retaflers—that is 142 retafl chains—make
57% of all retail sales. One-tenth of one percent of 40,000 drug-pro rietary
stores—that is 40 retail chains—make one-third of all retail sales. (Source:
Small Business Administration, based on Dun & Bradstreet data.)

CORPORATE MANUFACTURING ASSETS CORPORATE MANUFACTURING PROFITS

8Y ASSET SIZE, 1960 and 1972 BY ASSET SIZE. 1960 and 1972 )
1960

Small and Medium

Size Business Share Small and Medium
of Assets Size Business Share
of Profits

9%

1972
1972

Small and Medium
Size Business Share

Small and Medium
Size Business Share
of Profits

SOURCE U.S Federal Trade Commission,
Quarterly Financial Report for Manufacturing
Cotporations 1972

TAKE THE TILT TOWARD GIANTISM OUT OF THE TAX CODE

Contributing to the tilt toward giantism in our country’s economy is the tax
code itself. When Co::fress adopts certain provisions in the tax code that only
the giants can take advantage of fully, it discriminates against small business.
ghetr%sulit: the effective tax rate for small business is about 15% higher than for

ant business. ~

It is time that the scales of economio justice as symbolized by the tax code be
balanced. The investment tax credit, important to all business, is an example.
When it is a flat percentage whether utilized by large or small business, it actuall
helps accelerate the growth of big business. It widens the gap between large busi-
ness and small business. About 350 companies obtain more than 50% of the
investment tax credit dollars. To enable small business to *“‘catch-up” to big gusimas,
the investment tax credit should be doubled as @ minimum for small business. .

National Small Business Association applauds this Committee’s leadership in
revitalizing the Small Business Tax Reform bill. You may depend, as before, on
NSB’s co-operation in working with your professional staff in drafting the provi-
sions of the 1975 Act.
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THE l_!qll(lﬂ'l‘@ OF AN EQUITABLE TAX-8YSTEM FOR SMALL BUSINESS

National Small Business Association believes that the essential elements of an
equitable tax system for small business are c¢lear. The  .include: (1) The ability of
smaller firms to reinvest their earnings for expansion and greater efficiency
inclu the ability to retain top personnel; (22nt o attractiveness of small firms
for outside investors; (3) simplicity and certainty of tax laws and m;\dations.

These elements, we believe, should be the foundation of the 1975 8m
Tax Reform Act.

Some progress has been made. Because of the work of the Small Business
Committee and a task force from the small business community which included
Mr, Mendenhall, the IRS at least and at last has an Advisory Committee of
Small Business to help simplify the requirements imposed on small business.

her we are most grateful to the members of this Joint Committee for your
diligent efforts in winning some salutary benefits for small business in the 1975
Emergle‘ncy Tax Reduction Act. However, these benefits are largelgr only for one
year. The benefits should go deeper and be a permanent part of the taxcode.

Business

" A 10 PERCENT NORMAL TAX FOR S8MALL BUSINESS WITH $25,000 OR LESS IN PRE-TAX

INCOME

NSB is quite concerned that the sector of the small business community—the
small “smalls’’—that needed relief the most actually received the least in the
19786 Emergency Tax Reduction Act. NSB recommends that the normal tax be
reduced to 10% for companies with (1) $25,000 or less in pre-tax income and
(2) meet the SBA size definition of small business.

It is abnormal that the normal tax for Joe's Machine Shop and General Motors
be the same. Give the small a chance to grow. Realistically, the only way it
will d(;ia; is by plowing back profits. Let it retain more so that it can be more
competitive.

ADJUST TAX CODE'S FIXED DOLLARS TO COMPENSATE FOR INFLATION

Although Congress moves quickly to adjust Social Security payments, federal
salaries and federal pensions to meet the inflationary impact on cost-of-living, it
has done nothing to adjust the tax code to reflect increases in the cost~of-doin
business. The tax code contains many fixed dollar amounts that were establishe
years, even decades ago. The small business community has been particularl{
disadvantaged because it is the first few dollars of profit that are vital to gowt
for a small firm. NSB recommends that the “fixed dollar” amounts in the tax
code (1) be adjusted to compensate for the erosions by inflation, and (2) thereafter
be tied to the Council of Economic Adviser's index of “Price Deflators for Gross
National Product’’.

Illustrative is the eogporate surtax exemption of $25,000 enacted in 1938. This
should be increased to $100,000 even if it is necessary to accomplish this in stages
to soften the immediate impact on income to Treasury. (The.Treasury usu Iv
5ives an incomplete picture to Congress conceminﬁ:his and similar proposals, It

oes not project the tncrease in income to Treasury that comes from the creation of
new jobs, purchases of equipment, etc.) ~

The $§5,000 of 1938 has eroded to about $7,000 in 1975 dollars. It would take
more than $100,000 today to buy what cost $25,000 in 1938. This increase in surtax
exemption would provide about $1.5 billion in stimulus to the small business
sector; would help about 150,000 corporations, with 909, of the relief—the maxi-
mum $19,500—going to companies with less than-$1 million in aEre-t,a\x income.
NSB prefers that this increase in exemption be limited to small companies as
defined by the Small Business Administration.

Estate Taxes are also illugtrative. In 1942 Congress provided that $60,000 could
be given to one's family without tax liability. Solely to allow for inflation this
provision should be increased to a minimum of $200,000.

Estate Taxes presently in force discourage small business. No wonder they sell
out to larger business. No wonder small businesses are often dissolved at the death
of their founder. Liquidation may be essential to gay the Estate Taxes.

If a closely-held corporation has been formed, there is difficulty in determining
the value of the shares of stock for purposes of Estate and Gift Tax.

Not only must a method be established in the tax code to determine an equitable
valuation for closely-held stock, there must be a complete overhaul of Estate
Taxes beoause of the disincentives to small business. .
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REMOVE THE BALL AND CHAIN FROM. S8MALL BUSINESS BY TAXING THE CO-OP8

It is not fair to permit the co-op to run in the same competitive race with
private enterprise, yet require private enterprise to wear leg-irons. NSB recom-
mends that the co-op be {) aced on the same tax basis as other business enterprise,
making them fully taxable on the profits which they earn.

The co-op is competing 'unfairly with taxpaying business units for the same
consumer's dollar. They perform the same commercial function as the taxpaying
business unit. But because of their tax loophole, they can afford to cut prices to
gain a greater stranglehold on the market. Or use their profits for expansion. Or
use their profits to acquire competitors—primarily the smalls. The end result is the
same: Less competition. A trend toward monopoly. Potentially a destruction of
the cconomic tax base of the country.

A good illustration is the dairy industry. The co-op which competes with the
independent dairy has two shelters: the tax code and the Capper-Volstead Act.
Under the Capper-Volstead Act, by way of example, it was the original intent of
Congress to shield the co-op from the antitrust laws with respect to production.
However, the co-op has extended its operations to marketing and distribution,
Neither the Department of Agriculture nor the Department of Justice has callled
& halt. The inroads made by the co-ops (together with backward integration by
%ant chains) have been devastating on the independent dairyman., According to

.8, Census statistics there were 5,828 fluid milk dairies in 1958. In 1972 there were
were only 2,607. This is almost a 50% lossl -

The expansion of the co-op into food and home supplies, credit, electrioity,
trucking, petroleum, chemicals, ete., is dismaying.

The government requires taxes to function. When the co-op avoid taxes, the
burden shifts to some one else to take up the slack, As long as the co-ops gobble gﬁ
taxpaying entities and erode the tax base, smalljbusiness and the public must
the gap by paying higher taxes.

CREATE A 80URCE OF CAPITAL FOR SMALL BUSINESS: TAX-EXEMPT FEDERAL BONDS

It is a fact that the small firm is not too attractive to outside investors, es-
pecially to the managers of the giant money market of mutual funds, pensions,
eto.

The twenty-year experience of the Small Business Administration makes clear
there are only extremely limited funds for direct loans. Further, in times of tight
gul)ney, when the need s grealest, bank participation in SBA-guaranteed loans

ries up.

An additional and permanent source of oapital for small business is urgently
needed. NSB recommends that tax-exempt federal bonds be issued with the
proceeds earmarked for small business.

Preliminary guidelines for such a program would include these elements:

Purpose
Establish a sizeable fund for direct loans to existing and formative Small Busi-
ness.

Market .
1. $10,000 and above denominations to institutional investors, mutual funds,
foundations, trusts, insurance companies, banks, and businesses.
N iu,goo and above denominations to general public as well as those noted in
0. 1 above.

Management —

SBA—from Treasury receipts from sales—because SBA has both the knowledge
and machinery for handling loan applications. The funds—unknown quantity—
lwould be the last resort after bank loans (guaranteed or not) and SBA guaranteed
oans,

Benefits _ i
A. Totally unnecessary to establish a new agency, increase Federal employ-
ment or additional red tape and paper.
B. Provides private funds for increasing the economic health of small business.
C. Negates the need for Congressional appropriations from general revenues
for a direct lending program.
D. Assures qualified small business borrowers of a capital source, at least in

part
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E. There exists the possibility that a percentage of the funds received could be

- dedicated to the housing industry and to SBICs for example..

F. Interest rates on these tax exempt bonds could be set as with other bonds,
while loan interest rates would fluctuate away from the prime commeresial rate.
means no loss to the Government by way of loans made at unrealistically
low rates and assures the borrower of a realistic and businesslike interest rate.
G. Interest paid on the bonds would be less than an appropriated amount thus
freeln%eneral revenues previously ?gropriated for other purposes.
H. Purchase of these bonds should have no B}reater effect on the capital inflow
to savings institutions than do present bond sales
an}v other high rated tax exempt—or corporate.
. Preference should be made where loans will create jobs or where areas of high
unem'{gloyment have been designated.
J. Treasury will handle interest paid on the bonds and redemption of bonds.

provided these are marketed as

GIVE INCENTIVES TO SMALL BUSINESS TO HELP COUNTRY WEATHER RECESSIONS

The data to be presented by Mr. Liebenson will show that the valleys of reces-
sions for the past few decades are particularly damaging to small business. This
recession will be no different.

For the long pull, our tax code should permit a greater acoumulation of liquid
assets by small business. There should be a cushion to enable small business to
survive wild economic fluctuations,

For the short term, this Congress should give small business a challenge and an
incentive to pull this country out of its curernt economio tail-spin:

B recommends that small business be permitted to retain $250,000 in
accumulated earnings.

NSB recommends that small business be given a 10-year carryforward and
carryback. (A su;g;lemental statement concerning this recommendation will
be filed with the Committee by NSB in a few days.)

NSB recommends that small business be given a one-time “job creation”
credit of 50% of the cost involved in hiring one or two new employees, the
credit being limited to $20,000.

Such “job creation’ bill is now being readied for introduction in Congress.
Indications are there will be broad support from both aisles of Congress. Under
this job credit, permanent jobs and permanent taxpayers will be created. This
NSB position already has received strong editorial support throughout the
country.

Today unemployment is 9.2 million. Now is not the time for doles. Or “‘trickle-
down' remedies. Now is the time for direct solutions by giving small business the
incentive to put people to work.

Mr. Chairman, we like the aggressive attitude of you, this Committee and your
staff in pushing for Small Business Tax Reform. Count National Small Business
Association on your team. We thank you.

] * * * L] * »

(Mr. Liebenson's S&tement Follows)

Some economic indicators suggest the present recession has bottomed out. But
not all. Profits for even the larger corporations are still down sharply. New entries
in business are few, Continuing inflation is playing havoc with small business. So
are the increasing costs of doing business to comply with ever-increasing govern-
ment regulation. . .

Most significant: the first three months of 1976 show the failure rate of businesses
runm‘:{s 219, above the corresponding period in 1974. (Source: Small Business
Administration) N
A forecast of after-tax profits expressed in percent of sales in February, 1975,
using Federal Trade Commission data for manufacturing corporations, presents a

essimistic pioture for firms with assets under $1 million (the “smalls’’). This
orecast indicates a 50% drop in the index for the first quarter of 1975, and zero
for after-tax profits in percent of sales for the second quarter of 1975, This reduced

profit—or no profit—situation in 1975 is identical to the situation facing the small —

manufacturing corporations in the first quarter of 1958.

For these hearings we have prepared a chart on the “Annual Rates of Profit on
Stockholders Equity by Asset Size—Before Taxes'’. From this chart you will see
the reaction to changes in the economy from 1952 to 1974 on small business.
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We reco%ize that the larger a firm is the greater its potential for eficiency in
operation. We also recognize that it has greater resources to weather downturns.

However, our objective is to demonstrate graphically the greater impact on the
smaller firms in times of a recession.

Before there is an examination of the chart, we state our coneclusions:

1. Government economists repeatedly fail to identify a downturn in our economy
early enough to implement remedial steps and recommend changes in govern-
mental policy to reduce the impact on small business. (Various studies indicate
recession periods have been identified long after the downturn began—ranging
from three months to 18 months after the downturn had occurred.)

2. Reactions to the downturn are much more violent as to the smaller firms.
Obviously many are driven out of business. Furthermore the recovery period for
smalll‘ ll)uslness to restore it to its former competitive position in the economy) is
much longer.

3. The range of reaction—from peak to valley—over the perioﬁ..mﬁzigo 1974
for the smalls under $1 million in manufacturing assets shows a change of 44%.

4, However, the larger the firm is the less drastic are the changes during a
recession. Their ability to recover comes at a much faster rate. For the largest
companies (assets over $1 billion) the variance—from peak to valley—is only
15%) from the highest to the lowest point. (It is significant that the effective tax
rate for the larger companies has averaged 16% below those of the smaller firms.
The capital available to the larger firms as preferred customers of lending institu-
tions is reflective of the favorable tax rate given the larger firm in actual applica-
tion of the tax code.)

Mr. Lewis. Mr. Mendenhall will now testify.
Senator NeLsoN. Mr. Mendenhall? .
Mr. MENDENHALL. It is very regrettable that more of the tentative
decisions of Ways and Means did not see their way into law. It is also
ettable that many of the other provisions of the small business

re,
- reform bill, which has had great public exposure for some time now,

have not been enacted. There are many provisions in there that are
acceptﬁd by everyone in the world, but somehow they do not get
enacted.

On the administrative side, I might take a moment to review some
of the situations that cause small business great froblems. One of
them is the inventory regulations. You may recall that within the
last 2 or 3 years there has been quite a great stir about getting the
inventory regulations in order, and they have been finalized. These
are generally good regulations for lar%e business. They can understand
them. They can hire the professional people to see that they comply
with them. On the other hand, it is just another example of where
{)ust the mere complexity of these regulations means that small

usiness cannot have any kind of a chance of proper compliance with
those regulations. And apparently no consideration was given to the
administrative problems tﬁat would be inflicted upon small business.
Likewise, we have the foreign tax regulations, particularly on foreign
source income allocation. Despite the merits of these for large business,
it is absolutely impossible for a small business to comply with these
regulations. )

Without extreme, undue ‘;:rofessional costs, where we get into the
foreign area, we practically have to tell a small company: “If you are
interested in going overseas, in the way of a subsidiary or a branch or
whatever else, just forget it.”” You cannot do it unless you are a “big”,
as Mr. Lewis calls it.

Another example is with the ADR regulations. You will recall, the
“Asset Depreciation Range” regulations that were endorsed by
Congress a couple of years ago. These regulations again were a good
response to the needs of large business. It is a very workable system,

—

.
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a fine system for large business, but here again it is an advantage that
is available to taxpayers generally which, in fact, because of the high
administrative costs, just cannot be possibly used in an accurate way
by & small business.

It is quite ironic that subchapter S, for small business corporations,
and limited partnerships, again for small business ventures, really are
the most complex area in law. I had the glea.sure this year of teachin
at Geor%e Washington University Law School the subchapter S an
partnership course.

. This was known in the tax group down there as the hardest course
in the school. Is that not ironic that small business law happens to be
probably the most complex law existing?

Why these things are not remedied, I do not know, but there are
substantial compliance problems which also exist in rather small things
like estimated tax payments. All corporations have to make estimated
tax payments. Large corporations can more easily predict (I do not
mean it is easy, but larger companies can take steps to predict with
their budgeting procedures) what their estimated tax payments would
be and make those payments to avoid penalty. Small business does not
have the staff and their earnings are so unstable. Nevertheless, they
have to file those pieces of paper and incur those penalties. Here again
%o exception is made to take into consideration the needs of small

usiness.

Finally, I heard Mr. Singleton Wolfe, who is the Assistant Com-
missioner-Compliance for the IRS, address a small business group in
which he said that the two larﬁest problems with business tax com-

liance in general, and especially small business, were in two areas.

o was inventory. Small business just does not know how they are
to keep their inventory and there are no simplified rules. There would
be a great prospect for simplification if, for example, a business with
receipts, let us say, under $200,000 a year, or $800,000 a year, could
just not record its inventory if 1t chose to, and therefore use the cash
method with regard to certain size.

Likewise, Mr. Wolfe mentioned that the second most difficult area
of enforcement was with depreciation. If we could say that expendi-
tures of under $10,000 a year, or $25,000 a year, whatever, could be
expensed or depreciated as elected by the taxgayer, this would be a
great administrative burden off of mang' small businesses.

In the small business reform bill, that has been exposed, and the
Ways and Means tentative decisions that were not enacted, here were
many ideas, which could eliminate many of the unfair and complex
provisions from the back of small business.

Thank you. .

Senator Nerson. Thank %tou, very much, Mr. Mendenhall. Will
you proceed, Mr. Liebenson

Mr. LiesensoN. Thank you. .

Many of the economic indicators have suggested that the present
recession has bottomed out, but not all of them, as indicated by the
releases of the ga.st few days.-Profits for even the larger corporations
are still down sharply, and new entries into business are very few. -

Continuing inflation is playing havoc with small business. So are the
increasing costs of doing business to comply with ever-increasing
Government regulation.
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Most-significant: the first 3 months of 1975 show the failure rate
of businesses running 21 percent above the corresponding period in
1974. And this is according to the Small Business Administration.

A forecast of aftertax profits expressed in percent of sales in Febru-
ary 1975, using Federal Trade Commission data for manufacturing
corporations, presents a pessimistic picture for firms with assets under

" $1 million, which we, for this purpose, are calling the “smalls”.

In answer to questions that were asked earlier, in order to demon-
strate the relative relationships of the tax code on the ‘‘large’’ and
“smalls”, we are using ‘‘under $1 million in assets” to represent the
“smalls.” B}

This forecast indicates a 50-percent drop in the index for the first
quarter of 1975, and zero for aftertax profits in percent of sales for the
second quarter of 1975. This reduced profit—or no profit—situationin
1975. This reduced profit—or no profit—situation in 1975 is identical
to the situation facing the small manufacturing corporations in the
first quarter of 1958. —-

For these hearings we have prepared a chart on the ‘“Annual Rates
of Profit on Stockholders Equity by Asset Size—Before Taxes.” From
this chart you will see the reaction to changes in the economy from
1952 to 1974 on small business.

We recognize that the larfer a firm is, the greater its potential for
efficiency in operation. We also recognize that it has greater resources
to whether downturns.

However, our objective is to demonstrate graphically the greater im-
pact on the smaller firms in times of a recession. Turning to the chart,
a moment, this blue line at the very top indicates the recession periods.

You will note that the initial stages of the first recession period in the
early 1950’s when the recession began at least the indication of the
recession—is shown about 3 months after the downturn began.
=" In the second period, it was about 6 months after the downturn. In
the third period, it was a year-and a half later that the indicators
showed that a recession had begun. And, perhaps, in the third period,
the fact that it was an election year mii t have been a factor in the
govemmental agencies not coming forth to declare a recession has

een occurring. . .

We go further to show that the reactions to the downturns in our
economy has been very violent on small business, as against the
larger firms, In effect, the ranges forthe smaller firms which, by the
way, is in the red, on generally the lower part of the chart, indicates
something like 44 percent change over this period of time.

When you get to the larger corporations of over $1 billion they are
blue—in the light blue there—you will note that the indicators show
that there has been relatively a smaller change running somewhere
below, or about 15 percent. -

Here we have shown several examples of recession and the effect.
In this case, the small business impact was 24 percent. In this case,
the larger firms, or those over $1 billion in assets, it was somewhere
where you have something like 20-percent change in the ‘‘smalls,’
and you would have something like a 10-percent change in the large
business operations.
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As we said earlier, the larger the firm the less drastic the changes
during recession and their & ility to recover comes at a much faster
rate than do the ‘‘smalls’”’—again, in the red.

The “smalls” go down faster, and it takes a much, much longer per-
iod of time for them to come back to a peak. It 1s significant that
the effective tax rate for the larger companies, which we just men-
tioned, a.veroa.fes 15 percent below those of the smaller firms.

The capital available to the larger firms as preferred customers of
lending institutions is reflective of the favorable tax rate given the
larger firm in actual application of the tax code.

hank you.

Senator NeLsoN. Thank you very much, gentlemen, for your very
fine presentations. We appreciate you taking the time to come today.
If you have any supplemental material to submit, the record will be -
open for 30 days. :

- And, I assume that if some of the members have some questions to
ask, based upon your testimony, you would be willing to respond to
thefr questions in writing? .

Mr, Lewis. Most certainly, Mr. Chairman.

Senator NeLsoN. Thank you very much, gentlemen.

The hearings will open again tomorrow morning at 9:30 a.m. in
this room. Thank you very much.

[Whereupon, at 11:62 a.m., the committees recessed, to reconvene
at 9:30 a.m., Wednesday, June 18, 1975.]

[The chart referred to follows:]
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SMALL BUSINESS TAX REFORM

WEDNESDAY, JUNE 18, 1975

- U.S. SENATE,
SeLEcT CoMMITTEE ON SMALL BusinEss,
AND THE SUBCOMMITTEE ON FINANCIAL MARKETS
oF THE CoMMITTEE ON FINANCE,
Washington, D.C.

The committees methpursuant to notice, at 9:37 a.m., in room 2221,
Dirksen Senate Office Building, Senators Gaylord Nelson (chairman
of the Select Committee on Small Business), and Lloyd Bentsen

(chairman of the Subcommittee on Financial Markets of the Com-
mittee on Finance) presidingN

Present: Senators Long, Nelson, Bentsen, McIntyre, Hathaway,
Clark, and Curtis.

Also present: Herbert L. Spira, tax counsel, Select Committee on
Small Business; Richard R. Rivers and Michael Rowny, professional
sﬁaﬁ, Senate Finance Committee; and David Allen, Office of Senator

entsen.

Senator BENTSEN [presiding]. These hearings will come to order.

Today we begin the second of a 3-day set of hearings by the Small
Business Committee and the Senate-Financial Markets Subcommittee
and I am pleased to be cochairing this with Senator Nelson, who had
some other commitments but he will be here in a few minutes.

The subject of these hearings is financial problems which presently
confront small businessmen. : :

- Yesterday we heard testimony from two economists and a repre-
sentative of a small business association. These witnesses told a com-
pelling story about the role of small business in our Nation’s economy
and the need to take special steps to strengthen employpment and
profitability in small enterprises. - '

Today we will receive additional testimonf' concerning small
business financial problems and our Nation’s tax laws. Small business,
in many ways, is the essence of our country’s promise. It has‘alwaffs
been relatively easy for an American to go into business for himse
to become his own boss. This great diversity of ownership has spul_'reti
competion, helping keep grices down, helping to assure & wide variety
of goods and services and helping bring strength and resilience to our
free enterprise system. — .

However, the statistics show that from 1948 to 1972 the number
of self-empioyed businessmen in this country has shrunk from 10.7
million to 7.1 million, even though the work force has grown from 60.
million to 86 million. In 1960 small- and medium-sized manufacturing
cox(})oratxons held 50 percent of this country’s manufacturing assets
and 41 percent of the profits. But by 1972 this had declined to 30
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percent of the assets and only 28 percent of the profits. Part of the
reason for the decline in the number of small businesses is the sub-
stantial competitive tax advantage enjoyed by the large corporations.
These hearings will take an especially close look at this problem
looking at the incredible maze of regulations faced by the small
businessman, the tax complexities, the need for himrto have to spend
an inordinate amount of money on tax consultants, attorneys, and
accountants in proportion to the size of his business.

In 1974 a congressional study of 143 large corporations found an
average tax rate of 23.6 percent compared to a tax payment level for
all corporations of about 33.4 percent.

So what we are talking about here is a return to the climate of oppor-
tunity that has promoted broadbased economic growth in America

since our beginning, an economic growth that is stable and viable, an
economic growth that is not inflationary.

I am pleased at this time to have my colleague, Senator Clark, make
such statements as he desires. ,

Senator CLARK. Mr. Chairman, we have got a list of distinguished
witnesses, I think T will simply ask umanimous consent that my
opening statement be made a part of the record at this point.

Senator BenrseN. Without objection, it will be done.
¢ I[IThe] prepared statements of Senator Clark and Senator McIntyre

ollow:

SraTEMENT OF HON, Dick CLARK, A U.S. SENATOR FroM THE STATE oF Iowa

Mr. Chairman, I would like to commend the committee for initiating this study
of how small businesses are affected by the tax laws.

The question of how tax reform can benefit small business has been larﬁely
unexplored. For example, the administration’s emergency tax legislation of last
February totally ignored both small corporations and unincorporated small
businesses, The Administration proposed to concentrate three-fourths of the
business tax benefits on the five thousand largest corporations. Congress was
thus faced with a policy which ignored 97 percent of the thirteen million enter-
grisee in this Nation, a sector which accounts for 53 percent of all jobs and creates

3 percent of our gross national product.

argely through the initiative of Members of the Select Committee, smaller
businesses ultimately did receive a share of the benefits of that emergency legisla-
tion, with the enactment of Public Law 94-12 on March 26.

This legislation temporarily increased the investment credit from 7 percent to
10 percent, and cut tax rates for corporations earning less than $50,000 per u{ear.
It also germa.nently increased to $150,000 the earnings which can be accumulated
before being sub,ect to the penalty tax provisions.

It is high time that Congess enacted more permanent structural changes in
our tax laws to assure that both small and large businesses bear their fair share
of the corporate tax burden. -

As it stands now, our system of corporate taxation has a discriminatory imé)act
against the small business—too many provisions in the Internal Revenue Code
are of use only to the large corporations.

For example, large corporations are more likely to be capital intensive than
are small firms, and tax provisions such as the investment credit and accelerated
depreciation favor the capital intensive business. —

'he small firm relies more on labor as a factor of production, Yet there are no
tax provisions which encourage businesses to employ-people rather than machines
to turn out their products. .

his pro-equipment bias in our tax system has caused a distorted allocation of
our scarce economic resources. By ending the diserimination aagl:lxinst small business,
we can do much to achieve a neutral tax system which will allow our resources to
be employed int the most efficient combinations.

A coherent tax system will move us toward a lasting solution to the serious prob-
lem of high unempﬁyment in the unskilled labor force. When a businessman buys
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a machine, the labor which that machine replaces is likely to be unskilled. Equi-
table taxation will increase the number of jobs available to workers with little or no
skills—pecple will go to work in this country. '

Other problems include the sheer complexity and burdensome reporting require-
ments of the Internal Revenue Ccde. Large corporations can afford to hire expert
tax attomeﬁs and CPA’s to do their tax plmmin§l and file reports.

But small businessmen cannot effectively utilize these professional services,
Consequently they often simply don’t know what options are available to them to
minimize thefr tax liabilities, and waste valuable time and energy wading through
mountains of reports.

Businesses cannot grow and ;i)rosper without access to investment capital, and
small firms are starving for cag tal. Large corporations have as sources of capital

ublic offerings of equity or debt, bank loans at the prime rate, and high deprecia-

ion .charges. None of these sources are of much utility to small businesses. We
must make sure that the tax system provides small businesses with equal access to
investment capital. :

r. Chairman, we must have a fair and equitable systeni“of corporate taxation
which does not dlscourage the acceptance of economic risks by the entrepreneur.
We must promote, not stifle, the economic growth which will result from the dyna-
mism of free private enterprise. -

That is why this examination of our business tax structure and the efforts to
formulate let asllatiou providing meaningful reform for the small business taxpayer
are g0 essential.

STATEMENT OF HoN. THOMAS J. MCINTYRE, A U.S. SENaTOR FROM THE STATE
oF New HaAMPsHIRE

Mr. Chairman, I wish to commend you and the Chairman of the Small Business
Committee, Senator Nelson, for initiating these hearings. I hope they will lead to
a significant contribution to the deliberations of both houses on the critical issue
of tax reform and its effects on small business.

These issues are as complex and difficult as any we must face in Congress, yet
we as legislators must often-make decisions of critical importance without adequate
data or analysis of problems or the impact of proposed remedies. This has meant
in the past that our efforts have been counterproductive and served to hinder the _
very results we sought to achieve.

he needs of small business, as we have often found, tend to get lost in the
shuffle. We legislate without realizing the impact of our actions, and we do not
adequately supervise the implementation of the well-intentioned laws we pass.

e tax laws are a good example. Over the years we have created a monster of
growing size and complexity, adding increasing burdens of confusion and frus-
tration—not to mention paperwork—for small businessmen who don’t have the
time or the resources to cope with it. And this complexity guarantees that the
only people who can take full advantages of the dark and obscure passages of our
tax laws are the already rich and powerful.

This is not what Congress intended, but we have created this monster, and we
must now try to cut it down to size, so that the small businessman, the individual
with a new idea~—can grow and prosper.

Small business, after all, is the great source of this nation’s ingenugtﬁ', wth,
and new employment. It is here that new ideas are borm: The Small Business
Committee has found that small business in the United States accounts for about
979, of all businesses bi‘; number; 62-53% of all private employment; 43% of all
the %usiness output in the country, and about one-third of the entire gross national
product. At the same time, small businesses bear the heaviest tax load at the very
time when they are struggling to survive and expand in new markets or against
larger competitors and are more severely affected by the recession than other
segments of the economy. This is unjust, and it costs us dearly-—because we
cannot as a nation afford to stifle this much-needed innovation and new
competition.

T am pleased by the openness of these hearings, and that we are not locked into
a particular bill at this stage. I think this is an excellent opportunity to take a
fresh look at-our J)roblems_——-to escape from the conventional wisdom and ideo-
logical habits——and hopefully to develop new insights and alternatives. : .

Senator BENTSEN. Our first witness will be Mr. Bruce Fielding, who
is & OPA, and if you would please take the stand, and Dr. Dunkelberg,
consultant to the National Federation of Independent Business. .
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STATEMENT OF JAMES D, MICHAEL McKEVITT, WASHINGTON
COUNSEL, NATIONAL FEDERATION OF INDEPENDENT BUSINESS

Mr. McKevirr. Mr. Chairman, my name is James D. ‘“Mike”
McKevitt. I serve as Washington counsel for the National Federation
of Independent Business.

I serve as Washiniton counsel for the National Federation of
Independent Business here in Washington, At the present time we are
conducting our seminar, our national seminar and convention here in
Washington, D.C. It is my pleasure to introduce both of these gentle-
men this morning, and before I do I would like to point out briefly a
bit about the National Federation of Independent Business.

We represent over 420,000 member firms across the countg, from
small to large companies, and as a result I think that Mr. Fielding
and Dr. Dunkelberg today will be able to give you a broad spectrum
of ideas as to the concerns that they have.

The first witness who will speak this morning is Mr. Bruce Fielding,
who is secretary of the board of the National Federation of Independent
Business. He is also a practicing certified public accountant in Cali-
fornia and just yesterday he was named to the new paperwork com-
mission by President Ford.

And the other witness is Dr. William Dunkelberg, who serves as
associate director of the credit research center at Purdue University.
He is also associate professor of economics at Purdue University,
and he has been of great assistance along with Dr. Bailey from the
University of California in (Freparing (}uarterly‘ener and economic
reports for the National Federation of Independent Business over the
past several years. .

I would like to introduce as our first witness Mr. Bruce Fielding.

Senator BEnTsEN. If you would proceed, sir.

STATEMENT OF BRUCE G. FIELDING, CERTIFIED PUBLIC ACCOUNT-
ANT, SECRETARY, BOARD OF DIRECTORS, NATIONAL FEDERA-
TION OF INDEPENDENT BUSINESS

Mr. Fievping. Thank you.

The National Federation of Independent Business, which we refer
to as NFIB, presently has over 420,000 members, and they are located
in all of the 50 States of our country. Our membership contains every
conceivable business category and business entity. All of our members
are small independent businessmen and women. Qur unincorporated
members have an average of four employees. Our incorporated
members have an average of 27 employees. Eighty-five percent of our
members have sales of less than $1 million. However, our total mem-
bership employs 5% million people and our share of the gross national
product is approximately $200 billion. .

Because of the size and diversification of our membership, we are
able to survey and to obtain information from our members on a
variety of subjects which in turn produces representative and reliable
data. Dr. Dunkelberg will expand upon our survey capabilities in
his testimony. .

NFIB has agreed to assist both the Senate Select Small Business
Committee and the Senate Finance Committee in gathering data to

“use in their joint study of the tax problems of small business.

—
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Mr. Chairman, the purpose of my appearance here today is to
acquaint you with the financial profile and downfall of the typical
small independent business. ~

In my opinion there are three basic ingredients r«:giuired in starting
your own business. They are managerial ability, adequate workin,
capital, and confidence in yourself. Unfortunately, we usually ﬁnﬁ
that the small businessrerson is long on ability and confidence and
short on working capital. .

When I started my own business, I did not hire Stanford Research
Institute to do a market survey or to advise me as to how much work-
ing ca{)ital I needed. If I had, I would be still an employee. I was a
tyiica entrepreneur overconfident and undercapitalized. .

et us be thankful for these overconfident entrepreneurs. They are
the backbone of the economg'. They and we em%loy more than 50
percent of our work force and- account for more than a third of the
GNP. We entrelpreneurs are the majority. But unfortunately, we have
become the neglected majority. - ’

Our tax laws have neﬁlecbed to take into consideration that small
business must be allowed to accumulate capital in order it insure a
healthy and steady growth. The small businessperson if faced with
discriminatory tax rates, severe penalties for unreasonable accumula-
tion of surplus, taxation of paper profits, taxation of inflationary
inventories, the costly administrative burden of pension and profit-
sharing plans and cripﬁling inheritance -taxes which can force the
sacrifice sale of a healthy small business.

Let us look at an average company which has been moderately
successful in its first 6 years of existence. I might ssg this average
company is based upon a financial survey which NFIB conducted in
September of 1974 and from financial data of clients at my firm.

As we look at the income statement, this is his income statement for
6 years from the inception of the business. We started out with sales
of $149,000 and at the end of our 6 years we were up to $380,000,
making a total of $1,504,000 for his 6 years in business.

You will note that our entrepreneur has been able to pay himself
an average of about $1,000 a month in those 6 years. This means that
he probably made more than his secretary, but less than the lead
person on his assembly line. His undistributed profits, $47,000,
méans that he has equal to only 3 percent of his sales for the entire 6
years, not much of a margin for error. i

Now let us look at his balance sheet. - .

You will note that our average entrepreneur started his business
with $15,000 original contributed capital. His undistributed profits
hgge O%mounted to $47,000, which results in a total capital now of
$62,000.

So that his total capital after 6 years of business is $62,000. And
we might say, well, not bad for 8-years of effort. He has enhanced his
equity by $47,000.

But let us look at the balance sheet realistically. .

His working capital, which is the difference between his current
assets, which totaled $93,000,Jess total current liabilities of $64,000,
is only $29,000. He has only got $6;000 in the bank. He owes the bank
$14,000 in an unsecured note and he owes $16,000 in income taxes.
Six years of moderate success. And he knows that his seventh year is
going to be the biggest year he has had since he has been in business,
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but he is going to need a lot more equipment to meet the demand.
How does he survive? How does he I%et into that seventh year? He
hes to renew the note at the bank. He is a good ssnlesman, he talks
the bank into it. He buys his equipment on time and he gets extensions
of-time on his income tax returns to postpone their payment.

How did the average company do in the seventh year? Look at
his sales—$532,000, an increase of 40 percent. His net profit increased
64 percent, and the owner this year was able to take out $20,000.
But his silent ﬁartners, the Federal and State governments, took
$29,000 out of the profits.

We should be very healthy, we have had our bast year. Let us look
at our balance sheet. -

This is what has happened to our healthy company in its seventh
year. He is overdrawn at the bank $7,000. He owes the bank $36,000
or ecgupment, $14,000 on an unsecured note. A total of $50,000.
And this represents more than 50 gercent of the company’s capital.
When you borrow money from the banks, they do not like to see this.
ratio get above 50 percent. So this probably means no more credit
from the bank and no way to meet the next payroll.

Our successful average company, gentlemen, could be out of busi-
ness, and this is what is happening to the neglected majority. Let us
look at what caused this.

Discriminatory tax rates. The owner of the average company in
our example ends up in the 60-percent bracket, combined State and
Federal tax rates.

Taxation of his paper profits. He has been taxed on $10,000 of

aper profits, which represents the increase of his accounts receivable -
s% %l})% year over his accounts payable for the year. Paper profits of

Taxation of inflationary inventories—$39,000, the difference be-
tween his beginninﬁ and ending inventories. $49,000 of paper profits
and he ends up in the 60-percent bracket. That is why he 1s overdrawn
at the bank, that is why he may be out of business. The deck is stacked
against the small indegendent businessperson. If this trend is allowed
to continue, the small businessperson will be seen during visiting hours
at the Smithsonian Institute. Our economic, political, and educational
life will be dictated to by a few multinational conglomerates. What can
we do about this situation? How can we reverse this trend? .

We would like to suggest graduated corporate  tax rates ranging
from 10 percent to 45 percent, a maximum tax rate of 45 percent on

_individual’s earned income. An individual in business should be

treated no differently than a corporation. An individual in business
should not pay more tax in a higher bracket than a corporation.

But the most important thing is to tax small business on its ability
to pay rather than on psl)er profits. .

other incentive would be tax credits for retaining profits in your

business. Exemption of $5600,000 of undistributed profits from the tax
on retained earnings, this would bring us in line with Canada.

Senator BEnTseN. With what?

Mr. Frevping. With Canada. S

What would happen to the average company if it was taxed on a
cash basis rather than an accrual basis, and that is what we are
talking about, Senator, paper profits versus cash profits, the cash basis -
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versus the accrual basis and it was also allowed a 20-percent annual
tax credit for cash profits retained in the business. We have recon-
structed our average company b{vutilizing the cash basis of taxation -
for our small, average company. We can see that he has now got some
cash in the bank. In fact, it has been increased by $16,800. His current
liability for income taxes has been decreased by $26,000 and his
working capital, which is the basic ingredient that we need to survive,
has been increased by $42,800, an 86-percent increase, merely by
being taxed on the cash basis as contrasted to the accrual basis,

Our average company is here to stay. If we go one step further and
give him an incentive for leaving money in the business, not drawing
1t all out but trying to accumulate more capital, we still have another
advantage to look at:

‘We can see his position has been enhanced. The cash basis is now— .
he has $18,000 in the bank, sim&ly by utilizing these credits, for
i'etaining profits in the business. Now he can even reduce his bank
oan.

All we are suggesting is that the small business people be allowed to
pay their taxes on their ability to pay, and at the same time be
encouraged through tax credits to build up their capital. The Govern-
ment should not, in the long run, lose any revenue. It is merely post-
poning the time for collection.

[The prepared statement and attachments of M:. Fielding follow:]

54-997 0 - 15 - 12
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L
M STATEMENT OF BRUCE G. FIELDING

DIRECTOR & SECRETARY ~ NATIONAL FEDERATION OF INDEPENDENT nbsxuzss
PARTNER, BRUCE G. FIELDING AND COMPANY
1043 Stierlin Rpad
Mountain View, California

Before: Senate Select Committee on Small Business
Subject: . Small Business Tax Reform
Date: June 18, 1975

Mr, Chairman, I am 8 Director and Officer of the National Federation of
1ndependent Business and 1 am also a partner in a Certified Public Aceccunting
firw, ‘

The National Federation of Independent Business, which we refar to as
NFIB, has over 420,000 members and they are located in all of the fifty states.

Our membership contains every conceivable business category and type of business

entity. All of our members are small {ndependent busi and women. Our
unincorporated members have an average of fou}‘employeea and our incorporated
members average twenty-seven employees. FEighty-five percent of our membexs have
sales of less than $1,000,000 per yecar. However, our total membership exploys
approximately 5 1/2 mlllionApeople and our ghare of the gross national product
is approximately $200 billion.

Because of the size and diversificatfon of our membership, we are able to
obtain information from our members on a variety of subjects which in turn

produces representative and roliable data, Dr. Dunkelberg will expand upon our

A
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survey cayabi{i;ies in his testimony.

NFIB has agreed to assist both the Senate Select Small Business Committee
and the Senate Finance Committee in gathering data to use in their joint study
of the tax problems of small business.

Mr., Chairman, the purpose of my appearance here today 1s to acquaint you
with the financial profile andIAOvnfall of the typical small independent business.

In my opinion there are three basic ingredients required in starting your
own business. They are mansgerial ability, adequate working capital, and confidence
in yourself. Unfortunately, we usually find:shat the small businessperson is long
on ability and confidenco and short on working capital. N

¥hen I started my own business, I did not hire Stanford Research Institute
to do a market survey or to advise me as to how tmuch working capital I needed.
If I had, I might never have started my own business. I was a typical
entrepeneur over-confident and under-capitalized. h

Let us be thankful for these over-confident entrepeneurs. They are the
"backbone" of our economy. They employ more than fifty percent of our workforce
and account for more than a third of our GNP, We entrepeneurs are the majority.
But unfortunately we have become the "Neglected Majority". -

Our tax laws have neglected to take into consideration that small business
mua;.;; allowed to accumulate capital in order to insure a healthy and steady
growth, The small businessperson is faced with discriminatory tax rates, severe
penalties for unreasonable accumulation of surplus, taxation of paper profits,
taxation of inflationary inventories, th;Acostly administrative burden of pension
and profit-sharing plans and crippling inheritance taxes which can force the

sacrifice sale of a healthy business.

Let us look at an average company which has been moderately successful in

4its first six years of existence. (See Exhibit A, attached hereto.)
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This average company is based upon a financial survey which NFIB conducted
in September, 1974, and from financial data of clients of my firm.

As we can see our entrepeneur has been able to pay himself an average wage
of $1,000 per month. This means that he probably makes more than his secretary
but” less than the "lead" person on his assembly line. His undistributed profits
have been equal to only three percent of sales--not much of a margin for error.

Now, let us look at the Average Company's Balance Sheet, (See Exhibit B,
attached hereto.) . . ~

Our entrepeneur started this business with $15,000 (original capital
contribution) which when added toldsUndistributed Profits of $47,000, now results
in Total Capital of $62,000. Not bad for six years of effort.

But let us look at the balance sheet realistically. The working capital
is only $29,000 (Total Current Assets, $93,000, less Total Currenrt.iabiutiea,
$64,000), There 18 $6,000 in the checking account, $14,000 due to the bank on
an unsecured note and $16,000 due on Income Taxes and his seventh year in business
18 going to be the biggest year and will require a substantial increase in__
equipment.

How does the Average Company survive? Renew the note at the bank, buy the
needed equipment on time, and get extensions of time on the income tax returns.

How did the Average Company do in 1its seventh year? (See Exhibit C, attached
hereto). Sales increased 40X and the net profit increased 54%. The owner
increased his wages to $20,000, but his silent partners, the Federal and state
governments, took $29,000 of the profits. -

What does the balance sheet look like? (See Exhibit D, attached hereto.)
The Average Company is overdrawn $7,000. It owes the bank $14,000, unsecured, and
$36,000 for equipment -- a total of $50,000 -- and more than S0% of the company's
total capital. This probably means no more credit from the bank and no way to

meet- the next payroll. —
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Our successful Average Company could be out of bu‘ine&s.4

This is what is happening to the "Neglected Majority":

Discriminatory tax rates -- the owner of the Average Company ends up

in the 60% tax bracket (coibined Federal and state effective tax rates).
Taxation of paper profits -~ $10,000 (the increase in accounts receivable
for the year over the increase in accounts payable for the year).
Taxation of inflationary inventories —~“$39,000 (the difference between

ending and beginning inventories).

The "deck"is stacked against the small independent business person. If this

trend is allowed to continue, the small business person will be seen during visiting

hours at the Smithsonian Institute and our economic, political and educational

lifes will be dictated to by a few multinational conglomerates.

How can this trend be reversed?

Graduated corporate tax rates ranging from 10X to 45XZ.

Maximum tax rate of 45% on an individual's earned income.

Taxing small business on its ability to pay rather than on "paper
profits",

Tax credits for retaining profits in the business.

Exemption of $500,000 of Undistributed Profits from the tax on

Retained Earnings.

What would happen to the Average Company if it was taxed on a “cash basis"

rather than an "accrual basis,” and it vwas allowed a 20% annual tax credit for

cash profits retained in the business? " (See Exhibits E and P, attached hereto.)

By utilizing the "cash basis", cash in the bank would have been increased

by $16,800 and the current liability for Income Taxes would have been decreased

by $26,000 and Working Capital would have been increased by $42,800, 86X. The

Average Company is here to stay.

1.
2,
L
3.
L
2,
3.
4
5.
o
Hony
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If the Average Company was also allowed an additional annual 202 tax credit
for cash profits retained in the business, this would bring the cash in the bank
up to $18,000. Now, even the bank loan could be reduced.

All we are suggesting is that the small business people. be allowed to pay
their taxes based on their ability to pay and at the same time be encouraged,
through tax credits, to build up their capital. The government should not, in
the long run, lose any revenue. It is merely postponing the time for collection.

Let us take the "Neglect” out of the "Neglected Majority." —



177

EXHIBIT 4

THE AVERAGE COMPANY
INCOME STATEMENT
- COVERING A SIX-YEAR PERIOD

TOTAL SALES
(Ranging from $149,000 to $380,000)

COST OF SALES
GROSS PROFIT
EXPENSES

NET PROPIT

OWNER'S WITHDRAWALS (Wages)

" TAXES ON INCOME

PROFIT RETAINED IN BUSINESS
(3% of Total Sales)

$1,504,000

(1,041,000
§463,000

{307,000)
$156,000
(70,900)

(38,100)

$47,000




. ACCRUAL BASIS TAX

RETURN END OF

ASSETS
CURRENT ASSETS:
Cash XIn Bank
Accounts Receivable, Trade
Inventory (Cost or Market)
TOTAL CURRENT ASSETS

PLANT & EQUIPMENT:

Original Cost

Accumulated Depraeciation
BOOK VALUE OF PLANT & EQUIPMENT

TOTAL ASSETS

LIABILITIES & CAPITAL
CURRENT LIABILITIES:
Note Payable, Bank
Accounts Payable, Trade
Equipment Contracts Payable
{Curxent Portion)
Accrued Taxes on Income
TOTAL CURRENT LIABILITIES

LONG~-TERM LIABILITIES:
Accrued Taxes on Income
(Accrual Basis)
Equipment Contracts Payable
TOTAL LONG-TERM LIABILITIES

TOTAL LYABYLITIES

CAPITAL:
Original Capital Contribution
Undistributed Profits

TOTAL CAPITAL

Te====—"OTAL LIABILITIES & CAPITAL

6TH_YEAR-.

$ 6,000
40,000
47,000

$ 93,000

$ 73,000
(32,000)
$ 41,000

THE AVERAGE COMPANY
BALANCE SHEET
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EXHIBIT C
- THE AVERAGE COMPANY
INCOME STATEMENT
SEVENTH YEAR -
SALES $532,000
COST OF SALES 338,000
GROSS PROPIT $194,000
EXPENSES {117,000)
NET PROPIT $ 77,000
OMNER'S WITHDRAWALS (Wages) (20,000)
TAXES ON INCOME (29,000)
“"  PROPIT RETAINED IN BUSINESS ~ 28,000
-
Seng,
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THE ‘AVERAGE COMPANY
BALANCE SHEET

ACCRUAL BASIS TAX ACCRUAL BASIS TAX

RETURN END OF RETURN END OF
6TH YEAR -7TH YEAR
ASSETS
CURRENT ASSETS:
Cash In Bank $ 6,000 $ (7,000)
Accounts Receivable, Trade 40,000 74,000 -
Inventory (Cost ox Market) 47,000 86,000
TOTAL CURRENT ASSETS $ 93,000 $153,000
PLANT & EQUIPMENT:
Original Cost = $ 73,000 '3110,000
Accumulated Depreciation {32,000) (42,000)
BOOK VALUE OF PLANT & EQUIPMENT § 41,000 $ 68,000
TOTAL ASSETS $134,000 $221,000
LIABILITIES & CAPITAL
CURRENT LIABILITIES:
Note Payable, Bank $ 14,000 $ 14,000
Accounts Payable, Trade 28,000 52,000
Equipment Contracts Payable 3
(Current Portion)- . 6,000 8,000
. Accrued Taxes on Income 16,000 29,000 -
FOTAL CURRENT LIABILITIES $ 64,000 $103,000
LONG~TERM LIABILITTES:
Accrued Taxes on Income
(Accrual Basis) . s 0 “$ [
. Equipment Contracts Payable _..B,000 28,000
TOTAL LONG-TERM LIABILITIES $_ 8,000 $ 28,000
TOTAL LYABILITIES $ 72,000 $131,000
CAPITAL: . ' L.
Original Capital Contribution $ 15,000 $ 15,000
Undistributed Profits 47,000 75,000
TOTAL CAPITAL $ 62,000 . $ 90,000
TOTAL LIABILITIES & CAPITAL $134,000 $221,000
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ASSETS

CURRENT ASSETS:
Cash In Bank
Accounts—Receivable, Trade
Inventory (Cost or Market)

TOTAL CURRENT ASSETS

PLANT & EQUIPMENT:
Original Cost
Accumulated Depreciation
BOOK VALUE OF PLANT & EQUIPMENT

* TOTAL ASSETS

LIABILITIES & CAPITAL
CURRENT LIABILITIES:
Note Payable, Bank
Accounts Payable, Trade
Equipment Contracts Payable
(Current Portion)
Accrued Taxes on Income
TOTAL CURRENT LIABILITIES

LONG-TERM LIABILITIES:
Accrued Taxes on Income
(Accrual Basis)
Equipment Contracts Payable
“TOTAL LONG-TERM LIABILITIES

TOTAL LIABILITIES

CAPITAL:
Original Capital Contribution
Undistributed Profits

TOTAL CAPITAL

TOTAL LIABILITIES & CAPITAL

THE AVERAGE COMPANY -
BALANCE SHEET

ACCRUAL BASIS TAX RETURN CASH BASIS
END OF TAX_RETURN

6TH YE. ITH YEAR JTH _YEAR

$ 6,000 $ (7,0000 § 9,800

40,000 74,000 74,000
47,000 86,000 86,000
§ 93,000 $153,000 $169,800

$ 73,000 $110,000 $110,000

{32,000) . (42,000) (42,000)
$ 41,000 $ 68,000 $ 68,000
$134,000 $221,000 $237,800

$ 14,000 $ 14,000 $ 14,000

28,000 52,000 52,000
6,000 8,000 8,000
16,000 29,000 3,000
$ 64,000 $103,000 $ 77,000
$ o $ o $ 42,800
8,000 28,000 28,000
$ 8,000 $ 28,000 $ 70,800
$ 72,000 $131,000 $147,800

$ 15,000 $ 15,000 $ 15,000

47,000 75,000 75,000
$ 62,000 $ 90,000 $ 90,000
$134,000 $221,000 $237,800

EXHIBIT E



EBXHIBIT P
THE RVERAGE COMPANY

BALANCE SHEET

- CASH BASIS

ACCRUAL BASIS TAX RETURN CASH BASIS ~ CREDIT FOR

END OF . _.TAX RETURN RETAINED INCOME
6TH YEAR  7TH YEAR ITH YEAR ~ 7TH YEAR

s ASSETS .

CURRENT ASSETS: ) : . : L
Cash In Bank "% 6,000 $ (7,000) $ 9,800 $ 18,000
Accounts Recsivable, Trada - 40,000 74,000 74,000 74,000
Inventory (Cost or Market) 47,000 ._ 86,000 86,000 86,000

QOTAL CURRENT ASSETS ©$ 93,000 $153,000 $169,800 $178,000

PLANT & EQUIPMENT: . o ;

Original Cost- : $ 73,000 ° $110,000 $110,000 $110,000
Accumulated Depreciation {32,000) . "(42,000) {42,000) (42,000)

BOOK VALUE OF PLANT & EQUIPMENT $ 41,000 ' $ §8,ooo $_68,000 $ 68,000

TOTAL ASSETS h $134,000  $221,000  $237,800  $246,000

LIABILITIES & CAPITAL
CURRENT LIABILITIES:

Note Payable, Bank - $ 14,000 $ 14,000 $ 14,000 $ 14,000

Rccounts Payable, Trade 28,000 52,000 . 52,000 ° 52,000
Equipment Contracts Payablo E ) - .

(Current Portion) - 6,000 8,000 - 8,000 8,000

. Accrued Taxes on Income 16,000 29,000 3,000 1,400

TOTAL CURRENT LIABILITIES $ 64,000 $103,000 $ 77,000 $ 75,400

LONG-TERM LIABYLITIES:
Acocrued Taxes on Income

. (Accrual Basis) $ o0  §$ o '$ 42,800  § 42,800

. _Pquipment Contracts Payable 8,000 28,000 - 28,000 ~ _ 28,000

7TOTAL LONG-TERM-LIABILITIES. $ 8,000 $ 28,000 $ 70,800  § 70,800

TOTAL LIABILITIES . $72,000 $131,000  $147,800 | $146,200
CAPITAL: — © - .

— Original Capital Contribution $ 15,000 § 15,000 § 15,000 $ 15,000

Undistributed Profits __A7,000 __75,000 75,000  _ 84,800

TOTAL CAPITAL $ 62,000  $ 90,000 § 90,000. $ 99,800

TOTAL LIABILITIES & CAPIVAL .  $134,000 $221,000 - $237,800  $246,000

i
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NATIONAL FEDERATION OF INDEPENDENT BUSINESS, INC.

The largest indi bership of any busi org ion in the United States.
' (HOME OFFICE) SAN MATEO, CALIF. - WASHINGTON, D.C.
Contact: NIEL HEARD
150 Wesl 20th Aveave

San Mateo, Call 94400
Phose. €15-M1. 7441
Cable: NF Ssn Mateo

POR RELEASE: WEDNESDAY, JUNE 18
AFTER 9:00 A.M.

H.nhingtonio?‘g;e.in the mass production industries can only be stabilized if

the nation's estimated 3,000,000 small and independent firms in the distributive

trades feel confident they can maintain inventories without'b";ﬁg pemfiud by taxes

on paper protito. ’
- This was the thrust of an innovative new tax proposal presented to a joint

meeting of the Senate Small Business Committee and a Subcommittee of the Senate

Finance Committee today in the Senate Finance Comaittee room by Bruce Fielding,

a Director of the National Federation of Independent Business, which is nponaoﬂns

the small business gouference being held at the Waghington Hilton.

‘Basically, the proposal would ;_h;a independent wholesalers and retailers the
option of computing inventories of vp to $200,000 for tax purposes on a cash instead
of an accrual basis.

Surveys conducted for NFIB by Faculty Associates, Inc. show that independents
are continuing to slash inventories, and buying on a "hand to méuth" basis. In as
wuch as this segment accounts for 70X of all wholesale and retail trade, the mass
production industries are handicapped in setting up production schedules needed to
call people back to work.

The smaller distributors after the experience of 1974 are-gun shy, it is
claimed, as they vere assessed heavy taxes on fictitious inventory values created

by inflation, and not by increased sales volume. Many of the big corporate

handisers took ad of an accounting method known as LIFO, or last in,

(MORE)

Nole: Uniess otherwite indicated, ol facts, opinons herern arg based o8 the majority resull of ndimdually voled batlets, with lecum-lm Support oa fie and epen
0 inspaction at headquarters The Federation 13 ourlnu‘ ealurly of independent Bbusinass propnetors Al (his tme, the membership is
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ficvat out, to prevent t&ea from confiscating working capital. Senator William
Proxmire has stated he estimateg big corporate merchandisers saved $8 billion in
taxes by employing the LIFO method which is not useable by smaller operations.

The problem of the small distributor surviving in an inflationary cycle
has long been recognized by some Congressmen who are knowledgeable sbout the

e practical aspects of business operation.

Both former Congressmen Charles Chamberlain of Michigan and Emmanuel Cellar
of New York, apparently understanding that as inflation increased, factory employment
would be endangered by lack of orders, introduced bills which would have to some
degree offset the ravages of inflation in working capital.

However, the Treasury Department in the Nixon Administration opposed these
remedial measures, although approving the LIFO system for the big corporate
merchandisers.

The plan presented this morning by Fielding is a different approach, and more
compatible for survival as well as factory employment in an era of double digit
inflation. This 1s the first time this approach to the problem has been advanced.

Fielding, besides being a Director of NFIB, is a partner in a medium-sized

_CPA firm located in the heart of California's Santa Clara Valley where there are
many smaller firms that have grown up around the electronic and space industries.
He 1s also a lecturer at the University of California, and is a member of the
Advisory Council on Small Business of the Internal Revenue Service and has been
widely featured on tax theories on radio and television.

A number of small business people, attending the NFIB conference, were

present to support the Fielding position. R
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- BACKGROUND ON THE TAX REFORM POSITION OF THE
NATIONAL FEDERATION OF INDEPENDENT BUSINESS PRESENTED
BY BRUCE FIELDING, CPA, NFIB DIRECTOR

The Problem:
‘,:: All business enterprises, whose operations depend on inventories of
goods or raw materials, must pay income tax on the increased value
of these inventories during the tax year. This 15' known as the accrual
system. This applied to both unincorporated and incorporated enter—
prises, and while many lines are included, it is prircipally the whola-
saler and retailer who are involved.
How This Works:
Every business that depends on maintaining an inventory to operate
must set apart a portion of its working capital to maintain the in-
ventory. In fact, this is normally the chief use of working capital.
In normal economic times, using a hypothetical example, if a business
carries an inventory of $100,000 covering a certain number of units,
it can replacé those units for the $100,000. If fn a normal time it
is decided to divert some earnings to increasing the number of units
in that inventory so that at the end of the taxable year the dollar
value is $120,000, this additional $20,000, of course, is considered
taxable profit.

The Erosion of Inflation:

But this only works fairly when the economy is normal. In 1974, for
example, when the rate of inflation was 14 per cent, if the hypothetical
business used as illustration above maintained the same number of units

in the inventory, the year cnd inventory would have been at least

7%
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$114,000. In other words, if this hypothetical business stood still
during the year, it would still pay higher taxes.
- From a practical standpoint, even using the 14 per cent inflation rate
“to {1lustrate this point is fallacious as the rate of inflation is not’
- : even. Some goods and raw materials jumped in value in 1974 40 per cent
or more while sitting on warehouse floors, or retail shelves. This

»,,r.ﬁ"'
%“' results in extra tax dollars being paid that do not come out of profit

but the basic working capital of the enterprise.

Is This Fact Recognized?

Yes, it is. That is why' the tax authorities have approved a system of
accounting known as LIFO, or "last in-first out." This permits a busi-
ness to offset "paper" inventory profits created by inflation by using
the costs of that inventory at the beginning of the taxable year, in-
stead of the end of the year.

Senator William Proxmire has claimed that a few big corporate merchan-
disers were able to save an estimated $8 billion in taxes in 1974.

In That Case, What is the Problem?

The problem is that only big corporate merchandisers are able to take
advantage of LIFO, Smaller operations lack the facilities, the personnel
and other expertise necessary to employ LIFO.

LIFO Then Discriminates Against Small Business?

That is true, but more importantly, there is discrimination against
people who depend on steady jobs.

Government £igures show that 70 per cent of the \_J}Toleaale and retai)
function in the country is through small and independent operations.
Unless they can maintain or even expand, their unit count of merchan-

dise, factories either shut down completely, or operate on a spasmodic

Pl
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basis, resulting in idle weeks for the workers, or short work weeks,
This, in turn, depresses the consumer market as workers who are un-
certain as to how much wages they will earn shy away from assuming

long term obligations to buy.

Mass production cannot produce efficiently when distril e who do

‘70 per cent of the volume order on a "hand to mouth" basis.

Yet, small and independent businesses in the distributive trades are
reducing inventories and are buying on this basis in order to avoid
paying taxes on fictitious profits, as no one can foroten' the course

of the present inflationary trerd.

It is significant that except for the bu.uding industry, which presents
a different problem, the big employment slump is in the so-called mass
production industries such as autos, textiles, steels, etc. Until such
time as these smaller distributive operations, totalling somewhere
around 3,000,000 enterprises, start buying with oonfidenc_e that taxation
on inflation will not wipe out their working capital, the mass production

industries and their ;mloyees will continue to be in trouble.

Can This Be A Bonanza For Big Business?

No. The Fielding ~ NFIB plan places limits. Only a busiress ending a
taxable year with an inventory of less than $200,000 could elect to
compute taxable income on a cash rather than au ac;:rual basis.

Under the Ficlding - NFIB plan, smaller businesses would pay taxes only
on the actual cash profits, and not on "paper' profits created by
further inflation of goods or merchandise.

The estimated loss 1o the Treasury in the first year would be $3 billion
dollars, However, this is a h);pothetical loss, as this money would be
employed to buy inventery, thus creating more factory income, and income

to factory workers.

54-397 O - 75 - 13
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Senator Bentsen. Thank you very much. _

.Rather than interrupt with questions now, I think we will proceed
with the next witness and have his testimony, unless my cochairman
has a statement to make at this time.

Senator NuLson. No; I will submit a brief statement for the record.

[The prepared statement of Senator Nelson follows:]

N

STaTEMENT OF HON. GAYLORD NELSON, A U.8. SENATOR FROM THE STATE OF
IBCONBIN

Today will be the second day of joint hearinafs of the Select Committee on
Small Business and the Subcommittee on Financial Markets of the Senate Finance
Committee. The approach to small business tax reform we have chose is on in~
depth study of the business tax structure and how it affects small business.

e appreciate the use of the Finance Committée room and facilities for these
sessions. We should announce at this time that, because of a Finance Committee
hearing on the debt ceiling tomorrow, our joint hearings will be in Room 1114 of
this same building. .

This morning we are fortunate in having before the Committee the largest
small business organization in the country, The National Federation of In-
dependent Business, as well as the four major regional small business organizations,
and the Director of the Entrepreneurial Center of the Wharton School of Finance.

We welcome you gentlemen as participants in our study.

STATEMENT OF DR. WILLIAM C. DUNKELBERG, CONSULTANT,
NATIONAL FEDERATION OF INDEPENDENT BUSINESS

Dr. DunkeLBerG. Thank you, Mr. Chairman and members. I
appreciate the opportunity to be here today and talk about these
issues. I think you can see from the example that Mr. Fielding con-
structed that they really are quite important. I think we can probably
all agree that tax reform will be one of the major keys to future develop-
ments in our economy. We all agree, and the opening statements have
reinforced this, that profits are the driving force of a competitive
economy and they are the major determinant of a firm’s ability to
invest: This example, I think, made that quite clear. Profits in them-
selves provide investment reserves and they also influence a firm’s abil-
ity to raise equity capital, if it is big enough to be doing that in the
markets, and to issue debt or to borrow from lending institutions.
Investment firms undertake with the funds they raise, either through
getting new capital through borrowing or through retaining profits,

rovide keys to changes in productivity and potential production in
uture Eeriods and those are of major concern in this economy today.
These have important implications for GNP growth over time and
also very important implications for the prices at which the products
that are produced by firms in this economy will be sold.

Now to speak in slightly more general terms, the concerns for tax
reform, I think, fall into four or five major ¢ategories. I think one of
the clearer things illustrated by Mr. Fielding’s example is that we
really need to do something to protect firms real earnings from the
adverse effects of inflation. Mr. Fielding kept referring to paper profits
and gave a very good demonstration of those. In addition, there are
some other interesting problems that we will talk about related to how
one measures cost, depreciation costs, for example, in an inflationary
period. As an example, assume a firm is depreciating a building over 5 or
10 years. A $10,000 building would at 10 percent a year inflation cost



- 189

about $26,000 to replace, and yet the firm may well only be expensing
$1,000 a year. Clearly, this will not generate enough reserves to replace
that buildm% at the end of 10 years, and the firm will be caught short.™
We have to do something to protect the firm’s earnings from inflation,
and the recent experience has certainly mede that very clear to us.
I think related to this issue, regulations should make it sasier for
firms to adopt accounting procedures that make sense in an inflationary

environment,
L In addition to the effect on real profits, firms need accounting data
= and procedures that provide accurate and meaningful information for

making business decisions. I think we can all agree that just about
everybody was fooled during the last few years and did not really
know what position they were in, how weak their real earnings were,
how weak real income was, and we found out, of course, the hard way,
when things got pretty severe. Even the Government underpredicted
the inflationary tax revenue bonus that it was going to receive last
year, and though I am sure the budget people were pleasantly sur-
prised, a lot of consumers and businesses were not.

The differential tax treatment, the third point I think we need to
worry about, for incorporated-unincorporated business operations
seems to place an unfair burden of taxes on the smaller business. About
two-thirds of the small businesses are unincorporated and from the
evidence that we have they pay much higher tax rates than their
incorporated counterparts. This becomes a worse problem, a more
severe problem, in times of inflation because the unincorporated
businesses paying taxes in the same ways consumers do find them-
selves pushed into higher marginal tax brackets as inflation drives up

- lth%hi profits in current dollars, and of course that increases the tax
iability.

Senator BENTSEN. Let’s talk about the tax rate of a small business,
unincorporated. Give some figures. What are the maximums? Let us
get it in the record.

Dr. DunkeLBERG. For the corporate tax rate?

Senator BEnTSEN. No, unincorporated.

Dr. DunkeLBERG. Well, maybe we should ask Mr. Fielding for the
details on it.

Mr. FieLping. Seventy percent.

Senator BENTSEN. Let’s get that in the record because I want to
make that point. -

Dr. DuNkeLBERG. The unincorporated business pays taxes just as
an individual on what is supposed to be a progressive scale.

‘. Senator BENTSEN. Not just as an individual. Just as an individual
if it w?a,s his specific earnings and salary it would be 50 percent, would
it not T~

Mr. Fieuping. Yes, that is correct.

Senator BENTSEN. But if you are talking about from his invest-
ment, then you are talking about 70 percent.

Dr. DuNkeLBERG, That is right.

Senator BENTSEN. Operating as a business.

Mr. Fieuping. Yes. If capital is not an income-producing factor,
if it is a service business, the 50-percent limitation would apply.

Senator Bentsen. If what? )

Dr. DuNkELBERG. If it i§ & service business.
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Mr. Freupina. If it were merely a service business in which capital
vsig not an income-producing factor. That, we think, is not correct
either.

Dr. DunkzLsera. Now the fourth point I think we have to worry
about has to do with the costs associated with compleving with the
multiglioity of tax-related regulations and reports that are required.
This is very expensive for small business, for ang firm, for that matter,
and requires an investment in resources on their part just to get taxes
paid, and of course it also requires a fair investment of resources on the
part of the tax-collecting agencies to process all of this.

I think we can all agree that if we could streamline the tax system
even if total revenues did not change, the resources saved could be
much better utilized in productive activities. 8o we should have as an
objective the streamlining of the tax siyst,em which would force busi-
nesses a8 well as government to use as little of their time and money as
possible to pay taxes. That money and time can certainly be used in a
more productive way.

It the fifth general point we have to worry about is one that
deals with our longer run situation in the economy. The current tax
structure requires businesses to generate as much as $2, when we in-
clude State taxes, as much as 82 in gross profit in order to earn a dollar.
In terms of sales required to generate that gross profit, the amount
would be much larger and will vary dependlnf on the industry the firm
is in, Clearly, this discourages the undertaking of many investments
that under a less burdensome tax system would probably be made.

In addition, we all know that earnings paid out by those firms that
are incorporated will be double taxed because the dividends are also
taxed for private individuals.

With shortages posing a serious threat for future growth and de-
velopment, the tax structure should be examined to see how it might be
altered to stimulate new innovation and encourage businesses to take
advantage of new technologies through increased investment. If
businesses are encouraged to do this, we may well be in a position to
make mane' more important gains in terms of productivity and output
and potential output, and of course this has important implications for
prices as well, Productivity is one of the keys.

Now the National Federation is extensively engaged in a data collec-
tion project to try to find out, what is happenin%to the small business,
and the exam’Fle that Mr, Fielding presented is based on some of that
information. The data presented in the testimony that I am giving also
comes from these surveys of the 400,000-plus members of the National
Federation. These quarterly-surveys are conducted dealing both with
general economic problems and conditions within the small business
community, and also with energy policy. .

In addition, we have done special studies dealing with minimum -
wage legislation and with the financial condition of the small business

8. The basic ﬁndin%s of these quarterly surveys were reviewed
for the Senate Select Committee on Small Business in testimony
presented before that committee by Dr. Bailey earlier this year; you
may recall it. The Federation is continually enfuied in this process
of information collection and we would be delighted to cooperate
with this committee in any way possible to provide the kind of infor-
mation needed in its deliberations on the issue of tax reform.

BEST COPY AVAILABLE |
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Now let me speak for a few minutes in a little more detail about
some of these problems.

In considering tax reform I think that this committee is already
now aware, and certainly the testimony suggested, that small business,
relative to, say, the Fortune 800, or ar ar%e firms, is quite different.
I have several different statistics to present which may even high-
light these differences in a better way. The median sales for these
firms is sliﬁhtly under $200,000. That means half of those firms is
sEthly under $200,000. That means half of those firms have gross
sales of less than $200,000. The mean number of employees is about six,
About a third of the firms are incorporated. We already mentioned
that. And two-thirds are either sole proprietorships of partnerships.
A large majority of these firms deal directly with consumers as the
distributors of goods and services that are produced. That is, they
are at the end of the production line, interfacing with the public in
the provisioa of services and tle distribution of %:ods.

Small businesses, I think, and we have nofed this from those
attending the program here {n Washington these past few dm, feel
relatively isolated from the decisions that are made in Washington,
even thouﬁh the¥i are heavily affected by those decisions. About 10
percent feel that Government regulations and redtape imposed by the
various agencies and laws that have been. passed are the most im-
portant problem that faces small business today. I think that is a
surprising choice among the alternatives which included recession
unemployment, inflation, labor costs, and energy problems, Few o
these firms are lar%e enough to su&i)ort the kinds of specialists and
staffs that are needed to comply with the regulations, to interpret
them and figure out what they imply for the business in terms of what
it should do, what it should file.in terms of forms, and so on.

Now speaking for a minute again about the effects of inflation, of
course inflation is nothing new in the economy. We have had inflation
in the sense that, in general, prices have risen for the past 20 years
or 80, but I think little happened during that period to prepare any
of us, including small businesses, for what we experienced in the late
1960's and 1970’s,

As we saw in this example, and it probably can be seen in other
examples, inflation did somestrange things to the balance sheets of firms.
Methods of cost assessment based on historical costs really inade-
quately reflected business costs in current dollars, and I gave an
example of that earlier in my testimony. In the meantime, the prices of
goods and services sold rose with inflation so we had costs not rising
gg hmuch as they should. We had revenues rising at a considerably

igher rate. .

he net result of this was an overstatement of profits. Mt. Fielding
called these paper profits. Half of these or more, depending on the
position of the firm, were taxed away. Indeed, what we find for 1074
is that a great number of firms, for all practical purposes, in real
terms had their capital base taxed away. That is they ended up in real
terms with less capital than they started with because of the over~
statement of profits, Then when firms had to replace the invertories,
the buildings and so on that they needed for operation, they found that
their depreciation reserves were inadequate. Their wor, capital
had been impaired. The working capital they had on hand would not
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support as many inventories at the higher prices, The $10,000
building was a $25,000 building and could not be replaced with the
$10,000 ip reserves,

This forced the firms into the capital market and we found among
the small businesses that there was about a 20 percent increase in the
need to go outside of the firm for financing during 1974, T

Durini that same period, among the borrowers, the number of
Keo le who said that it was harder to get funds and that the rates were

igher doubled. So we had more Feople being forced into the debt-
markets to get the working capital they needed because of these
problems and they found it harder and tougher and more expensive
to Xet, those funds.
lthough firms will ad*ust to some of the effects of inflation on their
own, most of the costs of inflation that we have documented here are
imposed by the rigidity of the tax structures and associated filing
regulations that go along with that system. I think a tax system
designed to deal with inflation would certainly work perfectly well if we
had little inflation, which we all hope will happen. But it is clear that
the current system does not deal equitably with any business, and
small business in particular, in an inflationary period; and I think that
'ns"wglere we have to look. We have to look very carefully at that
problem.,

When we are talking about reform, the longrun costs of not doin
8o in terms of capital accumulation on investment productivity coul
be very high. RefMghng regulations and redtape, a lot has been said
about that, and I think that instead of reviewing most of my written
testimony on that, I will let it stand in the record. We have heard also
about the ﬂin‘oblema, the amount of resources devoted by small busi-
nesses to filling out forms and tryinF to figure out where they are at.
I would like to point out again that, in terms of the fixed tax schedules,
if 825,000 was & sensible break for the incorporated profit tax in 1037,
that number cannot make any sense today. It would have to be be-
tween $80,000 and $100,000, depending on which l;‘n'ice index we decide
to use, to see where we are at. What we ought to keep in mind in look-
ing at the situation of the small irm—or any firm, for that matter—is
to try to see what is happening in real terms. What we have seen over
time is that smaller and smaller businesses, in real terms—that is, in
terms of the actual number volume of goods ﬁoing out the door—
smaller and smaller firms have been pushed into higher and higher tax
brackets, because of the problems that we have had. Smaller and
smaller firms have had to pay larger and larger fractions of their total
sales out of cost to comply, to find out what their status is; to hire out-
side accountants, lawyers, and so on. This, as we point out, is certainly
not conducive to capital formation.

The longrun implications of all of this, I have alluded to. I would just
point out again that if we are going to solve the problem of inflation
and employment in this economy, I feel—and many economists feel—
that productivity and cagacity are key variables. We have got to
increase our capacity to absorb the peo;))]le who do not have jobs, and
who will be coming on. We have got to have increases of %x;oductivity
to keep inflation at a minimum, Tax reform is the key to this; that the
small business communi&y, as important as it is in the econom{ in
terms of employment and output, we certainly cannot overlook that

- sector when tax reform is undertaken. Thank you.

[The prepared statement of Dr. Dunkelberg follows:]
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Tax reform will be one of the major keys to future developments in our
aconomy. Profits are the driving force of a competitivae economy and the major
detorminant of a firm's ability to invest., Profits provide ratained earninge
and olso influence a firm's ability to vaise equity capital and to issue debt.
The investment firms undertake with the funds they raise provide the key to
productivity gains in the future., This has important implications for GNP
growth and ualso for the prices at which goods and sarvices produced will be
sold, -

Our concerns for t2x reform fall into four major categories:

(1) Something must be doue to protect firms real earaings from the
advorse effects of inflation., Recent experience shows us that the drain
on real profits has becn so large in the last fow years that, in a;me

periods, real retained carrings wore nogative, '
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(2) Related to this issue, regulations should make it easier for firms

to adopt accounting procedures that make sense in an inflationary environment.

In addition to the effect on real profits, tirul need ;;;;;nting data and
procedures that provide accurate and meaningful information for decision-
making. Even the government under-predicted the inflationary tax revenue
bonus that it would receive at the expense of taxpayers last year,

(3) The differential treatment for incorporated and unincorporated
businees oparations in terms of tax treatment and regulations needs to
be carafully examined to assess the impact on resource allocation and the
distribution of profits.

(4) Complying with the multiplicity of tax related regulations and
reporting is very expensive for the small firm and discourages some types
of activities such as the establishment of pension funds. The resources

required to collect taxes should be kept to a minimum, consistent with the

equity judgments of Congrass. Time and money epent paying taxes is of

little value to anyone. We hava better uses for resources in our economy.
(5) The current tax ‘structure requires most corporations to generate B
two dollars of gross profit in order to earn a dollar., In terms of sales,
the required amount would be much larger. Clearly, this discourages the
undertaking of many investments that, under less burdensome taxes, would be
made. In addition, earnings paid out in the form of dividende are taxed
again as personal income. With shortages posing a serious threat to future
growth and development, the tax structure should be examined to see how it

might be altered to stimulate new innovation and encourage businesses to

take advantage of newer tachnologies through increased investment.



I3

196

The data presented in this testimony relating to small businesses were
taken from sample surveys of the Federation's 400,000-plus members. Quarterly
surveys are conducted dealing with general economic conditions and with energy policy
\nnd problems. In addition, special studies such as one dealing with the impact
of ninimum wage legislation have also been prepared. The basic findings of the
Quarterly Economic Survey were reviewed for the Senate Solect Committee on Small

Business in testimony presented before that Committes on Pebruary 4, 1978,

R Y 8
In considering tax reform, the nature of small business velative to firms

such as those in the Fortune 500 or similar large firms should be kept in mind.

Our surveys show that the median sales are under $200,000, The mean number of employees

is about six., About a third of the firms are incorporated, and half are sole
proprietorships. A largo majority deal directly with the consumer as dhtr‘ibuton
of goods and services.

Small businesses feel relatively isolated from the decisions made in
Washington even though they are ‘huvuy affected by those decisions. Ten percent
feel that government regulations and red tape atre the most important problems
facing small business today, a surprising choice among alternatives that include
recession, unemployment, labor costs, inflation and energy problems. ({NPIB
Quarterly Economic Report for Small Business, #7, page 3.]) Few of these firus
are large enough to support the specialists required to handle required paper-
work and regulations and are not sophisticated enough to compile and analyze the

information needed to operate in the currant economic environment.

The Effects of Inflation

Although the economy has bean eubject to a moderate amount of inflation

for the past 20 years, little had happened to prepare businessmen for the events

LY
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of the late 60's and early 70's. Several basic problems occurred:

(1) Methods of cost sssessment based on historical ptices inadequately
reflected business costs in current dollars.

(2) Prices of go;du sold rose with inflation, slthough price increases
for goods and services sold by small businesses may have lagged price
increases in the general economy.

(3) The net result of this was an overstatement of profits (especially
firms selling goods rather than services), half of which were taxed away
for corporations., Those earning higher profits were forced into higher
tax brackets, increasing their tax liability even though, in real tetms,
business was at beat unchanged and, in most cases, worse. In October of
1974, 25 percent reported that sales were lower. In April of 1975, that figure
stood at 39 percent of all firms. In corpl of real goods and services sold,
the figures would be even worse.

(4) When firms had to replace inventory and buildings and equipment,
they found that depreciation reserves were inadequate and that existing
working capital financed fewer inventories than at old prices. New capital
was required, but stock markets were deépressed and interest rates at historical
highs with funds going only to the best firms. This effectively
eliminated most small businesses from the capital markets. Through 1974,
the proportion of small busin .ses needing borrowed capital rose nearly 20

percent., At the samo time, the proportion of firme reporting

sliminated most small businesses needing borrower capital rose nearly

20 percent. At the seme time, the proportion of firms reporting

1/ For example, & building bought for $10,000 would cost $24,000 to replace 10
years later if the cost of construction rose at 10 percent per year. Straight
line depraeciation would deduct as a cost of businesas each year $1,000. But,
the cost of the building "used up" each year was higher in terms of current
dollars (as the sale of the building in the open market would have shown).

2/ Continuing the example in footnote 1, when the building had to be replaced, $10,000
would have been accumulated as depreciation reserves. But, the same building
ten yaars later would cost about $24,000. The additional funds had to be raised
either by selling new equity (in a dopressed stock market) or by borrowing in a
market where interost rates were very high. Viewed another way, equity was
taxed away becausae costs were undorstated.

le
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that required financing would be more difficult almost doubled, rising

from 19 percent to 34 percent of borrowing firme.

Although firms will adjust to some of the effects of inflation on their own,
most of the costs of inflation are imposed by the rigidity of the tax structure
and related regulations. A tax system designed to deal with inflation would work
perfectly well if 1little inflation occurred. But, our current system does ot
deal equitably with inflatfon, and thO‘COICl of this in terms of productivity and

potential GNP could be substantial as productive investment is impaired.

Begulationn, Red Tape and Fixed Tex Schedules

1f it made sense in 1937 to distinguish between corporated and unincorporated
businesaes, or to have a break point in the tax structure at $23,000 corporations,
the current structure surely must be reconsidered now. Of major concern now are!

(1) The fact that, in terms of resl business volume, $25,000 in corporate
profit in 1937 dollars would be roughly equivalent to about §85,000 today
(based on the Consumer Price Index). The fact that the break point has not
been changed means that smaller and smaller firms, in veal terms, have been
brought under the 48X tax rate.

(2) For firms not organized as corporations, a fixed tax structure has
meant paying higher and higher tax revenues for the same real volume of
business, as nominal (current dollar) profits rose, moving the fira into
higher marginal tax categories.

(3) Compounding these problems ave the amount of paperwork and the

complicated regulations that accompany tax procedures and decisions to

3/ NF1B Quarterly Economic Report for Small Business, #7. The proportion of firms
requiring fairly frequent outside financing rose from 47% to 56%, an increase
of about 20%. [Table 33] The proportion of borrowing firms reporting that they
expected financing to bacome more difficult rose from 19% (9% from Table 35
divided by 47%X) to 34X (19X from Table 35 divided by 56%).

-5
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incorporate if there sppear to be tax advantages (in addition, in an

inflationary environment, it is harder to assess the relstive benefits

of changing forms of business organization). Business decisions should

not be based on tax benefits to be gained from an ill-guited system of

tax assessment, __

The costs imposed on businesses by the complicated procedures associated
with tax payments must be paid for by consumers, either through higher prices, or
lower income for the ownars of businesses. Streamlining the tax system could save

many costs, even without a revenue reduction.

Longer Run Implicatione) Investment, Cepacity and Productivity

Thé costs associated with tax payment procedures and the revenues lost by
businesses from the effects of inflation on costs and revenues impair businesses’
ability to invest in productive capacity. This, in turn, reduces potentisl out-
put in future periods and impairs productivity gains. These developments are central
to our ability to deanl with inflation in future years. /

Keeping in mind that consumers pay all taxes (either through higher prices
or through lower profits to owners of businesses), the desirability of a heavy
tax on business profits should be carefully re-thought. In the short tun, it may
be easier to raise taxes for business than for consumers, but in the longer run
effects on capacity may cost the consumer a great deal in lost potential output.

Profits are the return to capital ianutud in productive capacity. Firme

must provide a competitive return or they will not be able to attract new capitals

4/ In addition, substantial amounts of investment funds are ticd up in compliance
with energy conservation, pollution, OSHA and other regulations. Although of
benefit to society, these do not measurably add to capacity or productivity.

- e
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(1), Larger firms will not be able to raise equity capital l;y iesuing
stocks.

(2) FPirms cannot as easily sttract funds in the debt markets, and must
pay higher interest coste.

(3) New firms vill not enter the business sector. Eatrepreneurial talent
@ will not find small business an attractive way to utilize their resources.
Thus it would seen that tax reform will be an essential ingredient not only
to recovery in this recession, but also to longer run growth and development.
To delsy reforn is to delay the positive benefits to be achieved from the capital

accumulation and the spending that will result, This we cannot afford to do.

- 3/ Tax reform raises many issues on the revenus side not dealt with here. If
reform occurs but revenues are unchanged, the tax burden is redistributed from
one group of consumers to another. Less sophisticated and specialized, the
burden falls disproportionately on small businesses and their customers. If
total tax revenuas decline (or grow) with reform, then decisions about govern-

mont spending must also be made., Small business genarally faele that this
is a desirable outcoma,

e
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Senator BenTseN. Thank you very much, Dr. Dunkelberg; and
following the usual procedure set forth by our distinguished chairman,
we will limit the questions to 10 minutes each to members, and follow
the order in which they appeared here.

Let me comment first on a speech you gentlemen had before your
convention yesterday. I believe the President made the speech
before your convention when he was talking about small business.
It was an intereatiing thing that spokesmen for the administration told
the congressional committee wrestling with the problems of small
business earlier this year that small business was relatively well off.

The other interesting thing is that the Senate Finance Committee
made some_tax changes for small business, We raised the surtax
exemption. We brought it up this year from $25,000 to $50,000. And
yet, we had the administration testifying against it before this
committee.

We also found that businessmen in general were s’Bending 818
billion a ¥ear on forms; filling out Government forms. The Govern-
ment itself was spending 815 billion a year. Congross established a
commission to try to do something about it, and the President, who
yesterday spoke of his great concern for small business, took 6 months
to appoint the first member of that commission, and appointed them

the day before his speech. You gentlemen should have had your con=——

vention 6 months ago, and may
mission members appointed. ,

It is awfully easy to make these political promises in speeches.
But some of the members of this committee have been working on
this problem, trying to do something about it.

Now, let me get to your point, Mr. Fielding. When you were
talking about an unincorporated business having to pay up to 70
percent—

Mr. FieLpinGg. Yes, that is correct. .

Senator BENTSEN [continuing]. Where it is capital-intensive, or
has capital.

Mr, FieLpING. Yes.

Senator BENTSEN, So what we are talking about is a penalty on
savings in this country; and already, this country is saving less of its
disposable income than any major nation in the world. So we are
discouraging savings in this country, and we are also saying that if
you are a great rock performer or a pop singer who can make $1
million # year, that you have a maximum of a 80-percent tax bracket.
Is that not right? -

Mr. FieLping. That is absolutely correct.

Senator BENTSEN. Is that not correct?

Mr. FieLpING. Yes.

Senator Bentsen., But if you save, and then try to earn off of
those savings, you can go to a 70-percent tax bracket. Is that correct?

Mr. Fievpina. That is correct.

Senator BenTsEN, Now, one of the big problems in this country is
going to be generating sufficient capital for the expansion of business
and manufacturing capacity, and modernizing it so we can be competi-
tive in these warld markets. And we are going to have to have incen-
tives for savings to accumulate that capital, Kvery time that we have
one new job in manufacturing, it costs $25,000 at least in investment

e you would have gotten those com-
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capital in this country. So it is important, I think, that we bring
about some of these things that you are talidng about.

I look at small business today, trying to float a new issue in the
stock market—no way. You go back to 1970, 1969, and look at the
new issue market. Look at it today; no one is Buying it. I think there
will be IBM’s of tomorrow if they have the chance to get the venture
capital. But you are almost precluded from it these days, unless you
are going to be a subsidiary of some major company, and then they
artivfoin to own you. They are going to dictate to you.' )

r, Chairman, I ask my cochairman if he has soma questions, or

would you like to comment? .

Mr, McKevirr. Mr, Chairman, as a former Member of Congress
and a member of the House Small Business Committee, may I state
I also have seen the systems of legislation, and I in particular
would like to commend Chairman Nelson for the great assistance he
has been giving small business. We have seen it firsthand, and I want
to express that note of appreciation to him and the staffs of both of
your committees,

Senator BenTseN. Thank you very much. With that, 1 think,
Senator Nelson might be called on to speak. :

Senator NELsON. I want to also thank Senator Bentsen and Senator
I.ong, who is chairman of the Finance Committee, for being ugroenble
in endorsing and supporting these joint hearings; because, after all,
it will be the Finance Committee under Senator Long's chairmanship
that will be responsible for any changes thi. may be made in taxes
affecting all businesses, including small business. .

It seemed to us it would be fruitful to conduct these hearings
g‘omtly, since the Small Business Committee has a particular special
nterest respecting small business; and the Finance Committee, of
course, has the total responsibility for taxes affecting all interests,
lzl\nd‘thus far, I think these have been very constructive and useful

earings,

I have just one question for the time being. In your testimony, you
made referenco to paperwork, and that a certain percentage of your
members consider paperwork the most serious problem. What was
that percentage? L

Dr. DUNKELBERG. 10 percent of the membership said that regula-
tions and related paperwork was the most important problem facing
small business,

Senator NeLson. I would hope we can do something about that
ultimately. As Senator Bentsen mentioned, the commission to study
it has been created, and if they do not get lost in their own paperwork,
conceivably they might come out with some useful answers. Thank
you.

Senator Bentsen. I would like to say that Semator McIntyre
layed very much a leadrole in that paperwork study, and in bringing
orth that commission. Mr. Chairman, do you have any questions

Senator Lona, All I want to say is that those members of the Small
Business Committee who also serve on the Senate Finance Committee
really teamed up on us to put, I think, more amendments favorable
to small business on that last big tax cut bill than we have ever had

1 §eo charts on capital invested per employee, Appendix 1V,
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at any time in the history of the country. I do not think that ever
happened before. Some of us did not know that they were teamin,
up on us. They were holding meetings before the Committee meeting,
and planning their next move to add first one and next another
amendment on that bill. When one considers the good things in that
bill, insofar as small business is concerned—and there are several of
them—it would be interesting to look and see how many of those had
a favorable administration recommendation. I do not believe any
of them did. Perhaps there might have been about four good features
in that bill which small business very much thought would help their

roblem. And those were really generated by the Small Business

ommittee, particularly on the chairman of that committee, Mr. Nel-
son, and those members of the Small Business Committee who also
serve on the Finance Committee. They looked uﬁon that as a chance
to move along some ideas they had been thinking about for some
time, and they did.

As'a conferee, I was pleased to fight for them, and see that what
they put on the bill in the Senate survived the conference. I think the
credit should go to those who initiated those suigostions and fought
for them, because they did some very fine work; and also Senator
Bentsen, chairman of this Financial Markets Subcommittee, has been
veﬁ' active in that area. ,

ow, I suppose any administration has the right to take credit
for something which occurred while it was in office, even though
they recommended against it, I recall what happened to i’ogo one time,
Albert the alligator thought he ought to be the leader of the gang, and
they decided that Albert could be the leader for a while. And he said,
you see there, I have only been leader for 5§ minutes, and already it has
stopped raining. So one of the animals said, you are not going to claim
credit for that, are Xou? And he said, why not? It happened during
my administration, did it not? And Pogo said, well, that has got to be
fair. That is exact{y right, it happened during his administration, so
I suppose we have to give him credit.

o signed the bill, even though he did complain bitterly about the
fact that there were a lot of things in that bill he did not recommend,
which he thought were irrelevant to the initial purposes of the bill.
We definitely should consider some of the suggestions you have here
in connection with a tax reform bill, which we are led to believe we
will be looking at later on this year. Thank you very much, Mr.
Chairman, »

Senator BeNTsEN. Senator McIntyre?

Senator McINTYrE. Thank you, Mr. Chairman. -

I have a statement, Mr. Chairman. I would like to insert a statement
in the record, hopefufly at the beginning of your hearing this morning.
I did not realize it was at 9:30 a.m,

One of the most healthy things I have seen in a lonﬁ time is the
presence of the chairman of the Finance Committee, and distinguished
members of the Finance Committee, here at the Select Committee on )
Small Business. This wedding bodes very well, and as the chairman
of the Finance Committee just stated, you ganged up on him. I think
there are four members of this Select Committee on Small Business in
Finance. It was not planned; it just_happened, did it not?
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Senator NeLson. Six.

Senator MoINTYRE. Six? So this is probably the best sign of future
assistgnge to this muddled-up tax situation that Small Business has
ever had.

Senator Lona. Well, I am an alumnus of the Small Business Com-
mittee myself,

Senator McInTYrE. Dr. Dunkelberg, I am a little confused, now.
You said that 10 percent of the responses indicated that Federal
forms—strangulation in triplicate, we call it—was right at the top
of the list of problems of small business?

Dr. DunkeLsera. Maybe I should give you some idea of how the
question was asked.

Senator McINTYRE., You do not mean to tell me that out across the
great expanse of small business in this country, that Federal form
pollution is the No. 1 problem.

Dr. DunkeLsera, Well, for 10 percent of them, they pick it as the
No. 1 problem. We asked the question of the membership, which goes
roughly like this: What is the most important problem facing small
business today? And, of course, there are a whole set of possible
alternatives, which include inflation, recession, declining sales, energy
problems—the whole works, including this choice. And 10 percent of
the firms out of that list picked that the forms problem, the regulation,
as No. 1 problem.

Senator McINTYRE, Where was inflation? I am trying to get a

-perspective as to where—

Dr, DunkeLBera. We did not ask each firm to rank more than
one, We said, f)ick the most important.

Senator McINTYRE. Was 10 percent the greatest number?

Dr. DunkeLBera. Of the respondents 28 gercent. chose inflation,
18 percent chose taxes, and then 10 percent chose—I think that was
roughly in third position—10 percent chose paperwork as the most
important problem. But it is interostinq, given that they could choose
inflation, which has been a clear problem for small businesses, they
still decided to pick that as the No. 1 problem instead of choosing
inflation, Four quarters ago, of course, energy problems ranked No. 1
tied for No. 1 with inflation. They have slipped out of sight, an
paﬁrwork and regulations are running strorig.

r. FigLpiNg. Senator Mclntyre, may I insert a thought here?
We did not have a great deal of notice, of course, of this meeting,
and with the short notice that we had, we mailed out a questionnaire
to our members who were going to attend the conference, We have
some 600 members attending the conference. They had about 3 days
to reply. We got over 100 replies, which I think was very good in that
short period of time, and the second most reoccurring problem was
paperwork burden,

enator. McINTYRE, Well, yesterday, the President announced
the public members of the Commission that he has appointed. Senator
Brock of Tennessee and myself will be on that Commission as well as
Congressman Horton and Congressman Steed. Now, in undertakin
this job I tell you I do not see any rosy future. It is just the bigges
monolithic terror that you have ever come up against. It is just a
monster, and we, the Congressmen and the Senators, are responsible.
We are the real perpetrators of this, because we pass these laws, and

04307 0-98- 14
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we do not sometimes realize the amount of confusion we are causing
across the country. But we are going to undertake it, and we will have
a sizable budget, and we can get a good staff. Hopefully, we can begin
to do some gooé work, and then, we can set up a proper policeman.

e have never had one, despite a law passed in 1942, the Federal
Reports Act—we have never had a proper policeman that watches
the paperwork burden. The monitors, what we are doing over here,
and calls it to our attention.

Last year I made an attempt to get a little bill passed, and it met
with tremendous resistance from the chiefs of the staff of the various
committees of the Senate. Every time we report and send to the floor
a piece of legislation, it is accompanied by a report which briefly out-
lines—or outlines in considerable detail—the purpose and an analysis
of the bill. We wanted to put a paragraph in there so that each Con-
gressman and Senator would know that when he voted aye on a bill
that he was creating 36 new forms.

Well, the committees had a good answer to that. They said, how
can we tell at this stage how many forms, if we do not know what
final action will be taken by the Senate and the House and the con-
ference? But it met with a disastrous result. It is a very difficult
prolc)lletm, and I promise you here that we are going to give it a very
good try.

Thank you very much, Mr, Chairman.

Senator BENTSEN. Senator Hathaway?

Senator Haruaway. Thank you, Mr. Chairman. Thank you,
gentlemen, for your testimony.

I wonder if you could give us some specific provisions of the code
which you think should be amended, and how they should be amended
to help small businesses in the areas of capital accumulation, in
particular.

Dr. DunkeLeera. I would like to respond first to that question,
because I think I can be finished very quickly, since the letter I got
suggested I should not be prepared to do that, but rather talk about
general problem areas. I thought I would .identify general problem
areas, and offer our help. But I would like to make one specific observa-
tion regarding the capital accumulation problem that I overlooked
and that is the tremendous amount of capital now, by law, is funnele
into what we call nonproductive investment. You are familiar with
what those things are; they are associated with OSHA and so on,
which are nonproductive in the sense that they do not raise output
per man-hour although certainly not nonproductive from society’s
point of view if they do reduce pollution and so on. But this does
compound the problem for the firm. Now if he gets an extra dollar of
capital, if we help it out through the tax formula, and he gets a dollar,
a still larger piece of that than before is going to have to go into

A compliance and pollution compliance, and so on.

So, this makes the problem much worse for the firm than before.
For each additional dollar he does get there is still less of it left. Even
after reform, there will still be less left for what we call productive
investment in capacity and productivity. )

Senator HatHAwAY. Does not, investment in OSHA increase the
productivity of the workers, in that they are not as apt to be injured
and/or killed, and therefore you get more work out of them? .

Dr. DunkeLsera. I have a quick answer to that: in theory, yes; in

practice, it is not clear at this point. I think we need a lot of evidence
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on that. A lot of }feople feel that we did not do a very. good cost-
benefit job on OSHA, and it got out too fast. And the training is not
very good, and we are spending too much time moving fire extin-
guishers. And you know the old story about the OSHA inspector who
says, that banister should be on the left-hand side and 6 inches lower.
So you move it, and all of your employees fall down the stairs, because

th% are used to it on the rigll)xt.

ell, we do have some problems with that. In principle, it is correct.
But we do know it is taking a tremendous amount of investment
capital. Pollution control, of course, is the same thing, and all I am
saying is, it is going to make it tougher for the firm in the future,
regardless of how much capital it can accumulate. So, compounding
the problems of inflation and taxes, we have got this problem, too.

As far as specific recommendations, I did not prepare any.

Mr. Fieuping. Well, we have some, Senator athawe(,fr. I do not
know whether we have the time to go into them. I would be glad to
list some of the suggestions that we have, if time permits.

Senator HarHawAY. Why do you not start listing some of them,
and then gou can submit some to us that we could incorporate in
the record :

Mr. Fieuping. One of our suggestions is the graduated corporate
income tax rate with a maximum of 45 percent; and then also, this
would apply to individuals. The maximum tax rate on individuals from
earned income would be 456 percent. The 30-percent requirement
would be thrown out; the 30-percent penalty would be thrown out.
Graduated investment credit, so that the individual who buys a small
amount of goods gets a greater percentage of the credit. Increase the
first-year depreciation, so that the small buyer gets a greater share of
the increased first-year depreciation—optional cash basis for all tax-
payers of any inventories of less than $200,000 a year—credits for
undistributable tax on unincorporated business. We would like to see
the Small Business Committee investigate indexing the tax structure.
We think the payroll tax requirements, tax deposits, are very dis-
criminatory against the small businessman. These should be changed.
He does not have enough time to make his deposits, and he is always
beiv%F penalized.

e think there should be a committee for tax simplification for
small business. ‘We think the subchapter S quagmire could be ve
easily solved if we could just treat subchapter S as a partpership, We
have got plenty of regulations dealing with partnerships. There is no
reason why we cannot treat them the same,

Another thing we run into are the effective dates of our laws. We
have an effective date in the code, and I think the Pension Reform Act
is a very good example of this. We have had effective dates ; we have
had regulations that have not come out; we do not know what the
effective dates mean. We feel that the effective date should be 1 year
3ft:er the regulations come out, so we can understand what we are

oing.

Rgtirement income credit should be increased. The individuals who
reviously were subject to retirement income credit no longer get it
ecause their social security credits go up so high. Net operating loss

carryovers—no reason why a company has to be restricted to 5 years:
in the future. It should be an indefinite time.

Those are some of the suggestions we have, Senator.
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: Senator BenrseN. Do you have any ideafsany estimates, of what

 Sendtor HArAWAY. Fine, Than,kﬁirou very much, Thank you; Mr. .

that would mean in loss of tax revenue? That 1s the first thing Treasury
hits us with when we talk about something like that.
Mr. Fieuping. Yes; wa do. We would be glad to submit that, -
Senator BenTseN. I would like those estimates. i
[The material referred to follows:] A .

NATIONAL FEDERATION oF INDBPENDBNT BUsinNess 1976 Tax RErorM PROPOSALS

FIRST PRIORITY -

I. Graduated Corporate Income Tax Rates
II. Graduated Investment Credit
III, Increased First Year Depreciation
1V. Optional Cash Basis
V. Undistributed Taxable Income of Unincorporated Businesses
V1. Indexing the Tax Strucuture : -

SBECOND PRIORITY
VII, Payroll Tax De’Fosite
VIII. Committee on Tax Simplification for Small Business
IX. Sub-Chapter 8 Corporation .
X. Effective Dates -~
. THIRD PRIORITY

XI1. Retirement Income Credit i
XII. Net Operating Loss Carry-overs
XIII. Maximum Tax Rates
X1V. Amortization of Organization Expenses of Partnerships

I, GRADUATED CORPORATE INCOME TAX RATES

A. -Present siruclure . .
1. 22 percent of the first $25,000 of taxable income and 48 percent on all income

in excess of $25,000.
2, For 1975 the rates were temporarily reduced.

B. Proposed structure
1, Taxable Income and Rate: ~
$0 to $9,999—10 8gr_cent.
$10,000 to $19,9990—8$1,000 plus 15 peroent of excess over $10,000.
$20,000 to $29,9990—8$2,600 plus 20 percent of excess over $20,000.

——a—  $30,000 to $39,900—84,500 plus 25 percent of excess over $30,000.

$40,000 to $490,909—87,000 plus 30 percent of excess over $40,000.

850,000 to $59,909—8$10,000 plus 35 percent of excess over $50,000.

$60,000 to $69,990—8$13,500 plus 40 percent of excess over $60,000.

$70,900 to $79,999—8$17,500 plus 45 percent of excess over $70,000.
2, Proposed rates would appl’y for 1976 and subsequent years.

C. Supporting arguments : S

1. The income which a small coporation retains (income less taxes on income)
is vital to its continued existence. Increasing this retained income through realistic
tax_relief will enable these corporations to have sufficient working ocapital to
remain in business and acquire more capital goods to insure a healthy existence.
Based on the 1970 income statistics, the comparative sohedule disclosed the fact
that 600,000 (82 percent) of the Worations paying income taxes that year had
taxable income of less than $30,000. In todays economy the present two-tiered
tax structure is inequitable when it is applied to the small corporation.

. A graduated corporate income tax would bring corporate taxation more into

accordance with the principle of the ability to pay, which has long been in effect
for individual income taxes,

"D, Bstimated revenue loss

1. Based on 1970 corporate income statistics, the estimated revenue loss would
be approximately 3 billlon dollars. (See attached comparative schedule). ‘
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COMPARISONS OF ESTIMATED DIFFERENCE BETWEEN EXISTING CORPORATE INCOME TAX RATES AND A GRADUATED CORPORATE INCOME TAX RATE AS PROPOSED BY THE NFIB (BASED ON

1970 INCOME)
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11, GRADUATED INVESTMENT TAX CREDIT

A. Present Structure

1. A percentage of the cost of acquisition of capital business goods and manu-
facturing facilities is allowed as & credit against the purchasers tax liability:
(a) Property with a useful life of::
1) less than 3 years—0.0 percent.
2) 3 years but less than 5 years—2%4 percent.
3) b years but less than 7 years—43 percent.
4) 7 years and over—7 percent. .
2. This oredit applies to all entities whether it is sole proprietor, partnership,
sub-chapter S corporation, or a regular cor;‘)loration.
3. The credit is limited with respect to the purchase of used equipment to the
first $50,000 of used equipment purchased in a year.
4, The oredit, in a given year, cannot exceed the taxpayer's total income tax
liability for that year. Any excess may be carried back andfor forward to other

_taxable years,

5. If the taxpayer disposes of the item for which there has been an allowable
tax credit before the end of its useful life, the government recaptures all or a
portion of that investment credit. .

6. The investment credit for 1975 and 1976 was temporarily increased by the
1975 Tax Reduction Act.

B. Proposed structure

1. Percentage of the cost:
(a) vfroperty with a useful life of less than 3 years, the credit would be 0.0
percent.
(b) Property with a useful life of at least 3 years—
1) 20 percent of the cost ranging from $0 to $4,999.
2) 15 percent of the cost ranging from $5,000 to $9,999.
3) (1) 10 percent of the cost ranging in excess of $9,{599 if the property has
a useful life of 7 years or more.
(3) (i1) 7 percent of the cost in excess of $9,099 if the property has a useful
life of less than 7 years but 5 years or more.
(3) (1if) 4 percent of the cost in excess of $9,999 if the property has a useful
life of less than 5 years but at least 3 years.
2. There would be no limitation with respect to used equipment.
b 3. %f tlae gredit exceeded the taxpayer's income tax liability, the difference would
¢ refunded.
4, If the taxpayer disposes of the property before it has been held for at least
3 years, the government would recapture all of the previously allowed credit. Any
recapture of credit previously allowed on the costs in excess of $9,999, would be
treated the same as it is under the present law.

C. Supporting arguments
1. Graduated rates with emphasis on ?urchases under $5,000 would help small
businesses overcome the problem of raising working capital and accelerate their
decision to purchase capital goods.
owing a full credit on all equlgrment purchases totalling less than $10,000,
and having a useful life of at least three years, will encourage the more current

replacement of equipment. Accordingly{) f equipment is to be replaced over a-

shorter 1ife-span, then there should not be a limitation on the investment credit
apglioable to used equipment. Trade-ins are a vital element of the capital gooda
in ustr{iand used property is purchased more often by small businesses than large
corporations,

D. Estimated revenue loss

1. Based on a 1974 NFIB survey which developed a financial profile of its
members and assuming that there are approximately 10,000,000 tax-paying
guslxiesseg in the United States, the following revenue loss statistics can be

eveloped:

(a) 56 percent made no purchases in 1973 equals 5.6 million businesses-no revenue

088,

(b) 25 peroent purchased less than $10,000 equals 2.5 million businesses-esti-
mated revenue loss $767 per business e?)uals 1.9 billion dollars.

(¢) 8 percent purchased more than $10,000 and less than $25,000 equals 800,000
businesses-estimated revenue loss 81,275 per business equals 1.0 billion dollars.

.

~
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(d) 4 percent purchased more than $25,000 and less than $50,000 emw.ls 400,000
businesses-estimated revenue loss $1,875 ger business equals .76 billion dollars.
¢) 4 percent purchased more than $50,000 and less than $100,000 equals
400,000 businesses-estimated revenue loss $3,000 g:r business equals 1.2 billion,
(f) 3 percent purchased more than $100,000 equals 300,000 businesses-estimated
revenue loss (assuming average purchase of $250,000) $§,250 per business equals
2.6 billion dollars.
(9) Total estimated revenue loss 7.35 billion dollars.

111, INCREASE FIRST YEAR DEPRECIATION

A. Present structure

1. An additional amount of depreciation is allowed in the year of purchase on
all depreciable fro erty having a useful life of at least six years. The additional
depreciation is limited to 20 percent of the cost of the first $10,000 of,proﬁerty
purchased during the year. s limitation applied to all business entities. How-
ever, individuals filing a joint return are allowed a $20,000 limitation. The remain-
ing cost of the assets are reduced by the additional first year depreciation before
calculating the normal depreciation for the year.

B. Proposed structure

1, Additional first f\xrea.r depreciation on— .
a; 30 percent of the cost of first $5,000 of depreciable property
b) 26 percent of the cost of second 55,000 of depreciable property, and
¢) 20 percent of the third $5,000 of depreciable property. (In the case of a
joint return the 20 percent would apply to the next $10,000 instead of $5,000)
i2. No requirement that the depreciable assets have useful lives of at least
six years,

3. No adjustment to de?reclable basis of assets for the additional first year
depreciation for purposes of computing annual depreciation.

C. Supporting arguments

1. An increase in the first year depreciation allowance would help small busi-
nesses to overcome the problem of raising working capital and accelerate their
decision to purchase capital goods.

D. Estimated revenue loss

1. Based on the assumption that 4.4 million business taxpayers will each
urchase depreciable property in excess of $5,000, the estimated revenue loss is
.7 billion dollars.

2. Included in the 1.7 billion revenue loss, is an estimated loss of $262,000,000

attributable to the calculation of annual depreciation without a reduction in
basis for the first year depreciation.

1V. OPTIONAL CASH BASIS
A. Present structure

If inventories are an income determining factor, a business must determine its
taxable income on the “accrual’” basis. Accounts receivable are included in in-
come, accounts payable are treated as expenses, and the increase in inventory
during the -year is excluded from cost of sales,

B. Proposed structure

1. Grant every business with an ending inventory of less than $200,000, the
option to determine its taxable income on a “cash” basis. Accounts receivable
would not be Included in income, accounts dpayable would not be treated as ex-
penses, and the increase in inventory would be included in the Cost of Sales.

2. For a presently existing business using the accrual basis, the conversion would
produce a loss, which would be amortized in equal amounts over a 10 year period.
" .;3 The maximum ending inventory of $200,000 would be indexed to the cost-of-

ving.

4. gA taxpayer would lose this “cash” option when its ending inventory exceeded
the maximum for two consecutive taxable years.

5. If a taxpayer voluntarily converts or is required to convert to an “acerual’’
basis, any income created by the conversion would be amortized over a ten-year
period. If there exists any unamortized loss, from a previous conversion to a cash
basis, the taxpayer would continue its amortization of such a loss.
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6. Any taxpayer, who takes this ‘“‘cash’ option, and later converts to an ac-
crual basis, would not be permitted to reconvert to the ‘‘cash’” basis until its
inventory was less than the maximum for two consecutive years,

C. Supporting arguments

There are two basic ingredients which are necessary for the success of all small
businesses. They are good management and sufficient working capital. A small
business cannot survive without both of these. The govemment can enhance the
working capital of small business by not taxing its “paper profits’”. By allowing
businesses with inventories of less than $200,000 to be taxed on a ‘“‘cash’ basis
an average of $3 billion dollars per year will be retained. This will enable small
businesges to enjoy a more stable growth pattern until thﬂv reach the point where
they will be able to obtain their necessary working capital in the stock market.

D, Estimated revenue loss first year (assuming all eligible taxpayers Convert) Billlon

1. Excluding Accounts Receivable from Income....... ..o ... $102, 2
2. Including Ending Inventory in Cost of 8ales.. .. .. ccveveueeacncnn- 61, 2
3. Excluding Accounts Payable from Expense........occeccececacaenax (61, 3)
4. Net Decline in Taxable Income-First Year. .. .cceucecccmcccancacan 102. 1
8. Amortization (one-tenth). . ... oo cicceaaarean 10. 21
6. Estimated loss (30 percent X $10.21 billion). .. ... . ... .._.... 3. 06

V. UNDISTRIBUTED TAXABLE INCOME OF UNINCORPORATED BUSINESSES
A. Present siruclure

1. Corporations are taxed on the income retained in the business in 1975 at
20 percent on the first $25,000, 22 percent on the next $26,000, and 48 percent on
the remainder.

2. The income retained in the business by a sole-proprietor or partnership is
added to the income withdrawn and taxed at more than 20 percent in most cases.
A married individual pays more than 20 percent on taxable income in excess of
$8,000 and an unmarried individual pays more than 20 percent on taxable income
in excess of $4,000.

B. Proposed structure

1. Unincorporated businesses should be allowed a tax credit based on their
undistributed taxable income.

2. The tax credit could be 20 percent of undistributed taxable income, with a
maximum credit of $10,000 per year.

3. When the undistributed taxable income is later distributed, the tax credit
would be recaptured. -

C. Supporting arguments

1. The relatively low corporate tax brackets, and other tax advantages enjoyed
only by corporations, encourage many businesses to incorporate even though from
f' practlcatll operational viewpoint they can be conducted more effectively without
ncorporation.

2.1%‘he proposed tax credit on the undistributed taxable income of unincor-

orated businesses would help businesses to finance the ever increasing cost of

nventories and other assets.

D. Estimated revenue loss

The proposed tax credit would be completely recaptured when the income is
iiistrl&ute . The government’s revenues would therefore be unchanged over the
ong-term.

VI. INDEXING THE TAX STRUCTURE

A. Present siruclure

Tax brackets, standard deductions, low income allowances, individual exemp-
tions, corporate surtax exemptions and other fixed amounts remain unchanged
untfl revised by Congress.

B. Proposed structure

1. Tax brackets and other amounts mentioned above should be indexed to the
cost of living.

2. Indexing would be done no more than once each year.

3. No change would be made until the cost of living index had increased by
more than 10 percent since the date of the last change.
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C. Supporting arguments

Indexing would frevent taxpayers from having to pay an ever increasing
froportion of their income in taxes due to inflation automatically pushing them
‘l‘&o higher tax brackets each year even though their real income remains un
changed.

A, Present structure

1. Payroll taxes of $200 or more, but less than $2,000, per month must be
degosited within 15 days after the end of the month.

. Payroll taxes of $2,000 or more in any quarter-monthly period must be
deposited within 3 days after the end of the quarter-monthly period.

B. Proposed structure

1. The limit for monthly deposits should be raised from $200 to $600.
36260 ("I‘he limit for quarter-monthly deposits should be raised from $2,000 to

,000.
C. Supporting argumenis

1. Present depository requirements are unrealistic in view of accelerating pay-
roll taxes. When the requirements for the present monthly deposits ($200 and
$2,000) was initiated in 1972 the payroll taxes were considerably less than they
are todafy. Soclal security taxes have increased 76 percent from 10.4 percent of
$9,000 of wages in 1972 to 11.7 percent of $14,100 of wages in 1975, Sooial security
;zg%s arg zava &l)n-ee times what they were in 1966 when the depository limits were

an .

2. Requirfng less frequent deposits will ease the heavy paperwork burden on the
small business with limited clerical staff.

3. It is the small employer, whose payroll tax deposits are subject to different
limits each month, that are penalized for failure to make timely deposits.

D. Estimated revenue loss
There would be no revenue loss to the government.

VII, PAYROLL TAX DEPOSITS

VIII. COMMITTEE ON TAX SIMPLIFICATION FOR SMALL BUSINESS

A, Present siructure

1. Tax laws are often written with the medium and large business in mind. The
point of views of small businesses and their compliance problems resulting from
their limited administrative staffs may be overlooked. .

2. Changes in circumstances over a period of years result in many sections of
the tax laws becoming inapplicable. :

3. Tax laws and the interpretations issued by the Treasury Department are not
reviewed to determine whether their application is within the intent of Congress,

B. Proposed structure

1. A permanent standing committee of the Federal Government should be
established for the purpose of devoting continued attention to the simplification
of the tax laws, regulations, and other publications relating to the taxation of
small businesses.

2. The committee should appoint a small business tax analyst with the re-
sponsibility for looking at tax problems primarily from tne viewpoint of .small
businesses rather than the Government’s interest in raising revenue.

C. Supporting argumenis
1, The committee would provide a forum for regular contact between the
various Federal agencies concerned, the businesses affected, and the Con N
2. The development of tax laws and regulations, their revision in accordacne
with changing circumstances, and the review of their application, would not
overlook the viewpoint of the small businesses. :

1X. SUBCHAPTER 8 CORPORATIONS
A. Present structure '
1. A corporation with 10 or fewer stockholders and complying with a number of
other eliﬁlbillty requirements may elect to be taxed under subchapter 8.
2. Under subchapter 8, a corporation is taxed in a manner which bears some
similarity to the method of taxing partnerships. :
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B. Proposed structure

1. All corporations with 10 or fewer stockholders should be allowed to eleot to
be taxed exaotly like a partnershi&.

2. The only requirement for this election should be a statement filed by the
corporation with its tax return for the year of election and siﬁned by an officer of
the corporation to the effect that there are 10 or fewer stockholders and that the
stockholders at a duly constituted meeting decided to be taxed as a partnership.

3. After a corporation has made this election, it should not be allowed to revoke
it for 5 years without the permission of the Treasury Department.

C. Supporting arguments

1. The extremely detailed procedures for complying with subchapter 8 and the
many tax pitfalls which may be encountered by a subchapter 8 corporation, make
an election to be taxed under these provisions rather dangerous for the average
small business.

2. Eliminating subchapter 8 and allowing small corporations to be taxed ex-
actly like partnerships would be a substantial simplification of the tax law.

D. Estimated revenue loss
The tax revenues would be unchanged.

X. EFFECTIVE DATES
A. Present structure

The effective dates of changes in the tax laws are fixed when the laws are passed
by Congress.

B. Proposed structure

1. The effective dates of changes in those tax laws, which impose different
operating or reporting requirements, should not be earlier than 1 year after the
final regu ations are issued by the Treasury Department. -

2. The effective dates of such changes as a reduction in the tax rates, could be
effective immediately, or even retro-actively.

C. Supporting argumenis

- Taxpayers have great difficulty in complying with changes in tax laws imposing

gitﬁiren; operating or reporting requirements before detailed regulations are
nalized.

A, Present struclure

1. The retirement income credit allows a tax credit on up to $1,624 of an in-
dividual’s retirement income at a rate of 15 percent. The maximum credit is $228.
A husband and wife who file a joint tax return can elect to take a credit based on
their combined retirement income. The election excludes, in effect, $2,286 of
retirement income and the maximum tax credit is $342. )

2. Ifa tax;ager receives any Social Security benefits, the above amounts of
$1,624 and $2,286 are reduced by the benefits received.

B. Proposed structure

The above amounts of $1,524 and $2,286 should be increased to $4,572 and
$6,858, so that more taxpayers who receive Social Security henefits will be eligible
for a retirement income credit.

C. Supporting arguments
1. Taxpayers with Soclal Security benefits of $1,524 if single, on $2,286 if filing
ointly, do not qualify for any retirement income credit. The recent increases in
oclal Security benefits have results in many taxpayers having benefits in excess
of t‘,!}l)fse limitations and therefore becoming ineligible for the retirement income
oredit.

2. An Increase in the amounts of $1,524 and $2,286 would be an incentive for
tax&ayers who have not yet retired, to save and provide funds for their retirement
instead of being totally dependent ug;m the Sooial Security system.

3. Social security taxes are now three times what they were in 1962 when the
$1,5624 and $2,286 figures were established.

D. Estimated revenue loss

Information to estimate the effect on the government’s revenue is not readily
available.

XI. RETIREMENT INCOME CREDIT
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XII. ‘NET OPERATING LOSS OARRYOVERS

- A, .Present structure '

1. The carry-overs of net operating losses bK a corporation are applied directly
against income whereas an individual loses the benefit of his personal itemized
deductions.and exemptions. v

2. A net operating loss may be carried back to each of the 3 preceding years, and
oarried over to each of the 5 following years. ’

B. Proposed siructure
1. The requirement that personal exemptions and nonbusiness deductions be
gdde“d t? ta;gble income in computing the net operating loss of an individual should
e eliminated,
2. An individual or corporation should be allowed to carryback a net operating
loss to each of the 3 preceding years, and then carry-over to the following years
without time limitation.

C. Supporting arguments
1. The present method of applying net operating losses favors corporations over
individuals and is one of the reasons why businesses decide to incorporate even
thoush it is more efficlent from an operational viewpoint to remain unincorporated.
2. Operating losses incurred in the early years of a business enterprise mag' be 8o
large, and later profits so small, that they cannot be recovered in the limited carry
forward period now permitted. .

D. Estimated revenue loss

This proposal would result in some loss of revenue but the amount is unlikely
to be significant.

XIII, MAXIMUM TAX RATES
A. Present structure
1, T:xe top tax rate applicable to an individual's earned income is limited to 50
percent.
2. A taxpayer engaged in a business where both services and capital are material
income-producing factors may treat a reasonable amount (not more than 30 per-
cent of his share of the net profits) as earned income.

B. Proposed structure

1, The top tax rate applicable to an individual's earned income should be
limited to 45 percent.

2. A taxpayer engaged in a business where both services and capital are material
income-producing factors should be able to treat all of his share of the net profits
as earned income.

C. Supporting argumenis

1, The top tax rate applicable to a corporation’s income is 48 percent now and in
Section I above it is proposed that the maximum be reduced to 45 percent.

2. None of a corporation’s income is taxed at more than 48 percent, even if
capital is a material income-?rodueing factor.

. Taxing an individual’s income at higher rates than a corporation’s income is

inequitable and results in many businesses deciding to incorporate even though
they could be conducted more efficiently unincorporated. .

D. Estimated revenue loss
- These changes would not result in a substantial revenue loss.

X1V. AMORTIZATION OF ORGANIZATION EXPENSES OF PARTNERSHIPS

A. Present siructure

Partnerships are not allowed to amortize their organization exgenses although
the amortlzaaon of a corporation’s organization expenses is permitted.
B. Proposed structure

The option to amortize organization expense should be extended to partnerships.

C. Supporling arguments

Permitting corporations to amortize their organization expenses while prohibit-
ing it for partnerships discriminates against the unincorprorated business. This is
one of the reasons why businesses decide to incorporate even though it is more
efficient from an operational viewpoint to remain unincorporated.
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D, BEstimated revenue loss N C : .

The government’s revenue would be delayed but unchanged. Under the present
law, the unamortized organizational expenses may be deducted upon liquidation of
of thé partnership. . . o .

Senator BontseN. Let me ask you: When you go to a cash basis
instead of an accrual basis, that gives the small businessman a much
Freater opportunity to change his tax load from year to year and gives

t much more flexibility, does it not? )

Mr. Fieuping. Yes, 1t does. .

Senator BEnTsEN, Do you think he should have? ‘

Mr. Fieuping. Yes, definitely. However, I do not think that the
small businessman should have the option of jumping back and forth.

Senator BEnTSEN. Once he goes on a cash basis, he would have to
stay on a cash basis?

Mr, FieLpina. Absolutely.

Senator BEnTsEN, Well, that is obvious, I think; because he obvi-
ously would be able to escape a lot of taxes if he were able to do that.

r. FieLpineg. He is not escaé)ing. He is postponing.

Senator Bentsen. All right, OK.

Mr. McKevirr. That question is asked of us quire a bit, Mr. Chair-
man. That is why he wanted to respond to it, because there have been
some assertations that there would be an opportunity to do that. We
do not request that. °

.Senator Bentsen. Now, how did you use the' term ‘‘indexing”? 1
did not quite understand this. The variables to indexing—

Mr. FieLping. Indexing the tax rate to the cost of living.

Senator BentsEN. To the cost of livinﬁ?

Mr. Freipina. Yes, and this is another innovative measure that
th%y have adopted in Canada. ) . .

enator BENTSEN, Yes. I am familiar with the Canadian system.
What are the arguments against treating a subchapter S as a partner-
ship, as a straight fartnership with the same limitations?

r. Fievping. I cannot see an{‘ arguments agpinst it, Senator
Bentsen. It would simplify the subchapter S quagmire tremendously,
and in essence this is what we are trying to accomplish, We want to
tax the corporation as though it were a partnership, and yet we have
all of these complicated elections, pitfalls that an individual gets into
when they change shareholders. They do not know that they have to
reaffirm the election, and all of a sudden they have lost it.

Senator BentseN. Where the trust is considered as a partner, and
all of that?

Mr, FieLpinGg. Yes, exactly.

Senator Bentsen. I have been is some of those. Thank you very
much, gentlemen., We appreciate it.

Mr. McKgvirr. Mr. Chairman, a final point if I could, please.

Senator BENTSEN. Yes. )

Mr. McKevirr. First of all, we are extremely a%g;ecmtive with the
limited jurisdiction of Small Business that Senate Finance has been so.
gracious as to work to hold joint hearings, and our membership is
quite aware of that as well. And No. 2, on a final point, which might
ease your concern a bit, Senator Humphrey will have the last word
this afternoon in a closing session at 3:45.
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Senator BENTSEN. Senator Humphrey usually does.

[General laughter.}

Senator BenTseN. Thank you very much.

Mr. McKgvirt, Thank you, sir.

Senator BENTSEN. May we now have Dr. Edward Shils and Dr.
William Zucker come up, please.

STATEMENT OF DR. EDWARD B. SHILS, CHAIRMAN, DEPARTMENT
OF MANAGEMENT AND THE WHARTON ENTREPRENEURIAL CEN-
TER, THE WHARTON SCHOOL, UNIVERSITY OF PENNSYLVANIA,
ACCOMPANIED BY DR. WILLIAM ZUCKER, ADMINISTRATIVE DI-
RECTOR, WHARTON ENTREPRENEURIAL CENTER

Dr. Smis. Mr. Chairman, Senator Hathaway, I am Edward B.
Shils, the chairman of the department of management at the Wharton
School of Finance at the University of Penns&lvania, and also chair-
man of the Wharton School Entrepreneurial Center. My colleague is
Dr. William Zucker, who is the administrative director of the Wharton
Entrepreneurial Center, and adjunct professor of management.

I would leave, Mr. Chairman, to speak informally. Would you
grant me permission, please, to put my formal statement on the
record. I think copies have already been distributed.

Senator BunTsEN. Dr. Shils, that would be helpful. We have a
number of witnesses %'et, to be heard this morning, and the Senate is
in session, so we could be called away from here. So, if you would
give us your complete statement for the record, if both of you gentle-
men would, and then if you would summarize, we will open it up to
questions.

Dr. Suius. All right.

[The prepared statement of Dr. Shils follows:]
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Statement Before
SELECT OOMMITTEE ON SMALL BUSINESS
\ United States Senate - Hearings on Taxation

June 18, 1975

Dr. Edward B. Shils, Chairman
Department of Management and

the Wharton Entrepreneurial Center
The Wharton School

University of Pennsylvania
Philadelphia, Pennsylvania 19174

We recognize and appreciate the work of the Select Committee and its con&arn for
the future role of small business in the economy of this country. Over the years
the foundation of our economy has been based on the strength and maintenance of
small businesses - those who have been willing to risk all and perform mightily,
those who have added to the technological know-how of the country, those who have
given large amounts of employment, and those who have given strength and credibility

to our free enterprise system.

It is not necessary for me to recite to this Comittee since it already has the
factual data on the high rate of failure in the ranks of smll businesses. Part
of this is due to the lack of managerial skill and the other to the inability to
obtain capital and retain capital in the maintenance and expansion of these businesses.
In the area of capital, taxation becomes a key factor, namely, whether alternative

strategies are available for the investment of capital into new businesses and
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whether capital can be retained once it has been earned by the entrepreneur. This
is a most appropriate time for the COongress under this Committee's leadership to
examine into the areas that should be revised with reference to taxation as they
apply to small business. —

The econamy of the country appears to be bottoming out although from all indications
as set forth by the Wharton Econametric Unit the bottoming out process may take
longer than many anticipate. Wharton's econometricians foresee almost no growth
through 1975, Moreover, the Wharton experts expect a sub-par performance right
into 1976,

While inflation scems to have been slowed and enployﬁ:ent and unemployment are in-
creasing, the economy still generates inflationary forces of its om. 1974 produc~
tivity in the private sector was 2% less than a year ago. Compensation per man hour
was up 8.5%. Unit labor costs were up 10.8%. This trend will continue unlees the
economy is allowed to grow. Fortunately, the high interest rates which afflicted

_the cconomy during the latter part of 1974 have dropped appreciably and the high

mortgage interest rates have diminished somewhat so that the housing industry appears
to show some small increases. However, there are still indications in capital spend-
ing in areas where expansion and cost cutting investment are badly needed.

In the past, American industry has been able to outproduce its competitors. Those
days appear to be fading because other countries have made more aggressive policles

to promote capital investment.
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The record of capital investment in the United States since the 1960's has been
the worst of any major industrial nation in the world. On the average, between
1960 and 1973, the U.S. has put about 14% of its gmes national product into new
plant and equipment, while Japan was investing 20% and France and Germany about
18-20%.

wn
3

e As a result, we have an overaged and cbsolescent industrial machine. Only 30% of

Japanese metal-working equipment is over ten yerurs old. In Germany it's 35%. Here
in the U.8., 67% of our metal-working equipment is more than ten years old.

With such antique machinery and such a low rate of modemization and expansion, is

it ;my wonder that productivity in these campetitor countries is increasing two or
three times as fast as it is in the United States?

A study completed a year ago by the New York Stock Exchange determined that U.8.
investment capital requirements from 1974 through 1984 were 4.7 trillion dollars
allowing for real growth in the Gross National Product at the annual rate of 3.6%
and a 5% rate of inflation. In constant 1973 dollars, the sum required for capital
formation would be roughly 160% of the amount spent in the preceding period of 12
years. On this basis, the report found ’t'hat there will be a deficit of 850 billion
dollurs. That does not take into account the results of the deterioration in the

capital frnrket.

Banks themselves in many instances may be hard put to raise equity capital for their
own use; those that can't - just like other businesses - may be forced to merge,
retrench, or disappear. Economic power may increasingly be concentrated - as it is

crs
ey,
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in Europe and Japan - in a decreasing number of hig, money center banks., And if

the security industries distribution system is so enfeebled that it can no longer
raise capital efficiently for major corporations, ox;:&;;nal raising for emerging
businesses, the big banks may again become, as they were before the Glass-Steagall

Act, the major underwriters of corporate securities.

The market's weakness is due primarily to the soaring rise in interest rates. The
enormous yield available on debt instruments make it extraordinarily difficult for
equities to catch the investor's eye. -

¥hile the short temm rates have come down significantly, an almost equally impressive
majority of analysts think long term rates will stay within close range of the highs
which were so distressing last year. The reasons are quite sinplef Inflation con-
tinues to provide a base on top of which the interest rate structure is built., As
long as inflation stays above 5%, there is precious little prospect of rates on good
quality debt instruments dropping much below 9%. It should also be remembered that
when we talk today of the prime rate at somewhere under 7% that this is the rate
charged to the bank's best corporate customers. The small businessman, when he goes
to the bank, must pay three, four, or even five points above the prime rate.to get
short tem debt.

With this severe capital ghortage, what are some of the feasible courses to follow?
For the government, theré is one, if it is genuinely interested in curbing inflation.

. There will have to be a reordering of our national priorities. Intlation cannot be

nickeled and dimed to death.

64-397 O - 75 - 18
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Actually, the choice may not be one of eliminating inflation but curbing it and
learning to live with a high rate of inflation (even with the needed establishment
of a national budget priority) or a finano;lal cris%g.,. {ollowed by a deep depression
if the cash drought is not eased. For the national pdministration to await develop-
monts before determining its policy on money supply until after the fact is not to
delay the inevitable, but to invite it. Economics, like nature, abhors a vacuun and
f1lls it quickly.

For the amall businessman one of the areas should be the reordering of tax legislation,
not on a piecemeal basis, but on a scale which will have an impact on the operation of
the business and the investment in more capital good.sto increase productivity and
profits. It is necessary to give the private investor an incentive to return to

the market. Such an incentive might be a restructuring of the capital gains tax.
Another way would be to increase the deductibility of capital loss‘es and to reduce

the ltability on-capital gains which are truly long term. Another area for tax

reform might be the institution of ways by which it would be attractive for corpora~

tions to provide venture capital to new ventures. Additional incentives for capital

improvement and depreciation allowances should be reviewed.

But in all these areas it is necessary to understand the impact of tax legislation on
the national economy and the national revenue needs. To approach taxation on &
plecemeal basis is not to be totally effective or to respond in a meaningful fashion
to the needs of small business or the country as a whole.

We strongly urge that the Senate institute a long range tax study to determine how it
might be possible to utilize the tax laws and to understand the impact of tax legisla-
tion not only upon national revenues, but upon the operations of the small business
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in such a way as to make certain that having made an imput at one end, reforms are
not self-defeating at another.

The Wharton Entrepreneurial Center, which is part f the Wharton School of the
University of Pennsylvania, is concerned and was established to assist in develop-
ing greater productivity and greater profitability for small business and all
business in the United States. If we can be of assistance in this regard, we hope
that the Committee will utilize our services.
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. Dr. Sams. I might‘ say it is a privilege to be here. We know the
important work that your committee and your subcommittees are
doing. It is not the first time that I individually have been involved
with the Senate Small Business Committee. In the middle 1950’s, the
Senate committee asked me to make a study of State development
credit corgoratxons which were then emerging under the New England
model and to compare what their services, requirements, and regula-
tions were vis-a-vis the Small Business Administration.

As a result of my report to the then-Senate committee,, a great many
changes in the way the SBA related to ultimately SBIC's and working
with the State development corporations. Our entrepreneurial center
at the Wharton School is very much involved with stimulating the
development of small business and aiding small business. We have an
interdisciplinary staff of faculty, most of whom, like me and Dr.
Zucker, have had experience on the outside with small business. For
example, for the last 25 years I have served continuously as the Secre-
tary of the Knitted Outerwear Manufacturers Association in Pennsyl-
vania, & group of 60 knitting mills; also as the Secretary of the Dental
Manufacturers of America, a group of 40 small firms manufacturin
dental products; and also the Dental Dealers of America, a group o
100 dental sup%fy houses.

Dr. Zucker, before he came to the university, was the president of
the Southeastern Pennsylvania Economic Devefopment orp., & type
of quasi-public organization which lent money to small business and
helped generate many of the payrolls today in Philadelphia in the
apparel and metalwork industries, which have helped keep Philadel-
phia going despite the flight of manufacturinﬁ‘ from our city. So, I
might say, we are ve?r practical in our role. For example, both our
graduate students and our faculty are working with minority busi-
nesses in the Philadelphia area and eastern Pennsylvania, and have
taken on a role of training clients for the Small Business
Administration,

We are likewise acting as an outpatient clinic for many of the small
and medium-sized businesses in America, and yet we also recognize
that large business is important too, because we are concerned with -
what we might call productivity problems in America, inflation, rising
unitldcosts, and the difficulty to compete with other nations of the .
world.

Now, the emphasis on productivity and costs was borne out in my
mind just recently. I interrupted a stay in Cincinnati, where I was &
member of an_ international symposium on entrepreneurship and -
enterprise development, which began Sunday night in Cincinnati,
and will go on until the end of the week. Now, we had 330 delegates
interested in small business coming from 46 nations of the world, so
that actually I was sitting next to deleﬁqtes from Sweden, Iran,
West Africa, Switzerland, the Philippines, Nicaragua, West Australia
many western nations, but many, many small nations and nations o
the so-called third world. All of them are interested in just what we are
interested in and have the same problems of capital allocation pro-
ductivieti\;‘, inefficiency, and concern on the part of their governments
and their chambers of commerce. . . )

One of the things that I think you will be interested in was some-
thing that came to me at a session yesterday, which is not in my
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written paper, but which I would like to add to my testimony. That
is the fact that we are now beginning to look at the impact of small
business on employment, on payroll, and on the health of society from
& regional point of view, and we find, based upon_the record, that
those regional areas which have benefited the most by capital stimu-

. lation have been those to which there have been a heterogeneous type

of industry developed. Many small businesses coming in have been
much more effective in stabilizing communities than a so-called large
company, one-industry community,

e really need to stimulate individuals. We not only need the
financial incentives, which were very well pointed out here, but we
also need the psychql(zfical incentives and the motivations which come
with seeing the credibility of success. It is a lot easier for us to generate
Eaiyroll by seeing a small business that becomes successful through the

elp of the community and the help of our National Government, and
through (food trai and availability of capital; because this is
replicated many times in the community. The feeling is if they can do
it, we can do it, But, that is not so true when one large business comes
into a community.

So, more and more talk is for us to really create balance, and I
think this was probably commented on yesterday in your testimon:
when ?'ou heard from the Texas Industrial Commission; that t
idea of balance is recognized by delegates throughout the world. If

- .we are going to have communities that are healthy economically and

socially, we have got to have a lot of small business. Furthermore,
small business, for every dollar investment, generates a lot more in the
way of payroll and employment than large business, primarily because
gmt:n business starts out in its early stages as being more highly labor
intensive, -
Let me say this, gentlemen, that public officials, whether they be
local, State, or F eéeral, find by the examples of credibility that once
they have two or three successes in the community in small business
that everyone believes they are showing real concern for the future of

our communities and of our Nation.

Now, as was pointed out earlier, and which you in your own com-

rehensive remarks noted, Senator Bentsen, you talked about the
act that one of our great problems in this country is the fact that
there seems to be some indication that we are falling behind other
nations of the world in terms of obsolescence, relative obsolescence
of machinery and equipment. I do not mind saying that this is ha ;’)ﬁn-.
ing in great part because of the fact that we do not have the ability
for small business to retain estnings; we do not have the ability to
provide availability of capital; and, as you indicated, we also have the
pr(éblenfls rzlfl today which is limited in raising funds through securities,
and so forth, -

Now, I have some data which I would like to put on the record in
which I think you would be interested, and the members of your
committee. For example, I can state, and later we can give you the
authority, if you wmﬁ , that America’s equipment is becoming more
obsolescent, and it is particularly true in those industries which have.
high labor intensity, and which are characterized by small business.
One of them, the metal working industry, for example, in the United
States, metal fabrication—for example, nlx thé United States, 67 per-
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cent of our metal working equipment is more than 10 years old. That
is 67 percent. In Germany it is only 35 percent, and in Japan only
80 percent, which certaian puts us at a real disadvantage.

ow, you can see why the fact is that in our private sector that our
produotivitﬁr has declined, I think, 2 percent in the last year. I think
;ve do not have the kind of productivity record that we hed in years

ygone.

ow, in & study that was made a year ago by the New York Stock
Exchange, in looking ahead at our capital needs for the Nation as a
whole—I might say my remarks are more macroeconomic—we have
worked with businesses, we understand their problems, we agreed
with some of the statements that were made before. But, I think on
the recor(ii we must look at the macropicture. For exampleilin the

next decade, we would need $4.7 trillion in order to meet the U.S.
capital requirements. )

uilding a model which would allow a real growth in GNP of 3.6
percent & fetau‘l and at & hopefully contained inflation rate of & per-
cent, and looking at this in constant 1973 dollars, we would require
160 percent of the amount that we spent in the last 12 years; namely,
19062 to 1974, The best estimates that we can get—and I might also
say that we have talked to our own Wharton School econometric
forecast group about these figures—is that if the capital markets do
not deteriorate further, there is going to be a deficit of $650 billion in
the next decade in reaching this capital fulfillment, or about $6.5
billion & year.
. 'This is a rather serious thing to all of our business in America, but
it is catastrophic to small business. Now, can the small business people
go to the banks, The banks have shown that they do not even have
the ability to raise equity capital for themselves, and that too many
of them today are beginning to merge and retrench and disagpear.
Ultimately, what we see is the evolution of big money-centered banks,
which are certainly going to be centers of concentration and not
pa.rtic\ﬂarli responsive to the needs of our friends in small business.

The stock market, as you said very well, Mr, Chairman, is enfeebled,
They cannot even raise capital efficiency for large corporations as well
as for emerging business, and unless we amend the Glass-Stiegle Act,
we are certainly going to find that there will never be anything in the
nature of underwriters of corporate securities. )

Now, we know what has happened with the short-term interest
market. It is becoming reasonable; but nevertheless, our best estimates
are that long-term rates are going to remain hi h. And, as long as
inflation stays above § percent, we are going to find money finding
debt instruments which pay 9 percent yields, rather than to provide
the kind of equity capital for financing inventories and working capital
for financing the kind of capital needs that we need.

- Despite the fact that the interest market and the prime rate has
fallen to about 7 percent, we know from our clients that small business
has to pay 4 and 6§ l})omts more than 7 percent if they go to the bank
for money; that is, if they are lucky enough tgdget a loan at all because
there is a tremendous amount of selectivity. Many banks do not want
any more new business of this sort. )
hat can we do? Congress is doing its best, I know, to consider

problems of reordering national priorities to curb inflation. That will
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certainly be & help to small business. We né longer can nickel and

. dime it to death; and if we cannot curb it altogether, however, we

have to learn to live with it. :

1In o cash drought, which at present we find in our recession, living
with it is pretty tough. Economics, of course, like nature, abhors a
vacuum, 80 somethm%has to be done. It seems to me that some of the
comments that have been made by the Senators here today make me
feel that somet.hing will be done. )

In general, our feeling is that tax legislation ought to be reordered
for small businessmen. But, it ought to be done in & total fabric, not
by constant amendments of small pieces of business; for it to be done
on & scale that will have impact on the operations of our small busi-
nesses it should be done in such a way that there will be investment
in more capital goods and with the opportunity to not only generate
profits, but to retain 1t. )

_ We also need to'get the private investor somehow, to give him
incentive to return to the market. This, of course, could lead to such
a result, by perhaps a possible restructurin of the capital gains tax,

Also, we might bring up the thought that there could be an creased
deductibility in terms o capital losses, and perhaps on capital ‘fains
which are truly long-term, there perhaps ought to be a re uced
liability. We have to make it attractive; institute ways and means to
make corporations with capital to provide venture capital for new
businesses; because, the truth of the matter 18 that the only money
that is available today in many cases 18 In those large corporations
that have been able to fund thelr operations. .

_Now, my own caveat is this. Again, let us not ap%roq.oh it on a
piecemeal basis. We have to have the entire fabric of the impact of &
program on small business and on operations, and actually we wo
urge you to institute a long-range tax study to determine how it is

ossible to use the tax laws to understand not only the impact of tax
egislation on national revenues, but _also on the operations of sm
business, and so that these reforms will have a continuous input at one
end and are not self-defeating at the other end.

We at the Wharton School at the present time, perhaps, are only -
hel&)ful in identifying some of the questions; but we do stand ready
and available to do the kinds of helﬁful research which perhaps we
could do if you were interested in calling on our un}versttﬁv.

"1 would like to introduce Dr. Zucker and ask him if he has any
comments.

Senator BentseN. Dr. Zucker? . o

Dr. Zucker. Senators, 1 want to maintain this material at the
macrolevel, as Dr. Shils has. We have talked with a number of busi-
nessmen in the area and from our own analysis of the problems we
would not want to come here with a series of recommendations, but
merely to outline some of the major areas that we think are rather
endemic to the situation. ° .

‘Dr, Shils has pointed out some of them, I would merely like to
highlight some others with respect to financing to high ca%ital costs,
and then in the retailing field which, by the way, has not been men-
tioned, since this also is & very important area in the whole field of
small business.
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_ Just briefly, our group would like to suggest that in a period of
tight economic activity, the ability of small businesses to obtain
financing is indeed very fimited. N ow, there has been some suggestion
that there ought to be some sort of a dual level for prime rates—one

for small business, and one for large business. Quite frankly, we are

not sure that this would indeed be an efficient use of our money market.
It might indeed interfere with the operation of the money sup}l)llg.
However, it ought to be looked into and to find out what the economic
effect would be. We feel, for example, as Dr. Shils has pointed out,
that since the banks are not in a position or willing to make loans
to small and therefore sometimes more risky ventures, that some of -
these institutions 'are unwilling to do so because they feel that their
bad debt ratios would be increased considerably.

Therefore, it might well be something this committee might look
into, to find out whether there should be some kind of provision for
increasing the bad debt allowance for lending institutions; perhaps
also for longer carrybacks and carryforwards, so as to provide addi-
tional incentive for lending institutions to make these kinds of loans.

In terms of the small business itself, I think that there should be,
because small businesses are so affected by the economic yo-yo effect,
they are in troughs and peaks, that there should be some better
way of the loss carrybacks and the carryforwards. There should be
a more comprehensive analysis given to the depreciation provisions
which this committee and the chairman has looked into, and also
perhaps Ereater incentives for the investment tax credit than even
now has been given by this Congress and by the Administration.

When we come to the problem of high capital costs, the question
is whether it is possible to have some sort of subsidy to be given for
capital by the Federal Government to provide additional capital for
both working and for investment by small business. We are not sure
whether this would even be a desirable thing in the long run; but cer-
i;)amigr in the short run it would be of great advantage to the small

usiness.

There should be, we believe, some change in the tax structure
which would enable the firms to hold on to_their capital because at
the rates they are being taxed now, there is no chance for a small
business to retain that capital and to generate that kind of capital
from within their own firms. N

There are a number of other possibilities which will be presented to .
your committee; but last, I would merely like to mention the problem
of the retailer. He is one who is also one of the major backbones of
small business, and some effort or study should be given to the pos-
sibility of averaging incomes in some fashion in order to provide
again for the peaks and valleys which are there. The whole problem
of LIFO and the effect of that upon the retention of their capital is
indeed another item which is important.

With these brief comments, I would like to conclude.

Senator BentseN. Thank ¥ou very much, gentleman.

Let me ask this question; I know we have had some help from the
Wharton School on & number of economic problems but what specifi-
cally is the university doing on studies that would be of assistance to
the Congress in writing small business provisions for inclusion in the
forthcoming tax legislation?
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. Dr. Su1Ls, Well, I can think of one which we are involved with today
in which an interdisciplinary faculty of the Wharton School and the -
Architecture School and city plann{]ﬁ- were working on a project of
writing about six position papers for the Urban Land Institute on the
general subject of community development in the United States.

And you know that community development in the United States
which has to do with industrial development, commercial development,
housing, and whatnot; the byproduct is an awful lot of employment
on_the part of construction workers throughout the United States.

We have a serious problem today of having many small builders who
have gone by the boards because of the high cost of capital and be-
cause of other relative problems. But in our position papers, for ex-
ample, we are studying the impact of energy, regulation, demand,
labor, and these position papers, about & month ago we presented them
before several hundred delegates to the Urban Land Institute meetin

Chicago. They regresent mostly, I would say, small business people
from every part of the country. And they were encouraged by the fact
that out of this particular piece of research we may come up with a
grogram that identifies the problems in terms of hogefully securing a

alance between private enterprise, and community development, and
public confidence, and support.

And if we look ahead, for example, to the next decade and see how
many houses that we are short and where the employment has been
over the years in the conmstruction industries and the stabilizing of
communities and the philosophy of what kind of community we should
have, we see that here, in effect, is a study of small business that has
fantastic impact on the health of our entire United States.

So that thisis a t{pical kind of study that we are doing right now and
hopefully this will lead to recommendations to Congress vis-a-vis the
role of the private entrepreneur in development and the Government,.

Now, there are others that we are doing but I thought this might be
a typical kind of thing. In fact, when we leave here we are continuing
over to the Urban Land Institute to talk about our progress on this
report. :

ncidentally, Mr. Chairman, I thought you might like to have a
copy of this program where the 46 nations attended at Cincinnati
and the subjects that they are interested in and cognizant of, just in
line with what you are doing, I am going to leave it with gou, if I may,

hSenat,or BenTsEN. I would be delighted, Dr. Shils, and I appreciate
that.

I certainly a%ae with you that we ought not to just piecemeal this
tax leﬁslllation. e ought to look at it more in total and try to develop

ing which would bring about savings, incentive on savings,
and not & penalty on savings as I think we have in the present tax
structure. : :

Senator Curtis?

Senator CurTtis. Thank you, Mr. Chairman.

1 was interested in what you said about two rates of interest,
one for larger concerns and one for smaller ones. Would you elaborate
on _that, as to how you would bring it about? .

Dr. Zucker. We 1, there have been a number of suggestions, some
suggestions have been that there be a subsidy of the prime rate so that
the prime rate, which as you know is thav rate which is charged the
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bank’s best customers, is at one level and as Dr. Shils has pointed out.
for small businesses it is anywhere from three to five points higher.
Now that three or five points higher might be subsidized or it has been
suggested that it be subsidized by the Federal Government in some
way. -

And what I am saying, and what we are saying is that we are not
even sure that that 1s even a good thing because that puts into the
structure of our capital needs a disfunction which very well might
be a long-range effect and then, from then on, you have this strange
dichotomy between what a small business pays and what a large
business pays rather than allowing the capital market to operate as

lsl

Perhaps a better way would be to have some sort of a reinstitution
of the Reconstruction Finance Corporation which might, we say,
give more help to the small businesses where the RFC at that time
was more interested in the large businesses,

Senator Curris. Now, if you use an RFC vehicle they would have
to make all of the loans to the small business in order to make the
proposal effective, would they not?

r. Zucker. That is 1i ht, sir.

Senator CurTis. And i frou followed the subsidy route you would
have to pay a subsidy to all lenders?

Dr. Zucker. That is right and that is why we are saying that we
are not even sure, but this has been suggested by a number of econo-
mists, It has been suf)gest,ed by people both in and out of Government.

Senator Curmis. Do not those people realize if you pay subsid
out of a general fund it increases the deficit, makes it that muc
more impossible to get any tax revision? We need tax reform primarily-
to relieve injustice and primarily to spark our economy. So any worth-
while tax reform means a lessening of the revenue.

Now, if yog %o on with proposals to increase the expenditures and

" increase the debt, you are just throwing more roadblocks into any

effort for tax reform. Frankly, I am very much disturbed about tax
reform because of the abuse of the term. I turned on my television
during the last presidential campaign before the nominating conven-
tions and I heard audiences told, we need tax reform, there are great
numbers of people that are not paying anything. The Congress has
created so many loopholes that they are not paying anything, you are
pa&n too much, we need tax reform.

ell now, that notion that you can find money someplace else from
someone that is not paying anything and lower everybody’s taxes
and still have money to run on 1s a very false doctrine, The last few
so-called tax reform bills that we have had have not done anythin
for business. They have taken the load off of individuals of severa
billions of dollars and put it on business. -

Now, I am for genuine tax reform, but I think there has to be an
understanding of what it is. You have got to grant some relief to have
genuine tax reform and the last two or three so-called tax reform bills
we have had in here have left private enterprise and small business
worse off than before the bills were enacted. .

I would like to ask you, in reference to attracting venture capital
if we could do something to eliminate the double taxation of giwnden(‘ls%
WO}iI;il?tMS be an incentive, in your opinion, for attracting equity
capi
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Dr. Suits. Very much so, Senator Curtis. - ‘

Senator Curtis. Do you have any idea as to how the best way is
to make a start on that

Dr. Suiis. No, I do not think I could answer that here today. I am
not really prepared to speak to this type of specific, but I agree with
you, I do in general, but it certainly is worthy of real consideration.
. Senator Curis, T think it is of utmost importance but I think that
it is very doubtful for the moment, disregarding the deficit, I think
it is very doubtful if you can get any such proposal through the House
and the Senate at this time.

The economic thinkindg is of a different philosophy. But it would be
my hope that if we could not afford to exclude all double taxation that
at least we could do something in that direction and make it
progressive. ) ) .

ere is another question I would like to ask. If the larger companies
were able to raise equity capital in an easier manner would this take
some of the pressure off of smaller firms in the debt market?

Dr. SuiLs. The answer is yes.

. Senator Gurris. Keeping in mind that any real relief means lessen-
ing of revenue, what would you put down as the most practical and
the best and easiest way of assisting small business in the tax field?
What would you start with?

Dr. SuiLs. Without getting into a specific measure, I would say
that the purpose of whatever you would do would be to create the
opportunity for retained earnings. In other words, when I look at
small business and I look at a continuum in which maybe it is going on
a second, third, fourth, fifth stage of enlargement and expansion and
it is in the early sta.ges that they can somehow hold onto the mone
that they have raised themselves and use it and save it and cherish it.
I think that is the important thing. '

Senator Curris. To be able to reinvest the funds on their own?

Dr. SnivLs. That is riﬁht. .

Senator Curtis. In the long run, that should increase their revenue?

Dr. Suius. It will. It is going to genemt,e companies that would
be more successful and more perpetual and provide the kind of—well,
I think you are really interested not only in the survival of the busi-
ness itself into perpetuity but what it can do for social stability in
the community represented by the business.

Senator CurTis. Now, at the present time, individuals do have a
method that they can average their income for tax purposes. Is it not
true that that is available to individuals who are owners of a cor-
poration that avails itself of subchapter S treatment?

Dr. SuiLs. I am not familiar with that particular revenue law.

Senator CurTis. I think it is. .

Dr. Zveker. That is true but subchapter S has certain disadvantages
with respect to size and with respect to the kinds of industries in which
they can be involved. . C

nator CurTis. Yes, and we very definitely need some simplifica-
tion; it is sort of a trag that people think that they have certain
benefits, and they find that they have not made it by a certain elec-
tion, by a certain time, and Congress must do something with that.

But when you suggested averaging the income, you meant for
small corporations?

Dr. Zuckenr. Exactly, sir.
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Senator Curmis, In other words, do something for them like is

- being done for an individual now?

Dr. Zuoker. Exactly, sir. Now please understand, Senator Curtis,
I hope that you would also, in the coming weeks and months, give some
special attention to the estate tax. The estate tax has not been re-

sed for many, many years.

Small businesses and farms, it is very true in the farm and ranch
country, the burden of the estate tax is so great that the business or
the farm has to be sold and too often there are no individuals to buy
it. It is purchased by a larger concern. :

I happen to think we need large businesses as well as small businesses,
but I do not think the Government should follow a policy to deliber-
ately encourage the ending of small businesses and sale to larger con-
cerns, because that moves in the wrong direction. It moves toward
monopoly and less competition.

Have you any recommendations in reference to the estate tax?

Dr. Smis, I agee with your general thought and I would like to
support a study that would indicate what the impact would be.

nator CurTis. Well, I think if we had the votes we do not need
a study because it is quite evident that there are people all around us
and even small communities where widows and everybody else are
having to sell out in order to pay the estate tax.

Dr, SuiLs, Senator, we just completed a study for the Young
Presidents Organization of 20 companies that were small companies
that were acquired by larger companies and we are trying to find out
what the reasons were for wanting to sell. )

And then, of course, we examined what their postacquisition
satisfactions were vis-a-vis their expectancies. And many of the firms,
because of the inability to survive that estate tax situation, were
ggtu%ly ﬁt;(:x(}uired and sold in our study. We actually did find them

m by firm,

Senator Curmis. In reference to a different problem, do you think
that thl? grst few years of a new business are the toughest ones for
1t usually

Dr. SHiLs. Well, it is a different kind of toughness. In the first few
years you have the problem of survival which in part is entrepreneurial,
n other words, it is the ability to preserve cash and get cash, But the
next few years, you have the problems of management where the
entrepreneur must actually organize his program and delegate as he
beﬁms to find his growth requiring it all.

ut it is the first few years, when you are just about ready to move
from stage one to stage two where you really need the capital to do
what you want, it is either that or go down,

Senator CurTis. Well, we have many witnesses to hear, Just one
more brief question, I hope you.can make your answer brief. It has
been suggested that for the first, say, 3 years in the operation of a
company, they be given an unlimited carry forward of net operating
loss in order for them to have a greater chance to recoup that expense .
that it takes to initiate a new business and to acquaint the public with
the products and to have the shakedown run on their processes and
so on, Do you favor such & thing? :

Dr. Suizs. I would favor that. That would help tremendously
provided it .was part of a total picture situation rather than just a
piece of this and a piece of that. That should be part of the total picture.
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Senator Curmis. I disagree with you a littls bit. I think if we wait
for a massive tax reform bill that it will be a heyday for everybody and
that business will come out worse. I think we should take some of these
items and drive them through,

"Dr. SuiLs. Well a little good is helpful and needed.

Senator Curtis. Thank you very much.
tesstiexlzlnamr Benrsen, Thank you, gentlemen, thank you for your

ony.

For our next witnesses we have a panel of presidents of the four
major regional small business organizations, Mr, Oliver Ward, Mr,
John Hannon, Mr, Edward Richard, Mr, Bruno Mauer, if you gentle-
men would come forward, Xlease.

Gentlemen, I understand we have changes in some of the names of
the witnesses. If you would each identify yourself for the record, please.

Mr, Maver. Bruno Mauer, president of the Independent Business
Association of Wisconsin,

Mr. McDonavp. I am Charles McDonald. I am chairman of the
Federal Legislative Committee of COSE and I am sitting in for Ed
Richard, who will present his testimony tomorrow.

Mr. Murray. I am Relph Murray. I am the vice president of the
Smaller Manufacturers Council, and I am sitting in for Jack Hannon,

Mr. PenperaasT. I am Edward Pendergast, a CPA and a tax
specialist, and I am past president of the Smaller Business Association
of New England.

Senator BenTsEN., Where are you from, sir?

Mr. PENDERGAST. Boston,

Mr, Warp, I am Oliver Ward, president of the Smaller Business
Association of New England.

Senator Bentsen. If you would proceed, Mr. Mauer.

And, gentlemen, if you would summarize your statements, please.

Mr. Warp. We are going to start on this end, -

.

Mr. Maver. If we may, Mr. Chairman; he is going to introduce

. the subject material, if that would be all right with yon.

Senator BeEnTseN. That is all right.

STATEMENT OF OLIVER 0. WARD, PRESIDENT, SMALLER BUSINESS
ASS0CIATION OF NEW ENGLAND

Mr. Warp. I am Oliver Ward, president of the Smaller Business As-
sociation of New England. ,

First, we would like to express our appreciation for evel%tbmg that
I\;01.1 have done, in terms of the Tax Reduction Act of 1975. We stron I{y

elieve that we would not have seen that in the form that it was if 1t

had not been for you refforts. The administration originally proposed a
Program that would have given 75 percent of the tax relief to-the 5,000
argest corporations in America, and after it succeeded in coming
through Congress, those benefits were spread over all profitable corpo-
rations in the country, and for this we are exceedingly grateful,

We are here testilying as a panel from four regional associations
SBA, the Independent Business Association of Wisconsin, the Council

of Smaller Enterprises in Cleveland, and the Smaller Manufacturers —

)

Council of Pittsburgh. What do we have in common? We are highi{
participative orgamizations. We are dedicated to helping the small
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businessman be a better businessman. For example, at SBANE during
the course of the last year we brought twelve 1-day seminars on pro-
grams as diverse as cashflow, financial principles for the nonfinancial
executive, the art of professional selling, in addition to which we run
two 3-day live-in seminars, one at the Harvard Business School, one
at the Business School at Dartmouth,

We are a grassroots political movement. We seek recognition, and
we are working together in an effort to educate the Congress as to the -
needs of small business. We represent small- and medium-sized busi-
ness. I think, all too often, that it is not recognized that there is
& medium-sized business. That is more often recognized in the coun-
tries in Europe, particularly in France, Belgium, and Germany, that
there is this sector of the economy. -

Medium-sized business is typically from 20 to several hundred em-
ployees, and to a large extent this is the economic backbone of the
countr{. This is the area where competition is the greatest. This is
where lower prices are brought forward, higher quality.

We are concerned about the declining share of small business in
America, not so much from a personal point of view, for those of us
who are in it, but from the point of view of those who are not in it yet,
the new business formations. In 1961, one out of every four people in
this country worked for either the Government or big business. That
number is now raised to one out of three. We do not think this is
healthy for the counngr. The economics of scale are overrrated, and
the oggortunities for abuse are manifest.

In Senator Church’s Committee on Multinational Corporations, we
are seeing activities that are truly frightening being carried on by some
of the larger corporations.

Independent and small business; due to its nature of being small,
fragmented, and diverse, does not accumulate such power. This is an
advantage for the country in man instances. Unfortunately, these
same characteristics are disadvantageous politically for small business.

We are concerned today with the topic of capital formation. As
Assistant Secretary Frederic Hickman, as he testified before this
committee several months ago, pointed out, what we are concerned
about is the difference of whether a man will go to Jamaica or invest
his money in American business. With the Government in the next
year pulling out the enormous amount of money that it will be to
finance the deficit, it does not leave very much to go around. There
will ll‘)e tremendous competition for that remaining money in the money
market.

Small business typically has an enormous difficulty in raising money
through debt. Last year, we saw most small businesses paying prime
plus three or four points, which meant in effect, a 15- to 16-percent
interest rate. It is virtually impossible today to raise equity money.
Last year, there were eight Reg A's, offerings of under $500,000.

Venture capital is scarce. There is no venture capital for startups.
There is a high degree of selectivity. When a deal is finally made, usu-
ally the venture capitalist winds up with a deal that involves gread
beyond dreams of avarice, in terms of the percentage of the company
he takes for his investment. .

The particular topic that I would concern myself today with is
long-term capital gains. This has been touched on earlier this morning.
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Let us take a man who made an investment in 1940 of $50,000. Over
the last 35 years, there is blood, sweat, toil, and tears, and an enormous
amount of luck and success, and the investment is now worth $300,000.
He is taxed on a gain, if he sells that business, of $260,000. If he lives
in Massachusetts, on the first $50,000, he pays an effective tax rate of
34 B;arcent, and on the amount over $50,000, of 44 percent. He pays
on his $250,000, in effect, a tax of $140,000.

Let me go back on that. On the gain of $250,000, he is taxed on the
first $50,000 at 34 percent and 44 percent on the balance of $200,000,
for a total of $105,000.

Senator BenTsEN. Have you put your preference tax in there too?

Mr. Warp. That is why the balance over the $50,000—he then, in
effect, gets back, for his investment, $195,000. If you take the whole-
sale price index between 1940 and the present, it has gone up 429
Eercent; in effect, he needs to get back $200,000 to have his original

uying power back. He, in fact, has been taxed, on a nonactual gain,
in terms of buying power.

We suggest one of two solutions to it—either indexing the base
where, in effect, each year—for examgle, last year, the inflation rate
in the country was 11.8 percent—in effect, the base would be'indexed
by this amount. If his base were $560,000 Tast year, his base would go
up by the 11.8 percent, so that he would not be taxed on that inflation
fgctor. It would be not until he came to a real gain that he would pay
the tax.

The second alternative we suggest is to change the capital gains
structure to recognize that a longer held investment should be taxed
at a lower rate. We have suggested in our ‘presentation to Congress
2 weeks ago that the base period be raised from 6 months to a year;
that between 1 year and 5 years, the tax rate be 35 percent; between
5 and 10 years, it be 25 percent; and that after 10 years, it be 12.5

ercent. This actually has a benefit to Treasury of a probable picku

ecause an enormous number of investments now are locked in, an
have been held for a long period of time. They will get hit with this
?reference tax; they will pay the higher rate; they are waiting basically
or death and a new basis. As a practical matter, an enormous number
of investments that have been held for years will be freed up and as a
result, Treasury will, in the near years, pick up. . -

I would now like to pass it over to Mr. Pendergast, -who will talk
about the surtax exemption.

[The prepared statement of Mr. Ward follows:]
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STATEMENT OF
OLIVER O, WARD, PRESIDENT
GERMANIUM POWER DEVICES CORPORATION
ANDOVER, MASSACHUSETTS
AND PRESIDENT OF THE )
SMALLER BUSINESS ASSOCIATION OF NEW ENGLAND, INC,
69 HICKORY DRIVE
o WALTHAM, MASSACHUSETTS
HEARING
COMMTTTEE ON PINANCE
SUB-COMMTTTEE ON PINANCIAL MARKETS
AYD
SELECT COMMITTEE ON SMALL BUSINESS
UNITED STATES SENATE

WEDNESDAY, JUNE 18, 1975

Messrs, Chairmen and Members of the Committee:

P{.rgt, ve of the Smaller Business Associstion of New England, the Smsller
Manufacturers c;mncu of Pitteburgh, the Council of Smaller Enterprises of
Cleveland, and the Independent Business Association of Wisconsin, would iike
to express our appreciation for your efforts on our behalf with reference to
the Tax Reduction Act of 1975, We are convinced that without your help, we
would not have seen that Act in the form we did.

Whereas the Administration's proposal would have given 75% of the corporate
tax relief to the 5,000 largest corporations, namely those with income over
$1,000,000, the act actually spread the }'euet over all corporstions which pay
federal taxes this year, For this we are exceedingly grateful to you,

Today we are here testifying as a panel,

ol
vl
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What are the four regional organizations? We are highly psrticipstive,
We are dedicated to halping susll businesses be better businessmen, We are very
active, towarda that gosl, in educationsl progrems. During the course of the
yesr, SBANE alone offers twelve one-day programs on such diverse topics as c-;i:
Flow, Fundamentals of Accounting for the Non-Financial Executive, and the Art of
Professional Selling, We offer two "live«in" seminars, one for three days at
the Hervard Business Schoollond one for five days at the Amos Tuck School for
Business Administration at Dartmouth covering the basic disciplines of Marketing
Strategy, Genersal Mansgement, Finance and Human Behavior, all criticsl {n the
running of & small business. -

We are a coalition, a grassroots political movement seeking recognition
of the unique problems of small business, We are working together to educate
Congress a8 to these needs.

We represent small and medium-sized business, We wish to stress the concept

of medium sized with reference to the small business community, those corporations

with twenty or so mloyiel to five hundred employees, the economic backbone of
our economy, We note that most Europesn countries, notably France, Germany and
Bclg.tuu use the term small and medium-sigzed business, We feel that all too
;:mn only the largest and smallest businesses get attention from our government,
It 1s from this medium-sized category of b‘ulinnn that .flows the intense
competition, lower prices and higher quality, all essential to an efficient
econoaty.

We sre concerned by the declining share of business done by those other than
the largest corporations, Wheress one employee in four in 1960 worked for either
big business or the govermment, by 1975 that had reached one out of thru.- We
do not view this as healthy for the country, We who are slready in smsll business

are not threatened as such, From the point of view of the country and the

84-307 0 -5 - 18
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economy, we are concerned with the lack of new business formations., ‘1f small
bustness, through & variety of sachinstions is not encoursged, the natural
attrition of established small businesses, coupled with the proclivity of govérne
ment and large business to grow, will cause swsll and medium-sized business to
constitute a continuing declining share of employment,

The économics of scale are over-rated,

The opportunities for abuse are manifest,

Senator Church's Sub-Committee on Multinational Corporations of the Committee
on Foreign Relations are producing disclosures of truly frightening sctivity,

Small and med{um-sized,independent business due to its nature of boing small,
fragmented, and diverse does not accumulate such power, These very characteristice
are both advantageous for the country and dissdvantageous to small business in
the politicel process where it comes to making smell busineas' views known,

We are sddressing ourselves today in particular to the capitsl formation
i{ssue, Assistent Secretary Frederic Hickman recently put it well when he said
we must affect the decision made by anyone who fs able to save as to whether
he invests in the future growth of America or goes to Jamaica on holiday.

What affects that decision? Ultimetely, that decision will be made on how
attractive it {s to be in a business or invest in & business, large or emall.
With the govermment about to pull huge smounts of money out of the marketplace
to finance ite deficit, interest rates will surely rise again, This will make

for tough competition for what money is left. Large business, generally able

- to pase on its costs, including high interest, to the conswmer, tends to be -

concerned more with avaflability than cost, Small business which frequently
has its prices determined by market conditions rather than costs must absorb
such increases, Last year interest rates for small business (ususlly at prime
and 3 or so points) was paying effective rates of 15-16%. That is, if it could

get money at sll,



-
=

237

JUNE 18, 1973

Equity through public markets is all but dead, Last year there wers only
eight Regulation A (under $500,000) offerings.

Venture cepital is virtuslly unavaflable, SBIC's and traditional venture
capital sources will, in general, not finance start-ups. The latter are highly~
selective and where a deal is finally struck, take a portion of the company with
greed beyond the proverbial dream of avarice,

One of the key areas affecting the attractiveness of investment ie the
tax trestment of long term capital geins.

Por_purposes of exsmple, let us take s man who made & $50,000 investment
in & smsll business in 1940, Let us sssume that with blood, sweat, toil and
tears, and a certain degree of success, that business s now worth $300,000,
When he sells that business he is taxed on $250,000 gain and that tax, at least
in Massachusetts, s 34% on the first $50,000 in gain and 44% on the balance
of $200,000, for a total state and federsl tax of $105,000, That leaves him
with $195,000 net out of the $300,000, 1In fact, to equalize the buying power
of $50,000 in 1940, in 1975, he would need over $200,000 (consumer price index
up 429% 1938-1975), So we f£ind that at the same time our friend has been taxed
$105,000 by his govermment's inflation, largely caused by the policies of these
same 3overmr‘|”u, hes actuslly reduced his purchasing power {n spite of his
apparent success., This does not seem fair to us, -

We advocate indexing the investment which would have the effect of protecte
ing the purchasing power of hi; investment, If mdax_.:ion were in effect, our
friend, would have paid a tax on the difference betveen the $200,000, which would
have been his base of $50,000 indexed to $200,000, and $300,000 the selling price,

This would have yielded a tax of $39,000 which, under the circumstances, seems

feirer,
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As an slternative, we advocate changing the long term capitel gsins rate,
We suggest extending the minimm holding pcr(od' to one year,  For one to five
yesrs we suggest & tax rate of 35%; 5+10 yesrs, 25%3 and over 10 years 12¥i,
o This would have the effect of somewhat_inexsctly adjusting for inflation:
- It would also encoursge long term productive investments, Also, wieh an eys
to prospective eventusl Tressury loss, we f«.l that it would be reasonable to
1limit such lower long term .capltu gains rates.
Either would benefit the prospects for investument in the "Jamaics or
{nvestment" decision made thoussnds of times each day all over America,

As to the consequences to Treasury, both would probadbly involve a net
sdvantage over the next several years since many investors are now waiting
for desth and a new basis becsuse of the present inequitsble snd not very
sensible method of taxing long held investments, This freeing up would,
according to most estimstes, bring s net incresse in revenue to the Treasury,

Thank you for the opportunity of presenting our views today,

STATEMENT OF EDWARD H, PENDERGAST, PAST PBESIDEIET,
SMALLER BUSINESS ASSOCIATION OF NEW ENGLAND

. Mr. Pexpereast. Mr. Chairman, I would like to have my formal
statement entered into the record.

* Senator Bentsen. It will be done.

. l&'l‘he) prepared statement and attachments of Mr. Pendergast
ollow:

N
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Mr. Chairman: -

Thank you for this opportunity to discuss with you the tax rate

structure as it affects smaller corporations. The material in this

presentation can be outlined as follows:

.
< .
2.

3.

‘50

60

Methods of Taxation of Business

History of Corporate Taxation

Small Business and the Surtax Exemption

Proposed Corporate Tax Structures

The Temporary Increase - the Corporate Surtax Exemption

The Future of the Surtax Exemption

Additional information can be supplied upon request.

-1~ -
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1. METHODS OF TAXATION OF BUSINESS

Over the years, various proposals have been made to restructure
the method of taxation of business. As shown on Exhibit C, the vast
majority of businesses are not incorporated and operate as sole pro-
prietors, This income is taxed to the individual directly at his rates,
The estimate of over 9 million proprietorships is deceptive in nunber.
Over 7 million have receipts of less than $25,000. An additional million
have receipts of less than $50,000.. These businesses are, in 'many
instances, sidelines to supplement an income. Any tax practitioner can
point to countless small proprietorships where the taxpayer is operating
a very small enterprise on the eide that they do not view as a business,
but they must file a tax return as must any business,

An additional 900 thousand firms operate as partnerships. Their
:E;.sc‘c»ne is taxed substantially the same as proprietorships. Two=thirds
of these have receipts of less than $50,000. Here again it is difficult
to determine how many of these entities are bona-fide businesses.

The third vehicle used for operation of a business is the corporate
form. Less than 13% of the total entities refered to in Exhibit C are -
corporations, but accordinyg to 1967 Enterprise Statistics of the Bureau
of Census, these corporations employ 81% of all workers. Over 87% of
business receipts comes from corporations as reflected in Exhibit D,
Here is where the action is! B -

The corporation has been traditionally taxed at the corporate level.
Dividends pald to individual shareholders get taxed a second time, this

time at the recipient's level. To alleviate some of this burden, especially

-2a



242

on small business, & special type of tax entity was established, referred
to as a Sub-chapter S corporation. The taxable income is taxed substan=
tially the same as a partnership. This has proven so complicated that
only one in eighteen corporations operate in this form. Almost 80% of
total business receipts comes from corporations subject to the double

tax applied first to income, then to dividends distributed.

2, HISTORY OF CORPORATE TAXATION

Section 11 of the Internal Revenue Code is the section that relates
to the tax imposed on corporations. It is reproduced as Exhibit B. Its
roots stem from the 1894 Income Tax which levied 3"2% tax on corporate
net income. The tax was held to be unconstitutional by the Supreme Court,
primarily for reasons unrelated to the corporate tax. .

The next attempt was the 1909 Corporations Tax which was 1% on cor-
porate net income over $5,000. This time the constitutional:}ty was up-
held in Flint vs Stone Tracy Company (220 U.S. 107 (1911)). With the
passage of the Sixteenth Amendment, Congress enacted the 1913 Income Tax
setting corporate taxes at 1% of net income. With the passage of the )
Revenue Act of 1918, corporate taxes were up to 12% with a $2,000 exemption.
An excess profits tax was also enacted. There is no intention to cover
here exceés profits taxes, credits or ;;:her special considerations such
as exemptions for U.S. interest. The rates and exempt amounts fluctuated
so that by 1934 the rate was 13 3/4% and the $2,000 exemption had been
eliminated. The Revenue Act of 1936 imposed a graduated surtax on

undistributed profits but the opposition was so extreme that this was

-3~
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eliminated by 1939. Thiswas the first graduated income tax for corpor-
ations. Exhibit B reflects the changes from that point. In 1950, the
concept of a normal tax and a surtax was imbedded in tax law. This was
recognition given by Congress that the smaller corporations had a need
to be taxed at lower rates than more substantial corporation\s. The
$25,000 exemption from the suitax granted in 1950 would be réughly

$100,000 in 1975 dollars.

3. SMALL BUSINESS AND THE SURTAX EXEMPTION

Small Business which can be defined many ways, is best described
as one with normally less than 500 er;iployees that is not publically held.
Usually these businesses are subject to control })y a small number of
people. Small business has traditionally held a role corollary to-apple
pie and hot dogs. Everybody is in favor but no one is excited about
doing tg_o much about them. Small business accounts for 45% of private sector
employment and 43% of the business portion of total Gross National -

Produc ,Sl) Over B5% of pusinesses have receipts under $100,000£2)

These
businesses can generate capital from very limited sources. Private in—
vestment markets are usually closed to them and borrowings from banks
are very limited. Growth must be financed from retained earnings. This
growth is important to the growth of our economy. The old saying that
"Tall.oaks from little acorns grow." is indeed true. As Senator Sparkman
said when he was Chairman of the Senate Small Business Committee in 1966,

"The importance of small and growing businesses, particularly in the new

technology arcas of our economy, continues to be recognized at the highest

-l - o
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levels of our government." "Capital is the life blood of developing
small businesses. Higher interest rates ..., and decreasc.d availibility
of money places additional burdens on our small businessmen, making them
even more dependent on internally generated ﬁxnds."(3) In 1964, a ‘

Senate Finance Committee report saild "Your committee agtees with the

House that it is important to provide a greater rate reduction for small

—_—
business because of their importance in maintaining competitive prices

in our economy, and also because of the greater difficulty small businesses
have in finding outside funds to finance their expansion. As a result,
they hfve traditionally found it necessary to expand largely out of

income remaining after taxes.M)

All of this leads to the logical conclusion thal the small businesses
that have the potential to grow into significant factors inthe economy
have some co;nmon characteristics:

1. They operate in corporate form.

2. They are not Sub-chapter S corporations.

3. Their maln source of capital is internally generated

(i.e. retained earnings).

4. Their growth is important to the growth of the economy.
These statements form the reasoning that has led Congress and Presidents
to bring about legislation that puts the small business in a lower tax
bracket than the large business. (It is not the purpose of this article
to show that meny large businesses have access to tax avoidance schemes
bringing their effective tax rates down to, or even lower than, the rate

paid by small busincss (but see page 15).
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4. PROPOSED CORPORATE TAX STRUCTURES

The question is how much lower should the rate for small business be

and how should the tax fall? Four basic alternatives have been suggested:

1. No tax for corporations.

2. No tax for very small businesses.

3. A graduated tax.

4, A two-step tax structure,
The income tax structure of corporations in 1974 was a "normal" tax of
22% of taxable income and a surtax of an additional 26% on taxable income
with an exemption on the first $25,000 of taxable income.

The idea of no tax for business is not a new one, although it may
seem radical to many. If the tax were paid by-the owner of the business,
every entity could then be taxed as proprietorships and partnerships are
now. Many economists have suggested the idea for its simplicity and the
elimination of mich of the "tax dodging" that is rampant. The double
tax "disadvantage" is used by many businesses to avold tax by retaining
earnings disproportionately to the needs of the business. At death the
increase in value largely escapes taxation. Among the suppocters of
this theory is Professor Paul R. McDaniel of Boston-College Law School.(S)

A total tax exemption for very small businesses or at least a total
tax exemption for an initial period of time has been considered often.
It gets very little support because of the general feeling that all
businesses and people should pay thelir fair share, whatever that might
be. Most people have felt any walver of the total tax is not fair.

The graduated tax is a recurring proposal. In Congress, there are

usually a number of proposals for some form of graduated tax. The Bible-

-6=
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Evins Tax Bill has been introduced for the last few years. It has
recelved much publicity and has had a significant number of co-sponsors
When it was introduced in the Senate on March 6, 1973, as 51098, it
had nineteen Senators as signatories. No action was tuken. In its
current form, it was introduced into the House on Maxch 4, 1975, as
H.R. 4145 by Congressman Esch with no co-sponsors. It has been referred
to the House Committee on Ways and Means. The Administration is not h
in favor of .the graduated tax as typified by a letter from the President's
chief economic advisor, L. William Seidman, where he says "Furthermore,
the imposition of progressively higher graduated rates on corporate earnings
would probably reduce the ability and incentives for business to invest." (e)
A two-step tax structure separates in effect the large and small
business. It is set up so that the initial exemption from the higher
tax 1s available to all corporations, large and small. It has the

biggest advantage of all in that is is now law and is easier to work

with because it does not represent a radical change. There are always

~ a few bills in the Congressional "hopper" suggesting this be increased

to SIO0,0\OO.‘ In the House, Congressman Archer introduced the bill as
H.R. 2288 on January 29, 1975. It now has 44 co—sponsors. Congressman
Archer is a member of the House Committee on Ways and Means. In the
Senate, a similar bill, 5949 was introduced by Senator Tower on March 5,
1975. It had 5 co-sponsors and was referred to the Senate Finance
Committee. (The sponsors included Senators Buckley and Humphrey.)

5. The Temporary Increase in the Corporate Surtax Exemption

. As a part of the Tax Reduction Act of 1975, an attempt we made to help ~
small business. The surtax exemption was increcased from $25,000 to_ $50,000
and the first $25,000 of taxable income is taxed at 20%, a 2% drop. The law
is only foxr 1975.

oy .
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The President's original proposal on corporate surtax was to reduce
the top tax from 47% to 42%., The effect of this is shown on Exhibits
E and F, The total revenue loss of $4 billion for the President's bill
was supplied by the Administrator. Revenue loss figures for the plans were
extrapolated by the author from the most recent Treasury Department figures
avallable.

6. THE FUTURE OF THE SURTAX EXEMPTION

Washington has indeed gone a long way toward recognizing Small
Business. The time has come to put that recognition into action, in
the area where Small Business is most thoroughly overiobked: Taxes.
Over the coming months, Congress will be considering broad moves to .
reform the nation's tax system. This reexamination of fundamentals is
long overdue, and is particularly timely in view of the current economic
crisis and the emergency steps taken in the Tax Reduction Act of 1975.

As it sutdies and plans, Congress should be sure to include
Small Business. And the way to do that isn't to assume any reform af-
fecting business generally also helps Small Business in particular. If
Small Business is to make its contribution to economic recovery and
future stability, tax reform measures directed specifically at this vital
sector must be considered. The object isn't to grant Small Business
unfair special relief. No one sector ;af the economy should receive pre-~
ference, especially in these difficult times. But distinctions between
Small Business and Big Business do exist, and they require distinctions
in tax reform measures. What works for one sector won't automatically
work for + ~ other. If the aim of tax reform is to help ensure economic

recovery -- which means jobs and capital -- then reform measures must

-8~
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be effective, that is, they must actually help create jobs andvcap,ttal.

The surtax exemption should be increased to $100,000.

Having made a first step in raising the exemption to $50,000 for
one year, Congress should now complete the job of setting a realistic
and effective cutoff point.

The logit; behind the 1950 action establishing the surtax exemption
is unassailable. Small businesses grow almost exclusively through retainéd
earnings. Equity may get a new corporation off the ground, but that small
company can't continue to rely on investors to meet its capital needs.
While large corporations usually can sell more stock whenever they need
additional capital, it's a fact of life for small businesses that they
can't.

The only alternative for external financing is debt. And small
businesses have fared poorly indeed at the debt counter. Small businesses
traditionally pay the highest interest rates and have the least success
in obtaining loans. Over a two-year period ending November 1974, small
short~term loans (under $100,000) fell almost 50% as a percentage of
total corporate short-term loans. In the long—term debt market, small
loans accounted for less than two cents of every dollar loaned to b}lsiness.
This occured despite the fact that small businesses of a size most likely
to need such loans account for over half of all corporate saies, and
over half of all corporate employment.

The only avenue to growth for a small business is retained earnings.
And yet small businesses :etain less of their carnings than any other
sector. After-tax profits in the fourth quarter of 1973, for example,
were 2.4 cents on the dollar for companies of $1 million assets or less,

3.4 cents for companies up to $5 million in assets == but 7.9 cents for

. -9
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bi)lion dollar corporations. The effective tax rate ranged from 42.8%

to 51.4% for the small com;;anies ~- compared with oply 28.8% for the
7 .

large corporations. -

In other words, the companies that need retained earnings most are
being starved. And that means the job market is being starved toos
Small businesses are "where it's at", as far as creating new jobs is
concerned. Tt's almost axiomatic to say that large corporations grow
by buying machines, while small businesses grow by hiring people.
Consider the period between 1963 and 1967, for example, the most recent

period for which detailed statistics are avallable. In that period,

‘ the sales of large busines;-spurted 60 %, but their employment fell 9 %.

Smai‘-l business, on the other hand, had a comparatively meager sales
rise of 18 % 1 but on that, they boosted employment by 62 %58) Hindering
small-business growth by curtailing retained earnings hits the economy
at its weak spot, the job market.

The way to attack this problem is the same today as it was in 1950,
when Cbngre;ss first acted: permit smaller corporations to retain more
of their earnings, for modernization and jobs. The method Congress chose
25 years ago-was to exempt the first $25,000 of earnings from the full_
corporate tax rate.

The problem, of course, is that, like the nickel cigar, $25,000
isn't what it used to be. That amount is simply inadequate as a spur
to growth, Look at the Consumer Price Index, for example, Since 1936,
when the $25,000 cut-off figure was first used, the index has spurted
over 400%. That means the $25,000 of 1936 is equal in efféctivé‘punchasing

power to over $100,000 today.

-10-~




N

¥4

' ’In other words, the surtax exemption of 325,000 long ago became 1{ttle

" more than a pleasant relief at tax time. It accompushed 1ittle in

terms of the surtax exemption's original intent. It was in :‘ecognihion
of this fact that Congress acted early this year to ralse the exemption
to $50,000, and to cut the rate on the first half of that to 20%. Tha€
was an impprtant first step. The exemption increase will allow corpor- i
ations to retain an additional $1.2 billion of earnings, something on
the order of $6,500 per company. That amount is insignificant, of course,
for a major corporation. But for a small warehousing concern or small
manufacturer, that amount means a needed fork-1ift or upgrading of a
production line.

Much more adequate,‘ though, in terms of achleving the exemption's

desired effect, would be to recognize the harsh fact of 400% of inflation

. since 1936, and to set the exemption for future years at $100,000. Doing

50 would bring tax rates more into line with current realities. Canada,
for example, has already recognized the necessity of a $100,000 exemption.
It began a staged increase from $35,000 three years ago and has now
reached a surtax exemption of $100,000.

Providing such an h\centive__for growth does mean a near;ge,;m
revenue loss for the government, but that loss is more than repaid over

the ldng run as more and more companies venture beyond the $25,000 profit

. level made attractive by current law.

=1l



1)
2)
s
™
3)
4)
5)
6)
7)
8)
&
o

251

FQOTNOTES

"“Small Enterprise in the Economy", Small Business Administration,
December 1974.

"Number of Firms by Size of Receipts and Business Form", Department
of Treasury, 1970.

"Statement of Senator John Sparkman' before the Senate Finance Committee-
October 6, 1966.

"Senate Committee Report', (88th Congress, second session, S. Rep. No.
830 (1964)31). (To accompany H.R. 8363 amending Section 11 of the
1954 Code.)

Conversation with Paul R. McDaniel, Professor of Law, Boston College
Law School and the author, April 1975.

Correspondence, December 17, 1974, from L. William Seidman, Assistant
to the President for Fconomic Affairs to Fred C. Young, President,
Coordinated Planning Services, Inc.

Karsh, Norman, Office of Advocacy Small Business Administration,
December 1974,

Report of Senate Select Committee on Small Business, September 1974,

12~

844307 0 ~ 78 - 17



252

EXHIBIT A

INTERNAL REVENUE CODE SECTION 11

(Before Amendment by the Tax Reduction Act of 1975)
<7 Tax Inposed.

(a) Corporations in General. - A tax is hereby imposed for each
taxable year on the taxable income of every corporation. The tax shall
consist of a normal tax computed under subsection (b) and a surtax com-
puted under subsection (c).

(b) Normal Tax. -~ The normal tax is equal to the following percent-—
age of the taxable income:
(1) 30 percent, in the case of a taxable year beginning before
January 1, 1964, and
(2) 22 percent, in the case of a taxable year beginning after
Decenber 31, 1963.

{c) Surtax. - The surtax is equal to the following percentage of
the amount by which the taxable income exceeds the surtax exemption
for the taxable year: :

(1) 22 percent, in the case of a taxable year beginning before

January 1, 1964,

(2) 28 percent, in the case of a taxable year beginning after

December 31, 1963, and before January 1, 1965, and

(3) 26 percent, in the case of a taxable year beginning after

December 31, 1964.

(d) Surtax Exemptions = For purposes of this subtitle, the surtax
exemption for any taxable year is $25,000, except that with respect to
a corporation t; which section 1561 or 1564 (relating to surtax exemptions
in case of certain controlled corporations) applies for_ the taxable year,
Q the surtax exemption for the taxable year is the amount determined under
such section.

«13~
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EXHIBIT A

INTERNAL REVENUE CODE SECTION 11

(Continued)

(e) Exceptions. ~ Subsection (a) shall not apply to a corporation
subject to a tax imposed by -

(1) section 594 (relating to mutual savings banks conducting
life insurance bus‘iness),

(2) subchapter L (sec. 801 and following, relating to insurance
companies), or _

(3) subchapter M (sec. 851 and following, relating to regulated
investment companies and real estate investment trusts).

(f) Foreign Corporations. = In the case of a foreign corporation,
the tax imposed by subsection (a) shall apply only as provided by
section 882.

«14-
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1936

1938

1940

1941

1942

1946

1950

1951

1964

1965

HISTORY OF INCOME TAX ON CORPORATTIONS 1936 - 1974

Income for
1936, 1937

1938, 1939

1940

1941

1942-1945
1946~-1949
1950
1951
1952-1963
1964

1965-1974
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EXHIBEL B

Rate
Net Income Sper cent)
First $2,000 8
Next $13,000 11
Next $25,000 13
Remainder 15
First $5,000 12
Next $15,000 14
Next $5,000 16
Over $25,000 19
First $5,000 13%
Next $15,000 15
Next $5,000 17
Over $25,000 24
First $5,000 15
Next $15,000 17
Next $5,000 .19
Over $25,000 to 31
First $25,000 15-19
Over $25,000 to 40
First $25,000 15-19
Over $25,000 to 38
First $25,000 23 ’
Over $25,000 42
First $25,000 28 3/4
Over $25,000 S0 3/4
First $25,000 30
Over $25,000 52
First $25,000 22
Over $25,000 50
First $25,000 22
Over $25,000 48

~15-
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' i EXHIBIT C
NUMBER OF FIRMS BY SIZE OF RECEIPTS AND BUSINESS FORM, 1970
(Thousands)
Size of Business Subchapter S Other
—Receipts Partnerships Prdprietorships Corporations Corporations
Under 25 thousand 502 7,247 58 " 3%
25 to 50 thousand 125 1,006 25 146
50 to 100 thousand 120 661 40“ 180
100 to 500 thousand 162 456 97 420
500 thousand to 1 million 17 23 22 119
1 million to 5 million 9 7 ’ 14 122
Over 5 million L =2 -8 27
Total 936 9,400 257 1,408
e ———— — PN
Percent of Total 7.8% 78.3% 2.1% 10.8%
— Sm—— m——— m—

Source: Internal Revemie Service

«l6~
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BUSINESS RECEIPTS BY SIZE AND BUSINESS FORM, 1970
(Millions of Dollars)

Size of Business
——Receipts

Under 25 thousand

25 to 50 thousand

50 to 100 thousand

100 to 500 thousand

S00 thousand to 1 million
1 to 5 million

Over 5 million

Total

Percent of Total

Bartnerships

$ 3,29
4,361
8,436

32,920
11,545
17,236
12,420

$ 90,209

4.6%

Source: Internal Revenue Service

Proprietorships

$ 43,830
35,729
46,278
82,624
15,142
11,12

2,211

$ 237,727

12.2%

=-17-

s 391

876

22,254
15,480
25,923

8,287

|

$ 76,097

i

EXHIBIT D

s 1,715
3,938
11,160
94,169
79,149
237,444
117,213

$1,544,790

79.3%

992



SMALLER BUSINESS ASSOCIATION OF NEW ENGLAND
VARIOUS ROACHES TO ON_IN

Size of Corporations (000's omitted)
# of Corporations (1970)

Average Benefit
Plan I 22% to $50,000, 48% on excess

Plan IT 22% to $100,000, 48% on excess
Plan IIT 20% to $50,000, 45% on excess
Plan IV 20% to SIOO 000, 45% on excess
Plan V 22% to $25 000, 48% on excess

Cost to Treasury (Millicms)
Plan I 22% to $50,000, 48%X on excess

Plan IT 22X to $100,000, 48% cn excess
Plan ITT 20% to $50,000, 45% on excess
Plan IV 20X to $100,000, 45% on excess

- 3
Plan V 22% to $25,000, 4£on excess

{February 24, 1975)

TAX_RA!

—0=25 _25-S50_ _S50-100 _ _100-250  250-1,000 Over 1,000
13,725 .

584,057
79.5%

None
None
H 153

i 98
(3.1%)

(2.6%) :

None

64,339
8.8%

2,700
2,700
3,400
3,400

670

194
(23.4%)

194
(11.4%)

241
(.68

241
(6.3%)

43
(1.1%)

<18«

$

40,835
5.6%

6,500
11,450
8,070
12,800
2,850

296
(35.7%)

- 522
(30.7%)

365
(11.5%)

577
(15.1%)

16
(3.0%)

26,681
3.6%

6,500
19,500
10,580
23,080

8,270

204
(24.6%)

S81L
(34.2%)

310
(9.8%)

680
(17.8%)

221
(5.5%)

1.9%

6,500
19,500
32,060
32,410
30,000

100
(12.0%)

299
(17.6%)

485
(15.3%)

489
(12.8%)

417
(10.3%)

!

$

4,806
-6%

6,500
19,500
315,500
228,000
667,500

36
(4.3%)

104
{6.1%)
1,671
(52.7%)
1,734
(45.4%)
3,203
(80030

Total

734,443
100.0%

830
(100.0%)

1,700
(100.0%)
3,170
(100.0%)
3,820
(100.0%)
4,000
(100.0%)

.93
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Mr. PenpERGAST. I serve as chairman of our tax committee of the
Smaller Business Association of New England, and am a professional
tax counselor. And in SBANE, as we call our association, we have
devoted a significant portion of our effort toward analyzing what role
Federal Government should or should not play vis-a-vis small business.

Senator McIntyre’s statement, made earlier today, I think was
most cogent when he says that the first step to help small business is
to inform the Congress of the impact of each piece of legislation. He
was refe particularly to paperwork, and I think it generally can
be expanded to the whole effect of each piece of legislation.

The next proposed important ste;i, I think, that can be done is to
present each piece of legislation with a view toward integrating that
piece of legislation with the old, and not Lust overlaying a new law
on the old, as is done so often. The aim should be to simplify it, so
compliance will not be difficult and sufficient time be given before
implementation of the law to allow for guidelines to be established,
A current example is the Pension Reform Act, which has had a series of
reporting delays because of the complications and misunderstandings
of what is covered by the Pension Reform Act. .

Some examples of aréas of simplification were recited here this
morning, but I would like to repeat some of them. I cite chapter S,

- particularly, the method of transfer of business at time of death, so

the business will not be destroyed, which happens very often; an
allowance of net operating loss to be carried over for a longer pl?riod
of time. The simplification of the depreciation rules so that somebody,
please, somebody can understnad them. Some sort of a tax and report-
ing relief particularly aimed toward startup of businesses, to allow
them to grow. And, I think, making the legal form that the business
takes be less important than the fact that they pay their fair share
of tax. Stimulation of growth of small business is the basis for the
future economic growth of this country.

A long-term view of this can be paralleled, I think, with the GI
bill, which became an_investment. Money for education translated

“into earning power, and therefore, tax dollars for the Federal Govern-

ment. A corollary is to allow the small business to retain a significant
%oxztion of its earnings to use as investments for its future growth.

his %oints to a reduction in taxes, as this is the only way that a
small business can increase its working capital. We suggested, in my
statement, a change in the tax structure to make the first $100,000
of taxable income subject to the normal tax and exempt from the

surtax.

“The basic difficulty is compounded by the lack of understanding of
our problem. The administration’s chief formulator of tax policy said
this ?'ear, and I %}mw, “What is good for big business is good for
small business.” The second quote, “Credit is available to small
business, and at a reasonable cost.” “He went on to say——

Senator BEnTsEN. Who said this?

Mr. PenperaasT. This is Mr. Hickman, the Undersecretary of the
Treasury for Tax Policy. And he summarized it to see if he could
inflame, as much as possible, the small businessman, by sa{mg,
“These companies tend to be owned by persons who by most of our
standards are considered wealthy.” In the first place, that is an irrele-
vant comment. The problem is not whether the owner is wealthy or
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. not; the questions is whether the business is contributing to the

economic stability of the country. So the problem is communicating
the need. Somehow we need to show that, while we may not have the
resources for lobbying that the large multinational companies have,
we are in the aggregate at least as important as the large businesses.
If we do not foster growth, our economy will decay.

In summary, reporting requirement reduction and simplification,
and tax reduction and simplification are the most important measure
Congress can take. If Congress will take these steps, small business
will grow and take care of its growth, and therefore enhance the gene-
ral economic health of our Nation.

Thank you. ,

Senator BentsEN. Thank you very much.

I have heard other testimony of Secretary Hickman, where he
gﬁfosed the surtax exemption increases that we gave in the last tax

Mr. PenpERrGasT. I have a chart here that would show that
Mr. Hickman’s original recommendation would have given about
85 percent of the benefit tc less than seven-tenths of 1 percent of the
corporations in this country. The proposal that we have to allow the
surtax exemption to go to $100,000 would still give some benefit to the
large corporations, but the benefit would be spread more equally
among corporations that we hope are growing into eventually be-
coming a public corporation. )

Senator BEnTsEN. If you will excuse me, I have a markup session
on another piece of legislation. So if you would please go ahead with
your testimony.

Senator NuLson [presiding]. Please go ahead. .

Mr. MurraY. My name is Ralgh urray, and as was mentioned
1 am the vice president of the SMC, the Smaller Manufacturers
Council. I am also president of IDL. It is a display and decal manu-
facturing company in Pittsburgh. B} ) )

The council is composed of 580 small companies located in Pennsyl-
vania and bordering States that are primarily in the manufacturin
and processing business. Although we are small companies, in tot
we emp%%y over 60,000 people, and our estimated sales are over $1
billion. We do have a written statement which we will submit, and
I will try to comment on it briefly.

[The prepared statement and attachments of Mr. Murray follow:]

~
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Statement by

Ralph W, Murray, Vice-President
Government Relations Commattee
Smaller Manufacturers Council
339 Boulevard of the Allies..
Pittsburgh, Pennsylvania 15222

Scenate Select Committee on Small Business
June 18, 1975

Gentlemen: ‘

I am Ralph W. Murray, president of IDL, Inc., a screen
printing concern in Pittsburgh, Pa,, and I am vice president-government
relations of the Smaller Manufacturers Council, Pittsburgh. The Council
is composed of_580 small companies in the multi-state arca of Pennsyl-
vania, Ohio, West Virginia, New York, and Maryland, all of which do at
least 60% of their sales volume in manufacturing, fabrication, or process-
ing. Though individually we are small companies, _it is estimated our com-
bined annual sales are over a billion dollars and that we employ\_more than
60,000 persons, -

The SMC will be testifying today on four subjects: Energy,
Domestic International Sales Corporations, Subchapter S Corporations, and
Depreciation, However, we would also like to reaffirm our support of the
increasc in the surtax exemption to $100,000 on a penﬁanent basis, Our
friends from the Smaller Business Association of New England are testifying
in detail on this, T

As to our four subjects, we are submitting material in support -
of our positions on DISCs, Subchapter S, and Depreciation;” On Encrgy, the
gitutation is so fluid that this morning's backup‘ mgterial‘would be out-of.date’

this aftcrnoon,
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2.2 _

But, gentlemen, we all know that Energy is ‘probably the most

critical problem facing us today--in our homes, in our cars, and, most .

Yo,  ©8pecially, in our factories. In our area, utilities are informing our mem-

bers that there will be a 40% cutback in natural gas this coming winter,

If thilmgoel through, according to a recent news attlcle.‘\ at least one of our
companies will go out of business, putting 140 persons out of work, forcing
American steel firms tobuy their crane hooks overseas--as it is the only
manufacturer of crane hooks in-the United States.

Another of our companies, in the refractory field, has gone so
far as to drill two gas wells in a nearby county and has found Pennsylvania
law prohibits transmission of this extra gas to supply to its plant,

Electrical rates are soaring and, while supply in our area is
no particular problem because of the abundance of coal, the cost of that
coal is pushing rates alarmingly high, This cuts into cash available for
such things as new equipment, new employees and, lasty but not incidentally,
profits. o

The need for action io\ urgent.-survival of much of small busi.
ness in this country depends on it. ) -

DOMESTIC INTERNATIONAL SALES CORPORATIONS (DISCs)

Domestic International Sales Corporations were established in
1971 to encourage exports. Large corporations reco.niud their value im-

~ mediately, and by 1972, over 80% of the 2,249 DISCs were owned by cor-
porations with assets over $1 billion, N |

Smaller businesses were slower to recognize the value of DISCs.
S~
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Not only does it take longer for new legislation to filter down to smaller

- -concerns, but there has been a long-standing hesitation among small busi-

ﬁ::;g smen over the complexities and paperwork mire involved in exporting.
Our best estimate, on the basis of our corporate members, is that the DISC
law is just now starting to have noticeal;le impact on smaller compuﬁil.
Hundreds of small concerns are being lured into the export maritet for the
first time, adding a new aven:e of growth for themselves and helping to im-
prove the nations's balance-of-payments, In February, the U. S, had ite
most favorable balance-of-payments surplus ever,

Altogether, the Treasury estimates DISC brought about an ex-
tra $2 billion of exports in 1973--$2 billion tha; would not have been shipped
were it not for the DISC incentive, Our-research has shown DISCs' increase
in exports is estimated to increase GNP by $21 to $27 billion, the Federal .
revenues b;' $-3. 9 billion and employment by 329, 000 to 473, 000 jobs,

DISCs are working for smaller businesses., Repeal of thé DISC
legislation would undermine a law that is clearly succeeding.

"~ SUBCHAPTER §

We recommend two changes that would make Subchapter S more

responsive to current needs. Neither would have more than nominal impact
'@ tax revenues,
- 1. The maximum number of shareholders should be increased

from 10 to 15. As with the surtax exemption, the current limit was established

in a less expensive era, Where it once might have taken 10 investors to
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finance a new company, today it necessitates more, This is especially true
in a tight loan market.

2, Certain trusts should be allowed to he shareholders, including
voting trusts, grantor trusts, and trusts where the holding is only temporary,
such as passing through a reeiduary trust to individual beneficiaries, Each
beneficiary of a trust should be counted as a sharcholder in determining the -.
limitation on the number of shareholders. The current exclusion of trusts
is an unreasonable limitation on the ability of ownéers to locate new sources
of capital,

Also, inclusion of trusts would remove the unfair burden that
currently afflicts many businesses when one of the owners dies and his holdings
revert to a trust. Under current law, this trust status of one holder would
remove the Subchapter S status of all other stockholders of the concern, An
owner's untimely death should not be an immediate burden on the living.

DEPRECIATION”’ —

We see a need for more flexibility in deciding when to take de-
éreciation and in what amount. The flexibility would be especially important
for smaller businesses. We suggest consideration of a system being used
in Canada called the '"Capital Cost Allowance System', Canada permits de-
preciation in two years on machinery and equipment, which are the heart
of the productive process. Canada also allows companies to establish pools

or classes of assets, Each class is assigned a maximum depreciation rate,
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Within those limits it is left to the taxpayer to decide how much depreciation
to claim at a-given time, Thi.- enables the taxpayer to gear the d.eprechdon
allowance to the business income. In a good y?ar he would depreciate more;
in a poor year he would d;prechte less, but the total depreciation would be
the same, - -

Canada's system also features fewer classes for assets, This,
along with the othex;—fe.turea, yields a benefit especially vital for smaller
businesses; it reduces thg mountain of paperwork and computations that
existing depreciation methods entail. V{hﬂ; ho particular burden for com-
puter-aided large corporations, the current depreciation system is simply
too complex for the average small business.

One additional thought, Pittsburgh Congrefor;;an H, John Heing III’
is working on legislation which would help small business. A part of this
legislation would be increasing investment credit to 25% on the first $100, 060.

Gentlemen, that concludes our part of the testimony today, We
Qpprechto the opportunity to speak with you today and offer our cooperation
in any way necessary to assure that small business remains a viable part,

and majoxr_part, of our American economy, K .

EENEEEN. : -
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" smaller Manufacturers Council -
Pittsburgh, Pa. 15222

/U.8. Senate Select Committee on Small Business

Wednesday, June 18, 1975

Domestic International Sales Corporations (DISC)

All of the arguments which were made at the time of "adoption
of the DISC Program are still valid. It is not our purpose to
review them in detail here, but to suggest that the primary intent
of the program was to provide an incentive to export products, and

minimize the "exportation of jobs" through the construction of

. factories in foreign countries. It was clearly intended that the

DISC Program would offset some of the advantages of "tax havens"
which many foreign countries offer to new industry coming in from
abroad.

We believe the DISC Program has generally been instrumental °
in achieving its purposes.

A significant feature of the DISC Program is that it tends to
"enforce" capital growth., It is not necessary to review here the
extensive current discussion of one of the critical problems of
our time; namely, sources of investment capital. Hoﬁeée:, there
is no qpestion but that the DISC Program encourages capital
retention. ' -

The corporations to which the incentive is provided are
primarily small and medium sized manufacturers, Particularly for
the small company, the DISC Program offers an additional motive to

incur the extra costs that export selling usually involves. The
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:epéél of DISC would be a blow particularly to small and
‘m§51um sized corporations. ' -
Members of the House Ways and Means Committee have expressed
the viewpoint that small business needs some additional tax breaks,
“and it appears to us that many members of Congress share this same
entiment. It appears that the Tax Reform Bill under current con-
‘g:;ideration will offer insufficient tax relief to small businesses,
and repeal of the DISC would have a further negative impact on many
small businesses.

Some small businesses have spent considerable management .time
and legal expense to establish a DISC, expecting that what seems to
be such a fundamentally sound program would be a permanent part of
tax policy. Repeal at this time would be totally unfair.

If it is felt that the DISC Program is being abused as a “"tax
shelter" by some large corporations, and if it is found that such
is in fact true, then it is suggested that possibly an annual 1limit
be placed on the amount of earnings which do not-have to be dis-
tributed from the DISC. B

We sincerely plead that DISC be retained. Our reasons include:

1. DISC will increase revenue to the U.S. Government and aid

the U.S. balﬁnce of payments. Currently, this revenue
goes to the benefit of foreign governments. With DISC,
U.S. corporations can do "at home" what previously
necessitated going abroad to do.

2. With DISC, more jobs are created within the United States.

gﬁ: This in turn produces ﬁore tax revenue for the U.S.
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DISCS are a valuable assistance to the U.S. Depantment

of Commerce's export expansion program.

DISC, in-most instances, provides virtually the only

method, incentive and means'for smaller companies to

"afford" the risk of entry into export markets.
Otherwise, their manpower, finances, lack of knowl-

edge and inability to acquire it, makerthem unable to

even attempt such a venture.

DISC increases tax revenue from all sources, including:

profits; employee taxes; property taxes; local, state and

federal taxes; capital stock taxes; inheritance taxes and

others.

cite an example of one SMC member company alone with annual

export sales in 1973 of $94,000. Although its tax deferral amount

was only $2,700, it certainly did-not create a financial hardship

to the federal government, but certainly was sufficient working

capital for use to expand its next year's operations to produce a

*greater amount of revenue and resulting tax dellars increasing to

$7,500.

in 1974.

May we have your cooperation to retain DISC?

-3~
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Smaller Manufacturers Council

Pittsburgh, Pa, 15222

', S, Scnate Sclecet Conumittee on Small Business
Wednesday, June 18, 1974

SUBCHAPTER S

Revision and modernizing of the rules governing Subchapter S
corporations to help in the realistic financing of such organizations
and to help provide for the succession of privately~-owned business
can be undertaken without time-consuming effort on the part of the
Congress or the Administration.

The cost in revenue to the Government because of the changes
proposed would be quite nominal since it is estimated fewer than 10%
of the small businesses in the U.S. are organized as Subchapter S.
corporations. - »

However, the revisions proposed are vitally important to thone.
companies which are under such corporate structure. We propose: -

A. The manimum number of shareholders be increased from the
present 10 to 15.

B. Certain trusts be allowed to be shareholders, including
Voting Trusts, Grantor Trusts, and-Trusts where the
holding is only temporary, such as passing through a
residuary trust to individual beneficiaries.

When Subchapter S went into effect, 10 shareholders could finance
a new company. But in today's economy it often requires substantially
more dollars than any 10 shareholders can invest in any one company.
This is particularly true when commercial or government loans cannot
be obtained or, if they can be obtained, at higher rates than other

businesses.
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The above changes would foster the establishment and healthy
expansion of many small businesses and allow these small businesses
to recognize key people in the company which is uirtually impossible
with the present limit of 10 shareholders.
The current exclusion of trusts as shareholders could result in
the dissolption of a company and the loss of jobs by the employees:
If trusts were included éhe continuity of the business would be greatly
strengthened.
The proposed changes, singly or together, would, we believe;
1. Provide additional financing for: -
a. Increasing employment (and, therefore, wages and tax revenue)
b. Purchasing capital equipment
c. Research and Development
2. Provide for increased profits and tax revenues
3. Would help to ease the borrowing climate

4. Provide for more equitable distribution of estates.
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Smaller Manufacturcrs Council

Pittsburgh, Pa, 15222

U. S. Senate Scluct Conunittee on Smal!l Bnginess
Wednesday, Juae 19, 1078

AN ALTERNATIVE SYS™IN ~0 DUPRECIATON
The Smaller Manufacturers Council (SMC) proposes for considera~

tion an alternative form of depreciation similar to that which is now

" being successfully used in Canada. The Canadians call this method the

Capital Cost Allowance System, and the Council believes it has several
advantages which would be particularly beneficial to small business.

Basic Mechanics of the Cost Allowance System

The major feature of the system is the establishment of asset
pools or classes. Each class is assigned a maximum percentage allow-
ance"rate on which the annual depreciation charge is based. There is
no need for the assets in the pool or class to be homogeneous.
Purchases are added to the balance of the‘amount in the class and the
proceeds from the sale of assets are deducted from the balance. The
depreciation allowance is computed by multiplying the statutory per=-
centage rate, up to the maximum specified by the class, times the
balance in the clas; at yearend. The account balance is then reduced
by this amount. An important aspect of the system is that the
mechanics of the computation provide a built in stimulus for invest~
ment. As the cost of newly purchased assets is added to the class

balance, the depreciation allowance increases, and it decreases as

_assets age or are sold.

A major provision of this system is that it permits a substantial
degree of flexibility in the amount of depreciation taken. In Canada,
a taxpayer may claim any amount of depreciation as long as the maximum
rate is not exceeded, or claim no allowance whatsoever, without reducing

the continuing depreciable basis of property. In this manner, the tax~

_payer can gear the depreciation allowance to the business income.
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Advantages to Small Business

The Council foresees the following advantages in adopting this

. systemt

'-i. The flexibility of the method, when taken in conjunction with
the Councii's recommendation to increase the surtax exemption~
to $100,000, is particularly advantageous to small-gusinesaes.
By varying the amount or rate of the depreciation allowance
taken, depending on the income of the enterprise, a small
business can take full advantage of the lower-tax rate or
income below the surtax. Freezing additional funds for re~
investment, in low'income years, the allowance can be foregone,
whereas the maximum amount can be charged against the income
of highly profitable years.

2. The system will eliminate many conflicc; between taxpayers
and the Internal Revenue Service because it eliminates the
need fbr_estimating salvage value and useful life. Eliminating
these disputes would be especially helpful to small businesses
because they often require costly consultation with outside
professionals; small businesses generally do not have such
expertise on their own staff.

The Congress, the Council believes, inéicated its support for

minimizing such conflicts over depreciation by adopting the Asset

[FEE—

Depreciation Range (ADR) System in 1971. However, the complexities
of this elective system, including very detailed record keeping
requirements and special rules regarding those assets which may be
excluded, have limited its usefulness to small business. Under the

Capital Cost Allowance System, only a small number of classes would



be required by a small buSiness, thereby simplifying record keeping
.and still eliminating disputes. : . -

Attached to this memorandum is a table which highlights the
major similarities and differences between the U.S. depféciation
. system and the Canadian capital cost allowance.

The Smaller Manufacturers Council realizes that this proposal
may require a major revision in the U.S. approach towards claiming
depreciation and may not be appropriate as part of your immediate
objectives. However, the Council does believe that the Capital
" Cost Allowance System has several advantageous characteristics, and

that it is worthy of consideration.

(2221
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Columbia Cuts
Industries’ Gas
During Winter

Columbia Gas of Pennsylvanis, cit-
ing a reduction in its own supplies, so-

“It will just sbout destroy us,” sald
Arthur W. Davidson, general menager
of C. M. American Corp. in Stowe Towst-

—ahip. “It is one hell of a situation...'d

", Iate.to see 140 people out of work here.”

i

s

The area’s other gas companies.-

%
g.

expensive than gas,

necessary eq

prevent a break in production. .
Babeock & Wilcox is-nol fully ell-cen-

vertible and- has been making the

switchover for two yeers. The cost ip

caee his supplier, Gas Tran
amission Corp., will curtail deliveries by
2 per cent, , :
“The high level of curtailment
indwstrial customers is
cawse the 28 per cent shortiall in ovall-
shie supply must be absorbed oolely W
this segment of Columbia's marbet %
make gas availsble for umen-nesld
customers” the company -esid:ine 8

(‘alumt;la serves 178 industrisl end

199.000 residential customers in Westers

C. M. Américan rndtbl is- tinged

. M 's s X

with frony. 1t is the only company-in the
__(Cont'd on Page 3, Cobumn {)

L £

Columbia Curtails
Industries’ Gas

(Continued from Page 1)

United States that manufactures crane
books used in steel mills.

facilities.
“We could instal] it,” Davidson said,
ut that would bé a very costly capital
vestment. considerably cost-

|sEsT copy AvAll‘.jlgB“EEJ
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STATEMENT OF RALPH W. MURRAY, VICE PRESIDENT, SMALLER

MANUFACTURERS COUNCIL

Mr. Murray. We are primarily going to talk about four areas—
energy -problems, Domestic International Sales Corp. subchapter S,
corporations, and depreciation. But we would like to support the
comments that were just made on the increase in the surtax exemption
to $100,000 on & permanent basis. In polling our members, this was
the major point that they wanted us to stress. We have backup
material, by the way, on the subjects that we are discussing.

Energy is probably one of the most-critical problems facing the -
small businessman today. In our areas, the utilities are informing our
members that there will be a 40-gercent cutback in natural gas this
coming winter. If this goes through, we know that at least one of our
companies will go out of business. This business employs 140 people,
and 1t manufactures crane hooks, the onl manufacturer of crane hooks
in the United States. If this company does fail, American steel com-
panies will have to purchase their crane hooks overseas.

Senator NwLson. Could you explain why this particular company
“would i({) out of business?

Mr. Murray. They have been given this notice officially by the gas
company in their area, that they will have to operate at 40 percent
less gas than they have now. The conversion costs are, according to
their manager, too costly for them to absorb now. The electrical rates-
are soaring, of course, and so are the oil rates, and this constantly is
cutting into the cash available for small companies to buy equipment,
new employees, and last, but not incidentally, profits. _

Domnzestic International Sales Corps.—they were established in 1971
to encouxage exports, and large corporations recognized their value
i?xlg%gi(oj’wly. but smaller businesses are slower to recognize the value
o 8. ‘ -

Our best estimate, on the basis of our corporate members, is that
DISC laws now are just beginning to have an impact on smaller
companies. Smaller companies are just getting to the export market,
and it is adding new growth for both themselves and helping them
improve the Nation’s balance of payments. We feel DISC's are work-
ing for smaller companies, and the repeal of the DISC legislation would
undermine & law that is clearly succeeding. L i

On subchapter S, we have two recommendations, neither of which— -
would have an impact on revenue to any de@.ee. ‘One would increase
the number of shareholders from 10 to 15. We feel this is necessary
to start up a subchapter S corporation, and to help it expand, par-
ticularly in a tight loan market, as we have now. o

We feel that certain trusts should be allowed to be shareholders—-

Senator NeLsoN. That cértain what? s

Mr. MuRraY. Trusts. To back up what Ed hf just said, we feel
that the death of an owner can undermine the subchapter S category
by having his beneficiaries become shareholders. \

“In depreciation, we feel more flexibility is needed, and we suggest
that consideration of a sgstem being used in Canada, called the capital
cost allowance system. Canada allows some depreciation in 2 years on
machinery and equipment, and also allows companies to establish
pools or classes of assets. Each class is assigned & maximum deprecia-
1;io‘:11 sag;e, t:?td the taxpayer is allowed to decide when the depreciation
co o taken, ’

-~
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Senator NeLsoN. Would it be a maximum of 100 percent in the first
year—is that the Canadian system or the British system?

Mr. Murray. No; I think—as I understand it, 50 percent is the
most you can get in Canada.

Senator NeLsoN. Oh, 50 percent in 1 year, and then the business can
stretch the remaining d’epreciation out to whatever length he desires—
is that correct?

Mr. MurrAY. Yes, sir; that is correct.

= Senator NeLsoN. A maximum of 50 percent; yes, I remember.
%me: Mr. MURraY. What that does is, it allows the company to take the
depreciation when he desires. If he has a good year, he can take more
depreciation; if he has a poor year, he takes less.

Senator NEeison. An there is no time limit on the period over
which he may take his remaining depreciation deduction—is that

right? .
Mr. MurrAY. That is my understanding.
- Mr. PenperaasT. There is some flexibility, but it can go, I think, up
to a minimum or maximum figure.
Senator NeLsoN. What? -
Mr. PeEnpERGAST. I think there are maximum figures.
Mr. Mauggr. There is a range allowance in the system. )
Mr. MurraY. We have one additional thought—Pittsburgh Con-
gressman John Hines III is workin&gn legislation which would help
small business, and one of the parts of his legislation would increase
the investment credit to 25 percent on the first $100,000. We support
this as a definite aid to small business.
That is the-end of our testimony. We are very grateful that the.
Smaller Manufacturers Council could be heard. -
Senator NeL8ON. Mr. McDonald, you are testifying in place of Mr.
Richards. '
Mr. McDonaLp. Rather than testifying in his stead, sir, I am
apologizing. He is suffering from one of the syndromes of the small
' businessman—he has to stay home and watch his store once in awhile.
He requests permission to come in tomorrow and complete his testi-
mony.
Senator NeLsoN. Please go ahead with any remarks you wish to
make at this time, -
Mr. McDonALp. I am not going to testify. .
Senator NELsSON. I see; he is going to present the testimony for the
Cleveland organization in full tomorrow.
Mr. McDonaLp. Yes, sir.

< STATEMENT OF BRUNO J. MAUER, PRESIDENT, INDEPENDENT
- BUSINESS ASSOCIATION OF WISCONSIN —

Mr. Maueg. I am Bruno J. Mauer, president of Rickert In-
dustrial Slt\lﬁwly Co. I am also a vice president of the Tool Fabrication
Corp. in Milwaukee, Wis., a trustee-director of the National Federa-
tion of Independent Business, president of the Central States Indus-.
trial Distributor's Association and president of the Independent
Business Association of Wisconsin, .

First, I would like to say, we would like to present our Washington
presentation for an official document of all of our associations that
are present for the record.

['l‘%e prepared statement and attachments of Mr. Mauer follow ]

<
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Statement by: 8runo J. Mauer -
President, Indepsndent Business Aasociation of Wisconsin
President, Rickert Industrial Supply Co., Inc,
2942 North 117 Street
Milwaukes, WI 53222

Before the: Senate Select Committee on Small Business
and the Sub-Committee on Financial Markets of the
Senate Finance Committee
June 18, 1975

<

My name is Bruno J. Mauer, president of Rickert Industrial

THE NEW MINORITY

Supply Co. I am also a vice president of the Tool Fabrication
Corporation in Milwaukee, Wisconsin, a trustee/director of the
National Federation of Independent Business, president of the
Central States Industriasl Distributor's Association and president

of the Independent Business Association of Wisconsin.

Today, I am in the minority in this country. My employees, young,
old, men and women are also in the minority. Ue in business are

the minority.

Why? Because we pay the taxes that support the new American

ma jordty ~~ those Americans that live on the tax dollars of others.

A recent study prepared by Ford Motor Co. revealed that more
than 80 million people-were being supported by tax dollars ~-
taxes paid by the remaining 72 million people working the private

gector of the economy., That includes myself, my employees and

the totaliprivate sector of American business.

o Private businesses are the job creators and the innovators.

‘:: We in business and the people we employ are the new minority. The -
continged—grouth and success of the American enterbrise system

depends upon us.
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Statement by Bruno Mauer
Page 2

Bysinssa cannot grouw without™a steady infusion of capital,
xNeu capital investment creates new jobs, and these jobs support the
families of the new minority. Business needs to invest nou capital
and expects to take the risks involved in creating new jobs. It
helps us and it helps America's economic growth. Future investment
is part of our social responsibility, and if we are to continue
solving the social problems our nation presently faceé:'an even

larger investment will be needed.

We are not asking for subsidies. We are, however, asking for your
help and understanding. We are asking for the ability to support the
American enterprise system -~ to enhance its growth and to create
new jobs, The private sector -~ business and industry -~ provides

employment for more than 83 percent of the jobs in this countr&.

One area that nseds further study and research is the difficult

‘effort of private business to increase capital retention.

Retained earnings are the primary source of both short and long
term capital. Small independent business is presently starving for )

‘that capital.

Increased retained-earnings are essential for economic grouwth,
improved productivity and the end result -- creation of JobE:
That is why we are now working to secure an increase in the corporate
income tax surcharge exemption to $100,000. These retained earnings

are vitally needed for economic growth,



Statement by Bruno Maver
Page 3

The N.A.M. in a recent article by President Douglas Kenna states
that itkqgate more than $30,000 in capital investment to support

each job in the private sector.

My oun experience as president of a small, independently owned,
grouwing business shows that we require over $40,000 of invested

capital for every tax paying employee. ~

Gentlemen, this has been accomplished through thes generation of
profits and the subsequent reinvestment of earnings in equipment,

inventory and yes, even bricks and mortar,

Anotﬁar drain on working capital are the inheritance tax laus
which require the investment of dollars today for the future pay-out to
the government upon the death of the owner/manager of a privately

held business.

In my own situation, Rickert Industrial is_required to
divert funds to purchass life insurance on the owners to assure that
cash will be available to meet.the future estate tax liability.
These are dollars uhicﬁ could be spent now for expansion and economic
growth, Instead, we must protect our business so tﬁgt it wvon't
have to be merged or sold in order to raise the necessary funds for —
the death debt settlement. This is another qniqﬁe ptoﬁlam not faéed
by large corporations, but one which is continuously faced by small,

independent businesses.



- §tatemant by Bruno Mauer
Page 4

There is another option available to our COngreés. That is
to radically change our corporate and business tgx codes rather than
*_ continue to patch,sew up, add to and delete, with theléomeyimeé
x traumatic after affécts for years to éomé. It is a radical proposal
but one that may in the long run benefit government and business and
society in gensral on a much more effective level. I ran into
the proposal in BUSINESS WEEK MAGAZINE and its author is Professor
Robert Eisner of Northuestern University. He proposes that we
eliminate the corporate income tax. At first this concept floored
. me, but after serious consideration and weighing sevsral of the
pros and cons, it had a great deal of merit, and should be givenﬁvary

serious tonsideration.

The job creators, whether small business, medium size or
big business, are all vitally interested in continuing to contribute
to the growth of free enterprise., In order to better study and
measure the impact of government on these businesses a more effective

method of differentiating size must be devised.

A three-tier standard should be developed based upon both
employment and gross revenues by major industry classifications,
such as manufacturing-mining, wholesaling, rstailing, a?rvice and
professiongl, The SBA business size standards must be revised
to include the important middle size, ;;ﬁuing business., Small-u'
business, medium business and big business -~ all gr;uing to help

create more jobs.
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Page §

1 atroﬁgly feel that the time has come to declare a moratorium

on unneeded legislation and regulation., What we need is simplification

and reform, Our nation>and its people have long ago reached the
point of saturation. We have not only saturated ourselves with

laué, requlations and problems that have reached the crisis proportion
of credibility, but we have far surpassed the point where we must

undo much of the damage created.

The primary task of lawmakers the balance of this decade should

be to remove the tangle of restrictive laws we have created.:

‘Laumakers should become law reducers if we are to face the balancse.

of this decade with a system of government that operates under the

guidance and a heritage of a republic within a democratic framework.

What 100 Extra Jobs Mean*

Personal Income ’ $100,016,000 Yearly
Bank Deposits 490,000
Grocery Stores 16,660,000

Car Dealers 89,000
Department Stores - 59,000
Restaurants . 43,000
Service Stations 41,000
Clothing & Shoe Stores 30,000 -
Furniture & Appliances 26,000
Lumber & Hardware 23,000

Drug Stores < 19,000
Miscellaneous Retail - 116,000

(*Prepared by: F, P, Neusnschuander & Asadciatoa, 50 West Broad
Street, Columbus, Ohio 43215)
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What

new

jobs

mean

to

community

Romreh Study prepared by
Economie Aualysis and Study

Chamber of Commerece of the United States

" 1615 HStreet N.W. / Washington, D.C. 30008
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Do you know others who should see:
WHAT NEW JOBS MEAN TO A COMMUNITY (2928)

- Copies are available postpaid

1to 9 copies ...... $2.50 each

10 to 99 copies .. ... $2.00 each

100 copies or more ... $1.75 each
Order from:

Chamber of Commerce of the United States
1615 H Street, N. W,
Washington, D. C. 20006

Please enclose check or money order payable to:
Chamber of Commerce of the United States

Would you like to reproduce the charts on pages 8 and 11 in
your publications?_
Copies of the charts on glossy paper, 8% x 11 inches, suit-
able for reproduction, are available, $1.00 per set of two charts.
Order SET OF NEW JOBS CHARTS, publication no. 2987,

1954 study
15 printings, 69,000

1962 study
4 printings, 40,000

1973 study .
First printing, 10,000

Copyright © 1973, Chamber of Commerce of the United States of America
Library of-Congress Catalog Card Number: 73-78146

84-307 0 -1 ~ 19
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INTRODUCTION

When a new manufacturing plant goes up, there is a net addition to
income in the local community. The new payroll dollars flow into
the cash registers of local merchants and into the coffers of local
banks. Since the plant may purchase locally many materials, utilities
and services, the local economy expands. This economic expansion is
usually reflected in increases in population, school enrollment, and
other concomitants of general community growth.

A number of attempts have been made to measure the quantitative
effects of new industrial payrolls upon a community. No exact
measurement is possible because many other influences are simul-
taneously at work in the particular community, The National Cham-
ber’s Economic Analysis and Study Group attempted in 1954 to
measure such changes using nine counties which became industrial-
ized between 1940 and 1950, and again in 1962 attempted to meas-
ure such changes in eleven counties which industrialized between
1950 and 1960, as contrasted with eleven counties which did not
industrialize.

The earlier studies were widely cited by business firms, chambers
of commerce, business development groups, state industrial develop-
ment departments, and others. In response to many requests for
updated figures, the present report studies economic and other
changes occurring in ten counties which became industrialized between
1960 and 1970, as contrasted with ten counties which did not indus-
trialize. _

Also, in response to requests from several large chambers of com-
merce for data more applicable to metropolitan areas, we have com-

_pared economic changes between 1960 and 1970 in 127 standard

metropolitan statistical areas having greater employment growth
(both manufacturing and nonmanufacturing), as contrasted with™
127 areas having lesser employment growth.

., But the desirability of industrial growth as we have known it—
in fact, economic growth in general—has been fundamentally ques-
tioned in the last few years by growing numbers of people concerned
with unwanted side-effects, The time has long since passed when
local and state governments, relying on an optimistic view that all
growth is beneficial per se, compete with one another for new in-
dustry. Today a more sophisticated analysis of the costs and benefits

~ of new industry characterizes industrial development efforts. This new..

— 1
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attitude is found at the federal level as well, as indicated by recent
legislation affecting product quality and safety, environmental quality,
occupational -health and safety and equal employment opportunity.
Further evidence of a more critical approach to the relative costs and
benefits of economic growth is to be found in local and state govern-

. ments’ greater awareness of the added public service costs of new

industry and population attracted by industrial development pro-
grams. Greater public resistance to the higher tax burdens associated
with such growth has forced governments to rethink their develop-
ment programs from this viewpoint as well as from the viewpoint
of environmental, aesthetic and health considerations. -

—It would be unwarranted to infer from this latest attempt to
measure “What New Jobs Mean to a Community” any value judg-
ment on the goodness or badness of, for example, a larger population
and more school children resulting from new businesses attracted to
a community. On the other hand, our comments on the social costs
of industrial development should not be construed as support for
the “Zero Growth” movement.* These are questions that individual
communities will have to resolve for themselves.** Economic growth
will still be needed in the future, if only to provide the means of
improving the quality of life; and growth can occur as a result
of technological progress and more efficient use of resources even
if population growth tapers off. The real issue is not growth or no
growth, but rather the nature of economic growth, especlally its
qualitative aspects.

. In using data from this report it must be remembered that every
case of industrial expansion is unique, No two communities will ex-
perience exactly the same effects from a new payroll.

This study was prepared by Senior Associate Fred D. Lindsey
of the Economic Analysis and Study staff.

CanL H. MADDEN
Chief Economist
— , Eoonomig Analysis and Study

-

*For a fuller discussion of the related “social responsibility of business” issue, see
The Corporation in Transition (Chamber of Commerce of the U.S., 1973), publica-
tion No. 2838, $2,50 per copy.

*3Se¢ “Industrial Development Undcraolnu Changes as Economic Trends Shift,”
Journal of Commerce, January 4, 1973, p. 1, for a description of the changing
attitude of communities to local industrial development.

2
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I. INDUSTRIALIZATION OF
RURAL COUNTIES

Increased manufacturing employment is usually accompanied by
economic expansion of the community, The National Chamber
attempted to measure the increases in population, school enrollment,
personat-income, retail sales, bank deposits and other economic fac-
tors in counties which became industrialized during the 1940's, and
again for counties which industrialized during the 1950’s. This third
study attempts to measure the impact of industrialization during the
1960’s.

Industrial growth has costs as well as benefits. Capital outlays
and increased community expenditures are often required to provide
services for the new firms and their employees. Water supply and
sewage disposal systems may require expansion. New streets and
highways may be needed, and traffic control expenditures may in-
__crease. More police and fire protection may be reqmred Moreover,
“the new firm may create air and water pollution, noise and other
nuisances, or may preempt sites better suited. for recreation. The costs
of industrial growth are discussed in Section III of this booklet.

This study attempts to measure economic changes in several rural
counties which became iridustrialized between 1960 and 1970. The
statistics, however, are subject to limitations arising from the nature
of the problem. The relatlonshlp between industrial growth and gen-
eral community development is a chicken-and-egg relationship—you
can’t have one without the other. Similarly, while industrial growth
stimulates the remainder of the local community, the prior ex-
istence of the community with its diverse services makes industrial
growth possible. - D

Hence, statistical measures of theé effect of new industrial jobs
upon various other local economic and social factors do not provide
a one-way, cause-and-effect relationship. However, in the sample
areas selected for this study, there is a very strong connection be-
‘tween the growth of industrial payrolls and changes in other indexes
such as bank deposits and retail sales.

The ten counties chosen to be used in this analysis met the
following criteria: '

1. Manufacturing employment in 1970 was more than double that of

1960, with a numerical ificrease of over 1,000 manufacturing em-
ployees.

— 3
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2. Manufacturing employment was more than 20% of total employ-
ment in 1970.

3. The major employment change between 1960 and 1970 was an

increase in manufacturing employment.

4, The county was neither a part of, nor adjacent to, a metropolitan

area.

The requirement that the number of manufacturing employees .
must have increased by more than 1,000 during the decade guards
against inclusion in the sample of counties which may have had a
300% increase in manufacturing employees-—say from 10 to 40
workers. The requirement that manufacturing provides over 20% of
total 1970 employment, and that the major employment change
during the decade must have been an increase in manufacturing

_employment, also guard against attributing to an increase in manu-
facturing employment a community growth not reasonably related
thereto. The exclusion of metropolitan area counties, and counties
adjoining them, avoids, insofar as it could be avoided, measuring
the impact of influences from outside the particular geographic area.

No more than one country was chosen from any one state.* The
counties selected were:

Cullman, Alabama Hall, Nebraska

Benton, Arkansas Wayne, North Carolina
Montgomery, Kentucky Florence, South Carolina . .
McLeod, Minnesota Johnson, Tennessee
DeSoto, Mississippi Hopkins, Texas

Eight of the ten sample counties are in southeastern states. A
more geographically dispersed sample would be preferable, but for
the present analysis it seemed desirable to apply the criteria strictly
rather than to modify them in the interest of a wider geographic
spread. —

Manufacuring employment characteristics of the sample counties
are shown in Table 1. ‘

Total 1960 employment of the ten counties was 25.4% agricul-
tural, 14.8% manufacturing. In 1970 they were 14.8% agricultural,
28.1% manufacturing, Agricultural employment dropped from
30,507 in 1960 to 16,4307in 1970. This 46% decrease in agricul-

*For a further discussion of the method of choice of counties, seeFechnical Appen-
dix, page 16.
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tural employment obscured many economic changes resulting from
increased industrialization.

To compensate for this distortion, changes in the ten industrialized
counties were compared with changes in ten rural counties which
did not industrialize. The counties chosen for control purposes were
from the same ten states as the industrialized counties, they also
were neither part of nor adjacent to metropolitan areas, and each
had approximately the same proportion of manufacturing employ-
ment in 1970 as in 1960.

The 1960 population and employment in the nonindustrialized
counties totaled slightly less than half that of the industrialized
counties. To compensate for this difference economic changes of the
nonindustrialized counties were multiplied by an appropriate factor
—in this case 2.32, which is the ratio between the 1960 total em-
ployment in the industrialized counties (120,251), and the non-
industrialized or control counties (51,863).*

Economic changes between 1960 and 1970 in the two groups
of counties are summarized in Table 2, together with the net changes
between the two groups, and the changes corresponding to an in-
crease of 100 manufacturing employees. These economic changes
are also shown in chart form on page 8.

Bach one hundred more manufacturing employees was accom-
panied by an increase of 68 nonmanufacturing employees, distributed
as follows:

EMPLOYMENT CHANGES N;':rbk‘c’no’
Manufacturing ..........ciiiiiiiiiaa, vereeenans +100
Nonmanufacturing:
Wholesale and retail trade .................0000. Co+21
Professional and related services ................ +17
Transportation, communication
and other public utilities ............... ceees +11
Finance, insurance and real estate ...... Cheeaeaes +6
Business and personal services :..... e vesans +5
Construction . .vvvveriiiii ittt ittt +3
Other industries ................ Cereeeeeas Cees +5

* Additional information regarding the choice of this factor is given in the Technical
Appendix, page 16,

|BEST cOPY AVAILABLE |
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The $565,000 increase in annual retail sales associated with each
100 new manufacturing workers was not computed separately for
individual business lines. However, based upon total retail sales for
the United States, it would be distributed approximately as follows:

Grocory Stores .......oiviivviisiiirinraiase  $119,000
Motor vehicle dealers ........ccov0cvvvvneinnen 89,000

SOURCE OF DATA: United States Census of Population, 1960 and 1970,

6

Department StOT€8 ......oovvvveerverenroreos 59,000
Eating and drinking places ............c000u0t, 43,000
Gasoline service stations ...........co0vvuvennn 41,000
Clothing and shoe stores .......ovovvvvvunoees 30,000
Furniture, home furnishings
and household appliance stores ............... 26,000
Lumber, building materials
and hardware dealers ...........o00i0vvnennns 23,000
Drug 8tores .......c.vevruivvennrrsarsivennes 19,000
Other retail stores .......coevvevveenss, ceeese 116,000
Total increase in retail sales .................. $565,000
TABLE 1
MANUFACTURING EMPLOYMENT, 1960 AND 1970
Per cent of
Change in employed
Manufacturing manufacturing persons in
employment employment manufacturing
County 1960 1970  Number  Percent 1960 1970
Cullman, Ala, ....... 2,828 6,028 <+ 3,200 +113% 20.1% 32.2%
Benton, Ark. ....... 2,725 6,639 + 3914 +144 21.4 35.1
Montgomery, Ky, .... 536 1,823 + 1,287 +240 12.1 332
McLeod, Minn, ..... 1,579 3,426 + 1,847 +117 16.4 311
* DeSoto, Miss. ....... 752 3,326 + 2,574 +342 10.8 29.0
Hall, Nebr, ......... 1,147 3,471 + 2,324 4203 8.7 20.1
Wayne, N. C, ..... oo 3,041 6,271 4+ 3,230 +106 13.5 23.2
Florence, 8. C. ...... 3930 8,611 + 4,681 +119 14.3 26.2
Johnson, Tenn, ...... 347 1,935 + 1,588 +458 12.8 479
Hopkins, Texas ..... 922 1954 + 1,032 +112 :142 247
Total ..... veeeeess. 17,807 43,488 ¥25,677 +144% 14.8% 28.1%
Total for 10 counties
without industrial
growth ........... 7,876 9,030 + 1,154 + 15% 152% 18.0%



Changes in Net Change per Increase
Changes in Counties which between two of 100 Maru-
Counties which did not Indus- Growps of facturing
Industrialized alize® Counti Empi
Population ................ +56,796 —~23,989 +80,785 +351
Families .................. +19,642 -2,610 +22,252 +97
School Enroliment ......... + 18,080 —16 +18,096 +79
Personal Income** ......... +$562,427,000 +$324,109,000 +$238,318,000 4 $1,036,000
Retail Establishments®** .... +372° +158 +214 +1
Retail Sales*** ............ +$241,143,000 +$111,147,000 +$129,996,000 +$565,000
Bank Deposits ............. +$276.962,000 +8$164,200,000 +$112,762,000 +$490,000
Employment in:
Manufacturing ........... +25,677 +2,677 +23,000 +100
‘Wholesale & Retail Trade +7,353 +2,485 +4,868 +21
Professional and
Related Services ........ +10,812 +6,870 +3,942 +17
Traasportation, Communi-
cation and other
Public Utilities ...... +2,791 +276 +2,515 +11
Finance, Insurance and
Real Estate ........... +1,900 +585 +1,315 +6
Business & Personal
Services ........c--.-.. +436 —682 +1,118 +S5
Construction ............ +2,428 +1,761 +667 +3
Agriculture, Mining and
Industry not Reported . --16,929 —182210 +1,281 +5
Total, All Industries ........ +34,468 —4,238 +38,706 +168

*Actual changes in these counties multiplied by 2.32 to compensate for smaller population and em-
ploymeat in the group of counties which did not industrialize. For explanation, sce page 16.
**Change in personal income is from 1959 to 1969.
***Change in retail establishments and retail sales is from 1958 to 1967.

mwmrA:mmmmmmmemmcMof
Population, 1960 and 1970. Retail cstablishments and retail sales from United States Census of Business, 1958 and 1967.

AZIIVIMLSAANI LON aid HOIHA SALINNOD ANV
QAZITVIVISNANI HOIHA SALINNOD NI 061 ANV 0961 NIAMLAY SAINYHO
¢ II4VL

063



e

F41

201

What 100
New Factory Workers
Mean
To A Town
-
a
ara
$1,036,000
351 79 More More Personal
More People School Children Income Per Year
"‘ o o "
A
4 HOPI 5
@ 2717
97 $480,000 1 More
More More Bank Retall
Familles Deposits Establishment
Wil
AN
— —
68 More $565,000
Employed In More Retall
Non-Manufacturing Sales Por Yoar




292

II. WHAT NEW JOBS MEAN TO
A METROPOLITAN AREA

Concentrated in 264 metropolitan areas are 69% of our popula-
“tion and 72% of our employment. Both population and employment
increased twice as fast in metropolitan as in nonmetropolitan areas
between 1960 and 1970.

In measuring the effects of increased metropolitan area employ-
ment, economic trends of faster growing areas were compared with
trends of slower growing areas. Manufacturing employment consti-
tutes only 25% of the total metropolitan area employment, and
manufactuting employment growth accounts for only 15% of total
employment growth in metropolitan areas since 1960. Therefore,
total employment was used rather than manufacturing employment.

The 264 standard metropolitan statistical areas have 1970 popu-
lation ranging from 11.5 million to 55,959, The 10 largest areas were
omitted because: (1) These 10 areas have a total population of 48
million, or 34% of the population of all 264 areas. Including the 10
largest areas would obscure the economic changes of many smaller
areas, (2) Bank deposits of the 10 largest areas include considerable
funds from the rest of the United States, and from the rest of the
world. Deposits in 1970 averaged '$3,598 per capita in the 10 largest
areas, but only $1,889 in the other 254 areas. Bank deposit changes
in the 10 largest areas are much less representative of local economic
changes than in the 254 other areas. For economic changes both
including and excluding the 10 largest areas see Technical Appendix,
page 17. -

For this study the 254 metropolitan areas were divided into two
groups, according to change in total employment between 1960 and
1970. The 127 areas with greater employment growth (ranging from
+125.1% to +20.0% ) were compared with the 127 areas with lesser
employment growth (ranging from +20.0% to —~8.8%).

_The areas with greater employment growth had total 1960 popu-
lation of 43,932,000, and the areas with lesser employment growth
had total 1960 population of 35,770,000, To compensate for this
difference, the 1960 and 1970 economic data of the areas with lesser
employment growth were multiplied by the ratio between the two
population totals, or 1.23,

For each group the 1960 data were subtracted from the 1970
data, and the differences attributed to increased employment.
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As shown in Table 3 and the chart on page 11, an increase of
100 employees (both manufacturing and nonmanufacturing) was
associated with the following changes in other economic factors:

Population .......covvviiuiiiniiniiiiinnnees feene +245
Families .......coovcoviiviinainiianes Careeraaae +69
School enrollment ..........covivriiiians PRI +80
Personal INCOME ........covovvvvrvnnnorsons Tiveees +$872,000
Retail establishments .............co0vvvvnivionen +2
Retail 88168 ...ovvvvrvvirrvstiresosnsesnananoees +$395,000
Bank deposits ....... ey RPN +$481,000

Several changes above, resulting from an increase of 100 manu-
facturing plus nonmanufacturing employment, are considerably less
than the corresponding changes associated with an increase of 100
manufacturing employment shown on page 7. This does not neces-
sarily mean nonmanufacturing employment has less impact upon
the community than manufacturing employment.

When a rural county becomes industrialized the increased manu-
facturing workers provide employment for more school teachers,
more sales clerks, and other nonmanufacturing workers in the im-
mediate area. On page 7 the total change in the area was associated
with increased manufacturing employment,

When nonmanufacturing employment increases in an area more

‘manufactured goods are purchased in the area, but manufacture of

much of the goods—and the resultant increase in employment—
occurs in other parts of the United States. Due to the impossibility
of measuring such changes in other areas, this section of the study
measured only changes in the individual metropolitan areas.

If the changes shown on page 7 for 100 manufacturing em-
ployees are recomputed for change per increase of 100 in total
employment (manufacturing plus nonmanufacturing) they are:

Population .......0000u0 I +209
Families ................ P +58
School enrollment ......... e e e +47
Personal INCOME ......uvvvivunrriiinniirinsennes +$617,000
Retail establishments .................cvivveninnen +1
Retafl sales . ...ovvviiviiiivirineronnronroonnanss +$336,000
Bank deposits .......vvviii ittt +$292,000

All the above changes are less than corresponding changes for
metropolitan areas shown earlier, but some of the difference may be
due to differences in levels of incomes, bank deposits, and other
factors between metropolitan and nonmetropolitan areas.

10
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WHAT 100 NEW WORKERS
(manufacturing and nonmanufacturing)

MEAN TO A METROPOLITAN AREA

80 MORE
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$872,000 MORE : $481,000
PERSONAL INCOME, : MORE BANK
PER YEAR . DEPOSITS

MORE RETAIL
SALES PER YEAR

69
MORE
FAMILIES
Chamber of Commerce of the United States
11
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TABLE 3

CHANGES BETWEEN 1960 AND 1970 IN METROPOLITAN AREAS
WITH GREATER AND LESSER EMPLOYMENT GROWTH

A

Metropolitan Metropolitan Net change Net change
areas with areas with between two per 100
greater employ- lesser employ- groups of increase in
Item ment growth ment growth® areas employment
Employment (manufacturing
and nonmanufacturing) .. +5,690,652 +2,000,430 +3,690,222 +100
Population .............. +12,519,000 +3,461,000 +9,058,000 +245
Families ................ +3,533,540 +971,171 +2,562,369 +69
School enrollment ........ +6,012,287 +3,069,701 +2,942,586 +80
Personal income** ........ +$112,598,000,000 +$80,425,000,000 +$32,173,000,000 +$872,000
Retail establishments*** ... +42 969 —31,882 +74,851 +2
Retail sales*** ........... +$37,193,000,000 +$22,612,000,000 +$14,581,000,000 -+$395,000
Bank deposits ............ +$54,984,000,000 +$37,252,000,000 +$17,732,000,000 +3$481,000

*Actual change in these areas muitiplied by 1.23 to compensate for smaller total 1960 population in

the group of areas with lesser employmeat growth. For explanation see page 9.
**Change in personal income is from 1959 to 1969.

**Change in retail establishments and retail sales is from 1958 to 1967.

SOURCE OF DATA: Employment; population, families, school enroliment and personal income from United States Census of
Population, 1960 and 1970. Retail establishments and retail sales from United States Census of Business, 1958 and 1967.

Bank deposits from Federal Deposit Insurance Corporation.
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III. COSTS OF INDUSTRIAL GROWTH

Industrial growth, with workers moving from agriculture to more
productive higher paid manufacturing and service industry jobs, has
for centuries characterized the United States and many other coun-
tries,

Industrial development was welcomed, as it brought higher in-
comes, and provided working conditions often less laborious than
farm work. (The United States 1970 median income of farm families
was $5,800, but of manufacturing families $11,100.)

The higher nonfarm incomes supplied tax revenues to govern-
ment, supported retail business, and provided markets for service
industries,

But, during recent years, there has been increasing realization that
industrial growth often brings rising social costs—jammed highways,
crowded airports, honky-tonk developments, smog, foul air, polluted
water, disagreeable noise, despoiled nature and urban sprawl.

Higher government costs of expanded and improved schools,
library and recreational facilities, hospitals, transportation, waste dis-
posal, police and other services have been reflected in higher taxes.

As just mentioned, some forms of production and consumption
generate social costs, like noise, congestion, or environmental pollu-
tion, These costs are borne by the general public rather than the
industrial firms or consumers involved. Public concern about de-
teriorating water and air quality, dwindling green space, inadequate
transportation, housing and pollution, have caused some areas, par-
ticularly along the Atlantic and Pacific coasts, to restrict growth by
means of stringent land-use and antipollution laws. Some thinly
populated areas, anticipating a flood of refugees from heavily popula-
ted metropolitan areas, have adopted new zoning regulations attempt-
ing to restrict population growth. As the public, acting through
government, increasingly imposes higher performance and product
quality standards on business, these higher social costs will be passed
forward in the form of higher prices for affected products or services,

These recent developments have caused some localities to reeval-
uate the relative advantage of attracting certain types of industry.
Furthermore, most local governments are now aware that the typical
new individual household costs more in services than it pays the
government in taxes. If the new industrial operation is fully or
partially tax exempt, it and the new workers it attracts may result

13
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in higher tax levels, City planners are today developing what they
consider optimum economic growth plans for given areas, New
industry is no longer evaluated simply in terms of the number of
additional employees and payroll income, but rather in terms of
whether or not the industry will on balance be an asset to the area.
For example, a benefit/cost study* for Montgomery County, Mary-
land, estimated that a light manufacturing activity and its employees
would pay the County only 79¢ in taxes for every $1.00 it would
cost the County to provide education, police and fire protection,
traffic direction, streets and access roads, courts, libraries, etc., for
the plant and its employees. ’

However, a large private tax-paying white collar activity, with
large numbers of clerical workers and expensive computing and
data processing equipment would pay the County $2.34 in taxes
for every $1.00 in costs to the County. A large federal government
research installation, despite impacted area payments in lieu of taxes,
would pay the County only 69¢ for every $1.00 in County costs.

Industrial growth may not be the economic solution for high un-
employment in a depressed area if the new industry’s work force
requirements do not match the skills and educational levels of the
area’s unemployed. An instance of this was an aluminum reduc-
tion and rolling mill constructed in 1956 in a depressed area. Most
lo¢al workers lacked the education and experience level qualifying
them for the difficult and complex work of the plant, Many employees
hired were natives of the area who had migrated and wished to re-
turn, or were persons on temporary layoff from other industrial
plants. Almost all professional, technical and managerial employees
came from other areas. Employment in the area grew about 4,000
due to the plant, but of this number only about 300 to 500 local
workers were employed in the aluminum plant, and about 300 more
worked in retail stores and other establishments existing because
of the plant. About 100 new professional jobs (teachers, physicians,
ministers, etc.) resulted, but they were almost all filled by outsiders,
Lack of business experience and necessary capital prevented most
local people from starting business operations, Almost all new stores

*The Relative Importance to Montgomery County of Selected Economic Activities,
Boise Cascade Center for Community Development, Washington, D, C., 1970,

14



N

208

were started by persons bringing capital into the town, or as branches
of national firms,*

But nowadays, in addition to these conventional benefit-cost com-
parisons, more and more local governments are being forced by
public opinion to take into account social costs and benefits in eval- .-
uating the net benefit of new business firms to the community, So
today it is not advantageous for a community to attract new enter-
prises if the full costs to the community (including social costs)
exceed the benefits to the community. If the advantages of indus-
trialization' are. to be realized fully and without offsetting dis-
advantages, care must be exercised in the attraction of new firms.

*Irwin Gray, “Employment Effect of a New Industry in a Rural Area,” Monthly
Labor Review, Washington, D, C,, June 1969, pp. 26-30,
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IV. TECHNICAL APPENDIX

Choice of Counties. Analysis of data for the 3,049 United States
counties revealed about 30 meeting the industrial growth criteria
listed on pages 3 and 4. In states with more than one county meeting
the criteria, the county chosen was that with the greatest percentage
increase in manufacturing employment between 1960 and 1970,

Counties without industrial growth meeting the criteria were more
numerous. In each of the 10 states a county without industrial
growth was chosen which most nearly approximated the 1960 total
population and the percentage of total employment engaged in
manufacturing as the industrialized county already chosen for that
state.

Adjustment of Data in Counties without Industrial Growth, Total
1960 population and employment in the 10 counties with industrial
growth were about twice that of the counties without industrial
growth,

Total for Total for Ratio

10 counties 10 countles between

with without the two

industrial Industrial groups of

: growth growth countles
Total population (1960) .......... 375,210 158,712 2.36
Total employment (1960) ......... 120,251 51,863 2.32
Manufacturing employment (1960) .. 17,807 7.876 2.26

In this study the ratio between total employment (2.32) was
used as a multiplying factor for the counties without industrial
growth, The following table shows the relative small difference in
economic growth trends associated with an increase of 100 manu-
facturing employees which occur if either of the two other factors
is used.

Using Using Using
total total manufacturing
population employment employment
factor factor factor
(2.36) (2.32) (2.26)
Total population ...... +354 +351 +347
Nonmanufacturing
employment ....... + 69 +68 +67
Personal income ...... +$1,015,000 +$1,036,000 +$1,069,000

Exclusion of 10 Largest Metropolitan Areas. The 132 metro-
politan areas with greatest 1960-70 percentage increase in employ-

16
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ment included only two (San Francisco and Washington) of the 10
largest metropolitan areas, The 132 areas with lesser employment
growth included the five largest metropolitan areas plus three more
of the 10 largest areas. The 10 largest areas constituted 10% of the
1970 population of areas with the greater employment growth, and
54% of the population of the areas with lesser employment growth.

The following comparison shows effects of including and exclud-
ing the 10 largest areas in the computations.

Change per 100 increase in employment

Including 10 Excluding 10

largest areas largest areas
Population .............. +230 +245
Families .......ov00vvuen +68 +69
School enrollment ..... oo +74 +80
Personal income .......... +$647,000 +$872,000
Retail establishments ...... +2 +2
Retail sales ..........v00. +$380,000 +$395,000
Bank deposits ............ +$175,000 +$481,000

17
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OTHER CHAMBER OF COMMERCE PUBLICATIONS

Business and the Consumer—A Program for the Seventies. Analyzes
the scope of modern consumerism, consumerism and the changing
environment, and makes recommendations for business action. Pub-
lication No. 1929, $1.00.

Business and the Future—America’s Next 30 Years. Identifies some
* o, major trends shaping the future American environment within
which business will operate. Publication No, 1884, $1.00.

National Defense and National Priorities. Studies the role of national
defense and foreign relations as they influence the setting of
national policy in the United States. Publication No. 2607, $2.00.

The Corporation in Transition—Redefining Its Social Character. The
corporation of today and tomorrow, new social demands on the
corporation, new government-business relations of the corporation,
and auditing corporate social goals and performance. Publication
No. 2838, $2.50.

Employee Benefits, 1971. Shows employer payments for vacations,
holidays, sick leave, pensions, insurance, and other employee bene-
fits. Include 22 table and 4 charts. Publication No. 2758, $2.00.

Environment and Population Growth, Studies the dilemma posed by
the world population increase, and modern man's greatly enlarged
ability to utilize and transform nature's limited resources. Publica-
tion No. 1902, $1.00.

Manpower for the Seventies. Examines prospective problems and
changes in our labor force during the next decade, what policies
will increase labor force participation, how we can improve em-
ployment opportunities. Publication No. 1905, $1.00.

Order above publications from Chamber of Commerce of the United States, Wash-
ington, D. C. 20006. Pleass include publication numbers, and enclose check payable
to Chamber of Commerce of the United States.
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